
Chapter 1: Introduction – The Financial System 

➢ Financial System set of markets, individuals and institutions which trade in those 

markets and the supervisory bodies that regulate them 

➢ Having decided to borrow or lend, what approaches are available: 

➢ Direct Dealings 

➢ Dealings in organized markets – directly with lender/borrower or 3rd party 

➢ Indirectly via intermediaries 

➢ So, what are some of the main functions of the financial system? 

➢ Helping funds to flow from borrowers to lenders 

➢ Means of making payments 

➢ Creates liquidity and money 

➢ Provides services (e.g. pensions; insurance) 

➢ Allows for relatively easy portfolio adjustments  

➢ We hope that by carrying out these functions and doing them well, the financial system 

will be able to stimulate trade, aggregate demand, growth! 

➢ NB: This is not the only way of thinking about the financial system, but the one we focus 

on 

➢ We are interested in how the financial system grows out of and in return satisfies the 

needs of the real economy! 

Financial Institutions 

➢ Financial institutions are firms. We can apply our existing knowledge of firm behavior 

here, but we should also pay attention to the important differences! 

➢ Some key characteristics of these institutions 

➢ Most likely profit maximizers (in the interest of the shareholders) 

➢ Usually very large  big economies of scale in financial industry 

➢ Because of these characteristics, we usually see a few large firms in the industry  

oligopolistic theories most appropriate  lots of product differentiation! 

➢ Several important differences with regular products and normal firms: 

➢ When buying financial product, we need to think about future expectations of events 

➢ Needless to say, the products offered by financial firms are also very different 

➢ Deposit-taking institutions vs. non-deposit taking institutions  

➢ Big difference in ease with which savers can demand repayment 

➢ However, as a general rule, all financial institutions carry out a form of intermediation  

➢ This is not simply acting as a go-between for savers & borrowers 

➢ Financial Intermediation: Creating assets for savers and liabilities for borrowers which 

are more attractive than would be the case if the parties had to deal with each other 

directly  

➢ We can therefore think of financial intermediaries as firms which produce liquidity!  

➢ Two Key Terms: 

➢ Asset: Piece of property which provides a flow of benefits over time 

➢ Liability: A debt owed to someone else 

➢ There are two general consequences of financial intermediation: 

➢ There will be more assets & liabilities than with only direct lending 

➢ Lending and borrowing have become easier  transaction costs are lowered 



➢ NB: For any given rate of interest the level of lending and borrowing will be greater in the 

presence of intermediation than without it 

➢ Key Term: 

➢ Liquidity: Speed/convenience with which an asset can be converted into money 

➢ We said the financial intermediaries need to create attractive assets and liabilities. What 

does such “attractiveness” consist of? 

➢ For a lender, an attractive asset is one which is liquid: 

➢ Can be converted into money quickly, cheaply, and for a known monetary value  

➢ Thus, liquidity has 3 dimensions here: time; risk; cost 

➢ A Selection of Risks (p9): 

➢ Default risk 

➢ Capital Risk 

➢ Income Risk 

➢ Reinvestment Risk 

➢ We will now go off on a tangent and speak about something very important: how do 

financial institutions manage to create assets/liabilities attractive for both parties??? 

➢ Firstly, using maturity transformation  conversion of funds lent for a short period 

into loans of a longer duration   

➢ The ability of financial institutions to carry out such maturity transformation is 

based on the advantages of size (e.g. law of large numbers) 

➢ Large size creates stability  risks of unforeseen outflows is reduced! 

➢ Also, with a larger volume of loans, financial firms can ensure they are 

maturing at regular intervals  again, this reduces risk  

➢ Secondly, this process is possible because financial firms perform risk reduction  

➢ In broadest terms, risk means actual outcome differs from expectations 

➢ See note above on “a selection of risks”  

➢ The two principal mechanisms for reducing risk are: 

➢ Diversification: holding of many (rather than a few) assets; because of 

imperfect correlation in asset prices, a larger pool of different assets will 

reduce the risks in the return 

➢ Specialist Management: research and information accumulation; better able to 

identify high/medium/low risk assets 

➢ Finally, financial institutions are beneficial because they reduce transaction costs 

➢ Defined as the time/money used in carrying out the exchange of assets, goods, etc 

➢ Search costs; standardized contracts; lower unit costs 

➢ NB: The “cost” of intermediation is represented by the spread between the interest 

rates charged to lenders and borrowers 

➢ As a side note, we emphasize that there is an intermediary that creates a bit more than just 

liquid assets. Banks create money (by creating liabilities for themselves which become 

deposits in the financial system and make up a bulk of the money supply! 

➢ Collectively, an expansion of banks loans (assets) leads automatically to the creation 

of deposits (liabilities)  

 



➢ To conclude, we now see that any given firm has a certain portfolio of both assets and 

liabilities 

➢ On the one hand, they will be looking to borrow as cheaply as possible; but, note that 

this is not a simple concept to define 

➢ On the asset side, they will be looking to maximize revenue  ceteris paribus, a firm 

will prefer high yield to low yields 

➢ However, here we introduce a key principle. There is a trade-off between liquidity and 

return. Therefore, in order to meet unexpected costs, firms will choose to hold a 

certain number of low-yield assets as well which are highly liquid! 

➢ When a firm has its preferred distribution of assets and liabilities, its portfolio is said 

to be in equilibrium! 

Financial Markets 

➢ Financial Market – an organizational framework within which financial instruments (or 

financial claims) can be bought and sold 

➢ Needless to say, there is a large number of financial instruments available; additionally, 

there are various ways of grouping instruments into different categories 

➢ Some instruments can be bought/sold between third parties (known as securities); 

others can only be traded between originator and holder 

➢ We could also distinguish between instruments with a fixed interest rate vs. those with 

a varying yield 

➢ Another way to differentiating instruments is their maturity (length of time which has 

to elapse before the claim is repaid)  

➢ SR “money” markets vs. LR “capital” markets  

➢ The behavior of financial markets can be analyzed using the apparatus conventional 

economics  

➢ We can think of the supply and demand of financial instruments, with the yield on the 

vertical axis (NB: we would here have a downward sloping supply curve!) 

➢ We could reasonably expect, also, that higher yields will attract higher demand! 

➢ Finally, we need to pay attention to the close interdependence between financial 

markets, as instruments tend to be close substitutes of one another 

➢ Finally, we emphasize something very interesting here. We noted that we expect a down-

ward sloping supply curve, but the fact that it’s not upward-sloping is not important is not 

important. What is important is that there is any slope at all!  

➢ Because many financial instruments are traded between third parties, and not with the 

originator, and increase in the demand should have no immediate impact on the 

quantity of the existing instrument 

➢ In terms of S&D, the supply curve will be vertical!  

 

 

 

 

 

 

 



Lenders and Borrowers 

➢ We now focus on (ultimate) lenders and (ultimate) borrowers and try to understand their 

reasons for lending and borrowing; do not think about banks, who also lend/borrow 

➢ Financial Surplus – difference between saving (Income – Consumption) and physical 

investment; this surplus is available for lending 

➢ Generally, lenders will seek to: 

➢ Minimize risk (or maximize liquidity) 

➢ Maximize return – interest payment; dividend; appreciation in capital value 

➢ Minimize transaction costs  

➢ On the other hand, there are those individuals whose expenditures exceed their income 

➢ They can either draw on past savings or borrow money 

➢ The interests of the borrowers are mainly twofold:  

➢ They wish to minimize costs 

➢ Wish to minimize the period of the loan  this reduces the risk of having to pay at an 

inconvenient time, and reduces exposure that funds might become short in the future 

➢ Of course, they also wish to minimize transaction costs as well  

➢ Finally, we notice by looking at data that many people have both a creditor and debtor 

positions (i.e. both lenders and borrowers); is this rational? 

➢ Yes, because the deposits held provide an economic agent with liquidity, which has a 

cost equal to the spread between the two yields 

➢ In effect, reaching portfolio equilibrium is a tricky task, and there is a whole field, 

portfolio theory, that tries to understand how people choose the quantities of assets and 

liabilities to hold 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Chapter 2: The Financial System and the Real Economy 

➢ What do we mean by the real economy? It consists of firms/households who produce 

goods and services for consumption and further investment. 

➢ The financial system facilitates the flow of funds so they are available when wanted 

➢ However, we must emphasize the reverse causality here. There are many ways in which 

developments in the financial system affect real economic activity as well 

➢ It is our task in this chapter to explore both directions of this causality! 

Lending, Borrowing and National Income 

➢ One connection between the real economy and the financial system is that the former 

gives rise to surpluses & deficits which the financial system has to reconcile 

➢ A methodological issue here is that data on individual units and their saving/borrowing 

is confidential; we need to satisfy ourselves with readily available sectoral data 

➢ A great place to begin such analysis is with the national income identity: 

 Y C I G X M       

➢ In general, it states that the total income earned by factors of production in producing a 

year’s supply of final goods must equal the total expenditure on this output 

➢ We have four sectors: households; firms; government; external sector 

➢ Finally, it is crucial to note that total expenditure = total income for the whole 

economy, but not for every sector individually 

➢ In fact, it is quite common for households to earn more than they spend, while 

firms to spend more than they earn 

➢ It is exactly these flows of funds which must be reconciled by the financial system 

➢ We look closely at the income/capital household sector statistics on p.32, but the 

following can be generalized for any sector: 

 NAFA Y C I     

➢ It says that disposable income minus consumption (i.e. savings) minus real investment 

equals the sector’s net acquisition of financial assets (NAFA) 

➢ NB: There is a key distinction between savings and financial surpluses; the former is 

as defined above. A financial surplus/deficit is the difference between savings and 

investment in real assets! 

➢ For example, we see that in 2004, the UK household sector had a financial deficit of 24 

billion pounds! How was this financed?  

➢ To see this, we have to look at the household sector’s financial account which shows 

what happened to financial assets/liabilities in 2004  

➢ Firstly, we see that there is some statistical discrepancy here (due to data collection) 

➢ However, in theory, the net acquisition of financial assets must equal the financial 

surplus  

➢ We also see that the gross quantities of assets and liabilities are much larger! People 

acquired 122 billion of assets, but borrowed 135. Note gross vs. net distinction! 

➢ Please note the difference between stocks and flows. So far, we have been talking about 

the flows in one year, 2004. These cause changes in the usually much larger stocks! 

 

 



➢ Key Definition: 

➢ Net Worth – Difference between a person or firm’s holdings of assets & liabilities 

➢ This is a stock measure! 

Financial Activity and the Level of Aggregate Demand 

➢ In contrast to the way in which the financial system facilitates real economic activity (by 

reconciling the flow of funds), we can speak about the financial system affecting the 

aggregate demand directly. There are two broad ways it does this: 

➢ Creation of liquid assets 

➢ Expansion of monetary assets (bank deposits) ~monetarism 

➢ Increase in liquid assets of any kind ~ Keynes 

➢ Changes in people’s financial wealth 

➢ To analyze the first channel (creation of liquid assets) we look at the equation of exchange 

M V P Y     

➢ Note that this is an identity and holds by definition. The LHS is the total spending in 

the economy and the RHS is the total (nominal) output produced 

➢ V is the velocity of money. We can think of it as a coefficient allowing the existing 

money stock to be sufficient to buy this year’s total output 

➢ Now, although the above is an identity, it can easily be turned into a theory allowing for 

some assumption. If we can argue that: (i) V & Y are fixed and (ii) M is exogenously 

determined by CB 

➢ Then we can think of M as an independent variable whose effects are predictable and 

must fall upon the price level! 

➢ If we relax the assumption on Y, we can get different results, of course  

➢ The big conclusion is that events in the financial system could cause an increase in 

spending by increasing the money supply (expansion of banking & deposits, say)!  

➢ Now, we consider the increase in liquid assets of any kind, and consider non-deposit-

taking institutions (NDTIs). The mechanism here is slightly different 

➢ By creating attractive money substitutes, NDTIs have the effort of making a greater 

proportion of existing money stock used for spending 

➢ In terms of the identity above money substitutes permit an increase in V and thus an 

increase in spending 

➢ Although through a different channel, we again see how an expansion of the financial 

system (specifically liquid assets) may lead to an increase in the level of spending in 

the economy (either through higher M or higher V) 

➢ Finally, a channel through which the financial system affects the real economy is by 

changes in financial wealth.  

➢ This is because most of the financial assets accounting for financial wealth are traded 

in organized markets and their prices fluctuate. As the prices fluctuate, so does net 

worth 

➢ Also, we note the crucial link between financial wealth and consumption. People 

generally have some target wealth they wish to maintain. Big fluctuations away from 

this target can be a main cause for both recessions and consumer booms! 

 

 



The Composition of Aggregate Demand 

➢ Aside from having an impact on the level of spending and production in an economy, 

developments in the financial system can also have changes on the composition of AD 

➢ Consider the well-known loanable funds model here. In the “loanable funds-interest rates” 

space we have an upward-sloping supply curve and downward-sloping demand curve 

➢ A financial innovation which increases intermediation could reasonable cause a rightward 

shift of the supply curve, lowering interest rates & increasing loanable funds  

➢ In the real side of the economy, the lower rates should stimulate more investment 

➢ NB: This financial innovation has not changed the level of AD, but its composition! 

The Financial System and Resource Allocation 

➢ If we assume that the financial system is realistically characterized by perfect competition, 

then we can be sure that it always channels funds to their most productive uses 

➢ Of course, this is far from reality, and there are a number of problems with assuming such 

perfect competition. These have an impact on the allocation of funds and on the allocation 

of management expertise: 

➢ Financial activity is subject to extensive regulation  controlling “asymmetric 

information”; preventing too much risk taking 

➢ Taxes are distortionary  

➢ Borrowers & Lenders not free to borrow/lend from anyone 

➢ A good example is the UK building societies and their bias toward lending to the domestic 

property market (at least before 1986) 

➢ Another similar example of potential imperfections is in the securities market.  

➢ The crucial component here is share price. In theory, this price should reflect the 

‘fundamental value’ of the firm  

➢ If the shares are mispriced, it could cause serious problems with the efficient 

allocation of resources (see dot com boom & financial crisis) 

➢  Finally, we consider the impact of financial developments in low-income countries. A 

major problem is governments in such countries interfering with the financial system 

➢ “Financial Repression”  

➢ A common example is a ceiling on interest rates 

➢ The effects on investment of such a ceiling are negative, for two reasons 

➢ Limits the amount of loanable funds available (quantity) 

➢ Average productivity of available products will be lower and there will be no 

mechanism with which to select which ones are truly profitable (quality) 

 

 

 

 

 

 

 

 

 

 



Chapter 3: Deposit-Taking Institutions 

➢ There are several reasons for distinguishing between DTIs and NDTIs 

➢ Deposit liabilities form the bulk of a country’s money supply 

➢ Because of this, failure of a DTI means people lose access to means of payment 

➢ People hold deposits for reasons different than holding other types of instruments 

➢ We note that deposits in DTIs are discretionary while funds going into NDTIs are 

contractual (cannot change on a whim) 

➢ Together, DTIs and NDTIs form what are called “financial institutions”; categorization of 

specific institutions is important to understand and shown below: 

 

➢ Since the liberalization of financial activity in Europe during the 1980s, there has been th 

merger of specialist institutions; one financial institution nowadays functions in most of 

the above categories! 

The Bank of England 

➢ This is the central bank of the United Kingdom 

➢ There has been a tendency of giving CBs in developed countries more independence 

recently in MP conduct and with a particular focus on price stability  

➢ This trend is based on research showing positive correlation between CB 

independence and low rates of inflation  see Bade & Parkin (1985), Grilli et al 

(1991), Alesina & Summers (1993) 

➢ Theoretical underpinnings: inflation bias of government time inconsistency problem! 

➢ Generally speaking, central banks are, at various times, responsible for some or all of the 

following functions 

1. The conduct of monetary policy 

➢ All CBs do this, because MP must involve the setting of SR IRs, and the CB does 

this using its role in money markets and as a banker to the banking system 

➢ May 1997  new Labor government gave BoE complete independence over 

setting IRs and required to achieve and inflation target of (at the time) 2.5% 

➢ NB: There is a difference to be made between instrument independence (i.e. the 

UK) and full independence (i.e. ECB or Fed)  

 

 



➢ There are, however, criticisms of both the theory and the evidence used in the 

central bank independence argument 

➢ Studies do not look at non-central bank factors which influence a country’s 

predisposition toward inflation (e.g. German hyperinflation in 1920s) 

➢ Contradiction: people can learn about the difference between real and nominal 

wages, but they cannot learn not to vote for governments exploiting them! 

➢ Incentives for time-inconsistency apply to all policy-makers. It is not clear why 

an independent bank should be immune from such incentives! 

2. Banker to the Commercial Banking System 

➢ We have and will emphasize that a country’s MS is mostly bank deposits 

➢ When funds need to be moved between banks, this is usually done by banks 

holding an account at the central bank!!! 

➢ There is a large amount of confidence necessary for this system to work. People 

need to trust that their deposits can be converted into money. However, banks hold 

only a small proportion of the deposits as cash. This opens up the possibility of an 

unexpected shock!  

➢ Just as the general public can borrow from banks, so banks can borrow from the 

central bank (lender of last resort) 

➢ Lender of Last Resort  ultimate provider of reserves to the banking system! 

3. Banker to the Government 

➢ In some financial system, the government holds its accounts in the CB rather than 

with commercial banks 

4. Supervisor of the Banking System 

➢ Why does it need to supervise? There are two main reasons: 

➢ Concern over “information asymmetry” between banks and general public 

➢ Severe consequences of bank failures. Need to be able to avoid this! 

➢ Because of the disastrous potential results of bank failure, banks have two 

advantages: 

➢ Access to lender of last resort facility 

➢ Access to a system insurance 

➢ Given these advantages, the price to be paid is a much higher degree of supervision 

➢ May include: licensing; capital tests; capital & liquidity requirements; 

approving directors of banking institutions 

➢ Two additional things need to be taken into account: 

➢ The increasingly international nature of financial activity requires more int’l 

cooperation and coordination 

➢ This supervision need not be taken by the CB itself, and if it is, may create a 

conflict of interest! Discuss.  

5. Management of the National Debt 

➢ When a country runs a budget deficit and accumulates a debt, decisions need to be 

made on how to finance it; there are a number of ways: 

➢ Sales of marketable debt (bills/bonds); non-marketable debt (National Savings 

products);  



➢ Authorities can decide to lengthen/shorted the average maturity of their debt by 

deciding whether to issue SR or LR bills/bonds 

➢ Lengthening is sometimes called ‘funding’; shortening is called ‘unfunding’  

➢ “If the quantity of liquid assets, no just money, has any effect upon people’s 

willingness to spend (see Ch. 2), then unfunding could be associated with 

expansionary MP while funding could be associated with tighter MP!!!” 

➢ 1998 – debt management responsibility of BoE transferred to the Debt 

Management Office (part of UK Treasury) 

➢ Having this function and an inflation target could create a conflict of interest 

6. Manager of the Foreign Exchange Reserves 

➢ Even without a strict exchange rate regime, the CB would want to prevent its 

currency to fluctuate wildly! 

7. Currency Issue 

➢ There is no limit on the note issue. Notes are issued on demand to commercial 

banks, who pay for them by surrendering some of their deposits at the BoE 

➢ The difference between the cost of producing a note and the deposits surrendered 

for it is a profit, known as “seigniorage”  paid to the Treasury (in the UK) 

Banks 

➢ The term ‘banks’ refers to a variety of institutions whose principal function is to accept 

deposits and make loans 

➢ In terms of categorization, we see that banks are monetary financial institutions and also 

deposit-taking institutions  

➢ Of course, there is significant heterogeneity within the term ‘banks’ as well. This is 

summarized in the table below: 

 

 

 

 

 

 

 

 

 

 

 

 

 

➢ Retail Banks: provide a money transmission service using a check-clearing or 

electronic systems;  

➢ Usually have very large # of accounts with small average size! 

➢ Wholesale Banking – many such banks; largely invisible! 

➢ Fewer number of accounts, but deposits are much larger in each one 

➢ Degree of maturity transformation is markedly less! 

➢ Corporate banking provides banking services to large firms 



➢ Investment banking is heavily involved in security market operations 

➢ Banks’ income is earned from two principal sources 

➢ The interest rate spread between that charged on loans and that paid on deposits 

➢ Fees charged for advice and other financial services! 

Banks and the Creation of Money 

➢ The significance of DTIs lies in the fact that the deposits which they hold function as 

money; bank & building society deposits make up 96% of broad money, M4 

➢ Therefore an expansion of bank activity which involves an expansion of deposits involves 

an increase in the stock of money and the possibility this lead to higher AD, output and/or 

prices!!! (see Ch. 2) 

➢ The first crucial question to ask is: Why do banks create money?  

➢ The answer: they are private institutions and will always be willing to expand their 

balance sheet if that will lead to more profit  

➢ If we look at a simplified bank balance sheet we see the following things: 

➢ Assets: (i) sources of instant liquidity in cash & notes, and deposits at the CB 

(‘operational deposits’) and (ii) loans to public and private sectors 

➢ Liabilities: predominantly M4 private sector deposits  

➢ Two Key Terms: 

➢ Reserves  notes and coins plus operational deposits at the CB 

➢ Reserve Ratio: Bank Reserves divided by customer deposits (key ratio!!!) 

➢ Because reserves are not really profitable, banks want to minimize the reserve ratio 

while making sure they can meet the liquidity demand of their depositors! 

➢ Finally, recall that the money stock M4 includes cash & notes held by general public 

and their bank deposits; therefore, the ability of banks to affect the money stock 

focuses on their ability to cause changes in customer deposits 

➢ Think about the following scenario: 

➢ An agent gets a loan from a bank and spends it. What has happened to the bank BS? 

➢ It’s quantity of loan has increased. Its operational deposits have decreased.  

➢ Size of the banks’ balance sheet has not changed but its composition has! 

➢ Since loans earn more interest than operational deposits  this is profitable! 



➢ However, if we were to look at the BSs of other banks, we would see that because of 

this loan, their deposits have increased (as the loan was spent on stuff) and this was 

matched by an increase in their operational deposits at the BoE! 

➢ Ceteris paribus, an increase in lending thus increases money supply and profits! 

➢ The above scenario considers one bank increasing lending, but if we aggregate, the results 

would be similar.  

➢ Banks increase lending, thus increasing loans at the expense of operational deposits  

➢ But they receive deposits and operational deposits because other banks issue loans! 

➢ As a result, the quantity of operational deposits does not change (only its ownership 

oscillates between banks) 

➢ But, the ratio of operational deposits to total assets and liabilities is falling! 

➢ To summarize, banks create money by expanding lending, provided they are willing to 

work with smaller reserve ratios! 

➢ The reserve ratio is crucial, because banks need to be able to have money on hand for their 

depositors. The alternative is very scary indeed! 

➢ Some monetary authorities impose mandatory reserve ratios while others (e.g. UK) 

have only prudential reserve ratios  

➢ In contrast to banks, we show a simplified version of the Bank of England’s balance sheet 

below (see page 72): 

➢ If the CB extends a loan to a commercial bank  CB’s assets increase  commercial 

bank spends money  it becomes deposits for others  CB liabilities increase  

➢ Another way to lend to commercial banks is through repurchase agreements (repos)  SR 

sale of securities from commercial banks to the central bank, promising to buy it back at a 

higher price (the difference is the price of the loan) 

➢ In most monetary systems, the quantity of reserves is not binding, and authorities do not 

try to impose quantity controls. However, the price to be paid for obtaining reserves may 

be a constraint on monetary expansion.  

➢ Remember that the CB is the monopoly supplier of reserves 

➢ Whatever mechanism it chooses, the CB sets the price at which reserves are available 

➢ The cost of reserves acts as the benchmark rate against which all other rates are related 

Constraints on Bank Lending 

➢ We have outlined that banks have an interest in expanding lending and thus the money 

supply? So, why does the money supply not grow much faster than it actually does? 

➢ The answer is that there are both demand and supply constraints  

➢ The first limitation on the ability to lend is the demand for bank lending 

➢ We should expect this demand to vary inversely with the rate of interest charged 

➢ The IR is closely related to the benchmark rate set by the CB 



➢ Ultimately, what we are saying is that banks cannot lend unless people wish to borrow; 

the higher the IRs, the less people will wish to borrow 

➢ The second factor limiting banks’ ability to expand deposits is the demand for money 

➢ The question here is the willingness of people to hold an expanding stock of deposits 

➢ This factor and the demand for bank lending are consistent with each other; any 

inconsistency will be corrected by respective changes in the demand for money and 

the demand for bank lending (see page 75) 

➢ The final factor has to do with the supply of base money (aka reserves; aka operational 

deposits)  

➢ This is a constraint on lending because banks cannot increase lending without 

decreasing their reserve ratio (which is potentially dangerous!) 

➢ It is crucial to understand that if the problem was a shortage in base money for the 

sector as a whole, individual banks will only be able to improve their position at the 

expense of other banks (zero sum game).  

➢ Banks could try to accumulate reserves by offering higher interest rates, rearranging 

assets and selling securities or by calling in funds lent ‘at call’ to the money market 

➢ However, these would also not solve a general shortage of liquidity 

➢ Overall, there are two lessons to be learned: 

➢ Monetary sector can expand assets/liabilities up to limit imposed by reserves 

➢ Because reserves are liabilities of the CB, the CB is the sole supplier of reserves 

➢ There are two different ways for the CB to control the market for money: 

➢ Strict control over supply (exogenously determined); IRs fluctuate based on demand; 

vertical MS curve 

➢ CB sets the IR (the price for reserves); money supply allowed to fluctuate 

(endogenously determined) 

➢ In the former model, the money supply is determined by the quantity of reserves (fixed by 

CB) and some “money multiplier”  this is known as monetary base control 

➢ It was discussed and rejected in the UK in the 1980s! 

➢ NB: There is a subtle difference between monetary base and reserves. The latter 

includes banks’ deposits at CB and notes & coins outside CB, while reserves is banks’ 

deposits at CB and notes & coins held by general public  

➢ If we assume general public’s demand for notes & coins is stable, then controlling the 

quantity of reserves amounts to controlling the monetary base! 

➢ This model is described in Mankiw! 

➢ Why has the monetary base control (MBC) approach been rejected? (p. 79) 

➢ Prices (i.e. interest rates) would be volatile, which is undesirable 

➢ Unpredictable changes in liabilities  payments between public & private sectors 

➢ Big structural changes necessary; is MBC compatible with an overdraft system? 

➢ Asymmetry of operation of MBC because most bank assets are non-marketable 

➢ Since cash pays no interest, the reserve requirement acts as a tax on intermediation and 

increase its costs  less lending, less intermediation 

➢ MBC raises doubts over the CB’s lender of last resort role, particularly if banks find 

themselves short of reserves 

 



Chapter 5: The Money Markets 

➢ It is common to differentiate between money markets and capital markets. We will be 

talking about the former in this chapter. They are classified based on period to maturity! 

➢ Instruments with short maturity are traded in money markets (up to 1 year, usually) 

➢ We can even further subcategorize ‘money markets’ based on the instruments traded: 

➢ Discount (‘traditional’) market 

➢ Interbank market 

➢ Certificate of deposit market 

➢ Gilt repo market 

➢ Local authority market 

➢ Eurocurrency market 

➢ First, note that the second to the sixth market are also known as the parallel markets 

➢ In this chapter, we will be looking at each of these markets in turn. Note that nowadays, 

the difference between the markets is very negligible. That is to say, differences in interest 

rates are minute and highly correlated.  

➢ Because of this, we use basis points to talk about the differences. One basis point is 

1/100 of 1% 

➢ Finally, we need to distinguish between primary and secondary markets: 

➢ Primary – absorb newly issued securities 

➢ Secondary – existing securities are traded between third parties 

➢ After considering the particular characteristics of each of the money markets (they are 

similar), we consider how the CB exploits is position in money markets to set SR IRs  

The Discount Market 

➢ In the discount market, funds are raised by issuing bills ‘at a discount’ to their eventual 

redemption or maturity value. 

➢ Transactions are very large; profits made from very small discount rates 

➢ As with any market, we can think about the supply & demand in the discount market: 

➢ Supply comes from large corporation (commercial bills) and the gov’t (treasury bills) 

➢ Main buyers are investment banks; bills are widely held in the banking system 

➢ In effect, the market for bills is very liquid indeed! This is one reason why banks can 

manage with very low ratios of primary reserves (cash & deposits in CB) 

➢ OK, so what exactly are bills? 

➢ Certificates with a promise to pay a specified sum at a specified time in the future 

➢ Can be traded between third parties. They are ‘securities’  

➢ Issued in large denominations. 5K minimum 

➢ As we said, very liquid  short maturity; organized markets; low default risk 

➢ Issued “at a discount”  holding a bill to redemption comes as a capital gain. The 

correct way for calculating the rate of discount is: 
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➢ Where R is the redemption value, P is initial price; n is number of years 

 

 



➢ Notice the key difference between discount rate and interest rate; the latter is 

calculated as: 

   /i R P P n     

➢ Because R>P, remember that the rate of discount will always indicate a lightly 

larger equivalent rate of interest. 

➢ In contrast to the discount market, in some other money markets, return is “quoted 

on a yield basis”  

➢ Bills are fixed interest securities. Their return is known from the start 

➢ Of course, this means their price will change inversely with the market IR 

➢ Market price of a bill will approach its redemption price as the period to redemption 

shortens 

➢ Can be seen in equation below where d is fixed and n diminishes 
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➢ Importantly, when we talk about the supply of bills, we are talking about a stock (not a 

flow) at a given time. It is drawn vertically. Of course, it can expand/contract  

➢ So what can cause this supply curve to shift? Well, we can think about SR and LR 

influences (summarized in the chart below).  

➢ NB: It is nominal spending, not in real terms that needs to be financed. So, inflation 

will have an effect on the supply curve 

 

 

 

 

 

 

 

 

 

 

 

 

➢ As for the demand curve, that will be negatively sloped with respect to price. Lower price 

(higher discount rate) will mean people are willing to hold more bills, ceteris paribus  

➢ We can see some of the things that might affect the demand in the table above 



➢ One of the most important influences is excess liquidity in the banking system. By 

this, we refer to the supply of bank reserves relative to liabilities. If reserves are 

plentiful, some can be lent to money markets to finance bills! 

➢ A more detailed explanation of the changes in the liquidity of the banking system is 

given on pages 126-7 

The “Parallel” Markets 

➢ We now consider each of the so-called “parallel markets” in turn. The characteristics of 

these are very similar to those of the traditional discount market. Generally, very big deals 

are done a very small rates of return. So, what are the specifics? 

1. The Interbank Market 

➢ In this market, banks lend to each other. Unsecured loans. No lender of last resort 

➢ It is a wholesale market  deals done in millions at for very short maturities 

➢ Bank rates here are slightly higher than in the traditional market 

➢ In the UK, the rate of interest is the London InterBank Offer Rate (LIBOR) 

➢ Probably the best indicator of cost of raising immediate funds 

➢ Finally, we note that loans here are not negotiable. They cannot be traded between 

third parties. Therefore, they are not “securities” 

2. The Certificates of Deposit (CD) Market 

➢ A CD is a receipt for a time deposit. It says a deposit has been made for a fixed period 

of time, at the end of which it will be repaid with interest 

➢ Note that it is a ‘deposit’. An issued CD, for a bank, is a liability therefore 

➢ Importantly, CDs are tradable  because of this flexibility, a banks pays a slightly 

lower price for a CD than for a normal time deposit 

➢ Unlike bills, CDs are quotes on a yield bases (and often linked to the interbank rate) 

➢ The redemption value (R) of a CD held to maturity paying a return, c,  will be: 

 1R D c n      

➢ The market price for a CD is found by discounting the redemption value by the rate of 

interest on similar assets adjusted for the residual maturity 
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R
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➢ Like we saw with bills, the price of a CD approaches its redemption value as the 

residual maturity shortens 

➢ Also, like with bills, changes in market rates will cause changes in the CD prices 

(since they are fixed-interest instruments)  

➢ Finally, if we know the current price, size, coupon and maturity on a CD, we can find 

its current yield: 
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➢ CDs are nowadays issued by a variety of banks and building societies. Banks also both 

hold and issue CDs, though at differing maturities 

3. The Commercial Paper Market 

➢ A way of short-term borrowing by large corporations 

➢ Unsecured; corporations seek a credit rating to determine how they borrow 



➢ Importantly, the return for CP is expressed on a discount basis (like bills) 

➢ Commercial Paper is a very close substitute to commercial bills. In the UK, the CP 

market is relatively small while it has a large discount market 

➢ The main difference between commercial paper and commercial bills is in their 

manner of creation  

➢ A firm borrows a bills when it accepts a bill that has originated with the lender 

➢ A firm borrows via CP when it issues the CP itself 

4. The Local Authority Market 

➢ Supplies local authorities with SR ‘money’ through bills and deposits  

5. Repurchase Agreements (Repo) 

➢ An agreement to buy a security from a seller with the understanding that they will be 

repurchased at some specified price and time in the future 

➢ For example, the BoE nowadays seeks to influence money market rates by conducting 

SR repos in gilts (government bonds) of any residual maturity 

➢ The repurchase price is naturally > initial price; difference is the return to the lender 

➢ Repos are quotes on a yield basis  

➢ Finally, the initial sale price is likely to be slightly less than the value of the security 

serving as collateral (as protection against bankruptcy) 

6. The Euromarkets 

➢ First, note that the name is a big misnomer.  

➢ Euromarkets are markets in which borrowing & lending takes place in a currency of 

some other country 

➢ A Eurocurrency instrument is any instrument denominated in a different currency 

➢ These developed after the 1960s, when non-US owners of dollar deposits began to 

place than with European banks (sort of explains the name) 

➢ Economically, there is nothing fundamentally different between specializing in 

business in domestic currency or the Eurocurrency business 

➢ However, the existence of Euromarkets does pose a difficulty to CBs in operating their 

domestic monetary policy  

➢ That is because regulation imposed by the CB would apply on to domestic banks 

operating in domestic currency 

7. The Significance of the Parallel Markets 

➢ There are several important consequences that result from the existence and 

development of parallel markets in recent decades.  

➢ Firstly, parallel markets have diminished the impact of the BoE’s official operations 

➢ There are now many more sources of funds available for banks, before it has to 

turn to the CB for liquidity  

➢ After all, most banks base their rates on the LIBOR and not on the repo rate 

➢ Also, parallel markets may reduce the ability of SR IRs to influence monetary 

growth, by changing the relationship between money and spending i.e. velocity) 

➢ For example, intermediation via Euromarket banks can increase the volume of 

spending for a given monetary base! (p. 137) 



➢ Another complication is posed by the narrow ‘spread’ between borrowing and 

deposit rates. A person may choose to hold funds as deposits rather than pay 

existing debt. This increases liquidity, but what does it imply? 

➢ Secondly, parallel markets have allowed for widening borrowing and lending 

opportunities  

➢ Has potential consequences for the balance between consumption, saving, and the 

level of AD 

➢ Has lowered the costs of borrowing and lending 

➢ Another consequence is that it has made the demand for and supply of short-term 

money extremely competitive 

Monetary Policy and the Money Markets 

➢ Monetary Policy (MP) involves controlling the price and/or quantity of money and credit 

with  view to achieving some desired objective for the macroeconomy 

➢ Generally speaking, the flow of money & credit can be constrained by either acting on 

supply or demand conditions: 

➢ Limiting banks’ ability to create loans 

➢ Limiting the demand for loans 

➢ The first involves manipulating the quantity of bank reserves; monetary base control and 

the ‘bank deposit multiplier’. However, as we have mentioned, this approach has been out 

of fashion since the 1970s! 

➢ The modern version of loan demand limitation is through the use of SR IRs 

➢ SR IRs are a monetary policy instrument used in producing some desirable 

macroeconomic outcome 

➢ These ‘outcomes’ include low inflation, low unemployment, high economic growth 

➢ These are also known as policy objectives  

➢ In the UK, since 1992, the BoE has focused directly on the inflation rate. Its ‘inflation 

targeting’ policy involves looking at a range of intermediate ‘indicators’ in order to 

forecast future inflation  

➢ Any adjustments are done through the setting of SR nominal IRs  

➢ See Vickers (1998) and Budd (1998) 

➢ The two ways of controlling the flows of money and credit can be shown 

diagrammatically 

➢ On the one hand, you have MBC  vertical supply curve of reserves 

➢ On the other hand, you have fixed interest rates  horizontal supply curve 

➢ NB: In both cases, the demand curve is downward sloping and steep, to take into 

account the inelasticity of money demand 

➢ Of course, the two supply curves are opposite ends of the spectrum. We could allow 

for some positive slope in the supply curve, if that were appropriate. 

➢ The key takeaway, however, is that banks have a crucial position in the monetary system 

as a monopoly supplier of money. It can fix quantity or it can fix price. Although fixing 

one determines the other, the choice between the two is not irrelevant! 

➢ Given the demand inelasticity mentioned, fixing quantity will result is sharp price 

fluctuations 



➢ Therefore, CBs nowadays set the IR which they feel is appropriate for meeting their 

policy objective and thereafter supply reserves as demanded 

➢ Moving on the application side, there are basically 3 possible ways of making reserves 

available and setting their price: 

➢ Lending via the ‘discount window’  

➢ Open market operations 

➢ Repurchase agreements  

➢ Since the 1980s, there has been a general move in economic policy toward more ‘market-

based’ methods of intervention  

➢ Such techniques included open-market operations and repurchase agreements 

➢ Importantly, this movement meant that the rates the bank would impose were no longer 

known by the market  

➢ If the CB wished to raise money market rates, it would reject bills offered and invite a 

resubmission at lower prices, for example 

➢ However, whatever the CB responded, there was never any doubt liquidity would be 

forthcoming (the supply curve was perfectly elastic) 

➢ The next step came in 1997  BoE announced it would not only deal with discount 

houses anymore, but with bans, building societies and securities houses as well 

➢ Also, it would not only deal with bills, but also in gilt repos as well! 

➢ Then in 2006, another set of reforms were made by the BoE 

➢ Bank still supplies liquidity through repo deals but now of 7 day maturity 

➢ In effect, liquidity is only available on a weekly basis 

➢ OK, well what about the days in between? How does it accommodate fluctuations? 

➢ Easing of the liquidity condition banks have to meet (i.e. prudential ratio) 

➢ Bank created “standing facilities” consisting of borrowing and deposit facilities 

➢ Allows banks to borrow funds and store spare funds at the CB 

➢ The borrowing facility costs the Monetary Policy Committee (MPC) rate + 25bp 

➢ The main purpose of this is to reduce volatility in the interbank rates by creating a 

corridor of rates 

➢ Ultimately, all these rates are linked to the MPC rate and any changes in the MPC rate will 

have an immediate effect on the other rates charged  

➢ NB: It may be significant that the procedures followed by the BoE nowadays are very 

similar to those followed by the ECB! 

 

 

 

 

 

 

 

 

 

 

 



Chapter 6: The Capital Markets 

➢ In this chapter, we consider the capital markets. These provide funds for long-term use 

(usually more than five years).  

➢ The main instruments to take into account here are bonds and equities (i.e. shares) 

➢ We will look at each of these in turn. In particular, we will focus on how these two 

instruments are priced, and how demand and supply affect their valuation 

➢ This is explained even more thoroughly in Appendix I: Portfolio Theory 

The Importance of Capital Markets 

➢ Long-term borrowing in an economy is mostly done by the gov’t and firms 

➢ In terms of the trading in capital markets, three important facts are: 

➢ For firms, bond-finance is much greater than equity finance 

➢ The government (in this case, UK) is a very large borrower (through bonds) 

➢ Firms finance most investment not through securities, but with internal funds 

➢ The question we need to ask then is: Why are capital markets important? 

➢ Even though only around 20% of investment is financed through new securities, the 

capital markets have a strong influence on firm’s decision-making 

➢ What funds to use to finance investment – internal or through securities? 

➢ What is the cost of capital – depends on share prices, and the fact that the market is 

very liquid  

➢ Has a big impact on the general state of confidence in the economy 

➢ Finally, note that securities are assets in portfolio of individuals and institutions  

changes in prices cause changes in wealth  impact consumption/spending plans! 

Characteristics of Bonds 

➢ Bonds are fixed-maturity, usually fixed-interest, securities 

➢ The interest payment is the coupon. Made in two instalments, each equal to half the 

rate specified as the coupon 

➢ Coupon rate  the coupon divided by the bond’s par value (£100) 

➢ Usually classified by residual maturity shorts (<5y); mediums (5-15y); longs (>15y) 

➢ Par value (redemption value) of bonds in the UK is commonly £100  

➢ Although bonds are usually sold at par value initially, their price may vary depending 

on how the coupon rate compares to the market rate of interest.  

➢ Because the coupon is fixed, bond prices fluctuate inversely with market IRs 

➢ If IRs rise  people with existing bonds sell them in exchange for new ones  price 

of existing bonds will fall 

➢ Specifically, their price will fall until the coupon, expressed as a % of the current 

price, approximates the new market rate! 

➢ The next key point is how the yields are reported. Yields can be expressed in two ways: 

➢ Redemption Yield (i.e. Yield to Maturity - Return on a bond taking into account the 

coupon cash flows and the capital gain/loss at redemption 

➢ Running (or Interest) Yield – Return on a bond taking into account only coupons; 

expressed as the coupon as a % of the purchase price 

➢ The difference comes into play because the purchase price of a bond may differ from 

its par value  at redemption, you have a capital gain or loss 

 



➢ Just some nomenclature: bonds issued by the UK gov’t are called gilts or gilt-edged stock. 

Bonds from firms are called corporate bonds or loan stock 

➢ Also, the bonds described above are known as straights or plain vanilla bonds, to 

differentiate from the mort exotic variants available 

➢ Although their characteristics are basically identical, yields on corporate bonds tend to be 

slightly higher, just because of the added (default) risk 

➢ NB: One way of trying to forecast the future involves comparing the yields on corporate 

bonds with those on gilts  a widening of the spread may suggest an imminent recession 

➢ However, be careful to realize that this is only what financial markets expect 

➢ Many variants of bonds exist nowadays, each with some peculiarities (see p. 153) 

➢ Some of these include: Callable and putable bonds; convertibles; Eurobonds; Euro 

bonds; Floating rate notes (FRNs); Foreign bonds; Index-linked bonds; Junk bonds; 

Strips 

Characteristics of Equities 

➢ When we speak of equities, we mean ordinary shares. These give holders claims to a 

firm’s future stream of income, which is paid out of its profits 

➢ Shareholders are, de facto, legal owners of the firm 

➢ Ordinary shares are different from preference shares – fixed dividend; no voting rights 

➢ Most importantly, shareholders have no preferential claim upon a firm’s profits or assets 

➢ Only entitled to a share after bondholder & preference shareholders are paid 

➢ Of course, this combined greater risk with a greater potential for benefits 

➢ Over the LR, one might expect the value of shares to increase; bond values will not 

➢ As a result, key ratio for shareholders to consider is the proportion of bond finance to 

equity finance (debt:equity ratio or gearing) 

➢ The higher the ratio, the greater the variability in dividend payments to shareholders 

➢ Highly geared companies are normally regarded as riskier! 

➢ A good way to grasp all of these concepts is by looking at an example firm: 

 

 

 

 

 

 

 

 

 

 

 

➢ Earnings are profits (usually pre-tax) 

➢ In this case, firm directors have chosen to pay out ¾ of earnings as dividends  

➢ The dividend yield (dividend/market price) therefore is 1.5% 

➢ NB: Notice a key point here: we cannot judge whether a share is ‘cheap’ or ‘dear’ just by 

looking at the market price  really depends on the dividend as well! 

 



➢ Another important concept is the earnings yield (again, per share). This is important 

because, even though not all of the earnings are paid out, the funds retained are used for 

reinvestment and could lead to more rapid capital appreciation of shares! 

➢ Finally, we have the price/earnings ratio (again, per share earnings). This is the reciprocal 

of the earnings yield, but avoids the use of percentages  

➢ A high P/E ratio suggests that the market values a share highly for some reason other 

than current earnings (perhaps expectations of future expansion) 

The Trading of Bonds and Equities 

➢ As with money market instruments, we can distinguish between primary and secondary 

markets for bonds and equities 

➢ The primary market for gov’t bonds involves the UK government’s Debt Management 

Office (DMO) and a group of 16 Gilt Edge Market Makers (GEMMs) 

➢ The DMO is responsible for deciding the type of bonds, the terms, and the timing of gov’t 

bond issues 

➢ It can set a quantity of stock for sale, set a minimum price and invite bids 

➢ It can begin an auction of stock with no minimum price (price adjusts) 

➢ It can buy the stock itself and release it to the market as appropriate 

➢ There is a lot of regulation and supervision around the issue of government bonds. It is all 

done so that there is always a ready and stable market for the gov’t to borrow 

➢ The secondary market for gov’t bonds, on the other hand, revolves around GEMMs 

➢ These act in the capacity of both brokers (i.e. intermediaries between clients) and 

jobbers (i.e. holding securities on their own accounts) 

➢ Additionally, we note that GEMMs quote continuous two-way prices. At any moment, 

bond holders know the price at which they can sell and price at which they can buy 

➢ For that reason, the UK bond market is known as ‘quote driven’ or ‘dealer’ market 

➢ Finally, the developments in this financial sector since 1986 (“Big Bang”) have 

tremendously lowered transaction costs for gov’t bonds, and this has made them very 

highly liquid assets nowadays! 

➢ Around 2,100 trades/day involving GEMMs (Q4 2005) 

➢ Compared to the market for government bonds, the secondary market for corporate bonds 

is much smaller, and therefore less liquid 

➢ This is one of the reasons why corporate bond yields tend to be higher than gilt yields 

➢ As for the primary market, new issues of corporate bonds are usually made by equity 

market-makers (i.e. investment banks) 

➢ Finally, before turning to equities, we emphasize two events which have worked against 

the expansion of the sterling corporate bond market 

➢ High and volatile rate of interest in the 1970s and 80s made investors unwilling 

➢ Growth of the Eurobond market. In fact, investors often find it more convenient to 

issue sterling Eurobonds (mostly for tax reasons) 

➢ Now we turn to the primary market for equities. It allows firms to issue new shares to 

raise funds and finance an expansion  

➢ It involves a private firm seeking a stock exchange ‘listing’ 

➢ The major market for equities in the UK is the London Stock Exchange (LSE) 

➢ This is a big step for a firm, and subject to a lot of regulation & changes 



➢ On the other hand, in the primary market, existing firms may issue new shares 

➢ Importantly, this is subject to the approval of existing shareholder (rights issue) 

➢ This issue will normally be managed (i.e. ‘underwritten’) by an issuing house (i.e. 

investment bank); there are several ways to do this (p. 161) 

➢ However, the primary market for equities is much smaller than the secondary market 

(approximately 25 times as large in 2005) 

➢ Even though a lot of this activity may be considered ‘gambling’ for SR profits, the stock 

market performance overall is both important to and beneficial for the economy: 

➢ Active market means liquid assets and that means lower funding costs 

➢ If share prices are considered to reflect the performance of firms  low price may 

trigger new management or takeover  efficient management is promoted 

➢ General level of share prices affect people’s wealth directly and indirectly  

➢ Also affect confidence of consumers and firms 

➢ Activity in the secondary market for shares is done largely through market-makers who 

quote continuous two-way prices 

➢ The LSE is therefore a ‘quote driven’ market 

➢ This contrasts with an ‘order-driven’ market where buyers & sellers specify upper & 

lower limits at which they are willing to trade and are matched by computers 

➢ Order-driven systems are more common, just as a tidbit 

Bonds: Supply, Demand and Price 

➢ Much like with bills, we think of the supply of securities as a stock at a given point in 

time. Therefore, we draw the supply curve of securities as vertical line 

➢ In a standard S&D diagram, we add a demand curve and we obtain an equilibrium at the 

given stock and some equilibrium price 

➢ NB: This price does not mean that no bonds are being traded. However, any willing 

sellers are perfectly matched by willing buyers and the price is stable 

➢ Also, note that for any individual bond, the price corresponds to a unique rate of return 

(running or interest yield) and price varies inversely with this yield 

➢ Of course, the assumption of a fixed stock of bonds is only in the SR. In the LR and MR, 

the stock can expand and contract in response to various forces, summarized below: 

 

 

 

 

 

 

 

 

 

 

 

 



➢ Public Sector Net Cash Requirements (PSNCRs) are a very important factor. If the gov’t 

has a deficit it needs to finance, bonds are a common source of funds. Positive PSNCR has 

a positive impact on the supply of bonds 

➢ In general, companies will try to issue fixed-interest debt when interest rates are low, or 

when they expect future interest rates to be higher!  

➢ Before leaving the discussion of the supply of bonds, we need to consider a caveat. 

Although we draw a vertical supply curve, there is a way in which price affects the level 

of supply, at least in the medium and long-term.  

➢ This is because an increase in demand, which will increase the price will also lower 

the cost of borrowing (i.e. lower yields and higher price for borrower) 

➢ In this case, there is a definite incentive to borrow more and so the supply curve could 

shift to the right. The end price will depend on the elasticity of demand 

➢ The scenario above teaches us three important lessons 

➢ The return on a security varies inversely with its price 

➢ Trading in existing securities determines the price at which new capital is obtainable  

➢ The yield on a security is simultaneously the rate of return to investors and the cost of 

capital for borrowers 

➢ Now that we have covered this, it is time to turn to the pricing and valuation of bonds 

➢ We know that the price investors are willing to pay is linked to the return they receive 

➢ Orthodox asset pricing theory tells us that the return determined the price investors are 

willing to pay, but we will shortly see why this is debatable  

➢ So what about this asset price? How is it determined? The price people are willing to pay 

is the present value they place on the future payments of the asset  

➢ This is done by discounting the future payments using a formula that uses the current 

NIR as a proxy for the cost of waiting 

➢ If P is the present value (price) of a bond, then the value of the whole stream of payments 

is given by: 
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➢ For an irredeemable bond, t goes to infinity and so we have the above converge to: 

/P C i   

➢ Finally, if we account for the maturity value (M) of the bond as well, we’ll have: 
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➢ An important qualification is necessary here. In the formula above, we assume the next 

coupon payment is exactly 1y away. However, if we buy a bond three months after its last 

coupon payment, we only have to wait 9m for the next one.  

➢ In those cases, you add a premium to the above formula to take into account the 

position of the transaction date relative to the coupon payment  

➢ 3 months into the period means a premium of 1
4 C   

➢ The above formula is referred to as the “clean price”, while taking any accrued interest 

into account yields the “dirty price”  



➢ Because adding accrued interest is a simple calculation, market data is usually quotes in 

clean prices 

➢ This distinction is not the interesting bit. What is interesting is how prices vary as a result 

of unpredictable changes  changes in IRs or expectations of changes in IRs 

➢ There is a specific example for calculating bond prices using different interest rates on 

page 171.  

➢ These calculations yield 3 important conclusions regarding the relationship between 

interest rates and bond prices: 

➢ A rise in interest rates causes a fall in bond prices 

➢ When the market IR exceeds the coupon rate  bond stands at a discount to maturity 

value and vice versa 

➢ The longer the residual maturity of a bond, the greater is the sensitivity of its price to 

changes in IRs 

➢ The extent of the price sensitivity to IR changes is expressed by the concept of duration 

➢ It is define as the weighted average maturity of a bond.  

➢ What we have seen so far is that if we know the market IR, we can find the price of a 

bond. Of course, the opposite follows logically. We can calculate the rate of return, if we 

know the price at which a bond is trading 

➢ This is easily seen for irredeemable bonds: 𝑖 = 𝐶/𝑃 

➢ It is important to notice, as we mentioned, that there are two different yield types to 

calculate  interest (or running) yield and redemption yield (Y2M) 

➢ Calculating the redemption yield is more useful because it takes into account the fact that 

bonds trade at price different from their maturity values! 

➢ Unfortunately, calculating the redemption yield is messy. It is done by iteration or by 

“trial and error”  

➢ It involves finding a value of i such that the present value of the coupon payments and 

the maturity value equal the current market price. 

➢ NB: In practice, when we talk of bond yields, it is the redemption yield we’re interested in 

➢ As we have seen, the price that people are prepared to pay for bonds is equivalent to the 

value that they place upon the income stream that it gives them 

➢ This value is given by discounting future payments by the going market IRs 

➢ As a result, bond prices will vary inversely with interest rates  

➢ Of course, because bond prices do fluctuate, investors can sell/buy before the redemption 

date for a capital gain/loss 

➢ The way to do this is to buy/sell whenever an IR change is expected, but before it 

happens 

➢ If this is true, then it is expected changes that matter, not actual changes. In fact, it is 

not unusual to see bond prices fluctuate without any IR changes 

➢ A self-fulfilling policy at work, in other words! 

Equities: Supply, Demand and Price 

➢ In looking at the way ordinary shares are valuated, we will see similarities with bonds: 

➢ The price is necessarily the result of an interaction of S&D 

➢ As with bonds, we treat the supply as a stock (i.e. vertical supply curve); this is SR 

➢ Of course, when share prices are high, we might expect the supply curve to shift! 



➢ Finally, we emphasize that (in the aggregate), when the price is stable, the stock to 

which that price corresponds is willingly held (doesn’t mean no trading)! 

➢ The price of shares is determined by the value that the market places upon a future stream 

of income. So, how exactly is this value determined? 

➢ First, it depends on dividend payments. However, these are not fixed. They depend on 

the success of the firm and its dividend policy 

➢ Additionally, these dividends are likely to grow over time (growth and/or inflation) 

➢ Secondly, the value of these future payments needs to be discounted by some rate. 

➢ NB: We use a different discount rate when dealing with equities! 

➢ Overall, the return from ordinary shares comes from two distinct sources: 

➢ Current dividend, producing the current dividend yield 

➢ Capital growth (or appreciation) 

➢ If we assume that dividends grow at a constant rate, g, yearly, we can derive a formula for 

the present value (i.e. price) of the stream of income as: 
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➢ The second equation in particular (just a rearrangement) is very useful indeed! 

➢ The discount rate, K, is equal to the dividend yield plus the dividend growth rate 

➢ If we assume the dividend growth rate is equal to the growth rate of the firm, we can 

say that the discount rate, K, consists of a dividend yield and capital appreciation! 

➢ Now, looking up to the first equation, it seems 3 variables are important for pricing: 

➢ Divided payment. Depends on earnings and dividend policy 

➢ The growth rate, g. This can be proxied as LR economic growth, sector growth. It can 

also take into account firm-specific developments which may affect earnings 

➢ The term K. This is both the discount rate and the required rate of return on the share. 

Of course, it varies inversely with the price of the share 

➢ According to the Capital Asset Pricing Model (CAPM), the required rate of return on an 

asset equals the risk-free rate plus a fraction of the market risk premium where the fraction 

is represented by the asset’s beta coefficient. (See Appendix). In other words: 

 A rf m rfK K K K     

➢ Changes in the required rate of return can, therefore, come from three distinct places: 

the market interest rate, the risk premium, or the firm-specific beta coefficient 

➢ As for the demand for a share, the CAPM tells us that for given expected values of D and 

g, the price will adjust to yield the appropriate value of K. In fact we can solve for it: 
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➢ The CAPM model can be expressed schematically as well, as shown below: 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

➢ Nowadays, the majority of shares in the UK are held by large institutions, such as life 

assurance companies, pension funds, unit and investment trusts.  

➢ Therefore, the market for equities is not a perfectly competitive one by any means. It is 

important to understand that fluctuations in share prices can be the result of decisions 

being taken by a few large firms (i.e. significant market power) 

➢ Finally, when we talk of fundamentals of a share’s value, we refer to D, K, and g 

➢ However, not only are these estimates, but we also care more about how they will 

change than what their current value is! 

➢ In effect, this means that being able to anticipate changes and being able to anticipate 

the expectations of others is at the heart of fund managing business! 

The Behavior of Security Prices 

➢ According to our theory, security prices change largely as a result of demand shifts, which 

are caused by changes in people’s valuation of the said security  

➢ Interest rates are key! An IR rise means better returns can be found with different 

securities, therefore the price of the said security falls (less attractive) 

➢ An additional factor (especially with corporate bonds) is the level of risk associated. This 

is commonly determined by credit rating agencies (e.g. Moody’s, S&P, Fitch) 

➢ A good question to then ask is: what might indicate a change in future IRs? 

➢ It really depends on the central bank’s priorities and objectives 

➢ For the UK, the target has been the inflation rate since 1992. Therefore, higher 

expected inflation would probably indicate higher SR NIRs.  

➢ In summary, the box bellow shows some typical influences on bond prices: 

 

 

 

 

 

 

 

 

 

 

 



➢ Looking now at equities, we know that equity prices respond to changes in (i) the required 

rate of return (ii) level of profits and the (iii) prospective profit growth 

➢ Furthermore, we can separate factors between economy-wide ones and firm specific: 

➢ General: changes in interest rates; general risk averse attitude; major upheavals 

➢ Individual Specific: Diversification; Capital Structure (i.e. Debt:Equity Ratio); 

Dividend payment  dividend policy or earnings changes; changes in future growth 

or earnings;  

➢ Now that we feel comfortable with security valuation and the factors which influence 

price changes, it is time to consider why the CAPM is more than we might really need! 

➢ CAPM gives us an absolute valuation of an asset, but all we might want is a quick way 

to differentiate between the relative values of several different shares.  

➢ The answer to this is commonly the price-earnings ratio. The P/E ratio is telling us, in per-

share terms, the price we are being asked to pay for those earnings 

➢ It is a quick way to decide between cheap and expensive firms  

➢ Also, a high P/E usually means that the market expects earnings to grow in the future! 

➢ However, we must also keep in mind some limitations of using P/E ratios 

➢ Can only really compare P/E ratios for very similar firms! 

➢ Even if a high P/E may indicate market expectations, those expectations may be false! 

➢ We can note several things about security prices now: 

➢ Our theory says that share prices adjust to give the rate of return required by 

shareholders 

➢ But, we also know that prices change because of changes in demand. These demand 

changes can be either a response to perfectly rational events or due to mere rumors! 

➢ Finally, we note that dominant discourse in the media concerns prices, not rates of 

return! 

➢ The second conclusion from above is crucial. The crucial concept here is the importance 

of expectations in guiding investor behavior and in particular the expectations about other 

investors’ expectations (e.g. self-fulfilling policies) 

➢ This gives rise to 2 features of investor behavior: 

➢ Sensitivity of demand to actual events which might predict IR changes 

➢ Herd behavior  rising equity prices even after any fundamental reason has ended. A 

situation like this is called a bubble (can be seen as herd buying or herd selling!) 

➢ The existence of these phenomena lead to a detachment from the orthodox theory of asset 

pricing. For many investors, following market sentiment in order to obtain short-term 

profits is paramount! The fundamentals are no longer the driving force 

➢ If this is the case, then causalities are reversed and the rate of return becomes the DV!!! 

➢ Investors aim for a target price which leads to an equilibrium of S&D, and the rate of 

return is determined by it! 

➢ Also, this would have huge implications on the efficiency of allocation of resources 

Reading the Financial Press 

➢ An important innovation for summarizing general equity price movements was the 

creation of share price indices (e.g. the FTSE-100 established in 1984) 

➢ Gives reasonably precise statements about the movements in the whole market over a 

period of time. 



Appendix I: Portfolio Theory 

➢ In the appendix, we consider some further ideas about the valuation of assets 

➢ Because the benefits that an asset may yield is uncertain, we say that it is risky 

➢ Since people are risk-averse, ceteris paribus, they will prefer less risk to more 

➢ Therefore the higher the risk, the lower the price of an asset and higher return 

➢ Formally, risk refers to the probability a future outcome differs from the expected 

Discounting Future Payments 

➢ The fundamental idea is that:  

➢ Any payments received at some point in the future is worth less than that same 

payment received today! 

➢ That is simply because, if we had that payment now, we could use it now, and it would 

yield some benefits now! The simplest way to account for this foregone benefit is with the 

interest rate on similar assets  

➢ Because in this section we consider risk-free assets, the appropriate IR will be the interest 

rate on some zero-risk asset (e.g. gov’t bond) 

➢ Intuitively, as the time we have to wait increases, we are ‘sacrificing’ more benefits. 

Adjusting the future payment to account for this means finding its present value  
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➢ The process of determining the present value of a sum of money promised at some 

point in the future is called discounting. 

➢ Having done this process, we reach the second key insight: 

➢ The rate at which we discount future earnings must also be the rate of return which we 

require from an asset to make it worth holding! 

➢ Required rate of return  the rate of return on an asset which is just sufficient to 

persuade investors to hold it.  

➢ As a result, an asset’s present value is also the price rational investors should be 

willing to pay for the asset 

➢ The reciprocal process to discounting is called compounding – it is the process of finding 

the future value of a present sum benefiting from regular interest payments 
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➢ We can extend the PV formula above to a stream of payments (i.e. an annuity) 
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➢ The second part of the above equation is a simplification of the first (not obvious)! 

Allowing for Risk 

➢ The truth is that future payments are never risk-free; thus, they will be subject to a higher 

rate of discount. Well, how do we find this higher discount rate? 

➢ In practice, this is done with a ‘risk premium’ (maybe provided by risk-rating agencies_ 

 

 

 



➢ In theory, the risk premium is commonly derived from the CAPM: 

➢ According to the Capital Asset Pricing Model (CAPM), the required rate of return on 

an asset equals the risk-free rate plus a fraction of the market risk premium where the 

fraction is represented by the asset’s beta coefficient. In other words: 

 A rf m rfK K K K     

➢ Here, 𝐾𝑚 is the rate of return on a portfolio of all risky assets! 

➢ In the above  m rfK K  is known as the market risk premium. It is the ‘investment 

community’s overall degree of risk aversion! 

➢ The beta coefficient is an index of the asset’s risk compared with that of the whole 

market portfolio (can be <, >, = 1) 

➢ The next logical question we need to ask is: why do we choose the ‘whole market 

portfolio of risky assets’ as the benchmark?  

➢ It is because a lot of the risk associated with holding assets can be eliminated by 

diversification. We are only interested at the market risk, which cannot be  

➢ We will look into this now… 

➢ Because the future is uncertain, we need a way to measure expected return and expected 

risk on an asset 

➢ Expected return: depends on possible states in the future and their respective returns: 

ˆ
i iK PK   

➢ As for risk, we can look at the variance of possible returns around the expected value 
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➢ However, no investor is interested in holding just one asset, and by holding several assets 

in his portfolio, a lot of the risk can be eliminated 

➢ If the investor held two assets, the expected return is simple to see. It is the weighted 

average of the two returns, weighted by their proportion in the portfolio 

➢ However, provided that their individual returns are not perfectly correlated, the risk 

attached to the portfolio will be LESS THAN the weighted average of the risks!! 

➢ This idea is expressed schematically in the diagram below: 

 

 

 

 

 

 

 

 

 

 

 

 



➢ The smooth curve joining A and B shows that every combination of the two will 

produce a return equal to the weighted average of the two, while the risk is less than 

the weighted average! 

➢ By diversifying into more and more assets, the available return can be increased just 

by adding more and more assets! (again, refer to graph) 

➢ The logical question then is: is there any limit to these benefits 

➢ Practical Limit: imposed by dealing/transaction costs of adding an additional asset 

➢ Theoretical Limit: total number of assets available  total market portfolio! In effect, 

even if we have a fully diversified portfolio, we would still face some risk 

➢ The amount of risk associated with the total market portfolio is the market risk (does not 

get eliminated), while individual asset risks (specific risks) tend to eliminate each other! 

➢ The only risk investors should be rewarded for is the market risk, and therefore it is 

exactly this market risk which is included in the benchmark CAPM model 

➢ Looking at how the return on an individual asset moves with changes in the return on the 

whole market tell us how sensitive the asset is to market risk (i.e. the beta coefficient) 

➢ If we are particularly interested in asset pricing, we can modify our CAPM statement to: 

➢ The market will price risky assets in such a way that the return on a risky asset will be 

equal to the risk-free rate of return plus a fraction of the whole market risk premium! 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Chapter 7: Interest Rates 

➢ An interest rate is one form of yield on financial instruments. We can interpret it as the 

rate of return paid by a borrower or the ‘price’ paid for a service (using funds) 

➢ In this chapter we discuss: 

➢ What determines the ‘average’ IR in an economy 

➢ What factors influence the structure of IRs in an economy 

➢ Interest Rate Structure: Describes the relationships between various rates of interest 

payable in an economy on loans of different lengths (terms) or different degrees of risk 

➢ A key concept related to IRs is the spread between the rate for borrowing (offer rate) and 

the rate for deposits (the bid rate) 

➢ The spread covers the administrative costs of the financial intermediaries and provides 

a source of profit 

➢ Factors influencing the spread include degree of competition between institutions, and 

the risk premium (e.g. default risk, capital risk, income risk) 

The Rate of Interest 

➢ Economists commonly refer to the rate of interest. This is a simplification, and when they 

do so, they assume that the interest rate structure is stable and IRs move together 

➢ Before looking at IRs, we need to emphasize one important distinction: that between 

nominal and real interest rates. 

➢ The Real Interest Rate is the rate of interest adjusted to take into account the (expected) 

rate of inflation. It is a measure of the anticipated opportunity cost of borrowing in terms 

of goods and services 

➢ The common way to approximate the relationship between NIRs and RIRs is: 
er i     

➢ IF we assume the RIR is stable, then changes in the NIR occur principally due to 

changes in expected inflation  the Fisher Effect! 

➢ Usually, it is good to assume agents think in real terms. It is therefore now time to 

consider the factors that determine real rates of interest… 

The Loanable Funds Theory of Real Interest Rates 

➢ This theory shows the RIR as the outcome of S&D forces of loanable funds (i.e. flow of 

money from surplus to deficit units) 

➢ Borrowers borrow funds to take advantage of investment opportunities. They will borrow 

up to that point where the RIR equals the rate of return on capital (i.e. MPK) 

➢ Savers are willing to save (and not consume) only if the RIR will allow them to consumer 

more in the future. In other words, the RIR is the reward for waiting 

➢ A key determinant here is ‘time preference’: degree of willingness to give up current 

consumption in exchange for higher consumption in the future 

➢ These forces can be expressed schematically in a standard S&D diagram 

➢ The equilibrium RIR is the intersection of these two curves 

➢ Crucially, the RIRs in this model do not change much. They are stable. This is because 

the underlying forces (i.e. time preference; MPK) change little over time 

 

 



➢ An interesting point is the great cross-country variation in RIRs, especially between rich 

and poor countries; barriers to capital mobility! 

➢ In poor countries you usually have low savings (supply) along with low capital and 

thus high MPK (high demand)  RIRs are high! 

➢ In addition to these fundamental differences, you also have lack of information and 

much more risk (e.g. default risk; sovereign risk) in poorer countries 

➢ The next step in understanding the loanable funds theory is adding inflation 

➢ If the CB increases money supply, then through the fractional reserve baking, the 

supply of loanable funds will increase 

➢ As prices rise, users of funds need to borrow more to buy the same quantities  

demand curve also shifts to the right 

➢ Result: you have more loanable funds going around. The NIR has risen, but only 

because of inflation. The real interest does not change!  

➢ Thus, NIRs are explained by a combination of loanable funds theory for RIRs and a 

monetary theory of inflation 

➢ Those who believe in the above mechanism believe CBs have full control over the supply 

of money and very significant control over inflation. Discuss. 

➢ The analysis presented by the loanable funds theory is quite idealistic. Limitations include: 

➢ Does not do well in explaining changes in IR over the “SR”, even though this can 

involve long periods of time. Adjustment is not instantaneous 

➢ Real as well as nominal IRs are capable of changing rapidly!  

➢ The assumption that inflation has no LR impact on the RIR is very doubtful. There is 

no doubt inflation influences saving and lending decisions! 

➢ However, the direction of the impact of inflation is ambiguous 

➢ This LR approach of the theory severely understates the role of the CB in a modern 

economy. In fact, CBs try hard to influence RIRs with the aim of stabilizing the economy 

➢ The loanable funds theory can be amended to take the above limitations into account, but 

it may risk the central idea of the theory: that of a stable market economy & equilibrium! 

Loanable Funds in an Uncertain World 

➢ The loanable funds theory presented above tries to explain how people allocate their 

available resources over their lifetimes. It is a LR model! 

➢ However, it depends on some very unrealistic assumption: full information about the 

future; expectations always correct.  

➢ In the real world, these assumptions are simply untenable. People do not have full 

information, and their choices are subject to unexpected events, risk, and uncertainty 

➢ Particularly important factors to consider in real-world analysis of savings decisions are: 

level of indebtedness, target level of wealth, uncertainty 

➢ In terms of S&D: 

➢ The supply curve is unstable. We are unsure what its slope is and it can shift rapidly. 

➢ Demand curve is also unstable.  It is subject to expectations of the future, confidence, 

state of the economy.  

➢ Overall, the unstable nature of these curve means that the entire theory does not tell us 

much about LR IRs. MPK and Time preference are still fundamental determinants of the 

RIR in the LR, but we cannot say much more than that. 



The Liquidity Preference Theory of Interest Rates 

➢ We have seen that in an uncertain world saving and borrowing decisions are unstable and 

can be affected by exogenous shocks and by expectations 

➢ A very plausible and institutive adjustment to various exogenous shocks concerns the 

average liquidity of investor portfolios 

➢ Simply put, the higher the risk in the economy, the more willing people will be to hold 

assets of shorter liquidity (despite the lower returns)  Liquidity Preference 

➢ If you expect a higher IRs, then the chances of security prices falling increases, and this 

fall will be relatively greater for illiquid assets! 

➢ This general idea was developed by JM Keynes in a model of only two financial assets – 

money (liquid) and bonds with no maturity (illiquid) 

➢ Furthermore, Keynes explained the negative relationship between interest rates and money 

balances in an ingenious  way 

➢ The lower the IRs were  higher probability of IR rises in the future  greater risk of 

security price declines  greater liquidity preference 

➢ We have already seen this negative relationship before, but Keynes’ explanation is 

somewhat controversial: 

➢ It implies a more elastic demand for money 

➢ Keynes did not assume IRs were the only factor influencing expectations of future IR; 

a wide range of economic/political/psychological factor possible  demand becomes 

very unstable and difficult to forecast! 

➢ As for supply, Keynes’ model again assumes CB control over the money supply. The 

interaction between S&D, then, gives the interest rate! 

Loanable Funds and Liquidity Preference 

➢ Although the two theories can be theoretically reconciles, this is done at the cost of losing 

the spirit of both theories.  

➢ In the loanable funds model, any instability in IRs would be caused by the behavior of the 

gov’t or CBs. Any other deviation is regarded as a SR disequilibrium 

➢ In liquidity preference, instability is inherent in the market economy (and the gov’t may 

assume the responsibility for stabilization) 

The Monetary Authorities and the Rate of Interest 

➢ As we have seen in previous chapters, the key way a CB can affect the AD is by changing 

SR IRs. Its ability to do this derives from its role as the lender of last resort and its ability 

to set the ‘price’ for reserves  

➢ By changing this ‘price’ it affects banks’ willingness to loan, their portfolio 

equilibrium, and thereafter long-term IRs.  

➢ However, it would be naïve to assume that CBs fully control the rates of interest. In 

reality, their powers are subject to important limitations: 

➢ Banks have objectives other than pure profit-maximization 

➢ There are many different ways for banks to replenish liquidity before the CB 

➢ CB is not entirely free to choose which way to push IRs (toward equilibrium) 

➢ Banks are not willing to lend to anyone (there is always some rationing) 

➢ Even more importantly, IRs can change due to a myriad of exogenous influences and 

changes in expectations about the future  



➢ Hopefully, this discussion sheds light on the limitations CBs face when trying to influence 

IR. Its ability to do this is doubted by both the LF theory and the LP theory 

➢ LF: Money is neutral; RIRs do not change, only NIRs increase 

➢ LP: The size of CB attempts is uncertain. An increase in supply might result in an 

increase in demand for money  little effect of CB actions 

➢ An extreme case of this is the situation of a liquidity trap! 

➢ In summary, there are many factors which may influence NIRs: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The Structure of Interest Rates 

➢ Now, we emphasize the there is no one interest rate in the economy. In reality, there are 

many different ones, and their structures may vary considerably 

➢ Important determinants of IRs: the time period, the degree of risk, transaction costs.  

➢ However, our primary interest here has to do with the time period of IR, ceteris paribus. 

➢ The relationship between IRs on bonds of different maturities are shown in a yield curve. 

In other words, it shows the term structure of interest rates 

➢ A ‘typical’ yield curve is increasing in maturity and concave to the horizontal axis 

➢ However, in order to analyze yield curves, we need to consider several theories regarding 

the relationship between SR and LR rates 

➢ Firstly, we discuss the pure expectations theory of IR structure 

➢ This assumes that the present LR IRs will depend entirely on future (expected) SR IRs 

➢ The relationship between LR and SR rates can be expressed as: 

       *
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➢ If SR IRs are expected to rise, LR IRs will be higher than the current SR IRs and the 

yield curve will slope upwards! 

 



➢ The issue with this theory is that it assumes people have full information about the future. 

In fact, they do not. One result of this is that the longer the maturity, the more sensitive 

security prices are to IR changes  chance/magnitude of capital risk increases 

➢ NB: If we assume risk-neutral agents, this will make no difference  PE theory 

➢ If, however, we assume risk-averse agents, then we will need to pay them something ‘on 

top’ of the average of SR IRs for them to hold LR securities  “term premium”  

➢ If we think about the other side, borrower would be willing to pay this premium 

because they prefer LR borrowing to SR, ceteris paribus 

➢ Although this gives additional reason for the yield curve to slope upward, it still could 

slope downward if SR IRs are expected to fall  people buy LR  LR IRs fall further 

➢ Finally, it may be that some savers prefer to lend LR. This would be the case if they are 

intent on holding the security to maturity, and care more about the stream of income 

payments (i.e. income risk).  

➢ In fact, the behavior of IRs depends a lot of the proportion of capital-averse to income 

averse investors 

➢ If this were the case, we could see lower LR IRs  “reverse” yield curve 

➢ So far, we have not thought about inflation. Adding inflation complicates things further. In 

effect, SR securities have a definite advantage because of their flexibility  likelihood of 

a positive term premium in an inflation environment is high 

➢ Based on this analysis, the BoE has coined the name “walking stick hypothesis”: yield 

curve upwards (capital-averse) and then turning down (income averse) at longer maturity 

➢ Overall, the term-premium approach explains the yield curve through (i) expectations 

about future SR IRs and (ii) extent and nature of risk 

➢ A very different hypothesis about IR behavior is market segmentation: 

➢ The idea is that SR & LR securities are not substitutes. There is no smooth yield curve 

between them. Instead, we have a series of separate markets, and IRs in each market is 

determined by S&D in that market. No link between them! 

➢ This s a bit extreme, but we may be on to something 

➢ A mellower hypothesis, is called ‘preferred habitat’  

➢ Assumes imperfect substitutability between securities. People have attachments to 

particular parts of a market (preferred habitat) and are unlikely to be enticed by small 

changes in IRs. 

The Significance of Term Structure Theories 

➢ The nature of the term structure of IRs is important both theoretically and practically 

➢ The theoretical issue is the usefulness of monetary policy 

➢ Keynesians see MP as a potent way to affect investment and AD through SR IRs 

➢ The expectations hypothesis says that small IR changes by CB will channel 

through the economy rapidly 

➢ A market segmentation view will doubt that strongly! 

➢ On a practical level, market segmentation opens the possibility that the CB may try to 

achieve two separate targets in the economy simultaneously 

➢ However, it is now widely accepted that SR IR changes will channel through 

quickly! 



➢ Finally, the term structure has become useful in forecasting: exchange rate changes and 

expected future inflation  

➢ For example, a sharply upward rising yield curve can be translated into sharply rising 

inflation (i.e. loose monetary policy) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Chapter 7*: The Transmission Mechanism of Monetary Policy I 

➢ The transmission mechanism refers to the links between a change in MP and changes in 

output, employment, and inflation. This can be broken into two elements: 

➢ Effect of MP change on AD 

➢ Effect of AD change on output, employment, and inflation 

➢ As we have seen changes in MP can take three forms: (i) change in SR IRs, (ii) change in 

monetary base and (iii) changes in regulations 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

➢ In addition to this transmission mechanism, which responds to the way CBs conduct MP 

nowadays, we will also look at several other theories on the subject 

The Impact of Official Interest Rate Changes on Other Rates 

➢ Although the CBs affect only one interest rate directly, it is plausible and very likely for 

this to spread throughout the whole economy 

➢ In general SR IRs adjust quickly and in the same direction. LR IRs are likely to move in 

the same direction but by smaller amounts, and may take longer 

The Impact of Interest Rate Changes on Consumption and Investment 

➢ After having established the influence of the CB on IRs, now we consider the impact 

➢ It is widely accepted that changes of nominal IRs by the CB will, given some expected 

inflation, result in changes in the real rate of interest 

➢ By influencing the amount of disposable income, debt repayments, private financial 

wealth, the cost of borrowing, and confidence in the future, IR rises may have strong 

negative impacts on consumption expenditure 

➢ Of course, there are exceptions to this rule of thumb (e.g. people living off income 

from savings deposits). In effect, IR changes will have redistribution effects 

➢ However it remains that those made worse off will generally dominate  

➢ The same general thing can be said about investment expenditure as well. An increase in 

interest rates negatively impacts this component of AD 

➢ Finally, it is also important to consider that MP changes affect estimates of future AD! 



➢ Also, MP changes can have significant effects in the open economy by affecting the 

exchange rate. Higher IRs will likely lead to higher ERs and thus reduce international 

competitiveness of domestic goods (at least SR) 

➢ Finally, inflationary expectations are particularly important because of the impact they 

have on the real interest rates (NIR adjusted for inflation) 
er i     

➢ If a rise in IRs lowers inflation expectations, the impact on the RIR will be greater! 

➢ The below diagram is a good summary of what we’ve discussed: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

➢ In practice, knowing that an IR rise will decrease AD is of almost no use. We need more 

specifics. We need to know how powerful MP is, how predictable the impact is, and how 

long it would take for the change to be felt in the economy 

➢ The last point is particularly important. The fact is that there are considerable time lags 

with MP, and these are several in nature: 

➢ Policy Decision lag 

➢ Institutional Lag 

➢ Income Lag 

➢ Expenditure Lag  

➢ Real Response Lag  

➢ The rule of thumb is that it takes about 12m for the full change to be felt on demand and 

production and around 24m for the effect to be felt on the rate of inflation  

➢ This makes MP very difficult; also note that the above numbers are just averages 

The Transmission Mechanism with the Money Supply as the Policy Instrument 

➢ There is a strong school of thought which believes in the CBs ability to control the money 

supply directly through the monetary base (exogenous money); e.g. IS-LM Model 

➢ As a result, there is a lot of literature using the money supply as the policy instrument of 

monetary policy. That is what we examine here.  

➢ Suppose we start at money market equilibrium and there is an exogenous increase in MS 



➢ Immediately after we have a disequilibrium. What would have to change in the 

economy in order for it to return to money market equilibrium? 

➢ The answer depends crucially on the nature of the demand for money and the relation 

between the demand for money and the interest rate. Consider: 

 

 

 

 

 

 

 

 

 

 

 

 

 

➢ If the demand for money were interest-elastic (i.e. there are substitutes for money), 

then link A is strong! In this case, a significant portion of the MS is held as money 

balances, IRs fall a little and there is little impact on AD 

➢ In terms of the Quantity Theory, M rises, V falls, and PY changes little! 

➢ It follows that an elastic demand for money would imply that MP is weak! 

➢ On the other hand, if money demand were inelastic, IR changes would have little 

impact on the demand for money 

➢ The way the economy moves back to equilibrium in this case in response to an 

increase in MS is through increases in AD 

➢ This implies a powerful transmission mechanism between MP & AD! 

➢ It is generally accepted that there is a fairly close and positive relationship between the 

price level and the demand for money 

➢ If this is so, then it follows that a stable relationship between the supply of money and 

AD (PY) requires a stable relationship between IRs and the demand for money 

➢ We need to look closely at the way in which an increase in the supply of money affects 

other variables within the economy 

➢ Starting from a portfolio equilibrium, for example, a change in the supply of any asset 

affects relative asset prices and disturbs the equilibrium position in other asset markets 

➢ For monetarists, how the money supply changes is irrelevant. We are interested in the 

effects any change will have.  

➢ However, Keynesians believe it is possible to separate the wealth and portfolio effects of 

an increase in MS by assuming the CB increases the stock of money through OMOs – 

buying gov’t securities and issuing money in return 

➢ There are three views regarding how the portfolio will be re-arranged. They differ on the 

range of assets considered and whether they are considered good substitutes or not.  

1. Keynes and the Speculative Demand for Money 

➢ Crucially, the S&D for money are not independent from each other 



➢ A rise in MS pushes IRs down and encourages an increase in MD, due to fears of 

future IR rises 

➢ Demand for money will be highly interest elastic; the effect of increases in MS on IRs 

will be small  effect on investment is small  impact on income is small 

➢ If the MD curve is unstable and shifts as a result of the higher MS, you might have 

even smaller changes in IRs  even weaker MP 

➢ In the IS-LM context, you have a relatively flat LM curve  

2. Tobin’s Portfolio Model and the Transmission Mechanism 

➢ What Tobin does is consider a wider range of assets, including money, bonds, equities, 

and real assets 

➢ An exogenous increase in MS is shuffled through the assets from more to less liquid 

➢ First, households use excess money supply to buy bonds  bond prices increase, 

yields fall  equities more attractive  people buy, prices rise  firms find it  

attractive to purchase new capital stock  investment rises 

➢ Thus, the principal determinant of investment here is the yield on equities 

➢ If households own firms (through equities), they control the level of investment, and 

there is no longer any reason for a mis-match between savers & investors 

➢ Wealth Effects on an Increase in the Stock of Money 

➢ In Keynesian approaches, MP though OMOs does not create wealth effects. 

Everything that follows does so through the re-arrangement of portfolios. 

➢ However, if the government increased borrowing from the CB, this would have wealth 

effects since there is an increase in MS not matched by lower private sector holdings 

of gov’t debt 

➢ However, it has been argued that even CB OMOs can generate wealth effects. For 

example, an increase in MS could lead to higher private sector wealth  direct link to 

consumption and investment expenditure (this would shift the IS curve) 

➢ When we talk about wealth effects, we usually refer to the net wealth of the private 

sector  note that this is a very difficult concept to measure (pp. 189) 

➢ Overall the argument about wealth effects resolves itself into an extension of the 

discussion about the slopes of IS, LM, AS curves 

➢ Steep LM  strong wealth effects  strong MP (i.e. neo-classical) 

➢ Shallow LM  small wealth effects  weak MP (i.e. Keynesian) 

➢ In addition, a lower interest rate leads to a capital revaluation effect 

➢ In addition, expenditure decisions may be influences is how the stock of wealth is 

distributed between creditors and debtors in different sectors of the economy 

➢ Overall, we really need a much more disaggregated analysis than a simple exogenous 

increase in MS increasing net wealth and shifting IS or LM curves 

A Monetarist Transmission Mechanism 

➢ Monetarists stress that money is unique and unlike other assets. There is no good 

substitute for it  leads to a very interest-inelastic demand for money 

➢ Monetarists think of the price of money as the inverse of the price level (?) 

➢ Believe MP transmission occurs through a number of channels as a result of changes in 

relative prices 



➢ Brunner & Meltzer (1972) developed the best-known monetarist model of the 

transmission mechanism  

➢ Higher MS  higher equity prices and real capital asset prices  higher demand for 

them  raise market value of wealth  

➢ Also, the effect on savings decision will be threefold: substitution effect; income 

effect; windfall gains 

➢ NB: There is much less emphasis on IR than in Keynesian models 

➢ The monetarist transmission mechanism operates more through a real balance (wealth) 

effect than through substitution, because of the weak substitutability of money! 

➢ Overall, monetarist models are characterized by: 

➢ Wider range of assets considered, including implicit rates of return on real assets 

➢ Direct impact of money stock changes on nominal income 

➢ Conclusion: Income needs to rise considerably and monetary policy is powerful 

The Money Supply Within An Interest Rate Control Mechanism 

➢ The endogenous money assumption implies changes in MS are a consequence of 

economic activity, and should follow them 

➢ Monetarists, however, believe MS changes should precede changes in output & prices! 

➢ Of course, this is very difficult to test 

➢ One interesting hypothesis is presented by Laidler and other monetarists. They recognize 

the credit channel of IR changes on borrowing & spending, but also argue that the quantity 

of money can have a role to play in the transmission 

➢ Interest rate change is identified as the 1st round in the transmission mechanism 

➢ Laidler suggests that the increase in the quantity of money resulting from an increased 

demand forloans might be greater than agents as a group wis to hold 

➢ “Monetary-transmission channel”  

Credit Availability and Expenditure 

➢ Keynesians have stressed that beside the IR impact, MP may also operate through changes 

in credit availability  

➢ Two types of rationing in credit markets exist: 

➢ Potential borrowers unable to obtain a loan at any IR 

➢ A loan of a given amount is offered at a specified IR with no other possibility 

➢ Since the result is a disequilibrium where D>S, we have here a sticky price model where 

IRs do not enough to return to market equilibrium  

➢ Early arguments involve the “sticky rate effect” and the “locking-in effect”  

➢ More recent versions emphasize the degree of risk  banks may prefer to minimize 

risk by rationing on a non-price basis 

➢ Also, a recent development has been upon imperfect and asymmetric information. 

Models conclude that increases in IRs tend to discourage safe borrowers and increase 

the average riskiness of lending 

➢ In conclusion, we can say the following words about each of the schools of though 

➢ Keynes: MS (and MP) unlikely to have a powerful effect on AD; unstable AD? 

➢ Neo-Keynesian (Tobin): Impact of MS on AD is more powerful & predictable 

➢ Monetarist: Impact of change in MS is both direct and powerful  

➢ Post-Keynesians: emphasize that the money stock is endogenous; no CB control  



Chapter 8*: The Transmission Mechanism of Monetary Policy II 

➢ We considered the impact of IR changes on nominal income. To complete the picture, we 

need to consider how nominal income affects real income 

➢ Before Keynes, everything was simple  Quantity Theory of Money 

➢ MS would simply lead to inflation; real variables determined by real forces 

➢ This requires a stable demand for money and a stable velocity 

➢ Conclusion: there was no transmission mechanism between MS and real output! 

➢ Keynes’ theory changed this dramatically: 

➢ Changes in NIRs have an effect on real variables like output/unemployment 

➢ However, the demand for money was unstable and elastic and therefore MP was 

thought to have only a weak and unpredictable effect on nominal income 

➢ These standard Keynesian models made no distinction between nominal and real 

output since the price level was assumed constant 

➢ Of course, excess AD at full employment would lead to inflationary pressures 

➢ There was an inherent notion of a trade-off between inflation and unemployment 

➢ In this chapter, we look at the Phillips curve, the New Classical model with rational 

expectations, its limitations, and its implications for modern policymaking 

The Simple Phillips Curve 

➢ The 1950s were the heyday of Keynesian discretionary demand management 

➢ Phillips (1958) provided what seemed to be overwhelming empirical support for a 

relationship between unemployment and (wage) inflation. The implications of this were 

powerful: 

➢ Economy could be run at various levels of unemployment and output.  

➢ Unemployment could be reduced up to full employment without causing inflation  

➢ The government could lower unemployment even further by sacrificing inflation 

➢ The big idea was a stable relationship between unemployment and inflation! 

➢ The big challenge for this study was the lack of theoretical support. In fact, no 

convincing support came around! 

➢ Classical economics bases labor market decisions on real, not nominal, wages! 

➢ In the 1960s, the relationship was clearly breaking down and Friedman (1968) and Phelps 

(1967) took the opportunity to develop the expectations-augmented Phillips curve 

➢ Allowed for expectations formation using adaptive expectations 

➢ According to Friedman/Phelps, there was a different SRPC for every expected 𝜋 

➢ On each SR curve, there would be a point where the workers’ estimate of the real 

wage would be correct  linking these together gave the LRPC, which is vertical at 

the natural rate of unemployment 

➢ The NRU is determined by real factors and not by aggregate demand! 

➢ Thus, the LR trade-off between inflation & unemployment was eliminated. The rate of 

inflation would be explained by the money supply exclusively 

➢ Only SR trade-offs were possible 

➢ The NRU widely became also known as the NAIRU; any lower unemployment level 

could only be sustained with accelerating inflation 

➢ Consider diagram below: 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

➢ This was bad news for policymakers. AD management could no longer have a LR effect 

on output & employment. Furthermore, escalating inflation interfered with the price 

mechanism and reduced the efficiency of the economy! 

➢ Lucas (1972, 1973) gives a strong argument of the damage done by high/volatile π 

➢ Signal Extraction Problem! 

➢ Firms have to distinguish between absolute and relative price changes. High & volatile 

inflation makes this very difficult and leads to lower efficiency 

➢ Implication  inflation could cause unemployment to increase! Governments should 

focus on keeping low inflation and focusing on supply-side measures 

➢ Another implication was that countries with high inflation rates would find it difficult to 

cut down inflation. There would need to be a contractionary period! 

➢ The amount of output lost in order to bring inflation down  sacrifice ratio 

➢ Of course, this would be in the SR; in the LR, economy would return to NAIRU 

➢ Please note that “LR and SR” are logical constructs; in reality, the SR could be a long 

period of time  

➢ Thus, in the Friedman/Phelps model, MP could very well have considerable and 

continuing effects 

➢ There are, of course, objections to this framework: 

➢ Evidence that inflation was costly for economies even at low levels is not strong 

➢ In fact, one might argue that a low rate of inflation is actually beneficial 

➢ The view that inflation was caused by the monetary authorities implied a belief in a 

stable demand for money and exogenous MS  very dubious 

➢ Unemployment can also have LR impacts (hysteresis!). Thus, increasing 

unemployment to decrease inflation could end up increasing the NAIRU 

➢ The Friedman/Phelps model has a significant impact in emphasizing the limitations of 

demand management policies  governments began to focus more on supply-side! 

 

 

 

 



The New Classical Model and Policy Irrelevance 

➢ The argument against discretionary AD management was strengthened by the New 

Classical school 

➢ Developed a model of continuous market clearing with rational expectations 

➢ The rational expectations approach was revolutionary  it posited that the expected 

inflation rate was an unbiased predictor of the actual inflation  

➢ Expectations are correct on average; only difference is a random error 

➢ Agents use all available & relevant information when making their forecasts 

➢ Assumption of continuous market clearing with RE  output and employment fluctuate 

randomly around their natural levels 

➢ All unemployment is voluntary 

➢ All we are left with is a vertical line at the NAIRU; no effect of AD management, even 

in the SR 

➢ Rational agents fully anticipate the actions of authorities and incorporate them into 

their expectations 

➢ The end result is known as the Policy Ineffectiveness (Invariance) Theorem! 

➢ The only way authorities can influence the economy with demand policies is if those were 

completely exogenous and unexpected. However, even in this case: 

➢ Agents quickly realize what’s happening and adjust their expectations 

➢ Agents learn quickly and authorities are unable to exploit the relationship again 

➢ Money is Neutral! 

Problems of the New Classical Model 

➢ The implications of the NC model are radical and go against the common knowledge that 

monetary shocks do impact output at least in the SR  

➢ The NC model gave rise to many new theories that tried to formalize the non-neutrality of 

money through various channels. We explore five here: 

1. Modifications to the Continuous Market Clearing Model 

➢ Within the NC framework, small changes can reintroduce the power of governments 

and the non-neutrality of money. Some of these include looking at inflation impact on: 

➢ Considering progressive income tax structures; investment; saving/consumption 

decision; value of asset holding relative prices of tradable/non-tradable goods 

2. The Complete Rejection of Equilibrium Models 

➢ These models assume the world is dominated by uncertainty in which disequilibrium 

is the norm. Price adjustments are not powerful 

➢ Lack of information and coordination failure is abundant 

➢ Some such work: Benassy (1975); Barro & Grossman (1976); Grandmont (1977) 

➢ However, these models lacked plausible explanations of how prices are determined in 

an economy if not for the market clearing system! 

3. New Keynesian Models that Reject Market Clearing in the Short-Run 

➢ Because of institutional features of markets, it may take considerable time for the 

economy to return to its LR equilibrium  

➢ Stick Price Wage Models, see Taylor (1979) – LR overlapping wage contracts 

➢ Workers and firms are rational when entering into these LR contracts, due to 

factors such as asymmetric information and different degrees of risk aversion 



➢ Another popular model for the failures of the labor market  Insider-Outsider model 

➢ Explains why wages may be consistently above market-clearing level 

➢ Assumes that there is little competition in the labor market between unemployed 

and employed workers 

➢ Another strand of NK models considers the price-setting behavior of firms 

➢ Usually monopolistic competition is assumed (due to market power) 

➢ Monetary shocks influence AD and firms’ decision making  real effects! 

4. Criticisms of the Natural Rate Hypothesis 

➢ The NC concept of a natural rate of unemployment raises two questions 

➢ Is the assumption that the NRU is independent from the actual rate plausible? 

➢ How exactly do we identify the NRU? 

➢ The argument for “hysteresis effects” is strong and related to the first question 

➢ If disinflationary pressures have LR impacts on the NRU, money is non-neutral 

even in the long run; Ball (1997) provides evidence for this in the EU 

5. Criticisms of the Assumption of Rational Expectations 

➢  Some have argued that the learning process applied in the RE framework is unrealistic 

➢ Acocella (1998) suggests that this form of ‘rationality’ ignores the “creative 

rationality” which involves attempts to transform society rather than just accepting 

what already exists 

➢ Empirical Work on the New Classical Model 

➢ There has been (too) much empirical work trying to test the NC models, and 

particularly the policy irrelevance assumption  

➢ Goodhart (1989) reports 63 tests of the hypothesis. While 17 do support it, the vast 

majority suggest that monetary policy has real effects, whether unanticipated or 

unanticipated 

➢ Intuitively, it seems hard to accept that the recessions and booms can be explained by 

random errors in inflation expectations 

➢ Much more plausible is the argument that markets are imperfect, and fail to clear 

perfectly and instantaneously 

Credibility and Time-Consistency 

➢ Now, we ignore the criticisms and return to the NC model with rational expectations 

➢ Although monetary authorities cannot consistently mislead the market, they may be 

beneficial for the market by being credible and transparent 

➢ The credibility of a particular policy announcement depends on: 

➢ The performance of authorities in the past (reputation) 

➢ The nature of the policy institution 

➢ Credibility is a difficult thing to achieve. Having a pre-commitment to a certain agenda is 

very helpful 

➢ Kydland & Prescott (1977) introduced the notion of time-consistency, which is related 

➢ In a sense, a time consistent equilibrium is a LR equilibrium  

 

 



➢ Assuming a NC Phillips curve and a social welfare function, K&P build a dynamic 

non-cooperative Stackelberg game and demonstrate that a discretionary policymaker 

cannot achieve a LR (i.e. time-consistent) equilibrium 
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➢ In other words, the optimal policy at time t for the policymaker will be different from 

the optimal policy in a later period  time-inconsistent 

➢ Barro & Gordon (1983) construct a model to illustrate the ideas of K&P using an 

expectations-augmented Phillips curve and a set of indifference curve 

➢ The optimal state is where the existing SRPC is tangent to an indifference curve on the 

LRPC 

➢ With the EAPC, it takes several repetitions before the economy stabilizes at the 

optimal inflation rate. However, if we assume rational expectations, this adjustment 

would be instantaneous, because the agents foresee all the intermediate steps 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

➢ The implications of this model are important: 

➢ There is no impact on real variables in the LR of MP changes 

➢ It might be sensible for the government to pre-commit to certain rules or targets  

that way, previously time-inconsistent points become feasible! 

➢ The biggest challenge for this model is the incomplete information in real life. It is very 

difficult for market agents to determine what “type” the government is and what the 

implications of its policies are.  

➢ Another argument in support of an independent central bank! 

➢ The 1997 decision of the Labor gov’t to give the BoE independence can be interpreted 

in this way! 

The Independence of Central Banks 

➢ The dynamic time inconsistency theories provided a strong case for independent central 

banks; see Rogoff (1985) 



➢ One of the main arguments for an independent CB is that democratically elected gov’t 

officials would favor more inflationary policies than optimal 

➢ See literature on political business cycles! 

➢ Another approach is that the government may favor inflationary surprises because that 

would provide seigniorage 

➢ Supporters of CB independence have tried to add to the theory with empirical studies. In 

particular, looking for correlations between CB independence and rates of inflation   

➢ They claim that it’s a win-win: lower average inflation and no loss to growth 

➢ Alesina & Summers (1993) is one major early study along these lines 

➢ However, there are issues which such studies 

➢ The index employed; what criteria are chosen; overlooking customs and traditions 

➢ The existence of correlation does not indicate a causal relationship! 

➢ Despite the doubts and uncertainties in the empirical & theoretical studies, the 1990s saw 

a widespread acceptance of the desirability of independent CBs 

➢ ECB; France, Spain, Italy UK; US 

➢ There was a need to convincingly demonstrate to financial markets that the 

independent CBs were indeed credible and anti-inflationary 

➢ We have a self-fulfilling policy as long as the arguments and arrangements are 

accepted by financial markets, it is in the best interest of gov’t to accept them too! 

➢ Over and above the support for CB independence, it was necessary to assure two 

additional ideas: ‘accountability’ and ‘transparency’  

➢ Institutions need to be held responsible for their actions 

➢ Institutions need to clearly communicate how their decision-making conforms to the 

assigned mandate 

➢ We must not forget that central bankers, like everyone else, seek to maximize their own 

utility; need to make sure this coincides with maximization of social welfare 

➢ Need to prevent a principal/agent problem from developing 

➢ Lohman (1996) sees visibility and accountability as the best guarantees for monetary 

stability in a democracy 

➢ Finally, we return to the correlation between CB independence and low inflation 

➢ Indeed, it might be that CB independence does not cause low inflation but is the 

institutional arrangement chosen to deliver it (in response to public sentiment) 

 

 

 

 

 

 

 

 

 

 

 

 



Chapter 8: Foreign Exchange Markets 

➢ The past thirty years has seen a substantial growth in international trade 

➢ An important consideration in int’l markets is the exchange rate. The more trade in 

int’l markets you have, the more exposed you are to exchange rate risk 

➢ As a result, financial markets have developed to provide insurance against exchange risk 

➢ NB: The higher proportion of int’l trade is mostly due to increased int’l capital mobility! 

➢ Widened access to funds for businesses 

➢ Lowered costs of borrowing 

➢ It has also increased the gov’t interest in movements in domestic currency 

➢ Post-war period has seen fixed exchange rates, floating ERs, and single currency 

➢ Forex markets are intuitive and simple to understand 

➢ The ‘products’ bought/sold are currencies of major countries 

➢  ‘Prices’ (i.e. ERs) are an expression of one currency in terms of another 

➢ There are two ways to report ERs: 

➢ Direct Quotation: how much domestic currency you need for 1 unit of foreign  

➢ Indirect Quotation: how much foreign currency you can get for 1 unit domestic 

➢ The standard British practice is to use indirect quotation 

➢ Makes it easier to interpret S&D diagrams  higher value of currency  higher ER 

 you can get more foreign currency for one unit of the domestic 

➢ Of course, every exchange rate is really a mid-point of the bid rate and the offer rate 

➢ Intuitively, market-makers will buy currency from you for a lower price than they will 

charge you for the equivalent amount. The difference is their margin 

➢ The major market participants in Forex markets are: 

➢ End-users  

➢ Market-makers: large int’l banks which hold stocks of currency and buy/sell 

➢ Speculators: try to profit from outguessing the market 

➢ Arbitrageurs: try to profit from buying and selling in different markets simultaneously 

➢ Central banks: try to influence the domestic currency’s value 

➢ Fundamentally, the market price (i.e. ER) will be determined by supply and demand 

➢ One notion is that ERs are determined by market fundamentals – BoP; IRs; π 

➢ However, the role of expectations must also not be underestimated: about other market 

participants; policymaking, economic indicators 

➢ Information is a crucial component as well 

➢ The reality is that it is very very difficult to interpret news, decide what is relevant to ER 

determination, and the precise direction/magnitude of the shifts! 

➢ Naturally, many different have been developed to explain ER formation and behavior, and 

no model can produce a “best” forecast 

➢ Of course, as in every market, there is the potential for SR disequilibrium. However, there 

is reason to believe that this diseq’m will be short in Forex markets 

➢ Information is transmitted very rapidly! 

➢ Inconsistencies between markets give rise to potential for arbitrate profits! 

➢ Speculators who believe the market is in diseq’m will try to profit from it 

➢ Thus, we have phenomenon of stabilizing speculation  by trying to profit from a 

perceived market diseq’m, speculators help the market return to equilibrium rapidly 



➢ Although there are many ways to think about ER determination, there are several crucial 

relationships among IRs, ERs and inflation  

 

Interest Rate Parity 

➢ The Forex market consists of two distinct markets 

➢ Sport market  currencies are bought/sold for essentially instant deliver 

➢ Forward market  ERs agreed for the delivery of currency at some later time 

➢ The forward market allows businesses to insure against ER risk 

➢ Forward ERs are quoted as either a premium or discount to the spot ER 

➢ Premium means it is more expensive to buy forward than it is to buy spot 

➢ Uncovered Interest Parity: 

➢ When the gains from investing in a country with a larger interest rate are equal to the 

expected losses from switching into that country’s currency and back into the original 

➢ ‘Uncovered’ because the agent does not know what will happen to the spot rate 

➢ The idea is that if there is any interest rate differential across countries which might 

enable arbitrage profits, then both interest rates and ERs will adjust to eliminate the 

ability for arbitrage 

➢ Consider: You have €1m to invest. IR on German securities is 3%, on UK securities is 

5%. The sport exchange rate is now £1=€1.50. What will happen? 

➢ Of course, in the above we ignore transaction costs, different levels of uncertainty and 

perceptions about default risk. This will prevent absolute uncovered interest parity! 

➢ However, the existence of forward ER markets opens up the possibility of insuring against 

any potential changes in future spot rates! 

➢ The investor could buy sterling now, and sell sterling in 3 months at the forward ER! 

➢ Considering this possibility, investment opportunities will now depend on: 

➢ Difference in IRs  

➢ Difference between spot and 3 month forward ER rates 

➢ Again, any arbitrate opportunity will be gradually squeezed out of the market by 

adjusting IRs and ERs! 

➢ Starting from a flat forward rate, and the above example, investors will sell German 

securities, buy sterling spot, buy UK securities, and sell sterling 3 m forward 

➢ Covered Interest Parity: 

➢ When the gains from investing in a country with a higher interest rate are equal to the 

forward discount on that country’s currency 

➢ The general rule is: having higher interest rates  trading at a forward discount! 

 

➢ We have now established a relationship between sport and forward exchange rates, which 

depends on differences in interest rates. Several other important questions are: 

1. Why do interest rates differ among countries? 

2. What determined the existing spot rates of exchange? 

3. What causes spot ERs to change over time? 

➢ Each of these can be answered by thinking about arbitrage opportunities  

 

 



The Fisher Effect – Differences in Interest Rates 

➢ Appealing to the Fisher equation, differences in NIRs are partly explained by different e   

➢ Of course, we also have to think about the RIRs. Are they the same? 

➢ Not in reality. We have foreign exchange risk, default risks, sovereign risks all 

preventing perfect capital mobility 

➢ However, if we did have perfect capital mobility, RIRs would be equal and NIRs would 

differ only because of 

➢ Expected exchange rate changes 

➢ Differences in expected rates of inflation  

➢ This is known as the Fisher closed hypothesis, and can be expressed as: 
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Purchasing Power Parity – The Determinants of Spot Exchange Rates 

➢ If at the existing ERs, goods are cheaper in US than UK (all other things assumed equal!), 

the people will sell £, and buy $ 

➢ This will drive down the price of £  US goods become more expensive; this should 

continue until the goods, expressed in the same currency, were equal 

➢ This is the gist of Purchasing Power Parity (PPP) 

➢ Absolute PPP  spot ERs are a reflection of differences in price levels  

➢ However, we are usually interested in relative terms  changes in the spot ER should 

reflect differences in inflation rates! 
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➢ Purchasing Power Parity (PPP): 

➢ The ERs between two currencies depends on the purchasing power of each currency in 

its home country and the ER changes to keep home purchasing power of the two 

currencies equal 

➢ Now, looking at the two equations here, we see that inflation differences link both of 

them. In equilibrium, we can answer the question about IR differences 

➢ They should depend on expected changes in the spot ER and also on differences in the 

inflation expectations 

 

Equilibrium in Forex Markets 

➢ In an equilibrium, and if all our strict rationality and perfectly informed assumptions hold, 

then forward ERs should be the best predictor for future spot exchange rate! 

➢ If they are not, then arbitrage opportunities could develop! 

➢ In reality, the assumptions do not hold perfectly and so forward rates are not perfect 

predictors! Why not? 

➢ Uncertainty. Usually, market makers will offer a larger spread between bid and offer 

rates in the forward market 

➢ Information is neither perfect nor free! 



➢ Even though forward rates are not a perfect predictor, the differences between them and 

the future spot rates is not systematic and unpredictable 

➢ Additionally, any discernible opportunity that might develop will quickly be stabilized by 

speculators  speculation is stabilizing in this case! 

 

Alternative Views of Forex Markets 

➢ Unfortunately, empirical evidence tends to reject all the int’l parity conditions with the 

exception of the covered interest rate parity! 

➢ Three general alternatives are possible: 

1. Broadly rational behavior with some price rigidities or some non-rational elements 

2. Basing predictions on past ERs and trends/patterns  technical analysis 

3. Stressing the psychology of markets and market participants 

➢ Overshooting Exchange Rate Models try to explain highly volatile exchange rates  

➢ Assumes LR equilibrium rates of exchange; rational expectations; uncovered IR parity 

and PPP; see Dornbusch (1976) 

➢ Exchange rates tend to overshoot their LR equilibrium positions in both directions 

before returning back to the equilibrium  

➢ The Dornbusch model explains this by assuming good prices are sticky while asset 

prices adjust instantaneously 

➢ Other models try to explain currency ‘bubbles’ in a framework of rational behavior 

➢ Other models reject the notion of rational behavior  argue that trading in forex markets 

is based on ‘noise’  no fundamentals  

➢ Frankel & Froot (1990): develop a model by dividing forecasters into fundamentalists and 

chartists  

➢ Another approach is to divide speculators into those with LR vs SR horizons  what 

happens depends on which group dominates the market at a given time 

 

Fixed Exchange Rate Systems 

➢ The CB agrees to maintain its currency fixed by buying and selling domestic currency 

➢ NB: Since fixed ERs can be revised, these systems do not remove the possibility of 

speculation. Might be easier, since speculation against a currency has little risk of loss 

➢ Some of the arguments for and against fixed exchange rates are presented below: 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Monetary Union in Europe 

➢ The monetary union involves a group of independent countries using a common currency 

➢ Also: joint monetary policy; single base rate of interest; independent CB  ECB 

➢ Principal duty of the ECB is to maintain price stability in the eurozone, while 

supporting the general economic objective of the EU 

➢ Why have a monetary union? What are the benefits? 

➢ Necessary complement to an economic inion – removes trade barriers; promote 

efficiency between countries 

➢ Removes possibility of destabilizing speculation  



➢ Countries cannot devalue for competitive purposes  

➢ Removes foreign exchange risk premiums 

➢ Promotes price transparency 

➢ There are also issues with a single markt, mostly because of wide differences in living 

standards across the union  

➢ Quite likely that come countries will prosper while other suffer  

➢ If the economic fundamentals (i.e. productivity, NRU) are very different, a full single 

market might increase the gap between richer & poorer member countries, even if the 

market as a whole might benefit! 

➢ Orthodox economic theory would probably predict convergence but this depends on 

dubious assumptions. Furthermore, it might take a long time to be achieved! 

➢ NB: Here, we are talking about the single market. The single currency is just the last step 

in achieving this market 

➢ In a sense, countries in the single market who reject the single currency are rejecting 

the full implications of something they’ve already accepted 

➢ A good question is why is a single currency acceptable for the US, while it still causes 

doubts for the EU? 

➢ US has a single fiscal policy and automatic transfers! 

➢ A second key difference is that the US has more labor mobility! 

➢ “One size fits all” monetary policy is not appropriate for the Eurozone 

➢ However, if we believe that there will be convergence over time, then the problems with a 

single monetary policy should decrease over time 

 

➢ The single European currency came into existence on 1 January 1999 

➢ Quickly began to lose value; lost about 30% against the dollar in first 2 years 

➢ Why? Low growth in major eurozone countries, uncertainty about the euro, short-term 

political factors; 

➢ ECB joined US, Japan, and UK to purchase euros to try and increase its ER in Sep 2000 

➢ Continued to rise over the next four years  stabilized in value 

➢ Over seven years, the change in the value was around 3% 

➢ Overshooting model? 

 

The UK and the Euro 

➢ In the Maastricht treaty of 1991, UK got an opt-out of the monetary union  

➢ 1998, the UK gov’t said it would join if the benefits were ‘clear and unambiguous’  

➢ Gordon Brown and the ‘five economic tests’ in 1997 

➢ (1) Business cycles compatible; (2) sufficient flexibility; (3) better conditions for 

firms; (4) impact on competitive position; (5) will it promote growth, stability 

➢ Basically, he set the questions for them to be un-answerable! 

➢ Of course, no one could ever say that the case is ‘clear and unambiguous’… 

 

 

 

 



Chapter 9: Exchange Rate Risk, Derivatives Markets and Speculation  

➢ The growth of ERs and exposure to ER risk demanded from the market new ways of 

protecting against that risk 

➢ Fixed ER systems and monetary unions are two examples 

➢ However, over the past 30 years a new market has developed  derivatives 

➢ Derivatives: A financial instrument based upon the performance of separately traded 

commodities or financial instruments 

➢ Before getting to that, we need to say a few words about ER risk 

➢ If you have assets/liabilities in int’l markets and are subject to ER risk, you are said to 

have an open position. This can mean two things 

➢ Being long in the foreign currency: having net assets in the foreign currency 

➢ Being short in the foreign currency: having net liabilities in the foreign currency 

➢ Alternatively, we can talk about ER exposure in terms of (1) transaction exposure 

from NIRs and (2) economic exposure from changes in RIRs 

➢ When thinking about economic impacts of ER changes, we must also consider the 

differences in inflation rates. The latter could offset the former! Think PPP!!! 

➢ Simple examples of ER exposure vastly understate the real world, and its complexity! 

➢ Thus, businesses are keenly interested in insuring against ER risks 

➢ One way, as we have discussed, is to use forward exchange markets to lock in to 

current exchange rates and thus “buy” insurance; these are OTC agreements 

➢ Another widely used OTC forward instrument is the forward rate agreement (FRA) 

➢ A third way to do so is to hedge the Forex risk 

➢ Hedging 

➢ The act of reducing a risk by undertaking an offsetting transaction in a derivatives 

market 

 

Derivatives Markets 

➢ Derivatives contracts promise to deliver underlying products at some time in the future or 

give the right to buy or sell them in the future 

➢ These instruments are then traded in a market different from the underlying asset 

➢ Although derivatives pricing is very complicated, we can say that there is a close 

relationship between its price and the price of the underlying assets 

➢ As a side note, derivatives seldom lead to the exchange of the underlying asset. Contracts 

are usually closed out or allowed to lapse 

➢ Example: I hold a contract that requires me to take delivery of  $18,000 in one month at a 

fixed rate of exchange (say, £1=$1.80) 

➢ Derivatives allow agents to gamble on movements in the price of instruments without 

having to trade in the instruments themselves; not OTC: organized markets! 

➢ Three main types of financial derivatives – (1) futures; (2) options; (3) swaps 

➢ The growth of this market was a result of globalization, and increasing volatility in 

exchange rates and inflation rates 

 

 

 



Financial Futures 

➢ Legally binding agreements to deliver or take delivery of, a commodity or financial 

instrument at some specified future date 

➢ Standardized; tradable 

➢ Common underlying assets are stock exchange indices, foreign currencies, foreign interest 

rates on capital, etc.  

➢ Who uses futures markets? 

➢ Agents who wish to hedge against risk in cash markets (those for underlying assets) 

➢ Speculators who wish to profit from expectations about future ERs and IRs 

➢ For example, if I expect the value of a foreign currency to fall in the future, I would want 

to sell a derivatives contract giving me the ability to sell that currency in the future at 

some higher rate. I would be going sort in the currency! 

➢ If an agents wishes to cancel out an obligation from a derivatives contract he could do so 

by entering an offsetting contract  

➢ To reduce default risk and make futures contracts easily tradable, futures exchanges are 

made with a clearing house, which covers any default arising from a contract 

➢ Another key feature of derivatives trading is that it involves “trading on margin”:  

➢ Buyers and seller initially pay only a small % of the value of the underlying assets (the 

margin). Adjustments to this amount are made daily, depending on whether the value 

of the underlying assets has risen or fallen 

➢ As a result of this margin trading, small changes in the underlying asset can lead to 

very large gains or losses in the margin account 

➢ More formally states, the relative smallness of the margin requirements is responsible 

for high gearing (or leverage) in futures markets 

➢ Another common type of financial future is the interest rate future 

➢ Buyer of such a contract would receive at delivery a time deposit at an eligible bank of 

the amount specified on the contract 

➢ The gamble in such contracts relates to changes in SR IRs  

 

Options 

➢ This gives the right to buy/sell a given amount of a financial instrument or commodity at 

an agreed price (strike or exercise price) within a specified time, but does not oblige 

investors to do so 

➢ Call options give you the right to buy 

➢ Banks construct non-tradable, OTC options for their customers 

➢ Buyer of a call option assumes a long position in the underlying asset 

➢ Put options give you the right to sell 

➢ Buyer of put option assumes a short position in the specified product 

➢ As the value of the underlying asset changes, so does the value of the option and the profit 

can be made by selling the option rather than by exercising it 

➢ A distinction can be made between two options: 

➢ American option  can be exercised at any time up until the expiry date (majority) 

➢ European options  can be exercised only on the expiry date 

➢ Give opportunity to speculate on a market without directly trading in it! 



➢ Options provide protection against losses that could occur without removing the profits 

that might arise if the market moved in the opposite direction!  

➢ This is a key distinction from either forward or futures markets! 

➢ If you are short in an asset, you could take out a call option to hedge against the risk 

➢ Essentially, the call option establishes a maximum price that the business will have to 

pay for the underlying product in which it is short 

➢ The reverse is true if the investor is long in an asset  buying a put option! 

➢ Like futures, options are highly geared (leveraged) because the options price is only a 

small % of the price of the underlying product.  

➢ Possible profit rate is likely to be very high! 

➢ Alternatively, a trade might prefer to hedge or speculate by writing options 

➢ If it is not exercised, the investor collects the premium  

➢ However, if there is a big price change, the losses could be very large 

➢ Unlike the buyer, the writer cannot abandon a losing option! 

➢ The trading of options on organized markets is important because it guards against risk of 

writers being unable to deliver the underlying product! 

➢ Works through a clearing house 

➢ Intrinsic Value of an Option 

➢ The profit available from immediately exercising an option  

➢ The option could be “in the money”, “at the money”, or “out of the money”  

➢ Options also have a time value  chance that the option will become profitable before the 

expiry date 

➢ Depends on the time of the option and the volatility of the price 

➢ Intrinsic value and time value are related 

➢ If an option is deeply out of the money, the time value will be lower than if the option 

is only just out of the money 

➢ If an option is deeply in the money, the time value will be lower than if the intrinsic 

value were lower 

 

Exotic Options and Other Related Instruments 

➢ Many variations on the simple call and put options exist. These include: 

➢ Barrier options (knock-in or knock-out) 

➢ Credit risk derivatives 

➢ Lookback options 

➢ Asian options 

➢ Options in options 

➢ Flex options 

➢ Additionally, there are related products in the derivatives market: 

➢ Warrants ; Contracts for difference (CFDs); Spread betting 

 

 

 

 

 



Comparing Different Types of Derivatives 

➢ Exchange-Traded vs. OTC Products 

➢ OTC trades have higher default risk and therefore higher price 

➢ Exchange-based derivatives are managed by clearing houses; highly liquid, highly 

liquid; standardized;  

➢ Forward vs. Futures Contracts 

➢ Forward forex contracts are OTC contracts and so are not tradable markets 

➢ But they have additional flexibility (at a higher price) 

➢ Forward & Futures Contracts vs. Options 

➢ Forward and futures lock in an investor to a given exchange rate 

➢ Provides a hedge against ER risk but also reduces the possible profit if the market 

were to move in the opposite direction  

➢ On the other hand, an option allows most of any potential to be taken (minus the 

premium) 

➢ Whether an investor chooses futures or options depends on what he thinks will happen to 

the price of the asset and on his attitudes towards risk: 

➢ If a trader is long and convinced the price will not fall  remain in open position 

➢ …confident that the price will fall  sell product; take offsetting short position by 

selling futures contracts or sell currency forwards  reduces all exposure  

➢ …uncertain about direction of price change  options are preferable  

 

The Use and Abuse of Derivatives (p. 281) 

➢ There have been debates about the overall contribution of derivatives toward financial 

markets  

➢ Potential benefits: 

➢ Facilitate the hedging of risk 

➢ Quick to respond to new information; more accurate forecasting 

➢ Standardization of commodity or financial instrument 

➢ Integration of global capital markets 

➢ Combat adverse effects of volatile commodity prices 

➢ Facilitate speculation 

➢ The main arguments against the benefits of derivatives have centered on the role of 

speculation and the difficulties that financial innovation has on regulators! 

➢ There have been examples of spectacular losses by individual companies and banks in 

derivatives markets 

➢ Derivatives trading was a contributor for a major stock market crash in 1987! 

➢ There is definitely a theoretical argument that supports the view that derivatives 

trading makes the cash markets more volatile! Why? 

➢ Although derivatives trading reduces risks for the individual, it increases the risk 

for the system as a whole (systemic risk) 

➢ Individual company losses through derivatives have become almost routine 

➢ Good example: British merchant bank Barings in 1995 

➢ Herd instinct among hedge funds can be very dangerous! 

 



Chapter 12: Financial Market Failure and Financial Crises 

➢ We have seen throughout that good financial markets can boost efficiency 

➢ Nevertheless, like other markets, financial markets have weaknesses and these can be very 

costly to the private sector  

➢ Market failure; oligopolistic behavior; externalities, lack of information; asymmetric 

information  

➢ Apparent “irrationality” and exuberance 

 

Borrowing and Lending Problems in Financial Intermediation 

➢ Many of the criticisms and weaknesses of the financial system drive to one topic: the 

extent to which firms wishing to engage in productive activities can obtain finance 

➢ One allegation is that the system has not performed well with respect to those who want to 

borrow from it 

➢ Macmillan Committee (1931); Wilson Committee (HMSO, 1980) 

➢ Three themes run through debate over the system’s functioning: 

1. Whether the system fails to cater adequately for the financial needs of a particular 

class of commercial borrower 

➢ “Small” firms at a disadvantage? 

➢ As a result, venture capital trusts have been established to help 

➢ Tax benefits  

2. Financial institutions have been too ready to provide finance to overseas governments 

and firms at the expense of the domestic industry 

➢ The only benefits of doing this for the UK are those to the wealth holders 

3. The structure of the UK (and US) financial systems pressures firms into concentrating 

upon the SR performance to the detriment of long-run investment, innovation, growth 

➢ What do the critics say? (1) UK’s poor investment & growth record over past 40 

years; (2) big contrast between UK (market-based) and German (bank-based) 

systems; (3) observation that NDTIs in the UK hold shares for short periods of 

time; (4) merger and takeover booms in late 1990s 

➢ Although these are broadly true, the difficulty is tying them with low investment 

growth. The argument could be that firms are interested in seeing SR share prices 

be high, pay more dividends, reinvest less, etc.  

➢ The fundamental objection to the short-termist argument is that it depends on equity 

markets mispricing shares, and this directly violates our theories 

➢ Dividend irrelevance theorem; efficient markets hypothesis 

➢ Provided institutions understand DIT, dividend policy should not impact share p.  

➢ According to EMH, log-term earnings will be just as fully reflected in the share 

price as its current dividend! There are no “bargains”! 

➢ A low share price could lead to takeovers, but these will not be bargains, they will 

be correctly price; takeovers are a mechanism for improving the allocation and 

managerial skills 

➢ If the problems lies with the firms’ incentives, there are potential remedies 

➢ Do not link salaries/bonuses to the behavior of share prices 

➢ Impose more incentives to look at long-term performance 



➢ If the short-termism is forced upon firms by the financial system:  

➢ Need to slow down or discourage the frequent trading in a company shares 

➢ Throw “sand in the wheels”; tax on trading shares 

➢ But, it is very difficult to assess whether a proposed merges is against the LR 

interest of innovation and productivity in a firm 

➢ Also, putting sand in the wheels will reduce the efficiency of equity markets! 

➢ A second recent debate has been about the extent of “financial exclusion “ 

➢ Exclusion of significant groups of people from financial services: credit, insurance, 

appropriate deposit account 

➢ This is one aspect of general deprivation – a major element of “social exclusion”  

➢ Ethnic minorities, unemployed, disabled, lone parents 

➢ In 2003, approximately 12% of households have no current account! 

➢ There are costs of such exclusion: cannot borrow; denies discounts available; no direct 

debit payments; lack of insurance; reduces ability to plan for the future 

➢ Those worried about this issue emphasize closure of bank branches in poorer areas of 

the country as having a significant impact on the feeling of ‘abandonment’ 

➢ Recently, the government has required that banks offer ‘basic bank accounts’  

 

The Financial System and Long-Term Saving 

➢ This debate is very important! It suggests that the financial system has failed to provide 

products to encourage people to undertake the necessary long-term saving! 

➢ Range of products is too wide and too complicated! (choice overload) 

➢ Report by Ronald Sandler in 2002  Sandler products 

➢ A particular problem here relates to pension funds: defined-benefit schemes vs. 

defined contribution basis 

➢ Pension Protection Fund (PPF) 

➢ A big issue that arose with the sale of endowment mortgages! 

➢ All arguments illustrate the importance f financial knowledge and education on the part of 

the buyers 

➢ There is substantial asymmetric information and if seller try to exploit their 

information advantage there could be serious problems! 

 

The Financial System and Household Indebtedness 

➢ If inadequate savings has been a problem for some households, increased indebtedness has 

been a problem for others  most of UK debt is secured debt (~90%) 

➢ Has this led to middle-income families having more and more trouble meeting debt 

repayments? Yes. 

➢ Average salary of those going into insolvency has increased (2006) 

➢ Over borrowing is pandemic  

➢ Some economists are worried that the increased debt is a major contributor to the UK’s 

high growth and low unemployment! Could lead to a recession in the long run! 

➢ There is no doubt that household indebtedness is a problem for a growing number of 

households. An important question is: to what extent can the financial system be held at 

fault for this??? 



➢ Is it too easy for households to go into ill-advised debt? Are they receiving high quality 

advice from financial institutions? Are the fees made by banks on loans fair? 

➢ Rules for agreeing on major loans and mortgages have been relaxed 

➢ Rosy assumptions about ability to pay 

➢ As we have noted, the quality of consumer education is not very high! Poorer 

households face inadequate information, lack of foresight 

➢ The final argument is that the credit card default charges in the UK have been set at 

very high levels – more than is legally fair! 

➢ Again, drives to the profit-maximization objective of banks! 

 

Financial Instability: Bubbles and Crises 

➢ Sometimes, price changes are so large it is difficult to believe individual behavior is not, 

to some extent, influenced by what other people are doing? Herd Behavior! 

➢ Does it make sense for us to say that market behavior is, on occasion, irrational? 

➢ Manias, Panics and Crashes (Kindleberger, 1996) 

➢ The truth is that there are different approaches to trying to explain high market volatility, 

the formation of bubbles and their subsequent bursts! 

➢ One approach is to appeal to irrational behavior: 

➢ Saying that agents engage in speculative investment on the assumption that prices will 

continue to rise; the chance of prices falling is highly discounted! 

➢ You could bring in greed and rapaciousness here 

➢ Another approach is to appeal to rational behavior  

➢ People know that there are higher risks of loss, but there are also higher profits! 

➢ They buy, prices rise faster, bubbles form, etc.  

➢ The situation has become unreal (or irrational) but due to rational behavior! 

➢ As soon as there is any doubt that prices will not rise more, there is a reversal of the 

process  frenzied selling; contagion effects 

➢ Whether you believe market participants act rationally or irrationally will shape your view 

on government intervention 

➢ Should the government try to reduce market failures? 

➢ Or, is the government ultimately responsible for market failures due to constraints it 

places on the free market??? 

➢ Examples: Tulip market in Holland (17th c.); South Sea bubble in England (18th c.); 

dot.com bubble in the late 1990s 

➢ Yet another approach to explain stock market behavior are “noise trader” models 

➢ Stock prices result from market psychology unrelated to fundamentals 

➢ There are two groups of agents, fundamentalists and noise traders both acting 

rationally. But, interaction between them leads to price bubbles forming 

➢ All of these views are concerned with particular events or individual behavior. A different 

approach entirely is the financial instability hypothesis of Hyman Minsky 

➢ Excessive market volatility as an inherent feature of the capitalist economic system 

➢ Distinction between risk and uncertainty! (see Keynes) 



➢ Nowadays, the common approach is to accept the future is not known, but we have a 

good idea of the different possible outcome, and we try to assign probabilities to them 

 this is risk; everyone will make similar assessments of the probabilities 

➢ Uncertainty is more profound  Keynes argued that there is no way to assign such 

probabilities. We just don’t know what will happen  this leads naturally to the 

possibility of instability! 

➢ Minsky argues that financial crises are systemic, endogenously generated events, rather 

than accidents 

➢ Instability follows from the subjective nature of expectations about the future level of 

investment and the returns from it (i.e. uncertainty) 

➢ The economy’s memory of past recessions fades over time 

➢ This leads to the formation of speculative booms, financial innovation  

➢ Hedge finance  speculative finance  Ponzi finance 

➢ In Minsky’s theory, the normal functioning of the financial system in a recovery 

period leads to a boom and a financial crisis! 

 

The Damaging Effects of International Markets 

➢ Towards the end of the 20th c, attitudes began to harden over the effects of the free 

mobility of international capital. There were two major issues in particular: 

1. Should an international tax be placed on capital movements to slow them down? 

➢ Proposed by Tobin (1982) 

➢ Make “hot money” round trips unprofitable and remove dominance of capital account 

movements over ERs 

➢ Criticisms: 

➢ How would you discriminate between speculative capital flows and LR investment 

➢ It would interfere with the efficient operation of markets 

➢ Usual size of a Tobin tax would be a negligible deterrent  

➢ It would be impracticable  

2. Heavy indebtedness of the poorer developing countries 

➢ These were causing a substantial burden on developing countries 

➢ Could not make essential expenditure on health, education, social welfare 

➢ Campaigns for debt forgiveness formed (HIPC) 

➢ However, not nearly enough has been done on this front!  

 

 


	Chapter 1: Introduction – The Financial System
	Chapter 2: The Financial System and the Real Economy
	Chapter 3: Deposit-Taking Institutions
	Chapter 5: The Money Markets
	Chapter 6: The Capital Markets
	Appendix I: Portfolio Theory
	Chapter 7: Interest Rates
	Chapter 7*: The Transmission Mechanism of Monetary Policy I
	Chapter 8*: The Transmission Mechanism of Monetary Policy II
	Chapter 8: Foreign Exchange Markets
	Chapter 9: Exchange Rate Risk, Derivatives Markets and Speculation
	Chapter 12: Financial Market Failure and Financial Crises

