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Preface
There are many excellent monetary economics textbooks in terms of coverage and pedagogical tools written by accomplished monetary economists. So why another textbook? This book differs from the traditional money and banking textbook in three significant ways: first, it offers a unifying framework; second, it approaches many topics from a different perspective from other textbooks; and, third, it offers a less encyclopedic approach than that presented in other textbooks.
Unifying Framework in This Book
The topics and the order of chapters are presented in the context of a unifying framework referred to as the nation's financial and monetary regime. The nation's financial and monetary regime consists of these three parts: 1) the financial system; 2) government regulation and supervision; and 3) central banks and central bank policy. Each component of the regime is addressed in a logical order so that the student can obtain a unified perspective of the most important topics covered in a monetary economics course.

Approach to Topics in This Book
In the context of the unifying framework of the nation's financial and monetary regime, this book offers different perspectives, both in terms of pedagogical presentation and issues.
First, discussion of central bank policy itself is organized around a five-step sequence to assist student understanding of the role of central banks and central bank policy: 1), the central bank; 2), the tools of monetary policy; 3), policy instruments; 4), the model; and, 5), the final policy targets. Like the unifying framework of the nation's financial and monetary regime, this five-step sequence provides a unifying framework for the student to organize the many elements of central banks and central bank policy.
Second, the book aims to incorporate history and policy along with the analytical concepts necessary to understand the nation's financial and monetary regime; that is, the subject is viewed more from a political economy perspective than from the analytical and detailed model perspective of most traditional textbooks. The analytical subjects are not central to the book and are developed only to the extent necessary to understand the nation's financial and monetary regime. The IS/LM model is not included. Instead, the “old” and “new” Phillips curves, along with a brief introduction to the AD/AS model, are used to illustrate the relationship between central bank policy and the economy. Rather than devote space to a detailed macroeconomic model, more attention is devoted to the three major periods of economic distress in the United States – 1), the Great Depression; 2), the Great Inflation; and, 3), the Great Recession – as well as two periods of a stable macroeconomic environment: 4), the Great Moderation; and, 5), financial liberalization.
Third, the book emphasizes the interaction between government financial policy and central bank policy as the source of much economic and financial distress and, unlike traditional textbooks, focuses on the problems of Federal Reserve policy. The majority of textbooks, in this writer's opinion, devote insufficient attention to the policy errors made by the Federal Reserve in the past. Some may regard this as normative, but the large body of research now available suggests that the Federal Reserve has importantly contributed to economic and financial distress far more often than is discussed in the majority of commonly used textbooks. This book attempts to present a more balanced perspective of government policy failure versus market failure. There is indeed much market failure, and there is indeed much necessity for government involvement in the financial and monetary regime to support economic growth, but, at the same time, there have been mistakes in monetary policy and financial regulation that have generated economic and financial distress, and this needs to be presented.
Fourth, this book presents a more realistic perspective of central bank independence. The treatment of central bank independence in traditional textbooks is often superficial and misleading; for example, ignoring the distinction between de jure and de facto independence; ignoring the documented close relationship between the Federal Reserve and the government during the period of the Great Inflation from 1965 to 1979; and failing to point out that formal independence has been a rather poor predictor of good monetary policy outcomes, as manifested by the experiences of the Federal Reserve and the Bank of Japan during the Great Inflation period. In contrast to most traditional textbooks, which downplay the political economy of monetary policy and the public choice perspective of central bank policy, this book emphasizes the overwhelming evidence that the policy of the Federal Reserve, despite its formal independence, has been strongly influenced by government. Central bank independence is more myth than reality.
Fifth, the book emphasizes how the structure of the financial system and monetary policy interact and, at times, generate economic and financial distress. The financial distress in the 1970s was not only due to inflation in the context of Regulation Q and other portfolio limitations but was also a well-documented failure of the Federal Reserve to even take into account the resource allocation effects of Regulation Q. The same error was made in the first few years of the new century, when the Federal Reserve failed to take into account how an unprecedented easy monetary policy combined with a financial structure designed to allocate credit to imprudent mortgage lending supported by government-sponsored enterprises distorted resources and generated a bubble, such as had happened in Japan 15 years earlier. The United States devotes significant resources to subsidizing the housing sector, with two suboptimal outcomes: first, in terms of homeownership, the United States ranks well below other countries that do not subsidize housing to the same degree as in the United States; and, second, the subsidization of housing has imposed a serious resource cost on the economy, especially in its contributing role in the Great Inflation and the Great Recession.
Sixth, there is no serious debate in the economic profession over the long-run neutrality of monetary policy, but considerable debate over the nonneutrality of monetary policy in the short run. While current textbooks do a good job explaining the difference between the short- and long-run effects of monetary policy, the detailed models presented in most traditional money and banking textbooks confuse students because the limits of monetary policy are not emphasized, implying that monetary policy is capable of short-run stabilization, whereas institutional, historical and theoretical developments over the last four decades suggest that this is not realistic. This book emphasizes the limits of central bank policy to a greater extent than the traditional money and banking textbooks.

The Structure of This Book Focuses on the Primary Elements of the Nation's Financial and Monetary Regime
The structure of typical money and banking textbooks shares several common features. They are encyclopedic in coverage. They are long. They are expensive, because of length, production characteristics and other attempts at product differentiation. In their effort to be encyclopedic in coverage, they lack a unifying framework that can be used to organize the various topics. This writer includes his own money and banking textbook, published by Prentice Hall in 1979, in this group. The book was reasonably successful; however, by the fourth edition, published in 1991, it had become encyclopedic, long and expensive. As a result, this writer ceased using his own textbook and resorted to a “yellow book” approach, consisting of a few chapters from the book, specifically prepared notes, data and figures, and articles organized around a unifying framework. The objective was to cover all of the relevant topics in a one-semester course, which is virtually impossible with any traditional textbook. The “yellow book” designation came from the color of the front and back covers. The yellow book, combined with lectures, presented a different perspective on the subject with a unifying structure that made it easier for the students to understand the various topics as part of one framework rather than a series of disconnected chapters. The students appreciated the cost (cheap compared to any textbook) and seemed to better understand the material because of the unifying framework. The majority of my money and banking students are business majors who need an overview of money and banking as part of their business program. I have used the approach presented in this book for a number of years in various monetary economic courses at both the undergraduate and MBA level at the University of Nevada, Reno, the University of Hawaii, Honolulu, and the University of Hawaii, Saigon (Ho Chi Minh City), Vietnam.
The yellow book approach attracted the attention of another academic publisher while I was working on a Japanese financial and monetary policy project, but as the project evolved I was increasingly encouraged to make the book more traditional, such as including the IS/LM macroeconomic model, at which point I lost interest and returned the publisher's advance. A decade later, while working with Cambridge University Press on another Japan project, I was encouraged to prepare a manuscript that would be an alternative in presentation and less expensive than the traditional money and banking textbooks that now dominate the market. This book is the outcome.

Organization of the Book
The book is divided into five parts, for a total of 17 chapters.

Part I – Introduction to the Financial and Monetary Regime: Chapters 1 and 2 present the basic elements of the nation's financial and monetary regime: the three components of the regime; the relationship between the regime and economic activity; case studies of how a malfunctioning regime generates economic and financial distress (Chapter 1); and basic concepts regarding the definition, measurement and value of money and the basic short-run and long-run relationship between money and economic activity (Chapter 2).

Part II – The Financial System Component of the Financial and Monetary Regime: Chapters 3 through 7 discuss the first component of the regime – the financial system – and present the structure of the financial system in flow of funds terms (Chapter 3), interest rate basics (Chapter 4), the level of the interest rate (Chapter 5), the structure of interest rates (Chapter 6) and exchange rates and other international dimensions of the financial system (Chapter 7).

Part III – The Role of Government in the Financial and Monetary Regime: Chapters 8 through 10 discuss the second component of the regime – the general argument for the role of government to prevent the “economic equivalent of counterfeiting” – in the context of the historical evolution of monetary systems (Chapter 8), asymmetric information and adverse selection and the various levels of government financial regulation and supervision (Chapter 9) and a short history of government financial regulation and central banking in the United States (Chapter 10).

Part IV – Five Steps to Understanding Central Banks and Central Bank Policy: Chapters 11 through 16 discuss the third component of the regime – central banks and central bank policy – in terms of a five-step sequence of central bank policy. These chapters discuss the institutional design of central banks (Chapter 11 – Step 1), the money supply process in the context of a modern monetary system (Chapter 12), the tools of monetary policy and monetary policy instruments (Chapter 13 – Steps 2 and 3), the central bank macroeconomic model (Chapter 14 – Step 4) and the final policy targets (Chapter 15 – Step 5). A separate discussion of the tactics and strategy of monetary policy involving all five steps is presented (Chapter 16), with a discussion of the Federal Reserve's evolution of a tactical and strategic framework, the Taylor rule, debate between the discretion and rules approaches to monetary policy, and the concepts of the Lucas critique and time inconsistency.

Part V – Performance of the U.S. Financial and Monetary Regime: Chapter 17 completes the book with a review of the performance of the U.S. financial regime, focusing on five periods in chronological order: 1), the Great Depression; 2), the Great Inflation; 3), financial liberalization; 4), the Great Moderation; and, 5), the Great Recession. Three are periods of economic and financial distress while two are periods of stability. The different views of the Great Recession are presented, along with a concluding discussion of the challenges facing the Federal Reserve as we close the second decade of the new century.


The chapters are designed for a one-semester course in money and banking. The length of the book is designed so that most, or even all, chapters can be assigned. Instructors who might use this book can eliminate any chapter they wish; however, the book is written as a unified presentation. Chapters 10 and 17 are the most historical of the book and thus would be candidates for omission without an adverse impact on presenting the topics as part of the unified framework of the nation's financial and monetary regime.
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Part I Introduction to the Financial and Monetary Regime

Chapter 1 The Financial and Monetary Regime
1.1 Introduction
This book is about a country's financial and monetary regime and the interaction between the regime and the economy. The financial and monetary regime is an important element of the economic and political environment in which we live and work, and some basic knowledge of it is necessary if one wants to consider oneself educated. In fact, anyone not familiar with the basic elements of the financial and monetary regime and its relationship to economic activity should consider him-/herself less than well informed, both as an individual and as a member of society. Lacking knowledge about its basic elements is not only dangerous to your economic health but dangerous to your ability to participate in the political process.
Knowledge of the financial and monetary regime will not guarantee economic success, but it will help you avoid mistakes that will surely limit your lifetime wealth. On a broader level, lacking knowledge about the basic elements of the financial and monetary regime renders you a low-information voter, or “useful idiot”, easily manipulated by politicians on either side of the aisle. The term gained new life in late 2014 when it became widely known that one of the major consultants to the 2010 Affordable Care Act claimed, to a group of economists at a conference, that the public's lack of economic understanding and their basic “stupidity” about economics played an important role in enacting a major overhaul of and expanded role of government in the U.S. health system (Bierman, 2014).
This was a dark day for the role of an economist in public policy, but it offers an important lesson. Irrespective of one's view of the Act, the mindset that subterfuge is acceptable for major expansions in government should give everyone pause about government activism. Government, whether to the right or left, does not always have the best interest of the individual in mind and often relies on uninformed voters to pass complex legislation and pursue policies that may not be in the best interests of the country. At a minimum, understanding the basic elements of the financial and monetary regime will help you manage your wealth and render you a more informed observer of important public policy debates that greatly influence your life and reduce your reliance on “talking heads”, who dominate the news media and who, unfortunately, haven't a clue about most of the contents of this book.

1.2 A Country's Financial and Monetary Regime
Every country has a financial and monetary regime consisting of diverse private and public institutions and markets, and in most cases the basic components of the financial and monetary regime and their responsibilities are country-invariant. That is, while the institutional details differ from country to country, determined by their political structure, industrial policy, culture and history, the differences pale in comparison to the similarities of their respective financial and monetary regimes.
In the most general sense, a country's financial and monetary regime consists of three components: the financial system; government financial regulation and supervision; and the central bank and central bank policy.
The financial system consists of financial institutions and markets. Banks and insurance companies are examples of financial institutions that obtain funds by offering deposits, insurance policies, retirement programs to the public, and then lend those funds. Financial markets deal in money and capital market instruments such as commercial paper, government bonds, corporate bonds and equities. The financial system has five basic functions in the economy: first, institutionalize the savings-investment process; second, provide for an efficient transfer of funds from lenders to borrowers; third, provide flexibility in response to the changing requirements of different stages of economic growth; fourth, provide stability in the transfer of funds from lenders to borrowers; and, fifth, provide a platform for the conduct of central bank policy that ensures a wide and effective distribution of the impact of central bank policy.
Government regulation and supervision of the financial system are designed to ensure the safety and soundness of the financial system, ensure that the financial system is transparent and ensure that the financial system provides a wide range of financial services to the public. Government regulation and supervision, however, often adopt additional objectives, such as using the financial system as an instrument of industrial policy to support specific sectors of the economy or as an instrument of social policy, ranging from policies to eliminate perceived discrimination based on race, gender, etc. to using the financial system to reduce income inequality by subsidizing credit to specific sectors of the economy, such as housing for low- to moderate-income households.
The central bank is a special government institution that conducts central bank policy designed to influence money, credit, interest rates and the overall level of economic activity. Central banks also provide a national payments system by establishing check-clearing facilities, wire transfer facilities and currency. It is one of the most powerful economic institutions in any country. Central banks can also play a role as a financial regulatory and supervisory authority; however, this varies from country to country. The Federal Reserve System, the U.S. central bank, plays a major role in financial regulation and supervision while other central banks, such as the Bank of Japan, play a much smaller role.
At this point, the discussion of the financial and monetary regime is general and meant only to introduce the reader to the concept of a country's financial and monetary regime. The detail will come later. However, the important point to grasp, at this introductory stage, is that every country has a financial and monetary regime; the financial and monetary regime plays an important role in the economy; and, while the institutional details differ from country to country, the basic design and responsibilities are more important than the differences that one might expect.
At this introductory stage, there are four topics to help understand the relationship between the financial and monetary regime and economic activity. First, the placement of the financial and monetary regime in overall economic activity; second, the measures of economic activity that are important indicators of economic welfare for the country; third, the channels through which the financial and monetary regime influences economic activity; and, fourth, the role of the financial and monetary regime in the most significant periods of economic and financial distress in the history of the United States, along with two examples drawn from world history.

1.3 The Real and Financial Sectors of the Economy
How does the financial and monetary regime in general fit into an economist's concept of the economy? Economists conceptualize the economy as consisting of two sectors: the real sector and the financial sector. The real sector focuses on the “real” aspects of economic activity, which manifest themselves in the form of domestic output of goods and services, foreign output of goods and services, consumption, saving, investment, government spending and taxes, employment, productivity, etc. In a general sense, the real sector focuses on a country's output of goods and services, resources that are used to produce the goods and services and the prices the goods and services sell for in the market. The price level at which the goods and services are sold and purchased is not a real variable but a variable that permits us to distinguish between the nominal and real values of many variables in the real sector; for example, we use the price level to distinguish between nominal or money wages and real wages, between nominal output and real output, etc.
In contrast, the financial sector focuses on financial assets and liabilities, lending and borrowing, credit, money and interest rates. The financial sector is no less “real” than the real sector but, in the most general sense, focuses on the financial aspect of real activity; that is, instead of focusing on saving and investment, the financial sector focuses on lending and borrowing. Instead of focusing on spending and employment, it focuses on the financial resources used to support spending and employment, such as credit and money. The price level plays a role in the financial sector, as it does in the real sector, by distinguishing between nominal and real values of financial variables; for example, nominal and real credit flows, nominal and real money supply, nominal and real interest rates, etc.
One cannot have one sector without the other. The two sectors are closely interrelated and changes in one sector influence the other, as illustrated by first considering how the real sector influences the financial sector:

Real Sector > Financial Sector
(1.1)
Assume a given interest rate determined in the financial sector. At this interest rate, the real sector determines the level of output, spending, employment, etc. As part of this process, the real sector determines saving, which, in turn, influences the supply of loanable funds in the financial sector, and spending influences the demand for loanable funds in the financial sector. The real sector thus influences the financial sector (Expression 1.1), but, in turn, the financial sector then feeds back onto the real sector:

Financial Sector > Real Sector
(1.2)
The supply of and demand for loanable funds influence the interest rate we started with in the real sector and change the interest rate. The changed interest rate feeds back onto the real sector by influencing output, spending, employment, prices, etc. in the real sector (Expression 1.2). The influence on the real sector then influences the supply of and demand for loanable funds in the financial sector, which in turn changes the interest rate and feeds back onto the real sector (Expression 1.2), which in turn influences the financial sector (Expression 1.1), which in turn influences the real sector (Expression 1.2), and so on.
The country's financial and monetary regime is thus part of the financial sector in the broad sense, which in turn influences the real sector, and so on; thus, the financial and monetary regime is an integral part of the overall economy.

1.4 Measuring Economic Performance
An important premise in this book is that a significant malfunction in the country's financial and monetary regime has an adverse impact on economic activity, and, as such, it is important to be familiar with how economic activity is measured. A country's economic performance can be measured in a variety of ways; however, five variables, most of which are drawn from the real sector, provide a good overview of how well an economy is performing over both the short and long run.
These are: actual real gross domestic product, or real GDP; potential real GDP; the unemployment rate; the natural unemployment rate; and the price level. The price level itself is not a real variable but is an important indicator of economic activity and permits us to distinguish between nominal and real values of economic variables where appropriate. Variables that measure the financial sector, such as interest rates, money, credit, etc., are also important, but ultimately it's the overall level of economic performance represented by these five variables that determines the wealth and growth of the nation.
Actual and potential real GDP: Real GDP is the final output of goods and services produced in the country over a period of time, holding prices constant. Real GDP is measured by the spending on final output measured by consumer spending (C), investment spending (I), government spending (G) and net foreign spending [exports of goods and services (X) minus imports of goods and services (M)]:

Real GDP = C + I + G + (X – M)
(1.3)
Nominal or market GDP is the final output of goods and services valued at current or market prices and related to real GDP by the following:

Real GDP = (Nominal GDP/Price Index)
(1.4)
where the price index is divided by 100 to convert it from a percent to a real number.
While real GDP is what the economy actually produced over a given period of time, the economy's potential real GDP is the level of real output an economy is capable of producing over a period of time utilizing its resources with its given structure and technology. Potential GDP is also referred to as the level of output the economy produces at “full employment”; however, full employment does not mean zero unemployment, because even at “full employment” there is a non-zero level of unemployment determined by the structure of the economy, referred to as natural unemployment.
There is nothing special or desirable about potential GDP in that it can be high or low depending on the country's structure, resource base and technology. Potential GDP is simply a base to measure actual economic performance against its potential, but there is nothing optimal about potential output. An economy might have inefficiencies that limit a country's potential output. Consider the former command economies of China and the Soviet Union that collapsed in the latter part of the twentieth century. Despite resources and access to technology, the inherent inefficiency of these command economies limited their potential levels compared to the West; that is, the government-controlled structure limited the country's potential output at a given level of resources and technology. This is a major reason why these economies collapsed and/or had so much “deadweight loss” they shifted to more open markets and less government planning.
The difference between real and potential GDP indicates whether the economy is operating above or below its potential or natural output path. The GDP gap is the difference between actual real GDP and potential GDP expressed as a ratio of potential GDP:

GDP Gap = (Real GDP – Potential GDP)/Potential GDP
(1.5)
The GDP gap is often expressed in percentage terms by multiplying Expression 1.5 by 100.
Figure 1.1 illustrates U.S. quarterly real GDP and potential GDP from the first quarter of 1960 (1960:1) to the first quarter of 2016 (2016:1), and, while the U.S. economy has grown over time, actual GDP has moved above and below its potential. These swings in economic activity are more apparent in the GDP gap, illustrated in Figure 1.2. The GDP gap exhibits definite cyclical movements, which are called business fluctuations or cycles. To highlight the business cycle movements, Figure 1.2 highlights periods of recession and expansion established by the National Bureau of Economic Research (NBER). The shaded areas in Figure 1.2 are recessions and the non-shaded areas, by definition, are periods of expansion in the U.S. economy. Notice how the GDP gap is negative during recession periods and positive during expansion periods.
Figure 1.1. Quarterly Real GDP and Potential Real GDP, 1960:1 to 2016:1, in Chained 2009 Dollars.

Source: FRED, Federal Reserve Bank of St. Louis (https://fred.stlouisfed.org).

Figure 1.2. Real GDP Gap, 1960:1 to 2016:1.

Source: FRED, Federal Reserve Bank of St. Louis.

Actual and natural unemployment rate: There are several measures of the unemployment rate. The most frequently used is the civilian unemployment rate, defined as

UR = ((LF – E)/LF)*100 = (NE/LF)*100
(1.6)
where UR is the unemployment rate and LF is the labor force, defined as the sum of those employed (E) and not employed (NE). NE are those in the labor force not working but actively seeking employment. This measure of the unemployment rate is the most frequently cited in the news media; however, it does not accurately measure unemployment at any point in time. Some individuals become discouraged and cease looking for work during periods of labor market distress in an economic decline and, hence, are not included in LF; that is, a reduction in the LF and NE by the same amount lowers the measured unemployment rate and provides an inaccurate picture of the unemployment situation. Consider a case where there are 100 individuals in the labor force (LF = 100) and 90 are working (E = 90) and ten are not employed but actively looking for work (NE = 10). The unemployment rate, UR, is 10 percent; however, if five of the ten job seekers become discouraged and are no longer actively looking for work, NE = 5, E = 90 and LF = 95. The calculated unemployment rate is now 5.3 percent! The same phenomenon can occur in the opposite direction during the early stages of an economic expansion, as individuals who had been on the sidelines start looking for work, increasing the size of LF so that, at a given E, UR increases.
Aside from discouraged workers, the UR does not accurately measure unemployment, because of the presence of marginal workers and those working part-time who desire to work full-time. Marginal workers are not included in the labor force but, unlike discouraged workers, have looked for a job in the past 12 months. There are workers working part-time who are defined as employed because they worked the threshold of 30 hours per week but would like to work full-time. During contractions the number of marginal and part-time workers who want to work more increases, and during expansions it decreases.
A measure of the broader and more accurate unemployment rate has been published since 1994 and is referred to as the U6 unemployment rate (the standard civilian unemployment rate is referred to as U3). The U6 unemployment rate incorporates discouraged workers, marginal workers and part-time workers who want to work more. Figure 1.3 illustrates the standard unemployment rate, UR, and the U6 unemployment rate from January 1994 through May 2016. On average, U6 exceeds UR by 4.7 percentage points.
Figure 1.3. Standard Unemployment Rate and U6 Unemployment Rate (SA), January 1994 to May 2016.

Source: FRED, Federal Reserve Bank of St. Louis.

Related to the unemployment rate, and similar in concept to potential real GDP, is the natural unemployment rate. The natural unemployment rate is the unemployment rate an economy will operate at when the GDP gap is zero or what amounts to the same thing, when the economy is growing along its potential or natural growth path. Like potential output, the natural unemployment rate is determined by technology and the structure of the economy, and, like potential output, it is a base to determine relative employment. The more efficient the economy and the more technological progress the lower the natural unemployment rate, and the less efficient and the smaller the degree of technological progress the higher the natural unemployment rate.
Another way to think of the natural unemployment rate is to consider three types of unemployment: cyclical, frictional and structural. Cyclical unemployment is due to the swings in the economy and represented by the movement of the measured unemployment rate around the natural unemployment rate. Frictional unemployment is related to the time it takes to move from one position to another. The length of the job search process is influenced by the structure of the economy. Structural unemployment is determined by the structure of the economy, the economy's resource base and technology. The natural unemployment rate can be considered as the sum of frictional and structural unemployment. There are also other ways to define natural unemployment; however, the one used here is reasonable.
Figure 1.4 illustrates the relationship between the actual unemployment rate, UR, and the natural unemployment rate from 1960 to early 2016 on a quarterly basis.
Figure 1.4. Actual Unemployment Rate and Natural Unemployment Rate, 1960:1 to 2016:1.

Source: FRED, Federal Reserve Bank of St. Louis.

Okun's law: There is an important relationship between actual/potential real GDP and actual/natural unemployment, since the differences with each represent departures from long-run or potential performance levels of the economy. Okun's law, named after an economic advisor to President Kennedy in the 1960s, is a useful expression of the relationship:

GDP Gap = −β(Actual Unemployment Rate − Natural Unemployment Rate) 
(1.7)
where β is a coefficient that defines the magnitude of the relationship between the two sides of Expression 1.7. The left-hand side of Expression 1.7 is the gap between actual and potential real GDP while the right-hand side is referred to as the employment gap between the actual and natural unemployment rate.
Economists have attempted to estimate the coefficient, and there is some debate as to whether the simple relationship in Expression 1.7 is even capable of estimation; however, these issues are not important for the purposes of this discussion. Okun's law is useful for understanding a country's economic performance in terms of the human cost measured by unemployment caused by departures of actual GDP from its potential; the importance of structural and technology aspects of the economy; the importance of the structure of the financial and monetary regime; and for understanding central bank policy.
Holding the coefficient β constant, there are three possible relationships between the four variables according to Okun's law:

	Actual GDP	>	Potential GDP (Positive Gap), then Actual Unemployment Rate < Natural Unemployment Rate
	Actual GDP	<	Potential GDP (Negative Gap), then Actual Unemployment Rate > Natural Unemployment Rate
	Actual GDP	=	Potential GDP (Zero Gap), then Actual Unemployment Rate = Natural Unemployment Rate


The price level: There are four important measures of the price level. The consumer price index (CPI) represents prices paid for goods and services by the urban household. The producer price index (PPI) represents prices of commodities used in the production process. The GDP deflator is the price index used to convert nominal GDP to real GDP (Expression 1.4). The personal consumption expenditure price index (PCE) is similar to the CPI but a somewhat broader measure of consumer prices used by the Federal Reserve. Of the four measures of the price level, the PCE is the least utilized; however, since it is used by the Federal Reserve, the PCE needs to be included as a measure of the price level.
A price index is a method of measuring the average behavior of a number of prices of items weighted by the importance of the item over time with reference to a base period; that is, the base year is set to 100 and the index is calculated in reference to that base year. If the index is higher (lower) than 100, on average prices are higher (lower) than the base year. Annual percentage changes in each of the four measures of the price level are presented in Figure 1.5 from 1960 to 2013. All four measures of the price level on average are similar, but the PPI is more volatile than the other three. The average annual percentage change from 1960 to 2013 for the CPI, PPI, PCE and GDP deflator are 3.9 percent, 3.6 percent, 3.5 percent and 3.5 percent, respectively; that is, on average they are similar. However, the respective standard deviation for each is 2.8 (CPI), 4.7 (PPI), 2.4 (PCE) and 2.3 (GDP deflator), indicating that the PPI varies much more than the CPI, PCE or GDP deflator.
Figure 1.5. Percentage Change in the CPI, PPI, PCE and GDP Deflator Price Indexes, 1960 to 2013.

Source: FRED, Federal Reserve Bank of St. Louis.


1.5 Data Sources and Components of a Time Series
Where to find measures of economic activity: The federal government collects an enormous amount of economic information for both the real and financial sectors from a domestic and an international perspective and makes this information readily available to the public. With regard to the five measures of economic performance discussed above, the U.S. Department of Commerce publishes quarterly estimates of real and nominal GDP and monthly estimates of the PCE index. The Department of Labor publishes monthly estimates of the CPI, PPI and unemployment rate. The Congressional Budget Office publishes estimates of potential GDP and the natural unemployment rate.
The data for these other real and financial indicators of the economy can be obtained through the Federal Reserve Economic Data (FRED) system maintained by the Federal Reserve Bank of St. Louis. It is “free” to anyone who accesses the Website, but there is “no free lunch”. Revenue earned by the Federal Reserve on its assets, of which government securities are a major component, is used to support FRED. The Federal Reserve, like most central banks, transfers about 80 to 90 percent of its revenue to the Treasury each year as an intergovernmental transfer of funds. As a result of spending revenue on FRED, less revenue is transferred back to the U.S. Treasury, thus increasing the size of the deficit or reducing the size of the surplus. The magnitudes are not large in the case of FRED, but the reader needs to realize that, though FRED is a powerful data source free to those who use the Website, it's not free to everyone. There's no such thing as a “free lunch”!
Decomposing an economic time series: An economic variable such as GDP, the unemployment rate, etc. measured over time is called a time series because the observations of the variable are for discrete points in time, as opposed to a cross-section measure that holds time constant. For example, a cross-section of consumption spending would represent consumption at, say, January 1, 2016, for different households in the United States. Consumption spending for all households each quarter or year over time is a time series of consumption. Macroeconomics and monetary economics rely primarily on time series data and, as such, it is useful to understand how an economist characterizes the movements in a time series.
A time series of any economic variable consists of four components:

TS = T + BC + S + R
(1.8)
where TS is the time series of the economic variable; T is the trend component; BC is the business cycle component; S is the seasonal component; and R is the random component.
The trend component is the underlying long-term movement of the variable, which can be upward, downward or constant as well as shifting direction over time. Not all economic time series exhibit a clear trend over time. The trend is sometimes so strong that looking at the level of an economic variable provides little insight into how the variable changes over time; for example, Figure 1.6 illustrates the level of quarterly real GDP and annual percentage change in real GDP measured as the percentage change from the current quarter to the same quarter in the previous year from 1960:1 to 2016:1. The level of real GDP, because of its strong upward trend, masks the year-to-year movements in GDP. In fact, transforming the level of an economic variable into changes is a statistical method for removing the trend for a large number of economic variables measured over time to identify the other components of the time series, especially the business cycle component.
Figure 1.6. Level and Percentage Change in Quarterly GDP, 1960:1 to 2016:1.

Source: FRED, Federal Reserve Bank of St. Louis.

The economy seldom grows along a steady trend over time; in fact, more often than not the economy is subject to ups and downs, which are a prominent feature of any market-oriented economic system but are masked by trends in the data. The business fluctuation or cycle component has occupied the attention of economists for well over 200 years. The business cycle exhibits four well-defined phases: expansion, peak, contraction and trough. The phrase “business fluctuation” is a more accurate description of these swings because the swings do not exhibit well-defined cycles, like sine or cosine waves; nonetheless, they are more often referred to as cycles than as fluctuations. The business cycle or fluctuation is a cumulative movement in economic activity in one direction that spreads throughout the economy and reaches a turning point, is then followed by a cumulative movement in economic activity in the other direction that spreads through the economy and reaches a turning point, and so on.
The NBER is a non-profit economic research institution established in 1925. The NBER has become the nation's business cycle time keeper. The NBER has estimated the turning points in the U.S. economy as far back as 1854 (Table 1.1), based on movements in real GDP, employment, real income, employment, industrial production and wholesale-retail prices. The NBER does not define a recession as two consecutive quarters of decline in real GDP, as often stated in the news media, but uses a much broader perspective.
Table 1.1. NBER Business Cycle Turning Points, 1854 to 2014

	Peak month 	Trough month 	Duration, peak to trough 	Duration, trough to peak 	Duration, peak to peak 	Duration, trough to trough 
	 	December 1854	 	 	 	 
	June 1857	December 1858	18	30	 	48
	October 1860	June 1861	8	22	40	30
	April 1865	December 1867	32	46	54	78
	June 1869	December 1870	18	18	50	36
	October 1873	March 1879	65	34	52	99
	March 1882	May 1885	38	36	101	74
	March 1887	April 1888	13	22	60	35
	July 1890	May 1891	10	27	40	37
	January 1893	June 1894	17	20	30	37
	December 1895	June 1897	18	18	35	36
	June 1899	December 1900	18	24	42	42
	September 1902	August 1904	23	21	39	44
	May 1907	June 1908	13	33	56	46
	January 1910	January 1912	24	19	32	43
	January 1913	December 1914	23	12	36	35
	August 1918	March 1919	7	44	67	51
	January 1920	July 1921	18	10	17	28
	May 1923	July 1924	14	22	40	36
	October 1926	November 1927	13	27	41	40
	August 1929	March 1933	43	21	34	64
	May 1937	June 1938	13	50	93	63
	February 1945	October 1945	8	80	93	88
	November 1948	October 1949	11	37	45	48
	July 1953	May 1954	10	45	56	55
	August 1957	April 1958	8	39	49	47
	April 1960	February 1961	10	24	32	34
	December 1969	November 1970	11	106	116	117
	November 1973	March 1975	16	36	47	52
	January 1980	July 1980	6	58	74	64
	July 1981	November 1982	16	12	18	28
	July 1990	March 1991	8	92	108	100
	March 2001	November 2001	8	120	128	128
	December 2007	June 2009	18	73	81	91
	1854–2009 (33 cycles)	 	17.5	38.7	56.4	56.2
	1854–1919 (16 cycles)	 	21.6	26.6	48.9	48.2
	1919–1945 (6 cycles)	 	18.2	35.0	53.0	53.2
	1945–2009 (11 cycles)	 	11.1	58.4	68.5	69.5

Source: National Bureau of Economic Research (www.nber.org/cycles.html).


A useful feature of FRED is that the U.S. data can be presented in a form that marks periods of recession (shaded) and expansion (not shaded). Figure 1.2, which presented the GDP gap since 1960, clearly shows the ups and downs of the economy as measured by the NBER, as do the percentage changes in real GDP in Figure 1.6.
Many economic variables measured on a monthly or quarterly basis contain a seasonal component. The seasonal component represents a movement in the variable that repeats itself more or less every year and is most often weather-related and/or holiday-related. There are some components of employment, for example, that are influenced by the seasons – agriculture, tourism, certain sports-activity-related employment. An annual sporting event such as the Super Bowl generates a seasonal movement in some economic data. The seasonal component is not as interesting from an economic perspective, because it is largely due to noneconomic forces that repeat themselves from year to year, and is fairly predictable from year to year. The seasonal component of an economic time series can be removed by various procedures, ranging from simple to complex; hence, a large number of time series reported for periods less than a year are seasonally adjusted and published in both seasonally adjusted (SA) and not seasonally adjusted (NSA) forms. In general, the SA form is preferable for those data that have a meaningful seasonal component.
The fourth component of a time series is a random component that remains after the trend, business cycle and seasonal components have been identified. The random component is not explainable and relatively small, as economic time series are dominated by the first two components – trend and business cycle – and, to a lesser degree, the seasonal component.

1.6 The Financial and Monetary Regime and Economic Performance
A properly functioning financial and monetary regime is necessary for stable, sustained and noninflationary economic growth at the economy's potential and provides a necessary foundation for increasing potential output over time. As a necessary condition, a country cannot expect to achieve stability, increased wealth and an increased standard of living without a well-functioning financial and monetary regime. At the same time, a well-functioning financial and monetary regime is not sufficient to achieve increases in wealth and the standard of living.
The overall level of economic performance is essentially the outcome of three forces: demand and supply shocks; the structure of the economy; and the structure and operation of the financial and monetary regime.
Demand and supply shocks: Demand shocks are autonomous or exogenous changes in spending, as opposed to induced or endogenous changes in spending. To illustrate the difference between autonomous and induced spending consider the following consumption function:

C = β0 + β1Y
(1.9)
where C is real consumer spending; Y is real income; β0 indicates the level of consumption independent of income; and β1 indicates the relationship between consumption and income. The β1 coefficient indicates how C will change in a predictable way when Y changes; that is, this part of C is induced or endogenously determined by the level of income. The constant term, β0, indicates the level of consumption independent of the level of Y. A change in the β0 coefficient term represents an autonomous or exogenous change in C unrelated to the Y. Any component of spending can change autonomously in either direction and thereby influence economic activity in either direction.
Supply shocks are autonomous or exogenous changes in the prices and supplies of commodities used in the production process, such as oil or any energy-related commodity. Since the early 1970s the most important supply shocks have come from the energy sector, especially the supply and price of oil. Supply shocks can also occur as a result of changes in technology or changes in labor productivity. Like demand shocks, supply shocks can occur in either direction, and either increase or decrease the level of economic activity; for example, there have been periods during the last four decades when real oil prices have increased and periods when they have decreased, with significant effects on economic activity.
Demand and supply shocks play a key role in the business cycle, both as causes of the business cycle and, in the case of demand shocks, as a reflection of government stabilization policy designed to change demand to reduce the swings in economic activity and stabilize the economy. Government stabilization policy can be thought of as “leaning or pushing against the wind” in an effort to generate changes in demand to offset other forces that are causing the economy to expand too rapidly or expand too slowly; hence, the phrase “countercyclical” stabilization policy is used to describe government stabilization policy.
Government stabilization policy consists of fiscal policy (government spending and taxation) and central bank or monetary policy (credit, interest rates and money supply) designed to reduce the amplitude of the business cycle over time and increase the length of the expansion phase and reduce the length of the contraction or recession phase.
Structure of the economy: The structure of the economy influences economic activity through two channels. First, the structure of the economy influences the potential and natural growth path of the economy measured by potential GDP and the natural unemployment rate. Second, the structure of the economy influences the amplitude of the business cycle and the relative lengths of the expansion and contraction phases; that is, the structural aspects of the economy influence not only the long-run growth path of the economy but also the economy's swings around that growth path over time. The following is a list of some of the more important structural aspects of the economy, though by no means an exhaustive list: the degree of competition permitted in the private markets, labor unions and government policy; the degree and type of relationships between government and businesses (crony capitalism) and public employee labor unions (crony unionism); the degree and type of government regulation and supervision in the private sector, including financial regulation and supervision policies; the degree of international openness; and demographic trends such as changes in population and changes in the age distribution of the population.
The financial and monetary regime: The financial and monetary regime is an important determinant of economic activity. A well-functioning financial and monetary regime is not sufficient to generate economic growth and reduce the swings in economic activity, but it is a necessary condition. Demand shocks, supply shocks and, especially, the structure of the economy play a key role in the ability of the financial and monetary regime to fulfill its basic role in the economy. That is, depending on the nature of the demand shocks, supply shocks and structural characteristics of the economy, a well-functioning financial and monetary regime can easily be transformed into a not so well-functioning financial and monetary regime. This may seem an obvious point, but it needs to be emphasized. Of course, a less than well-functioning financial and monetary regime, on its own account, can be the source of much economic and financial distress independent of other forces.
How does the financial and monetary regime influence economic performance? The answer to this question is straightforward in terms of the financial and monetary regime's positive influence on economic activity. If the financial and monetary regime is functioning well then it provides a stable financial and monetary environment for economic growth and contributes to reducing the amplitude of the business cycle, increasing the length of expansions and reducing the length of contractions and providing a foundation for an increase in the economy's potential over time. In particular, a well-functioning financial and monetary regime supports the saving/investment process; provides an efficient channel to transfer funds from lenders to borrowers; provides financial stability; provides adaptability to the changing needs of the economy; and stabilizes the value of the nation's money supply by achieving a low and steady inflation rate. Again, a well-functioning financial and monetary regime is only a necessary condition for economic stability and not a sufficient condition. Demand and supply shocks and structural aspects of the economy can offset the positive impact of a well-functioning financial and monetary regime on the economy.
In contrast, if the financial and monetary regime fails to fulfill any of these fundamental roles there's going to be “Trouble in River City” for the economy akin to the song in the old Broadway play and movie Music Man (check YouTube for some cultural education: www.youtube.com/watch?v=LI_Oe-jtgdI). There are many examples in U.S. history and world history to illustrate how a less than well-functioning financial and monetary regime significantly impacted economic performance, but at this stage of the discussion only a brief outline of five episodes is required to drive home the point that problems in the country's financial and monetary regime can have adverse impacts on the economy.

1.7 Periods of Major Economic and Financial Distress and the Financial and Monetary Regime
Five episodes of intense economic, financial and sometimes political distress illustrate the point that a malfunctioning financial and monetary regime can importantly contribute to economic instability. There have been other periods during which the regime functioned well and supported sustained and noninflationary growth, but these periods highlight the consequences of a malfunctioning financial and monetary regime. Three episodes are drawn from U.S. history, one from post-WWI Germany and the last from post-WWII Japan. In each case, problems in each country's financial and monetary regime combined with other factors generated great distress and, in the case of Germany, played an important role in the rise of Nazism there, and WWII. Each will be briefly discussed in turn.
We begin with the three U.S. episodes and then turn our attention to Germany and Japan.

1.8 The United States
There are three periods of intense economic instability that stand out in U.S. history: the Great Depression of the 1930s; the Great Inflation from 1965 to 1985; and the Great Recession, which started with the collapse of real estate prices in early 2006 and, as of 2016, still had not been fully resolved. In each of these three periods, poorly designed financial regulation and structural problems in the financial system combined with policy errors by the Federal Reserve imposed significant economic and financial distress on the U.S. economy.
The Great Depression, which lasted from 1929 to 1941, was once attributed to various degrees of market failure that indicated the need for an expansive and activist government to return the economy to stability and economic growth. The Great Depression rationalized an unprecedented expansion of government spending and policy under the New Deal of the Roosevelt administration. In fact, the edifice of government stabilization, regulation and supervision that characterizes the U.S. economy today started in the 1930s, and the then widely accepted interpretation of the causes of the Great Depression continues in many quarters to the present despite evidence to the contrary. Government blamed the private sector and private self-interest for the collapse of the financial system and economy, for high unemployment throughout the 1930s and for an economy that operated far below its potential. That is, the Great Depression was blamed on market failure, and only an expanded and activist government could offset market failure and return the economy to full employment. The pro-government, anti-market perspective of the Great Depression can be summed up in the following: the economy began to recover with the New Deal policies of increased government spending, increased regulation and supervision to rein in the “animal spirits” of capitalism; began to recover more strongly with the mobilization for WWII, starting with the Lend Lease Act of 1939; and fully recovered with America's entry into the war on December 7, 1941, when Japan attacked Pearl Harbor, and then Germany declared war on the United States on December 11, 1941.
This is a well-known story that continues to be taught in high school history textbooks and many university history courses, and is frequently used by modern-day politicians who emphasize market failure as the source of instability to rationalize the need for an activist government. Evidence, however, suggests that this pro-government anti-market interpretation of the Great Depression places too much emphasis on market failure and omits the policy errors made by government policy that importantly contributed to the depth and length of the Great Depression. An intellectually balanced view of the Great Depression needs to recognize the importance of policy errors by the government, especially Federal Reserve policy. Milton Friedman and Anna Jacobson Schwartz (1963) were among the first to challenge the then accepted view of the Great Depression. They argue in their Monetary History of the United States: 1867 to 1960 that a series of policy errors by the Federal Reserve turned what would have been a normal recession that started in 1929 into a major economic catastrophe that lasted a decade. They identify other factors, but place the major cause of the Great Depression on policy errors by the Federal Reserve. It was not market failure but government failure, according to Friedman and Schwartz, that was responsible for the economic and financial distress of the 1930s. Monetary policy was not the sole cause but, as part of the financial and monetary regime, rendered the financial system incapable of fulfilling its basic responsibilities. There continues to be debate about how monetary policy errors impacted the economy, but there is no serious economist who does not recognize that Federal Reserve policy errors are an important part of understanding the causes of the Great Depression.
No other authority need be cited than former governor of the Federal Reserve Ben Bernanke (2006–2014). In a celebration of Friedman's 90th birthday at the University of Chicago, Bernanke (2002) closed his speech by focusing on the contributions of Friedman and Friedman and Schwartz to monetary economics in the following manner:

The brilliance of Friedman and Schwartz's work on the Great Depression is not simply the texture of the discussion or the coherence of the point of view. Their work was among the first to use history to address seriously the issues of cause and effect in a complex economic system, the problem of identification… For practical central bankers, among which I now count myself, Friedman and Schwartz's analysis leaves many lessons. [One] is the idea that monetary forces, particularly if unleashed in a destabilizing direction, can be extremely powerful. The best thing that central bankers can do for the world is to avoid such crises by providing the economy with, in Milton Friedman's words, a ”stable monetary background” – for example as reflected in low and stable inflation.
Let me end my talk by abusing slightly my status as an official representative of the Federal Reserve. I would like to say to Milton and Anna: Regarding the Great Depression. You're right, we did it. We're very sorry. But thanks to you, we won't do it again.

The Great Depression is now attributed to a significant degree to a malfunctioning financial and monetary regime and in particular to a series of policy errors made by the Federal Reserve. There were structural problems in the financial system that needed government reform and degrees of market failure, but the collapse of the financial system and its impact on the U.S. economy for the entire decade of the 1930s is largely due to Federal Reserve policy errors. In addition, economic research suggests that much of the New Deal policies, including government spending, did little to improve the economy after 1933. On the eve of WWII the U.S. economy was still operating with high unemployment (19.1 percent in 1938) that likely understated the degree of unemployed due to the discouraged and marginal worker effect and a large negative GDP gap (–24.1 percent).
The Great Inflation, 1965 to 1985, was characterized by high inflation and high unemployment (stagflation) due to a combination of structural problems in the financial system related to government policies to subsidize homeownership; flawed understanding of how central bank policy worked; and excessively easy monetary policy by the Federal Reserve. Disruptions in the flow of funds were a serious problem during the Great Inflation when the then existing structure of the financial system and government regulation encouraged depositors to shift funds from depository institutions (commercial banks, savings and loan associations [S&Ls], savings banks and credit unions) to direct money market whenever market interest rates rose significantly above the interest rate ceilings imposed on saving and time deposits (Regulation Q).
Regulation Q ceilings were a major part of the financial system from 1933, when they were first imposed, until the ceilings were phased out over the period from 1980 to 1986. The process of shifting funds from interest-rate-controlled deposits to money market instruments (Treasury bills, commercial paper, large certificates of deposit [CDs], etc. not subject to interest rate ceilings) was called “disintermediation”. Disintermediation generated several “credit crunches” in the 1970s in which mortgage and consumer credit was not available at any depository institution almost at any interest rate. Disintermediation greatly threatened the viability of all depository institutions, but especially the S&L industry. In fact, the S&L industry collapsed in the 1980s partly because of disintermediation, interest rate ceilings and government efforts to protect them as specialized mortgage lenders who borrowed short and lent long. The taxpayer-financed bailout of the S&L industry from 1989 to 1999 cost $214 billion in 2014 dollars.
The high market interest rates were due to inflation caused by excessively easy monetary policy on the part of the Federal Reserve. As discussed in a later chapter, easy monetary policy can often be associated with high, not low, interest rates. The easy monetary policy was due to flawed models of how monetary policy influenced the economy: failures in policy by the Federal Reserve to understand the relationship between monetary policy and financial structure; and politicization of monetary policy. Like the Great Depression, failures in the country's financial and monetary regime, especially Federal Reserve policy errors combined with a flawed financial system designed to support homeownership, played a major role in economic and financial distress that lasted two decades and imposed a large cost on taxpayers. This is not meant to suggest there was no market failure that played a role. There was market failure, such as imprudent lending and fraud in the S&L industry, but these elements pale in importance compared to the Federal Reserve policy errors, combined with flawed financial regulation to maintain the S&L industry as specialized mortgage lenders.
The Great Recession, starting in early 2006 with the collapse of housing prices, has yet to be fully resolved as of 2016. The economy continued to operate below its potential through early 2016 (Figure 1.1) and, while the unemployment rate has declined to its natural level, the U6 unemployment rate remains high and the labor force participation rate has declined significantly. In fact, if one measured the standard unemployment rate with the labor force participation rate that existed prior to the Great Recession, the standard unemployment rate would be much higher by several percentage points. Hence, while the economy has recovered to a reasonable degree, the recovery is widely regarded as weak by historical standards at the time of this writing.
The Great Recession is importantly tied to the bubble in house prices that started around 2002, peaked in early 2006 and collapsed over the next seven years (Figure 1.7). Because the collapse of house prices took some time to permeate the rest of the economy, the recession did not officially begin until December 2007, according to the NBER, and the recession did not take on an international character and sense of panic until after the September 15, 2008, bankruptcy of Lehman Brothers.
Figure 1.7. All-Transactions House Price Index, 2000:1 to 2016.

Source: FRED, Federal Reserve Bank of St. Louis.

Lehman Brothers' bankruptcy represented the largest bankruptcy of any private entity in U.S. history, with about $750 billion in assets. The collapse of Lehman Brothers had a significant impact on the flow of funds in both the United States and much of the world. One of the consequences of the bankruptcy was the threat to the stability of money market funds that are issued by investment companies. Money market funds held by the public are considered part of the nation's money supply and represent shares in a fund of money market or short-term financial instruments managed by the investment company. Many money market funds held Lehman-Brothers-issued commercial paper.
The sharp decline in the value of this commercial paper made it difficult for investment companies to honor their decades-long commitment not to “break the buck”; that is, the holder of a $1.00 share in money market funds would always be able to withdraw that share at $1.00. Receiving less than $1.00 is “breaking the buck”, and several money market funds did break the buck in 2008 and 2009. There was fear that the collapse of Lehman Brothers' commercial paper would generate a run on money market funds as holders attempted to cash in their funds and collapse the financial system, as in the early 1930s. The U.S. Treasury took the unprecedented step of extending a government deposit guarantee up to $250,000 per account to all money market funds for one year other than those who held federal, state or local government securities.
The fundamental cause of the Great Recession is rooted in the cause of the bubble in house prices from 2002 to late 2005 and the collapse of the housing bubble after early 2006. To understand the bubble and its bursting is to understand the Great Recession. But, unlike the Great Depression and Great Inflation, there remains considerable debate as to the role of government policy. Many claim it was greed and fraud and other manifestations of market failure that were the cause of the housing bubble, while others – including this writer – attribute the bubble to the combined influence of a flawed financial structure and monetary policy errors. During the run-up of real estate prices from 2002 to early 2006 the cost and conditions of borrowing to purchase a house did not reflect the risk–return tradeoff embedded in mortgage lending. A good part of this was the direct result of government policy to support homeownership. The government through two government-sponsored agencies, Freddie Mac and Fannie Mae, provided incentives to expand real estate lending by lowering the loan standards, reducing the down payment and aggressively marketing subprime mortgages.
Subprime mortgages had a much higher degree of default risk than ordinary or prime mortgages. As long as house prices increased at 10 to 20 percent per year, a subprime mortgage appeared economically reasonable; but all bubbles burst. The Federal Reserve conducted an aggressively easy monetary policy from 2001 to 2005 that lowered interest rates, especially on mortgage credit, to levels that had not been seen in half a century. The low interest rates understated the risk of mortgage lending/borrowing and, as a result, mortgage credit expanded significantly from 2002 to late 2005 and supported the bubble in house prices. When the Federal Reserve shifted policy in mid-2004 the damage had already been done, since monetary policy impacts the economy with a substantial lag. House prices were by then determined by the “bigger fool theory”, based on the unconditioned expectation that house prices next period would be higher than the current period. In essence: “I know I am a fool for paying $500,000 for a track home in some urban area, but in one year a bigger fool will pay me $1,000,000 next year for the home.” All bubbles are based on the bigger fool theory and all bubbles collapse when the market recognizes that the unconditioned expectation of increasing house prices lacks economic reality.
Hence, it was the combined policy of the Federal Reserve and the structure of the financial system to support homeownership that played a major role in the Great Recession. This is not to deny any role to market failure; in fact, there was market failure, in the transparency of complex financial derivatives that were based on low-quality mortgages; however, again in this writer's opinion and many others, these pale in comparison to the government policy failures. Ironically, Bernanke was willing to accept Federal Reserve responsibility for being a causative agent of the Great Depression, but has denied any such causative role for the Federal Reserve in the Great Recession (Bernanke, 2013). This is debatable. The last chapter revisits the Great Recession, providing more detail on both perspectives.
In sum, the three periods represent economic and financial distress caused by a dysfunctional financial and monetary regime. Government policy errors played an important role, and, while debate continues over the relative roles of government failure versus market failure, any balanced interpretation of these three periods requires that government failure be assigned at least as much responsibility as market failure.

1.9 Germany and Japan
Germany and Japan are important international case studies because, in the case of Germany, the malfunctioning financial and monetary regime changed world history and, in the case of Japan, foreshadowed events in the United States a decade later that continue through 2016.
Germany: Germany is a case study of how a malfunctioning financial and monetary regime can generate extreme economic, financial and political distress in a country that ends up adversely impacting the world. Germany signed the instrument of surrender bringing an end to WWI on November 11, 1918. The Allies (Britain, France, Italy and the United States primarily) forced Germany to sign the Treaty of Versailles on June 28, 1919. The treaty imposed harsh reparations on Germany and required Germany to make large payments to various countries. The French and Belgian military actually occupied part of Germany in 1923 to ensure that Germany honored the terms of the treaty. Germany was unable to meet the reparation requirements and other conditions without imposing hardships on the population and, like many governments in times of economic and political turmoil, resorted to printing money.
The Bundesbank, Germany's central bank, began to print money at an ever-increasing rate, starting in 1921, which led to one of the most famous periods of hyperinflation in world history. Hyperinflation is a process in which the price level increases so greatly and rapidly that no one wants to hold money; instead, people spend money as fast as they can to hold goods because they expect the price of those goods to accelerate. The hyperinflation started August 1922 and ended November 1923, and during this period prices increased several hundred percent every month.
The hyperinflation was brought to an end by reducing the nominal value of all debt contracts and introducing a new currency. Germany quickly stabilized and generated impressive economic growth for the remainder of the 1920s, but the hyperinflation had done much damage. The hyperinflation and its aftermath had two major impacts and one minor impact that were to change world history: first, it destroyed much of the wealth of the middle class; second, it destroyed the faith in the new democratic institutions established by the Weimar Republic after WWI; and, third, the economic turbulence provided a platform for the Nazi Party to gain a small foothold in the German legislature in 1923, providing the Nazis over the coming years a foundation from which to assume complete control of the German government in 1933.
It is sometimes claimed that Germany's hyperinflation provided the basis for the rise of Nazi Germany. This is incorrect, because it wasn't until the end of the 1920s that the Nazi Party became a serious contender for the control of Germany. However, the hyperinflation did provide a conducive environment for the rise of the Nazis, and rendered a group of revolutionaries a platform that they would not have had in the absence of the major malfunctioning of Germany's financial and monetary regime.
It was the Great Depression in the early 1930s that generated much of the economic and financial distress in Germany and provided Adolf Hitler the foundation to assume complete control in 1933. After the return to stability in 1924, German industry and Germany's recovery depended greatly on U.S. credit, but this flow of credit and money ceased when the U.S. economy and financial system began to unravel in 1930. Deflation and unemployment in Germany in the early 1930s, following the hyperinflation less than a decade earlier, provided the perfect storm for Hitler and the Nazis to assume control over the government in 1933. The rest is history.
The important point here, however, is that a malfunctioning of Germany's financial and monetary regime – hyperinflation in the early 1920s and deflation and bank failures in the early 1930s – set the stage for one of history's great cataclysms.
Japan: Japan's episode of a malfunctioning financial and monetary regime is important for three reasons. First, the malfunction is similar to that of the United States during the Great Recession; that is, the financial and monetary problems in Japan were the same combination of monetary policy errors and a flawed financial structure as in the United States a decade later. Second, the malfunction generated one of the world's largest recorded asset bubbles, and one of the world's largest bursts of an asset bubble. Third, the government's response to the aftermath of the burst of the bubble was to introduce extraordinarily easy monetary policy and government deficit spending, much like the United States a decade later in response to the Great Recession. It is not an exaggeration to claim that Federal Reserve policy in the past decade has been much in the shadow of Bank of Japan policy.
Japan's impressive economic progress in the post-WWII period began to unravel in the second half of the 1980s as real estate prices (Figure 1.8) and stock prices (Figure 1.9) began to increase rapidly. At the start, higher asset prices were supported by economic fundamentals such as high real GDP growth, low interest rates, high profits in the export sector and increased demand for office space in Tokyo as a result of permitting greater foreign participation in Japan's financial system. By 1987, however, asset prices were increasing at rates that could not be justified by economic fundamentals, and price increases became dominated by the unconditioned expectation that prices in each period would be higher than in the preceding period. The equity bubble burst at the beginning of 1990 and the burst of the real estate bubble occurred about a year later.
Figure 1.8. Index of All Urban Land Prices, Japan, 1965 to 2005.

Source: Ministry of Internal Affairs and Communications, Statistics Bureau (www.stat.go.jp/english).

Figure 1.9. Index of Stock Prices, Japan, 1959:1 to 2016:2.

Source: Organisation for Economic Co-operation and Development (https://data.oecd.org/price/share-prices.htm).

The asset bubble in Japan was the combined result of easy monetary policy and a flawed financial structure and policy as well as various degrees of market failure, but, again, market failure pales in importance to the series of government policy errors (Cargill and Sakamoto, 2008). Despite rapid real GDP growth in the second half of the 1980s the Bank of Japan had lowered the discount rate to historical lows by early 1989. The Bank of Japan's easy monetary policy was largely dictated by external considerations designed to limit yen appreciation, and, because the rate of inflation was low, the Bank believed it could pursue other objectives. However, the Bank of Japan, like the Federal Reserve, failed to consider the impact of easy monetary policy on a flawed financial structure. The flawed financial system and policies were the result of an incomplete financial liberalization process started in 1976. Despite significant institutional redesign of the domestic and external flow of funds in Japan, the fundamental characteristic of the old financial regime remained in place, making Japan's financial and monetary regime an accident waiting to happen. At the time of this writing, Japan is now in the middle of its third lost decade of economic and financial development.


References
Bernanke, Ben S. (2002). “On Milton Friedman's Ninetieth Birthday”. Remarks at Chicago University, Chicago, November 8, www.federalreserve.gov/boarddocs/Speeches/2002/20021108/default.htm.
Bernanke, Ben S. (2013). The Federal Reserve and the Financial Crisis. Princeton: Princeton University Press.
Bierman, Noah (2014). “MIT Professor Apologizes for Remark on Voters”. Boston Globe, December 9, www.bostonglobe.com/news/nation/2014/12/09/mit-professor-jonathan-gruber-apologizes-congress-for-remarks-about-stupidity-american-voter/AlrfLb2yWKWNTL9OvSaPFJ/story.html.
Cargill, Thomas F., and Takayuki Sakamoto (2008). Japan since 1980. New York: Cambridge University Press.
Friedman, Milton, and Anna Jacobson Schwartz (1963). A Monetary History of the United States: 1867 to 1960. Princeton: Princeton University Press.


OEBPS/Images/03567fig1_9.png
N

RV AN

)

350

00
150
100






OEBPS/Images/03567fig1_7.png
180

m

180

50
a

oot = T0002 pu

120

1w

100

Month and vear






OEBPS/Images/03567fig1_8.png
/

1600

1900
1200
1000

001 = 0002 apu1

00
00

200







OEBPS/Fonts/GFSNeohellenicStd-BoldItalic.otf


OEBPS/Fonts/GFSNeohellenicStd-Bold.otf


OEBPS/Fonts/GFSNeohellenicStd.otf


OEBPS/Images/03567fig1_1.png
Potential real GDP

=== Real GDP

$18,000

$16,000

514,000

3% 3 ¢

S18[10P 6007 PaUIeY 4o suolg

g

2

ST-senuef
€TpieN
Trhen

60
L0-19qwardas
S0-13quianoN
yo-henuer

20U
oohen
g6-AINT
96-12quiaidas
6-13quanoN
s6-hsenuer
TeudeN
s8-hen
gAmr
sg-1aquiardas
€8-10qwaroN
2g-Asenueg
ogpien
sehen
oAt
bL-1quiaIdas
2L-13quanoN
Te-hsenuer
69 pien
Lohen
so-hne
£9-1aquardas
T9-13quianoN
0g-hsenuer

Month and year





OEBPS/Fonts/GFSNeohellenicStd-Italic.otf


OEBPS/Images/03567fig1_2.png
= Recession = Gap

69-Ainr
Lg0qu
9ohem
o0
e

600
a0

00
000

200 £

wassog

‘Month and year

400
600
800

1000






OEBPS/Images/03567fig1_5.png
Percent

PCE = =GOP deflator

100

100

Year





OEBPS/Images/03567fig1_6.png
=} ]
] 3 3 g 2 S 5
. - =z=
g oA

H P

§ e

H ST

g T

] -

H

I,
)

| N

1 sl

H

3

3

A
N

g8 8 8 8 8 8 8 8 8
S 3 g g 3 =3 =3 3 3
= & 3 g g 3 % 3 4

Month and vesr





OEBPS/Images/03567fig1_3.png
\
\
100 . 4ath, L

=
- PR Y
Ny / .. o
“, i A
v / i

. /N

NS

LG

‘Month and year





OEBPS/Images/03567fig1_4.png
Natural UR

——— R

120

weniag

spoun
£Tquanoy
Zrudy
OTsaquadas
60 hieniqas
Lokt
-
voden
20490000
Topien
Gsasniny

a6 enuer
9g-ount
v6quanoN
ey
Toaquadas
06-Areniqay
gt

o —
sghen
£8490000
e
ogasniny

st henuer
e
sesquanon
s 1y

2 squandos
Tsenigas
69-Ainr
pr—
ssden
+9.309000
o pien
T9asnny

09 enuer

Month and year





OEBPS/Images/icon_popup_32x32.png





OEBPS/Images/icon_audio_32x32.png
D)





OEBPS/Images/icon_slideshow_32x32.png





OEBPS/Text/nav.xhtml
Contents

		Cover

		Half title

		Title page

		Imprints page

		Contents



		Figures



		Tables

		Preface		Unifying Framework in This Book

		Approach to Topics in This Book

		The Structure of This Book Focuses on the Primary Elements of the Nation's Financial and Monetary Regime

		Organization of the Book

		Note of Appreciation





		Part I Introduction to the Financial and Monetary Regime		Chapter 1 The Financial and Monetary Regime		1.1 Introduction

		1.2 A Country's Financial and Monetary Regime

		1.3 The Real and Financial Sectors of the Economy

		1.4 Measuring Economic Performance

		1.5 Data Sources and Components of a Time Series

		1.6 The Financial and Monetary Regime and Economic Performance

		1.7 Periods of Major Economic and Financial Distress and the Financial and Monetary Regime

		1.8 The United States

		1.9 Germany and Japan

		References





		Chapter 2 Basic Concepts Regarding Money		2.1 Introduction

		2.2 The Concept and Measurement of Money

		2.3 The Value of Money

		2.4 The Upward Bias in the CPI and the Boskin “1.1% Bias”

		2.5 The Evolution of Monetary Standards		Hickenlupper's Gold Warehouse

		Hickenlupper's Bank

		Hickenlupper's Depository Institution





		2.6 The Relationship between Money and Economic Activity









		Part II The Financial System Component of the Financial and Monetary Regime		Chapter 3 The Financial System and the Country's Flow of Funds		3.1 Introduction

		3.2 The Financial System from the Perspective of the Country's Flow of Funds

		3.3 Sector Budgets, Income and Balance Sheets and the Fundamental Flow of Funds Equation

		3.4 The Financial System in Terms of Surplus, Deficit and Balanced Sectors

		3.5 Two Channels of Finance: Direct and Indirect Finance

		3.6 Bringing It Together: A Flow of Funds Matrix of the Economy





		Chapter 4 Interest Rates in the Financial System		4.1 Introduction

		4.2 Interest Rates Connect the Present to the Future, and Vice Versa

		4.3 Interest Rates in Indirect and Direct Finance

		4.4 Government Interest Rate Regulation

		4.5 A Short History of Interest Rate Regulation

		4.6 Basic Technical Aspects of Interest Rates





		Chapter 5 The Level of Interest Rates		5.1 Introduction

		5.2 The Level of the Interest Rate: Loanable Funds and Liquidity Preference

		5.3 The Loanable Funds Approach to Understanding the Interest Rate

		5.4 The Supply of Loanable Funds Function or Lending

		5.5 The Demand for Loanable Funds Function or Borrowing

		5.6 Bringing Supply and Demand Together: Examples

		5.7 Policy Implications: Government versus the Central Bank

		5.8 The Nominal Interest Rate and the Real Interest Rate

		5.9 A Note on Negative Interest Rates

		5.10 Interest Rates and Monetary Policy





		Chapter 6 The Structure of Interest Rates		6.1 Introduction

		6.2 Default Risk

		6.3 Liquidity or Marketability Effect

		6.4 Tax Treatment

		6.5 Maturity: The Term Structure of Interest Rates and the Yield Curve

		6.6 What Explains the Shape of the Yield Curve?

		6.7 The Yield Curve as a Rorschach Inkblot Test of Expected Inflation

		6.8 The Yield Curve as a Rorschach Inkblot Test of the Business Cycle

		6.9 The Yield Curve as a Rorschach Inkblot Test of Both Inflation and the Business Cycle





		Chapter 7 International Dimensions of the Financial System		7.1 Introduction

		7.2 U.S. Statement of International Transactions

		7.3 Foreign Exchange Rates and the Foreign Exchange Market

		7.4 The Exchange Rate

		7.5 Foreign Exchange Intervention by the Central Bank

		7.6 Exchange Rate Regimes

		7.7 Fixed Exchange Rates: Basics, History and Demise

		7.8 The Flexible Exchange Rate System

		7.9 Persistent U.S. Current Account Deficits and the Flexible Exchange Rate System









		Part III The Role of Government in the Financial and Monetary Regime		Chapter 8 The Basic Roles of Government in the Financial and Monetary Regime		8.1 Introduction

		8.2 The Beginning of Government Involvement: Minting Coin and Gresham's Law

		8.3 The Inherent Problem of a Commodity-Based Monetary System: Money Not Responsive to Needs of Trade

		8.4 Two Inherent Problems of an Inverted Pyramid Monetary System

		8.5 Government Resolution of the Problems of Commodity-Based Systems and Fractional Reserve Systems

		8.6 Institutionalization of Government's Role in the U.S. Financial and Monetary Regime

		8.7 Extended Rationales for Government Involvement

		8.8 Government Involvement Has a Downside: Government Failure Is as Important as Market Failure

		8.9 The Influence of Economic Ideas, History and Politics on Government Involvement in the Nation's Financial and Monetary Regime

		References





		Chapter 9 Regulation and Supervision of the Financial System		9.1 Introduction

		9.2 Asymmetric Information, Adverse Selection and Lemons

		9.3 Government Regulation and Supervision of Indirect Finance

		9.4 Government Regulation and Supervision of Depository Financial Institutions		9.4.1 Deposit Insurance

		9.4.2 Reserve Requirements

		9.4.3 Capital–Asset Requirements

		9.4.4 Supervision and Oversight: CAMELS Rating System

		9.4.5 Supervisory Stress Testing





		9.5 Government Regulation and Supervision of Nondepository Financial Institutions

		9.6 Ensuring Transparency in the Money and Capital Markets

		9.7 The Expanded Role of the Federal Reserve as a Regulatory and Supervisory Agency

		References





		Chapter 10 A Short History of the U.S. Financial and Monetary Regime in Transition		10.1 Introduction

		10.2 A Taxonomy of a Changing Financial and Monetary Regime

		10.3 Major Turning Points in the Transition of the U.S. Financial and Monetary Regime: A Brief History from 1776 to the Present

		10.4 1776 to 1863

		10.5 1863 to 1913

		10.6 1913 to 1929

		10.7 1929 to 1965

		10.8 1965 to 1979

		10.9 1980 and Beyond









		Part IV Five Steps to Understanding Central Banks and Central Bank Policy		Chapter 11 The Five Steps and Step 1: The Institutional Design of the Central Bank		11.1 Introduction

		11.2 The Institutional Design of the Central Bank

		11.3 Why a Government Central Bank?

		11.4 Ownership of the Central Bank

		11.5 Central Banks as Financial and Regulatory Authorities

		11.6 Central Bank Independence from Government

		11.7 Two Important Institutional Redesigns of Central Banks

		11.8 The Institutional Design of the Federal Reserve System

		11.9 The Structure of the Federal Reserve System in the Broad Sense

		11.10 Where's the Power?

		11.11 The Federal Reserve and Central Bank Institutional Redesigns

		References





		Chapter 12 Central Banks, Base Money and the Money Supply		12.1 Introduction

		12.2 The Money Supply Process in Two Parts

		12.3 Part 1: A Simple Illustration of the Inverted Pyramid

		12.4 Part 2: The Money Supply Process in More Detail

		12.5 An Illustration of the Money Supply Process

		12.6 Central Banks, Base Money, the Money Supply Process and Developments since 2007





		Chapter 13 Step 2: The Tools of Monetary Policy; and Step 3: Monetary Policy Instruments		13.1 Introduction

		13.2 The Tools of Monetary Policy and the Decline of Selective Tools

		13.3 General Tools of Monetary Policy

		13.4 Moral Suasion and Forward Guidance

		13.5 The Monetary Policy Instruments





		Chapter 14 Step 4: The Central Bank Model of the Economy		14.1 Introduction

		14.2 Macroeconomic Models of the Economy: Beginnings

		14.3 Why Models Are Important and the Historical Evolution of Models

		14.4 After Keynes: Evolution of the Central Bank Model of the Economy

		14.5 The Rise of the Phillips Curve

		14.6 The Fall of the Phillips Curve and Rise of the “New” Phillips Curve

		14.7 Policy Implications and Continued Debate

		14.8 The Aggregate Demand and Supply Model

		References





		Chapter 15 Step 5: Final Policy Targets		15.1 Introduction

		15.2 Evolution of the Final Policy Targets

		15.3 Neoclassical Perspective

		15.4 A Steady and Low Rate of Inflation

		15.5 Caution in Responding to Demand and Supply Shocks in the Short Run

		15.6 Neo-Keynesian Perspective: Despite Agreement on Some Issues, Differences Still Exist

		15.7 The Primacy of Price Stability and Inflation Targeting



		15.8 Final Policy Targets in the Context of Other Central Bank Objectives

		15.9 Evolution of Federal Reserve Final Policy Targets and the “Dual” Mandate

		References





		Chapter 16 Monetary Policy Tactics, Strategy and Rules versus Discretion		16.1 Introduction

		16.2 The FOMC and Monetary Policy

		16.3 Transparency of the Tactics and Strategy of Monetary Policy

		16.4 Evolution of Federal Reserve Tactics

		16.5 The Taylor Rule: Introduction to the Discretion versus Rules Debate

		16.6 The Rules versus Discretion Debate

		16.7 Arguments of the Advocates of Rules and Discretion

		16.8 The Lucas Critique

		16.9 Time Inconsistency

		16.10 Solutions to the Lucas Critique and Time Inconsistency

		16.11 Central Bank Response to the Lucas Critique and Time Inconsistency

		References









		Part V Performance of the U.S. Financial and Monetary Regime		Chapter 17 Five Important Periods in the U.S. Financial and Monetary Regime		17.1 Introduction

		17.2 Prelude to the Great Depression

		17.3 The Great Depression

		17.4 Role of the Federal Reserve

		17.5 Aftermath: Redesigning the Federal Reserve, Government Financial Regulation and the Financial System

		17.6 The Great Inflation: A Clash of Federal Reserve Policy Errors and Flawed Financial Regulation

		17.7 Financial Liberalization and the Great Moderation

		17.8 The Great Moderation

		17.9 End of the Great Moderation and Concern about Financial Liberalization

		17.10 The Great Recession: Two Views

		17.11 Asset Bubbles à la Minsky

		17.12 The Central Role of the Real Estate Bubble in the Great Recession

		17.13 Unprecedented Easy Monetary Policy

		17.14 Social Contract to Support Homeownership Greatly Expanded

		17.15 The Federal Reserve after the Collapse of the Housing Bubble, the Great Recession and Challenges

		References









		Index



		Cover

		Contents



		i

		ii

		iii

		iv

		v

		vi

		vii

		viii

		ix

		x

		xi

		xii

		xiii

		xiv

		xv

		xvi

		xvii

		xviii

		xix

		xx

		xxi

		xxii

		1

		2

		3

		4

		5

		6

		7

		8

		9

		10

		11

		12

		13

		14

		15

		16

		17

		18

		19

		20

		21

		22

		23

		24

		25

		26

		27

		28

		29





OEBPS/Images/icon_qanda_32x32.png





OEBPS/Images/logo.png
CAMBRIDGE

UNIVERSITY PRESS






OEBPS/Images/icon_video_32x32.png





OEBPS/Images/logo1.png
CAMBRIDGE
UNIVERSITY PRESS








OEBPS/Images/cover.jpg
il Iii I\t

THE FINANCIAL SYSTEM,
FINANCIAL REGULATION AND
CENTRAL BANK POLICY






OEBPS/Images/icon_assessment_32x32.png





OEBPS/Images/icon_animation_32x32.png





