
Con ten ts

P art 1
Introduction to the M onetary Economy

1. Money and Economic Activity: An Introduction . . 4
What Are Today’s Major Financial and Monetary Controversies 
and Developments? . . 5

Defining the Monetary Aggregates . . 5 The Gold Standard . . 6 
New Financial Services . . 6 Failing Financial Institutions . . 7 
Electronic Funds Transfer . . 8 Interstate Banking . . 9 Control
ling the Money Supply . . 10 Money and Economic Activity 
. . 10 Money and Interest Rates . . 12 Money and Economic 
Stabilization . . 14 The Federal Budget Deficit and the Econ
omy . . 16 The International Debt Problem . . 16 The 
Internationalization of Money . . 18 

How Are Theories and Models Useful in Understanding the Rela
tion Between Money and Economic Activity? . . 18 
How Can the Interrelation of Money and Economic Activity Be 
Better Understood? . . 20 
Summary . . 20 
Review Questions . . 21 
Suggestions For Additional Reading . . 22

2 . Money . . 24
What Is a Monetary Economy? . . 26
Why Is a Monetary Economy More Efficient Than a Barter 
System? . . 27
How Has the Nature of Money Evolved? . . 29 
What Is Money in the United States? . . 30

Definitions . . 30 The Monetary Aggregates . . 31 
What Are the Functions of Money? . . 33



x Contents

How Are the Value of Money and the Price Level Related? . . 34 
Measures of the General Level of Prices . . 35 Nominal and 
Real Values . . 36

What Is the Velocity of Money? . . 38
Summary . . 40
Review Questions . . 41
Suggestions For Additional Reading . . 42

3. Monetary Issues . . 44
What Should Be Included in the Monetary Aggregates? . . 45

Nature of the Problem . . 46 Policy Problems . . 50 A Proposed 
Solution . . 51 The Problem in the Future . . 51 

What Is the Best Monetary Standard? . . 51
Types of Monetary Standards . . 51 The Link Between Gold 
and Money . . 54 The Argument For Paper Money . . 56 The 
Argument Against Paper Money . . 57 The Problem With Gold 
. . 59

Summary . . 59
Review Questions . . 60
Suggestions For Additional Reading . . 61

Part 2
The Financial System  o f the M onetary Economy

4. The U.S. Financial System: An Overview  . . 64
What Is the Nature and Role of a Financial System in a Monetary 
Economy? . . 66

Types of Transactions . . 66 Financial Assets versus Money 
. . 67 Financial Institutions . . 68 Financial Intermediaries and 
the Efficiency of the Financial System . . 69 Intermediation 
and Risk Reduction . . 71 Financial Markets . . 72 

What Are the Characteristics of the Major Financial Instru
ments? . . 73

Money Market Instruments . . 73 Capital Market Instru
ments . . 78

What Are the Major Financial Intermediaries in Our Financial 
System? . . 80

Commercial Banks . . 80 Mutual Savings Banks . . 81 Savings 
and Loan Associations . . 82 Credit Unions . . 83 Investment 
Companies . . 83 Pension Funds . . 85 Insurance Companies 
. . 85 REITs . . 86 Finance Companies . . 86 Federally Spon
sored Intermediaries . . 87

How Do Commercial Banks Differ From Other Financial Insti
tutions? . . 88



Contents X i

Summary . . 89
Review Questions . . 91
Suggestions For Additional Reading . . 91

5 . Interest Rates in the Financial System: An Introduction . . 92
What Are the Major Interest Rate Measures, and How Are They 
Calculated? . . 94

Simple Interest . . 94 Annual Percentage Rate . ľ 95 Coupon 
Rates and Yield-to-Maturity . . 96 Current Yield . . 97 Holding- 
Period Yield . . 97

What Are the Basic Forces That Determine Interest Rates in the 
Monetary Economy? . . 98

The Concept of Loanable Funds . . 98 Supply and Demand 
For Loanable Funds in the Financial Markets: An Example 
From the Commercial Paper Market . . 99 Allocative Function 
of Interest Rates . . 101 Differences in Interest Rates . . 101 

Why Are Short- and Long-Term Interest Rates Different? . . 107 Term 
Structure of Interest Rates . . 107 Segmented Markets Theory 
. . 109 Expectations Theory . . 109 Other Explanations . . i l l  

Summary . . 112 
Review Questions . . 113 
Suggestions For Additional Reading . . 114

6 . The Organization and Structure of Banking in the United 
States . . 116
What Are the Requirements For Opening a New Bank? . . 118 

Types of Bank Charters . . 119 Charter Requirements . . 119 
Opposition to New Banks . . 120 

What Forms of Bank Organization Operate in the United States 
Today? . . 121

Branch Banking . . 122 Bank Holding Companies . . 126 Chain 
Banking . . 131 International Banking . . 131 

Who Regulates Banks and Why? . . 134
The Federal Reserve System . . 134 The Comptroller of the 
Currency . . 135 The Federal Deposit Insurance Corporation 
. . 135 Other Regulatory Agencies . . 138 

What Are the Primary Categories of Bank Regulation? . . 139
Control Over Entry . . 139 Capital Requirements . . 140 Control 
Over Lending and Investing Activities . . 141 Reserve Require
ments . . 142 Geographic Restrictions On Operations . . 142 
Limitations On Merger and Holding Company Activities . .
142 Limitations On Prices Paid and Charged . . 143 Deregu
lation . . 143 

Summary . . 145 
Review Questions . . 146 
Suggestions For Additional Reading . . 147



xii Contents

7. The Business of Banking . . 148
What Are the Major Activities of Banking Firms? . . 150

Intermediation . . 150 Lending Activities . . 150 Holding and 
Servicing Deposits . . 154 Other Activities . . 158 

How Do Banks Obtain Funds? . . 159
Deposits . . 159 Federal Funds Purchased . . 160 Capital . . 160 
Other Sources of Funds . . 162 Liability Management . . 163 

How Do Banks Use Funds? . . 163
Factors Affecting Bank Lending and Investing Activities . .
164 Investment Activities . . 167 Loans . . 168 Cash and Re
serves . . 168 Other Uses of Funds . . 169 

Summary . . 169 
Review Questions . . 170 
Suggestions For Additional Reading . . 170

8. Reshaping the Financial System: Unsettled Issues . . 172
Bank Regulations in An Evolving Financial System: What Does the 
Future Hold? . . 173

Legislative Background . . 173 Other Historical Forces . . 174 
The Current Jurisdictional Tangle . . 174 The Forces of Change 
. . 178 Regulatory Reform: Unsettled Issues . . 183 

How Will Interstate Banking Affect the Financial System? . . 186 
Current Interstate Banking Activities . . 187 Unsettled Issues 
. . 188

Summary . . 189
Review Questions . . 190
Suggestions For Additional Reading . . 191

Part 3
Central Banking in the M onetary Economy: The Federal 
Reserve System

9. The Evolution of Central Banking in the United States . . 194
Who Managed the Monetary System in the Pre-Federal Reserve 
Era? . . 195

The First Bank of the United States . . 196 The Second Bank 
of the United States . . 197 The Central Banking Hiatus . . 199 

Why Was the Federal Reserve System Formed? . . 201 
What Are the Federal Reserve’s Major Functions? . . 203 
What Is the Organizational Structure of the Fed? . . 204

The Board of Governors . . 205 The Federal Open Market 
Committee . . 205 The 12 Federal Reserve Banks and Their 25 
Branches . . 206 The Member Banks . . 206



Contents xiii

Who Controls the Federal Reserve System? . . 208
Summary . . 209
Review Questions . . 210
Suggestions For Additional Reading . . 211

The Monetary Base and the Money Supply Framework . . 212
What Are the Major Elements of the Money Supply Frame
work? . . 214 *
What Are the Various Reserve Categories? . . 216 
What Factors Determine the Monetary Base? . . 21?
How Do Changes in the Monetary Base Lead to Changes in the 
Money Supply? . . 223

The Money Expansion Process: An Introduction . . 223 The 
Money Multiplier . . 224 The Mechanics of Money Creation 
. . 225 Final Outcomes . . 229

What Are Some of the Factors That Complicate Control of the 
Money Supply? . . 231

The Time Horizon of Monetary Control . . 231 Changes in the 
Money Multiplier . . 232 Monetary Base Changes . . 232 Selec
tion of the Appropriate Monetary Aggregate(s) . . 234 

Summary . . 234 
Review Questions . . 234 
Suggestions For Additional Reading . . 235
APPENDIX: Further Details On the Money Creation Process . . 236 

Derivation of the Money Multiplier (m) . . 236 Derivation of 
the Final Outcomes Listed in Table 10-5 . . 237 

Appendix Review Questions . . 238

Federal Reserve Monetary Policy Instruments . . 240
How Are Reserve Requirements Administered, and What Is the 
Impact of Changing Them? . . 242

Administration of Reserve Requirements . . 242 Impact of a 
Change in Reserve Requirements . . 244 

What Is the Role of the Discount Window in Federal Reserve Pol
icymaking? . . 245

Regulations and Procedures . . 245 The Federal Funds 
Market . . 246

How Are Open Market Operations Used to Control the Monetary 
Base? . . 248
What Is Selective Credit Allocation, and What Is Its Purpose? . . 250 

Usury Laws . . 252 Margin Requirements . . 254 Other Selec
tive Credit Controls . . 254 

Summary . . 255 
Review Questions . . 255 
Suggestions For Additional Reading . . 256



x iv  Contents

12. Issues on the Federal Reserve System . . 258
How Independent Should the Federal Reserve Be? . . 259

History of Fed Independence . . 259 Recent Trends . . 261 The 
Debate . . 262

Should Monetary Growth Be Governed By Strict Rules? . . 264 
The Case For Rules . . 264 The Case Against Rules . . 266 

What Operating Strategy Should the Federal Reserve Follow? . . 268 
Free Reserves . . 270 Federal Funds Rate . . 270 Reserves/Mon
etary Base . . 271 

Summary . . 274 
Review Questions . . 274 
Suggestions For Additional Reading . . 275

P art 4
Theory and P olicy in the M onetary Econom y

13. Introduction to the Macroeconomy . . 278
How Is Macroeconomic Performance Measured? . . 280

Aggregate Output— Gross National Product (GNP) . . 280 Em
ployment and Unemployment . . 288 The General Level of

. Prices . . 289 Flows, Stocks, Percents, and Ratios in Economic
Analysis . . 289

Has U.S. Macroeconomic Performance Been Satisfactory? . . 291 
Macroeconomic Linkages and the Natural Rate Concept . . 291 
Gross National Product, 1960-1985 . . 292 Employment and 
Unemployment, 1960-1985 . . 293 The General Level of 
Prices, 1960-1985 . . 293

What Is the Role of Monetary and Fiscal Policy in Achieving Mac
roeconomic Objectives? . . 293

The Activist View . . 295 The Nonactivist View . . 296 Supply-Side 
Economics . . 296
How Do Economists Forecast Future Economic Activity? . . 296 

Model Simulations . . 297 Reduced-Form Estimations . . 299 
Leading Economic indicators . . 300 Comparison of the Three 
Forecasting Approaches . . 300 

Summary . . 301 
Review Questions . . 302 
Suggestions For Additional Reading . . 303

14. Money and Aggregate Economic Activity . .  306
What Is the Quantity Theory of Money, and How Has It 
Evolved? . . 308



Contents X V

The Velocity Approach of Irving Fisher . . 308 The Cambridge 
Cash Balances Equation . . 310

How Do Changes in the Money Supply Affect Economic Activity 
in the Basic Keynesian Model? . . 312

The Demand for Money . . 312 The Effects of Money Supply 
Changes . . 318

What Are the Channels of Monetary Influence According to the 
Monetarists? . . 321 *

The Relative-price Channel . . 323 The Wealth-Effect 
Channel . . 325

Monetarists Versus Keynesians: How Is Monetary Sector Equi
librium Determined? . . 327

The Process of Attaining Equilibrium: An Example . . 327 In
terest Elasticity of the Demand for Money . . 328 

How Are Money and Economic Activity Related According to the 
Rational Expectations Model? . . 329

Rational Expectations . . 329 The Effects of Money Supply 
Changes on Economic Activity in a Rational Expectations 
Model . . 330 

Summary . . 331 
Review Questions . . 332 
Suggestions For Additional Reading . . 333

15. The Aggregate Demand-Aggregate Supply Macroeconomic 
M odel. . 336
What Constitutes the Aggregate Demand-Aggregate Supply Frame
work? . . 338

Macroeconomic Markets and Sectors . . 338 Walras’ Law . . 338 
What Is the Aggregate Demand Curve? . . 340

Definition and Depiction . . 340 Movement Along the Aggre
gate Demand Curve . . 341 Shifts in the Aggregate Demand 
Curve . . 342

What Is the Aggregate Supply Curve? . . 344
Definition and Depiction . . 344 The Labor Market and Aggre
gate Supply . . 347

Aggregate Demand-Aggregate Supply Equilibrium: What Does it 
Mean? . . 351

Macroeconomic Equilibrium . . 351 Short-Run Adjustments 
. . 353 Long-Run Adjustments and the Natural Rate 
Hypothesis . . 355

How Does Foreign Trade Affect Aggregate Demand? . . 359
Summary . . 359
Review Questions . . 361
Suggestions For Additional Reading . . 362



xvi Contents

16. The IS-LM Framework: A Detailed Analysis of Aggregate 
Demand . . 364
What Is the IS Curve? . . 365

Components of Aggregate Expenditures on Commodities . . 366 
Definition and Derivation of the IS Curve . . 368 Algebraic Rep
resentation of the IS Curve . . 372 Shifts of the IS Curve . . 373 

What Is the LM Curve? . . 374
Definition and Derivation of the LM Curve . . 374 Algebraic 
Representation of the LM Curve . . 379 Shifts of the LM 
Curve . . 380

IS-LM Equilibrium: What Does It Mean? . . 380 *
How Are Policy Changes Reflected in the IS-LM System? . . 382 

Monetary Policy . . 382 Fiscal Policy . . 385 
How Are the IS, LM, and Aggregate Demand Curves Related? . . 368 
Summary . . 390 
Review Questions . . 391 
Suggestions For Additional Reading . . 392

17. Macroeconomic Policy in the Monetary Economy . . 394
Who Is Responsible for the Administration of Macroeconomic 
Policies? . . 395
What Are the Most Appropriate Macroeconomic Policy 
Targets? . . 396

The Overall Budget Balance . . 397 The Cyclically Adjusted 
Budget . . 398

What Were the More Important Macroeconomic Policy Trends of 
the Past 25 Years? . . 399

Macroeconomic Policy, 1960-85 . . 399 Federal Budget 
Trends . . 401

How Effective Are Monetary and Fiscal Policies? . . 402
The Interest Elasticity of Money Demand . . 402 The Relative 
Effectiveness of Monetary and Fiscal Policy . . 403 

What Are the Major Problems Encountered By Macroeconomic 
Policymakers? . . 406

Magnitude and Timing . . 406 Lags and Forecasting . . 406 Po
litical Considerations . . 409 Expenditures Financing . . 409 

Summary . . 410 
Review Questions . . 410 
Suggestions For Additional Reading . . 411

18. Money and the Process of Inflation . . 414
What Is Inflation, and Why Is It a Problem? . . 417

The Burden of Inflation on Individual Economic Units . . 417 
The Burden of Inflation On Society . . 420



Contents xvii

What Are the Causes of Inflation? . . 422
Money and Inflation . . 422 Government Deficits, Money, and 
Inflation . . 424 Excess-Demand or Cost-Push Inflation . . 427 

What Are the Dynamics of the Inflationary Process? . . 430 
Summary . . 434 
Review Questions . . 434 
Suggestions For Additional Reading . . 435

19 . Inflation and Economic Policy . . 436
What Is the Trade-Off Between Inflation and Unemployment? . . 437 

The Phillips Curve . . 437 Inflation, Expectations, and the 
Phillips Curve . . 440 Rational Expectations, Inflation, and 
Economic Policy . . 441

What Measures Have Been Tried in the Fight Against Inflation? . . 
442

The 1960s . . 444 The 1970s . . 448 The 1980s . . 452 
Can Inflation Be Controlled? . . 453

The Choices Before Us . . 453 The Outlook . . 458 
Summary . . 458 
Review Questions . . 459 
Suggestions For Additional Reading . . 459

20 . Issues in Macroeconomic Theory and Policy . . 462
Can Macroeconomic Policies Be Used Successfully to Stabilize the 
Macroeconomy? . . 464

The Nonactivist View . . 464 The Activist View . . 469 
Do Federal Budget Deficits Really Matter? . . 471

Trends, 1960-85 . . 472 The Deficit and Inflation . . 474 The 
Deficit, Interest Rates, and Crowding Out . . 474 The Optimal 
Budget Deficit . . 475

Can Supply-Side Economics Improve Macroeconomic Per
formance? . . 476

Supply-Side versus Demand-Side Macroeconomics . . 476 The 
Laffer Curve . . 477 Supply-Side Solutions . . 479 

Summary . . 480 
Review Questions . . 481 
Suggestions For Additional Reading . . 481

P art 5
International Transactions in the M onetary Economy

21. International Economic Transactions: An Introduction . . 486
How Are Payments Made in International Transactions? . . 488



xviii Contents

The Exchange of Currencies in International Transactions 
. . 488 Exchange Rates . . 491

What Is the Balance of Payments, and How Is It Measured? . . 500 
The U.S. Balance of Payments . . 501 Balance-of-Payments 
Problems . . 504

How Do International Transactions Affect Domestic Economic Ac
tivity? . . 506

Direct Effects of Export and Import Transactions . . 506 Cap
ital Flows Effects . . 506 Effects of Exchange Rate Variations . . 
508 The Workings of the International Gold Standard . . 509 
Bretton Woods, Fixed Exchange Rates, and Official Interven
tion . . 510 

Summary . . 513 
Review Questions . . 513 
Suggestions For Additional Reading . . 514

22 . The International Monetary and Financial System: Recent 
Developments and Issues . . 516
How Should the Federal Reserve React to International Monetary 
Development? . . 518
What Is the Role of the International Monetary Fund . . 520

Origin and Functions . . 520 Problems and Performance . . 522 
Future Role of the IMF . . 526

What Should Be Done About the International Debt Problem? . . 526 
Origins of the Problem . . 527 Unique Problems of Interna
tional Lending . . 527 Relieving Immediate Pressures . . 529 
Regulation to Prevent Future Problems . . 530 

What Is the Eurodollar Market, and Does It Weaken the Effective
ness of U.S. Monetary Policy? . . 539

Origins and Nature of Eurodollars . . 539 The Eurobond Mar
ket . . 535 Eurodollars and Domestic Monetary Policy . . 535 

Summary . . 539 
Review Questions . . 541 
Suggestions For Additional Reading . . 541

Chapter Index of Key Terms . . 543 

Index of Names . . 547 

Index of Subjects . . 549


