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Chapter 1

Money, Banking, and Your World

CHAPTER OBJECTIVES
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LEARNING OBJECTIVE

�� (LT�@>K�FDKLO>K@B�LC�QEB�MOFK@FMIBP�LC�JLKBV�>KA�?>KHFKD�ABPQOLV�VLRO
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4OLR?IB�FP�"BK�IFHB�JLPQ�MBLMIB�@>JB�COLJ�ERJ?IB�OLLQP��(B�ALBPKiQ�E>SB�BKLRDE
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Chapter 2

The Financial System

CHAPTER OBJECTIVES
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OB@>II�QEB�RKP>SLOV�3EVIL@H�@E>O>@QBO�COLJ�3E>HBPMB>OBiP�MI>V1A>�*>K<A:GM�H?
3>GB<>�EQQM���TTT�?F?IFLJ>KF>�@LJ������������CO>JBPBQ�EQJI!KA�TEL�@LRIA
CLODBQ�$>KKV�$B6FQLTTT�FJA?�@LJ�K>JB�KJ�������� >P�QEB�>OOLD>KQ�IFQQIB
ALKRQ�P@>OCFKD�g,>OOV�QEB�,FNRFA>QLOh�GRUQ>MLPBA�>D>FKPQ�QEB�>ALO>?IB�LIA�C>@QLOV
LTKBO�!KAOBT�*LODBKPLK�	MI>VBA�?V�'OBDLOV�0B@H
TTT�FJA?�@LJ�K>JB�
KJ�������� FK,MA>K�->HIE>\L�*HG>R�TTT�FJA?�@LJ�QFQIB�QQ��������%SBK�QEB
#EOFPQJ>P�@I>PPF@&M\L�:�4HG=>K?NE�)B?>TTT�KKA?�@LJ�CFIJP��������������� @LKQ>FKP
>Q�?BPQ�>�AR>I�JBPP>DB��)K�QEB�CFIJ�SFBTBOP�IB>OK�QE>Q�'BLODB�">FIBV�QEB�ILS>?IB
MOBPFABKQ�LC�QEB�IL@>I�?RFIAFKD�>KA�IL>K�>PPL@F>QFLK�	>�QVMB�LC�@LJJRKFQV�?>KH

MI>VBA�?V�*FJJV�3QBT>OQ�P>SBA�"BACLOA�&>IIP�COLJ�QEB�@IRQ@EBP�LC�>�@E>O>@QBO
MLOQO>VBA�?V�,FLKBI�">OOVJLOB�>@QOBPP�$OBT�">OOVJLOBiP�DO>KA�RK@IB�QEB�>K@FBKQ
>KA�BSFI�CFK>K@FBO�(BKOV�&��0LQQBO��	.L�OBI>QFLK�QL�(>OOV�)iJ�PROB�
�4E>QiP�E>OAIV�>
OFKDFKD�BKALOPBJBKQ�LC�CFK>K@B�SFABL�DLLDIB�@LJ�
SFABLMI>V AL@FA���������������������MO�DLLD�PI

4ORQE�?B�QLIA�PLJB�CFK>K@FBOP�E>SB�ALKB�?>A�QEFKDP��4EBK�>D>FK�PL�E>SB�JBJ?BOP
LC�BSBOV�L@@RM>QFLK>I�DBLDO>MEF@>I�O>@F>I�OBIFDFLRP�>KA�BQEKF@�DOLRM�LK�QEB
MI>KBQ��NM�FHLM�I>HIE>��FHLM�H?�MA>�MBF>��:K>�IK>MMR�=><>GM��LH�P>�LAHNE=�GHM�F:EB@G�>GMBK>
@KHNIL�?HK�MA>�FBL=>>=L�H?�:�?>P��>LI><B:EER�PA>G�MA>�@KHNI�:L�:�PAHE>�;>G>?BML�HMA>KL�
&FK>K@FBOP�>KA�QEB�CFK>K@F>I�PVPQBJP�QEBV�FKE>?FQ�?BKBCFQ�J>KV�MBLMIB�FK�TB>IQEFBO
@LRKQOFBP��4EB�CFK>K@F>I�PVPQBJ�ALBP�PL�JR@E�DLLA�CLO�QEB�B@LKLJV�FK�C>@Q�QE>Q
PLJB�MBLMIB�?BIFBSB�QE>Q�CFK>K@FBOP�>OB�?OFIIF>KQ�OL@HBQ�P@FBKQFPQP�LO�>Q�IB>PQ�gQEB
PJ>OQBPQ�DRVP�FK�QEB�OLLJ�hBK�TFHFMBAF>�LOD�TFHF�
4EB=3J>OQBPQ='RVP=FK=QEB=2LLJ4EFP�MLPFQFSB�PQBOBLQVMB�ELTBSBO�FP�>P�CI>TBA�>P
QEB�KBD>QFSB�LKB��7EFIB�PLJB�FKSBPQJBKQ�?>KHBOP�FKPRO>K@B�>@QR>OFBP�>KA�LQEBO
C>K@V�CFK>K@FBOP�@LRIA�E>SB�TLOHBA�CLO�.!3!�QEBV�>OB�C>O�COLJ�FKC>IIF?IB��4EB
CFK>K@F>I�@OFPFP�QE>Q�?BD>K�FK������OBJFKAP�RP�LK@B�>D>FK�QE>Q�@LJMIBU

#E>MQBO���4EB�&FK>K@F>I�3VPQBJ
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J>QEBJ>QF@>I�CLOJRI>P�>OB�IBPP�RPBCRI�FK�B@LKLJF@P�	>KA�LQEBO�PL@F>I�P@FBK@BP
�QE>K
FK�>PQOLMEVPF@P�#BG:G<B>KL��EBD>�IHEBMB<B:GL��K>EB@BHNL�E>:=>KL��:G=��R>L��<HEE>@>�IKH?>LLHKL�
A:O>�F:=>�<HEHLL:E�FBLM:D>L�BG�MA>�I:LM�:G=�PBEE�NG=HN;M>=ER�=H�LH�:@:BG�BG�MA>�?NMNK>�

3L�O>QEBO�QE>K�IB>K�LK�PQBOBLQVMBP�QEFP�@E>MQBO�TFII�EBIM�VLR�QL�CLOJ�VLRO�LTK
SFBT�LC�QEB�CFK>K@F>I�PVPQBJ��)K�QEB�MOL@BPP�FQ�TFII�OBSFBT�QEB�BKQFOB�PVPQBJ�&M\L�P>EE
PHKMA�RHNK�MBF>�:G=�>??HKM�MH�K>:=�MABL�<A:IM>K�<:K>?NEER�;><:NL>�BM�<HGM:BGL�:�EHM�H?
=>L<KBIMBO>�BG?HKF:MBHG�:G=�=>?BGBMBHGL�MA:M�PBEE�A>EI�RHN�E:M>K�BG�MA>�M>QM�

KEY TAKEAWAYS

a &FK>K@FBOP�>OB�KLQ�FKK>QBIV�DLLA�LO�BSFI�?RQ�O>QEBO�IFHB�LQEBO�MBLMIB
@>K�?B�BFQEBO�LO�@>K�BSBK�?B�?LQE�PFJRIQ>KBLRPIV�

a 7EFIB�PLJB�CFK>K@FBOP�>OB�?OFIIF>KQ�QEBV�>OB�KLQ�FKC>IIF?IB�>KA�C>K@V
J>QE�ALBP�KLQ�OB>IFQV�J>HB�

a 2>QEBO�QE>K�CLIILT�MOBS>IBKQ�PQBOBLQVMBP�PQRABKQP�PELRIA�CLOJ�QEBFO
LTK�SFBTP�LC�QEB�CFK>K@F>I�PVPQBJ�

a 4EFP�FJMLOQ>KQ�@E>MQBO�TFII�EBIM�PQRABKQP�QL�AL�QE>Q�TEFIB�>IPL�?OFKDFKD
QEBJ�RM�QL�PMBBA�LK�HBV�QBOJP�>KA�@LK@BMQP�QE>Q�TFII�?B�RPBA
QEOLRDELRQ�QEB�?LLH�

#E>MQBO���4EB�&FK>K@F>I�3VPQBJ

����%SFI�>KA�"OFIIF>KQ�&FK>K@FBOP ��



2.2 Financial Systems

LEARNING OBJECTIVE

�� 7E>Q�FP�>�CFK>K@F>I�PVPQBJ�>KA�TEV�AL�TB�KBBA�LKB 

! financial system � FP�>�ABKPBIV�FKQBO@LKKB@QBA�KBQTLOH�LC�CFK>K@F>I
FKQBOJBAF>OFBP�C>@FIFQ>QLOP�>KA�J>OHBQP�QE>Q�PBOSBP�QEOBB�J>GLO�MROMLPBP�
>IIL@>QFKD�@>MFQ>I�PE>OFKD�OFPHP�>KA�C>@FIFQ>QFKD�FKQBOQBJMLO>I�QO>AB��4E>Q�PLRKAP
JRKA>KB�BSBK�?LOFKD�?RQ�FQ�FPKiQ�LK@B�VLR�RKABOPQ>KA�ELT�FJMLOQ>KQ�FQ�FP�QL
ERJ>K�TBIC>OB��4EB�J>QBOF>I�MOLDOBPP�>KA�QB@EKLILDF@>I�?OB>HQEOLRDEP�LC�QEB�I>PQ
QTL�@BKQROFBP�O>KDFKD�COLJ�PQB>J�BKDFKBP�@LQQLK�DFKP�>KA�QBIBDO>MEP�QL
>RQLJL?FIBP�>FOMI>KBP�>KA�QBIBMELKBP�QL�@LJMRQBOP�$.!�PMIF@FKD�>KA�@BII
MELKBP�TLRIA�KLQ�E>SB�?BBK�MLPPF?IB�TFQELRQ�QEB�CFK>K@F>I�PVPQBJ��%CCF@FBKQIV
IFKHFKD�?LOOLTBOP�QL�IBKABOP�FP�QEB�PVPQBJiP�J>FK�CRK@QFLK��"LOOLTBOP�FK@IRAB
FKSBKQLOP�BKQOBMOBKBROP�>KA�LQEBO�B@LKLJF@�>DBKQP�IFHB�ALJBPQF@�ELRPBELIAP
DLSBOKJBKQP�BPQ>?IFPEBA�?RPFKBPPBP�>KA�CLOBFDKBOP�TFQE�MLQBKQF>IIV�MOLCFQ>?IB
?RPFKBPP�FAB>P�	positive net present value projects � 
�?RQ�IFJFQBA�CFK>K@F>I
OBPLRO@BP�	BUMBKAFQROBP���OBSBKRBP
��,BKABOP�LO�P>SBOP�FK@IRAB�ALJBPQF@
ELRPBELIAP�?RPFKBPPBP�DLSBOKJBKQP�>KA�CLOBFDKBOP�TFQE�BU@BPP�CRKAP�	OBSBKRBP��
BUMBKAFQROBP
��4EB�CFK>K@F>I�PVPQBJ�>IPL�EBIMP�QL�IFKH�OFPH�>SBOPB�BKQFQFBP�@>IIBA
EBADBOP�QL�OFPH�ILSFKD�LKBP�HKLTK�>P�PMB@RI>QLOP��!P&FDROB������g4EB�CFK>K@F>I
PVPQBJ�>Q�TLOH�CLO�VLRh �FIIRPQO>QBP�VLR�>OB�MOL?>?IV�>IOB>AV�ABBMIV�FJ?BAABA�FK
QEB�CFK>K@F>I�PVPQBJ�>P�?LQE�>�?LOOLTBO�>KA�>P�>�P>SBO�

�� !�ABKPBIV�FKQBO@LKKB@QBA
KBQTLOH�LC�CFK>K@F>I
FKQBOJBAF>OFBP�C>@FIFQ>QLOP
>KA�J>OHBQP�QE>Q�>IIL@>QBP
@>MFQ>I�PE>OBP�OFPHP�>KA
C>@FIFQ>QBP�FKQBOQBJMLO>I�QO>AB�

�� !�MOLGB@Q�IFHBIV�QL�?B�MOLCFQ>?IB
>Q�>�DFSBK�FKQBOBPQ�O>QB�>CQBO
@LJM>OFKD�QEB�MOBPBKQ�S>IRBP
LC�?LQE�BUMBKAFQROBP�>KA
OBSBKRBP��4EFP�TFII�J>HB�JLOB
PBKPB�>CQBO�VLR�K>SFD>QB
#E>MQBO����)KQBOBPQ�2>QBP��

#E>MQBO���4EB�&FK>K@F>I�3VPQBJ

��



#B@NK>���Z1A>�?BG:G<B:E�LRLM>F�:M�PHKD�?HK�RHN[�

/@@>PFLK>IIV�MBLMIB�>KA�@LJM>KFBP�BPMB@F>IIV�PJ>II�?RPFKBPPBP�LO�LKBP�QE>Q�PBII
FKQL�O>MFAIV�DOLTFKD�J>OHBQP�E>SB�BKLRDE�TB>IQE�	>�PQL@H
�>KA�FK@LJB�	>�CILT
�QL
FJMIBJBKQ�QEBFO�FAB>P�TFQELRQ�LRQPFAB�EBIM�?V�MILTFKD�?>@H�MOLCFQP�	>H>internal
finance � 
� *HLM�H?�MA>�MBF>��AHP>O>K��I>HIE>�:G=�?BKFL�PBMA�@HH=�B=>:L�=H�GHM�A:O>�MA>
L:OBG@L�HK�<:LA�G>>=>=�MH�=K:P�NI�;EN>IKBGML��<K>:M>�IKHMHMRI>L��E>:L>�H??B<>�HK�IKH=N<MBHG
LI:<>��I:R�>FIEHR>>L��H;M:BG�I>KFBML�:G=�EB<>GL>L��HK�LN??>K�MA>�FRKB:=�KBLDL�H?�;KBG@BG@�:
G>P�HK�BFIKHO>=�@HH=�MH�F:KD>M��7FQELRQ�P>SFKDP�>�OF@E�RK@IB�LO�@ILPB�COFBKA�LO�PLJB
LQEBO�CLOJ�LCexternal finance � �MBLMIB�OBJ>FK�T>KK>?B�BKQOBMOBKBROP�>KA
@LJM>KFBP�@>KKLQ�@LJMIBQB�QEBFO�MOLGB@QP��4E>Q�PELRIA�@LK@BOK�VLR�?B@>RPB�QEB
TLOIA�FP�>�MLLOBO�MI>@B�CLO�FQ�TTT�FKKLS>QFLK�>JBOF@>�LOD�
>O@EFSB�MEM >OQF@IB)$���

7EV�AL�TB�KBBA�>�CFK>K@F>I�PVPQBJ �7EV�@>KiQ�FKAFSFAR>IP�>KA�@LJM>KFBP�PFJMIV
?LOOLT�COLJ�LQEBO�FKAFSFAR>IP�>KA�@LJM>KFBP�TEBK�QEBV�KBBA�QL )>G=BG@��EBD>
LNIIERBG@�F:GR�HMA>K�MRI>L�H?�@HH=L��BL�FHLM�>??B<B>GMER�:G=�<A>:IER�<HG=N<M>=�;R
LI><B:EBLML��<HFI:GB>L�MA:M�=H�HGER�HG>�MABG@��HK�:�<HNIE>�H?�K>E:M>=�:<MBOBMB>L��O>KR�P>EE
;><:NL>�MA>R�A:O>�FN<A�IK:<MB<>�=HBG@�BM�:G=�;><:NL>�MA>R�M:I�><HGHFB>L�H?�L<:E>��4EB
CFUBA�@LPQP�LC�J>HFKD�IL>KPf>ASBOQFPFKD�CLO�?LOOLTBOP�?RVFKD�>KA�J>FKQ>FKFKD
@LJMRQBOP�IB>PFKD�PRFQ>?IB�LCCF@B�PM>@B�>KA�QEB�IFHBf>OB�C>FOIV�PR?PQ>KQF>I��4L
OB@LRM�QELPB�CFUBA�@LPQP�QL�AOFSB�QEBJ�QLT>OA�FKPFDKFCF@>K@B�IBKABOP�E>SB�QL�AL
NRFQB�>�SLIRJB�LC�?RPFKBPP��,FQQIB�DRVP�RPR>IIV�GRPQ�@>KiQ�?B�MOLCFQ>?IB��4EFP�FP�KLQ�QL

�� &FK>K@FKD�QE>Q�@LJBP�COLJ�QEB
@LJM>KV�FQPBIC�QEB�MILTFKD�LC
MOLCFQP�?>@H�FKQL�QEB�?RPFKBPP�

�� /?Q>FKFKD�PELOQ��LO�ILKD�QBOJ
CRKAFKD�COLJ�LRQPFAB�PLRO@BP
	QELPB�BUQBOK>I�QL�QEB
@LJM>KV
�

#E>MQBO���4EB�&FK>K@F>I�3VPQBJ

����&FK>K@F>I�3VPQBJP ��
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P>V�ELTBSBO�QE>Q�?FDDBO�FP�>IT>VP�?BQQBO�LKIV�QE>Q�QL�?B�BCCF@FBKQ�CFK>K@F>I
@LJM>KFBP�JRPQ�BU@BBAminimum efficient scale � �

KEY TAKEAWAYS

a 4EB�CFK>K@F>I�PVPQBJ�FP�>�ABKPB�KBQTLOH�LC�FKQBOOBI>QBA�J>OHBQP�>KA
FKQBOJBAF>OFBP�QE>Q�>IIL@>QBP�@>MFQ>I�>KA�PE>OBP�OFPHP�?V�IFKHFKD�P>SBOP�QL
PMBKABOP�FKSBPQLOP�QL�BKQOBMOBKBROP�IBKABOP�QL�?LOOLTBOP�>KA�QEB
OFPH�>SBOPB�QL�OFPH�Q>HBOP�

a )Q�>IPL�FK@OB>PBP�D>FKP�COLJ�QO>AB�?V�MOLSFAFKD�M>VJBKQ�PBOSF@BP�>KA
C>@FIFQ>QFKD�FKQBOQBJMLO>I�QO>AB�

a !�CFK>K@F>I�PVPQBJ�FP�KB@BPP>OV�?B@>RPB�CBT�?RPFKBPPBP�@>K�OBIV�LK
FKQBOK>I�CFK>K@B�>ILKB�

a 3MB@F>IFWBA�CFK>K@F>I�CFOJP�QE>Q�E>SB�>@EFBSBA�JFKFJRJ�BCCF@FBKQ�P@>IB
>OB�?BQQBO�>Q�@LKKB@QFKD�FKSBPQLOP�QL�BKQOBMOBKBROP�QE>K�KLKCFK>K@F>I
FKAFSFAR>IP�>KA�@LJM>KFBP�

�� 4EB�PJ>IIBPQ�>�?RPFKBPP�@>K�?B
>KA�PQFII�OBJ>FK�BCCF@FBKQ�>KA�
LO�MOLCFQ>?IB�

#E>MQBO���4EB�&FK>K@F>I�3VPQBJ

����&FK>K@F>I�3VPQBJP ��



2.3 Asymmetric Information: The Real Evil

LEARNING OBJECTIVE

�� 7E>Q�FP�>PVJJBQOF@�FKCLOJ>QFLK�TE>Q�MOL?IBJP�ALBP�FQ�@>RPB�>KA�TE>Q
@>K�JFQFD>QB�FQ 

#BG:G<>�:ELH�LN??>KL�?KHF�:�I><NEB:K�IKH;E>F�MA:M�BL�GHM�>:LBER�HO>K<HF>�;R�CNLM�:GR;H=R�
5KALR?QBAIV�VLRiSB�>IOB>AV�BK@LRKQBOBA�QEB�@LK@BMQ�LC�LMMLOQRKFQV�@LPQP�QEB
K>PQV�C>@Q�QE>Q�QL�L?Q>FK�8�VLR�JRPQ�DFSB�RM�9�QE>Q�VLR�@>KiQ�E>SB�VLRO�@>HB�>KA�B>Q
FQ�QLL��9LR�J>V�KLQ�E>SB�EB>OA�LC�>PVJJBQOF@�FKCLOJ>QFLK�>KLQEBO�K>PQV�C>@Q�QE>Q
J>HBP�IFCB�JR@E�JLOB�@LJMIF@>QBA��,FHBscarcity � �>PVJJBQOF@�FKCLOJ>QFLK�FKEBOBP
FK�K>QROB�QEB�ABSFI�FK@>OK>QB��4E>Q�FP�?RQ�>�PIFDEQ�BU>DDBO>QFLK��7EBK�>�PBIIBO
	?LOOLTBO�>�PBIIBO�LC�PB@ROFQFBP
�HKLTP�JLOB�QE>K�>�?RVBO�	IBKABO�LO�FKSBPQLO�>
?RVBO�LC�PB@ROFQFBP
�LKIV�QOLR?IB�@>K�OBPRIQ��,FHB�QEB�ABSFI�FK�$>KQBiP
&G?>KGHEQQM���TTT�CRII?LLHP�@LJ�$>KQB�P�)KCBOKL�EQJIQEFP�ABSFI�E>P�QTL�?FD�RDIV
EB>APadverse selection� �TEF@E�O>FPBP�#>FK�?BCLOB�>�@LKQO>@Q�FP�PFDKBA�>KAmoral
hazard � �TEF@E�BKQ>FIP�PFKKFKD�>CQBO�@LKQO>@Q�@LKPRJJ>QFLK��	,>QBO�TBiII�IB>OK
>?LRQ�>�QEFOA�EB>A�QEB�MOFK@FM>I�>DBK@V�MOL?IBJ�>�PMB@F>I�QVMB�LC�JLO>I�E>W>OA�


$RB�QL�>ASBOPB�PBIB@QFLK�QEB�C>@Q�QE>Q�QEB�OFPHFBPQ�?LOOLTBOP�>OB�QEB�LKBP�TEL�JLPQ
PQOLKDIV�ABPFOB�IL>KP�IBKABOP�>QQO>@Q�PRKAOV�OLDRBP�HK>SBP�QEFBSBP�>KA�KBiBO�AL�
TBIIP�IFHB�MLIIBK�I>ABK�CILTBOP�>QQO>@Q�?BBP�	.>QQV�,FDEQTTT�RO?>KAF@QFLK>OV�@LJ�
ABCFKB�MEM QBOJ�K>QQV�IFDEQ>QQO>@QP�CO>Q�?LVP 
�&?�MA>R�:K>�NG:P:K>�H?�MA:M�L>E><MBHG
;B:L��E>G=>KL�PBEE�?BG=�MA>FL>EO>L�;NKG>=�LH�H?M>G�MA:M�MA>R�PBEE�IK>?>K�MH�D>>I�MA>BK�L:OBG@L
NG=>K�MA>BK�F:MMK>LL>L�K:MA>K�MA:G�KBLD�E>G=BG@�BM��5KIBPP�OB@LDKFWBA�>KA�BCCB@QFSBIV
@LRKQBOBA�JLO>I�E>W>OA�TFII�IB>A�QL�QEB�P>JB�PR?LMQFJ>I�LRQ@LJB��?M>K�:�EH:G�A:L
;>>G�F:=>��>O>G�@HH=�;HKKHP>KL�LHF>MBF>L�MNKG�BGMH�MAB>O>L�;><:NL>�MA>R�K>:EBS>�MA:M�MA>R
<:G�@:F;E>�PBMA�HMA>K�I>HIE>\L�FHG>R��3L�FKPQB>A�LC�PBQQFKD�RM�>�KF@B�IFQQIB�F@B�@OB>J
PELM�TFQE�QEB�IL>K�>P�QEBV�MOLJFPBA�>�AFPQRO?FKD�KRJ?BO�AB@FAB�FKPQB>A�QL�QOV�QL
DBQ�OF@E�NRF@H�?V�Q>HFKD�>�NRF@H�QOFM�QL�6BD>P�LO�!QI>KQF@
#FQVTTT�MF@HBOFKD@E>QQL�@LJ�FKABU�MEM�M@=PFQB�JLKLDO>MEP�
D>J?IFKD=LK=QEB=>JBOF@>K=AOB>JCLO�PLJB�MLQBKQF>IIV�IR@O>QFSB�CRK�>Q�QEB
?I>@HG>@H�Q>?IB��)C�QEBV�ILPB�QEBV�QEFKH�FQ�FP�KL�?FDDFB�?B@>RPB�FQ�T>PKiQ�QEBFO�JLKBV�

/KB�LC�QEB�J>GLO�CRK@QFLKP�LC�QEB�CFK>K@F>I�PVPQBJ�FP�QL�Q>KDIB�TFQE�QELPB�ABSFIFPE
FKCLOJ>QFLK�>PVJJBQOFBP��)Q�KBSBO�HFIIP�>PVJJBQOV�?RQ�FQ�RPR>IIV�OBAR@BP�FQP
FKCIRBK@B�BKLRDE�QL�IBQ�?RPFKBPPBP�>KA�LQEBO�?LOOLTBOP�L?Q>FK�CRKAP�@EB>MIV
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2.4 Financial Markets
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2.5 Financial Intermediaries
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2.6 Competition Between Markets and Intermediaries
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�4L�HBBM
OBQROKP�EFDE�PLJB�FKSBPQLOP�TFII�?B�TFIIFKD�QL�DFSB�RM�PLJB�IFNRFAFQV�LO�QL�Q>HB�LK
JLOB�OFPH��&LO�BU>JMIB�QEBV�JFDEQ�?RV�PB@ROFQFBPGHM?>@HBA�?V�@LII>QBO>I�	>PPBQP
IFHB�?RFIAFKDP�?RPFKBPPBP�LO�P>CB�CFK>K@F>I�FKPQORJBKQP�IFHB�4�?FIIP�QE>Q�QEB
?LOOLTBO�MOLJFPBP�QL�CLOCBFQ�FK�@>PB�LCdefault �� 
��!P�>�OBPRIQ�LC�QEB�@LJMBQFQFLK
?BQTBBK�FKSBPQLOP�>KA�?BQTBBK�?LOOLTBOP�QEB�CFK>K@F>I�PVPQBJ�LCCBOP�FKPQORJBKQP
TFQE�>�TFAB�S>OFBQV�LC�@E>O>@QBOFPQF@P�O>KDFKD�COLJ�EFDEIV�IFNRFA�SBOV�P>CB�?RQ
ILT�OBQROK�4�?FIIP�>KA�ABJ>KA�ABMLPFQP�QL�JBAFRJ�OFPH�JBAFRJ�IFNRFAFQV
JBAFRJ�OBQROK�JLOQD>DBP�QL�OFPHV�?RQ�MLQBKQF>IIV�IR@O>QFSB�>KA�B>PFIV�PLIA
ABOFS>QFSBP�IFHB�MRQ�LMQFLKP�>KA�CLOBFDK�BU@E>KDB�CRQROBP�@LKQO>@QP�

&GO>LMHKL�<:K>�:;HNM�FHK>�MA:G�KBLD��K>MNKG��:G=�EBJNB=BMR��;NM�@>G>K:EER�HMA>K�<HGLB=>K:MBHGL
:K>�L><HG=:KR��&LO�BU>JMIB�FKSBPQLOP�TFII�M>V�JLOB�CLO�FKSBPQJBKQP�TFQE�CFUBA
OBABJMQFLK�A>QBP�O>QEBO�QE>K�LKBP�QE>Q�@>K�?B�@>IIBA�	OBM>FA
�>Q�QEB�?LOOLTBOiP
LMQFLK�?B@>RPB�CFUBA�OBABJMQFLK�A>QBP�OBAR@B�FKSBPQLOPi�RK@BOQ>FKQV��4EBV�TFII�>IPL
PLJBQFJBP�M>V�>�IFQQIB�JLOB�CLO�FKPQORJBKQP�FPPRBA�?V�BKSFOLKJBKQ>IIV�LO�PL@F>IIV
@LKP@FLRP�@LJM>KFBP�>KA�@LRKQOFBP�>KA�IBPP�CLO�QELPB�FPPRBA�?V�AFOQV�ORAB�LKBP�

��� !II�BIPB�BNR>I�

��� .LK��LO�M>OQF>I�M>VJBKQ�LC�>
IL>K�?LKA�LO�LQEBO�M>VJBKQ
L?IFD>QFLK�
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Stop and Think Box

)K�QEB�C>II�LC������FKQBOBPQ�O>QBP�LK�@LKSBKQFLK>I�QEFOQV�VB>O�ELJB�JLOQD>DBP
TFQELRQ�>�MOBM>VJBKQ�MBK>IQV�TBOB�>?LRQ�����MBO@BKQ�MBO�VB>O��"RQ�JLOQD>DBP
TFQE�LQEBOTFPB�FABKQF@>I�QBOJP�QE>Q�@LKQ>FKBA�>�MOBM>VJBKQ�MBK>IQV�CLO�QEB
CFOPQ�PBSBK�VB>OP�LC�QEB�IL>K�@LRIA�?B�E>A�CLO������MBO@BKQ�MBO�VB>O��7EV�T>P
QE>Q�QEB�@>PB 

)K�>AAFQFLK�QL�OFPH�OBQROK�>KA�IFNRFAFQV�FKSBPQLOP�>OB�@LK@BOKBA�>?LRQ�QEB
RK@BOQ>FKQV�LC�OBM>VJBKQ�QBOJP��4EBV�>OB�TFIIFKD�QL�OB@BFSB�>�ILTBO�OBQROK
	@BQBOFP�M>OF?RP�LC�@LROPB
�FK�BU@E>KDB�CLO�>�DR>O>KQBB�QE>Q�>�IL>K�TFII�KLQ�?B
OBM>FA�CLO�>�PFDKFCF@>KQ�MBOFLA�LC�QFJB�

!P�KLQBA�>?LSB�?LOOLTBOP�>IPL�@LJMBQB�TFQE�B>@E�LQEBO�CLO�QEB�ILTBPQ�@LPQ
JBQELAP�LC�JBBQFKD�QEBFO�BUQBOK>I�CFK>K@FKD�KBBAP��/?SFLRPIV�?LOOLTBOP�T>KQ�QL
M>V�>P�IFQQIB�CLO�CRKAP�>P�MLPPF?IB�>KA�TLRIA�IFHB�KLQEFKD�?BQQBO�QE>K�QL�?LOOLT�ERDB
PRJP�CLOBSBO�RK@LKAFQFLK>IIV�>KA�>Q�WBOL�FKQBOBPQ��.L?LAV�T>KQP�QL�IBKA�LK�QELPB
QBOJP�QELRDE�PL�?LOOLTBOP�@LJMBQB�TFQE�B>@E�LQEBO�CLO�CRKAP�?V�LCCBOFKD
FKSBPQLOP�EFDEBO�OBQROKP�IBPP�OFPH�LO�JLOB�IFNRFA�FKPQORJBKQP�1A>R�NL>�PAB<A>O>K
I:KM�H?�MA>�?BG:G<B:E�LRLM>F��F:KD>ML�HK�BGM>KF>=B:KB>L��H??>KL�MA>F�MA>�;>LM�=>:E��!
@LJM>KV�J>V�PBII�@LJJBO@F>I�M>MBO�FK�QEB�JLKBV�J>OHBQ�O>QEBO�QE>K�L?Q>FK�>
?>KH�IL>K�CLO�BU>JMIB�FC�FQ�FP�I>ODB�BKLRDE�>KA�TBII�HKLTK�BKLRDE�QL�FKQBOBPQ
BKLRDE�FKSBPQLOP�>KA�J>OHBQ�C>@FIFQ>QLOP��!�PJ>IIBO�KBTBO�@LJM>KV�QELRDE�J>V
CFKA�QE>Q�>�?>KH�IL>K�FP�JR@E�B>PFBO�>KA�@EB>MBO�QL�L?Q>FK�

KEY TAKEAWAYS

a )KSBPQLOP�MOFJ>OFIV�QO>AB�LCC�>JLKD�OFPH�OBQROK�>KA�IFNRFAFQV�>KA�QL�>
IBPPBO�BUQBKQ�QEBV�>IPL�S>IRB�QEB�@BOQ>FKQV�LC�OBABJMQFLK�QBOJP�

a "LOOLTBOP�T>KQ�QL�L?Q>FK�CRKAP�>P�@EB>MIV�>P�MLPPF?IB�>KA�LK�OBM>VJBKQ
QBOJP�>P�CIBUF?IB�>P�MLPPF?IB�
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2.7 Regulation

LEARNING OBJECTIVE

�� 7E>Q�>OB�QEB�J>GLO�DL>IP�LC�CFK>K@F>I�OBDRI>QFLK 

)BD>�BGO>LMHKL��;HKKHP>KL�:K>�<HG<>KG>=�:;HNM�MA>�MHM:E�G>M�<HLML��:EE�<HLML�IENL�:EE�;>G>?BML�
H?�=B??>K>GM�MRI>L�H?�?BG:G<>��/KB�?FD�@LKPFABO>QFLK�FP�DLSBOKJBKQ�>KA�PBIC�OBDRI>QFLK�
 HFI:K>=�MH�FHLM�HMA>K�I:KML�H?�FH=>KG�<:IBM:EBLM�><HGHFB>L��MA>�?BG:G<B:E�LRLM>F�BL
K>E:MBO>ER�A>:OBER�K>@NE:M>=��2BDRI>QLOP�IFHB�QEB�3B@ROFQFBP�>KA�%U@E>KDB�#LJJFPPFLK
	3%#�TEF@E�LSBOPBBP�BU@E>KDBP�>KA�/4#�J>OHBQP
�QEB�.BT�9LOH�3QL@H�%U@E>KDB
	.93%�TEF@E�LSBOPBBP�FQPBIC
�>KA�QEB�#LJJLAFQFBP�&RQROBP�4O>AFKD�#LJJFPPFLK
	#&4#�TEF@E�LSBOPBBP�CRQROBP�J>OHBQ�BU@E>KDBP
�JLKFQLO�>KA�OBDRI>QB�CFK>K@F>I
J>OHBQP��/QEBO�OBDRI>QLOP�FK@IRAFKD�QEB�/CCF@B�LC�QEB�#LJMQOLIIBO�LC�QEB�#ROOBK@V
	TEF@E�LSBOPBBP�CBABO>IIV�@E>OQBOBA�@LJJBO@F>I�?>KHP
�QEB�&BABO>I�$BMLPFQ
)KPRO>K@B�#LOMLO>QFLK�	&$)#�TEF@E�LSBOPBBP�>IJLPQ�>II�ABMLPFQLOFBP
�>KA�PRKAOV
PQ>QB�?>KHFKD�>KA�FKPRO>K@B�@LJJFPPFLKP�JLKFQLO�CFK>K@F>I�FKQBOJBAF>OFBP�
#LJM>KFBP�QE>Q�TFPE�QL�>SLFA�AFOB@Q�OBDRI>QLOV�P@ORQFKV�ARB�QL�FQP�EFDE�@LPQ�QBKA�QL
RPB�FKQBOJBAF>OFBP�O>QEBO�QE>K�J>OHBQP��&LO�BU>JMIB�FKPQB>A�LC�PBIIFKD�PE>OBP�QL
QEB�MR?IF@�TEF@E�TLRIA�OBNRFOB�CLIILTFKD�QEB�J>KV�ORIBP�LC�QEB�3%#�>KA�QEB�.93%
	LO�LQEBO�BU@E>KDB�LO�/4#�J>OHBQ
�>�@LJM>KV�JFDEQ�AB@FAB�QE>Q�FQ�TLRIA�?B
@EB>MBO�QL�L?Q>FK�>�ILKD�QBOJ�?>KH�IL>K�LO�PBII�?LKAP�QL�IFCB�FKPROBOP�JRQR>I�CRKAP
>KA�LQEBO�FKPQFQRQFLK>I�FKSBPQLOP�FK�>�AFOB@Q�MI>@BJBKQ�

/>@NE:MHKL�L>KO>�?HNK�F:CHK�?NG<MBHGL��&FOPQ�QEBV�QOV�QL�OBAR@B�>PVJJBQOF@�FKCLOJ>QFLK
?V�BK@LRO>DFKDtransparency �� ��4E>Q�RPR>IIV�JB>KP�OBNRFOFKD�?LQE�CFK>K@F>I
J>OHBQP�>KA�FKQBOJBAF>OFBP�QL�AFP@ILPB�>@@RO>QB�FKCLOJ>QFLK�QL�FKSBPQLOP�FK�>�@IB>O
>KA�QFJBIV�J>KKBO��!�PB@LKA�>KA�@ILPBIV�OBI>QBA�DL>I�FP�QL�MOLQB@Q�@LKPRJBOP�COLJ
P@>JJBOP�PEVPQBOP�>KA�>PPLOQBA�LQEBO�DOFCQBOP��4EFOA�QEBV�PQOFSB�QL�MOLJLQB
CFK>K@F>I�PVPQBJ�@LJMBQFQFLK�>KA�BCCF@FBK@V�?V�BKPROFKD�QE>Q�QEB�BKQOV�>KA�BUFQ�LC
CFOJP�FP�>P�B>PV�>KA�@EB>M�>P�MLPPF?IB�@LKPFPQBKQ�TFQE�QEBFO�CFOPQ�QTL�DL>IP��&LO
BU>JMIB�KBT�?>KHP�@>K�CLOJ�?RQ�LKIV�>CQBO�QEBFO�FK@LOMLO>QLOP�	CLRKABOP
�>KA
FKFQF>I�BUB@RQFSBP�E>SB�?BBK�@>OBCRIIV�P@OBBKBA��)KPRO>K@B�@LJM>KFBP�@>K�DL�LRQ�LC
?RPFKBPP�	BUFQ
�?RQ�LKIV�>CQBO�QEBV�E>SB�J>AB�>ABNR>QB�MOLSFPFLK�QL�CRICFII�QEBFO
MOLJFPBP�QL�MLIF@VELIABOP�

#BG:EER��K>@NE:MHKL�:ELH�MKR�MH�>GLNK>�MA>�LHNG=G>LL�H?�MA>�?BG:G<B:E�LRLM>F�;R�:<MBG@�:L�:
lender of last resort �� ��F:G=:MBG@deposit insurance �� ��:G=�EBFBMBG@�<HFI>MBMBHG
MAKHN@A�K>LMKB<MBHGL�HG�>GMKR�:G=�BGM>K>LM�K:M>L��4EB�CFOPQ�QTL�CLOJP�LC�OBDRI>QFLK�>OB

��� )K�DBKBO>I�QEB�LMMLPFQB�LC
LM>@FQV��)K�QEFP�@LKQBUQ
QO>KPM>OBK@V�JB>KP�>
OBI>QFSBIV�ILT�ABDOBB�LC
>PVJJBQOF@�FKCLOJ>QFLK�

��� $ROFKD�>�CFK>K@F>I�@OFPFP�LO
M>KF@�>�IBKABO�LC�I>PQ�OBPLOQ
J>HBP�IL>KP�TEBK�KL�LKB�BIPB
TFII�

��� )KPRO>K@B�QE>Q�M>VP�LCC�FC�>
?>KH�ABC>RIQP�LK�FQP�ABMLPFQ
IF>?FIFQFBP�
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DBKBO>IIV�KLQ�@LKQOLSBOPF>I�>IQELRDE�J>KV�?BIFBSB�QE>Q�QEB�IBKABO�LC�I>PQ�OBPLOQ
CRK@QFLK�PELRIA�KLQ�?B�@LJ?FKBA�TFQE�>too big to fail (TBTF) policy �� ��,FJFQFKD
@LJMBQFQFLK�FP�>�EFDEIV�@LKQOLSBOPF>I�JB>KP�LC�BKPROFKD�P>CBQV�?B@>RPB�FQ�BUQBKAP
MOFSFIBDBP�QL�BUFPQFKD�FKPQFQRQFLKP�LSBO�KBT�LKBP��,FQQIB�PROMOFPB�QEBK�QE>Q�QEB
OBDRI>QBA�@LJM>KFBP�QEBJPBISBP�>OB�LCQBK�QEB�PQOLKDBPQ�PRMMLOQBOP�LC�QE>Q�QVMB�LC
OBDRI>QFLK�

Stop and Think Box

&LO�AB@>ABP�QEB�&BABO>I�2BPBOSB�@>MMBA�QEB�FKQBOBPQ�O>QBP�QE>Q�?>KHP�@LRIA�M>V
LK�@EB@HFKD�ABMLPFQP�>Q�WBOL�>KA�QEB�FKQBOBPQ�O>QBP�QE>Q�QEBV�@LRIA�M>V�LK�QFJB
LO�P>SFKDP�ABMLPFQP�>Q�>OLRKA���MBO@BKQ�MBO�VB>O��7E>Q�T>P�QEB�FKQBKABA
B@LKLJF@�BCCB@Q�LC�QELPB�OBPQOF@QFLKP �7EV�AFAKiQ�BUFPQFKD�?>KHP�IL??V�CLO�QEBFO
OBMB>I�RKQFI�QEBGreat Inflation �� LC�QEB�����P 

4EB�OBPQOF@QFLKP�TBOB�MRQ�FK�MI>@B�QL�IFJFQ�@LJMBQFQFLK�>JLKD�?>KHP�>IILTFKD
QEBJ�QL�?B�MOLCFQ>?IB�TFQELRQ�>PPRJFKD�QLL�JR@E�OFPH��%UFPQFKD�?>KHP�TBOB
JLOB�QE>K�E>MMV�QL�OB>M�OBI>QFSBIV�OFPHIBPP�MOLCFQP�RKQFI�FKCI>QFLK�BU@BBABA�QEB
FKQBOBPQ�O>QBP�QE>Q�QEBV�@LRIA�IBD>IIV�M>V��!Q�QE>Q�MLFKQ�AFPFKQBOJBAF>QFLK�T>P
O>JM>KQ��)K�LQEBO�TLOAP�J>KV�MBLMIB�MRIIBA�QEBFO�JLKBV�LRQ�LC�?>KHP�>KA�MRQ
QEBJ�AFOB@QIV�FKQL�QEB�J>OHBQ�SF>�JLKBV�J>OHBQ�>KA�PQL@H�>KA�?LKA�JRQR>I
CRKAP�

KEY TAKEAWAYS

a 2BDRI>QLOP�>QQBJMQ�QL�J>UFJFWB�J>@OLB@LKLJF@�PQ>?FIFQV�>KA
QO>KPM>OBK@V�>KA�QL�JFKFJFWB�FKSBPQLO�OFPH�>KA�ILPP�

a 4EB�MLIF@FBP�QEBV�FJMIBJBKQ�QL�AL�PL�ELTBSBO�@>K�?B�@LKQOLSBOPF>I�>KA
>OB�KLQ�>IT>VP�BCCB@QFSB���� 4EB�KLQFLK�QE>Q�PLJB�CFK>K@F>I

FKPQFQRQFLKP�@>KKLQ�?B�>IILTBA
QL�DL�?>KHORMQ�?B@>RPB�QEBV
LTB�PL�JR@E�JLKBV�QL�PL
J>KV�MBLMIB�>KA�@LJM>KFBP
QE>Q�QEBFO�C>FIROB�QL�@LKQFKRB
J>HFKD�M>VJBKQP�TLRIA�E>SB
@>Q>PQOLMEF@�KBD>QFSB
@LKPBNRBK@BP�CLO�QEB�B@LKLJV�

��� 0B>@BQFJB�FKCI>QFLK�O>QBP�FK�QEB
5KFQBA�3Q>QBP�FK�QEB�����P�TBOB
EFDEBO�QE>K�>KV�QFJB�?BCLOB�LO
PFK@B�
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Chapter 3

Money

CHAPTER OBJECTIVES

"V�QEB�BKA�LC�QEFP�@E>MQBO�PQRABKQP�PELRIA�?B�>?IB�QL�

�� $BCFKB�JLKBV�
�� $BP@OF?B�QEB�TLOH�LO�B@LKLJF@�CRK@QFLKP�QE>Q�JLKBV�MBOCLOJP�
�� $BCFKB�?>OQBO�>KA�BUMI>FK�TEV�FQ�FP�B@LKLJF@>IIV�FKBCCF@FBKQ�
�� %UMI>FK�TEV�PLJB�CLOJP�LC�@LJJLAFQV�JLKBV�>OB�?BQQBO�QE>K�LQEBOP�
�� %UMI>FK�TEV�OBMOBPBKQ>QFSB�JLKBV�>KA�@OBAFQ�JLKBV�PRMMI>KQBA

@LJJLAFQV�JLKBV�
�� $BCFKB�QEB�JLKBV�PRMMIV�>KA�BUMI>FK�ELT�>KA�TEV�FQ�FP�JB>PROBA�

��



3.1 Of Love, Money, and Transactional Efficiency

LEARNING OBJECTIVE

�� 7E>Q�FP�JLKBV�>KA�TE>Q�B@LKLJF@�CRK@QFLKP�ALBP�FQ�MBOCLOJ 

,FHB�ILSB�JLKBV�FP�R?FNRFQLRP�VBQ�CBT�LC�RP�CBBI�QE>Q�TB�E>SB�BKLRDE�LC�BFQEBO��!P
>?PQO>@Q�@LK@BMQP�JLKBV�>KA�ILSB�>OB�?LQE�PIFMMBOV�VBQ�JLPQ�LC�RP�?BIFBSB�QE>Q�TB
HKLT�QEBJ�TEBK�TB�PBB�QEBJ�!>LIBM>�MAHL>�LBFBE:KBMB>L��FBQBG@�FHG>R�:G=�EHO>�<:G�;>
=:G@>KHNL��4EB�ILSB�LC�JLKBV�FP�P>FA�QL�?B�LKB�LC�QEB�PBSBK�AB>AIV�PFKP��QEB�JLKBV�LC
ILSB�ABPMFQB�FQP�EL>OFKBPP�FP�FIIBD>I�FK�J>KV�GROFPAF@QFLKP�FK�QEB�5KFQBA�3Q>QBP�>KA
>?OL>A�

*BPQ�>KA�TLOAMI>V�>PFABFHG>R�BL��I>KA:IL��MA>�FHLM�BFIHKM:GM�BGO>GMBHG�H?�:EE�MBF>��,FHB
QEB�LQEBO�J>GLO�@LKQBKABOP�CLO�QEB�QFQIB�FKALLO�MIRJ?FKD�FKQBOK>I�@LJ?RPQFLK
BKDFKBP�@LJMRQBOP�>KA�LQEBO�JLABOK�D>ADBQP�LC�QLL�OB@BKQ�LOFDFK�QL�@LKPFABO��QEB
TEBBI�TEF@E�KBBAP�KL�FKQOLAR@QFLK��QEB�EB>OQE�>�MFQ�CLO�@LKQOLIIFKD�CFOB��>KA�QEB
>QI>QI�>�PMB>O�QEOLTBO�PFJFI>O�FK�@LK@BMQ�QL�>�I>@OLPPB�PQF@H�JLKBV�FP�>�CLO@B
JRIQFMIFBO��)K�LQEBO�TLOAP�FQ�>IILTP�FQP�RPBOP�QL�@LJMIBQB�JR@E�JLOB�TLOH�FK�>
DFSBK�>JLRKQ�LC�QFJB�QE>K�KLKRPBOP�@>K�MLPPF?IV�AL�GRPQ�>P�QEB�TEBBI�IBQ�MLOQBOP
JLSB�JLOB�PQRCC�QEB�EB>OQE�EBIMBA�@LLHP�MOBM>OB�JLOB�CLLA�>KA�QEB�>QI>QI�>IILTBA
ERKQBOP�	T>OOFLOP
�QL�HFII�JLOB�MOBV�	BKBJFBP
�

7E>Q�TLOH�ALBP�JLKBV�AL &M�?:<BEBM:M>L�MK:=>�;R�F:DBG@�BM�>:LB>K�MH�;NR�:G=�L>EE�@HH=L
<HFI:K>=�MH�;:KM>K��MA>�>Q<A:G@>�H?�HG>�GHGFHG>R�@HH=�?HK�:GHMA>K��	)C�VLRiSB�BSBO
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3.2 Better to Have Had Money and Lost It Than to Have Never Had Money
at All

LEARNING OBJECTIVE
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3.4 Commodity and Credit Monies

LEARNING OBJECTIVE
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>KA�JR@E�EFDEBO�OFPH�QE>K�CF>Q�JLKBV�IFHB�&BABO>I�2BPBOSB�.LQBP��)K�C>@Q�QEBOB
FP�KL�DLLA�OB>PLK�QL�ELIA�PR@E�KLQBP�RKIBPP�LKB�?BIFBSBP�	g?RVP�FKQLh
�QEB
AR?FLRP�->OUFPQ�OEBQLOF@�QE>Q�LCQBK�>@@LJM>KFBP�QEBJ�

3FK@B�FQP�FKSBKQFLK<K>=BM�FHG>R�A:L�;>>G�>QMK>F>ER�LN<<>LL?NE�;><:NL>�BM�BL�:G�:EFHLM
I>K?><M�F>=BNF�H?�>Q<A:G@>��4>HB�CLO�BU>JMIB�?>KH�ABMLPFQP��%PPBKQF>IIV�GRPQ�>K
>@@LRKQFKD�BKQOV�@OBAFQFKD�PL�JR@E�JLKBV�	RKFQ�LC�>@@LRKQ
�QL�>�MBOPLK�LO
LOD>KFW>QFLK�ABMLPFQP�>OB�B>PFIV�>RQEBKQF@>QBA�MBOCB@QIV�RKFCLOJ�AFSFPF?IB�QL
CO>@QFLKP�LC�>�MBKKV�EFDEIV�MLOQ>?IB�SF>�TOFQQBK�LO�BIB@QOLKF@�LOABOP�>KA�BUQOBJBIV
ARO>?IB��-LOBLSBO�QEBFO�PRMMIV�FP�EFDEIV�BI>PQF@�?B@>RPB�QEBV�@>K�?B�@OB>QBA�>KA
ABPQOLVBA�>Q�TFII��4EB�RPBCRIKBPP�LC�ABMLPFQP�FP�CROQEBO�BUQBKABA�?V�S>OVFKD�QEBFO
@E>O>@QBOFPQF@P�QL�JBBQ�AFCCBOBKQ�OFPH�OBQROK�IFNRFAFQV�>KA�J>QROFQV�MOBCBOBK@BP�
4EB�JLPQ�@LJJLK�>KA�C>JFIF>O�QVMB�LC�ABMLPFQ�@>IIBA�>�@EB@HFKD�QO>KP>@QFLK�LO
ABJ>KA�ABMLPFQ�>@@LRKQ�M>VP�KL�LO�OBI>QFSBIV�ILT�FKQBOBPQ�?RQ�CRKAP�@>K�?B
TFQEAO>TK�>Q�>KV�QFJB�SF>�QBIIBO�AROFKD�?>KHFKD�ELROP�SF>�!4-������LO�TFQE�>
AB?FQ�@>OA�LO�@EB@H��/QEBO�ABMLPFQP�@>IIBA�QFJB�LO�P>SFKDP�ABMLPFQP�LO�@BOQFCF@>QBP�LC
ABMLPFQ�M>V�OBI>QFSBIV�EFDE�FKQBOBPQ�?RQ�BFQEBO�@>KKLQ�?B�TFQEAO>TK�>Q�>II�?BCLOB�>
MOBPMB@FCFBA�A>QB�LO�@>K�?B�TFQEAO>TK�LKIV�FC�QEB�ABMLPFQLO�PRCCBOP�>�MBK>IQV�QE>Q
TFMBP�LRQ�JR@E�LC�QEB�FKQBOBPQ�B>OKBA��"BQTBBK�QELPB�QTL�BUQOBJBP�E>SB�BJBODBA�>

#E>MQBO���-LKBV

����#LJJLAFQV�>KA�#OBAFQ�-LKFBP ��

http://en.wikipedia.org/wiki/Local_currency#Modern_local_currencies
http://en.wikipedia.org/wiki/Local_currency#Modern_local_currencies
http://www.ithacahours.com/


S>OFBQV�LC�EV?OFAP�IFHBautomatic transfer from savings (ATS) � �>KAsweep
accounts� �>KAmoney market mutual funds � ��-LPQ�CLOJP�LC�BIB@QOLKF@�LO�B�
JLKBV�IFHB�P1RFA@>OAPEQQM���TTT�PNRFA@>OA�@LJ�@LOMLO>QB�BJLKBV�EQJI>OB
GRPQ�KBT�CLOJP�LC�@OBAFQ�JLKBV�

1A>�;B@@>LM�IKH;E>F�PBMA�<K>=BM�FHG>R�BL�MA:M�MA>�BLLN>K�F:R�=>?:NEM��->KV�?>KHFKD
OBDRI>QFLKP�>P�TB�TFII�PBB�FK#E>MQBO�����4EB�%@LKLJF@P�LC�&FK>K@F>I�2BDRI>QFLK�
>QQBJMQ�QL�JFKFJFWB�QE>Q�OFPH��/QEBO�FPPRBOP�LC�@OBAFQ�JLKBV�>OB�KLQ�PL�@ILPBIV
OBDRI>QBA�ELTBSBO�>KA�EBK@B�@LKPQFQRQB�PBOFLRPcredit risks � CLO�ELIABOP�LC�QEBFO
IF>?FIFQFBP�

KEY TAKEAWAYS

a 2BMOBPBKQ>QFSB�JLKBV�>KA�@OBAFQ�JLKBV�>OB�JLOB�BCCF@FBKQ�QE>K
@LJJLAFQV�JLKBV�?B@>RPB�QEBV�>OB�PRMBOFLO�JBAF>�LC�BU@E>KDB�>KA
RKFQP�LC�>@@LRKQ��4EBFO�NR>IFQV�FP�JLOB�RKFCLOJ�>KA�B>PFIV�>P@BOQ>FKBA
QEBV�E>SB�ILT�TBFDEQ�QL�S>IRB�O>QFLP�QEBV�>OB�JLOB�AFSFPF?IB�>KA�QEBFO
AFSFPF?FIFQV�FP�JLOB�CIBUF?IB�>KA�QEBFO�PRMMIV�FP�JLOB�BI>PQF@�

a (LTBSBO�QEB�PRMMIV�LC�OBMOBPBKQ>QFSB�>KA�@OBAFQ�JLKFBP�DBKBO>IIV�ALBP
KLQ�PBIC�BNRFIF?O>QB�QEB�T>V�QEB�PRMMIV�LC�>�@LJJLAFQV�JLKBV�ALBP�

�� !K�>@@LRKQ�QE>Q�>RQLJ>QF@>IIV
JLSBP�CRKAP�COLJ�VLRO�P>SFKDP
>@@LRKQ�FC�VLRO�@EB@HFKD
>@@LRKQ�FP�ABMIBQBA��	/C�@LROPB
PR@E�>K�>@@LRKQ�ALBPKiQ�EBIM�FC
VLR�ALKiQ�E>SB�>KV�JLKBV�FK
VLRO�P>SFKDP�>@@LRKQ�BFQEBO�


�� !K�>@@LRKQ�QE>Q�>RQLJ>QF@>IIV
JLSBP�CRKAP�COLJ�VLRO�P>SFKDP
>@@LRKQ�FC�VLRO�@EB@HFKD
>@@LRKQ�FP�ABMIBQBA��	/C�@LROPB
PR@E�>K�>@@LRKQ�ALBPKiQ�EBIM�FC
VLR�ALKiQ�E>SB�>KV�JLKBV�FK
VLRO�P>SFKDP�>@@LRKQ�BFQEBO�


�� ---&P�>OB�JRQR>I�CRKAP�QE>Q
FKSBPQ�FK�PELOQ�QBOJ�LO�JLKBV
J>OHBQ�FKPQORJBKQP��&RKA
LTKBOP�B>OK�QEB�DLFKD�J>OHBQ
FKQBOBPQ�O>QBP�JFKRP
J>K>DBJBKQ�CBBP�>KA�@>K
AO>T�RMLK�QEBFO�PE>OBP�?V
@EB@H�?RQ�>Q�>�@LPQ�EFDEBO�QE>K
QE>Q�LC�JLPQ�?>KH�@EB@HFKD
>@@LRKQP�

�� 4EB�MOL?>?FIFQV�LC�KLQ�?BFKD
M>FA�>�PRJ�ARB�

#E>MQBO���-LKBV

����#LJJLAFQV�>KA�#OBAFQ�-LKFBP ��

http://www.squidcard.com/corporate/emoney.html


3.5 Measuring Money

LEARNING OBJECTIVE

�� 7E>Q�FP�QEB�JLKBV�PRMMIV�>KA�ELT�FP�FQ�JB>PROBA 

!N>�BG�I:KM�MH�MA>�IKH?NLBHG�H?�=B??>K>GM�MRI>L�H?�<K>=BM�FHG>R��F>:LNKBG@�MA>�FHG>R�LNIIER
MH=:R�BL�GH�>:LR�M:LD��4EB�&BA�LO�&BABO>I�2BPBOSB�3VPQBJ�!JBOF@>iP�JLKBQ>OV
>RQELOFQV�>KA�@BKQO>I�?>KH�E>P�QEBOBCLOB�ABSBILMBA�>�KRJ?BO�LC�JLKBQ>OV
>DDOBD>QBP�LO�AFCCBOBKQ�JB>PROBP�LC�QEB�JLKBV�PRMMIV��4EB�JLKBQ>OV�?>PB�	-"�LO
-��QEB�K>OOLTBPQ�>DDOBD>QB
�FP�QEB�RKTBFDEQBA�QLQ>I�LC�&BABO>I�2BPBOSB�KLQBP�>KA
4OB>PROV�@LFKP�FK�@FO@RI>QFLK�MIRP�?>KH�OBPBOSBP�	ABMLPFQP�TFQE�QEB�&BABO>I
2BPBOSB
��-��>AAP�QL�-��QO>SBIBOPi�@EB@HP�>KA�ABJ>KA�ABMLPFQP��	">KHP�LQEBO�QE>K
QEB�&BA�KL�ILKDBO�FPPRB�KLQBP��)C�QEBV�AFA�QEBV�TLRIA�?B�@LKPFABOBA�@LJMLKBKQP�LC
-��
�!�?OL>ABO�>DDOBD>QB�-��FK@IRABP�-��>P�TBII�>P�QFJB�P>SFKDP�ABMLPFQP�>KA
OBQ>FI�JLKBV�J>OHBQ�JRQR>I�CRKA�PE>OBP��!�VBQ�?OL>ABO�>DDOBD>QB�-��FK@IRABP�-�
>P�TBII�>P�FKPQFQRQFLK>I�QFJB�ABMLPFQP�JLKBV�J>OHBQ�JRQR>I�CRKA�PE>OBP
OBMRO@E>PB�>DOBBJBKQP�>KA�%ROLALII>OP�?RQ�FQP�MR?IF@>QFLK�T>P�AFP@LKQFKRBA�?V
QEB�&BA�FK������

4EB�&BA�@LKQFKRBP�QL�BPQFJ>QB�QEB�LQEBO�QEOBB�JB>PROBP�?B@>RPB�QEBFO�JLSBJBKQP
>OB�KLQ�EFDEIV�@LOOBI>QBA�>KA�QEB�>MMOLMOF>QB�JLKBQ>OV�>DDOBD>QB�S>OFBP�LSBO�QFJB
>KA�NRBPQFLK��!P�TB�TFII�PBB�QEB�JLKBV�PRMMIV�EBIMP�QL�ABQBOJFKB�FJMLOQ>KQ
J>@OLB@LKLJF@�S>OF>?IBP�IFHB�FKCI>QFLK�RKBJMILVJBKQ�>KA�FKQBOBPQ�O>QBP�
!@@RO>QBIV�JB>PROFKD�QEB�JLKBV�PRMMIV�FP�PL�FJMLOQ>KQ�QE>Q�JLKBQ>OV�B@LKLJFPQP
PQFII�PB>O@E�CLO�?BQQBO�T>VP�LC�ALFKD�FQ��/KB�>MMOL>@E�@>IIBA=BOBLB:>CQBO�FQP�&OBK@E
FKSBKQLO�&O>K]LFP�$FSFPF>�	����
�TBFDEP�@OBAFQ�FKPQORJBKQP�?V�QEBFO�IFNRFAFQV�LO�FK
LQEBO�TLOAP�QEBFO�ABDOBB�LC�JLKBV�KBPP�LO�B>PB�LC�RPB�>P�>�JBAFRJ�LC�BU@E>KDB�
4EB�&BABO>I�2BPBOSB�">KH�LC�3>FKQ�,LRFP�QO>@HP�QEB�5�3��JLKBV�PRMMIV�RPFKD�S>OFLRP
AFSFPF>�CLOJRI>P�OBPB>O@E�PQILRFPCBA�LOD�JPF�

%>@E�&OFA>V�QEB4:EE�0MK>>M�'HNKG:EMR?IFPEBP�QEB�-��>KA�-��JLKBQ>OV�>DDOBD>QBP�FK
FQP�g&BABO>I�2BPBOSB�$>Q>h�@LIRJK��4EB�A>Q>�FP�>IPL�>S>FI>?IB�LK�QEB�&BABO>I
2BPBOSBiP�7B?�PFQB�EQQM���TTT�CBABO>IOBPBOSB�DLS�OBIB>PBP�E��� 0MN=>GML�:K>
<:NMBHG>=��AHP>O>K��MA:M�MA>�IN;EBLA>=�=:M:�:K>�F>K>�>LMBF:M>L��MA>�#>=�H?M>G�K>OBL>L�MA>
?B@NK>L�;R�:L�FN<A�:L���HK���I>K<>GM��/QEBO�@LRKQOFBPi�@BKQO>I�?>KHP�>IPL�OBMLOQ�QEBFO
JLKBQ>OV�>DDOBD>QBP��,FKHP�QL�QEB�7B?�PFQBP�LC�LQEBO�@BKQO>I�?>KHP�@>K�?B�CLRKA
EBOB�EQQM���TTT�?FP�LOD�@?>KHP�EQJ�

#E>MQBO���-LKBV

��

http://research.stlouisfed.org/msi/
http://www.federalreserve.gov/releases/h6/
http://www.bis.org/cbanks.htm


KEY TAKEAWAYS

a 4EB�JLKBV�PRMMIV�FP�QEB�PQL@H�LC�>II�JLKBV�FK�>K�B@LKLJV�
a )Q�FP�JB>PROBA�FK�>�S>OFBQV�LC�T>VP�QL�>FA�FK�QEB�@LKAR@Q�LC�JLKBQ>OV

MLIF@V�>KA�FK�J>@OLB@LKLJF@�CLOB@>PQFKD�

#E>MQBO���-LKBV

����-B>PROFKD�-LKBV ��



3.6 Suggested Reading

"BOKPQBFK�0BQBO���-KBF>K�HG�*HG>R���:GDBG@��:G=�$HE=��(L?LHBK�.*��*LEK�7FIBV�>KA
3LKP������

$>SFBP�'IVK���%BLMHKR�H?�*HG>R��#KHF��G<B>GM�1BF>L�MH�MA>�-K>L>GM�!:R��#>OAFCC�
5KFSBOPFQV�LC�7>IBP�0OBPP������

%>DIBQLK�#>QEBOFKB�*LK>QE>K�7FIIF>JP�*LB�#OF??�%IFW>?BQE�%OOFKDQLK�*HG>R���
%BLMHKR��2F@EJLKA�(FII�/KQ>OFL�#>K>A>��&FOBCIV�"LLHP������

#E>MQBO���-LKBV

��



Chapter 4

Interest Rates

CHAPTER OBJECTIVES

"V�QEB�BKA�LC�QEFP�@E>MQBO�PQRABKQP�PELRIA�?B�>?IB�QL�

�� $BCFKB�FKQBOBPQ�>KA�BUMI>FK�FQP�FJMLOQ>K@B�
�� 7OFQB�>KA�BUMI>FK�QEB�MOBPBKQ�S>IRB�CLOJRI>�
�� 7OFQB�>KA�BUMI>FK�QEB�CRQROB�S>IRB�CLOJRI>�
�� #>I@RI>QB�MOBPBKQ�>KA�CRQROB�S>IRB�CLO�JRIQFMIB�MBOFLAP�TFQE�>KKR>I�>KA

JLOB�COBNRBKQ�@LJMLRKAFKD�
�� $BCFKB�>KA�MOF@B�J>GLO�QVMBP�LC�AB?Q�FKPQORJBKQP�FK@IRAFKD�AFP@LRKQ

?LKAP�PFJMIB�IL>KP�CFUBA�M>VJBKQ�IL>KP�>KA�@LRMLK�?LKAP�
�� $BCFKB�VFBIA�QL�J>QROFQV�>KA�FABKQFCV�QEB�QVMBP�LC�CFK>K@F>I�FKPQORJBKQP

CLO�TEF@E�FQ�FP�OBI>QFSBIV�B>PV�QL�@>I@RI>QB�
�� %UMI>FK�TEV�?LKA�MOF@BP�JLSB�FKSBOPBIV�QL�J>OHBQ�FKQBOBPQ�O>QBP�
�� %UMI>FK�TEV�PLJB�?LKA�MOF@BP�>OB�JLOB�SLI>QFIB�QE>K�LQEBOP�
�� $BCFKB�O>QB�LC�OBQROK�>KA�BUMI>FK�ELT�FQ�AFCCBOP�COLJ�VFBIA�QL�J>QROFQV�

��� %UMI>FK�QEB�AFCCBOBK@B�?BQTBBK�OB>I�>KA�KLJFK>I�FKQBOBPQ�O>QBP�

��



4.1 The Interest of Interest

LEARNING OBJECTIVE

�� 7E>Q�FP�FKQBOBPQ�>KA�TEV�FP�FQ�FJMLOQ>KQ 

Interest �  MA>�HIIHKMNGBMR�<HLM�H?�FHG>R��BL�?:K�?KHF�FRLM>KBHNL��;NM�BM�P:KK:GML�HNK�<:K>?NE
<HGLB=>K:MBHG�;><:NL>�H?�BML�BFIHKM:G<>� Interest rates � ��MA>�IKB<>�H?�;HKKHPBG@�FHG>R��:K>
<KN<B:E�=>M>KFBG:GML�H?�MA>�IKB<>L�H?�:LL>ML��>LI><B:EER�?BG:G<B:E�BGLMKNF>GML�EBD>�LMH<DL�:G=
;HG=L��:G=�@>G>K:E�F:<KH><HGHFB<�<HG=BMBHGL��BG<EN=BG@economic growth � ��)K�C>@Q
ceteris paribus � 	IFHB�VLRO�DO>ABP�
�QEB�MOL?>?FIFQV�LC�VLR�I>KAFKD�>�GL?�RMLK
DO>AR>QFLK�TFII�ABMBKA�FK�I>ODB�M>OQ�LK�MOBS>FIFKD�FKQBOBPQ�O>QBP��)C�O>QBP�>OB�ILT
?RPFKBPPBP�TFII�?B�JLOB�IFHBIV�QL�?LOOLT�JLKBV�BUM>KA�MOLAR@QFLK�>KA�EFOB�VLR��)C
O>QBP�>OB�EFDE�?RPFKBPPBP�TFII�?B�IBPP�IFHBIV�QL�BUM>KA�LO�QL�EFOB�VLR��7FQELRQ�>�GL?
VLRiII�?B�CLO@BA�QL�JLSB�?>@H�ELJB��"BPQ�QL�M>V�>QQBKQFLK�QEBK�

)KQBOBPQ�@>K�?B�QELRDEQ�LC�>P�QEB�M>VJBKQ�FQ�Q>HBP�QL�FKAR@B�>�IBKABO�QL�M>OQ�TFQE
EFP�EBO�LO�FQP�JLKBV�CLO�PLJB�MBOFLA�LC�QFJB�?B�FQ�>�A>V�TBBH�JLKQE�VB>O
AB@>AB�LO�@BKQROV��4L�J>HB�@LJM>OFPLKP�?BQTBBK�QELPB�M>VJBKQP�B>PFBO�FKQBOBPQ
FP�>IJLPQ�>IT>VP�BUMOBPPBA�>P�>K�>KKR>I�MBO@BKQ>DB�O>QB�QEB�KRJ?BO�LC�ALII>OP�	LO
LQEBO�@ROOBK@V
EQQM���CU�P>RABO�R?@�@>�@ROOBK@V=Q>?IB�EQJIM>FA�CLO�QEB�RPB�LC
�����MBO�VB>O�0>O>K:E�P:RL�H?�F>:LNKBG@�BGM>K>LM�K:M>L�>QBLM��;NM�A>K>�RHN\EE�E>:KG�HGER
yield to maturity � ��MA>�F>MAH=�IK>?>KK>=�;R�><HGHFBLML�?HK�BML�:<<NK:<R��4EB�HBV�FP�QL
IB>OK�QL�@LJM>OB�QEB�S>IRB�LC�JLKBV�QLA>V�@>IIBApresent value � 	OBMOBPBKQBA
EBOB�?V�QEB�S>OF>?IB�06�>KA�>H>�MOBPBKQ�AFP@LRKQBA�S>IRB�LO�MOF@B
�QL�QEB�S>IRB�LC
JLKBV�QLJLOOLT�@>IIBAfuture value � 	OBMOBPBKQBA�EBOB�?V�QEB�S>OF>?IB�&6
�

KEY TAKEAWAYS

a )KQBOBPQ�FP�QEB�LMMLOQRKFQV�@LPQ�LC�IBKAFKD�JLKBV�LO�QEB�MOF@B�LC
?LOOLTFKD�FQ�>KA�@>K�?B�QELRDEQ�LC�>P�QEB�M>VJBKQ�>�?LOOLTBO�KBBAP�QL
FKAR@B�EFJ�EBO�LO�FQ�QL�IBKA�

a )KQBOBPQ�FP�FJMLOQ>KQ�?B@>RPB�FQ�EBIMP�QL�ABQBOJFKB�QEB�MOF@B�LC�>PPBQP
BPMB@F>IIV�CFK>K@F>I�>PPBQP�>KA�QL�ABQBOJFKB�S>OFLRP�J>@OLB@LKLJF@
S>OF>?IBP�FK@IRAFKD�>DDOBD>QB�LRQMRQ�

�� 4EB�LMMLOQRKFQV�@LPQ�LC�JLKBV�

�� 4EB�MOF@B�LC�?LOOLTBA�JLKBV�

�� 2B>I�MBO�@>MFQ>�'$0�

�� !II�BIPB�BNR>I�

�� 4EB�JLPQ�B@LKLJF@>IIV
>@@RO>QB�T>V�LC�JB>PROFKD
FKQBOBPQ�O>QBP�

�� 4EB�S>IRB�LC�JLKBV�QLA>V�

�� 4EB�S>IRB�LC�JLKBV�>Q�PLJB
MLFKQ�FK�QEB�CRQROB�

#E>MQBO���)KQBOBPQ�2>QBP

��

http://fx.sauder.ubc.ca/currency_table.html


4.2 Present and Future Value

LEARNING OBJECTIVE

�� 7E>Q�>OB�QEB�CLOJRI>P�CLO�MOBPBKQ�S>IRB�>KA�CRQROB�S>IRB�>KA�TE>Q
QVMBP�LC�NRBPQFLKP�AL�QEBV�EBIM�QL�>KPTBO 

��FHF>GM\L�K>?E><MBHG�LAHNE=�<HGOBG<>�RHN�MA:M�FHG>R�MH=:R�BL�:EP:RL#BOQ>FK�FKQBOBPQ
O>QBP�L@@>PFLK>IIV�QROK�SBOV�PIFDEQIV�	l������
�KBD>QFSB��4EB�MEBKLJBKLK�FP�PL�O>OB
>KA�JFKLO�QE>Q�FQ�KBBA�KLQ�ABQ>FK�RP�EBOB�PHKMA�FHK>�MA:G�FHG>R�MHFHKKHP��)C�VLR
ALKiQ�?BIFBSB�JB�PBKA�JB�>II�LC�VLRO�JLKBV�FJJBAF>QBIV��)iII�OBQROK�BSBOV�@BKQ�LC
FQfP@LRQiP�ELKLOfFK�BU>@QIV�LKB�VB>O��)�TLKiQ�ELIA�JV�?OB>QE��9LRiA�?B�CLLIFPE
FKABBA�QL�CLODL�CLLA�@ILQEBP�ELRPFKD�QO>KPMLOQ>QFLK�>KA�BKQBOQ>FKJBKQ�CLO�>�VB>O
CLO�KL�OBJRKBO>QFLK�TE>QPLBSBO��4E>QiP�TEV�>�ALII>O�QLA>V�FP�TLOQE�JLOB�QE>K�>
ALII>O�QLJLOOLT��	!KLQEBO�OB>PLK�QE>Q�>�ALII>O�QLA>V�FP�TLOQE�JLOB�QE>K�>�ALII>O
QLJLOOLT�FP�QE>Q�FK�JLABOK�B@LKLJFBP�CLO�OB>PLKP�AFP@RPPBA�FK#E>MQBO���
�-LKBQ>OV�0LIF@V�4>ODBQP�>KA�'L>IP��MOF@BP�QBKA�QL�OFPB�BSBOV�VB>O��3L�����
QLJLOOLT�TFII�?RV�CBTBO�DLLAP�>KA�PBOSF@BP�QE>K������QLA>V�TFII��7B�TFII�AFP@RPP
QEB�FJM>@Q�LCinflation � LK�FKQBOBPQ�O>QBP�JLOB�>Q�QEB�BKA�LC�QEFP�@E>MQBO��&LO�KLT
TB�@LKPFABO�LKIVnominal interest rates � �KLQreal interest rates �� �
�"RQ�TE>Q�FC�)
QLIA�VLR�QE>Q�FC�VLR�D>SB�JB������QLA>V�)iA�DFSB�VLR�������FK�>�VB>O �-LPQ�IBKABOP
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4.3 Compounding Periods

LEARNING OBJECTIVE
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4.4 Pricing Debt Instruments
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4.5 WhatÕs the Yield on That?

LEARNING OBJECTIVE
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4.6 Calculating Returns

LEARNING OBJECTIVE
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4.7 Inflation and Interest Rates
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Chapter 5

The Economics of Interest-Rate Fluctuations

CHAPTER OBJECTIVES
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5.1 Interest Rate Fluctuations
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5.2 Shifts in Supply and Demand for Bonds

LEARNING OBJECTIVE

�� 7E>Q�@>RPBP�QEB�PRMMIV�>KA�ABJ>KA�CLO�?LKAP�QL�PEFCQ 

0AB?MBG@�LNIIER�:G=�=>F:G=�<NKO>L�:KHNG=�<:G�;>�?NG��;NM�?B@NKBG@�HNM�PAR�MA>�<NKO>L�LAB?M
BL�MA>�BGM>K>LMBG@�I:KM��	$BQBOJFKFKD�QEB�PE>MB�>KA�PILMB�LC�QEB�@ROSBP�FP�FKQBOBPQFKD
QLL�?RQ�QEBPB�ABQ>FIP�TFII�KLQ�ABQ>FK�RP�EBOB�
�-LSBJBKQP�>ILKD�QEB�@ROSB�LO�TEV
QEB�PRMMIV�@ROSB�PILMBP�RMT>OA�>KA�QEB�ABJ>KA�@ROSB�ALTKT>OA�TBOB�B>PV
BKLRDE�QL�DO>PM��$BQBOJFKFKD�TEV�QEB�TELIB�@ROSB�JLSBP�TEV�FKSBPQLOP�>OB
TFIIFKD�QL�?RV�JLOB�	LO�CBTBO
�?LKAP�LO�TEV�?LOOLTBOP�>OB�TFIIFKD�QL�PBII�JLOB�	LO
CBTBO
�?LKAP:M�:�@BO>G�IKB<>FP�>�?FQ�JLOB�FKSLISBA��,BQiP�Q>@HIB�ABJ>KA�CFOPQ�QEBK
TB�TFII�JLSB�LK�QL�PRMMIV�

4>:EMA�=>M>KFBG>L�MA>�HO>K:EE�=>F:G=�?HK�:LL>ML��!K�>PPBQ�	PLJBQEFKD�LTKBA
�FP�>KV
PQLOB�LC�S>IRB�FK@IRAFKD�CFK>K@F>I�>PPBQP�IFHB�JLKBV�IL>KP�	CLO�QEB�IBKABO
�?LKAP
BNRFQFBP�	PQL@HP
�>KA�>�MLQMLROOF�LC�ABOFS>QFSBPEQQM���TTT�J>ODO>?B�@LJ�
$F@QFLK>OV�$F@QFLK>OV!#�EQJI�PB@Q!>KA�KLKCFK>K@F>I�>PPBQP�IFHB�OB>I�BPQ>QB�	I>KA
?RFIAFKDP
�MOB@FLRP�JBQ>IP�	DLIA�PFISBO�MI>QFKRJ
�DBJP�	AF>JLKAP�OR?FBP
BJBO>IAP
�EVAOL@>O?LKP�	LFI�K>QRO>I�D>P
�>KA�	QL�>�DOB>QBO�LO�IBPPBO�BUQBKQ
ABMBKAFKD�LK�QEBFO�NR>IFQFBP
�>II�LQEBO�MEVPF@>I�DLLAP�	>P�LMMLPBA�QL�?>AP�IFHB
MLIIRQFLK�LO�COBB?FBP�IFHB�>FO
��!P�TB>IQE�FK@OB>PBP�PL�QLL�ALBP�QEB�NR>KQFQV
ABJ>KABA�LC�>II�QVMBP�LC�>PPBQP�QELRDE�QL�AFCCBOBKQ�ABDOBBP��4EB�OB>PLKFKD�EBOB�FP
>IJLPQ�@FO@RI>O��FC�FQ�FP�QL�?B�J>FKQ>FKBA�TB>IQE�JRPQ�?B�FKSBPQBA�FK�PLJB�>PPBQ�FK
PLJB�PQLOB�LC�S>IRB��)K�TEF@E�QVMB�LC�>PPBQ�QL�FKSBPQ�KBT�TB>IQE�FP�QEB�AFCCF@RIQ
AB@FPFLK��7EBK�ABQBOJFKFKDPAB<A�:LL>ML�MH�AHE=�JLPQ�B@LKLJF@�BKQFQFBP�	MBLMIB
CFOJP�DLSBOKJBKQP
�@>OB�>?LRQ�J>KV�C>@QLOP�?RQ�CLO�JLPQ�FKSBPQLOP�JLPQ�LC�QEB
QFJB�QEOBB�S>OF>?IBPfBUMB@QBA�OBI>QFSB�OBQROK�OFPH�>KA�IFNRFAFQVf>OB�M>O>JLRKQ�
	7B�?OFBCIV�AFP@RPPBA�QEBPB�@LK@BMQP�VLR�J>V�OB@>II�FK#E>MQBO����4EB�&FK>K@F>I
3VPQBJ��


%UMB@QBA�OBI>QFSB�OBQROK�FP�QEB�BU�>KQB�	?BCLOB�QEB�C>@Q
�?BIFBC�QE>Q�QEB�OBQROK�LK�LKB
>PPBQ�TFII�?B�EFDEBO�QE>K�QEB�OBQROKP�LC�LQEBO�@LJM>O>?IB�	FK�QBOJP�LC�OFPH�>KA
IFNRFAFQV
�>PPBQP�/>MNKG�BL�:�@HH=�MABG@��H?�<HNKL>��LH�:L�>QI><M>=�K>E:MBO>�K>MNKG�BG<K>:L>L�
MA>�JN:GMBMR�=>F:G=>=�H?�:G�:LL>M�:ELH�BG<K>:L>L��4E>Q�@>K�E>MMBK�?B@>RPB�QEB�BUMB@QBA
OBQROK�LK�QEB�>PPBQ�FQPBIC�FK@OB>PBP�?B@>RPB�QEB�BUMB@QBA�OBQROK�LK�@LJM>O>?IBP
AB@OB>PBP�LO�?B@>RPB�LC�>�@LJ?FK>QFLK�QEBOBLC��#IB>OIV�QTL�J>GLO�C>@QLOP�AFP@RPPBA
FK#E>MQBO����)KQBOBPQ�2>QBP�TFII�>CCB@Q�OBQROK�BUMB@Q>QFLKP�>KA�EBK@B�QEB�ABJ>KA

#E>MQBO���4EB�%@LKLJF@P�LC�)KQBOBPQ�2>QB�&IR@QR>QFLKP

��

http://www.margrabe.com/Dictionary/DictionaryAC.html#sectA
http://www.margrabe.com/Dictionary/DictionaryAC.html#sectA


CLO�@BOQ>FK�CFK>K@F>I�>PPBQP�IFHB�?LKAP��BUMB@QBA�FKQBOBPQ�O>QBP�>KA�SF>�QEB�&FPEBO
%NR>QFLK�BUMB@QBA�FKCI>QFLK��)C�QEB�FKQBOBPQ�O>QB�FP�BUMB@QBA�QL�FK@OB>PB�CLO�>KV
OB>PLK�	FK@IRAFKD�?RQ�KLQ�IFJFQBA�QL�BUMB@QBA�FK@OB>PBP�FK�FKCI>QFLK
�?LKA�MOF@BP
>OB�BUMB@QBA�QL�C>II�PL�QEB�NR>KQFQV�ABJ>KABA�TFII�AB@OB>PB��#LKSBOPBIV�FC�QEB
FKQBOBPQ�O>QB�FP�QELRDEQ�QL�AB@OB>PB�CLO�>KV�OB>PLK�	FK@IRAFKD�?RQ�KLQ�IFJFQBA�QL�QEB
BUMB@QBA�Q>JFKD�LC�FKCI>QFLK
�?LKA�MOF@BP�>OB�BUMB@QBA�QL�OFPB�PL�QEB�NR>KQFQV
ABJ>KABA�TFII�FK@OB>PB�

/SBO>II�QELRDE�@>I@RI>QFKD�OBI>QFSB�BUMB@QBA�OBQROKP�FP�PQF@HV�?RPFKBPP�QE>Q�FP�?BPQ
>AAOBPPBA�FK�JLOB�PMB@F>IFWBA�CFK>K@F>I�?LLHP�>KA�@LROPBP��)C�VLR�T>KQ�>K
FKQOLAR@QFLK�FKSBPQFD>QB�QEB�@>MFQ>I�>PPBQ�MOF@FKD�JLABI
	#!0-
 EQQM���TTT�S>IRB?>PBAJ>K>DBJBKQ�KBQ�
JBQELAP=@>MJ�EQJI�EQQM���TTT�JLKBV@EFJM�@LJ�>OQF@IBP�S>IR>QFLK�@>MJ�EQJ
>KA�QEB�>O?FQO>DB�MOF@FKD�QEBLOV�	!04
�EQQM���JLKBVQBOJP�@L�RH�>MQ�!P�TB
IB>OKBA�FK#E>MQBO����)KQBOBPQ�2>QBP��@>I@RI>QFKD�OBQROK�FP�KLQ�QBOOF?IV�AFCCF@RIQ�>KA
KBFQEBO�FP�@LJM>OFKD�OBQROKP�>JLKD�>�S>OFBQV�LC�>PPBQP��7E>QiP�QOF@HV�FP�CLOB@>PQFKD
CRQROB�OBQROKP�>KA�J>HFKD�PROB�QE>Q�>PPBQP�>OB�@LJM>O>?IB�?V�@LKQOLIIFKD�CLO�OFPH
>JLKD�LQEBO�QEFKDP�/BLD�BL�MA>�NG<>KM:BGMR�H?�:G�:LL>M\L�K>MNKGL�&M�<HF>L�BG�:�O:KB>MR�H?
?E:OHKL��:EE�H?�MA>F�NGL:OHKR��LH�:L�BM�BG<K>:L>L��MA>�JN:GMBMR�=>F:G=>=�H?�:G�:LL>M�=><K>:L>L�
<>M>KBL�I:KB;NL��)K#E>MQBO����)KQBOBPQ�2>QBP��TB�BK@LRKQBOBA�QTL�QVMBP�LC�OFPH�
ABC>RIQ�OFPH�	>H>�@OBAFQ�OFPH
�QEB�@E>K@B�QE>Q�>�CFK>K@F>I�@LKQO>@Q�TFII�KLQ�?B
ELKLOBA�>KA�FKQBOBPQ�O>QB�OFPH�QEB�@E>K@B�QE>Q�QEB�FKQBOBPQ�O>QB�TFII�OFPB�>KA�EBK@B
AB@OB>PB�>�?LKA�LO�IL>KiP�MOF@B��!K�LCCPBQQFKD�OFPH�FP�@>IIBA�OBFKSBPQJBKQ�OFPH�TEF@E
?FQBP�TEBK�QEB�FKQBOBPQ�O>QB�AB@OB>PBP�?B@>RPB�@LRMLK�LO�LQEBO�FKQBOBPQ�M>VJBKQP
E>SB�QL�?B�OBFKSBPQBA�>Q�>�ILTBO�VFBIA�QL�J>QROFQV�1H�;>�PBEEBG@�MH�M:D>�HG�FHK>�KBLD�
PA:M>O>K�BML�?E:OHK��K:MBHG:E�BGO>LMHKL�FNLM�>QI><M�:�AB@A>K�K>E:MBO>�K>MNKG��)KSBPQLOP�TEL
OBNRFOB�>�JR@E�EFDEBO�OBQROK�CLO�>PPRJFKD�>�IFQQIB�?FQ�LC�OFPH�>OB�@>IIBA�OFPH�>SBOPB�
4ELPB�TEL�TFII�Q>HB�LK�JR@E�OFPH�CLO�>�IFQQIB�EFDEBO�OBQROK�>OB�@>IIBA�OFPH�ILSFKD
OFPH�PBBHBOP�LO�OFPH�QLIBO>KQ��	)KSBPQLOP�TEL�Q>HB�LK�JLOB�OFPH�TFQELRQ
@LJMBKP>QFLK�>OB�KBFQEBO�OFPH�>SBOPB�KLO�OFPH�QLIBO>KQ�?RQ�O>QEBO�FOO>QFLK>I�FK�QEB
PBKPB�AFP@RPPBA�FK#E>MQBO����2>QFLK>I�%UMB@Q>QFLKP�%CCF@FBKQ�->OHBQP�>KA�QEB
6>IR>QFLK�LC�#LOMLO>QB�%NRFQFBP��
�2FPHP�@>K�?B�FAFLPVK@O>QF@��QE>Q�FP�QEBV�@>K�?B
MBOQFKBKQ�QL�>�M>OQF@RI>O�@LJM>KV�PB@QLO>I�	MBOQFKBKQ�QL�>K�BKQFOB�FKARPQOV�IFHB
QOR@HFKD�LO�OBPQ>RO>KQP
�LO�PVPQBJF@�	B@LKLJV�TFAB
��,FNRFAFQV�OFPH�L@@ROP�TEBK�>K
>PPBQ�@>KKLQ�?B�PLIA�>P�NRF@HIV�LO�@EB>MIV�>P�BUMB@QBA�?B�FQ�CLO�FAFLPVK@O>QF@
PB@QLO>I�LO�PVPQBJF@�OB>PLKP�1ABL��MHH��BL�:�L>KBHNL�KBLD�;><:NL>�EBJNB=BMR��HK��MH�;>�FHK>
IK><BL>��EBJNB=BMR�K>E:MBO>�MH�HMA>K�:LL>ML��BL�MA>�MABK=�F:CHK�=>M>KFBG:GM�H?�:LL>M�=>F:G=�
"B@>RPB�FKSBPQLOP�LCQBK�KBBA�QL�@E>KDB�QEBFOinvestment portfolio � LO�AFP�P>SB
	PMBKA�PLJB�LC�QEBFO�TB>IQE�LK�@LKPRJMQFLK
�IFNRFAFQV�QEB�>?FIFQV�QL�PBII�>K�>PPBQ
NRF@HIV�>KA�@EB>MIV�FP�>�DLLA�QEFKD��4EB�JLOB�IFNRFA�>K�>PPBQ�FP�QEBOBCLOB�QEB
EFDEBO�QEB�NR>KQFQV�ABJ>KABA�>II�BIPB�?BFKD�BNR>I�

�� 4EB�PBQ�LC�CFK>K@F>I�>KA�LQEBO
FKSBPQJBKQP�LO�>PPBQP�EBIA�?V
>K�B@LKLJF@�BKQFQV�

#E>MQBO���4EB�%@LKLJF@P�LC�)KQBOBPQ�2>QB�&IR@QR>QFLKP

����3EFCQP�FK�3RMMIV�>KA�$BJ>KA�CLO�"LKAP ��

http://www.valuebasedmanagement.net/methods_capm.html
http://www.valuebasedmanagement.net/methods_capm.html
http://www.moneychimp.com/articles/valuation/capm.htm
http://moneyterms.co.uk/apt/


$ROFKD�QEB�CFK>K@F>I�@OFPFP�QE>Q�?BD>K�FK������QEB�MOF@BP�LC�>�@BOQ>FK�QVMB�LC�?LKA
@LII>QBO>IFWBA�?V�PR?MOFJB�JLOQD>DBP�ILKD�QBOJ�IL>KP�@LII>QBO>IFWBA�TFQE�ELJBP
>KA�J>AB�QL�OBI>QFSBIV�OFPHV�?LOOLTBOP�@LII>MPBA��)K�LQEBO�TLOAP�QEBFO�VFBIAP�E>A
QL�FK@OB>PB�J>OHBAIV�QL�FKAR@B�FKSBPQLOP�QL�LTK�QEBJ��4EBV�AOLMMBA�FK�MOF@B�>CQBO
FKSBPQLOP�OB>IFWBA�QE>Q�QEB�?LKAP�>�QVMB�LC�>PPBQ�?>@HBA�PB@ROFQV�	!"3
�E>A�JR@E
EFDEBO�ABC>RIQ�O>QBP�>KA�JR@E�ILTBO�IBSBIP�LC�IFNRFAFQV�QE>K�QEBV�E>A�MOBSFLRPIV
?BIFBSBA�&FDROB������6>OF>?IBP�QE>Q�FKCIRBK@B�ABJ>KA�CLO�?LKAP�PRJJ>OFWBP�QEB
@E>MQBO�AFP@RPPFLK�PL�C>O�

#B@NK>���3:KB:;E>L�MA:M�BG?EN>G<>�=>F:G=�?HK�;HG=L

3L�JR@E�CLO�ABJ>KA��7EV�ALBP�QEB�PRMMIV�@ROSB�CLO�?LKAP�PEFCQ�QL�>KA�COL 1A>K>
:K>�F:GR�K>:LHGL��;NM�MA>�MAK>>�F:BG�HG>L�:K>�@HO>KGF>GM�;N=@>ML��BG?E:MBHG�>QI><M:MBHGL�
:G=�@>G>K:E�;NLBG>LL�<HG=BMBHGL��7EBK�DLSBOKJBKQP�ORK�?RADBQ�ABCF@FQP�QEBV�LCQBK
?LOOLT�?V�PBIIFKD�?LKAP�MRPEFKD�QEB�PRMMIV�@ROSB�OFDEQT>OA�>KA�?LKA�MOF@BP�ALTK
	VFBIAP�RM
�@BQBOFP�M>OF?RP��7EBK�DLSBOKJBKQP�ORK�PROMIRPBP�>KA�QEBV�L@@>PFLK>IIV
AL�?BIFBSB�FQ�LO�KLQ�QEBV�OBABBJ�>KA�LO�?RV�QEBFO�?LKAP�?>@H�LK�KBQ�MRPEFKD�QEB
PRMMIV�@ROSB�QL�QEB�IBCQ�>KA�?LKA�MOF@BP�RM�	VFBIAP�ALTK
�>II�BIPB�?BFKD�BNR>I��	&LO
EFPQLOF@>I�QFJB�PBOFBP�A>Q>�LK�QEB�5�3��K>QFLK>I�AB?Q�TEF@E�T>P�RPR>IIV�@LJMLPBA
JLPQIV�LC�?LKAP�?OLTPBEQQM���TTT�B@LKLJ>DF@�@LJ�BJ�@DF�A>Q>�BUB�QOB>P�
MR?AB?Q�


#E>MQBO���4EB�%@LKLJF@P�LC�)KQBOBPQ�2>QB�&IR@QR>QFLKP

����3EFCQP�FK�3RMMIV�>KA�$BJ>KA�CLO�"LKAP ��

http://www.economagic.com/em-cgi/data.exe/treas/pubdebt
http://www.economagic.com/em-cgi/data.exe/treas/pubdebt


Stop and Think Box

9LR�>OB�>�@LMVBAFQLO�CLO�:KKHG\L��7E>Q�FC�>KVQEFKD�>MMB>OP�TOLKD�FK�QEB
CLIILTFKD�PBKQBK@B �(LT�AL�VLR�HKLT 

g2B@BKQ�FK@OB>PBP�FK�QEB�MOLCFQ>?FIFQV�LC�FKSBPQJBKQP�FKCI>QFLK�BUMB@Q>QFLKP
>KA�DLSBOKJBKQ�PROMIRPBP�TFII�PROBIV�IB>A�QL�FK@OB>PBA�?LKA�PRMMIFBP�FK�QEB
KB>O�CRQROB�h

'LSBOKJBKQ�ABCF@FQP�KLQ�PROMIRPBP�IB>A�QL�FK@OB>PBA�?LKA�PRMMIFBP�

4EB�BUMB@Q>QFLK�LC�EFDEBO�FKCI>QFLK�LQEBO�C>@QLOP�EBIA�@LKPQ>KQ�TFII�@>RPB
?LOOLTBOP�QL�FPPRB�JLOB�?LKAP�AOFSFKD�QEB�PRMMIV�@ROSB�OFDEQT>OA�>KA�?LKA
MOF@BP�ALTK�	>KA�VFBIAP�RM
��4EB�&FPEBO�%NR>QFLK�FO� Be � �BUMI>FKP�QEFP�KF@BIV��)C�QEB

FKCI>QFLK�BUMB@Q>QFLK�QBOJ� FK@OB>PBP�TEFIB�KLJFK>I�FKQBOBPQ�O>QBBPQ>VP�QEB�P>JB
QEB�OB>I�FKQBOBPQ�O>QB�FOJRPQ�AB@OB>PB�#KHF�MA>�I>KLI><MBO>�H?�;HKKHP>KL��MA>�K>:E�<HLM�H?

;HKKHPBG@�?:EEL��PAB<A�F>:GL�MA:M�;HKKHPBG@�;><HF>L�FHK>�:MMK:<MBO>��3L�QEBV�PBII�?LKAP�

�HKKHPBG@�:ELH�;><HF>L�FHK>�:MMK:<MBO>�PA>G�@>G>K:E�;NLBG>LL�<HG=BMBHGL�;><HF>�FHK>
?:OHK:;E>��:L�PA>G�M:Q>L�:G=�K>@NE:MHKR�<HLML�=><K>:L>�HK�MA>�><HGHFR�>QI:G=L��!IQELRDE
FKAFSFAR>IP�PLJBQFJBP�QOV�QL�?LOOLT�LRQ�LC�CFK>K@F>I�TB>HKBPP�LO�ABPMBO>QFLK
OBI>QFSBIV�CBT�PR@E�IL>KP�>OB�J>AB�?B@>RPB�QEBV�>OB�EFDE�OFPH��-LPQ�B@LKLJF@
BKQFQFBP�?LOOLT�LRQ�LC�PQOBKDQE�QL�CFK>K@B�BUM>KPFLK�>KA�BKD>DB�FK�KBT�MOLGB@QP
QEBV�?BIFBSB�TFII�?B�MOLCFQ>?IB��3L�TEBK�B@LKLJF@�MOLPMB@QP�>OB�DLLA�Q>UBP�>OB�ILT
>KA�OBDRI>QFLKP�>OB�KLQ�QLL�@LPQIV�?RPFKBPPBP�>OB�B>DBO�QL�?LOOLT�LCQBK�?V�PBIIFKD
?LKAP�PEFCQFKD�QEB�PRMMIV�@ROSB�QL�QEB�OFDEQ�>KA�?LKA�MOF@BP�ALTK�	VFBIAP�RM
�
&FDROB������6>OF>?IBP�QE>Q�ABQBOJFKB�QEB�PRMMIV�LC�?LKAP�PRJJ>OFWBP�QEB�@E>MQBO
AFP@RPPFLK�PL�C>O�

#E>MQBO���4EB�%@LKLJF@P�LC�)KQBOBPQ�2>QB�&IR@QR>QFLKP

����3EFCQP�FK�3RMMIV�>KA�$BJ>KA�CLO�"LKAP ��



#B@NK>���3:KB:;E>L�MA:M�=>M>KFBG>�MA>�LNIIER�H?�;HG=L

!P�9LA>�JFDEQ�P>V�g0>RPB�EBOB�TB�JRPQh�QL�J>HB�PROB�TBiOB�LK
QO>@H�EQQM���TTT�VLA>PMB>H�@L�RH�FKABU�MEM4OV�LRQ�QEBPB�NRBPQFLKP�RKQFI�VLR�>OB
@LJCLOQ>?IB��2BJBJ?BO�QE>Q�QEB�@BQBOFP�M>OF?RP�@LKAFQFLK�ELIAP�FK�B>@E�

#E>MQBO���4EB�%@LKLJF@P�LC�)KQBOBPQ�2>QB�&IR@QR>QFLKP

����3EFCQP�FK�3RMMIV�>KA�$BJ>KA�CLO�"LKAP ��

http://www.yodaspeak.co.uk/index.php


EXERCISES

�� 7E>Q�TFII�E>MMBK�QL�?LKA�MOF@BP�FC�PQL@H�QO>AFKD�@LJJFPPFLKP�AB@OB>PB 
7EV 
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KEY TAKEAWAYS

a 4EB�ABJ>KA�@ROSB�CLO�?LKAP�PEFCQP�ARB�QL�@E>KDBP�FK�TB>IQE�BUMB@QBA
OBI>QFSB�OBQROKP�OFPH�>KA�IFNRFAFQV�

a 7B>IQE�OBQROKP�>KA�IFNRFAFQV�>OB�MLPFQFSBIV�OBI>QBA�QL�ABJ>KA��OFPH�FP
FKSBOPBIV�OBI>QBA�QL�ABJ>KA�

a 7B>IQE�PBQP�QEB�DBKBO>I�IBSBI�LC�ABJ>KA��)KSBPQLOP�QEBK�QO>AB�LCC�OFPH�CLO
OBQROKP�>KA�IFNRFAFQV�

a 4EB�PRMMIV�@ROSB�CLO�?LKAP�PEFCQP�ARB�QL�@E>KDBP�FK�DLSBOKJBKQ
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PRMMIV�@ROSB�OFDEQ��PROMIRPBP�E>SB�QEB�LMMLPFQB�BCCB@Q�
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OBAR@BP�OB>I�?LOOLTFKD�@LPQP�@BQBOFP�M>OF?RP��AB@OB>PBP�FK�BUMB@QBA
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�FKAR@B�?RPFKBPPBP�QL�?LOOLT�	FPPRB
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O>QBP�LO�KLQ�ABMBKAP�LK�QEB�ABDOBB�LC�QEB�PEFCQ�FK�QEB�?LKA�PRMMIV�>KA
ABJ>KA�@ROSBP�

a !K�BUM>KPFLK�TFII�@>RPB�QEB�?LKA�PRMMIV�@ROSB�QL�PEFCQ�OFDEQ�TEF@E
>ILKB�TFII�AB@OB>PB�?LKA�MOF@BP�	FK@OB>PB�QEB�FKQBOBPQ�O>QB
�

a "RQ�BUM>KPFLKP�>IPL�@>RPB�QEB�ABJ>KA�CLO�?LKAP�QL�FK@OB>PB�	QEB�?LKA
ABJ>KA�@ROSB�QL�PEFCQ�OFDEQ
�TEF@E�E>P�QEB�BCCB@Q�LC�FK@OB>PFKD�?LKA
MOF@BP�	>KA�EBK@B�ILTBOFKD�?LKA�VFBIAP
�

a %JMFOF@>IIV�QEB�?LKA�PRMMIV�@ROSB�QVMF@>IIV�PEFCQP�JR@E�CROQEBO�QE>K
QEB�?LKA�ABJ>KA�@ROSB�PL�QEB�FKQBOBPQ�O>QB�RPR>IIV�OFPBP�AROFKD
BUM>KPFLKP�>KA�>IT>VP�C>IIP�AROFKD�OB@BPPFLKP�
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5.3 Liquidity Preference

LEARNING OBJECTIVE

�� )K�+BVKBPiP�IFNRFAFQV�MOBCBOBK@B�CO>JBTLOH�TE>Q�BCCB@QP�AL�FKCI>QFLK
BUMB@Q>QFLKP�>KA�?RPFKBPP�BUM>KPFLKP�>KA�OB@BPPFLKP�E>SB�LK�FKQBOBPQ
O>QBP�>KA�TEV 

%IBJBKQ>OV�MOF@B�QEBLOV�>KA�QEB�QEBLOV�LC�>PPBQ�ABJ>KA�DL�>�ILKD�T>V�QLT>OA
EBIMFKD�RP�QL�RKABOPQ>KA�TEV�QEB�FKQBOBPQ�O>QB�?L??IBP�RM�>KA�ALTK�LSBO�QFJB��
MABK=�:B=�MH�HNK�NG=>KLM:G=BG@��MA>�EBJNB=BMR�IK>?>K>G<>�?K:F>PHKD��LMK>G@MA>GL�HNK
<HGOB<MBHG�BG�MA>�KH;NLMG>LL�H?�HNK�:G:ERL>L�:G=�:==L�GN:G<>�MH�HNK�NG=>KLM:G=BG@��)K�QEFP
JLABI�QEBOB�>OB�?RQ�QTL�>PPBQP�JLKBV�TEF@E�B>OKP�KL�FKQBOBPQ�>KA�?LKAP�TEF@E
B>OK�PLJB�FKQBOBPQ�DOB>QBO�QE>K�WBOL��	4EB�QTL�>PPBQ�>PPRJMQFLK�KBBAKiQ�TLOOV
VLR��%@LKLJF@�JLABIP�ABIF?BO>QBIV�PFJMIFCV�OB>IFQV�QL�@LK@BKQO>QB�LK�TE>Q�FP�JLPQ
FJMLOQ>KQ�EQQM���BK�TFHFMBAF>�LOD�TFHF�-LABI=	B@LKLJF@P
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JLABI�QEB�J>OHBQP�CLO�?LKAP�>KA�JLKBV�>OB�?LQE�FK�BNRFIF?OFRJ�PL�TB�@>K�PQRAV
QEB�I>QQBO�QL�IB>OK�>?LRQ�QEB�CLOJBO�

'O>MEF@>IIV�QEB�JLABI�FP�JLPQ�B>PFIV�OBMOBPBKQBA�>P�PELTK�FK&FDROB����
�%NRFIF?OFRJ�FK�QEB�J>OHBQ�CLO�JLKBV�� &M�BL�:�EBMME>�=B??>K>GM�MA:G�PA:M�RHN�:K>�NL>=�MH
;><:NL>�MA>�O>KMB<:E�:QBL�BL�MA>�BGM>K>LM�K:M>��GHM�IKB<>�,MA>K�MA:G�MA:M��MA>�@K:IA�PHKDL
>Q:<MER�EBD>�:�MK:=BMBHG:E�LNIIER�:G=�=>F:G=�@K:IA��4EB�JLKBV�ABJ>KA�@ROSB�PILMBP
ALTKT>OA�FK�QEB�RPR>I�T>V�?B@>RPB�>P�QEB�FKQBOBPQ�O>QB�FK@OB>PBP�QEB�NR>KQFQV�LC
JLKBV�ABJ>KABA�AB@OB>PBP��7EV�EL>OA�@>PE�TEBK�VLR�@>K�?RV�?LKAP�TFQE�FQ�>KA
J>HB�?B>R@LRM�?R@HP �!P�QEB�FKQBOBPQ�O>QB�AB@IFKBP�QELRDE�QEB�NR>KQFQV�LC�JLKBV
ABJ>KABA�TFII�FK@OB>PB�>P�QEB�LMMLOQRKFQV�@LPQ�LC�ELIAFKD�?LKAP�AB@OB>PBP��7EV
LTK�?LKAP�TEF@E�LC�@LROPB�>OBKiQ�>P�IFNRFA�>P�JLKBV�FC�QEBV�M>V�PNR>Q �4EB�PRMMIV
LC�JLKBV�FK�QEFP�JLABI�FP�OBMOBPBKQBA�?V�>�SBOQF@>I�IFKB��)Q�@>K�PIFAB�IBCQ�>KA�OFDEQ�FC
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Stop and Think Box

9LR�>OB�>�@LKPRIQ>KQ�CLO�>�@LJM>KV�@LKPFABOFKD�FPPRFKD�?LKAP�TEBK�VLR�CFKA
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5.4 Predictions and Effects

LEARNING OBJECTIVE

�� (LT�ALBP�QEB�FKQBOBPQ�O>QB�OB>@Q�QL�@E>KDBP�FK�QEB�JLKBV�PRMMIV 

7BiOB�>IJLPQ�QEBOB��!P�KLQBA�>?LSBMA>�EBJNB=BMR�IK>?>K>G<>�?K:F>PHKD�IK>=B<ML�MA:M
BG<K>:LBG@�MA>�FHG>R�LNIIER�PBEE�=><K>:L>�MA>�BGM>K>LM�K:M>�1ABL�EBJNB=BMR�>??><M��:L�BM�BL
<:EE>=��AHE=L�B?�:EE�HMA>K�?:<MHKL��BG<EN=BG@�BG<HF>��:<MN:E�BG?E:MBHG��:G=�>QI><M>=�BG?E:MBHG�
K>F:BG�MA>�L:F>��)K�QEB�AFPQ>KQ�M>PQ�QEB�@BQBOFP�M>OF?RP�@LKAFQFLK�FKABBA�EBIA�>P
PRDDBPQBA�FK&FDROB�������5KFQBA�3Q>QBP�CFK>K@F>I�JLKBV�JBQBO�@>���������4EB
BU@BOMQ�FK�QEB�CFDROB�FP�Q>HBK�COLJ�>K�B>OIV�KFKBQBBKQE�@BKQROV�B@LKLJF@�QOB>QFPB�

4EB�HBV�MLFKQ�FP�QE>Q�>P�QEB�JLKBV�PRMMIV�	EBOB
MOBPBKQBA�FK�MBO�@>MFQ>�QBOJP�COLJ����QL�����MBO
MBOPLK
�FK@OB>PBP�QEB�FKQBOBPQ�O>QB�C>IIP�>P�QEB�JLABI
MOBAF@QP��!Q����MBO�MBOPLK�gRPROVh�>K�>KQFNR>QBA�QBOJ
CLO�gFKQBOBPQh�FP�>Q�gQTBKQV�QL�QEFOQV�MBO@BKQ�h�!Q����FQ
C>IIP�QL����MBO@BKQ�>P�FK�������!Q����MBO�EB>A�FQ�PFKHP�QL
��MBO@BKQ�TEFIB�>Q�����FQ�DLBP�QL���>KA�>Q�����QL������LO
���	g2B>I�BPQ>QBP�PBII�>Q�QTBKQV�CFSB�QL�QEFOQV�VB>OP
MRO@E>PBh�FP�>K�LIA�C>PEFLKBA�T>V�LC�PQ>QFKD�QEFP��4EFKH
>?LRQ�FQ�FK�QBOJP�LC�QEB�MBOMBQRFQV�BNR>QFLK�VLR�IB>OKBA
FK#E>MQBO����)KQBOBPQ�2>QBP�� B��&6�06�TEBOB�&6�FP��
>KA�06����LO����QFJBP�QE>Q����LO����QFJBP�QEB�>KKR>I
FK@LJB�DBKBO>QBA�?V�QEB�>PPBQ�B�������������>KA B������
����������
�-LPQ�LC�QEB�TLOIA�T>P�LK�>�@LJJLAFQV
PQ>KA>OA�	DLIA�>KA�LO�PFISBO
�QEBK�PL�QEB�JLKBV�PRMMIV
T>P�PBIC�BNRFIF?O>QFKD�BUM>KAFKD�>KA�@LKQO>@QFKD
>RQLJ>QF@>IIV�>P�BUMI>FKBA�FK#E>MQBO����-LKBV���!Q
����LO�PL�MBO�MBOPLK�JLKBV�?BD>K�QL�gCILT�LCCh�F�B��QL
?B�BUMLOQBA�>KA�TLRIA�KBSBO�BU@BBA������3L�JLKBQ>OV
BUM>KPFLK�AFA�KLQ�@>RPB�MOF@BP�QL�OFPB�MBOJ>KBKQIV��QEB�BUMB@Q>QFLK�T>P�LKB�LC�WBOL
KBQ�FKCI>QFLK�FK�QEB�JBAFRJ�QL�ILKD�QBOJ�

4LA>V�J>QQBOP�>OB�O>QEBO�AFCCBOBKQ�$HO>KGF>GM�>GMBMB>L�K>@NE:M>�MA>�FHG>R�LNIIER�:G=
A:O>�:�A:;BM�H?�>QI:G=BG@�BM�;><:NL>�=HBG@�LH�IKN=>GMER�BG<K>:L>L�><HGHFB<�@KHPMA�
>FIEHRF>GM��BG<HF>L��:G=�HMA>K�@HH=�LMN??�2G?HKMNG:M>ER��>QI:G=BG@�MA>�FHG>R�LNIIER�:ELH
<:NL>L�IKB<>L�MH�KBL>�:EFHLM�>O>KR�R>:K��PBMA�GH�K>O>KLBHG�MH�>:KEB>K�E>O>EL��7EBK�QEB�JLKBV

#E>MQBO���4EB�%@LKLJF@P�LC�)KQBOBPQ�2>QB�&IR@QR>QFLKP

���



PRMMIV�FK@OB>PBP�QLA>V�QEBOBCLOB�FKCI>QFLK�LCQBK�>@QR>IIV�L@@ROP�>KA�MBLMIB�?BDFK
QL�BUMB@Q�FKCI>QFLK�FK�FQP�T>HB�":<A�H?�MA>L>�MAK>>�>??><ML��<:EE>=�MA>�BG<HF>��IKB<>�E>O>E�
:G=�>QI><M>=�BG?E:MBHG�>??><ML��<:NL>L�MA>�BGM>K>LM�K:M>�MH�KBL>�?HK�MA>�K>:LHGL�=BL<NLL>=�:;HO>�
7EBK�QEB�JLKBV�PRMMIV�FK@OB>PBP�QEB�IFNRFAFQV�BCCB@Q�TEF@E�ILTBOP�QEB�FKQBOBPQ
O>QB�?>QQIBP�QEBPB�QEOBB�@LRKQBOS>FIFKD�BCCB@QP��3LJBQFJBP�>P�FK�QEB�AFPQ>KQ�M>PQ
QEB�IFNRFAFQV�BCCB@Q�TFKP�LRQ��7EBK�QEB�JLKBV�PRMMIV�FK@OB>PBP�	LO�FK@OB>PBP�C>PQBO
QE>K�RPR>I
�QEB�IFNRFAFQV�BCCB@Q�TFKP�LRQ�>KA�QEB�FKQBOBPQ�O>QB�AB@IFKBP�>KA�PQ>VP
?BILT�QEB�MOBSFLRP�IBSBI��3LJBQFJBP�LCQBK�FK�JLABOK�FKARPQOF>I�B@LKLJFBP�TFQE
independent central banks � �QEB�IFNRFAFQV�BCCB@Q�TFKP�>Q�CFOPQ�>KA�QEB�FKQBOBPQ�O>QB
AB@IFKBP�?RQ�QEBK�FK@LJBP�OFPB�FKCI>QFLK�BUMB@Q>QFLKP�FK@OB>PB�>KA�QEB�MOF@B�IBSBI
>@QR>IIV�OFPBP�BSBKQR>IIV�@>RPFKD�QEB�FKQBOBPQ�O>QB�QL�FK@OB>PB�>?LSB�QEB�LOFDFK>I
IBSBI��&FK>IIV�PLJBQFJBP�>P�FK�JLABOK�RKABSBILMBA�@LRKQOFBP�TFQE�TB>H�@BKQO>I
?>KHFKD�FKPQFQRQFLKP�QEB�BUMB@Q>QFLK�LC�FKCI>QFLK�FP�PL�PQOLKD�>KA�PL�NRF@H�QE>Q�FQ
LSBOTEBIJP�QEB�IFNRFAFQV�BCCB@Q�AOFSFKD�RM�QEB�FKQBOBPQ�O>QB�FJJBAF>QBIV��,>QBO
>CQBO�FK@LJBP�>KA�QEB�MOF@B�IBSBI�FK@OB>PB�QEB�FKQBOBPQ�O>QB�PL>OP�VBQ�EFDEBO�&FDROB
������-LKBV�PRMMIV�DOLTQE�>KA�KLJFK>I�FKQBOBPQ�O>QBP�PRJJ>OFWBP�QEFP�AFP@RPPFLK
DO>MEF@>IIV�

#B@NK>����*HG>R�LNIIER�@KHPMA�:G=�GHFBG:E�BGM>K>LM�K:M>L

�� !�JLKBQ>OV�>RQELOFQV�QE>Q�FP
@LKQOLIIBA�?V�MR?IF@�FKQBOBPQBA
QB@EKL@O>QP�O>QEBO�QE>K�?V
PBIC�FKQBOBPQBA�MLIFQF@F>KP��&LO
JLOB�FKCLOJ>QFLK�PBB#E>MQBO
����#BKQO>I�">KH�&LOJ�>KA
&RK@QFLK��

#E>MQBO���4EB�%@LKLJF@P�LC�)KQBOBPQ�2>QB�&IR@QR>QFLKP

����0OBAF@QFLKP�>KA�%CCB@QP ���



Stop and Think Box

&>JBA�JLKBQ>OV�B@LKLJFPQ�>KA�.L?BI�I>ROB>QB�-FIQLK
&OFBAJ>KEQQM���TTT�B@LKIF?�LOD�IF?O>OV�%K@�?FLP�&OFBAJ>K�EQJIT>P�>
PQ>RK@E�PRMMLOQBO�LC�COBB�J>OHBQP�>KA�>�@OFQF@�LC�@E>KDBP�FK�QEB�MOF@B�IBSBI
M>OQF@RI>OIV�QEB�O>JM>KQ�FKCI>QFLK�LC�QEB�����P��(B�>ODRBA�QE>Q�DLSBOKJBKQ
JLKBQ>OV�>RQELOFQFBP�LRDEQ�QL�FK@OB>PB�QEB�JLKBV�PRMMIV�>Q�PLJB�HKLTK
@LKPQ>KQ�O>QB��)C�&OFBAJ>K�T>P�PL�TLOOFBA�>?LRQ�MOF@B�IBSBI�@E>KDBP�TEV�AFAKiQ
EB�>ASL@>QB�MBOJ>KBKQIV�CFUFKD�QEB�JLKBV�PRMMIV�	-3
 

"V�CFUFKD�QEB�-3�QEB�FKQBOBPQ�O>QB�TLRIA�E>SB�OFPBK�EFDEBO�>KA�EFDEBO�>P�QEB
ABJ>KA�CLO�JLKBV�FK@OB>PBA�ARB�QL�EFDEBO�FK@LJBP�>KA�BSBK�PFJMIB
MLMRI>QFLK�DOLTQE��/KIV�ABCI>QFLK�	AB@OB>PBP�FK�QEB�MOF@B�IBSBI
�@LRIA�E>SB
@LRKQBOBA�QE>Q�QBKABK@V�?RQ�ABCI>QFLK�&OFBAJ>K�HKBT�T>P�>P�MBOKF@FLRP�>P
FKCI>QFLK��!�@LKPQ>KQ�O>QB�LC�-3�DOLTQE�EB�?BIFBSBA�TLRIA�HBBM�QEB�MOF@B�IBSBI
OBI>QFSBIV�PQ>?IB�>KA�FKQBOBPQ�O>QB�CIR@QR>QFLKP�IBPP�COBNRBKQ�LO�PBSBOB�

1A>�:;BEBMR�MH�?HK><:LM�<A:G@>L�BG�MA>�BGM>K>LM�K:M>�BL�:�K:K>�;NM�IKH?BM:;E>�@B?M�-KH?>LLBHG:E
BGM>K>LM�K:M>�?HK><:LM>KL�:K>�K:K>ER�KB@AM�HG�MA>�F:KD�:G=�H?M>G�:K>�?:K
:LMK:R�TTT�CFKMFMB�@LJ�FKQO>QDL�EQJ:G=�A:E?�MA>�MBF>�MA>R�=HG\M�>O>G�@>M�MA>�=BK><MBHG
�NI�HK�=HPG�
KB@AM�Q>VILO>KACO>K@FP�JBQ>MOBPP�@LJ�	SNPMA���PBFHM>GF?W��@E��
�>MM�ELJB�
@LKQOF?RQFLK�>PM OBCBOOBO
�M>OBKQ�?>@HQL�FPPRB���GLROK>I�����IFKHFKDMR?IF@>QFLKOBPRIQP���������4E>QiP
TE>Q�TBiA�BUMB@Q�FC�QEBFO�CLOB@>PQP�TBOB�ABQBOJFKBA�?V�CIFMMFKD�>�@LFK��7BiII�AFP@RPP
TEV�QEFP�JFDEQ�?B�FK#E>MQBO����2>QFLK>I�%UMB@Q>QFLKP�%CCF@FBKQ�->OHBQP�>KA�QEB
6>IR>QFLK�LC�#LOMLO>QB�%NRFQFBP���4EBOBCLOB�TB�ALKiQ�BUMB@Q�VLR�QL�?B�>?IB�QL
MOBAF@Q�@E>KDBP�FK�QEB�FKQBOBPQ�O>QB�?RQ�TB�AL�BUMB@Q�VLR�QL�?B�>?IB�QL�MLPQ�AF@Q
QEBJ��)K�LQEBO�TLOAP�VLR�PELRIA�?B�>?IB�QL�K>OO>QB�FK�TLOAP�>KA�>MMOLMOF>QB
DO>MEP�TEV�M>PQ�@E>KDBP�L@@ROOBA��9LR�PELRIA�>IPL�?B�>?IB�QL�J>HB�MOBAF@QFLKP�?V
FKSLHFKD�QEB�@BQBOFP�M>OF?RP�>PPRJMQFLK�

#E>MQBO���4EB�%@LKLJF@P�LC�)KQBOBPQ�2>QB�&IR@QR>QFLKP

����0OBAF@QFLKP�>KA�%CCB@QP ���

http://www.econlib.org/library/Enc/bios/Friedman.html
http://www.finpipe.com/intratgo.htm
http://taylorandfrancis.metapress.com/(vqspd445seikpajibz05ch45)/%20app/home/contribution.asp?referrer=parent&backto=issue,5,9;journal,15,86;linkingpublicationresults,1:100411,1
http://taylorandfrancis.metapress.com/(vqspd445seikpajibz05ch45)/%20app/home/contribution.asp?referrer=parent&backto=issue,5,9;journal,15,86;linkingpublicationresults,1:100411,1
http://taylorandfrancis.metapress.com/(vqspd445seikpajibz05ch45)/%20app/home/contribution.asp?referrer=parent&backto=issue,5,9;journal,15,86;linkingpublicationresults,1:100411,1


KEY TAKEAWAYS

a 5KABO�>�@LJJLAFQV�JLKBV�PVPQBJ�PR@E�>P�QEB�DLIA�PQ>KA>OA�>K
FK@OB>PB�FK�QEB�JLKBV�PRMMIV�AB@OB>PBP�QEB�FKQBOBPQ�O>QB�>KA�>�AB@OB>PB
FK�QEB�JLKBV�PRMMIV�FK@OB>PBP�FQ�

a 5KABO�>�CIL>QFKD�LO�CF>Q�JLKBV�PVPQBJ�IFHB�TB�E>SB�QLA>V�>K�FK@OB>PB�FK
QEB�JLKBV�PRMMIV�JFDEQ�FKAR@B�FKQBOBPQ�O>QBP�QL�OFPB�FJJBAF>QBIV�FC
FKCI>QFLK�BUMB@Q>QFLKP�TBOB�PQOLKD�LO�QL�OFPB�TFQE�>�I>D�>P�>@QR>I�FKCI>QFLK
QLLH�MI>@B�

#E>MQBO���4EB�%@LKLJF@P�LC�)KQBOBPQ�2>QB�&IR@QR>QFLKP

����0OBAF@QFLKP�>KA�%CCB@QP ���



5.5 Suggested Reading

"F?LT�*LOD�(>RG>L�HG�*HG>M:KR�-HEB<R��#BG:G<>�:G=�2G<>KM:BGMR��/>:LL>LLBG@�)BJNB=BMR
-K>?>K>G<>�1A>HKR��.BT�9LOH��2LRQIBADB������

%S>KP�-F@E>BI�-K:<MB<:E��NLBG>LL�#HK><:LMBG@��(L?LHBK�.*��*LEK�7FIBV�>KA�3LKP
�����

&OFBAJ>K�-FIQLK�1A>�,IMBFNF�.N:GMBMR�H?�*HG>R��0FP@>Q>T>V�.*��!IAFKB
4O>KP>@QFLK������

#E>MQBO���4EB�%@LKLJF@P�LC�)KQBOBPQ�2>QB�&IR@QR>QFLKP

���



Chapter 6

The Economics of Interest-Rate Spreads and Yield Curves

CHAPTER OBJECTIVES
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6.1 A Short History of Interest Rates
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6.2 Interest-Rate Determinants I: The Risk Structure

LEARNING OBJECTIVE
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6.3 The Determinants of Interest Rates II: The Term Structure
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Chapter 7

Rational Expectations, Efficient Markets, and the Valuation of
Corporate Equities

CHAPTER OBJECTIVES
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7.1 The Theory of Rational Expectations
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ELT�QL�MOBAF@Q�CRKA>JBKQ>IP�JLPQ�>@@RO>QBIV�>KA�ELT�QELPB�CRKA>JBKQ>IP
ABQBOJFKB�PB@ROFQFBP�MOF@BP��&LO�BU>JMIB�PLJB�FKSBPQLOP�CLOBPBB�ILKD�@>RP>I�@E>FKP
JLOB�@IB>OIV�QE>K�LQEBO�FKSBPQLOP�AL��2B@>II�COLJ#E>MQBO����4EB�%@LKLJF@P�LC
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7.2 Valuing Corporate Equities

LEARNING OBJECTIVE
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ALTK�LSBO�QFJB��!IPL�FC�>�@LJM>KV�C>FIP�QL�M>V�AFSFABKAP�LK�FQP�PQL@H�FQ�FP�KLQ
@LKPFABOBA�FK�ABC>RIQ��	7B�PMB>H�EBOB�LC�@LJJLK�PQL@H��!KLQEBO�QVMB�LC�CFK>K@F>I
FKPQORJBKQ�>�MOBCBOOBA�PE>OB�;MOBCBOBK@B�PE>OBP�FK�QEB�5KFQBA�+FKDALJ<�MOLJFPBP
QL�M>V�>�CFUBA�AFSFABKA��3R@E�FKPQORJBKQP�>OB�>�QVMB�LC�BNRFQV�AB?Q�EV?OFA�>KA�>OB
MOF@BA�JLOB�IFHB�@LRMLK�?LKAP�
�)K�C>@Q�J>KV�@LOMLO>QFLKP�QLA>V�AL�KLQ�M>V�>KV
AFSFABKAP�>KA�CLO�DLLA�OB>PLKP��3J>II�O>MFAIV�DOLTFKD�@LJM>KFBP�FQ�FP�TFABIV
?BIFBSBA�PELRIA�MILT�QEBFO�MOLCFQP�?>@H�FKQL�QEBFO�?RPFKBPPBP�O>QEBO�QE>K�OBQROK
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FK@OB>PBP
�PL�PQL@HELIABOP�>OB�gM>FAh�TFQE�>�EFDEBO�PQL@H�MOF@B��.BSBOQEBIBPP�PLJB
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7.3 Financial Market Efficiency

LEARNING OBJECTIVE
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7.4 Evidence of Market Efficiency

LEARNING OBJECTIVE
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8.2 Transaction Costs, Asymmetric Information, and the Free-Rider
Problem

LEARNING OBJECTIVE
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8.3 Adverse Selection

LEARNING OBJECTIVE
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8.4 Moral Hazard

LEARNING OBJECTIVE
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*HLM�EH:GL�<HGM:BGrestrictive covenants � ��<E:NL>L�MA:M�LI><B?R�BG�@K>:M�=>M:BE�AHP�MA>
EH:G�BL�MH�;>�NL>=�:G=�AHP�MA>�;HKKHP>K�BL�MH�;>A:O>��)C�QEB�?LOOLTBO�?OB>HP�LKB�LO�JLOB
@LSBK>KQP�QEB�BKQFOB�IL>K�J>V�C>II�ARB�FJJBAF>QBIV��#LSBK>KQP�J>V�OBNRFOB�QE>Q
QEB�?LOOLTBO�L?Q>FK�IFCB�FKPRO>K@B�QE>Q�EB�LO�PEB�HBBM�@LII>QBO>I�FK�DLLA�@LKAFQFLK
LO�QE>Q�S>OFLRP�?RPFKBPP�O>QFLP�?B�HBMQ�TFQEFK�@BOQ>FK
M>O>JBQBOP�EQQM���TTT�QLLIHFQ�@@E�@LJ�QBUQ�0��=�����>PM/CQBK�IL>KP�TFII
@LKQ>FK�@LSBK>KQP�OBNRFOFKD�?LOOLTBOP�QL�MOLSFAB�IBKABOP�TFQE�S>OFLRP�QVMBP�LC
FKCLOJ>QFLK�FK@IRAFKD�>RAFQBA�CFK>K@F>I�OBMLOQP�QERP�JFKFJFWFKD�QEB�IBKABOiP
JLKFQLOFKD�@LPQP�

�GHMA>K�IHP>K?NE�P:R�H?�K>=N<BG@�FHK:E�A:S:K=�BL�MH�:EB@G�BG<>GMBO>L��4E>Q�@>K�?B�ALKB�?V
J>HFKD�PROB�QEB�?LOOLTBO�LO�FKPROBA�E>P�PLJB�PHFK�FK�QEB
D>JBEQQM���TTT�>KPTBOP�@LJ�QLMF@�PHFK�FK�QEB�D>JBQE>Q�EB�PEB�LO�FQ�TFII
PRCCBO�FC�>�IL>K�DLBP�?>A�LO�>�ILPP�FP�FK@ROOBA��4E>Q�TFII�FKAR@B�QEB�?LOOLTBO�LO
FKPROBA�QL�?BE>SB�FK�QEB�IBKABOiP�LO�FKPROBOiP�?BPQ�FKQBOBPQ� HEE:M>K:E��IKHI>KMR
IE>=@>=�?HK�MA>�K>I:RF>GM�H?�:�EH:G��BL�:�@HH=�P:R�MH�K>=N<>�FHK:E�A:S:K=��"LOOLTBOP
ALKiQ�Q>HB�HFKAIV�QL�ILPFKD�P>V�QEBFO�ELJBP��!IPL�QEB�JLOB�BNRFQV�QEBV�E>SBfFK

�� #I>RPBP�FK�IL>K�@LKQO>@QP�QE>Q
OBPQOF@Q�QEB�RPBP�QL�TEF@E
?LOOLTBA�CRKAP�@>K�?B�MRQ�>KA
LQEBOTFPB�AFOB@Q�?LOOLTBO
?BE>SFLO�
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http://www.toolkit.cch.com/text/P06_7100.asp
http://www.answers.com/topic/skin-in-the-game


QEBFO�ELJB�LO�?RPFKBPP�LO�FKSBPQJBKQ�MLOQCLIFLfQEB�E>OABO�QEBV�TFII�CFDEQ�QL�HBBM
COLJ�ILPFKD�FQ��3LJB�TFII�PQFII�ABC>RIQ�?RQ�KLQ�MROMLPBIV��)K�LQEBO�TLOAP�QEB�EFDEBO
LKBiP�KBQ�TLOQE�	J>OHBQ�S>IRB�LC�>PPBQP�JFKRP�J>OHBQ�S>IRB�LC�IF>?FIFQFBP
�QEB�IBPP
IFHBIV�LKB�FP�QL�ABC>RIQ�TEF@E�@LRIA�QOFDDBO�?>KHORMQ@V�MOL@BBAFKDP�QE>Q�TLRIA
OBAR@B�LO�BSBK�TFMB�LRQ�QEB�?LOOLTBOiP�KBQ�TLOQE��4EFP�FP�TEV�?V�QEB�T>V�FQ�FP
PLJBQFJBP�>IIBDBA�QE>Q�VLR�E>SB�QL�E>SB�JLKBV�QL�?LOOLT�JLKBV��4E>Q�FPKiQ
IFQBO>IIV�QORB�LC�@LROPB��7E>Q�FP�QORB�FP�QE>Q�LTKFKD�>PPBQP�COBB�>KA�@IB>O�LC�AB?Q
J>HBP�FQ�JR@E�B>PFBO�QL�?LOOLT�

3FJFI>OIV�FKPROBOP�ILKD�>DL�IB>OKBA�QE>Q�QEBV�PELRIA�FKPROB�LKIV�>�M>OQ�LC�QEB�S>IRB
LC�>�PEFM�@>O�ELJB�LO�IFCB�1A:M�BL�PAR�MA>R�BGLBLM�HG�=>=N<MB;E>L�HK�<H�BGLNK:G<>��)C�VLR
TFII�ILPB�KLQEFKD�FC�VLR�QLQ>I�VLRO�@>O�VLR�JFDEQ�>QQBJMQ�QE>Q�I>QB�KFDEQ�QOFM�LK�F@V
OL>AP�LO�PFDK�RM�CLO�>�ABJLIFQFLK�ABO?V��)C�>K�>@@FABKQ�TFII�@LPQ�VLR�����
	ABAR@QF?IB
�LO����MBO@BKQ�LC�QEB�@LPQP�LC�QEB�A>J>DB�	@L�FKPRO>K@B
�VLR�TFII�QEFKH
QTF@B�LO�QEOF@B�?BCLOB�ALFKD�PLJBQEFKD�OFPHV�TFQE�VLRO�@>O�

7EBK�FQ�@LJBP�QL�OBAR@FKD�JLO>I�E>W>OA�CFK>K@F>I�FKQBOJBAF>OFBP�E>SB�>AS>KQ>DBP
LSBO�FKAFSFAR>IP�*HGBMHKBG@�BL�GHM�<A>:I�&G=>>=��><HGHFBLML�LHF>MBF>L�K>?>K�MH�BM�:L
Z<HLMER�LM:M>�O>KB?B<:MBHG�h�%@LKLJFBP�LC�P@>IB�DFSB�FKQBOJBAF>OFBP�>K�RMMBO�E>KA�
-LKFQLOFKD�FP�>IPL�KLQ�B>PV�PL�PMB@F>IFW>QFLK�>KA�BUMBOQFPB�>IPL�OBKABO�CFK>K@F>I
FKQBOJBAF>OFBP�JLOB�BCCF@FBKQ�QE>K�FKAFSFAR>IP�>Q�OBAR@FKD�JLO>I�E>W>OA��)C�KLQEFKD
BIPB�CFK>K@F>I�FKQBOJBAF>OFBP�@>K�>CCLOA�QL�EFOB�QEB�?BPQ�IBD>I�Q>IBKQ�QL�COFDEQBK�QEB
ABSFI�LRQ�LC�TLRIA�?B�P@>JJBOP��"LOOLTBOP�@>K�KL�ILKDBO�?B�FJMOFPLKBA�CLO
ABC>RIQFKD�?RQ�QEBV�@>K�DL�QL�MOFPLK�CLO�CO>RA��3Q>QRQBP�>D>FKPQ�CO>RA�>OB�LKB�T>V
QE>Q�QEB�DLSBOKJBKQ�EBIMP�QL�@ELM�>Q�QEB�PB@LKA�EB>A�LC�QEB�>PVJJBQOF@
FKCLOJ>QFLK�#BO?BORP�

&FK>K@F>I�FKQBOJBAF>OFBP�>IPL�E>SB�JLKFQLOFKD�>AS>KQ>DBP�LSBO�J>OHBQP�
"LKAELIABO�!�TFII�QOV�QL�COBB�OFAB�LK�"LKAELIABO�"�TEL�TFII�DI>AIV�IBQ�"LKAELIABO
#�PRCCBO�QEB�@LPQP�LC�PQ>QB�SBOFCF@>QFLK�>KA�>II�LC�QEBJ�ELMB�QE>Q�QEB�DLSBOKJBKQ
TFII�AL�QEB�AFOQV�TLOH��)K�QEB�BKA�KL?LAV�J>V�JLKFQLO�QEB�?LKA�FPPRBO�

KEY TAKEAWAYS

a -LO>I�E>W>OA�FP�MLPQ@LKQO>@QR>I�>PVJJBQOF@�FKCLOJ>QFLK�
a -LO>I�E>W>OA�@>K�?B�JFQFD>QBA�?V�JLKFQLOFKD�@LRKQBOM>OQFBP�>CQBO

@LKQO>@QFKD�
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8.5 Agency Problems

LEARNING OBJECTIVE

�� 7E>Q�>OB�>DBK@V�MOL?IBJP�>KA�ELT�@>K�QEBV�?B�JFQFD>QBA 

1A>�IKBG<BI:E�:@>GM�IKH;E>F�BL�:G�BFIHKM:GM�LN;<:M>@HKR�H?�FHK:E�A:S:K=�MA:M�BGOHEO>L
IHLM<HGMK:<MN:E�:LRFF>MKB<�BG?HKF:MBHG�H?�:�LI><B?B<�MRI>��)K�J>KV�K>V�JLPQ�FKPQ>K@BP
MOFK@FM>IP�	LTKBOP
�JRPQ�>MMLFKQ�>DBKQP�	BJMILVBBP
�QL�@LKAR@Q�PLJB�LO�>II�LC�QEBFO
?RPFKBPP�>CC>FOP�LK�QEBFO�?BE>IC��3QL@HELIABOP�FK�GLFKQ�PQL@H�@LOMLO>QFLKP�CLO
BU>JMIB�EFOB�MOLCBPPFLK>I�J>K>DBOP�QL�ORK�QEBFO�?RPFKBPPBP��4ELPB�J>K>DBOP�FK
QROK�EFOB�LQEBO�J>K>DBOP�TEL�FK�QROK�EFOB�PRMBOSFPLOP�TEL�QEBK�EFOB�BJMILVBBP
	ABMBKAFKD�LK�ELT�EFBO>O@EF@>I�QEB�@LJM>KV�FP
��4EB�MOFK@FM>I�>DBKQ�MOL?IBJ
>OFPBP�TEBK�>KV�LC�QELPB�>DBKQP�ALBP�KLQ�>@Q�FK�QEB�?BPQ�FKQBOBPQ�LC�QEB�MOFK@FM>I�CLO
BU>JMIB�TEBK�BJMILVBBP�>KA�LO�J>K>DBOP�PQB>I�PI>@H�LCC�>@Q�ORABIV�QLT>OA
@RPQLJBOP�LO�LQEBOTFPB�@EB>Q�QEB�@LJM>KViP�LTKBOP��)C�VLRiSB�BSBO�EBIA�>�GL?
VLRiSB�MOL?>?IV�?BBK�DRFIQV�LC�PR@E�>@QFSFQFBP�VLROPBIC��	7B�>AJFQ�TB�E>SB�?RQ�FQiP
?BPQ�KLQ�QL�DBQ�FKQL�QEB�ABQ>FIP�
�)C�VLRiSB�BSBO�?BBK�>�?LPP�LO�?BQQBO�VBQ�>K�LTKBO
VLRiSB�MOL?>?IV�?BBK�QEB�SF@QFJ�LC�>DBK@V�MOL?IBJP��	7OFDEQ�E>P�?BBK�LK�QEFP�BKA
QLL�IFHB�TEBK�EB�T>P�BFDEQ�VB>OP�LIA�>KA�EFP�?OLQEBO�QLIA�EFJ�QEBFO�IBJLK>AB�PQ>KA
E>A�OBSBKRBP�LC�LKIV�������TEBK�FK�C>@Q�FQ�?OLRDEQ�FK���������(BV�QE>Q�T>P�>�ILQ�LC
JLKBV�?>@H�QEBK�


#E>MQBO���&FK>K@F>I�3QOR@QROB�4O>KP>@QFLK�#LPQP�>KA�!PVJJBQOF@�)KCLOJ>QFLK

���



Stop and Think Box

!P�LKB�LC�QEB�>RQELOP�LC�QEFP�QBUQ?LLHEQQM���FAB>P�OBMB@�LOD�>�Q>C�>@?PCF�
S��V����F�M��������EQJI >KA�J>KV�LQEBOP�E>SB�MLFKQBA�LRQ�FKSBPQJBKQ�?>KHP
LCQBK�RKABOMOF@B�PQL@H�FKFQF>I�MR?IF@�LCCBOFKDP�	)0/P
��)K�LQEBO�TLOAP�QEBV�LCCBO
QEB�PE>OBP�LC�B>OIV�PQ>DB�@LJM>KFBP�QE>Q�AB@FAB�QL�DL�MR?IF@�CLO�QLL�IFQQIB
JLKBV�>P�BSFABK@BA�?V�QEB�I>ODB�CFOPQ�A>V�gMLMPh�LO�g?RJMPh�FK�QEB�PQL@H�MOF@B
FK�QEB�>CQBOJ>OHBQ�	QEB�PB@LKA>OV�J>OHBQ
��0OF@FKD�QEB�PE>OBP�LC�>�KBT
@LJM>KV�FP�QOF@HV�?RPFKBPP�?RQ�QEB�RKABOMOF@FKD�T>P�QLL�MOBS>IBKQ�QL�E>SB
?BBK�ELKBPQ�BOOLOP�TEF@E�LKB�TLRIA�QEFKH�TLRIA�?B�QLL�EFDE�>?LRQ�E>IC�LC�QEB
QFJB�>KA�QLL�ILT�QEB�LQEBO�E>IC��!II�PLOQP�LC�OB>PLKP�TBOB�MOLCCBOBA�CLO�QEB
PVPQBJ>QF@�RKABOMOF@FKD�FK@IRAFKD�QEB�C>@Q�QE>Q�J>KV�PE>OBP�@LRIA�KLQ�?B
gCIFMMBAh�LO�OBPLIA�CLO�PLJB�TBBHP�LO�JLKQEP�>CQBO�QEB�)0/��5MLK�FKSBPQFD>QFLK
ELTBSBO�>�J>GLO�@>RPB�LC�RKABOMOF@FKD�QROKBA�LRQ�QL�?B�>�@LKCIF@Q�LC�FKQBOBPQ
@>IIBA�PMFKKFKD��F?>KHP�LCQBK�MROMLPBIV�RKABOMOF@BA�)0/P�PL�QE>Q�QEBOB�TLRIA
?B�BU@BPP�ABJ>KA�PL�QE>Q�FKSBPQLOP�TLRIA�ABJ>KA�>�I>ODBO�NR>KQFQV�LC�PE>OBP
QE>K�TBOB�?BFKD�LCCBOBA��7EBKBSBO�QE>Q�L@@ROP�PE>OBP�JRPQ�?B�O>QFLKBA�?V
KLKMOF@B�JB@E>KFPJP��4EB�F?>KHP�@LRIA�QEBK�ALIB�LRQ�QEB�ELQ�PE>OBP�QL�COFBKAP
LO�C>JFIV�>KA�FK�OBQROK�CLO�CRQROB�?RPFKBPP�QEB�BUB@RQFSBP�LC�LQEBO�@LJM>KFBP�
7EL�ALBP�PMFKKFKD�EROQ �(BIM �"B�>P�PMB@FCF@�>P�MLPPF?IB�

3MFKKFKD�EROQP�QEB�LTKBOP�LC�QEB�@LJM>KV�DLFKD�MR?IF@�?B@>RPB�QEBV�AL�KLQ
OB@BFSB�>P�JR@E�COLJ�QEB�)0/�>P�QEBV�@LRIA�E>SB�FC�QEB�PE>OBP�TBOB�MOF@BA
@ILPBO�QL�QEB�J>OHBQ�O>QB��)Q�J>V�>IPL�EROQ�FKSBPQLOP�FK�QEB�@LJM>KFBP�TELPB
BUB@RQFSBP�OB@BFSBA�QEB�RKABOMOF@BA�PE>OBP�TEL�FK�OB@FMOL@>QFLK�CLO�QEB�ELQ
PE>OBP�JFDEQ�KLQ�RPB�QEB�?BPQ�F?>KH�TEBK�QEBFO�@LJM>KFBP�I>QBO�FPPRB�?LKAP�LO
PQL@H�LO�>QQBJMQ�>�JBODBO�LO�>@NRFPFQFLK��3MFKKFKD�EBIMP�QEB�F?>KH�?V�DFSFKD�FQ
>�QLLI�QL�>@NRFOB�JLOB�?RPFKBPP��)Q�>IPL�>FAP�TELBSBO�DBQP�QEB�RKABOMOF@BA
PE>OBP�

*HGBMHKBG@�A>EIL�MH�FBMB@:M>�MA>�IKBG<BI:E�:@>GM�IKH;E>F��4E>QiP�TE>Q�PRMBOSFPLOP
@>JBO>P�>KA�@LOMLO>QB�PKFQ@EBP�>OB�CLO��GHMA>K��H?M>G�FHK>�IHP>K?NE�P:R�H?�K>=N<BG@
:@>G<R�IKH;E>FL�BL�MH�MKR�MH�:EB@G�MA>�BG<>GMBO>L�H?�>FIEHR>>L�PBMA�MAHL>�H?�HPG>KL�;R�I:RBG@
efficiency wages� ��<HFFBLLBHGL��;HGNL>L��LMH<D�HIMBHGL��:G=�MA>�EBD>��#>RQFLK�FP�QEB
T>Q@ETLOA�EBOB�QELRDE�?B@>RPB�MBLMIB�TFII�ALIK><BL>ERTE>Q�QEBV�E>SB�FK@BKQFSB
QL�AL��&>FIROB�QL�OB@LDKFWB�QE>Q�>MM>OBKQIV�RKFSBOP>I�ERJ>K�QO>FQ�E>P�E>A�>ASBOPB
@LKPBNRBK@BP�CLO�PLJB�LOD>KFW>QFLKP�>�MLFKQ�J>AB�FK�?RPFKBPP�P@ELLIP�QEOLRDE
B>PFIV�RKABOPQLLA�@>PB�PQLOFBP��)K�LKB�PQLOV�>�J>GLO�F@B�@OB>J�OBQ>FIBO�AB@FABA�QL
EBIM�LRQ�FQP�BJMILVBBP�?V�>IILTFKD�QEBJ�QL�@LKPRJB�COBB�LC�@E>ODB�>KV�JFPQ>HBP
QEBV�JFDEQ�J>HB�FK�QEB�@LROPB�LC�PBOSFKD�@RPQLJBOP�4A:M�P:L�F>:GM�MH�;>�:G

�� 7>DBP�EFDEBO�QE>K�QEB
BNRFIF?OFRJ�LO�J>OHBQ�@IB>OFKD
O>QB��%JMILVBOP�LCCBO�QEBJ�QL
OBAR@B�>DBK@V�MOL?IBJP
ELMFKD�BJMILVBBP�TFII�S>IRB
QEBFO�GL?P�PL�JR@E�QEBV�TFII�QOV
QL�MIB>PB�LTKBOP�?V�?BE>SFKD
FK�QEB�LTKBOPi�FKQBOBPQ�
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http://ideas.repec.org/a/taf/acbsfi/v12y2002i3p419-437.html
http://ideas.repec.org/a/taf/acbsfi/v12y2002i3p419-437.html
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P:BLMEBG>L�;NE@>=�:G=�IKH?BML�LAK:GD�;><:NL>�ANG@KR�>FIEHR>>L�?HNG=�BM�>:LR�MH�F:D>
=>EB<BHNL�?KHS>G�FBLM:D>L��	g/E�VLR�P>FA�@EL@LI>QB��)�QELRDEQ�VLR�P>FAFRC>SLOFQB
CI>SLO�JFKQ�@EL@LI>QB�@EFM��%U@RPB�JB�?B@>RPB�)�>J�KLT�LK�?OB>H�h


&G�:GHMA>K�LMHKR��:�=>;M�<HEE><MBHG�:@>G<R�K>=N<>=�BML�>??B<B>G<R�:G=�IKH?BM:;BEBMR�;R�:@K>>BG@
MH�:�<A:G@>�BG�MA>�P:R�MA:M�BM�<HFI>GL:M>=�BML�<HEE><MHKL��)KFQF>IIV�@LIIB@QLOP�OB@BFSBA
?LKRPBP�?>PBA�LK�QEB�ALII>OP�@LIIB@QBA�AFSFABA�?V�QEB�ALII>OP�>PPFDKBA�QL�?B
@LIIB@QBA��3L�CLO�BU>JMIB�>�@LIIB@QLO�TEL�?OLRDEQ�FK���������LC�QEB����JFIIFLK�ARB
LK�EFP�>@@LRKQP�TLRIA�OB@BFSB�>�?FDDBO�?LKRP�QE>K�>�@LIIB@QLO�TEL�@LIIB@QBA�LKIV
��������LC�QEB�P>JB�ABKLJFK>QLO�	�������������������������������
��#LIIB@QLOP
@LJMI>FKBA�ELTBSBO�QE>Q�FQ�T>P�KLQ�C>FO�QL�QEBJ�FC�LKB�LO�JLOB�LC�QEBFO�>@@LRKQP
TBKQ�?>KHORMQ�OBKABOFKD�@LIIB@QFLK�FJMLPPF?IB��4EB�J>K>DBOP�LC�QEB�@LIIB@QFLK
>DBK@V�>DOBBA�>KA�?BD>K�QL�ABAR@Q�QEB�S>IRB�LC�?>KHORMQ�>@@LRKQP�COLJ�QEB
@LIIB@QLOPi�ABKLJFK>QLOP��5KABO�QEB�KBT�FK@BKQFSB�P@EBJB�>�@LIIB@QLO�TEL�?OLRDEQ
FK���������TLRIA�OB@BFSB�>�?FDDBO�?LKRP�QE>K�EFP�@LIIB>DRB�FC�P>V���������LC�EFP
>@@LRKQP�@I>FJBA�?>KHORMQ@V�	����;�����e����������<������TEF@E�FP�������������
���
��3LLK�QEB�@LIIB@QLOP�QO>KPCLOJBA�QEBJPBISBP�FKQL�?>KHORMQ@V�@LRKPBILOP��4EB
KBT�P@EBJB�FK>ASBOQBKQIV�@OB>QBA�>�MBOSBOPB�FK@BKQFSB�QE>Q�FP�LKB�AF>JBQOF@>IIV
LMMLPBA�QL�QEB�@LIIB@QFLK�>DBK@ViP�FKQBOBPQ�TEF@E�T>P�QL�@LIIB@Q�>P�J>KV�ALII>OP�>P
MLPPF?IB�KLQ�QL�EBIM�AB?QLOP�CFIB�CLO�?>KHORMQ@V�

)K�>�@LJMBQFQFSB�J>OHBQ�MOBPPROB�COLJ�@LJMBQFQLOP�>KA�QEB�FK@BKQFSBP�LC�J>K>DBOP
TLRIA�PLLK�OB@QFCV�PR@E�JFPE>MP��"RQ�TEBK�QEB�FK@BKQFSB�PQOR@QROB�LC�J>K>DBJBKQ
FP�LRQ�LC�HFIQBO�?FDDBO�>KA�ABBMBO�MOL?IBJP�LCQBK�>MMB>O��7EBK�J>K>DBOP�>OB�M>FA
TFQE�PQL@H�LMQFLKP�CLO�FKPQ>K@B�QEBV�>OB�DFSBK�>K�FK@BKQFSB�QL�FK@OB>PB�PQL@H
MOF@BP�TEF@E�QEBV�>IJLPQ�FKS>OF>?IV�AL�PLJBQFJBP�?V�J>HFKD�QEBFO�@LJM>KFBPi
JLOB�BCCF@FBKQ�?RQ�PLJBQFJBP�>P�FKSBPQLOP�FK�QEB�5�3��PQL@H�J>OHBQ�FK�QEB�I>QB�����P
IB>OKBA�QEOLRDE�>@@LRKQFKD�IBDBOABJ>FK�1A>K>?HK>��<HKIHK:M>�@HO>KG:G<>�EHHFL�E:K@>
:G=�K>JNBK>L�<HGLM:GM�:MM>GMBHG�?KHF�LA:K>AHE=>KL��;NLBG>LL�<HGLNEMBG@�?BKFL��:G=
@HO>KGF>GM�K>@NE:MHKL�

��?K>>�KB=>K�IKH;E>F��AHP>O>K��F:D>L�BM�=B??B<NEM�MH�<HHK=BG:M>�MA>�FHGBMHKBG@�:<MBOBMB>L�MA:M
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Bank Management

CHAPTER OBJECTIVES

"V�QEB�BKA�LC�QEFP�@E>MQBO�PQRABKQP�PELRIA�?B�>?IB�QL�

�� %UMI>FK�TE>Q�>�?>I>K@B�PEBBQ�>KA�>�4�>@@LRKQ�>OB�
�� %UMI>FK�TE>Q�?>KHP�AL�FK�CFSB�TLOAP�>KA�>IPL�>Q�IBKDQE�
�� $BP@OF?B�ELT�?>KHBOP�J>K>DB�QEBFO�?>KHPi�?>I>K@B�PEBBQP�
�� %UMI>FK�TEV�OBDRI>QLOP�J>KA>QB�JFKFJRJ�OBPBOSB�>KA�@>MFQ>I�O>QFLP�
�� $BP@OF?B�ELT�?>KHBOP�J>K>DB�@OBAFQ�OFPH�
�� $BP@OF?B�ELT�?>KHBOP�J>K>DB�FKQBOBPQ�O>QB�OFPH�
�� $BP@OF?B�LCC�?>I>K@B�PEBBQ�>@QFSFQFBP�>KA�BUMI>FK�QEBFO�FJMLOQ>K@B�

���
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9.3 Bank Management Principles

LEARNING OBJECTIVE
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Stop and Think Box
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Flower City Bank Balance Sheet June 31, 2009 (Thousands USD)
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9.4 Credit Risk

LEARNING OBJECTIVE
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J>V�PLRKA�@ORBI�QL�VLR�?RQ�FQ�FPKiQ��)K�QEB�MOL@BPP�LC�MOLQB@QFKD�FQP�MOLCFQP�QEB
FKPRO>K@B�@LJM>KV�FP�>IPL�MOLQB@QFKD�FQP�MLIF@VELIABOP�
�)K�LQEBO�PFQR>QFLKP�QEB
FKQBOJBAF>OV�JFDEQ�KLQ�@>Q@E�>�C>IPBELLA�FK�>K�>MMIF@>QFLK�RKQFI�FQ�FP�QLL�I>QB�PL�FQ
>IPL�SBOFCFBP�FJMLOQ>KQ�FKCLOJ>QFLK�?V�@>IIFKD�BJMILVBOP�	)P�*LEK�$LB�OB>IIV�QEB
3RMOBJB�#LJJ>KABO�LC�89:�#LOMLO>QFLK 
�@LKAR@QFKD�JBAF@>I�BU>JFK>QFLKP�	)P
*>KB�3JFQE�OB>IIV�FK�MBOCB@Q�EB>IQE�ABPMFQB�?BFKD��������Q>II�>KA�TBFDEFKD����
MLRKAP 
�EFOFKD�>MMO>FPBOP�	)P�>�LKB�?BAOLLJ�E>IC�?>QE�ELRPB�LK�QEB�TOLKD�PFAB�LC
QEB�QO>@HP�OB>IIV�TLOQE������JFIIFLK 
�>KA�PL�CLOQE��&FK>K@F>I�FKQBOJBAF>OFBP�@>K
>IPL�?RV�@OBAFQ�OBMLOQP�COLJ�QEFOA�M>OQV�OBMLOQ�MOLSFABOP�IFHB�%NRFC>U�%UMBOF>K�LO
4O>KP�5KFLK��3FJFI>OIV�FKPRO>K@B�@LJM>KFBP�OBDRI>OIV�PE>OB�FKCLOJ>QFLK�TFQE�B>@E
LQEBO�PL�QE>Q�OFPHV�>MMIF@>KQP�@>KiQ�Q>HB�>AS>KQ>DB�LC�QEBJ�B>PFIV�

1H�A>EI�BFIKHO>�MA>BK�L<K>>GBG@�:<NF>G��F:GR�?BG:G<B:E�BGM>KF>=B:KB>L�LI><B:EBS>��"V
J>HFKD�IL>KP�QL�LKIV�LKB�LO�>�CBT�QVMBP�LC�?LOOLTBOP�?V�FKPROFKD�>RQLJL?FIBP�FK�>

#E>MQBO���">KH�->K>DBJBKQ

���
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9.5 Interest-Rate Risk

LEARNING OBJECTIVE
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Stop and Think Box
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?>KHBOP�QL�Q>HB�LK�>AABA�OFPHP�FK@IRAFKD�OFPHP�FK�QEB�ABOFS>QFSBP�J>OHBQP��!�CBT
OBPQLOBA�QEBFO�?>KHP�QL�MOLCFQ>?FIFQV�?RQ�LQEBOP�ABPQOLVBA�>II�LC�QEBFO�?>KHiP
@>MFQ>I�>KA�QEBK�PLJB�

,?�<HNKL>��B?�MA>�O:EN>�H?�BML�KBLD�L>GLBMBO>�:LL>ML�>Q<>>=>=�MA:M�H?�BML�EB:;BEBMB>L��MA>�;:GD
PHNE=�IKH?BM�?KHF�BGM>K>LM�K:M>�BG<K>:L>L��)Q�TLRIA�PRCCBO�QELRDE�FC�FKQBOBPQ�O>QBP
AB@OB>PBA��)J>DFKB�3LJB�">KH�E>P�����?FIIFLK�FK�FKQBOBPQ�O>QB�PBKPFQFSB�>PPBQP�>Q��
MBO@BKQ�>KA�LKIV����?FIIFLK�FK�FKQBOBPQ�O>QB�PBKPFQFSB�IF>?FIFQFBP�>Q���MBO@BKQ��)Q�FP
B>OKFKD����m�����������?FIIFLK�TEFIB�M>VFKD���m������������?FIIFLK��)C�FKQBOBPQ�O>QBP
AB@OB>PBA�FQ�JFDEQ�B>OK�LKIV����m�����������?FIIFLK�TEFIB�M>VFKD���m������������?FIIFLK�
QERP�@BQBOFP�M>OF?RP�FQP�DOLPP�MOLCFQP�TLRIA�AB@IFKB�COLJ����l������������?FIIFLK�QL����l
�����������?FIIFLK�>�ILPP�LC������?FIIFLK��-LOB�CLOJ>IIV�QEFP�QVMB�LC�@>I@RI>QFLK�@>IIBA
?>PF@�D>M�>K>IVPFP�FP

TEBOB�

#� ��@E>KDBP�FK�MOLCFQ>?FIFQV

!O���OFPH�PBKPFQFSB�>PPBQP

,O���OFPH�PBKPFQFSB�IF>?FIFQFBP

B��@E>KDB�FK�FKQBOBPQ�O>QBP
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3L�OBQROKFKD�QL�LRO�CFOPQ�BU>JMIB

>KA�QEB�BU>JMIB�>?LSB

#LJMIBQB�QEB�BUBO@FPB�QL�DBQ�@LJCLOQ>?IB�@LKAR@QFKD�?>PF@�D>M�>K>IVPFP�

EXERCISE

5PB�QEB�?>PF@�D>M�>K>IVPFP�CLOJRI>�QL�BPQFJ>QB�3LJB�">KHiP�ILPP�LO�D>FK
RKABO�QEB�CLIILTFKD�P@BK>OFLP�

Risk Sensitive
Assets (Millions

USD)

Risk Sensitive
Liabilities (Millions

USD)

Change in
Interest Rates

(%)

Answer: CP

(Millions
USD)
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��� ��� �� l���

��� ��� l�� ���

��� ��� �� ��

��� ��� l�� l��

��� ��� �� ���

��� ��� l�� l���

���� � � ��

� ���� � l��

.LT�Q>HB�>�ILLH�>Q&FDROB������">PF@�D>M�>K>IVPFP�J>QOFU��TEF@E�PRJJ>OFWBP�FK�>��
m���J>QOFU�TE>Q�E>MMBKP�QL�?>KH�MOLCFQP�TEBK�QEB�D>M�FP�MLPFQFSB�	!O���,O
�LO

�$�œ�� �	���� �1 �����
 �m�������� �1���� �m�������� �1�������C�J�M�M�J�P�O�

�$�œ�� �	���� �1 ���
 �1 �	�1�������
 �� �1���������C�J�M�M�J�P�O��
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KBD>QFSB�	!O���,O
�TEBK�FKQBOBPQ�O>QBP�C>II�LO�OFPB��">PF@>IIV;:GD>KL�P:GM�MH�A:O>�FHK>
BGM>K>LM�L>GLBMBO>�:LL>ML�MA:G�EB:;BEBMB>L�B?�MA>R�MABGD�MA:M�BGM>K>LM�K:M>L�:K>�EBD>ER�MH�KBL>�:G=
MA>R�P:GM�MH�A:O>�FHK>�BGM>K>LM�K:M>�L>GLBMBO>�EB:;BEBMB>L�MA:G�:LL>ML�B?�MA>R�MABGD�MA:M
BGM>K>LM�K:M>L�:K>�EBD>ER�MH�=><EBG>�

#B@NK>����:LB<�@:I�:G:ERLBL�F:MKBQ

/C�@LROPB�KLQ�>II�O>QB�PBKPFQFSB�IF>?FIFQFBP�>KA�>PPBQP�E>SB�QEB�P>JB�J>QROFQFBP�PL�QL
>PPBPP�QEBFO�FKQBOBPQ�O>QB�OFPH�BUMLPROB�?>KHBOP�RPR>IIV�BKD>DB�FK�JLOB
PLMEFPQF@>QBA�>K>IVPBP�IFHB�QEB�J>QROFQV�?R@HBQ�>MMOL>@E�PQ>KA>OAFWBA�D>M
>K>IVPFP�LO�ARO>QFLK�>K>IVPFP��$RO>QFLK�>IPL�HKLTK�>P�->@>RI>ViP�$RO>QFLK
JB>PROBP�QEB�>SBO>DB�IBKDQE�LC�>�PB@ROFQViP�PQOB>J�LC
M>VJBKQP�EQQM���TTT�OFPHDILPP>OV�@LJ�IFKH�ARO>QFLK=>KA=@LKSBUFQV�EQJ)K�QEFP
@LKQBUQ=NK:MBHG�BL�NL>=�MH�>LMBF:M>�MA>�L>GLBMBOBMR�H?�:�L><NKBMR\L�HK�:�IHKM?HEBH\L�F:KD>M
O:EN>�MH�BGM>K>LM�K:M>�<A:G@>LOB:�MABL�?HKFNE:�

��- ��MBO@BKQ>DB�@E>KDB�FK�J>OHBQ�S>IRB

�B ��@E>KDB�FK�FKQBOBPQ�	GHMAB@FJ>IFWBA�F�B��OBMOBPBKQ����>P���KLQ������!IPL�KLQB�QEB
KBD>QFSB�PFDK��4EB�PFDK�FP�KBD>QFSB�?B@>RPB�>P�TB�IB>OKBA�FK#E>MQBO����)KQBOBPQ
2>QBP��FKQBOBPQ�O>QBP�>KA�MOF@BP�>OB�FKSBOPBIV�OBI>QBA�


= ��ARO>QFLK�	VB>OP


3L�FC�FKQBOBPQ�O>QBP�FK@OB>PB���MBO@BKQ�>KA�QEB�>SBO>DB�ARO>QFLK�LC�>�?>KHiP�����
JFIIFLK�LC�>PPBQP�FP���VB>OP�QEB�S>IRB�LC�QELPB�>PPBQP�TFII�C>II�>MMOLUFJ>QBIV�l��m����
l���LO����JFIIFLK��)C�QEB�S>IRB�LC�QE>Q�?>KHiP�IF>?FIFQFBP�	BU@IRAFKD�BNRFQV
�FP����
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JFIIFLK�>KA�QEB�ARO>QFLK�FP�>IPL���VB>OP�QEB�S>IRB�LC�QEB�IF>?FIFQFBP�TFII�>IPL�C>II����m
�����������JFIIFLK�BCCB@QFSBIV�OBAR@FKD�QEB�?>KHiP�BNRFQV�	��l������
�����JFIIFLK��)C�QEB
ARO>QFLK�LC�QEB�?>KHiP�IF>?FIFQFBP�FP�LKIV���VB>O�QEBK�FQP�IF>?FIFQFBP�TFII�C>II�l��m�����l��
LO����m������������JFIIFLK�>KA�QEB�?>KH�TFII�PRCCBO�>K�BSBK�I>ODBO�ILPP�	��l������
�LC
�����JFIIFLK��)C�LK�QEB�LQEBO�E>KA�QEB�ARO>QFLK�LC�QEB�?>KHiP�IF>?FIFQFBP�FP����VB>OP
FQP�IF>?FIFQFBP�TFII�AB@OB>PB�l��m������l����LO�����JFIIFLK�>KA�QEB�?>KH�TFII�MOLCFQ�COLJ
QEB�FKQBOBPQ�O>QB�OFPB�

!�?>PF@�FKQBOBPQ�O>QB�OFPH�OBAR@QFLK�PQO>QBDV�TEBK�FKQBOBPQ�O>QBP�>OB�BUMB@QBA�QL�C>II
FP�QL�HBBM�QEB�ARO>QFLK�LC�IF>?FIFQFBP�PELOQ�>KA�QEB�ARO>QFLK�LC�>PPBQP�ILKD��4E>Q�T>V
QEB�?>KH�@LKQFKRBP�QL�B>OK�QEB�LIA�EFDEBO�O>QB�LK�FQP�>PPBQP�?RQ�?BKBCFQP�COLJ�QEB
KBT�ILTBO�O>QBP�LK�FQP�ABMLPFQP�#$P�>KA�LQEBO�IF>?FIFQFBP��L�GHM>=�:;HO>��;HKKHPBG@
LAHKM�:G=�E>G=BG@�EHG@�BL�L><HG=�G:MNK>�?HK�;:GDL��PAB<A�M>G=�MH�MAKBO>�PA>G�BGM>K>LM�K:M>L
@H�=HPG��7EBK�FKQBOBPQ�O>QBP�FK@OB>PB�?>KHP�TLRIA�IFHB�QL�HBBM�QEB�ARO>QFLK�LC
>PPBQP�PELOQ�>KA�QEB�ARO>QFLK�LC�IF>?FIFQFBP�ILKD��4E>Q�T>V�QEB�?>KH�B>OKP�QEB�KBT
EFDEBO�O>QB�LK�FQP�>PPBQP�>KA�HBBMP�FQP�IF>?FIFQFBP�IL@HBA�FK�>Q�QEB�LIABO�ILTBO�O>QBP�
�NM�;:GDL�<:G�HGER�@H�LH�?:K�BG�MABL�=BK><MBHG�;><:NL>�BM�KNGL�:@:BGLM�MA>BK�G:MNK>��CBT
MBLMIB�T>KQ�QL�?LOOLT�FC�QEB�IL>KP�>OB�@>II>?IB�>KA�CBTBO�PQFII�T>KQ�ILKD�QBOJ
@EB@H>?IB�ABMLPFQP�

KEY TAKEAWAYS

a )KQBOBPQ�O>QB�OFPH�FP�QEB�@E>K@B�QE>Q�FKQBOBPQ�O>QBP�J>V�FK@OB>PB
AB@OB>PFKD�QEB�S>IRB�LC�?>KH�>PPBQP�

a ">KHBOP�J>K>DB�FKQBOBPQ�O>QB�OFPH�?V�MBOCLOJFKD�>K>IVPBP�IFHB�?>PF@�D>M
>K>IVPFP�TEF@E�@LJM>OBP�>�?>KHiP�FKQBOBPQ�O>QB�OFPH�PBKPFQFSB�>PPBQP�>KA
IF>?FIFQFBP�>KA�ARO>QFLK�>K>IVPFP�TEF@E�>@@LRKQP�CLO�QEB�C>@Q�QE>Q�?>KH
>PPBQP�>KA�IF>?FIFQFBP�E>SB�AFCCBOBKQ�J>QROFQFBP�

a 3R@E�>K>IVPBP�@LJ?FKBA�TFQE�FKQBOBPQ�O>QB�MOBAF@QFLKP�QBII�?>KHBOP
TEBK�QL�FK@OB>PB�LO�AB@OB>PB�QEBFO�O>QB�PBKPFQFSB�>PPBQP�LO�IF>?FIFQFBP�>KA
TEBQEBO�QL�PELOQBK�LO�IBKDQEBK�QEB�ARO>QFLK�LC�QEBFO�>PPBQP�LO�IF>?FIFQFBP�

a ">KHBOP�@>K�>IPL�EBADB�>D>FKPQ�FKQBOBPQ�O>QB�OFPH�?V�QO>AFKD�ABOFS>QFSBP
IFHB�PT>MP�>KA�CRQROBP�>KA�BKD>DFKD�FK�LQEBO�LCC�?>I>K@B�PEBBQ
>@QFSFQFBP�

#E>MQBO���">KH�->K>DBJBKQ
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9.6 Off the Balance Sheet

LEARNING OBJECTIVE

�� 7E>Q�>OB�LCC�?>I>K@B�PEBBQ�>@QFSFQFBP�>KA�TEV�AL�?>KHBOP�BKD>DB�FK
QEBJ 

1H�IKHM><M�MA>FL>EO>L�:@:BGLM�BGM>K>LM�K:M>�BG<K>:L>L��;:GDL�@H�H??�KH:=��>G@:@BG@�BG
:<MBOBMB>L�MA:M�=H�GHM�:II>:K�HG�MA>BK�;:E:G<>�LA>>ML�4EFP�FP�KLQ�QL�P>V�QE>Q�QEBPB
>@QFSFQFBP�>OB�KLQ�>@@LRKQBA�CLO��)Q�FPKiQ�FIIBD>I�LO�BSBK�PIFJV��4EBPB�>@QFSFQFBP�TFII
>MMB>O�LK�OBSBKRB�PQ>QBJBKQP�@>PE�CILT�>K>IVPBP�BQ@��4EBV�AL�KLQ�ELTBSBO
>MMB>O�LK�QEB�?>I>K@B�PEBBQ�LK�QEB�IFPQ�LC�QEB�?>KHiP�>PPBQP�>KA�IF>?FIFQFBP��:GDL
<A:K@>�<NLMHF>KL�:EE�LHKML�H?�?>>L��:G=�GHM�CNLM�MA>�EBMME>�HG>L�MA:M�MA>R�LHF>MBF>L�LE:I�HG
K>M:BE�<A><DBG@�=>IHLBMHKL��4EBV�>IPL�@E>ODB�CBBP�CLO�IL>K�DR>O>KQBBP�?>@HRM�IFKBP�LC
@OBAFQ�>KA�CLOBFDK�BU@E>KDB�QO>KP>@QFLKP��">KHP�>IPL�KLT�PBII�PLJB�LC�QEBFO�IL>KP
QL�FKSBPQLOP��">KHP�RPR>IIV�J>HB�>?LRQ�����MBO@BKQ�TEBK�QEBV�PBII�>�IL>K�TEF@E�@>K
?B�QELRDEQ�LC�>P�QEBFO�CBB�CLO�LOFDFK>QFKD�QEB�IL>K�CLO�FK�LQEBO�TLOAP�CFKAFKD�>KA
P@OBBKFKD�QEB�?LOOLTBO��3L�CLO�BU>JMIB�>�?>KH�JFDEQ�AFP@LRKQ�QEB���������KLQB�LC
89:�#LOM��CLO���VB>O�>Q���MBO@BKQ��7B�HKLT�COLJ�QEB�MOBPBKQ�S>IRB�CLOJRI>�QE>Q�LK
QEB�A>V�FQ�FP�J>AB�P>FA�IL>K�FP�TLOQE�06���&6�	���B
����������������������������4EB
?>KH�JFDEQ�PBII�FQ�CLO���������������������������>KA�ML@HBQ�QEB�AFCCBOBK@B��3R@E
>@QFSFQFBP�>OB�KLQ�TFQELRQ�OFPHP�ELTBSBO��,L>K�DR>O>KQBBP�@>K�?B@LJB�SBOV�@LPQIV�FC
QEB�DR>O>KQBBA�M>OQV�ABC>RIQP��3FJFI>OIV�?>KHP�LCQBK�PBII�IL>KP�TFQE�>�DR>O>KQBB�LO
PQFMRI>QFLK�QE>Q�QEBV�TFII�?RV�QEBJ�?>@H�FC�QEB�?LOOLTBO�ABC>RIQP��	)C�QEBV�AFAKiQ�AL
PL�>P�KLQBA�>?LSB�FKSBPQLOP�TLRIA�KLQ�M>V�JR@E�CLO�QEBJ�?B@>RPB�QEBV�TLRIA�CB>O
>ASBOPB�PBIB@QFLK�QE>Q�FP�QEB�?>KH�M>TKFKD�LCC�QEBFO�TLOPB�IL>KP�LK�RKPRPMB@QFKD
QEFOA�M>OQFBP�
�!IQELRDE�IL>KP�>KA�CBBP�@>K�EBIM�HBBM�RM�?>KH�OBSBKRBP�>KA�MOLCFQP
FK�QEB�C>@B�LC�OFPFKD�FKQBOBPQ�O>QBP�QEBV�AL�KLQ�>?PLISB�QEB�?>KH�LC�QEB�KB@BPPFQV�LC
@>OBCRIIV�J>K>DFKD�FQP�@OBAFQ�OFPHP�

">KHP�	>KA�LQEBO�CFK>K@F>I�FKQBOJBAF>OFBP
�>IPL�Q>HB�LCC�?>I>K@B�PEBBQ�MLPFQFLKP�FK
ABOFS>QFSBP�J>OHBQP�FK@IRAFKD�CRQROBP�>KA�FKQBOBPQ�O>QB�PT>MP�1A>R�LHF>MBF>L�NL>
=>KBO:MBO>L�MH�A>=@>�MA>BK�KBLDL��MA:M�BL��MA>R�MKR�MH�>:KG�BG<HF>�LAHNE=�MA>�;:GD\L�F:BG
;NLBG>LL�LN??>K�:�=><EBG>�B?��L:R��BGM>K>LM�K:M>L�KBL>��&LO�BU>JMIB�?>KHBOP�PBII�CRQROBP
@LKQO>@QP�LK�5�3��4OB>PROFBP�>Q�QEB�#EF@>DL�"L>OA�LC�4O>AB��)C�FKQBOBPQ�O>QBP
FK@OB>PB�QEB�MOF@B�LC�?LKAP�TB�HKLT�TFII�AB@OB>PB��4EB�?>KH�@>K�QEBK�BCCB@QFSBIV
?RV�?LKAP�FK�QEB�LMBK�J>OHBQ�>Q�IBPP�QE>K�QEB�@LKQO>@Q�MOF@B�J>HB�DLLA�LK�QEB
@LKQO>@Q�>KA�ML@HBQ�QEB�AFCCBOBK@B�EBIMFKD�QL�LCCPBQ�QEB�A>J>DB�QEB�FKQBOBPQ�O>QB
FK@OB>PB�TFII�@>RPB�QEB�?>KHiP�?>I>K@B�PEBBQ�
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�:GD>KL�<:G�:ELH�A>=@>�MA>BK�;:GD\L�BGM>K>LM�K:M>�KBLD�;R�>G@:@BG@�BG�BGM>K>LM�K:M>�LP:IL��!
?>KH�JFDEQ�>DOBB�QL�M>V�>�CFK>K@B�@LJM>KV�>�CFUBA���MBO@BKQ�LK�>������JFIIFLK
KLQ>QFLK>I�MOFK@FMIB�	LO����JFIIFLK
�BSBOV�VB>O�CLO�QBK�VB>OP�FK�BU@E>KDB�CLO�QEB
CFK>K@B�@LJM>KViP�MOLJFPB�QL�M>V�QL�QEB�?>KH�>�J>OHBQ�O>QB�IFHB�QEB�CBABO>I�CRKAP
O>QB�LO�,LKALK�)KQBO?>KH�/CCBOFKD�2>QB�	,)"/2
�MIRP���MBO@BKQ��)C�QEB�J>OHBQ�O>QB
FK@OB>PBP�COLJ���MBO@BKQ�	TEF@E�FKFQF>IIV�TLRIA�BKQ>FI�>�T>PE�?B@>RPB���CFUBA����
,)"/2�MIRP���@LKQO>@QR>I
�QL���MBO@BKQ�QEB�CFK>K@B�@LJM>KV�TFII�M>V�QEB�KBQ�ARB�QL
QEB�?>KH�	����������l��������LK������JFIIFLK��
����JFIIFLK�TEF@E�QEB�?>KH�@>K�RPB�QL
@LSBO�QEB�A>J>DB�QL�FQP�?>I>K@B�PEBBQ�?OLRDEQ�>?LRQ�?V�QEB�EFDEBO�O>QBP��)C�FKQBOBPQ
O>QBP�I>QBO�C>II�QL���MBO@BKQ�QEB�?>KH�TFII�E>SB�QL�PQ>OQ�M>VFKD�QEB�CFK>K@B�@LJM>KV
	��l�;�����<������LK������JFIIFLK
����JFIIFLK�MBO�VB>O�?RQ�TFII�TBII�?B�>?IB�QL�>CCLOA�FQ�

�:GDL�:G=�HMA>K�?BG:G<B:E�BGM>KF>=B:KB>L�:ELH�LHF>MBF>L�LI><NE:M>�BG�=>KBO:MBO>L�:G=�MA>
?HK>B@G�>Q<A:G@>�F:KD>ML��AHIBG@�MH�F:D>�:�;B@�DBEEBG@��/C�@LROPB�TFQE�QEB�MLQBKQF>I�CLO
EFDE�OBQROKP�@LJBP�EFDE�IBSBIP�LC�OFPH��3BSBO>I�EL>OV�?>KHP�E>SB�DLKB�?>KHORMQ
?B@>RPB�QEBV�>PPRJBA�QLL�JR@E�LCC�?>I>K@B�PEBBQ�OFPH��)K�PLJB�@>PBP�QEB�C>FIROBP
TBOB�ARB�QL�QEB�MOFK@FM>I�>DBKQ�MOL?IBJ��OLDRB�QO>ABOP�?BQ�QEBFO�GL?P�>KA�QEBFO
?>KHP�>KA�ILPQ��)K�LQEBO�@>PBP�QO>ABOP�TBOB�JBOB�P@>MBDL>QP�FKPQOR@QBA�QL�?BE>SB
>P�QEBV�AFA�?V�QEB�?>KHiP�J>K>DBOP�LO�LTKBOP��)K�BFQEBO�@>PB�FQ�FP�AFCCF@RIQ�QL�E>SB
JR@E�PVJM>QEV�CLO�QEB�?>KHBOP�TEL�TBOB�BFQEBO�ABIF?BO>QB�OFPH�Q>HBOP�LO
FK@LJMBQBKQ��4EBOB�>OB�PLJB�SBOV�?>PF@�FKQBOK>I�@LKQOLIP�QE>Q�@>K�MOBSBKQ�QO>ABOP
COLJ�OFPHFKD�QLL�JR@E�LC�QEB�@>MFQ>I�LC�QEB�?>KHP�QEBV�QO>AB�CLO�>P�TBII�>P
QB@EKFNRBP�@>IIBA�S>IRB�>Q�OFPHEQQM���TTT�DILOF>JRKAF�LOD�>KA�PQOBPP
QBPQFKDEQQM���CFK>K@F>I�AF@QFLK>OV�QEBCOBBAF@QFLK>OV�@LJ�3QOBPP�4BPQFKDQE>Q�>IILT
?>KHBOP�QL�>PPBPP�QEBFO�?>KHiP�ABOFS>QFSB�OFPH�BUMLPROB�

KEY TAKEAWAYS

a /CC�?>I>K@B�PEBBQ�>@QFSFQFBP�IFHB�CBBP�IL>K�P>IBP�>KA�ABOFS>QFSBP�QO>AFKD
EBIM�?>KHP�QL�J>K>DB�QEBFO�FKQBOBPQ�O>QB�OFPH�?V�MOLSFAFKD�QEBJ�TFQE
FK@LJB�QE>Q�FP�KLQ�?>PBA�LK�>PPBQP�	>KA�EBK@B�FP�LCC�QEB�?>I>K@B�PEBBQ
�

a $BOFS>QFSBP�QO>AFKD�@>K�?B�RPBA�QL�EBADB�LO�OBAR@B�FKQBOBPQ�O>QB�OFPHP
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Chapter 10

Innovation and Structure in Banking and Finance

CHAPTER OBJECTIVES
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10.1 Early Financial Innovations
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Stop and Think Box
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10.2 Innovations Galore
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O>QB�MIRP�������LO���MBO@BKQ��4E>Q�T>V�TEBK�FKQBOBPQ�O>QBP�OFPB�QEB�?LOOLTBO�E>P
QL�M>V�JLOB�QL�QEB�?>KH�EBIMFKD�FQ�TFQE�FQP�D>M�MOL?IBJ��/C�@LROPB�TEBK�O>QBP
AB@OB>PB�QEB�?LOOLTBO�M>VP�IBPP�QL�QEB�?>KH��4EB�HBV�FP�QL�OB>IFWB�QE>Q�TFQE
>AGRPQ>?IB�O>QB�IL>KP�FKQBOBPQ�O>QB�OFPH�>P�TBII�>P�OBT>OA�C>IIP�LK�QEB�?LOOLTBO
O>QEBO�QE>K�QEB�?>KH��4L�FKAR@B�?LOOLTBOP�QL�Q>HB�LK�QE>Q�OFPH�?>KHP�JRPQ�LCCBO
QEBJ�>�JLOB�>QQO>@QFSB�	ILTBO
�FKQBOBPQ�O>QB�QE>K�LK�CFUBA�O>QB�JLOQD>DBP��&FUBA�

#E>MQBO����)KKLS>QFLK�>KA�3QOR@QROB�FK�">KHFKD�>KA�&FK>K@B

���



O>QB�JLOQD>DBP�OBJ>FK�MLMRI>O�ELTBSBO�?B@>RPB�J>KV�MBLMIB�ALKiQ�IFHB�QEB�OFPH
LC�MLPPF?IV�M>VFKD�EFDEBO�O>QBP�FK�QEB�CRQROB��&ROQEBOJLOB�FC�QEBFO�JLOQD>DBP
@LKQ>FK�KL�MOBM>VJBKQ�MBK>IQV�@I>RPB�	>KA�JLPQ�ALKiQ
�?LOOLTBOP�HKLT�QE>Q�QEBV
@>K�Q>HB�>AS>KQ>DB�LC�ILTBO�FKQBOBPQ�O>QBP�?V�OBCFK>K@FKDfDBQQFKD�>�KBT�IL>K�>Q�QEB
@ROOBKQ�ILTBO�O>QB�>KA�RPFKD�QEB�MOL@BBAP�QL�M>V�LCC�QEB�EFDEBO�O>QB�IL>K��$RB�QL
QEB�EFDE�QO>KP>@QFLK�@LPQP�	g@ILPFKD�@LPQPh�IFHB�IL>K�>MMIF@>QFLK�CBBP�>MMO>FP>I�@LPQP
QFQIB�FKPRO>K@B�>KA�PL�CLOQE
�>PPL@F>QBA�TFQE�ELJB�JLOQD>DB�OB�CFP�ELTBSBO
FKQBOBPQ�O>QBP�JRPQ�AB@IFKB�JLOB�QE>K�>�IFQQIB�?FQ�?BCLOB�FQ�FP�TLOQETEFIB�QL�AL
LKB�EQQM���TTT�?>KHO>QB�@LJ�?OJ�@>I@=SJI�OBCF�OBCF�>PM

Stop and Think Box

)K�QEB�����P�>KA�����P�IFCB�FKPRO>K@B�@LJM>KFBP�PLRDEQ�OBDRI>QLOV�>MMOLS>I�CLO
>�KRJ?BO�LC�FKKLS>QFLKP�FK@IRAFKD�>AGRPQ>?IB�O>QB�MLIF@V�IL>KP�>KA�S>OF>?IB
>KKRFQFBP��7EV %BGM��0LIF@V�IL>KP�>OB�IL>KP�QE>Q�TELIB�IFCB�FKPRO>K@B
MLIF@VELIABOP�@>K�Q>HB�LRQ�>D>FKPQ�QEB�@>PE�S>IRB�LC�QEBFO�MLIF@FBP��-LPQ�MLIF@FBP
PQFMRI>QBA�>���LO���MBO@BKQ�CFUBA�O>QB��!KKRFQFBP�>KKR>I�M>VJBKQP�J>AB�AROFKD
QEB�IFCB�LC�QEB�>KKRFQ>KQ�TBOB�>IPL�QO>AFQFLK>IIV�CFUBA�

,FCB�FKPRO>K@B�@LJM>KFBP�IFHB�?>KHP�TBOB�>ASBOPBIV�>CCB@QBA�?V
AFPFKQBOJBAF>QFLK�AROFKD�QEB�'OB>Q�)KCI>QFLK��0LIF@VELIABOP�>PQRQBIV�?LOOLTBA
QEB�@>PE�S>IRBP�LC�QEBFO�IFCB�FKPRO>K@B�MLIF@FBP�>Q���LO���MBO@BKQ�QEBK�OB�IBKQ�QEB
JLKBV�>Q�QEB�DLFKD�J>OHBQ�O>QB�TEF@E�T>P�LCQBK�FK�QEB�ALR?IB�AFDFQP��"V
J>HFKD�QEB�MLIF@V�IL>KP�S>OF>?IB�IFCB�FKPROBOP�@LRIA�>AGRPQ�QEBJ�RMT>OA�TEBK
O>QBP�FK@OB>PBA�QL�IFJFQ�PR@E�>O?FQO>DB��3FJFI>OIV�CFUBA�>KKRFQFBP�TBOB�>
AFCCF@RIQ�PBII�AROFKD�QEB�'OB>Q�)KCI>QFLK�?B@>RPB�>KKRFQ>KQP�P>T�QEB�OB>I�S>IRB
	QEB�MRO@E>PFKD�MLTBO
�LC�QEBFO�>KKR>I�M>VJBKQP�AB@OB>PB�AO>J>QF@>IIV��"V
MOLJFPFKD�QL�M>V�>KKRFQ>KQP�JLOB�TEBK�FKQBOBPQ�O>QBP�>KA�FKCI>QFLK�TBOB�EFDE
S>OF>?IB�O>QB�>KKRFQFBP�EBIMBA�FKPROBOP�QL�>QQO>@Q�@RPQLJBOP�

#E>MQBO����)KKLS>QFLK�>KA�3QOR@QROB�FK�">KHFKD�>KA�&FK>K@B

�����)KKLS>QFLKP�'>ILOB ���

http://www.bankrate.com/brm/calc_vml/refi/refi.asp


KEY TAKEAWAYS

a "V�FK@OB>PFKD�J>@OLB@LKLJF@�FKPQ>?FIFQV�KLJFK>I�FKQBOBPQ�O>QBP�>KA
@LJMBQFQFLK�?BQTBBK�?>KHP�>KA�CFK>K@F>I�J>OHBQP�QEB�'OB>Q�)KCI>QFLK
CLO@BA�?>KHBOP�>KA�LQEBO�CFK>K@FBOP�QL�FKKLS>QB�

a ">KHBOP�FKKLS>QBA�?V�FKQOLAR@FKD�KBT�MOLAR@QP�IFHB�>AGRPQ>?IB�O>QB
JLOQD>DBP�>KA�PTBBM�>@@LRKQP��KBT�QB@EKFNRBP�IFHB�ABOFS>QFSBP�>KA
LQEBO�LCC�?>I>K@B�PEBBQ�>@QFSFQFBP��>KA�KBT�QB@EKLILDFBP�FK@IRAFKD
@OBAFQ�@>OA�M>VJBKQ�PVPQBJP�>KA�>RQLJ>QBA�>KA�LKIFKB�?>KHFKD
C>@FIFQFBP�

#E>MQBO����)KKLS>QFLK�>KA�3QOR@QROB�FK�">KHFKD�>KA�&FK>K@B

�����)KKLS>QFLKP�'>ILOB ���



10.3 Loophole Mining and Lobbying

LEARNING OBJECTIVE

�� 7E>Q�>OB�ILLMELIB�JFKFKD�>KA�IL??VFKD�>KA�TEV�>OB�QEBV�FJMLOQ>KQ 

 HFI>MBMBHG�?HK�IKH?BML�:ELH�=KBO>L�;:GD>KL�:G=�HMA>K�?BG:G<B>KL�MH�EHHD�?HK�K>@NE:MHKR
EHHIAHE>L��:�IKH<>LL�LHF>MBF>L�<:EE>=�EHHIAHE>�FBGBG@��,LLMELIB�JFKFKD�TLOHP�?BQQBO�FK
K>QFLKP�IFHB�QEB�5KFQBA�3Q>QBP�TFQE�>permissive regulatory system � O>QEBO�QE>K�>
OBPQOF@QFSB�LKB�LO�FK�LQEBO�TLOAP�FK�MI>@BP�TEBOB�>KVQEFKD�FP�>IILTBA�RKIBPP�FQ�FP
BUMIF@FQIV�CLO?FAABK�$LRD�!OKBO#BG:G<B:E�0M:;BEBMR��"<HGHFB<�$KHPMA��:G=�MA>�/HE>�H?
):P 	.BT�9LOH��#>J?OFADB�5KFSBOPFQV�0OBPP�����
�����$ROFKD�QEB�'OB>Q�)KCI>QFLK
?>KHP�@LRIA�KLQ�IBD>IIV�M>V�>KV�FKQBOBPQ�LK�@EB@HFKD�ABMLPFQP�LO�JLOB�QE>K�>?LRQ��
MBO@BKQ�LK�QFJB�ABMLPFQP�?LQE�C>O�IBPP�QE>K�DLFKD�J>OHBQ�O>QBP��">KHP�QOFBA�QL�IROB
ABMLPFQLOP�?V�DFSFKD�QEBJ�QL>PQBOP�>KA�LQEBO�DFCQP�>QQBJMQFKD�ABPMBO>QBIV�QL�PHFOQ
QEB�FKQBOBPQ�O>QB�@>MP�?V�PTBBQBKFKD�QEB�MLQ��&BT�ABMLPFQLOP�?FQ��->PPFSB
disintermediation � BKPRBA�?B@>RPB�ABMLPFQLOP�MRIIBA�QEBFO�JLKBV�LRQ�LC�?>KHP�QL
?RV�>PPBQP�QE>Q�@LRIA�MOLSFAB�>�J>OHBQ�O>QB�LC�OBQROK��&FK>K@FBOP�OBPMLKABA�?V
ABSBILMFKD�JLKBV�J>OHBQ�JRQR>I�CRKAP�	---&P
�TEF@E�LCCBOBA�@EB@HFKD
>@@LRKQeIFHB�IFNRFAFQV�TEFIB�M>VFKD�FKQBOBPQ�>Q�J>OHBQ�O>QBP�>KA�?V�FKSBPQFKD�FK
PELOQ�QBOJ�EFDE�DO>AB�>PPBQP�IFHB�4OB>PROV�"FIIP�>KA�!!!�O>QBA�@LOMLO>QB
@LJJBO@F>I�M>MBO��	4EB�DOLTQE�LC�---&P�FK�QROK�>FABA�QEB�DOLTQE�>KA
ABSBILMJBKQ�LC�QEB�@LJJBO@F>I�M>MBO�J>OHBQP�


�� !�PVPQBJ�QE>Q�>IILTP�CFK>K@FBOP
QL�BKD>DB�FK�>KV�>@QFSFQFBP�QEBV
TFPE�QE>Q�>OB�KLQ�BUMIF@FQIV
CLO?FAABK��)Q�FP�B>PFBO�CLO
CFK>K@F>I�FKKLS>QFLK�QE>K�>
OBPQOF@QFSB�OBDRI>QLOV�PVPQBJ�

�� 4EB�LMMLPFQB�LC
FKQBOJBAF>QFLK�TEBK�FKSBPQLOP
MRII�JLKBV�LRQ�LC�?>KHP�>KA
LQEBO�CFK>K@F>I�FKQBOJBAF>OFBP�

#E>MQBO����)KKLS>QFLK�>KA�3QOR@QROB�FK�">KHFKD�>KA�&FK>K@B

���



Stop and Think Box

4L�TLOH�>OLRKA�OBDRI>QFLKP�>D>FKPQ�FKQBOPQ>QB�?>KHFKD�PLJB�?>KHP
M>OQF@RI>OIV�FK�J>OHBQP�QE>Q�QO>KP@BKABA�PQ>QB�IFKBP�BPQ>?IFPEBA�PL�@>IIBA
KLK?>KH�?>KHP��"B@>RPB�QEB�I>T�ABCFKBA�?>KHP�>P�FKPQFQRQFLKP�QE>Q�g>@@BMQ
ABMLPFQP:G=J>HB�IL>KPh�?>KHP�PROJFPBA�@LOOB@QIV�QE>Q�QEBV�@LRIA�BPQ>?IFPE
AB�C>@QL�?O>K@EBP�QE>Q�AFA�LKB�CRK@QFLK�LO�QEB�LQEBO�?RQ�KLQ�?LQE��7E>Q�FP�QEFP
QVMB�LC�?BE>SFLO�@>IIBA�>KA�TEV�FP�FQ�FJMLOQ>KQ 

4EFP�FP�ILLMELIB�JFKFKD�IB>AFKD�QL�CFK>K@F>I�FKKLS>QFLK��5KCLOQRK>QBIV�QEFP
M>OQF@RI>O�FKKLS>QFLK�T>P�JR@E�IBPP�B@LKLJF@>IIV�BCCF@FBKQ�QE>K�BPQ>?IFPEFKD
OB>I�?O>K@EBP�TLRIA�E>SB�?BBK��4EB�?>KHP�QE>Q�@OB>QBA�KLK?>KH�?>KHP�IFHBIV
MOLCFQBA�?RQ�KLQ�>P�JR@E�>P�QEBV�TLRIA�E>SB�FC�QEBV�E>A�KLQ�E>A�QL�OBPLOQ�QL
PR@E�>�QB@EKF@>IFQV��-LOBLSBO�QEB�KLK?>KH�?>KHiP�@RPQLJBOP�TLRIA�E>SB�?BBK
IBPP�FK@LKSBKFBK@BA�

�:GD>KL�:ELH�NL>=�EHHIAHE>�FBGBG@�;R�<K>:MBG@�LH�<:EE>=�LP>>I�:<<HNGML��<A><DBG@�:<<HNGML
MA:M�P>K>�BGO>LM>=�>:<A�GB@AM�BG�HO>KGB@AM�EH:GL��4EB�FKQBOBPQ�B>OKBA�LK�QELPB�IL>KP�T>P
@OBAFQBA�QL�QEB�>@@LRKQ�QEB�KBUQ�JLOKFKD�>IILTFKD�?>KHP�QL�M>V�O>QBP�>?LSB�QEB
LCCF@F>I�ABMLPFQ�O>QB�@BFIFKDP��3TBBM�>@@LRKQP�>IPL�>IILTBA�?>KHP�QL�AL�QEB�BKA
>OLRKA�LK�OBPBOSB�OBNRFOBJBKQP�IBD>I�JFKFJRJP�LC�@>PE�>KA�&BABO>I�2BPBOSB
ABMLPFQP��2B@>II�QE>Q�?>KHP�B>OK�KL�FKQBOBPQ�LK�OBPBOSBP�PL�QEBV�LCQBK�TFPE�QE>Q
QEBV�@LRIA�ELIA�CBTBO�OBPBOSBP�QE>K�OBDRI>QLOP�OBNRFOB�M>OQF@RI>OIV�TEBK�FKQBOBPQ
O>QBP�>OB�EFDE��R�NLBG@�<HFINM>KL�MH�LP>>I�<A><DBG@�:<<HNGML�:M�MA>�<EHL>�H?�;NLBG>LL�>:<A
=:R��;:GDL�K>=N<>=�MA>BK�=>�CNK>�=>IHLBML�:G=�MANL�MA>BK�K>L>KO>�K>JNBK>F>GML�MH�MA>�IHBGM
MA:M�K>L>KO>�K>@NE:MBHGL�MH=:R�:K>�E:K@>ER�FHHM��:�IHBGM�MH�PAB<A�P>�LA:EE�K>MNKG�

">KH�ELIAFKD�@LJM>KFBP�	"(#P
�M>OBKQ�@LJM>KFBP�QE>Q�LTK�JRIQFMIB�?>KHP�>KA
?>KHFKD�OBI>QBA�PBOSF@B�@LJM>KFBP�LCCBOBA�?>KHBOP�>KLQEBO�T>V�QL�RPB�ILLMELIB
JFKFKD�?B@>RPB�OBDRI>QFLK�LC�"(#P�T>P�CLO�>�ILKD�QFJB�JLOB�IF?BO>I�QE>K�RKFQ�?>KH
OBDRI>QFLK��)K�M>OQF@RI>O�"(#P�@LRIA�@FO@RJSBKQ�OBPQOF@QFSB�?O>K@EFKD�OBDRI>QFLKP
>KA�B>OK�BUQO>�MOLCFQP�?V�MOLSFAFKD�FKSBPQJBKQ�>ASF@B�A>Q>�MOL@BPPFKD�>KA�@OBAFQ
@>OA�PBOSF@BP��4LA>V�?>KH�ELIAFKD�@LJM>KFBP�LTK�>IJLPQ�>II�LC�QEB�?FD�5�3��?>KHP�
*�0��-LOD>K�#E>PB�">KH�LC�!JBOF@>�>KA�#FQFDOLRM�>OB�>II
"(#P� EQQM���TTT�CCFB@�DLS�KF@MR?TB?�KF@TB?�QLM��CLOJ�>PMU

.LQ�>II�OBDRI>QFLKP�@>K�?B�@FO@RJSBKQBA�@LPQ�BCCB@QFSBIV�SF>�ILLMELIB�JFKFKD
ELTBSBO�PL�PLJBQFJBP�?>KHBOP�>KA�LQEBO�CFK>K@FBOP�E>SB�QL�MRPE�CLO�OBDRI>QLOV
OBCLOJP��4EB�'OB>Q�)KCI>QFLK�>KA�QEB�AB@IFKB�LC�QO>AFQFLK>I�?>KHFKD�TBiII�IB>OK

#E>MQBO����)KKLS>QFLK�>KA�3QOR@QROB�FK�">KHFKD�>KA�&FK>K@B

�����,LLMELIB�-FKFKD�>KA�,L??VFKD ���

http://www.ffiec.gov/nicpubweb/nicweb/top50form.aspx


?BILT�FKAR@BA�?>KHBOP�QL�IL??V�QL�@E>KDB�QEB�OBDRI>QLOV�OBDFJB�QEBV�C>@BA��4EB
?>KHBOP�I>ODBIV�PR@@BBABA�>P�TBiII�PBB�>FABA�FK�M>OQ�?V�>�?>KHFKD�@OFPFP�

KEY TAKEAWAYS

a ,LLMELIB�JFKFKD�FP�>�QVMB�LC�FKKLS>QFLK�TEBOB�?>KHBOP�>KA�LQEBO
CFK>K@FBOP�ILLH�CLO�@OB>QFSB�T>VP�LC�@FO@RJSBKQFKD�OBDRI>QFLKP�

a ,L??VFKD�FP�>�QVMB�LC�FKKLS>QFLK�TEBOB�?>KHBOP�>KA�LQEBO�CFK>K@FBOP�QOV
QL�@E>KDB�OBDRI>QFLKP�

a 4EB�'OB>Q�)KCI>QFLK�>IPL�FKAR@BA�?>KHBOP�QL�RPB�ILLMELIB�JFKFKD�	CLO
BU>JMIB�?V�RPFKD�?>KH�ELIAFKD�@LJM>KFBP
��7EBK�QE>Q�T>P�QLL�@LPQIV
?>KHBOP�IL??FBA�QL�@E>KDB�QEB�OBDRI>QLOV�PVPQBJ�DBKBO>IIV�QL�J>HB�FQ
IBPP�OBPQOF@QFSB�

#E>MQBO����)KKLS>QFLK�>KA�3QOR@QROB�FK�">KHFKD�>KA�&FK>K@B

�����,LLMELIB�-FKFKD�>KA�,L??VFKD ���



10.4 Banking on Technology

LEARNING OBJECTIVE

�� (LT�E>P�QB@EKLILDV�>FABA�CFK>K@F>I�FKKLS>QFLK 

0OLIFCBO>QFLK�LC�QEB�QBIBDO>ME�>KA�QEB�QBIBMELKB�FK�QEB�KFKBQBBKQE�@BKQROV�AFA�IFQQIB
QL�@E>KDB�?>KHFKD��">KHBOP�FK�OBJLQB�MI>@BP�@LRIA�MI>@B�LOABOP�TFQE�PB@ROFQFBP
?OLHBOP�JLOB�NRF@HIV�>KA�@EB>MIV�QE>K�?BCLOB�@RPQLJBOP�@LRIA�MBOCLOJ�@BOQ>FK
IFJFQBA�QO>KP>@QFLKP�?V�Q>IHFKD�TFQE�>�QBIIBO�?V�MELKB�O>QEBO�QE>K�FK�MBOPLK�>KA
JB@E>KF@>I�@LJMRQBOP�J>AB�@BOQ>FK�QVMBP�LC�A>Q>�PQLO>DB�>KA�KRJ?BO�@ORK@EFKD
C>PQBO��4EB�TFABPMOB>A�RPB�LC�>RQLJL?FIBP�IBA�QL�QEB�>ALMQFLK�LC�AOFSB�RM�QBIIBO
TFKALTP�FK�QEB�����P��.LKB�LC�QELPB�QB@EKLILDFBP�ELTBSBO�QO>KPCLOJBA�QEB�C>@B�LC
QEB�?RPFKBPP�1A>�:=O>GM�H?�<A>:I�>E><MKHGB<�<HFINMBG@�:G=�=B@BM:E�M>E><HFFNGB<:MBHGL
:?M>K�4HKE=�4:K�&&��AHP>O>K��=B=�>O>GMN:EER�LINK�LB@GB?B<:GM�BGGHO:MBHG�

2BQ>FI�IBSBI�@OBAFQ�E>P�>IT>VP�?BBK�>�J>GLO�@LJMLKBKQ�LC�QEB�!JBOF@>K�B@LKLJV
?RQ�FQ�?BD>K�QL�DBQ�@OFJMBA�FK�QEB�I>QB�KFKBQBBKQE�>KA�B>OIV�QTBKQFBQE�@BKQROFBP�FK
I>ODB�RO?>K�>OB>P�TEBOB�MBLMIB�KL�ILKDBO�HKBT�QEBFO�KBFDE?LOP�>KA�@IBOHP�IBCQ�CLO
KBT�GL?P�TFQE�>I>OJFKD�COBNRBK@V��3LJB�PQLOBP�?BD>K�QL�FPPRB�@OBAFQ�@>OAP�QL�QEBFO
@RPQLJBOP��4EBPB�@OBAFQ�@>OAP�TBOB�IFQBO>IIV�FABKQFCF@>QFLK�@>OAP�QE>Q�IBQ�QEB�@IBOHP
HKLT�QE>Q�QEB�@RPQLJBO�E>A�>�@OBAFQ�>@@LRKQ�TFQE�QEB�PQLOB��4EB�PVPQBJ�T>P
FKBCCF@FBKQ�?B@>RPB�@LKPRJBOP�KBBABA�>�AFCCBOBKQ�@>OA�CLO�B>@E�PQLOB�FK�TEF@E�QEBV
PELMMBA��-LOBLSBO�>P�TB�IB>OKBA�FK#E>MQBO����&FK>K@F>I�3QOR@QROB�4O>KP>@QFLK
#LPQP�>KA�!PVJJBQOF@�)KCLOJ>QFLK��P@OBBKFKD�DLLA�?LOOLTBOP�COLJ�?>A�FPKiQ�B>PV
>KA�JFKFJRJ�BCCF@FBKQ�P@>IB�FP�NRFQB�EFDE�PL�BSBK�I>ODB�ABM>OQJBKQ�PQLOB�@E>FKP
TBOB�KLQ�SBOV�BCCF@FBKQ�>Q�FPPRFKD�QEB�@>OAP��/?PBOSBOP�OB>IFWBA�QE>Q�B@LKLJFBP�LC
P@>IB�@LRIA�?B�BUMILFQBA�FC�LKB�@LJM>KV�AB@FABA�TEL�T>P�@OBAFQTLOQEV�>KA
MOLSFABA�>�M>VJBKQ�PVPQBJ�QE>Q�>IILTBA�M>OQF@FM>QFLK�?V�>�I>ODB�MBO@BKQ>DB�LC
OBQ>FIBOP�

!CQBO�7LOIA�7>O�))�$FKBOP�#IR?�>MMIFBA�QEB�FAB>�QL�OBPQ>RO>KQP�BPPBKQF>IIV�QBIIFKD
OBPQ>RO>QBROP�QE>Q�FQ�TLRIA�M>V�QEBFO�@RPQLJBOPi�?FIIP��	$FKBOP�#IR?�I>QBO�@LIIB@QBA
COLJ�QEB�@RPQLJBOP�
�4EB�PBOSF@B�T>P�SBOV�@LPQIV�ELTBSBO�PL�KBT�@OBAFQ�@>OA
PVPQBJP�AFA�KLQ�PMOB>A�PR@@BPPCRIIV�RKQFI�QEB�I>QB�����PPA>G�BFIKHO>F>GML�BG
<HFINM>K�M><AGHEH@R�:G=�M>E><HFFNGB<:MBHGL�F:=>�BM�IHLLB;E>�?HK�F:<ABG>L�MH�<HG=N<M�MA>
MK:GL:<MBHGL�:M�;HMA�MA>�IHBGM�H?�L:E>�:G=�<:K=�BLLN>K�LB=>L�H?�MA>�MK:GL:<MBHG��3FK@B�QEBK
PBSBO>I�J>GLO�@OBAFQ�@>OA�KBQTLOHP�E>SB�>OFPBK�>KA�QELRP>KAP�LC�FKPQFQRQFLKP
FK@IRAFKD�J>KV�KLK?>KHP�KLT�FPPRB�@OBAFQ�@>OAP�
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10.5 Banking Industry Profitability and Structure

LEARNING OBJECTIVE
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11.2 The Great Depression as Regulatory Failure

LEARNING OBJECTIVE

�� (LT�AFA�QEB�DLSBOKJBKQ�BU>@BO?>QB�QEB�'OB>Q�$BMOBPPFLK 

1BF>�:@:BG��@HO>KGF>GM�K>@NE:MHKL�A:O>�>BMA>K�?:BE>=�MH�LMHI�?BG:G<B:E�<KBL>L�HK�A:O>
>Q:<>K;:M>=�MA>F��%U>JMIBP�>OB�QLL�KRJBOLRP�QL�AFP@RPP�FK�ABQ>FI�EBOB�PL�TB�TFII
>AAOBPP�LKIV�QTL�LC�QEB�JLOB�BDOBDFLRP�@>PBP�QEB�'OB>Q�$BMOBPPFLK�LC�QEB�����P�>KA
QEB�3>SFKDP�>KA�,L>K�	3�,
�#OFPFP�LC�QEB�����P�

'BKBO>IIV�TEBK�B@LKLJF@�J>QQBOP�DL�&5"!2�	FLRIBAUMBBVLKAAII RB@LDKFQFLK�FK
MLIFQB�@FO@IBP
�L?PBOSBOP�?I>JB�BFQEBO�gJ>OHBQ�C>FIROBPh�IFHB�>PVJJBQOF@
FKCLOJ>QFLK�>KAexternalities � �LO�QEBV�?I>JB�QEB�DLSBOKJBKQ��2B>IFQV�FP�O>OBIV
QE>Q�PFJMIB�*HLM�F:CHK�><HGHFB<�?HNE�NIL�LM>F�?KHF�:�<HF;BG:MBHG�H?�F:KD>M�:G=
@HO>KGF>GM�?:BENK>L��PA:M�P>�EBD>�MH�<:EE�AR;KB=�?:BENK>L��3L�TEFIB�FQ�TLRIA�?B�>K
BU>DDBO>QFLK�QL�@I>FJ�QE>Q�DLSBOKJBKQ�MLIF@FBP�TBOB�QEB�LKIV�@>RPBP�LC�QEB�'OB>Q
$BMOBPPFLK�LO�QEB�3>SFKDP�>KA�,L>K�#OFPFP�FQ�FP�C>FO�QL�P>V�QE>Q�QEBV�J>AB�J>QQBOP
TLOPB�JR@E�TLOPB�

%SBOVLKB�HKLTP�QE>Q�QEB�PQL@H�J>OHBQ�@O>PE�LC������PQ>OQBA�QEB�'OB>Q�$BMOBPPFLK�
!P�TB�TFII�IB>OK�FK#E>MQBO�����!DDOBD>QB�3RMMIV�>KA�$BJ>KA�QEB�'OLTQE
$F>JLKA�>KA�&FK>K@F>I�3EL@HP��>�MOB@FMFQLRP�AB@IFKB�FK�PQL@H�MOF@BP�@>K�@>RPB
RK@BOQ>FKQV�QL�FK@OB>PB�>KA�?>I>K@B�PEBBQP�QL�ABQBOFLO>QB�TLOPBKFKD�>PVJJBQOF@
FKCLOJ>QFLK�MOL?IBJP�>KA�IB>AFKD�QL�>�AB@IFKB�FK�B@LKLJF@�>@QFSFQV��4E>Q�FK�QROK
@>K�@>RPB�?>KH�M>KF@P�CROQEBO�FK@OB>PBP�FK�>PVJJBQOF@�FKCLOJ>QFLK�>KA�VBQ
CROQEBO�AB@IFKBP�FK�B@LKLJF@�>@QFSFQV�CLIILTBA�?V�>K�RK>KQF@FM>QBA�AB@IFKB�FK�QEB
MOF@B�IBSBI��L &FDROB�������->GLO�J>@OL�S>OF>?IBP�AROFKD�QEB�'OB>Q�$BMOBPPFLK�
LAHPL��MA:M�BL�IK><BL>ER�PA:M�A:II>G>=�=NKBG@�MA>�$K>:M�!>IK>LLBHGY�I>K�<:IBM:�@KHLL
=HF>LMB<�IKH=N<M��$!-��LAK:GD��MA>�GNF;>K�H?�;:GDKNIM<B>L�LH:K>=��*��:G=�*���F>:LNK>L�H?
MA>�FHG>R�LNIIER��=><EBG>=��:G=�LH�=B=�MA>�IKB<>�E>O>E�

�� #LPQP�LO�?BKBCFQP�LC�>K
B@LKLJF@�>@QFSFQV�QE>Q�>OB�KLQ
FK@IRABA�FK�QEB�MOF@B�QE>Q�>OB
KLQ�FKQBOK>IFWBA�?V�QEB�?RVBO
>KA�LO�PBIIBO��.BD>QFSB
BUQBOK>IFQFBP�IFHB�MLIIRQFLK
FJMLPB�@LPQP�LK�PL@FBQV�
MLPFQFSB�BUQBOK>IFQFBP�IFHB
BAR@>QFLK�MOLSFAB�PL@FBQ>I
?BKBCFQP�

#E>MQBO����4EB�%@LKLJF@P�LC�&FK>K@F>I�2BDRI>QFLK

���



#B@NK>����*:CHK�F:<KH�O:KB:;E>L�=NKBG@�MA>�$K>:M�!>IK>LLBHG

7BOBKiQ�BSFI�CFK>K@FBOP�@LJMIBQBIV�OBPMLKPF?IB�CLO�QEFP�JBPP�>P�KFKB�LRQ�LC�QBK
MBLMIB�QELRDEQ�>Q�QEB�QFJB �!?PLIRQBIV�KLQ��&LO�PQ>OQBOP�SBOV�CBT�CFK>K@FBOP
?BKBCFQBA�COLJ�QEB�ABMOBPPFLK�>KA�QEBV�@BOQ>FKIV�AFA�KLQ�E>SB�QEB�>?FIFQV�QL�@>RPB
PR@E�>�JBPP��-LPQ�TLRIA�E>SB�PQLMMBA�QEB�ALTKT>OA�PMFO>I�FC�FQ�T>P�FK�QEBFO�MLTBO
QL�AL�PL�>P�*��0��-LOD>K�AFA�TEBK�M>KF@�PBFWBA�QEB�CFK>K@F>I�PVPQBJ�FK
����� EQQM���TTT�?LP�CO?�LOD�>?LRQ�MR?P�M>KF@LC��MAC)K�C>@Q�LKIV�QEB
DLSBOKJBKQ�E>A�QEB�OBPLRO@BP�>KA�FKPQFQRQFLKP�QL�PQLM�QEB�'OB>Q�$BMOBPPFLK�>KA�FQ
C>FIBA�QL�AL�PL�*BLM:D>�GNF;>K�HG>�H<<NKK>=�=NKBG@�MA>�����L��PA>G�MA>�@HO>KGF>GM
:EEHP>=�LMH<D�IKB<>L�MH�KBL>�MH�=BSSRBG@�A>B@AML��	4EB�$LT�*LKBP�)KARPQOF>I�!SBO>DB
PQ>OQBA�QEB�AB@>AB�>Q��������AOLMMBA�QL�QEB�>OLRKA����QEBK�?BD>K�>�PILT�@IFJ?�QL
����?V�QEB�BKA�LC�������)Q�EFQ�����?V�QEB�BKA�LC������>KA�����?V�!RDRPQ
�����
 EQQM���TTT�JB>PROFKDTLOQE�LOD�$*!�"V�PILTIV�O>FPFKD�FKQBOBPQ�O>QBP
?BDFKKFKD�FK�P>V�JFA������QEB�&BABO>I�2BPBOSB�@LRIA�E>SB�ABCI>QBA�QEB�>PPBQ
?R??IB�?BCLOB�FQ�DOBT�QL�BKLOJLRP�MOLMLOQFLKP�>KA�?ROPQ�FK������

*BLM:D>�GNF;>K�MPH�H<<NKK>=�:?M>K�MA>�<K:LA��BG�E:M>������:G=�������PA>G�MA>�#>=>K:E
/>L>KO>�K:BL>=�BGM>K>LM�K:M>L��L�P>\EE�L>>�BG#E>MQBO�����-LKBQ>OV�0LIF@V�4>ODBQP�>KA
'L>IP� ��MA>�<HKK><M�IHEB<R�K>LIHGL>�:M�MA:M�IHBGM�P:L�MH�EHP>K�BGM>K>LM�K:M>L��4EB
DLSBOKJBKQiP�QEFOA�JFPQ>HB�T>P�FQP�?>KHFKD�MLIF@V��!P�ABP@OF?BA�FK#E>MQBO���

#E>MQBO����4EB�%@LKLJF@P�LC�&FK>K@F>I�2BDRI>QFLK

�����4EB�'OB>Q�$BMOBPPFLK�>P�2BDRI>QLOV�&>FIROB ���

http://www.bos.frb.org/about/pubs/panicof1.pdf
http://www.measuringworth.org/DJA/


�)KKLS>QFLK�>KA�3QOR@QROB�FK�">KHFKD�>KA�&FK>K@B� MA>�2GBM>=�0M:M>L�P:L�AHF>�MH�M>GL
H?�MAHNL:G=L�H?�MBGR�NGBM�;:GDL�MA:M�LBFIER�P>K>�GHM�E:K@>�HK�=BO>KLB?B>=�>GHN@A�MH�KB=>�HNM
MA>�=>IK>LLBHG��)C�>�C>@QLOV�LO�LQEBO�J>GLO�BJMILVBO�PR@@RJ?BA�QEB�IL@>I�?>KH�QLL
T>P�ALLJBA��$BMLPFQLOP�RKABOPQLLA�QEFP�PL�>Q�QEB�CFOPQ�PFDK�LC�QOLR?IB�QEBV�O>K�LK
QEBFO�?>KHP�MRIIFKD�LRQ�QEBFO�ABMLPFQP�?BCLOB�QEBV�TBKQ�RKABO��4EBFO�>@QFLKP
DR>O>KQBBA�QE>Q�QEBFO�?>KHP�TLRIA�FKABBA�C>FI��-B>KTEFIB�>@OLPP�QEB�?LOABO�FK
#>K>A>�TEF@E�T>P�ELJB�QL�>�CBT�I>ODB�>KA�EFDEIV�AFSBOPFCFBA�?>KHP�CBT�?>KH
AFPQRO?>K@BP�QLLH�MI>@B��#>IFCLOKF>�>IPL�TB>QEBOBA�QEB�'OB>Q�$BMOBPPFLK�OBI>QFSBIV
TBII�FK�M>OQ�?B@>RPB�FQP�?>KHP�TEF@E�COBBIV�?O>K@EBA�QEOLRDELRQ�QEB�I>ODB�PQ>QB
BKGLVBA�OBI>QFSBIV�TBII�AFSBOPFCFBA�>PPBQP�>KA�EBK@B�>SLFABA�QEB�TLOPQ�LC�QEB�?>KH
@OFPBP�

1A>�@HO>KGF>GM\L�?HNKMA�?:BENK>�P:L�MH�K:BL>�M:KB??L�BG�:�FBL@NB=>=�:MM>FIM�MH�Z;>@@:K�MAR
G>B@A;HK�hEQQM���TTT�PQ>QB�DLS�O�M>�EL�QFJB�FA�������EQJ$BQ>FIBA�>K>IVPFP�LC
QEFP�C>FIROB�TEF@E�C>IIP�LRQPFAB�QEB�?>FIFTF@H�LC�CFK>K@B�TBiII�IB>SB�QL�VLRO
FKQBOK>QFLK>I�B@LKLJF@P�QBUQ?LLH�>KA�>�@>PB�FK#E>MQBO�����)3�,-���(BOB�TBiII�GRPQ
M>O>MEO>PB�-O��->@HBV�COLJ�3LRQE�0>OH��g4>OFCCP�>OB�?>A
JJJH>V h EQQM���BK�TFHFMBAF>�LOD�TFHF�
,FPQ=LC=PQ>CC=>Q=3LRQE=0>OH=%IBJBKQ>OV�-O�=->@HBV

"RQ�TE>Q�>?LRQ�&O>KHIFK�$BI>KL�2LLPBSBIQ�	&$2
EQQM���TTT�TEFQBELRPB�DLS�
EFPQLOV�MOBPFABKQP�CO���EQJI>KA�EFP�.BT�$B>I EQQM���KBTAB>I�CBOF�LOD�$FAKiQ�QEB
KBT�>AJFKFPQO>QFLK�PQLM�QEB�'OB>Q�$BMOBPPFLK�M>OQF@RI>OIV�SF>�ABMLPFQ�FKPRO>K@B
'I>PP�3QB>D>II�PB@ROFQFBP�J>OHBQ�OBCLOJP�>KA�OB>PPROFKD�PMBB@EBP�>?LRQ�E>SFKD
KLQEFKD�QL�CB>O�?RQ�CB>O�FQPBIC EQQM���EFPQLOVJ>QQBOP�DJR�BAR�A������4EB�5KFQBA
3Q>QBP�AFA�PRCCBO�FQP�JLPQ�>@RQB�?>KHFKD�@OFPFP�FK�->O@E������GRPQ�>P�&$2�QLLH�LCCF@B
LK�->O@E���EQQM���TTT�?>OQIB?V�@LJ�����MOBP���EQJI	4EB�4TBKQFBQE
!JBKAJBKQ�O>QFCFBA�FK������@E>KDBA�QEB�MOBPFABKQF>I�FK>RDRO>QFLK�A>QB�QL�*>KR>OV
���TEF@E�FQ�FP�QL�QEFP�A>V�
�"RQ�J>KV�PRPMB@Q�QE>Q�&$2�EFJPBIC�?OLRDEQ�QEB�@OFPFP�LK
?V�FK@OB>PFKD�RK@BOQ>FKQV�>?LRQ�QEB�KBT�>AJFKFPQO>QFLKiP�MLIF@V�M>QE�4A:M>O>K�MA>
<:NL>�H?�MA>�<KBLBL��BM�LA:MM>K>=�<HG?B=>G<>�BG�MA>�;:GDBG@�LRLM>F�#!/\L�<K>:MBHG�H?�:�=>IHLBM
BGLNK:G<>�L<A>F>�NG=>K�MA>�:>@BL�H?�:�G>P�?>=>K:E�:@>G<R��MA>�#>=>K:E�!>IHLBM�&GLNK:G<>
 HKIHK:MBHG��#!& ���=B=�K>LMHK>�<HG?B=>G<>��BG=N<BG@�I>HIE>�MH�LMHI�KNGGBG@�HG�MA>�;:GDL�:G=
MA>K>;R�LMHIIBG@�MA>�><HGHFR\L�=>:MA�LIBK:E��3FK@B�QEBK�?>KH�ORKP�E>SB�?BBK�O>OB
L@@ROOBK@BP�AFOB@QBA�>Q�PMB@FCF@�PE>HV�?>KHP�>KA�KLQ�PVPQBJ�TFAB�AFPQRO?>K@BP�>P
AROFKD�QEB�'OB>Q�$BMOBPPFLK�>KA�B>OIFBO�?>KHFKD�@OFPBP�

�NM�:L�PBMA�>O>KRMABG@�BG�EB?>��=>IHLBM�BGLNK:G<>�BL�?:K�?KHF�<HLM�?K>>�&G�?:<M��MA>�E:M>LM
K>L>:K<A�LN@@>LML�BM�BL�:�P:LA��$BMLPFQ�FKPRO>K@B�ALBP�MOBSBKQ�?>KH�ORKP�?B@>RPB
ABMLPFQLOP�HKLT�QEB�FKPRO>K@B�CRKA�TFII�OBM>V�QEBJ�FC�QEBFO�?>KH�DLBP�?BIIV�RM�
	4LA>V�FQ�FKPROBP���������MBO�ABMLPFQLO�MBO�FKPROBA�?>KH��&LO�ABQ>FIP�?OLTPB
EQQM���TTT�CAF@�DLS�ABMLPFQ�ABMLPFQP�FKPROBA�?>PF@P�EQJI�
�(LTBSBO�FKPRO>K@B
>IPL�OBAR@BP�ABMLPFQLO�JLKFQLOFKD�TEF@E�>IILTP�?>KHBOP�QL�Q>HB�LK�>AABA�OFPH��)K

#E>MQBO����4EB�%@LKLJF@P�LC�&FK>K@F>I�2BDRI>QFLK

�����4EB�'OB>Q�$BMOBPPFLK�>P�2BDRI>QLOV�&>FIROB ���

http://www.state.gov/r/pa/ho/time/id/17606.htm
http://en.wikipedia.org/wiki/List_of_staff_at_South_Park_Elementary#Mr._Mackey
http://en.wikipedia.org/wiki/List_of_staff_at_South_Park_Elementary#Mr._Mackey
http://www.whitehouse.gov/history/presidents/fr32.html
http://www.whitehouse.gov/history/presidents/fr32.html
http://newdeal.feri.org/
http://historymatters.gmu.edu/d/5057/
http://www.bartleby.com/124/pres49.html
http://www.fdic.gov/deposit/deposits/insured/basics.html


QEB�KFKBQBBKQE�@BKQROV�ABMLPFQLOP�AFP@FMIFKBA�?>KHP�QE>Q�QLLH�LK�QLL�JR@E�OFPH�?V
TFQEAO>TFKD�QEBFO�ABMLPFQP��!P�TBiSB�PBBK�QE>Q�AB@OB>PBP�QEB�PFWB�LC�QEB�?>KH�>KA
OBAR@BP�OBPBOSBP�CLO@FKD�?>KHBOP�QL�AB@OB>PB�QEBFO�OFPH�MOLCFIB��7FQE�ABMLPFQ
FKPRO>K@B�ABMLPFQLOP�	NRFQB�O>QFLK>IIV
�?IFQEBIV�FDKLOB�QEB�>ASBOPB�PBIB@QFLK
MOL?IBJ�>KA�PEFCQ�QEBFO�CRKAP�QL�TEBOBSBO�QEBV�TFII�CBQ@E�QEB�JLPQ�FKQBOBPQ��4EBV
ALKiQ�>PH�ELT�3E>HV�">KH�FP�>?IB�QL�M>V����MBO@BKQ�CLO�PFU�JLKQE�@BOQFCF@>QBP�LC
ABMLPFQ�	#$P
�TEBK�LQEBO�?>KHP�M>V�LKIV���MBO@BKQ��7EL�@>OBP�QEBV�OB>PLK�JV
ABMLPFQP�>OB�FKPROBA��)KABBA�?RQ�>P�TBiII�IB>OK�?BILT�Q>UM>VBOP�FKPROB�QEB�FKPROBO�

�GHMA>K�+>P�!>:E�?BG:G<B:E�K>?HKF��$E:LL�0M>:@:EE��BG�GH�P:R�A>EI>=�MA>�20�><HGHFR�HK
?BG:G<B:E�LRLM>F�:G=�F:R�A:O>�ANKM�;HMA��!P�TB�IB>OKBA�FK#E>MQBO�����)KKLS>QFLK�>KA
3QOR@QROB�FK�">KHFKD�>KA�&FK>K@B��CLO�LSBO�E>IC�>�@BKQROV�'I>PP�3QB>D>II�MOBSBKQBA
5�3��?>KHP�COLJ�PFJRIQ>KBLRPIV�BKD>DFKD�FK�@LJJBO@F>I�>KA�FKSBPQJBKQ�?>KHFKD
>@QFSFQFBP��/KIV�QTL�DOLRMP�@IB>OIV�D>FKBA�COLJ�QEB�IBDFPI>QFLK�MLIFQF@F>KP�TEL�@LRIA
QERJM�QEBFO�@EBPQP�LK�QEB�@>JM>FDK�PQRJM�>KA�@I>FJ�QL�E>SB�P>SBA�QEB�@LRKQOV
COLJ�DOBBAV�CFK>K@FBOP�>KA�FOLKF@>IIV�BKLRDE�?FD�FKSBPQJBKQ�?>KHP��4EB�I>QQBO�FQ
QROKP�LRQ�TOLQB�QEB�>@Q�>KA�AFA�PL�FK�PR@E�>�T>V�QE>Q�FQ�MOLQB@QBA�QEBFO�LIFDLMLIV
COLJ�QEB�@LJMBQFQFLK�LC�@LJJBO@F>I�?>KHP�>KA�PJ>IIBO�JLOB�OBQ>FI�LOFBKQBA
FKSBPQJBKQ�?>KHP��4EB�>@Q�T>P�@IB>OIV�RKKB@BPP>OV�COLJ�>K�B@LKLJF@�PQ>KAMLFKQ
?B@>RPB�JLPQ�@LRKQOFBP�E>A�KL�PR@E�IBDFPI>QFLK�>KA�PRCCBOBA�KL�FII�BCCB@QP�?B@>RPB�LC
FQP�>?PBK@B�

1A>�0><NKBMR�:G=�"Q<A:G@>� HFFBLLBHG\L��0" ��@>G>LBL�BL�:EFHLM�:L�M:P=KR�:G=�BML�K><HK=
:EFHLM�:L�;:=��4EB�3%#iP�PQ>QBA�DL>I�QL�FK@OB>PB�QEB�QO>KPM>OBK@V�LC�!JBOF@>iP
CFK>K@F>I�J>OHBQP�T>P�>�I>RA>?IB�LKB��5KCLOQRK>QBIV�QEB�3%#�PFJMIV�ALBP�KLQ�AL�FQP
GL?�SBOV�TBII��!P�QEB�I>QB�DOB>Q�COBB�J>OHBQ�MOLMLKBKQ�-FIQLK�&OFBAJ>K�MRQ�FQ�

g9LR�>OB�KLQ�COBB�QL�O>FPB�CRKAP�LK�QEB�@>MFQ>I�J>OHBQP4EFP�M>OQ�FP�FK>@@RO>QB��*RPQ
>P�TB�TLRIA�BUMB@Q�COLJ�QEB�AFP@RPPFLK�FK#E>MQBO�����)KKLS>QFLK�>KA�3QOR@QROB�FK
">KHFKD�>KA�&FK>K@B��CFK>K@FBOP�TBKQ�ILLMELIB�JFKFKD�>KA�CLRKA�>�OB>I�ALLWV
@>IIBA�>�MOFS>QB�MI>@BJBKQ��!P�LMMLPBA�QL�>�MR?IF@�LCCBOFKD�FK�>�MOFS>QB�MI>@BJBKQ
PB@ROFQFBP�FPPRBOP�@>K�>SLFA�3%#�AFP@ILPROB�OBNRFOBJBKQP�?V�PBIIFKD�AFOB@QIV�QL
FKPQFQRQFLK>I�FKSBPQLOP�IFHB�IFCB�FKPRO>K@B�@LJM>KFBP�>KA�LQEBO�g>@@OBAFQBA
FKSBPQLOPh�	IBD>IBPB�CLO�gOF@E�MBLMIBh
�RKIBPP�VLR�CFII�LRQ�QEB�KRJBOLRP�M>DBP�LC
CLOJP�QEB�3%#�OBNRFOBP�>KA�RKIBPP�VLR�P>QFPCV�QEB�3%#�QE>Q�QEB�MOLPMB@QRP�VLR
MOLMLPB�QL�FPPRB�MOBPBKQP�PR@E�>�?IB>H�MF@QROB�LC�VLRO�MOLPMB@QP�QE>Q�KL�FKSBPQLO�FK
EFP�OFDEQ�JFKA�TLRIA�FKSBPQ�FK�VLRO�MOLGB@Q�FC�EB�QLLH�QEB�MOLPMB@QRP�IFQBO>IIV�4EFP
M>OQ�FP�>II�QLL�QORB��#EB@H�LRQ�QEB�MOLPMB@QRP�LC�)KQBOKBQ�DF>KQ�'LLDIB�>Q
EQQM���TTT�PB@�DLS�!O@EFSBP�BAD>O�A>Q>����������������������������AP�>�EQJ �
)C�VLR�ALKiQ�AFD�'LLDIB�@EB@H�LRQ�>KV�@LJM>KV�VLR�IFHB�SF>�%AD>O�QEB�3%#iP�CFIFKD
A>Q>?>PB�>QEQQM���TTT�PB@�DLS�BAD>O�PEQJI� !KA�DBQQFKD�3%#�>MMOLS>I�J>V�@LPQ
RMT>OAP�LC��������fTEF@E�@BOQ>FKIV�AFP@LRO>DBP�QEB�PJ>II�CFOJP�LRO�DLSBOKJBKQ
MOLCBPPBP�QL�EBIM�h

#E>MQBO����4EB�%@LKLJF@P�LC�&FK>K@F>I�2BDRI>QFLK

�����4EB�'OB>Q�$BMOBPPFLK�>P�2BDRI>QLOV�&>FIROB ���

http://www.sec.gov/Archives/edgar/data/1288776/000119312504142742/ds1a.htm
http://www.sec.gov/edgar.shtml


Stop and Think Box

!P�KLQBA�>?LSB�QEB�&$)#�FKPROBP�?>KH�ABMLPFQP�RM�QL��������I>K�=>IHLBMHK�I>K
BGLNK>=�;:GD��7E>Q�FC�>K�FKSBPQLO�T>KQP�QL�ABMLPFQ����JFIIFLK�LO����?FIIFLK �-RPQ
QEB�FKSBPQLO�MRQ�JLPQ�LC�EBO�JLKBV�>Q�OFPH 

$BMLPFQLOP�@>K�ILLMELIB�JFKB�>P�TBII�>P�>KVLKB��!KA�QEBV�AFA�LO�QL�?B�JLOB
MOB@FPB�FKQBOJBAF>OFBP�HKLTK�>P�ABMLPFQ�?OLHBOP�AFA��$BMLPFQ�?OLHBOP�@ELMMBA
RM�?FD�ABMLPFQP�FKQL�FKPROBA�PFWBA�@ERKHP�QEBK�PMOB>A�QEBJ�>II�LSBO�@OB>QFLK�
4EB�QBIB@LJJRKF@>QFLKP�OBSLIRQFLK�J>AB�QEFP�OBI>QFSBIV�B>PV�>KA�@EB>M�QL�AL
>KA�QEB�3�,�@OFPFP�@OB>QBA�J>KV�>�WLJ?FB�?>KH�TFIIFKD�QL�M>V�EFDE�FKQBOBPQ�CLO
ABMLPFQP�

KEY TAKEAWAYS

a )K�>AAFQFLK�QL�FJMLPFKD�EFDE�Q>OFCCP�QEB�DLSBOKJBKQ�BU>@BO?>QBA�QEB
'OB>Q�$BMOBPPFLK�?V�	�
�>IILTFKD�QEB�>PPBQ�?R??IB�LC�QEB�I>QB�����P�QL
@LKQFKRB��	�
�OBPMLKAFKD�QL�QEB�@O>PE�FK>MMOLMOF>QBIV�?V�O>FPFKD�QEB
FKQBOBPQ�O>QB�>KA�OBPQOF@QFKD�-��>KA�-���>KA�	�
�M>PPFKD�OBCLOJP�LC
AR?FLRP�ILKD�QBOJ�BCCF@>@V�FK@IRAFKD�ABMLPFQ�FKPRO>K@B�'I>PP�3QB>D>II
>KA�QEB�3%#�

#E>MQBO����4EB�%@LKLJF@P�LC�&FK>K@F>I�2BDRI>QFLK

�����4EB�'OB>Q�$BMOBPPFLK�>P�2BDRI>QLOV�&>FIROB ���



11.3 The Savings and Loan Regulatory Debacle

LEARNING OBJECTIVE
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11.4 Better but Still Not Good: U.S. Regulatory Reforms

LEARNING OBJECTIVE
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11.5 Basel IIÕs Third Pillar

LEARNING OBJECTIVE
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Chapter 12

The Financial Crisis of 2007Ð2008

CHAPTER OBJECTIVES
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12.1 Financial Crises
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12.2 Asset Bubbles
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12.3 Financial Panics
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12.4 Lender of Last Resort
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12.5 Bailouts

LEARNING OBJECTIVE
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12.6 The Crisis of 2007Ð2008

LEARNING OBJECTIVE
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Chapter 13

Central Bank Form and Function
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13.1 AmericaÕs Central Banks

LEARNING OBJECTIVES
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13.2 The Federal Reserve SystemÕs Structure
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13.3 Other Important Central Banks
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13.4 Central Bank Independence
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Chapter 14

The Money Supply Process

CHAPTER OBJECTIVES
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14.1 The Central BankÕs Balance Sheet
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14.2 Open Market Operations
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14.3 A Simple Model of Multiple Deposit Creation
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Chapter 15

The Money Supply and the Money Multiplier

CHAPTER OBJECTIVES
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15.1 A More Sophisticated Money Multiplier for M1
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EXERCISES

�� 'FSBK�QEB�CLIILTFKD�@>I@RI>QB�QEB�-��JLKBV�JRIQFMIFBO�RPFKD�QEB
CLOJRI>�J� ������	#�$
�;OO���	%2�$
���	#�$
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Currency Deposits
Excess

Reserves
Required

Reserve Ratio
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�� #>I@RI>QB�QEB�@E>KDB�FK�QEB�JLKBV�PRMMIV�DFSBK�QEB�CLIILTFKD�

Change in MB m1 Answer: Change in MS
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Stop and Think Box
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KEY TAKEAWAYS

a 4EB�JLKBV�JRIQFMIFBOP�>OB�QEB�P>JB�?B@>RPB�QEBV�BNR>QB�@E>KDBP�FK�QEB
JLKBV�PRMMIV�QL�@E>KDBP�FK�QEB�JLKBQ>OV�?>PB�QFJBP�PLJB�JRIQFMIFBO�

a 4EB�JLKBV�JRIQFMIFBOP�AFCCBO�?B@>RPB�QEB�PFJMIB�JRIQFMIFBO�FP�JBOBIV�QEB
OB@FMOL@>I�LC�QEB�OBNRFOBA�OBPBOSB�O>QFL�TEFIB�QEB�LQEBO�JRIQFMIFBOP
>@@LRKQ�CLO�@>PE�>KA�BU@BPP�OBPBOSB�IB>H>DBP�

a 4EBOBCLOB�J� >KA�J� >OB�>IT>VP�PJ>IIBO�QE>K���OO�	BU@BMQ�FK�QEB�O>OB
@>PB�TEBOB�#�>KA�%2�?LQE����
�

a �-3���J�m��-"�TEBOB��-3���@E>KDB�FK�QEB�JLKBV�PRMMIV��J���QEB
JLKBV�JRIQFMIFBO���-"���@E>KDB�FK�QEB�JLKBQ>OV�?>PB��!�MLPFQFSB�PFDK
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15.2 The M2 Money Multiplier

LEARNING OBJECTIVES

�� 7EV�FP�QEB�-��JRIQFMIFBO�>IJLPQ�>IT>VP�I>ODBO�QE>K�QEB�-��JRIQFMIFBO 
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EXERCISE
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KEY TAKEAWAYS

a "B@>RPB�-��FP�M>OQ�LC�-��-��FP�>IT>VP���-��	BU@BMQ�FK�QEB�O>OB�@>PB
TEBOB�QFJB�ABMLPFQP�>KA�JLKBV�J>OHBQ�CRKAP�����FK�TEF@E�@>PB�-���
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a 4E>Q�C>@Q�FP�OBCIB@QBA�FK�QEB�FK@IRPFLK�LC�QEB�QFJB�ABMLPFQ�>KA�JLKBV
J>OHBQ�CRKA�O>QFLP�FK�QEB�KRJBO>QLO�LC�QEB�-��JRIQFMIFBO�BNR>QFLK�

a -LOBLSBO�KL�OBPBOSBP�>OB�OBNRFOBA�CLO�QFJB�>KA�JLKBV�J>OHBQ�CRKAP
PL�QEBV�TFII�E>SB�JLOB�JRIQFMIB�BUM>KPFLK�QE>K�@EB@H>?IB�ABMLPFQP�TFII�

a 4EB�OBNRFOBA�OBPBOSB�O>QFL�QEB�BU@BPP�OBPBOSB�O>QFL�>KA�QEB�@ROOBK@V
O>QFL�>MMB>O�FK�QEB�ABKLJFK>QLO�LC�QEB�J� >KA�-��JLKBV�JRIQFMIFBOP
?B@>RPB�>II�QEOBB�PILT�QEB�JRIQFMIB�ABMLPFQ�@OB>QFLK�MOL@BPP��4EB�EFDEBO
QEB�OBPBOSB�O>QFLP�	OBNRFOBA�>KA�BU@BPP
�QEB�PJ>IIBO�QEB�PRJ�>S>FI>?IB�QL
J>HB�IL>KP�COLJ�>�DFSBK�ABMLPFQ��4EB�JLOB�@>PE�QEB�PJ>IIBO�QEB�ABMLPFQ�
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15.3 Summary and Explanation

LEARNING OBJECTIVE

�� (LT�AL�@BKQO>I�?>KHP�?>KHP�ABMLPFQLOP�>KA�?LOOLTBOP�FKCIRBK@B�QEB
JLKBV�PRMMIV 
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K>L>KO>L��:G=�K>JNBK>=�K>L>KO>L�LEHP�=HPG�MA>�FNEMBIE>�=>IHLBM�<K>:MBHG�IKH<>LL�;R�K>FHOBG@
?NG=L�?KHF�BM��4EB�?FDDBO�OO�>KA�%2�$�>OB�QEB�IBPP�B>@E�?>KH�IBKAP�LC�QEB�KBT
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Chapter 16

Monetary Policy Tools

CHAPTER OBJECTIVES
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16.2 Open Market Operations and the Discount Window
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16.3 The Monetary Policy Tools of Other Central Banks
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Chapter 17

Monetary Policy Targets and Goals
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Stop and Think Box
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17.2 Central Bank Goal Trade-offs

LEARNING OBJECTIVE

�� 7E>Q�QO>AB�LCCP�AL�@BKQO>I�?>KHP�C>@B�>KA�ELT�AL�QEBV�@LKCOLKQ�QEBJ 

#BKQO>I�?>KHP�TLOIATFAB�LCQBK�CFKA�QEBJPBISBP�?BQTBBK�>�OL@H�>KA�>�E>OA�MI>@B�
4EB�OL@H�FP�MOF@B�PQ>?FIFQV�	FKCI>QFLK�@LKQOLI
�>KA�QEB�E>OA�MI>@B�FP�B@LKLJF@�DOLTQE
>KA�BJMILVJBKQ��EMAHN@A�BG�MA>�EHG@�KNG�MA>�MPH�@H:EL�:K>�I>K?><MER�<HFI:MB;E>��BG�MA>
LAHKM�KNG��MA>R�LHF>MBF>L�:K>�GHM�&G�MAHL>�BGLM:G<>L��MA>�<>GMK:E�;:GD�A:L�:�=B??B<NEM
=><BLBHG�MH�F:D>�0AHNE=�BM�K:BL>�BGM>K>LM�K:M>L�HK�LEHP�HK�>O>G�LMHI�*0�@KHPMA�MH�LM:O>�H??
BG?E:MBHG��HK�LAHNE=�BM�=><K>:L>�BGM>K>LM�K:M>L�HK�LI>>=�NI�*0�@KHPMA�MH�BG=N<>�<HFI:GB>L�:G=
<HGLNF>KL�MH�;HKKHP��MA>K>;R�LMHDBG@�>FIEHRF>GM�:G=�@KHPMA �)K�PLJB�MI>@BP�IFHB�QEB
%ROLMB>K�5KFLK�QEB�@BKQO>I�?>KH�FP�FKPQOR@QBA�?V�FQP�@E>OQBO�QL�PQLM�FKCI>QFLK��g4EB
MOFJ>OV�L?GB@QFSB�LC�QEB�%ROLMB>K�3VPQBJ�LC�#BKQO>I�">KHPh�QEB�->>PQOF@EQ�4OB>QV
@IB>OIV�PQ>QBP�gPE>II�?B�QL�J>FKQ>FK�MOF@B�PQ>?FIFQV��7FQELRQ�MOBGRAF@B�QL�QEB
L?GB@QFSB�LC�MOF@B�PQ>?FIFQV�QEB�%3#"�PE>II�PRMMLOQ�QEB�DBKBO>I�B@LKLJF@�MLIF@FBP�FK
QEB�#LJJRKFQVh�FK@IRAFKD�EFDE�BJMILVJBKQ�>KA�B@LKLJF@�DOLTQE��4EB�&BAiP
@E>OQBO�?V�@LKQO>PQ�DFSBP�QEB�&BA�>�AR>I�J>KA>QB�QL�BKPROB�MOF@B�PQ>?FIFQV�>KA
J>UFJRJ�BJMILVJBKQ��,FQQIB�TLKABO�QE>Q�QEB�&BA�E>P�KLQ�EBIA�QEB�IFKB�LK�FKCI>QFLK
>P�TBII�>P�QEB�%ROLMB>K�#BKQO>I�">KH�	%#"
�?RQ�RKBJMILVJBKQ�O>QBP�FK�QEB�5KFQBA
3Q>QBP�>OB�DBKBO>IIV�TBII�?BILT�QELPB�LC�JLPQ�%ROLMB>K�K>QFLKP��	4EBOB�>OB
>AAFQFLK>I�OB>PLKP�CLO�QE>Q�AFCCBOBK@B�QE>Q�>OB�KLQ�DBOJ>KB�QL�QEB�AFP@RPPFLK�EBOB�


Stop and Think Box

7EBK�@BKQO>I�?>KHP�>@Q�>P�>�IBKABO�LC�I>PQ�OBPLOQ�	,,2
�QL�OBPQLOB�PQ>?FIFQV�QL�QEB
CFK>K@F>I�PVPQBJ�QEBV�@OB>QB�>time inconsistency problem � ��#>K�VLR�FABKQFCV
TE>Q�FQ�FP �	%BGM��)Q�FKSLISBP�JLO>I�E>W>OA�


)Q�FP�?BIFBSBA�QE>Q�FC�>�@BKQO>I�?>KH�LO�LQEBO�IBKABO�LC�I>PQ�OBPLOQ�IFHB�QEB
)KQBOK>QFLK>I�-LKBQ>OV�&RKA�PQBMP�FK�QLL�LCQBK�FQ�@OB>QBP�>�JLO>I�E>W>OA
MOL?IBJ�?B@>RPB�?RPFKBPPBP�FK@IRAFKD�?>KHP�Q>HB�LK�BUQO>�OFPHP�P>CB�FK�QEB
HKLTIBADB�QE>Q�FC�QEB�PVPQBJ�DBQP�FK�QOLR?IB�MOLJMQ�>KA�BCCB@QFSB�>FA�TFII�?B
CLOQE@LJFKD��4EFP�FP�QFJB�FK@LKPFPQBKQ�?B@>RPB�?V�PQLMMFKD�LKB�M>KF@�LO�@OFPFP
QEB�@BKQO>I�?>KH�MI>KQP�QEB�PBBAP�CLO�QEB�KBUQ�

�� 7EBKBSBO�PLJB?LAViP
MOBCBOBK@BP�@E>KDB�LSBO�QFJB
QL�PR@E�>K�BUQBKQ�QE>Q�TE>Q�FP
MOBCBOOBA�>Q�LKB�QFJB�?B@LJBP
FK@LKPFPQBKQ�TFQE�TE>Q�FP
MOBCBOOBA�>Q�>KLQEBO�QFJB�

#E>MQBO����-LKBQ>OV�0LIF@V�4>ODBQP�>KA�'L>IP

���



$L�KLQB�QE>Q�>IJLPQ�KL?LAV�T>KQP�����MBO@BKQ�BJMILVJBKQ�TEBK�BSBOVLKB�TEL
T>KQP�>�GL?�E>P�LKB��!�IFQQIB�RKBJMILVJBKQ�@>IIBA�COF@QFLK>I�RKBJMILVJBKQ�FP�>
DLLA�QEFKD�?B@>RPB�FQ�>IILTP�QEB�I>?LO�J>OHBQ�QL�CRK@QFLK�JLOB�PJLLQEIV��3L�@>IIBA
PQOR@QRO>I�RKBJMILVJBKQ�TEBK�TLOHBOPi�PHFIIP�AL�KLQ�J>Q@E�GL?�OBNRFOBJBKQP�FP
KLQ�PR@E�>�DLLA�QEFKD�?RQ�FP�MOL?>?IV�FKBSFQ>?IB�FK�>�AVK>JF@�B@LKLJV�P>AAIBA
TFQE�>�TB>H�BAR@>QFLK>I�PVPQBJ��	!P�PQOR@QRO>I�RKBJMILVJBKQ�FK@OB>PBA�FK�QEB
5KFQBA�3Q>QBP�BAR@>QFLK�FJMOLSBA�PLJBTE>Q�?RQ�KLQ�BKLRDE�QL�BKPROB�QE>Q�>II
KBT�GL?P�QEB�B@LKLJV�@OB>QBA�@LRIA�?B�CFIIBA�TFQE�ALJBPQF@�I>?LOBOP�
0H�MA>�#>=
LAHHML�?HK�PA:M�BL�<:EE>=�MA>�G:MNK:E�K:M>�H?�NG>FIEHRF>GM�+H;H=R�BL�JNBM>�LNK>�PA:M�MA:M
K:M>�BL��;NM�BM�BL�MAHN@AM�MH�;>�:KHNG=���I>K<>GM��@BO>�HK�M:D>�

KEY TAKEAWAYS

a 4EB�J>FK�QO>AB�LCC�QE>Q�@BKQO>I�?>KHP�C>@B�FP�>�PELOQ�QBOJ�LKB�?BQTBBK
FKCI>QFLK�TEF@E�@>IIP�CLO�QFDEQBO�MLIF@V�	EFDEBO�FKQBOBPQ�O>QBP�PILTBO
JLKBV�DOLTQE
�>KA�BJMILVJBKQ�>KA�LRQMRQ�TEF@E�@>II�CLO�ILLPBO
MLIF@V�	ILTBO�FKQBOBPQ�O>QBP�C>PQBO�JLKBV�DOLTQE
�

a 3LJB�@BKQO>I�?>KHP�@LKCOLKQ�QO>AB�LCCP�?V�BUMIF@FQIV�PQ>QFKD�QE>Q�LKB
DL>I�RPR>IIV�MOF@B�PQ>?FIFQV�	@LKQOLIIFKD�FKCI>QFLK
�FP�LC�M>O>JLRKQ
@LK@BOK�

a /QEBOP�FK@IRAFKD�QEB�&BA�@LKCOLKQ�QEB�QO>AB�LCC�LK�>K�>A�EL@�@>PB�?V�
@>PB�?>PFP�

#E>MQBO����-LKBQ>OV�0LIF@V�4>ODBQP�>KA�'L>IP

�����#BKQO>I�">KH�'L>I�4O>AB�LCCP ���



17.3 Central Bank Targets

LEARNING OBJECTIVES
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17.4 The Taylor Rule

LEARNING OBJECTIVE
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Stop and Think Box
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Chapter 18

Foreign Exchange
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18.1 The Economic Importance of Currency Markets
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18.2 Determining the Exchange Rate
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18.3 Long-Run Determinants of Exchange Rates

LEARNING OBJECTIVES
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18.4 Short-Run Determinants of Exchange Rates

LEARNING OBJECTIVES
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Stop and Think Box
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BUMB@Q>QFLKP��)P�QE>Q�AFPQFK@QFLK�FJMLOQ>KQ�TEBK�@LKPFABOFKD�CLOBFDK�BU@E>KDB
J>OHBQP 

!?PLIRQBIV�>KA�EBOB�FP�TEV��!K�FK@OB>PB�FK�KLJFK>I�FKQBOBPQ�O>QBP�@>RPBA�?V:
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KEY TAKEAWAYS
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18.5 Modeling the Market for Foreign Exchange

LEARNING OBJECTIVE
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KRJ?BO�LC�T>VP�QL�AL�QEFP�?RQ�MBOE>MP�QEB�B>PFBPQ�FP�QL�MILQ�QEB�NR>KQFQV�LC�ALII>OP
LK�QEB�ELOFWLKQ>I�>KA�QEB�BU@E>KDB�O>QB�PQ>QBA�FK�QBOJP�LC�CLOBFDK�AFSFABA�?V
ALJBPQF@�	P>V�VBK�LO�b�53$
�LK�QEB�SBOQF@>I��4EB�PRMMIV�LC�ALII>O�>PPBQP�TFII�?B
MBOCB@QIV�SBOQF@>I�RK@E>KDBA�>Q�BSBOV�BU@E>KDB�O>QB��4EB�ABJ>KA�CLO�ALII>OP�?V
@LKQO>PQ�TFII�E>SB�QEB�RPR>I�ALTKT>OA�PILMB�?B@>RPB�>Q�EFDEBO�BU@E>KDB�O>QBP
CBTBO�ALII>O�>PPBQP�TFII�?B�ABJ>KABA�QE>K�>Q�ILTBO�BU@E>KDB�O>QBP��3L�>Q�b����QL��
53$�OBI>QFSBIV�CBT�ALII>O�ABKLJFK>QBA�>PPBQP�TFII�?B�ABJ>KABA�@LJM>OBA�QL�LKIV
b����LO�b���MBO�ALII>O��4EB�FKQBOPB@QFLK�LC�QEB�PRMMIV�>KA�ABJ>KA�@ROSBP�TFII
ABQBOJFKB�%��TEF@E�FK�QEFP�@>PB�FP�b������>KA�N��TEF@E�FK�QEFP�@>PB�FP������?FIIFLK�

#E>MQBO����&LOBFDK�%U@E>KDB

���



#B@NK>����"JNBEB;KBNF�BG�MA>�F:KD>M�?HK�20!

7B�@>K�FJJBAF>QBIV�PBB�QE>Q�ELIAFKD�>II�BIPB�@LKPQ>KQ�>KVQEFKD�QE>Q�FK@OB>PBP
ABJ>KA�CLO�ALII>O�ABKLJFK>QBA�>PPBQP�	PEFCQP�QEB�ABJ>KA�@ROSB�QL�QEB�OFDEQ

FK@IRAFKD�>K�FK@OB>PB�FK�QEB�ALJBPQF@�FKQBOBPQ�O>QB�>�AB@OB>PB�FK�QEB�CLOBFDK
FKQBOBPQ�O>QB�LO�>K�FK@OB>PB�FK�%BC	CLO�>KV�OB>PLK�FK@IRAFKD�QEB�S>OF>?IBP�FK&FDROB
������$BQBOJFK>KQP�LC�BU@E>KDB�O>QBP�FK�QEB�ILKD�ORK�
�TFII�@>RPB�QEB�ALII>O�QL
>MMOB@F>QB�	%��QL�FK@OB>PB�TEBK�PQ>QBA�FK�QBOJP�LC�CLOBFDK�ALJBPQF@�LO�FK�QEFP�@>PB
b��
��!KVQEFKD�QE>Q�@>RPBP�ABJ>KA�CLO�ALII>O�ABKLJFK>QBA�>PPBQP�FK@IRAFKD�>
AB@OB>PB�FK�QEB�ALJBPQF@�FKQBOBPQ�O>QB�>K�FK@OB>PB�FK�QEB�CLOBFDK�FKQBOBPQ�O>QB�LO�>
AB@OB>PB�FK�%BC�QL�AB@OB>PB�	PEFCQ�QEB�ABJ>KA�@ROSB�QL�QEB�IBCQ
�TFII�@>RPB�QEB�ALII>O
QL�ABMOB@F>QB�	%��QL�AB@OB>PB�TEBK�PQ>QBA�FK�QBOJP�LC�CLOBFDK�ALJBPQF@
�

#E>MQBO����&LOBFDK�%U@E>KDB

�����-LABIFKD�QEB�->OHBQ�CLO�&LOBFDK�%U@E>KDB ���



Stop and Think Box

0LPQ�AF@Q&FDROB�������%ROL�ALII>O�BU@E>KDB�O>QB�����e�����RPFKD&FDROB������
�)KQBOBPQ�O>QBP�FK�%ROLMB�>KA�QEB�5KFQBA�3Q>QBP�����e�����>KA&FDROB������
�$FCCBOBKQF>I�FKCI>QFLK�FK�QEB�5KFQBA�3Q>QBP�>KA�QEB�%ROL�WLKB�����e������

#B@NK>����
"NKH�=HEE:K�>Q<A:G@>�K:M>�
����X����

#B@NK>�����
&GM>K>LM�K:M>L�BG�"NKHI>�:G=�MA>
2GBM>=�0M:M>L������X����

#B@NK>�����
!B??>K>GMB:E�BG?E:MBHG�BG�MA>
2GBM>=�0M:M>L�:G=�MA>�"NKH�SHG>�
����X����

#E>MQBO����&LOBFDK�%U@E>KDB

�����-LABIFKD�QEB�->OHBQ�CLO�&LOBFDK�%U@E>KDB ���



&OLJ�QEB�?BDFKKFKD�LC������RKQFI�B>OIV������QEB�ALII>O�>MMOB@F>QBA�>D>FKPQ�QEB
BROL�JLSFKD�COLJ�OLRDE�M>OFQV�	��QL��
�QL�j�����QL�j�����MBO�53$��4EFP�FPKiQ
PROMOFPFKD�DFSBK�QE>Q�5�3��FKQBOBPQ�O>QBP�	MOLUFBA�EBOB�?V�QEB�CBA�CRKAP�O>QB�CC�

TBOB�EFDEBO�QE>K�BROL�WLKB�FKQBOBPQ�O>QBP�	MOLUFBA�EBOB�?V�%/.)!�QEB�%#"iP�CBA
CRKAP�BNRFS>IBKQ
��-LOBLSBO�BU@BMQ�CLO�QEB�PMFHB�FK�B>OIV������QEB�MOF@B�IBSBI
FK�QEB�5KFQBA�3Q>QBP�AFA�KLQ�OFPB�>MMOB@F>?IV�C>PQBO�QE>K�MOF@BP�FK�QEB�BROL�WLKB
AFA��3FK@B�JFA������MOF@BP�FK�QEB�5KFQBA�3Q>QBP�E>SB�OFPBK�C>PQBO�QE>K�MOF@BP�FK
QEB�BROL�WLKB��	4EBOB�>OB�JLOB�MBOFLAP�TEBK�QEB�@LKPRJBO�MOF@B�FKABU�;#0)<�FK
QEB�5KFQBA�3Q>QBP�T>P���QEB�#0)�FK�QEB�BROL�WLKB�CLO�BU>JMIB�TEBK�QEB�OBA�IFKB
FP�>?LSB�WBOL�
�3FK@B�JFA������FKQBOBPQ�O>QBP�E>SB�OFPBK�JLOB�NRF@HIV�FK�QEB
5KFQBA�3Q>QBP�QE>K�FK�QEB�BROL�WLKB�?RQ�KLQ�BKLRDE�QL�LCCPBQ�QEB�EFDEBO�5�3�
FKCI>QFLK�O>QB��&B>OP�LC�>�OB@BPPFLK�FK�QEB�5KFQBA�3Q>QBP�>KA�PILTFKD�5�3�
MOLAR@QFSFQV�>IPL�AO>DDBA�LK�QEB�ALII>O�

KEY TAKEAWAYS

a 4EB�J>OHBQ�CLO�CLOBFDK�BU@E>KDB�@>K�?B�JLABIBA�FK�J>KV�AFCCBOBKQ
T>VP�

a 4EB�B>PFBPQ�T>V�MBOE>MP�FP�QL�QEFKH�LC�QEB�MOF@B�LC�>�ALJBPQF@�@ROOBK@V
P>V�53$�

a 4EBOB�FP�>�DFSBK�NR>KQFQV�LC�53$�QE>Q�FP�FKPBKPFQFSB�QL�QEB�BU@E>KDB�O>QB�
a $BJ>KA�CLO�QEB�ALJBPQF@�@ROOBK@V�PILMBP�ALTKT>OA�CLO�QEB�RPR>I

OB>PLKP�QE>Q�B@LKLJF@�>@QLOP�ABJ>KA�JLOB�LC�>K�>PPBQ�TEBK�FQ�FP
@EB>MBO�

a 4EB�FKQBOPB@QFLK�LC�QEB�QTL�IFKBP�ABQBOJFKBP�QEB�BU@E>KDB�O>QB�

#E>MQBO����&LOBFDK�%U@E>KDB

�����-LABIFKD�QEB�->OHBQ�CLO�&LOBFDK�%U@E>KDB ���



18.6 Suggested Reading

'>I>KQ�->OH�>KA�"OF>K�$LI>K� NKK>G<R�1K:=BG@�?HK�!NFFB>L��(L?LHBK�.*��*LEK
7FIBV�>KA�3LKP������

3E>J>E�3E>KF���#HK>B@G�"Q<A:G@>�-KBF>K��(L?LHBK�.*��*LEK�7FIBV�>KA�3LKP������
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Chapter 19

International Monetary Regimes

CHAPTER OBJECTIVES

"V�QEB�BKA�LC�QEFP�@E>MQBO�PQRABKQP�PELRIA�?B�>?IB�QL�

�� $BCFKB�QEB�FJMLPPF?IB�QOFKFQV�LO�QOFIBJJ>�>KA�BUMI>FK�FQP�FJMLOQ>K@B�
�� )ABKQFCV�QEB�CLRO�J>GLO�QVMBP�LC�FKQBOK>QFLK>I�JLKBQ>OV�OBDFJBP�>KA

ABP@OF?B�ELT�QEBV�AFCCBO�
�� %UMI>FK�ELT�@BKQO>I�?>KHP�J>K>DB�QEB�CLOBFDK�BU@E>KDB�	&8
�O>QB�
�� %UMI>FK�QEB�?BKBCFQP�LC�CFUFKD�QEB�&8�O>QB�LO�HBBMFKD�FQ�TFQEFK�>�K>OOLT

?>KA�
�� %UMI>FK�QEB�@LPQP�LC�CFUFKD�QEB�&8�O>QB�LO�HBBMFKD�FQ�FK�>�K>OOLT�?>KA�

���



19.1 The Trilemma, or Impossible Trinity

LEARNING OBJECTIVES

�� 7E>Q�FP�QEB�FJMLPPF?IB�QOFKFQV�LO�QOFIBJJ>�>KA�TEV�FP�FQ�FJMLOQ>KQ 
�� 7E>Q�>OB�QEB�CLRO�J>GLO�QVMBP�LC�FKQBOK>QFLK>I�JLKBQ>OV�OBDFJBP�>KA

ELT�AL�QEBV�AFCCBO 

4EB�CLOBFDK�BU@E>KDB�	forex, or FX � 
�J>OHBQ�ABP@OF?BA�FK#E>MQBO�����&LOBFDK
%U@E>KDB�FP�@>IIBA�QEB�COBB�CIL>QFKD�OBDFJB�?B@>RPB�JLKBQ>OV�>RQELOFQFBP�>IILT
TLOIA�J>OHBQP�	SF>�FKQBOBPQ�O>QBP�>KA�BUMB@Q>QFLKP�>?LRQ�OBI>QFSB�MOF@B
MOLAR@QFSFQV�>KA�QO>AB�IBSBIP
�QL�ABQBOJFKB�QEB�MOF@BP�LC�AFCCBOBKQ�@ROOBK@FBP�FK
QBOJP�LC�LKB�>KLQEBO��4EB�COBB�CIL>Q�>P�TB�IB>OKBA�T>P�@E>O>@QBOFWBA�?V
QOBJBKALRP�BU@E>KDB�O>QB�SLI>QFIFQV�>KA�RKCBQQBOBA�FKQBOK>QFLK>I�@>MFQ>I�JL?FIFQV�
!P�TB�IB>OKBA�FK#E>MQBO�����#BKQO>I�">KH�&LOJ�>KA�&RK@QFLK�QEOLRDE#E>MQBO���
�-LKBQ>OV�0LIF@V�4>ODBQP�>KA�'L>IP��FQ�FP�>IPL�@E>O>@QBOFWBA�?V�K>QFLK>I�@BKQO>I
?>KHP�TFQE�QOBJBKALRP�AFP@OBQFLK�LSBO�ALJBPQF@�JLKBQ>OV�MLIF@V�1A>�?K>>�?EH:M�BL
GHM��AHP>O>K��MA>�HGER�IHLLB;E>�BGM>KG:MBHG:E�FHG>M:KR�K>@BF>�&G�?:<M��BM�A:L�I>KO:=>=�MA>
PHKE=�><HGHFR�HGER�LBG<>�MA>�>:KER�����L��:G=�F:GR�G:MBHGL�>O>G�MH=:R�=H�GHM�>F;K:<>�BM�
"BQTBBK�7LOIA�7>O�))�>KA�QEB�B>OIV�����P�JR@E�LC�QEB�TLOIA�	QEB�PL�@>IIBA�CFOPQ�LO
COBB�TLOIA
�T>P�LK�>�J>K>DBA�CFUBA�&8�OBDFJB�@>IIBA�QEBBretton Woods System�

	"73
��"BCLOB�QE>Q�J>KV�K>QFLKP�TBOB�LK�QEBgold standard � 	'3
�>P�PRJJ>OFWBA
FK&FDROB�������4EB�QOFIBJJ>�LO�FJMLPPF?IB�QOFKFQV�LC�FKQBOK>QFLK>I�JLKBQ>OV
OBDFJBP��

#B@NK>����1A>�MKBE>FF:��HK�BFIHLLB;E>�MKBGBMR��H?�BGM>KG:MBHG:E�FHG>M:KR�K>@BF>L

�� 4EB�MOF@B�LC�LKB�@ROOBK@V�FK
QBOJP�LC�>KLQEBO�

�� !�PVPQBJ�LC�CFUBA�BU@E>KDB
O>QBP�?>PBA�LK�DLIA�>KA�QEB
53$�RPBA�?V�JLPQ�LC�QEB
TLOIAiP�COBB�	KLK@LJJRKFPQ

@LRKQOFBP�FK�QEB�NR>OQBO
@BKQROV�>CQBO�7LOIA�7>O�))�

�� !�CFUBA�BU@E>KDB�O>QB�OBDFJB
?>PBA�LK�DLIA�

#E>MQBO����)KQBOK>QFLK>I�-LKBQ>OV�2BDFJBP

���



.LQB�QE>Q�QELPB�TBOB�QEB�MOBS>FIFKD�OBDFJBP��"B@>RPB�K>QFLKP�ABQBOJFKB�QEBFO
JLKBQ>OV�OBI>QFLKPEFM�TFQE�QEB�OBPQ�LC�QEB�TLOIA�FKAFSFAR>IIV�PLJB�@LRKQOFBP�E>SB
>IT>VP�OBJ>FKBA�LRQPFAB�QEB�MOBS>FIFKD�PVPQBJ�LCQBK�CLO�PQO>QBDF@�OB>PLKP��)K�QEB
KFKBQBBKQE�@BKQROV�CLO�BU>JMIB�PLJB�@LRKQOFBP�@ELPB�>�PFISBO�O>QEBO�QE>K�>�DLIA
PQ>KA>OA��3LJB�>IILTBA�QEBFO�@ROOBK@FBP�QL�CIL>Q�FK�T>OQFJB��4LA>V�PLJB�@LRKQOFBP
J>FKQ>FK�CFUBA�BU@E>KDB�O>QBP�	RPR>IIV�>D>FKPQ�53$
�LO�J>K>DB�QEBFO�@ROOBK@FBP�PL
QEBFO�BU@E>KDB�O>QBP�PQ>V�TFQEFK�>�?>KA�LO�O>KDB��NM�CNLM�:L�GH�<HNGMKR�<:G�=H�:P:R
PBMA�L<:K<BMR�HK�:LRFF>MKB<�BG?HKF:MBHG��GHG>�<:G�>L<:I>�MA>�MKBE>FF:��:�=BE>FF:�PBMA
MAK>>�<HFIHG>GML���:ELH�DGHPG�:L�MA>�BFIHLLB;E>�MKBGBMR�

#B@NK>����0MK>G@MAL�:G=�P>:DG>LL>L�H?�BGM>KG:MBHG:E�FHG>M:KR�K>@BF>L

!P &FDROB�������4EB�QOFIBJJ>�LO�FJMLPPF?IB�QOFKFQV�LC�FKQBOK>QFLK>I�JLKBQ>OV
OBDFJBP�PELTP�LKIV�QTL�LC�QEB�QEOBB�ELIV�DO>FIP�LC�FKQBOK>QFLK>I�JLKBQ>OV�MLIF@V
CFUBA�BU@E>KDBA�O>QBP�FKQBOK>QFLK>I�CFK>K@F>I�@>MFQ>I�JL?FIFQV�>KA�ALJBPQF@
JLKBQ>OV�MLIF@V�AFP@OBQFLK�@>K�?B�P>QFPCFBA�>Q�LK@B��#LRKQOFBP�@>K�>AOLFQIV�@E>KDB
OBDFJBP�TEBK�FQ�PRFQP�QEBJ�?RQ�QEBV�@>KKLQ�BKGLV�@>MFQ>I�JL?FIFQV�CFUBA�BU@E>KDB
O>QBP�>KA�AFP@OBQFLK>OV�JLKBQ>OV�MLIF@V�>II�>Q�LK@B��4E>Q�FP�?B@>RPB�QL�J>FKQ>FK�>
CFUBA�BU@E>KDB�O>QB�>�JLKBQ>OV�>RQELOFQV�	IFHB�>�@BKQO>I�?>KH
�E>P�QL�J>HB�QE>Q
O>QB�FQP�PLIB�@LKPFABO>QFLK�	QERP�DFSFKD�RM�LK�ALJBPQF@�DL>IP�IFHB�FKCI>QFLK�LO
BJMILVJBKQ�DOLPP�ALJBPQF@�MOLAR@Q�;'$0<
�LO�FQ�E>P�QL�PB>I�LCC�QEB�K>QFLK�COLJ�QEB
FKQBOK>QFLK>I�CFK>K@F>I�PVPQBJ�?V�@RQQFKD�LCC�@>MFQ>I�CILTP��%>@E�@LJMLKBKQ�LC�QEB
QOFIBJJ>�@LJBP�I>ABK�TFQE�@LPQP�>KA�?BKBCFQP�PL�B>@E�J>GLO�FKQBOK>QFLK>I�MLIF@V
OBDFJB�E>P�PQOBKDQEP�>KA�TB>HKBPPBP�>P�LRQIFKBA�FK&FDROB�������3QOBKDQEP�>KA
TB>HKBPPBP�LC�FKQBOK>QFLK>I�JLKBQ>OV�OBDFJBP��

#E>MQBO����)KQBOK>QFLK>I�-LKBQ>OV�2BDFJBP

�����4EB�4OFIBJJ>�LO�)JMLPPF?IB�4OFKFQV ���



Stop and Think Box

&OLJ������RKQFI������LO�PL�'OB>Q�"OFQ>FK�>?>KALKBA�QEBspecie standard� FQ
E>A�J>FKQ>FKBA�CLO�>P�ILKD�>P�>KVLKB�@LRIA�OBJBJ?BO�>KA�>IILTBA�QEB�MLRKA
PQBOIFKD�QL�CIL>Q�NRFQB�COBBIV��4E>Q�T>P�>�MBOFLA�LC�>IJLPQ�KLKPQLM�T>OC>OB
HKLTK�>P�QEB�.>MLIBLKF@�7>OP��4EB�5KFQBA�3Q>QBP�>IPL�>?>KALKBA�FQP�PMB@FB
PQ>KA>OA�COLJ������RKQFI������COLJ������RKQFI������>KA�COLJ������RKQFI
BPPBKQF>IIV�������7EV 

4ELPB�TBOB�>IPL�MBOFLAP�LC�T>OC>OB�>KA�QEBFO�FJJBAF>QB�>CQBOJ>QE�FK�QEB
5KFQBA�3Q>QBPfQEB�2BSLIRQFLK�7>O�LC������>KA�#FSFI�7>O�OBPMB@QFSBIV�
!MM>OBKQIV�AROFKD�T>OQFJB�?LQE�@LRKQOFBP�CLRKA�QEB�PMB@FB�PQ>KA>OA�@LPQIV
>KA�MOBCBOOBA�FKPQB>A�QL�CIL>Q�TFQE�COBB�JL?FIFQV�LC�CFK>K@F>I�@>MFQ>I��4E>Q
>IILTBA�QEBJ�QL�?LOOLT�>?OL>A�TEFIB�PFJRIQ>KBLRPIV�D>FKFKD�AFP@OBQFLK�LSBO
ALJBPQF@�JLKBQ>OV�MLIF@V�BPPBKQF>IIV�>IILTFKD�QEBJ�QL�CRKA�M>OQ�LC�QEB�@LPQ�LC
QEB�T>OP�TFQE�>�@ROOBK@V�Q>U�TEF@E�FP�QL�P>V�FKCI>QFLK�

�� !�CFUBA�BU@E>KDB�O>QB�OBDFJB
?>PBA�LK�PMB@FB�F�B��DLIA�>KA�
LO�PFISBO�

#E>MQBO����)KQBOK>QFLK>I�-LKBQ>OV�2BDFJBP

�����4EB�4OFIBJJ>�LO�)JMLPPF?IB�4OFKFQV ���



KEY TAKEAWAYS

a 4EB�FJMLPPF?IB�QOFKFQV�LO�QOFIBJJ>�FP�LKB�LC�QELPB�>PMB@QP�LC�QEB�K>QROB
LC�QEFKDP�IFHB�P@>O@FQV�>KA�>PVJJBQOF@�FKCLOJ>QFLK�QE>Q�J>HBP�IFCB
AFCCF@RIQ�

a 3MB@FCF@>IIV�QEB�QOFIBJJ>�JB>KP�QE>Q�>�@LRKQOV�@>K�CLIILT�LKIV�QTL�LC
QEOBB�MLIF@FBP�>Q�LK@B��FKQBOK>QFLK>I�@>MFQ>I�JL?FIFQV�CFUBA�BU@E>KDB
O>QBP�>KA�AFP@OBQFLK>OV�ALJBPQF@�JLKBQ>OV�MLIF@V�

a 4L�HBBM�BU@E>KDB�O>QBP�CFUBA�QEB�@BKQO>I�?>KH�JRPQ�BFQEBO�OBPQOF@Q
@>MFQ>I�CILTP�LO�DFSB�RM�FQP�@LKQOLI�LSBO�QEB�ALJBPQF@�JLKBV�PRMMIV
FKQBOBPQ�O>QBP�>KA�MOF@B�IBSBI�

a 4EFP�JB>KP�QE>Q�>�@LRKQOV�JRPQ�J>HB�AFCCF@RIQ�AB@FPFLKP�>?LRQ�TEF@E
S>OF>?IBP�FQ�T>KQP�QL�@LKQOLI�>KA�TEF@E�FQ�T>KQP�QL�DFSB�RM�QL�LRQPFAB
CLO@BP�

a 4EB�CLRO�J>GLO�QVMBP�LC�FKQBOK>QFLK>I�JLKBQ>OV�OBDFJB�>OB�PMB@FB
PQ>KA>OA�J>K>DBA�CFUBA�BU@E>KDB�O>QB�COBB�CIL>Q�>KA�J>K>DBA�CIL>Q�

a 4EBV�AFCCBO�FK�QEBFO�PLIRQFLK�PL�QL�PMB>H�LC�QEB�FJMLPPF?IB�QOFKFQV�
a 3MB@FB�PQ>KA>OAP�IFHB�QEB�@I>PPF@>I�'3�J>FKQ>FKBA�CFUBA�BU@E>KDB�O>QBP

>KA�>IILTBA�QEB�COBB�CILT�LC�CFK>K@F>I�@>MFQ>I�FKQBOK>QFLK>IIV�OBKABOFKD
FQ�FJMLPPF?IB�QL�>IQBO�ALJBPQF@�JLKBV�PRMMIFBP�FKQBOBPQ�O>QBP�LO
FKCI>QFLK�O>QBP�

a ->K>DBA�CFUBA�BU@E>KDB�O>QB�OBDFJBP�IFHB�"73�>IILTBA�@BKQO>I�?>KHP
AFP@OBQFLK�>KA�CFUBA�BU@E>KDB�O>QBP�>Q�QEB�@LPQ�LC�OBPQOF@QFKD
FKQBOK>QFLK>I�@>MFQ>I�CILTP�

a 5KABO�>�COBB�CIL>Q�COBB�@>MFQ>I�CILTP�>OB�>D>FK�>IILTBA�>P�FP�ALJBPQF@
AFP@OBQFLK>OV�JLKBQ>OV�MLIF@V�?RQ�>Q�QEB�BUMBKPB�LC�QEB�PB@ROFQV�>KA
PQ>?FIFQV�LC�CFUBA�BU@E>KDB�O>QBP�
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19.2 Two Systems of Fixed Exchange Rates

LEARNING OBJECTIVE
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19.3 The Managed or Dirty Float
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19.4 The Choice of International Policy Regime

LEARNING OBJECTIVE
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Stop and Think Box

7E>Q�PLOQ�LC�FKQBOK>QFLK>I�JLKBQ>OV�OBDFJBP�>OB�@LKPFPQBKQ�TFQE&FDROB�����
�$LII>O�VBK�BU@E>KDB�O>QB�����e�����>KA&FDROB�������(LKD�+LKDe53$
BU@E>KDB�O>QB�����e����� 

#B@NK>����
!HEE:K�R>G�>Q<A:G@>�K:M>������X����

#B@NK>����
%HG@�(HG@X20!�>Q<A:G@>�K:M>������X����

&FDROB�������$LII>O�VBK�BU@E>KDB�O>QB�����e�����@BOQ>FKIV�FP�KLQ�>�CFUBA
BU@E>KDB�O>QB�OBDFJB�LO�>�J>K>DBA�CIL>Q�TFQE�>�QFDEQ�?>KA��)Q�@LRIA�?B

#E>MQBO����)KQBOK>QFLK>I�-LKBQ>OV�2BDFJBP

�����4EB�#ELF@B�LC�)KQBOK>QFLK>I�0LIF@V�2BDFJB ���



@LKPFPQBKQ�TFQE�>�CRIIV�COBB�CIL>Q�?RQ�FQ�JFDEQ�>IPL�OBMOBPBKQ�>�J>K>DBA�CIL>Q
TFQE�TFAB�?>KAP�?BQTBBK�>?LRQ�b����QL�b����MBO�ALII>O�

)Q�>MMB>OP�EFDEIV�IFHBIV�COLJ&FDROB�������(LKD�+LKDe53$�BU@E>KDB�O>QB
����e����� QE>Q�(LKD�+LKDiP�JLKBQ>OV�>RQELOFQV�CLO�JLPQ�LC�QEB�MBOFLA�COLJ
�����QL������BKD>DBA�FK�>�J>K>DBA�CIL>Q�TFQEFK�C>FOIV�QFDEQ�?>KAP�?LRKABA�?V
>?LRQ�(+������>KA�(+�����QL�QEB�ALII>O��!IPL�CLO�QEOBB�VB>OP�B>OIV�FK�QEB�KBT
JFIIBKKFRJ�FQ�MBDDBA�QEB�ALII>O�>Q�(+�����?BCLOB�OBQROKFKD�QL�>�ILLPBO�?RQ�PQFII
QFDEQ�?>KA�FK������

#E>MQBO����)KQBOK>QFLK>I�-LKBQ>OV�2BDFJBP

�����4EB�#ELF@B�LC�)KQBOK>QFLK>I�0LIF@V�2BDFJB ���



KEY TAKEAWAYS

a !�@LRKQOV�TFQE�TB>H�FKPQFQRQFLKP�	B�D��>�ABMBKABKQ�@BKQO>I�?>KH�QE>Q
>IILTP�O>JM>KQ�FKCI>QFLK
�@>K�BPPBKQF>IIV�COBB�OFAB�LK�QEB�JLKBQ>OV
MLIF@V�LC�>�ABSBILMBA�@LRKQOV�?V�CFUFKD�LO�MBDDFKD�FQP�@ROOBK@V�QL�QEB
ALII>O�BROL�VBK�MLRKA�PQBOIFKD�LO�LQEBO�>K@ELOFKD�@ROOBK@V�QL�>
DOB>QBO�LO�IBPPBO�ABDOBB�

a )K�C>@Q�FK�QEB�IFJFQ�>�@LRKQOV�@>K�PFJMIV�>ALMQ�>KLQEBO�@LRKQOViP
@ROOBK@V�>P�FQP�LTK�FK�>�MOL@BPP�@>IIBA�ALII>OFW>QFLK�

a )C�FQ�T>KQP�QL�@LKQFKRB�B>OKFKD�PBFDKFLO>DB�	MOLCFQP�COLJ�QEB�FPPR>K@B�LC
JLKBV
�FQ�@>K�@OB>QB�>�@ROOBK@V�?L>OA�QEB�CRK@QFLK�LC�TEF@E�FP�QL
J>FKQ>FK�����MBO@BKQ�OBPBOSBP�>KA�CRII�@LKSBOQF?FIFQV�?BQTBBK�QEB
ALJBPQF@�@ROOBK@V�>KA�QEB�>K@ELO�@ROOBK@V�

a !Q�QEB�LQEBO�BUQOBJB�FQ�@>K�@OB>QB�>�@O>TIFKD�MBD�TFQE�TFAB�?>KAP
>IILTFKD�FQP�@ROOBK@V�QL�>MMOB@F>QB�LO�ABMOB@F>QB�A>V�QL�A>V�>@@LOAFKD�QL
QEB�FKQBO>@QFLK�LC�PRMMIV�>KA�ABJ>KA�PILTIV�>AGRPQFKD�QEB�?>KA�>KA�MBD
FK�QEB�ILKD�QBOJ�>P�J>@OLB@LKLJF@�@LKAFQFLKP�AF@Q>QB�

a 7EBK�>�@ROOBK@V�FP�LSBOS>IRBA�TEF@E�FP�QL�P>V�TEBK�QEB�@BKQO>I�?>KH
PBQP�%MBDEFDEBO�QE>K�%��	TEBK�%�FP�BUMOBPPBA�>P�CLOBFDK�@ROOBK@V�
ALJBPQF@�@ROOBK@V
�QEB�@BKQO>I�?>KH�JRPQ�>MMOB@F>QB�QEB�@ROOBK@V�?V
PBIIFKD�FKQBOK>QFLK>I�OBPBOSBP�CLO�FQP�ALJBPQF@�@ROOBK@V�

a )Q�J>V�ORK�LRQ�LC�OBPBOSBP�?BCLOB�ALFKD�PL�ELTBSBO�PM>OHFKD�>�O>MFA
ABMOB@F>QFLK�QE>Q�@LRIA�QOFDDBO�>�CFK>K@F>I�@OFPFP�?V�O>MFAIV�FK@OB>PFKD
QEB�OB>I�S>IRB�LC�AB?QP�LTBA�?V�ALJBPQF@�OBPFABKQP�?RQ�ABKLJFK>QBA�FK
CLOBFDK�@ROOBK@FBP�

a 7EBK�>�@ROOBK@V�FP�RKABOS>IRBA�TEF@E�FP�QL�P>V�TEBK�QEB�@BKQO>I�?>KH
PBQP�%MBD?BILT�%��QEB�@BKQO>I�?>KH�JRPQ�ABMOB@F>QB�FQP�ALJBPQF@
@ROOBK@V�?V�BU@E>KDFKD�FQ�CLO�FKQBOK>QFLK>I�OBPBOSBP��)Q�J>V�>@@RJRI>QB
QLL�J>KV�PR@E�OBPBOSBP�TEF@E�LCQBK�E>SB�ILT�VFBIAP�>KA�TEF@E�@LRIA
NRF@HIV�ILPB�S>IRB�FC�QEB�ALJBPQF@�@ROOBK@V�PRAABKIV�>MMOB@F>QBP
MBOE>MP�TFQE�QEB�>FA�LC�>�DLLA�MRPE�?V�@ROOBK@V�PMB@RI>QLOP�J>HFKD�?FD
LKB�PFABA�?BQP�

#E>MQBO����)KQBOK>QFLK>I�-LKBQ>OV�2BDFJBP

�����4EB�#ELF@B�LC�)KQBOK>QFLK>I�0LIF@V�2BDFJB ���



19.5 Suggested Reading

"LOALK�-F@E>BI�>KA�">OOV�%F@EBKDOBBK���/>MKHLI><MBO>�HG�MA>��K>MMHG�4HH=L
0RLM>FFE��)>LLHGL�?HK�&GM>KG:MBHG:E�*HG>M:KR�/>?HKF��#EF@>DL�),��5KFSBOPFQV�LC�#EF@>DL
0OBPP������

%F@EBKDOBBK�">OOV�$EH;:EBSBG@� :IBM:E����%BLMHKR�H?�MA>�&GM>KG:MBHG:E�*HG>M:KR�0RLM>F�
0OFK@BQLK�.*��0OFK@BQLK�5KFSBOPFQV�0OBPP������

'>IILOLQQF�'FRIFL�1A>��G:MHFR�H?�:G�&GM>KG:MBHG:E�*HG>M:KR�/>@BF>��1A>� E:LLB<:E�$HE=
0M:G=:K=������X������.BT�9LOH��/UCLOA�5KFSBOPFQV�0OBPP������

-LLP>�)J>A� "Q<A:G@>�/:M>�/>@BF>L��#BQ>=��#E>QB;E>�HK�0HF>MABG@�BG��>MP>>G��.BT�9LOH�
0>IDO>SB�->@JFII>K������

2LPBK?BOD�-F@E>BI�"Q<A:G@>�/:M>�!>M>KFBG:MBHG��*H=>EL�:G=�0MK:M>@B>L�?HK�"Q<A:G@>
/:M>�#HK><:LMBG@��.BT�9LOH��-@'O>T�(FII������

#E>MQBO����)KQBOK>QFLK>I�-LKBQ>OV�2BDFJBP

���



Chapter 20

Money Demand

CHAPTER OBJECTIVES
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20.1 The Quantity Theory

LEARNING OBJECTIVE
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Stop and Think Box
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20.2 Liquidity Preference Theory

LEARNING OBJECTIVE
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@LRIA�KLQ�BUMI>FK�TEV�SBIL@FQV�T>P�MOL�@V@IF@>I�F�B��TEV�FQ�FK@OB>PBA�AROFKD
?RPFKBPP�BUM>KPFLKP�>KA�AB@OB>PBA�AROFKD�OB@BPPFLKP�

4L�CFKA�>�?BQQBO�QEBLOV�+BVKBP�QLLH�>�AFCCBOBKQ�MLFKQ�LC�ABM>OQROB�>PHFKD�FK�BCCB@Q
g7EV�AL�B@LKLJF@�>DBKQP�ELIA�JLKBV h�(B�@>JB�RM�TFQE�QEOBB�OB>PLKP�

�. �7 �� �1�:
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�� 4O>KP>@QFLKP��%@LKLJF@�>DBKQP�KBBA�JLKBV�QL�J>HB�M>VJBKQP��!P
QEBFO�FK@LJBP�OFPB�PL�QLL�AL�QEB�KRJ?BO�>KA�S>IRB�LC�QELPB�M>VJBKQP
PLMABL�I:KM�H?�FHG>R�=>F:G=�BL�IKHIHKMBHG:E�MH�BG<HF>�

�� 0OB@>RQFLKP�0YM�A:II>GLT>P�>�@>Q@E�MEO>PB�LC�QEB�����P�OB@>IIBA
MBOE>MP�JLPQ�C>JLRPIV�FK�QEB�EFQ�JLSFB#HKK>LM�$NFI��7>V�?>@H�FK�QEB
����P�+BVKBP�>IOB>AV�HKBT�QE>Q�?>A�PQRCC�E>MMBKPf>KA�QE>Q�LKB
ABCBKPB�>D>FKPQ�FQ�T>P�QL�HBBM�PLJB�PM>OB�@>PE�IVFKD�>OLRKA:L�:
IK><:NMBHG��)Q�QLL�FP=BK><MER�IKHIHKMBHG:E�MH�BG<HF>�+BVKBP�?BIFBSBA�

�� 3MB@RI>QFLKP��0BLMIB�TFII�ELIA�JLOB�?LKAP�QE>K�JLKBV�TEBK�FKQBOBPQ
O>QBP�>OB�EFDE�CLO�QTL�OB>PLKP��4EB�LMMLOQRKFQV�@LPQ�LC�ELIAFKD�JLKBV
	TEF@E�+BVKBP�>PPRJBA�E>P�WBOL�OBQROK
�FP�EFDEBO�>KA�QEB�BUMB@Q>QFLK
FP�QE>Q�FKQBOBPQ�O>QBP�TFII�C>II�O>FPFKD�QEB�MOF@B�LC�?LKAP��7EBK�FKQBOBPQ
O>QBP�>OB�ILT�QEB�LMMLOQRKFQV�@LPQ�LC�ELIAFKD�JLKBV�FP�ILT�>KA�QEB
BUMB@Q>QFLK�FP�QE>Q�O>QBP�TFII�OFPB�AB@OB>PFKD�QEB�MOF@B�LC�?LKAP��3L
MBLMIB�ELIA�I>ODBO�JLKBV�?>I>K@BP�TEBK�O>QBP�>OB�ILT�,O>K:EE��MA>G�
FHG>R�=>F:G=�:G=�BGM>K>LM�K:M>L�:K>�BGO>KL>ER�K>E:M>=�

-LOB�CLOJ>IIV�+BVKBPiP�FAB>P�@>K�?B�PQ>QBA�>P

TEBOB�

-A�0���ABJ>KA�CLO�OB>I�JLKBV�?>I>K@BP

?JB>KP�gCRK@QFLK�LCh�	QEFP�PFJMIFCFBP�QEB�J>QEBJ>QF@P


B��FKQBOBPQ�O>QB

9���LRQMRQ�	FK@LJB


������S>OFBP�AFOB@QIV�TFQE

�l����S>OFBP�FKAFOB@QIV�TFQE

!K�FK@OB>PB�FK�FKQBOBPQ�O>QBP�FKAR@BP�MBLMIB�QL�AB@OB>PB�OB>I�JLKBV�?>I>K@BP�CLO�>
DFSBK�FK@LJB�IBSBI�FJMIVFKD�QE>Q�SBIL@FQV�JRPQ�?B�EFDEBO�0H�(>RG>L\L�OB>P�P:L
LNI>KBHK�MH�MA>�<E:LLB<:E�JN:GMBMR�MA>HKR�H?�FHG>R�;><:NL>�A>�LAHP>=�MA:M�O>EH<BMR�BL�GHM
<HGLM:GM�;NM�K:MA>K�BL�IHLBMBO>ER�K>E:M>=�MH�BGM>K>LM�K:M>L��MA>K>;R�>QIE:BGBG@�BML�IKH�<R<EB<:E
G:MNK>��	2B@>II�COLJ#E>MQBO����4EB�%@LKLJF@P�LC�)KQBOBPQ�2>QB�&IR@QR>QFLKP�QE>Q

�. �E���1 �� �G�	�J���1�� � �: ������ �
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FKQBOBPQ�O>QBP�OFPB�AROFKD�BUM>KPFLKP�>KA�C>II�AROFKD�OB@BPPFLKP�
(>RG>L\L�MA>HKR�P:L
:ELH�?KNBM?NE�;><:NL>�BM�BG=N<>=�HMA>K�L<AHE:KL�MH�>E:;HK:M>�HG�BM�?NKMA>K�

)K�QEB�B>OIV�����P�CLO�BU>JMIB�>�VLRKD�7FII
">RJLI EQQM���M>DBP�PQBOK�KVR�BAR�[T?>RJLI�>KA�*>JBP
4L?FKEQQM���KL?BIMOFWB�LOD�KL?BI=MOFWBP�B@LKLJF@P�I>ROB>QBP������QL?FK�
>RQL?FL�EQJIFKABMBKABKQIV�PELTBA�QE>Q�JLKBV�?>I>K@BPA>E=�?HK�MK:GL:<MBHG
INKIHL>L	KLQ�GRPQ�PMB@RI>QFSB�LKBP
�TBOB�PBKPFQFSB�QL�FKQBOBPQ�O>QBP>O>G�B?�MA>�K>MNKG
HG�FHG>R�P:L�S>KH��4E>Q�FP�?B@>RPB�MBLMIB�@>K�ELIA�?LKAP�LO�LQEBO�FKQBOBPQ�?B>OFKD
PB@ROFQFBP�RKQFI�QEBV�KBBA�QL�J>HB�>�M>VJBKQ��7EBK�FKQBOBPQ�O>QBP�>OB�EFDE�MBLMIB
TFII�ELIA�>P�IFQQIB�JLKBV�CLO�QO>KP>@QFLK�MROMLPBP�>P�MLPPF?IB�?B@>RPB�FQ�TFII�?B
TLOQE�QEB�QFJB�>KA�QOLR?IB�LC�FKSBPQFKD�FK�?LKAP�>KA�QEBK�IFNRFA>QFKD�QEBJ�TEBK
KBBABA��7EBK�O>QBP�>OB�ILT�?V�@LKQO>PQ�MBLMIB�TFII�ELIA�JLOB�JLKBV�CLO
QO>KP>@QFLK�MROMLPBP�?B@>RPB�FQ�FPKiQ�TLOQE�QEB�E>PPIB�>KA�?OLHBO>DB�CBBP�QL�MI>V
TFQE�?LKAP�SBOV�LCQBK�0H�MK:GL:<MBHG�=>F:G=�?HK�FHG>R�BL�G>@:MBO>ER�K>E:M>=�MH�BGM>K>LM
K:M>L��!�PFJFI>O�QO>AB�LCC�>MMIFBP�>IPL�QL�MOB@>RQFLK>OV�?>I>K@BP��4EB�IROB�LC�EFDE
FKQBOBPQ�O>QBP�LCCPBQP�QEB�CB>O�LC�?>A�BSBKQP�L@@ROOFKD��7EBK�O>QBP�>OB�ILT�?BQQBO�QL
MI>V�FQ�P>CB�>KA�ELIA�JLOB�ALRDE�0H�MA>�IK><:NMBHG:KR�=>F:G=�?HK�FHG>R�BL�:ELH
G>@:MBO>ER�K>E:M>=�MH�BGM>K>LM�K:M>L�
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http://pages.stern.nyu.edu/~wbaumol/
http://nobelprize.org/nobel_prizes/economics/laureates/1981/tobin-autobio.html
http://nobelprize.org/nobel_prizes/economics/laureates/1981/tobin-autobio.html


KEY TAKEAWAYS

a "BCLOB�&OFBAJ>K�QEB�NR>KQFQV�QEBLOV�LC�JLKBV�T>P�>�JR@E�PFJMIBO
>CC>FO�?>PBA�LK�QEB�PL�@>IIBA�BNR>QFLK�LC�BU@E>KDBfJLKBV�QFJBP
SBIL@FQV�BNR>IP�QEB�MOF@B�IBSBI�QFJBP�LRQMRQ�	-6���09
fMIRP�QEB
>PPRJMQFLKP�QE>Q�@E>KDBP�FK�QEB�JLKBV�PRMMIV�@>RPB�@E>KDBP�FK�LRQMRQ
>KA�MOF@BP�>KA�QE>Q�SBIL@FQV�@E>KDBP�PL�PILTIV�FQ�@>K�?B�P>CBIV�QOB>QBA�>P
>�@LKPQ>KQ��.LQB�QE>Q�QEB�FKQBOBPQ�O>QB�FP�KLQ�@LKPFABOBA�>Q�>II�FK�QEFP�PL�
@>IIBA�K>_SB�SBOPFLK�

a +BVKBP�>KA�EFP�CLIILTBOP�HKBT�QE>Q�FKQBOBPQ�O>QBP�TBOB�FJMLOQ>KQ�QL
JLKBV�ABJ>KA�>KA�QE>Q�SBIL@FQV�T>PKiQ�>�@LKPQ>KQ�PL�QEBV�@OB>QBA�>
QEBLOV�TEBOB?V�B@LKLJF@�>@QLOP�ABJ>KA�JLKBV�QL�BKD>DB�FK
QO>KP>@QFLKP�	?RV�>KA�PBII�DLLAP
�>P�>�MOB@>RQFLK�>D>FKPQ�RKBUMB@QBA
KBD>QFSB�PEL@HP�>KA�>P�>�PMB@RI>QFLK�

a $RB�QL�QEB�CFOPQ�QTL�JLQFS>QFLKP�OB>I�JLKBV�?>I>K@BP�FK@OB>PB�AFOB@QIV
TFQE�LRQMRQ�

a $RB�QL�QEB�PMB@RI>QFSB�JLQFSB�OB>I�JLKBV�?>I>K@BP�>KA�FKQBOBPQ�O>QBP
>OB�FKSBOPBIV�OBI>QBA��7EBK�FKQBOBPQ�O>QBP�>OB�EFDE�PL�FP�QEB�LMMLOQRKFQV
@LPQ�LC�ELIAFKD�JLKBV�

a 4EOLT�FK�QEB�BUMB@Q>QFLK�QE>Q�O>QBP�TFII�IFHBIV�C>II�@>RPFKD�?LKA�MOF@BP
QL�OFPB�>KA�MBLMIB�>OB�FKAR@BA�QL�ELIA�IBPP�JLKBV�>KA�JLOB�?LKAP�

a 7EBK�FKQBOBPQ�O>QBP�>OB�ILT�?V�@LKQO>PQ�MBLMIB�BUMB@Q�QEBJ�QL�OFPB
TEF@E�TFII�EROQ�?LKA�MOF@BP��-LOBLSBO�QEB�LMMLOQRKFQV�@LPQ�LC�ELIAFKD
JLKBV�QL�J>HB�QO>KP>@QFLKP�LO�>P�>�MOB@>RQFLK�>D>FKPQ�PEL@HP�FP�ILT
TEBK�FKQBOBPQ�O>QBP�>OB�ILT�PL�MBLMIB�TFII�ELIA�JLOB�JLKBV�>KA�CBTBO
?LKAP�TEBK�FKQBOBPQ�O>QBP�>OB�ILT�
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20.3 Head to Head: Friedman versus Keynes

LEARNING OBJECTIVE

�� (LT�AL�QEB�JLABOK�NR>KQFQV�QEBLOV�>KA�QEB�IFNRFAFQV�MOBCBOBK@B�QEBLOV
@LJM>OB 

#KB>=F:G\L�>E:;HK:MBHG�H?�MA>�JN:GMBMR�MA>HKR�=K>P�A>:OBER�HG�(>RG>L\L�:G=�ABL�?HEEHP>KL\
BGLB@AML�:L�P>EE��LH�BM�BL�GHM�LNKIKBLBG@�MA:M�#KB>=F:G\L�OB>P�>O>GMN:EER�IK>=HFBG:M>=��4EB
JLABOK�NR>KQFQV�QEBLOV�FP�PRMBOFLO�QL�+BVKBPiP�IFNRFAFQV�MOBCBOBK@B�QEBLOV�?B@>RPB
FQ�FP�JLOB�@LJMIBU�PMB@FCVFKD�QEOBB�QVMBP�LC�>PPBQP�	?LKAP�BNRFQFBP�DLLAP
�FKPQB>A
LC�GRPQ�LKB�	?LKAP
��)Q�>IPL�ALBP�KLQ�>PPRJB�QE>Q�QEB�OBQROK�LK�JLKBV�FP�WBOL�LO
BSBK�>�@LKPQ>KQ��)K�&OFBAJ>KiP�QEBLOV�SBIL@FQV�FP�KL�ILKDBO�>�@LKPQ>KQ��FKPQB>A�FQ�FP
EFDEIV�MOBAF@Q>?IB�>KA�>P�FK�OB>IFQV�>KA�+BVKBPiP�CLOJRI>QFLK�MOL�@V@IF@>I�OFPFKD
AROFKD�BUM>KPFLKP�>KA�C>IIFKD�AROFKD�OB@BPPFLKP�

#BG:EER��NGEBD>�MA>�EBJNB=BMR�IK>?>K>G<>�MA>HKR��#KB>=F:G\L�FH=>KG�JN:GMBMR�MA>HKR�IK>=B<ML
MA:M�BGM>K>LM�K:M>�<A:G@>L�LAHNE=�A:O>�EBMME>�>??><M�HG�FHG>R�=>F:G=��4EB�OB>PLK�CLO�QEFP
FP�QE>Q�&OFBAJ>K�?BIFBSBA�QE>Q�QEB�OBQROK�LK�?LKAP�PQL@HP�DLLAP�>KA�JLKBV�TLRIA
?B�MLPFQFSBIV�@LOOBI>QBA�IB>AFKD�QL�IFQQIB�@E>KDB�FK�O? e�OJ �OPe�OJ �LO�cBe�OJ
?B@>RPB�?LQE�PFABP�TLRIA�OFPB�LO�C>II�>?LRQ�QEB�P>JB�>JLRKQ��4E>Q�FKPFDEQ
BPPBKQF>IIV�OBAR@BP�QEB�JLABOK�NR>KQFQV�QEBLOV�QL�-A�0���C	9M���
� 2GMBE�MA>�����L�

#KB>=F:G�P:L�FHK>�HK�E>LL�<HKK><M��)KQBOBPQ�O>QBP�AFA�KLQ�PQOLKDIV�>CCB@Q�QEB�ABJ>KA
CLO�JLKBV�PL�SBIL@FQV�T>P�MOBAF@Q>?IB�>KA�QEB�NR>KQFQV�LC�JLKBV�T>P�@ILPBIV�IFKHBA
QL�>DDOBD>QB�LRQMRQ��%U@BMQ�TEBK�KLJFK>I�FKQBOBPQ�O>QBP�EFQ�WBOL�	>P�FK�*>M>K
�QEB
ABJ>KA�CLO�JLKBV�T>P�PLJBTE>Q�PBKPFQFSB�QL�FKQBOBPQ�O>QBP�PL�QEBOB�T>P�KL�PL�
@>IIBA�IFNRFAFQV�QO>M�	TEBOB�JLKBV�ABJ>KA�FP�MBOCB@QIV�ELOFWLKQ>I�IB>SFKD�@BKQO>I
?>KHBOP�FJMLQBKQ
�!NKBG@�MA>�����L��AHP>O>K��FHG>R�=>F:G=�;><:F>�FHK>�L>GLBMBO>�MH
BGM>K>LM�K:M>�<A:G@>L��:G=�O>EH<BMR��HNMINM��:G=�BG?E:MBHG�;><:F>�A:K=>K�MH�IK>=B<M��4E>QiP
LKB�OB>PLK�KLQBA�FK#E>MQBO�����-LKBQ>OV�0LIF@V�4>ODBQP�>KA�'L>IP��TEV�@BKQO>I
?>KHP�FK�QEB�����P�CLRKA�QE>Q�Q>ODBQFKD�JLKBQ>OV�>DDOBD>QBP�AFA�KLQ�EBIM�QEBJ�QL
JBBQ�QEBFO�FKCI>QFLK�LO�LRQMRQ�DL>IP�
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���



Stop and Think Box

3Q>OB�>Q&FDROB�������4EB�NR>OQBOIV�SLI>QFIFQV�LC�SBIL@FQV�����e�����CLO�>�PMBII�
(LT�FP�FQ�OBI>QBA�QL�QEB�AFP@RPPFLK�FK�QEFP�@E>MQBO �4EBK�Q>HB�>�D>KABO�>Q&FDROB
������4EB�SBIL@FQV�LC�JLKBV�FK�QEB�5KFQBA�3Q>QBP�����e�������)K�>AAFQFLK�QL
DFSFKD�RP�>�KBT�MBOPMB@QFSB�LK&FDROB�������4EB�NR>OQBOIV�SLI>QFIFQV�LC�SBIL@FQV
����e����� �FQ�PELTP�QE>Q�QEB�SBIL@FQV�LC�JLKBV�	SBIL@FQV���'$0�-��?B@>RPB�-6
��09�@>K�?B�PLISBA�CLO�6��6���09�-
�E>P�FK@OB>PBA�@LKPFABO>?IV�PFK@B�QEB�I>QB
����P��7EV�JFDEQ�QE>Q�?B 

#B@NK>����
1A>�JN:KM>KER�OHE:MBEBMR�H?
O>EH<BMR������X����

#B@NK>����
1A>�O>EH<BMR�H?�FHG>R�BG�MA>
2GBM>=�0M:M>L������X����

4EB�@E>MQBO�J>HBP�QEB�MLFKQ�QE>Q�SBIL@FQV�?B@>JB�JR@E�IBPP�PQ>?IB�>KA�JR@E
IBPP�MOBAF@Q>?IB�FK�QEB�����P�>KA�QEBOB>CQBO�&FDROB�������4EB�NR>OQBOIV
SLI>QFIFQV�LC�SBIL@FQV�����e�����PELTP�QE>Q�?V�JB>PROFKD�QEB�NR>OQBOIV�@E>KDB
FK�SBIL@FQV��"BCLOB������SBIL@FQV�TBKQ�RM�>KA�ALTK�?BQTBBK�l��>KA���MBO@BKQ�FK
MOBQQV�OBDRI>O�@V@IBP��4EBOB>CQBO�QEB�S>OF>K@B�FK@OB>PBA�QL�?BQTBBK�>IJLPQ�l�
>KA���MBO@BKQ�>KA�QEB�M>QQBOK�E>P�?B@LJB�JR@E�IBPP�OBDRI>O��4EFP�FP�FJMLOQ>KQ
?B@>RPB�FQ�PELTP�TEV�&OFBAJ>KiP�JLABOK�NR>KQFQV�QEBLOV�LC�JLKBV�ILPQ�JR@E

#E>MQBO����-LKBV�$BJ>KA
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LC�FQP�BUMI>K>QLOV�MLTBO�FK�QEB�����P�IB>AFKD�QL�@E>KDBP�FK�@BKQO>I�?>KH
Q>ODBQFKD�>KA�JLKBQ>OV�QEBLOV�

&FDROB�������4EB�SBIL@FQV�LC�JLKBV�FK�QEB�5KFQBA�3Q>QBP�����e�����PRDDBPQP
QE>Q�SBIL@FQV�IFHBIV�FK@OB>PBA�FK�QEB�I>QQBO�E>IC�LC�QEB�QTBKQFBQE�@BKQROV�ARB�QL
QB@EKLILDF@>I�FJMOLSBJBKQP�QE>Q�>IILTBA�B>@E�RKFQ�LC�@ROOBK@V�QL�?B�RPBA�FK
JLOB�QO>KP>@QFLKP�LSBO�QEB�@LROPB�LC�>�VB>O��-LOB�BCCF@FBKQ�M>VJBKQ�PVPQBJP
	BIB@QOLKF@�CRKAP�QO>KPCBO
�FK@OB>PBA�RPB�LC�@OBAFQ�ILTBO�QO>KP>@QFLK�@LPQP�>KA
CFK>K@F>I�FKKLS>QFLKP�IFHB�@>PE�J>K>DBJBKQ�>@@LRKQP�E>SB�>II�EBIMBA�QL
FK@OB>PB�6�QL�EBIM�B>@E�ALII>O�JLSB�QEOLRDE�JLOB�E>KAP�LO�QEB�P>JB�KRJ?BO
LC�E>KAP�FK�IBPP�QFJB�

4EB�?OB>HALTK�LC�QEB�NR>KQFQV�QEBLOV�E>A�PBSBOB�OBMBO@RPPFLKP�CLO�@BKQO>I
?>KHFKD�@BKQO>I�?>KHBOP�>KA�JLKBQ>OV�QEBLOFPQP��4E>Q�T>P�?>A�KBTP�CLO�QEBJ�	>KA
CLO�MBLMIB�IFHB�7OFDEQ�TEL�DOBT�RM�FK�QE>Q�>TCRI�AB@>AB
�>KA�FQ�FP�?>A�KBTP�CLO�RP
?B@>RPB�LRO�BUMILO>QFLK�LC�JLKBQ>OV�QEBLOV�JRPQ�@LKQFKRB��-LKBQ>OV�B@LKLJFPQP
E>SB�IB>OKBA�>�ILQ�LSBO�QEB�I>PQ�CBT�AB@>ABP�?V�@LKPQ>KQIV�QBPQFKD�@OFQFNRFKD�>KA
FJMOLSFKD�JLABIP�IFHB�QELPB�LC�+BVKBP�>KA�&OFBAJ>K�>KA�TBiOB�DLFKD�QL�CLIILT
>ILKD�PL�VLRiII�HKLT�MOB@FPBIV�TEBOB�JLKBQ>OV�QEBLOV�>KA�MLIF@V�PQ>KA�>Q�MOBPBKQ�

#E>MQBO����-LKBV�$BJ>KA

�����(B>A�QL�(B>A��&OFBAJ>K�SBOPRP�+BVKBP ���



Stop and Think Box

%U>JFKB&FDROB�������6BIL@FQV�LC�JLKBV�����e����� &FDROB�������5�3��K>QFLK>I
AB?Q�����e����� �>KA&FDROB�������6LIRJB�LC�MR?IF@�PB@ROFQFBP�QO>AFKD�FK�PBIB@Q
5�3��J>OHBQP�?V�VB>O�����e�����@>OBCRIIV��7EV�JFDEQ�SBIL@FQV�E>SB�QOBKABA
RMT>OA�QL�>MMOLUFJ>QBIV������>KA�QEBK�C>IIBK %BGM��!IBU>KABO�(>JFIQLK
>ODRBA�FK�QEB�B>OIV�����P�QE>Q�gFK�@LRKQOFBP�FK�TEF@E�QEB�K>QFLK>I�AB?Q�FP
MOLMBOIV�CRKABA�>KA�>K�L?GB@Q�LC�BPQ>?IFPEBA�@LKCFABK@B�FQ�>KPTBOP�JLPQ�LC�QEB
MROMLPBP�LC�JLKBV��4O>KPCBOP�LC�PQL@H�LO�MR?IF@�AB?Q�>OB�QEBOB�BNRFS>IBKQ�QL
M>VJBKQP�FK�PMB@FB��LO�FK�LQEBO�TLOAP�PQL@H�FK�QEB�MOFK@FM>I�QO>KP>@QFLKP�LC
?RPFKBPP�M>PPBP�@ROOBKQ�>P�PMB@FB��4EB�P>JB�QEFKD�TLRIA�FK�>II�MOL?>?FIFQV
E>MMBK�EBOB�RKABO�QEB�IFHB�@FO@RJPQ>K@BPhfFC�EFP�CRKAFKD�MI>K�T>P�>ALMQBA��)Q
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21.1 Aggregate Output and Keynesian Cross Diagrams
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Chapter 22

IS-LM in Action

CHAPTER OBJECTIVES
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22.1 Shifting Curves: Causes and Effects
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