


•   NEW: Math Review Exercises in MyEconLab—MyEconLab now offers an array of 
assignable and auto-graded exercises that cover fundamental math concepts. Geared 
specifically toward principles and intermediate economics students, these exercises aim 
to increase student confidence and success in these courses. Our new Math Review is 
accessible from the assignment manager and contains over 150 graphing, algebra, and 
calculus exercises for homework, quiz, and test use.

•   Digital Interactives—Engaging assessment activities that promote critical thinking and 
application of key economic principles. Each Digital Interactive has progressive levels 
where students can explore, apply, compare, and analyze economic principles. Many 
Digital Interactives include real time data from FRED® that displays, in graph and table 
form, up-to-the-minute data on key macro variables. Digital Interactives can be assigned 
and graded within MyEconLab, or used as a lecture tool to encourage engagement, 
classroom conversation, and group work.

•   Enhanced eText—The Pearson eText gives students access to their textbook 
anytime, anywhere. In addition to note-taking, highlighting, and bookmarking, 
the Pearson eText offers interactive and sharing features. Students actively 
read and learn through auto-graded practice, real-time data-graphs, figure 
animations, author videos, and more. Instructors can share comments or 
highlights, and students can add their own, for a tight community of learners  
in any class.

•   Learning Resources—Personalized learning aids such as Help Me Solve This 
problem walkthroughs and Figure Animations provide on-demand help when 
students need it most. 

•   Personalized Study Plan—Assists students in monitoring their own 
progress by offering them a customized study plan based on Homework, 
Quiz, and Test results. Includes regenerated exercises with unlimited 
practice, as well as the opportunity to earn mastery points by completing 
quizzes on recommended learning objectives.

•   Practice—Algorithmically generated homework and study plan exercises with instant 
feedback ensure varied and productive practice, helping students improve their 
understanding and prepare for quizzes and tests. Draw-graph exercises encourage 
students to practice the language of economics.

with MyEconLab®Practice, Engage, and Assess
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•   Current News Exercises —Every week, current microeconomic and 
macroeconomic news articles or videos, with accompanying exercises, are 
posted to MyEconLab. Assignable and auto-graded, these multi-part exercises 
ask students to recognize and apply economic concepts to real-world events.

•   Real-Time Data Analysis Exercises—Using current macro data to help 
students understand the impact of changes in economic variables, Real-Time 
Data Analysis Exercises communicate directly with the Federal Reserve Bank of 
St. Louis’s FRED® site and update as new data are available.

•   Experiments—Flexible, easy-to-assign, auto-graded, and available in Single 
Player and Multiplayer versions, Experiments in MyEconLab make learning 
fun and engaging.  

•   Reporting Dashboard—View, analyze, and report learning outcomes clearly 
and easily.  Available via the Gradebook and fully mobile-ready, the Reporting 
Dashboard presents student performance data at the class, section, and 
program levels in an accessible, visual manner.

•   Mobile Ready—Students and instructors can access multimedia resources 
and complete assessments right at their fingertips, on any mobile device.

•   LMS Integration—Link from any LMS platform to access assignments, rosters, and 
resources, and synchronize MyLab grades with your LMS gradebook. For students, 
new direct, single sign-on provides access to all the personalized learning MyLab 
resources that make studying more efficient and effective.

with MyEconLab®Practice, Engage, and Assess

A L W A Y S  L E A R N I N G

BK-PED-708052-HUBBARD-160392-Endpapers.indd   3 25/02/17   1:20 PM



Money, Banking, and  
the Financial SySteM

third edition

r. glenn hubbard
Columbia University

anthony Patrick o’Brien
Lehigh University

New York, NY

BK-PED-708052-HUBBARD-160392-FM.indd   1 01/03/17   8:44 PM



ISBN 10:         0-13-452406-3
ISBN 13: 978-0-13-452406-1

Copyright © 2018, 2014, 2012 by Pearson Education, Inc. or its affiliates. All Rights Reserved. Manufactured in the United States of America. 
This publication is protected by copyright, and permission should be obtained from the publisher prior to any prohibited reproduction, 
storage in a retrieval system, or transmission in any form or by any means, electronic, mechanical, photocopying, recording, or otherwise. For 
information regarding permissions, request forms, and the appropriate contacts within the Pearson Education Global Rights and Permissions 
department, please visit www.pearsoned.com/permissions/.

Acknowledgments of third-party content appear on the appropriate page within the text.

FRED® is a registered trademark and the FRED® Logo and ST. LOUIS FED are trademarks of the Federal Reserve Bank of St. Louis. http://
research.stlouisfed.org/fred2/

PEARSON, ALWAYS LEARNING, and MYECONLAB® are exclusive trademarks owned by Pearson Education, Inc. or its affiliates in the U.S. 
and/or other countries.

Unless otherwise indicated herein, any third-party trademarks, logos, or icons that may appear in this work are the property of their respective 
owners, and any references to third-party trademarks, logos, icons, or other trade dress are for demonstrative or descriptive purposes only. Such 
references are not intended to imply any sponsorship, endorsement, authorization, or promotion of Pearson’s products by the owners of such 
marks, or any relationship between the owner and Pearson Education, Inc., or its affiliates, authors, licensees, or distributors.

Library of Congress Cataloging-in-Publication Data on file 

10   9   8   7   6   5   4   3   2   1

Vice President, Business Publishing: Donna Battista
Director of Portfolio Management: Adrienne D’Ambrosio
Executive Portfolio Manager: David Alexander
Content Development Specialist: Lena Buonanno
Editorial Assistant: Michelle Zeng
Vice President, Product Marketing: Roxanne McCarley
Director of Strategic Marketing: Brad Parkins
Strategic Marketing Manager: Deborah Strickland
Product Marketer: Tricia Murphy
Field Marketing Manager: Ramona Elmer
Field Marketing Assistant: Kristen Compton
Product Marketing Assistant: Jessica Quazza
Vice President, Production and Digital Studio,  
 Arts and Business: Etain O’Dea
Director of Production, Business: Jeff Holcomb
Managing Producer, Business: Alison Kalil
Content Producer: Christine Donovan

Operations Specialist: Carol Melville
Creative Director: Blair Brown
Manager, Learning Tools: Brian Surette
Managing Producer, Digital Studio,  
 Arts and Business: Diane Lombardo
Digital Studio Producer: Melissa Honig
Digital Studio Producer: Alana Coles
Digital Content Team Lead: Noel Lotz
Digital Content Project Lead: Noel Lotz
Full-Service Project Management  
 and Composition: Cenveo® Publisher Services
Interior Design: Cenveo® Publisher Services
Cover Design: Jonathan Boylan
Cover Photo Credit: top: Fotolia/Monkey Business;  
 bottom: United States Federal Reserve
Printer/Binder: LSC Communications
Cover Printer: Phoenix Color

Dedication
For Constance, Raph, and Will

—R. Glenn Hubbard

For Cindy, Matthew, Andrew, and Daniel
—Anthony Patrick O’Brien

BK-PED-708052-HUBBARD-160392-FM.indd   2 01/03/17   8:44 PM

http://www.pearsoned.com/permissions/
http://research.stlouisfed.org/fred2/
http://research.stlouisfed.org/fred2/


iii

glenn hubbard, Professor, researcher, and Policymaker
R. Glenn Hubbard is the dean and Russell L. Carson Professor 
of Finance and Economics in the Graduate School of Business 
at Columbia University and professor of economics in Colum-
bia’s Faculty of Arts and Sciences. He is also a research associate 
of the National Bureau of Economic Research and a director of 
Automatic Data Processing, Black Rock Closed-End Funds, and 
MetLife. He received a Ph.D. in economics from Harvard Univer-
sity in 1983. From 2001 to 2003, he served as chair of the White 
House Council of Economic Advisers and chair of the OECD 
Economy Policy Committee, and from 1991 to 1993, he was dep-

uty assistant secretary of the U.S. Treasury Department. He currently serves as co-chair of 
the nonpartisan Committee on Capital Markets Regulation. Hubbard’s fields of specializa-
tion are public economics, financial markets and institutions, corporate finance, macro-
economics, industrial organization, and public policy. He is the author of more than 100 
articles in leading journals, including American Economic Review, Brookings Papers on Economic 
Activity, Journal of Finance, Journal of Financial Economics, Journal of Money, Credit, and Banking, 
Journal of Political Economy, Journal of Public Economics, Quarterly Journal of Economics, RAND 
Journal of Economics, and Review of Economics and Statistics. His research has been supported 
by grants from the National Science Foundation, the National Bureau of Economic Re-
search, and numerous private foundations.

tony o’Brien, award-Winning Professor and researcher
Anthony Patrick O’Brien is a professor of economics at Lehigh 
University. He received a Ph.D. from the University of California, 
Berkeley, in 1987. He has taught money, banking, and f inancial 
markets courses for more than 25 years. He received the Lehigh 
University Award for Distinguished Teaching. He was formerly 
the director of the Diamond Center for Economic Education and 
was named a Dana Foundation Faculty Fellow and Lehigh Class of 
1961 Professor of Economics. He has been a visiting professor at 
the University of California, Santa Barbara, and at Carnegie Mel-
lon University. O’Brien’s research has dealt with such issues as the 

evolution of the U.S. automobile industry, the sources of U.S. economic competitiveness, 
the development of U.S. trade policy, the causes of the Great Depression, and the causes 
of black–white income differences. His research has been published in leading journals, 
including American Economic Review, Quarterly Journal of Economics, Journal of Money, Credit, and 
Banking, Industrial Relations, Journal of Economic History, and the Journal of Policy History. His re-
search has been supported by grants from government agencies and private foundations.

About the Authors

BK-PED-708052-HUBBARD-160392-FM.indd   3 01/03/17   8:44 PM



iv

Part 1: FoundationS 
Chapter 1 Introducing Money and the Financial System 1

Chapter 2 Money and the Payments System 24

Chapter 3 Interest Rates and Rates of Return 53

Chapter 4 Determining Interest Rates 92

Part 2: Financial MarketS 
Chapter 5 The Risk Structure and Term Structure of Interest Rates 139

Chapter 6 The Stock Market, Information, and Financial Market Efficiency 173

Chapter 7 Derivatives and Derivative Markets 211

Chapter 8 The Market for Foreign Exchange 246

Part 3: Financial inStitutionS 
Chapter 9  Transactions Costs, Asymmetric Information, and  

the Structure of the Financial System 277

Chapter 10 The Economics of Banking 306

Chapter 11  Beyond Commercial Banks: Shadow Banks and  
Nonbank Financial Institutions 344

Chapter 12 Financial Crises and Financial Regulation 387

Part 4: Monetary Policy 
Chapter 13 The Federal Reserve and Central Banking 429

Chapter 14  The Federal Reserve’s Balance Sheet and  
the Money Supply Process 460

Chapter 15 Monetary Policy 494

Chapter 16 The International Financial System and Monetary Policy 542

Part 5: the Financial SySteM and the MacroeconoMy 
Chapter 17  Monetary Theory I: The Aggregate Demand and  

Aggregate Supply Model 579

Chapter 18 Monetary Theory II: The IS–MP Model 613

Glossary  659

Index  666

Brief Contents

BK-PED-708052-HUBBARD-160392-FM.indd   4 01/03/17   8:44 PM



Chapter 1  Introducing Money and the Financial System  1

You Get a Bright Idea … but Then What?  ................................................................................ 1

1.1 Key Components of the Financial System  ...................................................................... 2
Financial Assets  ............................................................................................................ 2
Financial Institutions  ..................................................................................................... 4

Making the Connection: The Rise of Peer-to-Peer Lending and Fintech  ................................ 6

Making the Connection: What Do People Do with Their Savings?  ......................................... 9
The Federal Reserve and Other Financial Regulators  ....................................................... 10
What Does the Financial System Do? ............................................................................. 13

Solved Problem 1.1: The Services Securitized Loans Provide .......................................... 15

1.2 The Financial Crisis of 2007–2009  ............................................................................ 16
Origins of the Financial Crisis  ....................................................................................... 16
The Deepening Crisis and the Response of the Fed and Treasury  ...................................... 18

1.3 Key Issues and Questions About Money, Banking, and the Financial System  .................. 19

*Key Terms and Problems................................................................................................. 21
Key Terms, Review Questions 
Problems and Applications, Data Exercises 
*These end-of-chapter resource materials repeat in all chapters.

Chapter 2 Money and the Payments System  24

The Federal Reserve: Good for Main Street or Wall Street—or Both?  .............................................24

Key Issue and Question ...............................................................................................24

2.1 Do We Need Money?  ................................................................................................. 25
Barter  ........................................................................................................................ 26
The Invention of Money  ............................................................................................... 26

Making the Connection: What’s Money? Ask a Taxi Driver in Moscow! ................................. 27

2.2 The Key Functions of Money  ...................................................................................... 27
Medium of Exchange  ................................................................................................... 28
Unit of Account  .......................................................................................................... 28
Store of Value  ............................................................................................................. 28
Standard of Deferred Payment  ...................................................................................... 29
Remember That Money, Income, and Wealth Measure Different Things  ............................ 29
What Can Serve as Money?  ........................................................................................... 29
The Mystery of Fiat Money  ........................................................................................... 29

Making the Connection: Say Goodbye to the Benjamins?  .................................................. 30

2.3 The Payments System  ............................................................................................... 32
The Transition from Commodity Money to Fiat Money ...................................................... 32
The Importance of Checks  ............................................................................................ 33
New Technology and the Payments System  .................................................................... 33
E-Money, Bitcoin, and Blockchain  ................................................................................ 34

Making the Connection: Will Sweden Become the First Cashless Society?  .......................... 36

2.4 Measuring the Money Supply  ..................................................................................... 37
Measuring Monetary Aggregates  .................................................................................... 37
Does It Matter Which Definition of the Money Supply We Use?  ........................................ 39

Contents

v

BK-PED-708052-HUBBARD-160392-FM.indd   5 01/03/17   8:44 PM



vi Contents

2.5 The Quantity Theory of Money: A First Look at the Link Between Money and Prices  ......... 40
Irving Fisher and the Equation of Exchange  ................................................................... 40
The Quantity Theory Explanation of Inflation  .................................................................. 41

Solved Problem 2.5: Relationship Between Money and Income  ....................................41
How Accurate Are Forecasts of Inflation Based on the Quantity Theory?  ............................ 42
The Hazards of Hyperinflation  ...................................................................................... 43
What Causes Hyperinflation?  ........................................................................................ 44

Making the Connection: Deutsche Bank During the German Hyperinflation  ......................... 44
Should Central Banks Be Independent?  ......................................................................... 46

Answering the Key Question .............................................................................................. 47

Chapter 3  Interest Rates and Rates of Return  53

Are Treasury Bonds a Risky Investment? .....................................................................................53

Key Issue and Question .................................................................................................... 53

3.1 The Interest Rate, Present Value, and Future Value  ...................................................... 54
Why Do Lenders Charge Interest on Loans?  .................................................................... 55
Most Financial Transactions Involve Payments in the Future  ............................................ 55
Compounding and Discounting  ..................................................................................... 56

Solved Problem 3.1A: In Your Interest: Using Compound Interest to Select a Bank CD ....57

Solved Problem 3.1B: In Your Interest: How Do You Value a College Education?  ............60
Discounting and the Prices of Financial Assets  ............................................................... 62

3.2 Debt Instruments and Their Prices  ............................................................................. 62
Loans, Bonds, and the Timing of Payments  .................................................................... 62

Making the Connection: In Your Interest: Interest Rates and Student Loans  ........................ 65

3.3 Bond Prices and Yield to Maturity  .............................................................................. 66
Bond Prices  ................................................................................................................ 67
Yield to Maturity .......................................................................................................... 67
Yields to Maturity on Other Debt Instruments  ................................................................. 68

Solved Problem 3.3: Finding the Yield to Maturity for Different Types of  
Debt Instruments  .....................................................................................................70

3.4 The Inverse Relationship Between Bond Prices and Bond Yields .................................... 71
What Happens to Bond Prices When Interest Rates Change?  ........................................... 72

Making the Connection: Banks Take a Bath on Mortgage-Backed Bonds  ............................. 73
Bond Prices and Yields to Maturity Move in Opposite Directions  ...................................... 74
Secondary Markets, Arbitrage, and the Law of One Price  ................................................. 74

Making the Connection: In Your Interest: How to Follow the Bond Market:  
Reading the Bond Tables  ................................................................................................. 75

3.5 Interest Rates and Rates of Return  ............................................................................. 78
A General Equation for the Rate of Return on a Bond  ..................................................... 78
Interest-Rate Risk and Maturity  .................................................................................... 79
How Much Interest-Rate Risk Do Investors in Treasury Bonds Face?  ................................. 80

3.6 Nominal Interest Rates Versus Real Interest Rates  ....................................................... 80

Answering the Key Question .............................................................................................. 83

Chapter 4  Determining Interest Rates  92

Why Are Interest Rates So Low?  ................................................................................................92
Key Issue and Question .................................................................................................... 92

4.1 How to Build an Investment Portfolio  .......................................................................... 93
The Determinants of Portfolio Choice  ............................................................................ 93

BK-PED-708052-HUBBARD-160392-FM.indd   6 01/03/17   8:44 PM



viiContents

Making the Connection: In Your Interest: Will a Black Swan Eat Your 401(k)?  ..................... 97
Diversification  ............................................................................................................. 99

Making the Connection: In Your Interest: Does Your Portfolio Have Enough Risk?  .............. 100

4.2 Market Interest Rates and the Demand and Supply for Bonds  ..................................... 101
A Demand and Supply Graph of the Bond Market  ......................................................... 102
Explaining Changes in Equilibrium Interest Rates  ......................................................... 104
Factors That Shift the Demand Curve for Bonds  ........................................................... 104
Factors That Shift the Supply Curve for Bonds  ............................................................. 108

4.3 Explaining Changes in Interest Rates  ........................................................................ 110
Why Do Interest Rates Fall During Recessions?  ............................................................ 112
How Do Changes in Expected Inflation Affect Interest Rates? The Fisher Effect  ............... 112

Making the Connection: Why Are Bond Interest Rates So Low?  ........................................ 114

Solved Problem 4.3: In Your Interest: What Happens to Your Investment in Bonds  
If the Inflation Rate Rises?  ............................................................................................ 116

4.4 Interest Rates and the Money Market Model  .............................................................. 118
The Demand and Supply for Money  ............................................................................. 118
Shifts in the Money Demand Curve  ............................................................................. 119
Equilibrium in the Money Market  ................................................................................ 121

Answering the Key Question ............................................................................................ 122

Appendix: The Loanable Funds Model and the International Capital Market  ........................ 127
The Demand and Supply for Loanable Funds  ............................................................... 127
Equilibrium in the Bond Market from the Loanable Funds Perspective ............................ 129
The International Capital Market and the Interest Rate  ................................................. 130
Small Open Economy  ................................................................................................ 131
Large Open Economy  ................................................................................................. 133

Making the Connection: Did a Global “Saving Glut” Cause the U.S. Housing Boom?  .......... 134

Chapter 5  The Risk Structure and Term Structure of  
Interest Rates  139

The Long and the Short of Interest Rates ............................................................................. 139

Key Issue and Question .................................................................................................. 139

5.1 The Risk Structure of Interest Rates .......................................................................... 140
Default Risk  ............................................................................................................. 141

Solved Problem 5.1: Political Uncertainty and Bond Yields  ............................................. 144

Making the Connection: Do Credit Rating Agencies Have a Conflict of Interest?  ................ 146
Liquidity and Information Costs  .................................................................................. 148
Tax Treatment  ........................................................................................................... 148

Making the Connection: In Your Interest: Should You Invest in Junk Bonds?  ..................... 151

5.2 The Term Structure of Interest Rates ......................................................................... 152

Making the Connection: In Your Interest: Would You Ever Pay the Government to  
Keep Your Money?  ........................................................................................................ 154

Explaining the Term Structure  .................................................................................... 155
The Expectations Theory of the Term Structure ............................................................. 155

Solved Problem 5.2A: In Your Interest: Can You Make Easy Money from the Term Structure?  ....159
The Segmented Markets Theory of the Term Structure  .................................................. 161
The Liquidity Premium Theory  .................................................................................... 162

Solved Problem 5.2B: Using the Liquidity Premium Theory to Calculate Expected  
Interest Rates  ............................................................................................................... 163

Can the Term Structure Predict Recessions?  ................................................................ 165
Answering the Key Question ............................................................................................ 167

BK-PED-708052-HUBBARD-160392-FM.indd   7 01/03/17   8:44 PM



viii Contents

Chapter 6  The Stock Market, Information, and  
Financial Market Efficiency  173

Are You Willing to Invest in the Stock Market?  .......................................................................... 173

Key Issue and Question .................................................................................................. 173

6.1 Stocks and the Stock Market  ................................................................................... 174
Common Stock Versus Preferred Stock  ........................................................................ 175
How and Where Stocks Are Bought and Sold  ................................................................ 175
Measuring the Performance of the Stock Market  ........................................................... 177
Does the Performance of the Stock Market Matter to the Economy?  ............................... 179

Making the Connection: Did the Stock Market Crash of 1929 Cause  
the Great Depression?  ................................................................................................... 180

6.2 How Stock Prices Are Determined  ............................................................................ 182
Investing in Stock for One Year  ................................................................................... 182
The Rate of Return on a One-Year Investment in a Stock  ............................................... 183

Making the Connection: In Your Interest: How Should the Government Tax  
Your Investment in Stocks?  ............................................................................................ 184

The Fundamental Value of Stock  ................................................................................. 185
The Gordon Growth Model  .......................................................................................... 186

Solved Problem 6.2: Using the Gordon Growth Model to Evaluate GE Stock  ...................... 187

6.3 Rational Expectations and Efficient Markets  .............................................................. 188
Adaptive Expectations Versus Rational Expectations  ..................................................... 188
The Efficient Markets Hypothesis  ................................................................................ 190
Are Stock Prices Predictable?  ..................................................................................... 191
Efficient Markets and Investment Strategies  ................................................................ 192

Making the Connection: In Your Interest: If Stock Prices Can’t Be Predicted,  
Why Invest in the Market?  ............................................................................................. 194

Solved Problem 6.3: Should You Follow the Advice of Investment Analysts?  ..................... 196

6.4 Actual Efficiency in Financial Markets  ...................................................................... 197
Pricing Anomalies ...................................................................................................... 197
Mean Reversion and Momentum Investing .................................................................... 199
Excess Volatility  ........................................................................................................ 199

Making the Connection: Does the Financial Crisis of 2007–2009 Disprove the  
Efficient Markets Hypothesis?  ........................................................................................ 200

6.5 Behavioral Finance  ................................................................................................. 201
Noise Trading and Bubbles .......................................................................................... 202
How Great a Challenge Is Behavioral Finance to the Efficient Markets Hypothesis? ........... 203

Answering the Key Question ............................................................................................ 203

Chapter 7  Derivatives and Derivative Markets  211

You, Too, Can Buy and Sell Crude Oil … But Should You? ..........................................................211

Key Issue and Question .................................................................................................. 211

7.1 Derivatives, Hedging, and Speculating  ...................................................................... 213

7.2 Forward Contracts  ................................................................................................... 214

7.3 Futures Contracts  ................................................................................................... 215
Hedging with Commodity Futures  ............................................................................... 216
Speculating with Commodity Futures  .......................................................................... 218

Making the Connection: In Your Interest: So You Think You Can  
Beat the Smart Money in the Oil Market?  ........................................................................ 219

Hedging and Speculating with Financial Futures  .......................................................... 220

BK-PED-708052-HUBBARD-160392-FM.indd   8 01/03/17   8:44 PM



ixContents

Making the Connection: In Your Interest: How to Follow the  
Futures Market: Reading the Financial Futures Listings  .................................................... 222

Solved Problem 7.3: In Your Interest: How Can You Hedge an Investment in  
Treasury Notes When Interest Rates Are Low? ................................................................... 223

Trading in the Futures Market  ..................................................................................... 224

7.4 Options  .................................................................................................................. 225
Why Would You Buy or Sell an Option?  ........................................................................ 226
Option Pricing and the Rise of the “Quants”  ................................................................ 227

Making the Connection: In Your Interest: How to Follow the Options  
Market: Reading the Options Listings  ............................................................................. 229

Solved Problem 7.4: In Your Interest: Interpreting the Options Listings for Amazon.com ..... 230

Using Options to Manage Risk  .................................................................................... 232

Making the Connection: In Your Interest: How Much Volatility  
Should You Expect in the Stock Market?  ......................................................................... 233

7.5 Swaps  ................................................................................................................... 234
Interest-Rate Swaps  .................................................................................................. 234
Currency Swaps and Credit Swaps  .............................................................................. 236
Credit Default Swaps  ................................................................................................. 236

Making the Connection: Are Derivatives “Financial Weapons of Mass Destruction”?  ........... 238

Answering the Key Question ............................................................................................ 239

Chapter 8  The Market for Foreign Exchange  246

Who Is Mario Draghi, and Why Should Proctor & Gamble Care?  ..................................................246

Key Issue and Question .................................................................................................. 246

8.1 Exchange Rates and the Foreign Exchange Market  ..................................................... 247

Making the Connection: Brexit, Exchange Rates, and the Profitability of British Firms  ....... 248
Is It Dollars per Yen or Yen per Dollar?  ......................................................................... 249
Nominal Exchange Rates Versus Real Exchange Rates  .................................................. 250
Foreign Exchange Markets  .......................................................................................... 252

8.2 Exchange Rates in the Long Run  .............................................................................. 253
The Law of One Price and the Theory of Purchasing Power Parity  ................................... 253
Is PPP a Complete Theory of Exchange Rates?  ............................................................. 255

Solved Problem 8.2: Should Big Macs Have the Same Price Everywhere?  ......................... 256

8.3 A Demand and Supply Model of Short-Run Movements in Exchange Rates  ................... 257
A Demand and Supply Model of Exchange Rates  .......................................................... 257
Shifts in the Demand and Supply for Foreign Exchange  ................................................ 258
The Interest-Rate Parity Condition  .............................................................................. 260

Solved Problem 8.3: In Your Interest: Can You Make Money Investing in Mexican Bonds? ... 264

Making the Connection: What Explains Movements in the Dollar Exchange Rate?  .............. 265
Forward and Futures Contracts in Foreign Exchange  ..................................................... 267
Exchange-Rate Risk, Hedging, and Speculation  ........................................................... 268

Making the Connection: Can Speculators Drive Down the Value of a Currency?  .................. 270
Answering the Key Question  ........................................................................................... 271

Chapter 9  Transactions Costs, Asymmetric  
Information, and the Structure of the Financial System  277

Can Fintech or Crowdsourcing Fund Your Startup?  ....................................................................277

Key Issue and Question .................................................................................................. 277

BK-PED-708052-HUBBARD-160392-FM.indd   9 01/03/17   8:44 PM



x Contents

9.1 The Financial System and Economic Performance  ..................................................... 279

9.2 Transactions Costs, Adverse Selection, and Moral Hazard  ........................................... 281
The Problems Facing Small Investors  .......................................................................... 281
How Financial Intermediaries Reduce Transactions Costs  .............................................. 282
The Problems of Adverse Selection and Moral Hazard  ................................................... 283
Adverse Selection  ...................................................................................................... 283

Making the Connection: Has Securitization Increased Adverse Selection Problems?  .......... 288

Solved Problem 9.2: Why Do Banks Ration Credit to Households and  
Small Businesses?  ........................................................................................................ 290

Moral Hazard  ............................................................................................................ 291

Making the Connection: In Your Interest: Is It Safe to Invest Through Crowdfunding Sites?  295

9.3 Conclusions About the Structure of the U.S. Financial System  .................................... 296

Making the Connection: In Your Interest: Corporations Are Issuing More Bonds, but Should  
You Buy Them?  ............................................................................................................ 299
Answering the Key Question  ........................................................................................... 301

Chapter 10  The Economics of Banking  306

Small Businesses Flock to the Bank of Bird-in-Hand  .................................................................306
Key Issue and Question .................................................................................................. 306

10.1 The Basics of Commercial Banking: The Bank Balance Sheet  ................................... 307
Bank Liabilities  ......................................................................................................... 309

Making the Connection: The Rise and Fall and (Partial) Rise of the Checking Account ....... 311
Bank Assets  .............................................................................................................. 312
Bank Capital  ............................................................................................................. 315

Solved Problem 10.1: Constructing a Bank Balance Sheet  .............................................. 316

10.2 The Basic Operations of a Commercial Bank ............................................................ 317
Bank Capital and Bank Profit  ..................................................................................... 318

10.3 Managing Bank Risk  ............................................................................................. 320
Managing Liquidity Risk  ............................................................................................ 320
Managing Credit Risk  ................................................................................................ 321

Making the Connection: In Your Interest: FICO: Can One Number Forecast Your Financial  
Life–and Your Romantic Life?  ........................................................................................ 322

Managing Interest-Rate Risk  ...................................................................................... 325

10.4 Trends in the U.S. Commercial Banking Industry  ..................................................... 328
The Early History of U.S. Banking  ............................................................................... 328
Bank Panics, the Federal Reserve, and the Federal Deposit Insurance Corporation ........... 329
Legal Changes, Economies of Scale, and the Rise of Nationwide Banking  ....................... 330

Making the Connection: In Your Interest: Starting a Small Business?  
See Your Community Banker ........................................................................................... 332

Expanding the Boundaries of Banking  ......................................................................... 333
The Financial Crisis, TARP, and Partial Government Ownership of Banks  ........................ 336

Answering the Key Question  ........................................................................................... 338

Chapter 11  Beyond Commercial Banks:  
Shadow Banks and Nonbank Financial Institutions  344

When Is a Bank Not a Bank? When It’s a Shadow Bank!  ........................................................ 344
Key Issue and Question .................................................................................................. 344

BK-PED-708052-HUBBARD-160392-FM.indd   10 01/03/17   8:44 PM



xiContents

11.1 Investment Banking  .............................................................................................. 345
What Is an Investment Bank?  ..................................................................................... 346
“Repo Financing,” Leverage, and Funding Risk in Investment Banking ........................... 350

Solved Problem 11.1: The Perils of Leverage  ................................................................. 351

Making the Connection: Did Moral Hazard Derail Investment Banks?  ............................... 354
The Investment Banking Industry  ................................................................................ 356

Making the Connection: Should Congress Bring Back Glass-Steagall?  .............................. 357
Where Did All the Investment Banks Go?  ..................................................................... 359

Making the Connection: In Your Interest: So, You Want to  
Be an Investment Banker?  ............................................................................................. 360

11.2 Investment Institutions: Mutual Funds, Hedge Funds, and Finance Companies  ........... 362
Mutual Funds  ........................................................................................................... 362
Hedge Funds  ............................................................................................................ 365

Making the Connection: In Your Interest: Would You Invest in a  
Hedge Fund if You Could?  ............................................................................................. 366

Finance Companies  ................................................................................................... 368

11.3 Contractual Savings Institutions: Pension Funds and Insurance Companies  ................ 369
Pension Funds  .......................................................................................................... 369
Insurance Companies  ................................................................................................ 372

11.4 Risk, Regulation, and the Shadow Banking System  .................................................. 374
Systemic Risk and the Shadow Banking System  ........................................................... 375
Regulation and the Shadow Banking System  ................................................................ 376
The Fragility of the Shadow Banking System  ................................................................ 376
Are Shadow Banks Still Vulnerable to Runs Today?  ....................................................... 377

Answering the Key Question  ........................................................................................... 378

Chapter 12  Financial Crises and Financial Regulation  387

Bubbles, Bubbles, Everywhere! (Or Not)  ............................................................................. 387
Key Issue and Question .................................................................................................. 387

12.1 The Origins of Financial Crises  ............................................................................... 389
The Underlying Fragility of Commercial Banking  .......................................................... 389
Bank Runs, Contagion, and Bank Panics  ..................................................................... 389
Government Intervention to Stop Bank Panics  .............................................................. 390

Solved Problem 12.1: Would Requiring Banks to Hold 100% Reserves Eliminate Bank Runs?  ....391
Bank Panics and Recessions  ...................................................................................... 391

Making the Connection: Why Was the Severity of the 2007–2009  
Recession So Difficult to Predict?  .................................................................................. 393

Exchange-Rate Crises  ................................................................................................ 395
Sovereign Debt Crises  ................................................................................................ 396

12.2 The Financial Crisis of the Great Depression  ............................................................ 397
The Start of the Great Depression  ............................................................................... 397
The Bank Panics of the Early 1930s  ........................................................................... 399
The Failure of Federal Reserve Policy During the Great Depression  ................................. 400

Making the Connection: Did the Failure of the Bank of United States  
Cause the Great Depression?  .......................................................................................... 402

12.3 The Financial Crisis of 2007–2009  ........................................................................ 403
The Housing Bubble Bursts  ........................................................................................ 403
Bank Runs at Bear Stearns and Lehman Brothers  ......................................................... 404
The Federal Government’s Extraordinary Response to the Financial Crisis  ....................... 405

BK-PED-708052-HUBBARD-160392-FM.indd   11 01/03/17   8:44 PM



xii Contents

12.4 Financial Crises and Financial Regulation  ............................................................... 406
Lender of Last Resort  ................................................................................................ 407

Making the Connection: Could the Fed Have Saved Lehman Brothers?  ............................. 410

Making the Connection: Will Dodd-Frank Tie the Fed’s Hands in the  
Next Financial Crisis?  .................................................................................................... 413

Reducing Bank Instability  .......................................................................................... 415
Capital Requirements  ................................................................................................ 416
The 2007–2009 Financial Crisis and the Pattern of Crisis and Response  ....................... 420

Answering the Key Question  ........................................................................................... 421

Chapter 13  The Federal Reserve and Central Banking  429

Wells Fargo Owns Part of the Fed. Does It Matter? ................................................................ 429
Key Issue and Question .................................................................................................. 429

13.1 The Structure of the Federal Reserve System  ........................................................... 430
Creation of the Federal Reserve System  ....................................................................... 431
Federal Reserve Banks  ............................................................................................... 432

Making the Connection: St. Louis and Kansas City? What Explains the  
Locations of the District Banks?  ..................................................................................... 433

Member Banks  .......................................................................................................... 435

Solved Problem 13.1: How Costly Are Reserve Requirements to Banks?  ........................... 436
Board of Governors  .................................................................................................... 437
The Federal Open Market Committee  .......................................................................... 438

Making the Connection: On the Board of Governors, Four Can Be a Crowd  ........................ 439
Power and Authority Within the Fed  ............................................................................ 440

Making the Connection: Should Bankers Have a Role in Running the Fed?  ....................... 442
Changes to the Fed Under the Dodd-Frank Act  ............................................................. 443

13.2 How the Fed Operates  ........................................................................................... 444
Handling External Pressure  ........................................................................................ 444
Examples of Conflict Between the Fed and the Treasury  ................................................ 445
Factors That Motivate the Fed  .................................................................................... 446
Fed Independence  ..................................................................................................... 448

Making the Connection: End the Fed?  ........................................................................... 449

13.3 Central Bank Independence Outside the United States  ............................................. 451
The Bank of England  ................................................................................................. 451
The Bank of Japan  .................................................................................................... 451
The Bank of Canada  .................................................................................................. 452
The European Central Bank  ........................................................................................ 452
Conclusions on Central Bank Independence  ................................................................. 454

Answering the Key Question  ........................................................................................... 454

Chapter 14  The Federal Reserve’s Balance Sheet and  
the Money Supply Process  460

Gold: The Perfect Hedge Against Economic Chaos?  .............................................................. 460
Key Issue and Question .................................................................................................. 460

14.1 The Federal Reserve’s Balance Sheet and the Monetary Base  .................................... 462
The Federal Reserve’s Balance Sheet  .......................................................................... 463
The Monetary Base  .................................................................................................... 464
How the Fed Changes the Monetary Base  .................................................................... 465
Comparing Open Market Operations and Discount Loans  ............................................... 468

Making the Connection: Explaining the Explosion in the Monetary Base  ........................... 468

BK-PED-708052-HUBBARD-160392-FM.indd   12 01/03/17   8:44 PM



xiiiContents

14.2 The Simple Deposit Multiplier  ................................................................................ 470
Multiple Deposit Expansion  ........................................................................................ 470
Calculating the Simple Deposit Multiplier  .................................................................... 473

14.3 Banks, the Nonbank Public, and the Money Multiplier  ............................................. 474
The Effect of Increases in Currency Holdings and Increases in Excess Reserves  .............. 475
Deriving a Realistic Money Multiplier  .......................................................................... 476

Solved Problem 14.3: Using the Expression for the Money Multiplier  ............................... 478

The Money Supply, the Money Multiplier, and the Monetary Base Since the  
Beginning of the 2007–2009 Financial Crisis  .............................................................. 480

Making the Connection: Did the Fed’s Worry over Excess Reserves Cause the  
Recession of 1937–1938?  ............................................................................................ 482

Making the Connection: In Your Interest: If You Are Worried About Inflation,  
Should You Invest in Gold?  ............................................................................................ 484
Answering the Key Question  ........................................................................................... 486

Appendix: The Money Supply Process for M2  .................................................................. 492

Chapter 15  Monetary Policy  494

The End of “Normal” Monetary Policy?  ............................................................................... 494
Key Issue and Question .................................................................................................. 494

15.1 The Goals of Monetary Policy  ................................................................................. 496
Price Stability  ........................................................................................................... 496
High Employment  ..................................................................................................... 497
Economic Growth  ...................................................................................................... 498
Stability of Financial Markets and Institutions  .............................................................. 498

Making the Connection: Should the Fed Deflate Asset Bubbles?  ...................................... 498
Interest Rate Stability  ................................................................................................ 500
Foreign Exchange Market Stability  .............................................................................. 500
The Fed’s Dual Mandate  ............................................................................................ 501

15.2 Monetary Policy Tools and the Federal Funds Rate  ................................................... 501
The Federal Funds Market and the Fed’s Target Federal Funds Rate  ............................... 503
Open Market Operations and the Fed’s Target for the Federal Funds Rate  ....................... 505
The Effect of Changes in the Discount Rate and in Reserve Requirements  ...................... 506

Solved Problem 15.2: Analyzing the Federal Funds Market  ............................................. 508

15.3 The Fed’s Monetary Policy Tools and Its New Approach to Managing the  
Federal Funds Rate  ....................................................................................................... 510

Open Market Operations  ............................................................................................ 510
Discount Policy  ......................................................................................................... 513
How the Fed Currently Manages the Federal Funds Rate  ............................................... 517

15.4 Monetary Targeting and Monetary Policy  ................................................................. 519
Using Targets to Meet Goals  ....................................................................................... 520

Making the Connection: What Happened to the Link Between Money and Prices?  ............. 522
The Choice Between Targeting Reserves and Targeting the Federal Funds Rate  ................ 524
The Taylor Rule: A Summary Measure of Fed Policy  ...................................................... 526
Inflation Targeting: A New Monetary Policy Tool?  .......................................................... 528
International Comparisons of Monetary Policy  .............................................................. 529

Making the Connection: Are Negative Interest Rates an Effective Monetary Policy Tool?  ..... 532
Answering the Key Question  ........................................................................................... 534

BK-PED-708052-HUBBARD-160392-FM.indd   13 01/03/17   8:44 PM



xiv Contents

Chapter 16  The International Financial System and  
Monetary Policy  542

Can the Euro Survive?  ..................................................................................................... 542
Key Issue and Question .................................................................................................. 542

16.1 Foreign Exchange Intervention and the Monetary Base  ............................................. 543

16.2 Foreign Exchange Interventions and the Exchange Rate  ............................................ 545
Unsterilized Intervention  ............................................................................................ 546
Sterilized Intervention  ............................................................................................... 546

Solved Problem 16.2: The Swiss Central Bank Counters the Rising Franc  ......................... 547

Capital Controls  ........................................................................................................ 549

16.3 The Balance of Payments  ...................................................................................... 550
The Current Account  .................................................................................................. 550
The Financial Account  ............................................................................................... 551
Official Settlements  ................................................................................................... 552
The Relationship Among the Accounts  ........................................................................ 552

16.4 Exchange Rate Regimes and the International Financial System  ................................ 553
Fixed Exchange Rates and the Gold Standard  .............................................................. 553

Making the Connection: Did the Gold Standard Make the Great Depression Worse?  ........... 556
Adapting Fixed Exchange Rates: The Bretton Woods System  .......................................... 557
Central Bank Interventions After Bretton Woods  ........................................................... 561

Making the Connection: The “Exorbitant Privilege” of the U.S. Dollar?  ............................. 562
Fixed Exchange Rates in Europe  ................................................................................. 563

Making the Connection: In Your Interest: If You Were Greek, Would You Prefer  
the Euro or the Drachma?  .............................................................................................. 567

Currency Pegging  ...................................................................................................... 568
Does China Manipulate Its Exchange Rate?  .................................................................. 569
The Policy Trilemma  .................................................................................................. 570

Answering the Key Question  ........................................................................................... 573

Chapter 17  Monetary Theory I: The Aggregate Demand and  
Aggregate Supply Model  579

Why Did Employment Grow Slowly After the Great Recession?  ................................................ 579
Key Issue and Question .................................................................................................. 579

17.1 The Aggregate Demand Curve  ................................................................................ 581
The Money Market and the Aggregate Demand Curve  .................................................... 582
Shifts of the Aggregate Demand Curve ......................................................................... 584

17.2 The Aggregate Supply Curve  .................................................................................. 586
The Short-Run Aggregate Supply (SRAS) Curve  ............................................................ 588
The Long-Run Aggregate Supply (LRAS) Curve  ............................................................. 590
Shifts in the Short-Run Aggregate Supply Curve  ........................................................... 591

Making the Connection: Fracking Transforms Energy Markets in the United States  ............ 592
Shifts in the Long-Run Aggregate Supply (LRAS) Curve  ................................................ 594

17.3 Equilibrium in the Aggregate Demand and Aggregate Supply Model  ........................... 595
Short-Run Equilibrium  ............................................................................................... 595
Long-Run Equilibrium  ............................................................................................... 596
Economic Fluctuations in the United States ................................................................. 597

BK-PED-708052-HUBBARD-160392-FM.indd   14 01/03/17   8:44 PM



xvContents

17.4 The Effects of Monetary Policy  ............................................................................... 600
An Expansionary Monetary Policy  ................................................................................ 600

Solved Problem 17.4: Dealing with Shocks to Aggregate Demand and Aggregate Supply  .... 602

Was Monetary Policy Ineffective During the 2007–2009 Recession?  .............................. 604

Making the Connection: The 1930s, Today, and the Limits to Monetary Policy .................. 605
Answering the Key Question  ........................................................................................... 606

Chapter 18 Monetary Theory II: The IS–MP Model  613

Forecasting the Federal Funds Rate Is Difficult … Even for the Fed!  ....................................... 613
Key Issue and Question .................................................................................................. 613

18.1 The IS Curve  ........................................................................................................ 615
Equilibrium in the Goods Market  ................................................................................ 615
Potential GDP and the Multiplier Effect  ....................................................................... 618

Solved Problem 18.1: Calculating Equilibrium Real GDP  ................................................ 620

Constructing the IS Curve  .......................................................................................... 622
The Output Gap  ........................................................................................................ 623
Shifts of the IS Curve  ................................................................................................ 625

18.2 The MP Curve and the Phillips Curve  ...................................................................... 626
The MP Curve  ........................................................................................................... 627
The Phillips Curve  ..................................................................................................... 627
Okun’s Law and an Output Gap Phillips Curve  .............................................................. 630

Making the Connection: Did the Aftermath of the 2007–2009 Recession Break  
Okun’s Law?  ................................................................................................................. 632

18.3 Equilibrium in the IS–MP Model  ............................................................................ 633

Making the Connection:  Where Did the IS–MP Model Come From?  ................................. 634
Using Monetary Policy to Fight a Recession  ................................................................. 635
Complications in Fighting the Recession of 2007–2009  ............................................... 636

Making the Connection: Free Fannie and Freddie?  ......................................................... 638

Solved Problem 18.3: Using Monetary Policy to Fight Inflation  ....................................... 641

18.4 Are Interest Rates All That Matter for Monetary Policy?  ............................................ 643
The Bank Lending Channel and the Shadow Bank Lending Channel  ............................... 644
The Balance Sheet Channel: Monetary Policy and Net Worth  ......................................... 645

Answering the Key Question  ........................................................................................... 646

Appendix: The IS–LM Model  .......................................................................................... 654
Deriving the LM Curve  ............................................................................................... 654
Shifting the LM Curve  ................................................................................................ 655
Monetary Policy in the IS–LM Model  ........................................................................... 656

Glossary ............................................................................................... 659

Index ................................................................................................... 666

BK-PED-708052-HUBBARD-160392-FM.indd   15 01/03/17   8:44 PM



Do You Think This Might Be Important?
It’s customary for authors to begin textbooks by trying to convince readers that their 
subject is important—even exciting. Following the events of recent years, with dramatic 
swings in stock prices, negative interest rates, unprecedented monetary policy actions, 
and a slow recovery from the devastating financial crisis of 2007–2009, we doubt anyone 
needs to be convinced that the study of money, banking, and financial markets is impor-
tant. And it’s exciting … sometimes maybe a little too exciting. The past 10 years has seen 
dramatic changes to virtually every aspect of how money is borrowed and lent, how banks 
and other f inancial f irms operate, and how policymakers regulate the f inancial system. 
As a colleague of ours remarked: “I believe if I gave students the same exam I gave 10 years 
ago, I would require different answers to most of the questions!” Our goal in this textbook 
is to provide instructors and students with tools to understand these changes in the finan-
cial system and in the conduct of monetary policy.

New to This Edition
We were gratif ied by the enthusiastic response of students and instructors who used 
the previous two editions of this book. The response confirmed our view that a  modern 
 approach, paying close attention to recent developments in policy and theory, would 
find a receptive audience. In this third edition, we retain the key features of our previous 
 editions 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, 
which are discussed in detail in the pages that follow:

 ● Added new coverage of how interest rates are determined using the money market 
model in Section 4.4, “Interest Rates and the Money Market Model.” The section on the 
loanable funds model, which appeared in the body of the text in the previous edition, 
has been moved to a new appendix.

 ● Expanded the discussion of stock market indexes in Section 6.1, “Stocks and the Stock 
Market.”

 ● Changed the organization of topics in Chapter 8, “The Market for Foreign Exchange,” 
by moving the section on hedging exchange rate risk to the last section of the chapter 
where it can be easily omitted by instructors who do not cover this material.

 ● Added new coverage of why economists believe economic performance depends on 
the financial system in Section 9.1, “The Financial System and Economic Performance.”

 ● Added new coverage of the effect of the Wall Street Reform and Consumer Protection 
Act (Dodd-Frank) on the Federal Reserve’s ability to act as a lender of last resort in Sec-
tion 12.4, “Financial Crises and Financial Regulations.”

 ● Added new coverage of how the huge increase in bank reserves has affected the de-
termination of the federal funds rate in Section 15.2, “Monetary Policy Tools and the 
Federal Funds Rate.”

 ● Added new coverage of how the Fed manages the federal funds rate now that reserves 
are no longer scarce in Section 15.3, “The Fed’s Monetary Policy Tools and Its New Ap-
proach to Managing the Federal Funds Rate.”

 ● Revised coverage of China’s interventions in the exchange rate market in Section 16.4, 
“Exchange Rate Regimes and the International Financial System,” and added coverage 
of the policy trilemma.

Preface

xvi
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 ● Added new coverage of the shadow bank lending channel in Section 18.4, “Are Inter-
est Rates All That Matter for Monetary Policy?”

 ● Replaced 11 chapter-opening cases and updated retained cases.
 ● Added 18 new Making the Connection features, including several that are relevant to 

 students’ personal lives and decisions.
 ● Added 2 new Solved Problem features and updated retained Solved Problems. Some Solved 

Problems also involve subjects that are relevant to students’ personal lives and financial 
decisions.

 ● Added 23 new figures and 5 new tables and updated the remaining graphs and tables 
with the latest available data.

 ● Replaced or updated approximately one-half of the Review Questions and the Problems 
and Applications, which students can complete on MyEconLab.

 ● Retained 46 real-time data exercises that students can complete on MyEconLab, where 
students and instructors can view the very latest data from FRED, the online macroeco-
nomic data bank of the Federal Reserve Bank of St. Louis.

New Key Coverage

 ● Chapter 4, “Determining Interest Rates,” includes new coverage of the determination 
of the short-run nominal interest rate using the money market model (also called 
the liquidity preference model) in Section 4.4, “Interest Rates and the Money Mar-
ket Model.” Including this new section in an early chapter allows professors to cover 
the relationship between changes in the money supply and short-term interest rates 
as part of the initial discussion of how interest rates are determined. We moved the 
section “The Loanable Funds Model and the International Capital Market,” which ap-
peared in the body of Chapter 4 in previous editions, to an appendix. This change is 
based on market feedback indicating that some instructors want the option to delay 
or skip covering the open-economy framework.

 ● Chapter 6, “The Stock Market, Information, and Financial Market Efficiency,” has ex-
panded coverage of stock market indexes to carefully illustrate why economists, poli-
cymakers, and investors use averages of stock prices, rather than the prices of any one 
company, to evaluate the state of the stock market.

 ● Changed the organization of topics in Chapter 8, “The Market for Foreign Exchange.” 
The material in Section 8.2, “Foreign-Exchange Markets,” of the previous edition that 
covered the use of derivatives in foreign-exchange markets has been moved to the end 
of the chapter, Section 8.3, “A Demand and Supply Model of Short-Run Movements 
in Exchange Rates,” where it can be easily omitted by instructors who do not wish to 
cover this material. The remainder of the material from the previous edition’s Section 
8.2 has been integrated into Section 8.1. The relationship between the demand and 
supply approach to analyzing exchange rates and the interest-rate parity approach in 
the final section has been rewritten and clarified.

 ● Chapter 9, “Transactions Costs, Asymmetric Information, and the Structure of the 
 Financial System,” now covers why economists believe economic performance 
 depends on the financial system in a new Section 9.1, “The Financial System and 
 Economic Performance.” This topic remains central in the aftermath of the 2007–2009 
financial crisis, and the discussion helps reinforce the importance of many of the top-
ics discussed in this and other chapters.

 ● Chapter 12, “Financial Crises and Financial Regulation,” now includes a discussion 
of whether the Wall Street Reform and Consumer Protection Act (Dodd-Frank) has 
narrowed the Federal Reserve’s ability to act as a lender of last resort in the event of 
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another financial crisis (see the Making the Connection “Will Dodd-Frank Tie the Fed’s 
Hands in the Next Financial Crisis?” in Section 12.4, “Financial Crises and Financial 
Regulations”).

 ● The most important changes to this edition are in Chapter 15, “Monetary Policy.” In 
previous editions, we followed the conventional approach of showing the equilibrium 
federal funds rate as being determined by the demand and supply for reserves. This ap-
proach assumes that reserves are scarce, which was an accurate assumption until the 
financial crisis of 2007–2009. But with banks currently holding $2 trillion in reserves, 
the traditional approach to explaining changes in the federal funds rate is no longer ac-
curate. We explain the consequences of dropping the traditional assumption of scarce 
reserves in Section 15.2, “Monetary Policy Tools and the Federal Funds Rate.” Then, 
in Section 15.3, “The Fed’s Monetary Policy Tools and Its New Approach to Manag-
ing the Federal Funds Rate,” we provide a new discussion of how the Federal Reserve 
currently manages the federal funds rate. This new discussion focuses on how the Fed 
uses the interest rate it pays on reserve balances (IOER) and the interest rate it pays on 
overnight reverse repurchase agreements (the ON RPP rate) to change its target for the 
federal funds rate. The discussion is summarized in new Figure 15.8, “The Fed’s New 
Procedures for Managing the Federal Funds Rate.” We believe that our new approach is 
 essential if students are to understand this crucial aspect of Fed policymaking.

 ● Chapter 16, “The International Financial System and Monetary Policy,” includes  updated 
and revised coverage of China’s interventions in the exchange-rate market in Section 
16.4, “Exchange Rate Regimes and the International Financial System.” This coverage is 
not only more current but points to the heightened risks facing China’s economy and 
financial system. Section 16.4 also includes new coverage and a figure on the policy tri-
lemma, which is the hypothesis that it is impossible for a country to have exchange rate 
stability, monetary policy independence, and free capital flows at the same time.

 ● Chapter 18, “Monetary Theory II: The IS–MP Model,” includes new coverage of the 
shadow bank lending channel in Section 18.4, “Are Interest Rates All That Matter for 
Monetary Policy?” The role of shadow banking in the 2007–2009 financial crisis—and in 
the current financial system—makes this topic important for analyzing monetary policy.

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

 ● “You Get a Bright Idea … but Then What?” (Chapter 1, “Introducing Money and the 
Financial System”)

 ● “The Federal Reserve: Good for Main Street or Wall Street—or Both?” (Chapter 2, 
“Money and the Payments System”)

 ● “Why Are Interest Rates So Low?” (Chapter 4, “Determining Interest Rates”)
 ● “The Long and the Short of Interest Rates” (Chapter 5, “The Risk Structure and Term 

Structure of Interest Rates”)
 ● “You, Too, Can Buy and Sell Crude Oil … But Should You?” (Chapter 7, “Derivatives 

and Derivative Markets”)
 ● “Who Is Mario Draghi, and Why Should Proctor & Gamble Care?” (Chapter 8, “The 

Market for Foreign Exchange”)
 ● “Small Businesses Flock to the Bank of Bird-in-Hand” (Chapter 10, “The Economics of 

Banking”)
 ● “Wells Fargo Owns Part of the Fed. Does It Matter?” (Chapter 13, “The Federal Reserve 

and Central Banking”)
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 ● “The End of ‘Normal’ Monetary Policy?” (Chapter 15, “Monetary Policy”)
 ● “Why Did Employment Grow Slowly After the Great Recession?” (Chapter 17, “Mon-

etary Theory I: The Aggregate Demand and Aggregate Supply Model”)
 ● “Forecasting the Federal Funds Rate Is Difficult … Even for the Fed!” (Chapter 18, 

“Monetary Theory II: The IS–MP Model”)

New Making the Connection Features and Supporting End-of-Chapter 
 Exercises
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 ap-
ply directly to the personal lives and decisions that students make and include the subtitle 
In Your Interest. The following are the new Making the Connections:

 ● “The Rise of Peer-to-Peer Lending and Fintech” (Chapter 1, “Introducing Money and 
the Financial System”)

 ● “Will Sweden Become the First Cashless Society?” (Chapter 2, “Money and the Pay-
ments System”)

 ● “In Your Interest: Does Your Portfolio Have Enough Risk?” (Chapter 4, “Determining 
 Interest Rates”)

 ● “In Your Interest: If Stock Prices Can’t Be Predicted, Why Invest in the Market?” (Chapter 6, 
“The Stock Market, Information, and Financial Market Efficiency”)

 ● “Brexit, Exchange Rates, and the Profitability of British Firms” (Chapter 8, “The Market 
for Foreign Exchange”)

 ● “In Your Interest: FICO: Can One Number Forecast Your Financial Life—and Your 
 Romantic Life?” (Chapter 10, “The Economics of Banking”)

 ● “In Your Interest: Starting a Small Business? See Your Community Banker” (Chapter 10, 
“The Economics of Banking”)

 ● “Will Dodd-Frank Tie the Fed’s Hands in the Next Financial Crisis?” (Chapter 12,  
“Financial Crises and Financial Regulation”)

 ● “Should Bankers Have a Role in Running the Fed?” (Chapter 13, “The Federal Reserve 
and Central Banking”)

 ● “Are Negative Interest Rates an Effective Monetary Policy Tool?” (Chapter 15, “Mon-
etary Policy”)

 ● “The ‘Exorbitant Privilege’ of the U.S. Dollar?” (Chapter 16, “The International Finan-
cial System and Monetary Policy”)

 ● “Free Fannie and Freddie?” (Chapter 18, “Monetary Theory II: The IS–MP Model”)

46 Retained Real-Time Data Exercises That Students Can Complete on 
MyEconLab   Using the Latest FRED Data
MyEconLab is a powerful assessment and tutorial system that works hand-in-hand with 
Money, Banking, and the Financial System. MyEconLab includes comprehensive homework, 
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, third edition, include the following:

 ● 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 familiar with a 
key data source, learn how to locate data, and develop skills to interpret data.
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 ● In the Multimedia Library available in MyEconLab, select figures labeled 
MyEconLab Real-time data  allow students to display a popup graph updated with  real-
time data from FRED.

 ● Current News Exercises provide a turn-key way to assign gradable news-based 
 exercises in MyEconLab. Every week, Pearson locates a current news article, creates an 
 exercise around the article, and adds it to MyEconLab.

Other Changes

 ● New Solved Problems have been added. Many students have difficulty handling problems 
in applied economics. We help students overcome this hurdle by including worked-
out problems in each chapter. The following Solved Problems are new to this edition:
❍  “Political Uncertainty and Bond Yields” (Chapter 5, “The Risk Structure and Term 

Structure of Interest Rates”)
❍  “The Bank of Japan Counters the Rising Yen” (Chapter 16, “The International Finan-

cial System and Monetary Policy”)
 ● Approximately one-half of the Review Questions and Problems and Applications at the end 

of each chapter have been replaced or updated.
 ● Graphs and tables have been updated with the latest available data.

Our Approach
In this book, we provide extensive analysis of the financial events of recent years. We be-
lieve 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 
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. In this text, we don’t want to just add to the laundry list of facts that 
students must memorize. Instead, we lead students through the economic analysis 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 principles of economics text-
book, 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 have the tools 
to understand developments 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

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 stu-
dents 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 current events.
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 ● Finally, students learn to use economic analysis to predict likely changes in the econ-
omy 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 finan-
cial 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 economic anal-
ysis 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 (such 
as the 2010 Wall Street Reform and Consumer Protection Act [Dodd-Frank]), financial 
innovation, and further regulatory response. We also cover the continuing debate over 
whether the Fed has retained sufficient authority as a lender of last resort to stabilize 
the financial system in the event of another crisis. 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 but evolves in ways that can be understood using economic analysis.

A Modern Approach
Textbooks are funny things. Most contain a mixture of the current and the modern along-
side the traditional. Material that is helpful to students is often presented along with ma-
terial 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 fi-
nance. 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 example, 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. Perhaps the most im-
portant distinction between our text and other texts is that we provide a complete discus-
sion of how the Fed changes its target for the federal funds rate at a time when reserves 
are no longer scarce. The Fed’s new procedures are at the center of monetary policy, and 
students need an accurate and up-to-date discussion.

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 re-
place 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 helps students make the connection  
 between the text material and the economic and financial world they read about.  
(For those instructors who 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,  
“Beyond Commercial Banks: Shadow Banks and Nonbank Financial Institutions,” and 
Chapter 12, “Financial Crises and Financial Regulation.” Other texts either omit these top-
ics or cover them only briefly.
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We have 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 stu-
dents 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. As it turned out, of course, the subprime crisis devastated 
not only the U.S. housing market but the U.S. f inancial system, the U.S. economy, and 
the economies of most of the developed world. That a problem in one part of one sec-
tor 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 econ-
omies. 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, 
the use of a negative interest rate policy by the European Central Bank, the Bank of Japan, 
and some other foreign central banks, 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. After speaking to 
instructors in focus groups and based on our own years of teaching, we believe that ap-
proach is a serious mistake. In our experience, students often have trouble integrating 
the material in the money and banking course. To them, the course can seem a jumble 
of unrelated topics. The role of the Fed can serve as a unifying theme for the course. Ac-
cordingly, we provide an introduction and overview of the Fed in Chapter 1, “Introduc-
ing 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, stu-
dents 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 f inancial system and of the links 
 between the financial system and the economy. To implement this objective, we have de-
veloped 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 oth-
ers were developed specifically for this book.

Key Issue and Question Approach
We believe that having a key issue and related key 
question in each chapter provides us with an oppor-
tunity to explain how the financial system works in 
the context of topics students read about online and in 
newspapers and discuss among themselves and with 
their families. In Chapter 1, “Introducing Money and 
the Financial System,” we cover the key  components 

139

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

 5.1 Explain why bonds with the same maturity can 
have different interest rates (pages 140–152)

 5.2 Explain why bonds with different maturities can 
have different interest rates (pages 152–167)

The Long and the Short of Interest Rates
In mid-2016, you could earn an interest rate of only 
0.25% by buying a 3-month Treasury bill but a higher 
interest rate of 2.6% by buying a 30-year Treasury 
bond. It makes sense that the bond market rewards 
you with a higher interest rate for lending funds to the 
Treasury for 30 years rather than for just 3 months. 
But over the past 40 years, there have been many times 
when the gap between the interest rates on 3-month 
Treasury bills and on 30-year Treasury bonds has been 
much higher than it was in 2016. During a few other 
periods, the gap was actually negative: You could have 
earned a higher interest rate on a 3-month Treasury bill 
than on a 30-year Treasury bond. But why would an 
investor take that deal—receive less for lending money 
for 30 years than for lending it for 3 months?

In mid-2016, you could earn an interest rate of 
2.5% on a corporate bond issued by the Aflac insurance 
company that matures in 2024. But you could earn an 

interest rate of 10.2% on a corporate bond that matures 
the same year issued by AMD, the California semicon-
ductor company. Why buy a bond with an interest rate 
of only 2.5% when you could earn an interest rate that 
is four times higher on another bond with the same 
maturity? As we will see in this chapter, one reason that 
some firms have to offer higher interest rates on their 
bonds is that the firms have a high risk of default—or 
failing to repay the interest and principal on the bond.  
Firms with a low risk of default can offer bonds with 
lower interest rates. Investors typically rely on private 
bond rating agencies when judging the default risk on 
bonds. But the firms that issue bonds pay the rating 
agencies for the ratings. Does this fact indicate that rat-
ing agencies have a conflict of interest and their ratings 
are unreliable?

Why are there so many different interest rates 
in the economy? The answer to this question is 

C H A P T E R 

5 The Risk Structure and Term 
Structure of Interest Rates

KEy IssuE And QuEsTIon

Issue: Some economists and policymakers believe that bond rating agencies have a conflict of interest 
 because they are paid by the firms whose bonds they are rating.

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

Answered on page 167

Continued on next page
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of the financial system, introduce the Federal Reserve, and preview the important is-
sues facing the financial system. 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 principles of money, banking, and the financial system 
will allow them to analyze 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 finan-
cial system is essential to understanding recent events. 
See pages 19–21 in Chapter 1 for a complete list of the 
issues and questions.

We start each subsequent chapter with a key is-
sue and key question and end each of those chapters 
by using the concepts introduced in the chapter to an-
swer the question.

Contemporary Opening Cases
Each chapter-opening case provides a real-world con-
text for learning, sparks students’ interest in money 
and banking, and helps to unify the chapter. For exam-
ple, Chapter 11, “ Beyond Commercial Banks: Shadow 
Banks and Nonbank Financial Institutions,” 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.

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 online 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 directly to the personal lives and decisions that 
students make and include the subtitle In Your Interest.

167Key Terms and Problems

AnsWERIng THE KEy QuEsTIon

Continued from page 139

At the beginning of this chapter, we asked:

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

Like some other policy questions we will encounter in this book, this one has no definitive answer. We 
have seen in this chapter that investors often rely on the credit rating agencies for important informa-
tion 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 economists and members of Congress 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 economists, 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. Despite increased regulation of the rating 
agencies following the financial crisis, the companies and governments that issue bonds continue to pay 
the  agencies that rate them. It seems unlikely at this point that significant further changes in regulations  
will occur in the absence of another financial crisis.

Key Terms and Problems
Key Terms

Bond rating, p. 141
Default risk (or credit risk),  

p. 141
Expectations theory, p. 155

Liquidity premium theory (or 
preferred habitat theory), p. 162

Municipal bonds, p. 149
Risk structure of interest rates, p. 140

Segmented markets theory, p. 161
Term premium, p. 162
Term structure of interest rates,  

p. 152

The bottom yield curve is from June 2016 (and is also shown in Figure 5.4). By 
that time, the Fed had taken policy actions to drive short-term rates to extremely 
low levels. Many investors were convinced that slow growth in the U.S. and world 
economies would cause the Fed and foreign central banks to keep short-term in-
terest rates low indef initely. In addition, central banks had made direct purchases 
of long-term bonds under a policy of quantitative easing, which we will discuss fur-
ther in Chapter 15. These factors made the yield curve flatter than it typically is in 
 normal economic times.
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new role of nonbank financial firms. A year later, 
the term became well known after Timothy Geithner 
used it in a speech to the Economic Club of New York. 
Geithner was then the president of the Federal Reserve 
Bank of New York and later became secretary of the 
Treasury in the Obama administration. He cited a 
 Federal Reserve study indicating that by 2008, the 
shadow banking system had grown to be more than 
50% larger than the commercial banking system.

As the financial crisis worsened, two large invest-
ment banks—Bear Stearns and Lehman Brothers—and 
an insurance company—American International 
Group (AIG)—were at the center of the storm. Al-
though many commercial banks were also drawn into 
the crisis, 2007–2009 represented the first time in U.S. 
history that a major financial crisis had originated out-
side of the commercial banking system. Problems with 
nonbanks made dealing with the crisis more difficult 
because U.S. policymaking and regulatory structures 
were based on the assumption that commercial banks 
were the most important financial firms. In particular, 
the Federal Reserve System had been established in 
1914 to regulate the commercial banking system and to 

use discount loans to help banks suffering from short-
run liquidity problems. Similarly, the Federal Deposit 
Insurance Corporation (FDIC) had been established in 
1934 to insure deposits in commercial banks. As we 
will see in this chapter, the FDIC does not insure short-
term borrowing by shadow banks, and shadow banks 
are normally not eligible to receive loans from the Fed 
when they suffer liquidity problems. As a result, the 
shadow banking system can be subject to some of the 
same sources of instability that afflicted the commer-
cial banking system before the establishment of the Fed 
and the FDIC.

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 to some extent increased federal regulation of the 
shadow banking system by creating the Federal Stability 
Oversight Council. But some policymakers and econo-
mists continue to believe that shadow banking remains 
a source of instability in the financial system.

Sources: Stanley Fischer, “The Importance of the Nonbank Financial Sector,” Speech at the Debt and Financial Stability—Regulatory 
 Challenges conference, the Bundesbank and the German Ministry of Finance, Frankfurt, Germany March 27, 2015; Zoltan Pozsar, 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, “Discus-
sion,” Federal Reserve Bank of Kansas City, Housing, Housing Finance, and Monetary Policy, 2007, p. 485.

In this chapter, we describe the different types of firms that make up the shadow bank-
ing system, explore why this system developed, and discuss whether it poses a threat to 
financial stability.

Investment Banking
LearNINg OBjeCtIve: Explain how investment banks operate.

When most people think of “Wall Street” or “Wall Street firms,” they think of investment 
banks. Firms such as Goldman Sachs, Merrill Lynch, and JPMorgan have been familiar 
names from the business news. During the 2000s, the fabulous salaries and bonuses 
some of their employees earned inspired many undergraduates to pursue careers on Wall 
Street. In this section, we discuss the basics of investment banking and how it has changed 
over time.

11.1
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Learning Objectives
After studying this chapter, you should be able to:

 11.1 Explain how investment banks operate  
(pages 345–362)

 11.2 Distinguish between mutual funds and hedge 
funds and describe their roles in the financial 
system (pages 362–369)

 11.3 Explain the roles that pension funds and 
 insurance companies play in the financial 
system (pages 369–374)

 11.4 Explain the connection between the shadow 
banking system and systemic risk  
(pages 374–378)

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 
beginning of the financial crisis of 2007–2009, most 
Americans and even many members of Congress would 
have been unable to answer these questions. Most 
people were also unfamiliar with mortgage-backed se-
curities (MBSs), collateralized debt obligations (CDOs), 
credit default swaps (CDSs), and other ingredients in 
the alphabet soup of new financial securities. During 
the financial crisis, these terms became all too familiar, 
as economists, policymakers, and the general pub-
lic came to realize that commercial banks no longer 
played the dominant role in routing funds from savers 

to borrowers. Instead, a variety of “nonbank” financial 
institutions, including mutual funds, hedge funds, and 
investment banks, were acquiring funds that had previ-
ously been deposited in banks. They were then 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 
Street often did not fully understand.

At a conference hosted by the Federal Reserve 
Bank of Kansas City in 2007, just as the financial crisis 
was beginning, Paul McCulley, a managing director of 
Pacific Investment Management Company (PIMCO), 
coined the term shadow banking system to describe the 

C H A P T E R 
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Beyond Commercial Banks: 
Shadow Banks and Nonbank 
Financial Institutions

344

KEy IssuE And QuEsTIon

Issue: During the 1990s and 2000s, the flow of funds from lenders to borrowers outside the commercial 
banking  system increased.

Question: Does the shadow banking system pose a threat to the stability of the U.S. financial system?

Answered on page 378

Continued on next page 
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based on a notional principal of $10 million. IBM agrees to pay Wells Fargo an interest 
rate of 6% per year for five years on the $10 million. In return, Wells Fargo agrees to pay 
IBM a variable or floating interest rate. With interest-rate swaps, the floating interest rate 
is often based on the rate at which international banks lend to each other. This rate is 
known as LIBOR, which stands for London Interbank Offered Rate. Suppose that under 
the negotiated terms of the swap, the floating interest rate is set at a rate equal to the 
 LIBOR plus 4%. Figure 7.2 summarizes the payments in the swap transaction.

If the f irst payment is based on a LIBOR of 3%, IBM owes Wells Fargo $6000,000 
(=$10,000,000 * 0.06), and Wells Fargo owes IBM +700,000  (=$10,000,000 *  
( 0.03 + 0.04)). Netting the two payments, Wells Fargo pays $100,000 to IBM. Generally, 
parties exchange only the net payment.

There are f ive key reasons f irms and financial institutions participate in interest-
rate swaps. First, swaps allow the transfer of interest-rate risk to parties that are more 
willing to bear it. In our example, IBM is exposed to more interest-rate risk after the 
swap but is willing to bear the risk in anticipation of a return. On the f irst payment, 
IBM receives $100,000 more from Wells Fargo than it pays. Second, a bank that has 
many floating-rate assets, such as adjustable-rate mortgages, might want to engage 
in an interest-rate swap with a bank that has many f ixed-rate mortgages. Banks and 
other f irms often have good business reasons for acquiring floating-rate or f ixed-
rate assets. For example, a bank may f ind that home buyers prefer f ixed-rate mort-
gages to adjustable-rate mortgages. Swaps allow them to retain those assets while 
changing the mix of f ixed and floating payments that they receive. Third, as already 
noted, swaps are more flexible than futures or  options because they can be custom-
tailored to meet the needs of counterparties. Fourth, swaps also offer more privacy 
than  exchange trading, and they are subject to relatively little government regulation. 
 Finally, swaps can be written for long periods, even as long as 20 years. As a result, 
they  offer  longer-term hedging than is possible with f inancial futures and options, 
which  typically settle or expire in a year or less.

Interest-rate swap A 
contract under which 
counterparties agree to 
swap interest payments 
over a specified period on a 
fixed dollar amount, called 
the notional principal.

Through the middle of 2007, the VIX generally had a value between 10 and 20, 
meaning that investors were expecting that during the next 30 days, the S&P 500 would 
rise or fall by 10% to 20% at an annual rate. Then, as the financial crisis began in 2007, 
the VIX began to increase, reaching record levels of 80 in October and November 2008, 
following the bankruptcy of the Lehman Brothers investment bank. The rise in the VIX 
was driven by investors bidding up the prices of options as they attempted to hedge their 
stock market investments in the face of expected increases in volatility. The VIX did not 
fall back below 20 until December 2009. It rose sharply again in May 2010 and again in 
the fall of 2011, as the market experienced another period of volatility, this time tied to 
concerns about the possibility that f inancial problems in Europe might spill over into 
U.S. markets. The VIX also spiked several times in 2015 and 2016, as investors worried 
that slowing worldwide growth might lead to a recession and as uncertainty in financial 
markets increased following “Brexit,” the June 2016 referendum vote in the United King-
dom to withdraw from the European Union.

In March 2004, the CBOE began trading futures on the VIX, and in February 2006, 
it began trading VIX options. An investor who wanted to hedge against an increase in 
volatility in the market would buy VIX futures. Similarly, a speculator who wanted to 
bet on an increase in market volatility would buy VIX futures. A speculator who wanted 
to bet on a decrease in market volatility would sell VIX futures.

The VIX index provides a handy tool for gauging how much volatility investors are 
anticipating in the market and for hedging against that volatility.

Sources: Robert E. Whaley, “Understanding the VIX,” Journal of Portfolio Management,” Vol. 35, No. 3, 
Spring 2009, pp. 98–105; Robert E. Whaley, “Derivatives on Market Volatility: Hedging Tools Long Overdue,” 
Journal of Derivatives, Vol. 1, Fall 1993, pp. 71–84; Saumya Vaishampayan, “Fear Flashes in Options 
 Market; VIX Nearly Doubles,” Wall Street Journal, August 21, 2015; and Federal Reserve Bank of St. Louis.

see related problem 4.12 at the end of the chapter.

Swaps
Learning OBjeCTive: Define swaps and explain how they can be used to  
reduce risk.

Although the standardization of futures and options contracts promotes liquidity, it also 
means that these contracts cannot be adjusted to meet the specific needs of investors and 
firms. This problem spurred the growth of swap contracts, or swaps. A swap is an agree-
ment between two or more counterparties to exchange—or swap—sets of cash flows 
over some future period. In that sense, a swap resembles a futures contract, but as a pri-
vate agreement between counterparties, its terms are flexible.

interest-rate Swaps
Consider a basic, or “plain vanilla,” interest-rate swap, a contract under which the 
counterparties agree to swap interest payments over a specif ied period of time on a 
fixed dollar amount, called the notional principal. The notional principal is used as a base 
for calculations but is not an amount actually transferred between the counterparties. 
For example, suppose that Wells Fargo and IBM agree on a swap lasting five years and 

swap An agreement 
between two or more 
counterparties to exchange 
sets of cash flows over 
some future period.

7.5
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than Treasury notes and bonds because the notes and bonds generally have to be traded 
through dealers. Similarly, the prices of futures contracts are readily available to investors 
on exchanges thoughout the trading day, while investors may have difficulty finding in-
formation on the prices of Treasury notes and bonds until the markets close for the day.

MAKInG THE ConnECTIon   In youR InTEREsT

How Much Volatility should you Expect in the stock Market?
You may be reluctant to invest in the stock market because of the volatility of stock 
prices. After all, the larger the swings in an asset’s price, the greater the risk to you as 
an investor. But is it possible to measure the degree of volatility that investors expect in 
the future? Such a measure might give you a way of comparing investing in stocks with 
investing in other financial assets.

One way to construct such a measure is by using the prices of options. In 1993, 
Robert E. Whaley, now of Vanderbilt University, noted that the prices of options on 
stock market indexes—such as the S&P 500—implicitly include a measure of investors’ 
expectations of future market volatility. The measure of volatility is implicit, rather than 
explicit, because an option’s price includes the option’s intrinsic value plus other fac-
tors, including volatility, that affect the likelihood of an investor exercising the  option. 
Whaley suggested a method to isolate the part of the option’s price that represents 
 investors’ forecast of volatility.

Using the prices of put and call options on the S&P 500 index, the Chicago Board 
Options Exchange (CBOE) constructed the Market Volatility Index, called the VIX, to mea-
sure the expected volatility in the U.S. stock market over the following 30 days. Many 
people refer to the VIX as the “fear gauge” because when investors expect volatility in 
stock prices to increase, they increase their demand for options, thereby driving up their 
prices and increasing the value of the VIX. The following graph shows movements in 
the VIX from January 2004 to June 2016:
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Here are examples:

 ● “In Your Interest: Interest Rates and Student Loans” (Chapter 3, page 65)
 ● “In Your Interest: Does Your Portfolio Have Enough Risk?” (Chapter  4, page 100)
 ● “In Your Interest: Should You Invest in Junk Bonds?” (Chapter 5, page 151)
 ● “In Your Interest: If Stock Prices Can’t Be Predicted, Why Invest in the Market?”  

(Chapter 6, page 194)
 ● “In Your Interest: How Much Volatility Should You Expect in the Stock Market?”  

(Chapter 7, page 233)
 ● “In Your Interest: Corporations Are Issuing More Bonds; Should You Buy Them?” 

(Chapter 9, page 299)
 ● “In Your Interest: Starting a Small Business? See Your Community Banker” (Chapter 10, 

page 332)
 ● “In Your Interest: So, You Want to Be an Investment Banker?” (Chapter 11, page 360)
 ● “In Your Interest: If You Are Worried About Inflation, Shoud You Invest in Gold?” 

(Chapter 14, page 484)

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 difficulty handling problems in 
applied economics. We help students overcome this 

hurdle by including worked-out problems in 
each chapter. Our goals are to keep students fo-
cused on the main ideas of each chapter and to 
give them a model of how to solve an economic 
problem by breaking it down step by step. Sev-
eral of these Solved Problems cover topics that ap-
ply directly to the personal lives and decisions 
that students make and include the subtitle In 
Your Interest.

Addit ional  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 
pages xxv-xxvi of this preface  
for more on  MyEconLab.)

Graphs and Summary 
Tables
We use four devices to help stu-
dents read and interpret graphs:

1. Detailed captions

2. Boxed notes

3. Color-coded curves

4.  Summary tables with 
graphs

144 CHAPTER 5 • The Risk Structure and Term Structure of Interest Rates

was much larger. The spread between the corporate bond and Treasury bond rates rose 
from less than 2 percentage points before the recession began to more than 6 percent-
age points at the height of the financial crisis in the fall of 2008, before falling back be-
low 3 percentage points during the fall of 2009. As Figure 5.1 predicts, the increase in 
the risk premium was due to both the corporate bond rate increasing and the Treasury 
bond rate falling: The average interest rate on the Baa-rated corporate bonds rose from 
less than 6.5% in mid-2007 to nearly 9.5% in October 2008, while the interest rate on 
Treasury bonds fell from 5.0% in mid-2007 to less than 3.0% in late 2008.
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FIguRe 5.2 Rising Default Premiums During Recessions

The default premium typically rises during a recession. For the 
2001 recession, the figure shows a fairly typical pattern, with 
the spread between the interest rate on corporate bonds and the 
interest rate on Treasury bonds rising from about 2 percentage 
points before the recession to more than 3 percentage points dur-
ing the recession. For the 2007–2009 recession, the increase in 
the default risk premium was much larger. It rose from less than 

2 percentage points before the recession began to more than 6 
percentage points at the height of the financial crises in the fall 
of 2008.

Note: The corporate bond rate is for Baa-rated bonds. The Trea-
sury bond rate is for 10-year Treasury notes.

Source: Federal Reserve Bank of St. Louis.

In the summer of 2016, as Great Britain voted to 
leave the European Union (EU), some investors 
feared that economic instability might increase in 
the EU as a result of one of its key members leav-
ing. An article in the Wall Street Journal noted that, in 

solvEd PRoBlEM 5.1 

particular, investors had become more concerned with 
the default risk on bonds issued by the governments of 
Portugal and Greece relative to the default risk on bonds 
issued by the governments of Germany, France, and the 
Netherlands. Suppose a student reads this article and 

Political uncertainty and Bond yields
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directions, the yield on Portuguese government bonds will increase.  
Panel (b) shows the market for German government bonds. As investors en-
gage in a flight to quality away from higher-risk bonds to lower-risk bonds, 
the  demand curve will shift to the right, from DGer1 to DGer2. The price of the 
bonds will  increase from PG

1  to PG
2 . Because bond prices and bond yields move 

in opposite directions, the yield on German government bonds will decrease.

see related problem 1.10 at the end of the chapter.

MAKIng THE ConnECTIon 

do Credit Rating Agencies Have a Conflict of Interest?
The railroads in the nineteenth century were the first firms in the United States to issue 
large quantities of bonds. John Moody began the modern bond rating business by pub-
lishing Moody’s Analyses of Railroad Investments in 1909. The firm that later became Stand-
ard & Poor’s began publishing ratings in 1916. Fitch Ratings began publishing ratings 
in 1924. By the early twentieth century, firms in the steel, petroleum, chemical, and au-
tomobile industries, among others, were raising funds by issuing bonds, and the rating 
agencies expanded beyond rating just railroad bonds. By the 1920s, firms had difficulty 
selling bonds unless at least one of the rating agencies had rated them.

By the 1970s, the rating agencies were facing difficulties for two key reasons. First, 
the prosperity of the post–World War II period meant that defaults on bond issues were 
comparatively rare, so fewer investors were interested in the services the rating agencies 
offered. Second, the rating agencies could no longer earn a profit using their business 
model. The rating agencies were dependent primarily on selling their ratings to inves-
tors through subscriptions. The development of inexpensive photocopying in the 1970s 
undermined this model because one investor could purchase a subscription and then 
sell or give copies to nonsubscribers.

(b) Market for German government bonds
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tABLe 4.2  Factors that Shift the Demand curve for Bonds

All else being equal, an 
increase in …

causes the demand  
for bonds to … because …

graph of effect on 
equilibrium in the 
bond market

wealth increase more funds are 
allocated to 
bonds.

P

Q

S
D2D1

expected returns on 
bonds

increase holding bonds is 
relatively more 
attractive.

P

Q

SD2D1

expected inflation decrease holding bonds 
is relatively less 
attractive.

P

Q

SD2 D1

expected returns on 
other assets

decrease holding bonds 
is relatively less 
attractive.

P

Q

SD2 D1

riskiness of bonds 
relative to other assets

decrease holding bonds 
is relatively less 
attractive.

P

Q

SD2 D1

liquidity of bonds 
relative to other assets

increase holding bonds is 
relatively more 
attractive.

P

Q

SD2D1

information costs of 
bonds relative to other 
assets

decrease holding bonds 
is relatively less 
attractive.

P

Q

SD2 D1
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Factors that Shift the Supply curve for Bonds
Shifts in the supply curve for bonds result from changes in factors other than the price of 
bonds that affect either the willingness of investors who own bonds to sell them or the 
willingness of firms and governments to issue additional bonds. Four factors are most 
important in explaining shifts in the supply curve for bonds:

1. Expected pretax profitability of physical capital investment
2. Business taxes
3. Expected inflation
4. Government borrowing

expected Pretax Profitability of Physical capital Investment Most firms borrow 
funds to finance the purchase of real physical capital assets, such as factories, machine 
tools, and information technology that they expect to use for several years to produce 
goods and services. The more profitable firms expect investment in physical assets to 
be, the more funds firms want to borrow by issuing bonds. During the late 1990s, many 
firms realized that investing in web sites that would allow them to make online sales to 
consumers would be very profitable. The result was a boom in investment in physical 
capital in the form of computers, servers, and other information technology, and an in-
crease in bond sales.

Figure 4.4 shows how an increase in firms’ expectations of the profitability of in-
vestment in physical capital will, holding all other factors constant, shift the supply 
curve for bonds to the right as firms issue more bonds at any given price. In the figure, 
as the supply curve for bonds shifts to the right, from S1 to S2, the equilibrium price of 
bonds falls from $960 to $940, and the equilibrium quantity of bonds increases from 
$500 billion to $575 billion. During a recession, firms often become pessimistic about 

2b. Price of
bonds rises

1a. Attractiveness
 of issuing bonds
 rises  
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f
b
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s

Quantity of bonds
(billions of dollars)
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1b. Price of
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FIguRe 4.4 

Shifts in the Supply curve of Bonds
An increase in firms’ expectations of the profitability of 
investments in physical capital will, holding all other  factors 
constant, shift the supply curve for bonds to the right as 
firms issue more bonds at any given price. As the supply 
curve for bonds shifts to the right, the equilibrium price of 
bonds falls from $960 to $940, and the equilibrium quantity 
of bonds increases from $500 billion to $575 billion.

If firms become pessimistic about the profits they 
could earn from investing in physical capital, then, holding 
all other factors constant, the supply curve for bonds will 
shift to the left. As the supply for bonds shifts to the left, 
the equilibrium price increases from $960 to $975, and the 
equilibrium quantity of bonds decreases from $500 billion 
to $400 billion.
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Review Questions and Problems and 
 Applications—Grouped by Learning 
Objective to Improve Assessment
The end-of-chapter Review Questions and Prob-
lems and Applications are grouped under learning 
objectives. The goals of this organization are 
to make it easier for instructors to assign prob-
lems based on learning objectives, both in the 
book and in MyEconLab, and to help students 
efficiently review material that they find difficult. 
If students have difficulty with a particular learn-
ing objective, an instructor can easily identify which 
end-of-chapter questions and problems support that 
objective and assign them as homework or discuss 
them in class. Exercises in a chapter’s Problems and Ap-
plications section are available in MyEconLab. Using 
MyEconLab, students can complete these and many 
other exercises online, get tutorial help, and receive 
instant feedback and assistance on exercises they an-
swer incorrectly. Each major section of the chapter, 
paired with a learning objective, has at least two re-
view questions and three problems.

We include one or more end-of-chapter prob-
lems 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 homework. The 
Test Item File also includes test questions that pertain to these 
special features.

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

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.

Supplements
The authors and Pearson Education have worked to-
gether 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, third edition. MyEconLab includes comprehensive 
homework, quiz, test, and tutorial options, allowing instructors to manage all assessment 
needs in one program. Key innovations in the MyEconLab course for this edition include 
the following:

167Key Terms and Problems

AnsWERIng THE KEy QuEsTIon

Continued from page 139

At the beginning of this chapter, we asked:

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

Like some other policy questions we will encounter in this book, this one has no definitive answer. We 
have seen in this chapter that investors often rely on the credit rating agencies for important informa-
tion 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 economists and members of Congress 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 economists, 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. Despite increased regulation of the rating 
agencies following the financial crisis, the companies and governments that issue bonds continue to pay 
the  agencies that rate them. It seems unlikely at this point that significant further changes in regulations  
will occur in the absence of another financial crisis.

Key Terms and Problems
Key Terms

Bond rating, p. 141
Default risk (or credit risk),  

p. 141
Expectations theory, p. 155

Liquidity premium theory (or 
preferred habitat theory), p. 162

Municipal bonds, p. 149
Risk structure of interest rates, p. 140

Segmented markets theory, p. 161
Term premium, p. 162
Term structure of interest rates,  

p. 152

The bottom yield curve is from June 2016 (and is also shown in Figure 5.4). By 
that time, the Fed had taken policy actions to drive short-term rates to extremely 
low levels. Many investors were convinced that slow growth in the U.S. and world 
economies would cause the Fed and foreign central banks to keep short-term in-
terest rates low indef initely. In addition, central banks had made direct purchases 
of long-term bonds under a policy of quantitative easing, which we will discuss fur-
ther in Chapter 15. These factors made the yield curve flatter than it typically is in 
 normal economic times.
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Visit www.myeconlab.com to complete these exercises online and get instant  
feedback. Exercises that update with real-time data are marked with    .

MyEconLab

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

 5.1

Review Questions

 1.1 Briefly explain why bonds that have the same 
maturities often do not have the same interest 
rates.

 1.2 How is a bond’s rating related to the bond issuer’s 
creditworthiness?

 1.3 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 information costs compare with the 
interest rate on a bond with low information 
costs?

 1.4 What are the two types of income an investor 
can earn on a bond? How is each taxed?

 1.5 Compare the tax treatment of the coupons on the 
following three bonds: a bond issued by the city 
of Houston, a bond issued by Apple, and a bond 
issued by the U.S. Treasury.

Problems and Applications

 1.6 Why might the bond rating agencies lower their 
ratings on a firm’s bonds? Draw a demand and 
supply graph for bonds that shows the effect on a 
bond that has its rating lowered. Be sure to show 
the demand and supply curves and the equilib-
rium price of the bond before and after the rating 
is lowered.

 1.7 According to Moody’s, “Obligations rated Aaa 
are judged to be of the highest quality, subject to 
the lowest level of credit risk.”

a. What “obligations” is Moody’s referring to?

b. What does Moody’s mean by “credit risk”?
Source: Moody’s Investors Service, Moody’s Rating Symbols 
and Definitions, May 2016, p. 5.

 1.8 [Related to the chapter Opener on page 139] The 
Aflac bond mentioned in the chapter opener was 
rated A− by Moody’s, while the AMD bond was 
rated CCC.

a. Do these ratings help explain the difference 
in the yields on the firms’ bonds noted in the 
chapter opener? Briefly explain.

b. At the same time that AMD’s bonds had 
yields above 10%, an article in the Wall Street 
Journal noted that AMD “is angling to lower 
the cost of virtual reality, targeting the f ield 
with a new line of graphics hardware priced 
at $199—half or less the cost of comparable 
products.” If AMD is successful in earning 
large profits from selling its new virtual 
reality hardware, what is the effect likely to 
be on its bond yields? Illustrate your answer 
with a graph showing the market for AMD’s 
bonds.

Source: Don Clark, “AMD Prices 3-D Tech to Spur Virtual 
Reality Market,” Wall Street Journal, May 31, 2016.

 1.9 According to an article in the Wall Street Journal, 
bonds issued in 2016 by the toy store chain 
Toys “R” Us that matured in 2018 and had a 
10% coupon were trading at “31 cents on the 
dollar.” Why would an investor sell one of these 
bonds for 31 cents on the dollar rather than 
hold the bond for two years and receive 100 
cents on the dollar when the bond matured? 
Which of the following ratings is this bond 
likely to have received: AAA, BBB, or CCC? 
Briefly explain.

Source: Matt Wirz and Matt Jarzemsky, “Toys ‘R’ Us Poses 
a Test for Junk-Bond Markets,” Wall Street Journal, February 
21, 2016.

 1.10 [Related to Solved Problem 5.1 on page 144] In 2016,  
an article in the Economist about the bond market 
in China noted that the “spreads between yields 
on AAA-rated corporate bonds and govern-
ment bonds fell to historic lows of less than 0.4 
percentage points this January.” What does this 
decline in spreads indicate about investors’ ex-
pectations of the default risk on the corporate 
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Visit www.myeconlab.com to complete these exercises online and get instant  
feedback. Exercises that update with real-time data are marked with    .

MyEconLab

The Term Structure of Interest Rates 
Explain why bonds with different maturities can have different interest rates.

 5.2

Review Questions

 2.1 In his memoir, former Federal Reserve Chair 
Ben Bernanke remarked: “In setting longer-term 
rates, market participants take into account their 
 expectations for the evolution of short-term 
rates.” Explain what he meant.
Source: Ben S. Bernanke, The Courage to Act: A Memoir 
of a Crisis and Its Aftermath, New York: W.W. Norton, & 
 Company, 2015, p. 75.

 2.2 How does the Treasury yield curve illustrate the 
term structure of interest rates?

 2.3 What are three key facts about the term 
 structure?

 2.4 Briefly describe the three theories of the term 
structure.

Problems and Applications

 2.5 [Related to the chapter Opener on page 139] The 
 chapter opener noted that in mid-2016, you 
could earn an interest rate of 0.25% by buying 
a 3-month Treasury bill or an interest rate of 
2.6% by buying 30-year Treasury bond. Briefly 
explain how the Treasury is able to find buyers 
for 3-month Treasury bills when investors could 
earn an interest rate 10 times as high by buying 
30-year Treasury bonds.

 2.6 Suppose that you want to invest for three years 
to earn the highest possible return. You have 
three options: (a) Roll over three one-year bonds, 
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 
and then roll over the amount received when 

that bond matures into a one-year bond with an 
interest rate of 7%; or (c) buy a three-year bond 
with an interest rate of 8.5%. Assuming annual 
compounding, no coupon payments, and no cost 
of buying or selling bonds, which option should 
you choose?

 2.7 Suppose that you have $1,000 to invest in the 
bond market on January 1, 2018. You could buy a 
one-year bond with an interest rate of 4%, a two-
year bond with an interest rate of 5%, a three-year 
bond with an interest rate of 5.5%, or a four-year 
bond with an interest rate of 6%. You expect in-
terest rates on one-year bonds in the future to be 
6.5% on January 1, 2019, 7% on January 1, 2020, 
and 9% on January 1, 2021. You want to hold 
your investment until January 1, 2022. Which of 
the following investment alternatives gives you 
the highest return by 2022: (a) Buy a four-year 
bond on January 1, 2014; (b) buy a three-year 
bond January 1, 2014, and a one-year bond Janu-
ary 1, 2021; (c) buy a two-year bond January 1, 
2018, a one-year bond January 1, 2020, and an-
other one-year bond January 1, 2021; or (d) buy 
a one-year bond January 1, 2018, and then ad-
ditional one-year bonds on the first days of 2019, 
2020, and 2021?

 2.8 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-year Treasury notes.

they  consider the bonds the same with respect 
to default risk, information costs, and liquid-
ity). Suppose that state governments have 
issued perpetuities (or consols) with $75 cou-
pons and that the federal government has also 

issued perpetuities with $75 coupons. If the 
state and federal perpetuities both have after-
tax yields of 8%, what are their pretax yields? 
(Assume that the relevant federal income tax 
rate is 39.6%.)
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Visit www.myeconlab.com to complete these exercises online and get instant  
feedback. Exercises that update with real-time data are marked with    .

MyEconLab

 D5.1: [The yield curve and recessions] Go to the web site 
of the Federal Reserve Bank of St. Louis (FRED) 
(fred.stlouisfed.org) and for the period from 
January 1957 to the present download to the 
same graph the data series for the 3-month Trea-
sury 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 many of these periods 
were followed within a year by a recession?

 D5.2: [Predicting with the yield curve] Go to www.treasury.gov 
and find the page “Daily Treasury Yield Curve 
Rates.” Briefly describe the current shape of the 

yield curve. Can you use the yield curve to draw 
any conclusion about what investors in the bond 
market expect will happen to the economy in the 
future?

 D5.3: [The spread between high-grade bonds and junk 
bonds] Go to the web site of the Federal Reserve 
Bank of St. Louis (FRED) (fred.stlouisfed.org) and 
for the period from January 1997 to the pres-
ent, download to the same graph the data series 
for the BofA Merrill Lynch US Corporate AAA 
Effective Yield (BAMLC0A1CAAAEY) and the 
BofA Merrill Lynch US High Yield CCC or Below 
Effective Yield (BAMLH0A3HYCEY). Describe 
how the difference between the yields on high-
grade corporate bonds and on junk bonds have 
changed over this period.

Data exercises
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 ● 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 familiar with a 
key data source, learn how to locate data, and develop skills to  interpret data.

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

 ● Current News Exercises provide a turn-key way to assign gradable news-based 
 exercises in MyEconLab. Each week, Pearson locates a current news article, creates 
an exercise around this article, and then automatically adds it to MyEconLab. Assign-
ing and grading current news-based exercises that deal with the latest macro events 
and policy issues has never been more convenient.

Other features of MyEconLab include:

 ● All end-of-chapter Review Questions and Problems and Application, 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.

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

 ● 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 informa-
tion and an online demonstration of instructor and student features.

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

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

Instructor’s Resource Manual
Ed Scahill of the University of Scranton prepared the Instructor’s Resource Manual, which 
includes chapter-by-chapter summaries, learning objectives, extended examples and class 
exercises, teaching outlines incorporating key terms and definitions, teaching tips, top-
ics for class discussion, and additional applications. The Instructor’s Resource Manual also 
contains solutions to the end-of-chapters problems revised by J. Robert Gillette of the 
University of Kentucky. The Instructor’s Resource Manual is available for download from the 
Instructor’s Resource Center (www.pearsonhighered.com).

Test Item File
Randy Methenitis of Richland 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:

 ● Difficulty: 1 for straight recall, 2 for some analysis, and 3 for complex analysis
 ● Type: Multiple-choice, short-answer, and essay
 ● Topic: The term or concept that the question supports
 ● 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 
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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
 ● Page number: The page in the main text where the answer appears allows instructors 

to direct students to where supporting content appears.
 ● Special features in the main book: Chapter-opening story, Key Issue and Question, 

Solved Problems, and Making the Connections.

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

TestGen
TestGen is a computerized test generation program, available exclusively from Pearson, 
that allows instructors to easily create and administer tests on paper, electronically, or 
online. Instructors can select test items from the publisher-supplied test bank, which is 
organized by chapter and based on the associated textbook material, or create their own 
questions from scratch. With both quick-and-simple test creation and flexible and robust 
editing tools, TestGen is a complete test generator system for today’s educators.

PowerPoint Lecture Presentation
Jim Lee of Texas A&M University–Corpus Christi prepared the PowerPoint slides, which 
instructors can use for classroom presentations and students can use 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 f iles. These f iles 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).

This title is available as an eBook and can be purchased at most eBook retailers.

Third Edition Reviewers and Accuracy Checkers
The guidance and recommendations of the following instructors helped us 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 the feedback was in-
dispensable 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:

James C.W. Ahiakpor, California State 
 University–East Bay

Thomas Bernardin, St. Olaf College
Oscar T. Brookins, Northeastern University
Georgia Bush, Banco de Mexico

Darian Chin, California State University–Los 
Angeles

Marc Fusaro, Emporia State University
Edgar Ghossoub, University of Texas–San 

Antonio

Mark J. Gibson, Washington State University
J. Robert Gillette, University of Kentucky
Anthony Gyapong, Pennsylvania State 

 University–Abington
C. James Hueng, Western Michigan University
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Special thanks to J. Robert Gillette of the University of Kentucky and Anthony 
Gyapong of Pennsylvania State University–Abington for their extraordinary work accu-
racy checking the chapters in page proof format and playing a critical role in improving 
the quality of the final product.

Second Edition Reviewers and Accuracy Checkers
The guidance and recommendations of the following instructors helped us to revise the 
content and features of the previous edition:

Kim Hyeongwoo, Auburn University
Syed H. Jafri, Tarleton State University
Kathy A. Kelly, University of Texas–Arlington
Stephen L. Kiser, University of Texas–Dallas

Paul Kubik, DePaul University
Carrie A. Meyer, George Mason University
John Neri, University of Maryland
Richard G. Stahl, Louisiana State University

Yongsheng Wang, Washington & Jefferson 
College

David A. Zalewski, Providence College

Mohammed Akacem, Metropolitan  
State College of Denver

Maharukh Bhiladwalla, New York University
Tina A. Carter, Tallahassee Community College
Darian Chin, California State University– 

Los Angeles
Dennis Farley, Trinity Washington University

Amanda S. Freeman, Kansas State University
J. Robert Gillette, University of Kentucky
Anthony Gyapong, Pennsylvania State  

University–Abington
Sungkyu Kwak, Washburn University
Raoul Minetti, Michigan State University
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1

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

 1.1 Identify the key components of the financial 
system (pages 2–15)

 1.2 Provide an overview of the financial crisis of 
2007–2009 (pages 16–19)

 1.3 Explain the key issues and  questions 
 concerning the financial system  
(pages 19–21)

You Get a Bright Idea … but Then What?
Suppose it was impossible to borrow or lend money. 
Maybe life would be better. A character in Shakespeare’s 
play Hamlet advises his son: “Neither a  borrower nor a 
lender be.” Some financial advisers suggest that new 
 college graduates should buy things only with cash—
no taking out a loan to buy a car and no putting the 
purchase of a new bed or refrigerator on a credit card. 
But could an economy operate successfully without 
borrowing or  lending? We don’t have to guess at the 
answer because we have examples of economies both 
in the modern world and in the  past where there was 
little borrowing or  lending. The results have been low 
incomes and very little  economic progress.

To see the importance of borrowing and  lending 
to an economy, suppose that you come up with an 
idea for a company: You design a smartphone applica-
tion (“app”) that will deliver a textbook chapter to a 
student’s phone for a limited time for a low price. For 
example, if a student hasn’t purchased her assigned 
 calculus text but needs to use Chapter 10 to do her 
homework, the app will make that chapter available 
for six hours for $5.1 You have a lot of work to do to 

get your company off the ground—perfecting the 
 software,  designing the page in the app store where 
you will sell it, negotiating with textbook publishers to 
gain access to their books, and marketing your idea to 
students. You will have to spend a lot of money before 
you receive any revenue from sales of the app. Where 
will you get this money?

You face the same challenge as nearly every other 
entrepreneur around the world—both today and in 
the past. The role of the f inancial system is to channel 
funds from households and other savers to busi-
nesses.  Businesses need access to funds in order to 
launch, survive, and grow. They depend on funds the 
way farms depend on water. For example, consider 
the large areas of southern Arizona and California’s 
central valley that have rich soils but receive very little 
rain. Without an elaborate irrigation system of reser-
voirs 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 money, not water, 
flows through the financial system.

C H A P T E R 

1 Introducing Money and the 
Financial System

1 If you start this company and it succeeds, please remember where you got the idea! Continued on next page 
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2 CHAPTER 1 • Introducing Money and 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. The result was the worst eco-
nomic recession the world had experienced since the 
Great Depression of the 1930s.

Like engineers trying to repair a damaged  irrigation  
canal to restore the flow of water, off icials 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 controver-
sial, most economists believe that some government 
 intervention was necessary to pull the economy out of a 
deep recession.

Few households or firms escaped the fallout from 
the financial crisis and the recession it caused, giving 
them further evidence that the financial system affects 
everyone’s lives.

In this chapter, we provide an overview of the important components of the f inancial 
system and introduce key issues and questions that we will explore throughout the 
book.

1.1  Key Components of the Financial System
LearnInG OBjeCTIve: Identify the 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

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 f irm. A financial asset is a 
f inancial claim, which means that if you own a f inancial asset, you have a claim on 
someone else to pay you money. For instance, a bank checking account is a f inan-
cial 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 f inancial as-
sets into those that are securities and those that aren’t. A security is tradable, which 
means it can be bought and sold in a f inancial 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 Facebook, 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.

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.
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3 Key Components of the Financial System

In this book, we will discuss many financial assets. It is helpful to place them into 
the following five key categories:

1. Money
2. Stocks
3. Bonds
4. Foreign exchange
5. Securitized loans

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, 
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 im-
portant 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 owner-
ship 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 f inancial 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 part of the corporation’s assets and to a part of its profits, if there are any. Firms 
keep some of their profits as retained earnings and pay the remainder to shareholders in 
the form of dividends, which are payments corporations typically 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 per-
centage 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 $40 per year and a maturity of 30 years, IBM will pay 
you $40 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 ma-
tures 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  outside 
that country. Similarly, many investors buy financial assets issued by foreign governments 
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  

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 corporation; 
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.
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4 CHAPTER 1 • Introducing Money and the Financial System

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 
building 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 earning a profit by collecting  interest 
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 
 federal government and some financial firms created markets for many types of loans, 
as we will discuss in 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 agency or a financial f irm 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 f inancial f irm. 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 f inancial 
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 sending them to the issuers of the mortgage-backed securities.

Note that what a saver views as a f inancial asset a borrower views as a f inancial 
 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 in-
volved.2 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.

Foreign exchange Units of 
foreign currency.

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.

2 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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5 Key Components of the Financial System

If you get a loan from a bank to buy a car, economists refer to this flow of funds as 
indirect f inance. 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 f inance because the funds are 
flowing directly from you to the firm.

Savers and borrowers can be households, f irms, or governments, both domestic 
and foreign. Figure 1.1 shows that the f inancial system channels funds from savers to 
borrowers, and it channels returns back to savers, both directly and indirectly. Savers 
receive their returns in various forms, including dividend payments on stock, coupon 
payments on bonds, and interest payments on loans. Funds also flow between financial 
intermediaries and financial markets as, for example, when a commercial bank buys a 
bond in a financial market. Figure 1.1 is intended to give an overview of how funds flow 

Financial
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FIGure 1.1 

Moving Funds Through the  
Financial System
The financial system sends funds from savers to 
borrowers. Borrowers send returns back to savers 
through the financial system. Savers and borrowers 
include domestic and foreign households, 
businesses, and governments.
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6 CHAPTER 1 • Introducing Money and the Financial System

through the financial system. We will explain some of the key concepts below, but most 
of the discussion will be in later chapters.

Financial Intermediaries Commercial banks are the most important financial interme-
diaries. 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 house-
holds and firms or by buying securities, such as government bonds or securitized loans. Most 
households rely on borrowing money from banks when they purchase “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 (which are goods firms have produced or 
purchased but not yet sold) 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 advances in technology and the difficulty that some households and 
firms had borrowing money following the financial crisis of 2007–2009 led to the rise 
of peer-to-peer lending.

MAkIng THE ConnECTIon 

The Rise of Peer-to-Peer Lending and Fintech
Large businesses can raise funds in financial markets by selling stocks and bonds, but small 
businesses and households don’t have this option. Because it’s costly for investors to gather 
information on small businesses, these businesses cannot sell stocks and bonds and must rely 
instead on loans from banks. Similarly, when individuals and families (which economists re-
fer to as households) borrow to buy homes, they typically rely on bank loans. When households 
borrow to buy cars, appliances, and furniture, they have three options: They can rely on bank 
loans, on loans provided by the sellers of those goods, or on their own personal credit cards.

At one time, government regulations resulted in most banks being small. Loan offi-
cers employed by these small banks often relied on their own judgment and experience 
in deciding whether to grant loans to local businesses and households. By the 2000s, 
changes in banking law meant that many small businesses and households were receiv-
ing loans from large banks that operated on a regional, or even national, basis. These 
large banks typically used fixed guidelines for granting loans that left little room for the 
personal judgment traditionally exercised by loan officers of small banks.

By the mid-2000s, many banks became convinced that it would be profitable 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 f inancial crisis that began in 2007, the number of borrowers defaulting on loans 
turned out to be much higher than banks had predicted. Loan losses began rising, and 
by the end of 2009 they were four times greater than at the end of 2007.

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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7 Key Components of the Financial System

In fact, the loan losses during 2007–2009 were by far the largest since the Great De-
pression of the 1930s. In response to these losses, federal government regulators began 
pushing banks to tighten their loan guidelines. Banks also became more cautious in 
making loans as they tried to avoid further loses. As a result of these factors, it became 
much more difficult for businesses and households to qualify for loans.

New firms, known as peer-to-peer lenders, or marketplace lenders, began to fill the de-
mand for loans that banks were no longer meeting. Peer-to-peer lending sites, such as 
LendingClub, Prosper, and SoFi, allow small businesses and households to apply for 
loans online. The funds for those loans come from three key sources: individuals, other 
businesses, and—increasingly—financial f irms, including insurance companies and 
pension funds. Banks have traditionally earned a profit on loans by paying a lower inter-
est rate to depositors than they charge to borrowers. In contrast, peer-to-peer lenders 
make a profit by charging borrowers a one-time fee and charging the people providing 
funds a fee for collecting the payments from borrowers.

Like banks, peer-to-peer lenders are able to estimate the likelihood that borrowers 
will pay back loans by using data on a borrower’s income, record of paying bills on time, 
and other aspects of her credit history. Because peer-to-peer lenders take advantage of 
software that rapidly evaluates information on borrowers, and because they rely heav-
ily on smartphone technology in the loan application process, the lending sites are an 
example of f inancial technology, or f intech. Many borrowers find peer-to-peer lending at-
tractive because the interest rates are lower than those on credit cards. Instead of paying 
18% on a credit card balance, a borrower might pay only 10% on a peer-to-peer loan. 
Following the financial crisis, interest rates on bonds, bank savings accounts, and other 
f inancial assets had fallen to historically low levels. So, many investors were willing 
to make loans at the higher interest rates available on peer-to-peer lending sites even 
though they could lose money if borrowers defaulted on the loans.

By 2017, peer-to-peer lending was expanding rapidly, although it still remained 
much smaller than bank lending to small businesses and households. The industry had 
begun to experience some growing pains. LendingClub and some of the other market-
place lenders had begun securitizing the loans they were making and selling them to 
investors. In May 2016, LendingClub fired Renaud Laplanche, its chief executive officer 
(CEO), when the f irm’s board of directors discovered that LendingClub had not been 
disclosing all the required information to the investors it sold some loans to. The U.S. 
Treasury Department was also evaluating whether peer-to-peer lending might require 
further regulation to protect both borrowers and the investors providing the funds lent 
on these sites.

It remains to be seen how extensively peer-to-peer lending and the other examples 
of fintech that we will discuss in this book will affect the flow of funds from lenders to 
borrowers in the financial system.

Sources: U.S. Department of the Treasury, Opportunities and Challenges in Online Marketplace 
 Lending, May 10, 2016; Peter Rudegeair and Anne Steele, “LendingClub CEO Fired over Faulty 
Loans,” Wall Street Journal, May 19, 2016; “From the People, for the People,” Economist, May 9, 
2015; and Amy Cortese, “Loans That Avoid Banks? Maybe Not,” New York Times, May 3, 2014.

See related problem 1.8 at the end of the chapter.
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8 CHAPTER 1 • Introducing Money and the Financial System

nonbank Financial Intermediaries Some financial intermediaries, such as savings and loans, 
savings banks, and credit unions, are legally different from banks, although these “nonbanks” 
operate in a very similar way by taking in deposits and making loans.  Other  financial inter-
mediaries 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 until very recently rarely 
lent directly to households. (In late 2016, Goldman Sachs began engaging in fintech online 
lending, offering loans of up to $30,000 to households with high credit card balances but 
good credit histories.) Instead, they concentrate on providing advice to firms issuing stocks 
and bonds or considering 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 secu-
ritization of loans, particularly 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 poli-
cyholders, which the companies then invest to obtain the funds necessary to pay claims 
to policyholders and to cover their other costs. So, for instance, when you buy an auto-
mobile 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 over $18 trillion in assets in 2016, private and state and local 
government 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 most mutual funds are willing to buy back their 
shares at any time, they also provide savers with easy access to their money.

Portfolio A collection of 
assets, such as stocks and 
bonds.
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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 usually make 
riskier investments than do mutual funds, and they charge investors much higher fees.

Financial Markets Financial markets are places or channels for buying and selling 
stocks, bonds, and other securities. Traditionally, f inancial markets have been physi-
cal 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 securities 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 f inancial market in which stocks, bonds, and other securities are 
sold for the f irst time. An initial public offering (IPO) refers to a company selling its stock 
for the f irst time in the primary market. For example, Facebook’s IPO took place in 
May 2012. A secondary market is a f inancial market in which investors buy and sell 
existing securities. For example, if you purchase Facebook stock today and sell it next 
year, that sale takes 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 f inancial asset is your checking ac-
count. After you begin your career, though, you’ll accumulate a variety of different 
assets. The Federal Reserve System publishes data on household holdings of f inancial 
assets that shows how households divide up their total financial wealth. The following 
figure compares households’ holdings of financial assets in 1978 and 2016. 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.

The f igure shows that there have been signif icant changes over the decades in 
how households hold their f inancial wealth. The categories of wealth held in assets 
supplied by financial markets show that households increased their holdings of stocks 
issued by corporations from about 14% of their total wealth in 1978 to nearly 19% 
in 2016. But households now have only about half as much equity in unincorporated 
 businesses, which include partnerships (businesses that are owned by two or more people 

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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