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The Financial System and Money 
 (Mishkin ch.2 and ch.3; recommended: ch.8) 

 

Mishkin ch.2: 

 

 and Intermediaries –  

Economic questions. 

 –  

 
 

Mishkin ch.3:  
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The Role of the Financial System 

1.  
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Economic Question #1: Why is the Financial System important? 

 

1.  – sensitive to disruption.  
 

2. –  

  - financial crises -  

   The Great Depression  

  - financial repression  

    
 

3.  –  
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From Mishkin ch.2: The U.S. Financial System – Snapshot as of 2016 
 

Financial Markets: Short Term 

 
 

 
–  
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Financial Markets: Long Term 
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Financial Intermediaries 
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Government Agencies supervise Financial Markets & Institutions 
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Perspective on Ch.2: Financial Innovation 

 . 

  When you study current financial markets and institutions, study them as 
examples that teach you about economic incentives that shape the system. 

  

 -  

 -  

 -  

  

 -  

 -
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Some Key Concepts and Distinctions 

 

 
 

 .  
   

 Debt  

  
  in macroeconomics  

 -the-Counter Markets. 

 .  
   

securities – economic interpretation requires care.   
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Economic Question #2: Why do Financial Intermediaries matter? 

 

1. .  and . 
  Problem: Someone must have incentives to produce reliable information.  
   

dit risks. 
  - –  
  - –  

2. —  
  But: Markets can also provide diversification, plus more liquidity. Trend: 
  

 

3. Transactions Cost  
  Convenient but not essential – does not matter much for the economy. 



[Notes on Mishkin Ch.2 - P.11] 

Economic Question #3: Why is Financial Regulation needed? 
 

 

   

 - Bank runs. 

 - “Too- -To- . 

 - -
). 

 

 

 - - ). 

   L  
 

 

   

 -
- 9.  
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What is Money 
 (Mishkin ch.3) 

 
Theoretical Answer Practical Answer 

 

 

 
 

 

 

various 
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Measures of Money in the U.S. today 
( !) 
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Questions about Money 

1. Why do we care about M?  
 - : i  
 -  
    (M  
 -  
 -  
 

2. Which measure of M is relevant?  
 -

 
 - Monetary base

–  
 -

 
 -  
 -  
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Growth Rates of M1 and M2 

 
in the –  in the short run.  
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The 2007-2009 Financial Crisis: What Happened? 
 -  

 
 

  - -
–  

 - nkrupt. 
 - -

taken into “conservatorship” –  
 - Lehman Brothers bankrupt  
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Responses to the Financial Crisis 
 

-   
 - -  
 

: 
 - – stops the run. 
 -   
 -   
 

: Dodd-  
 -

 Too- -To-  institutions. 
 - –  
 - . 
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Related Questions 
 in house prices have such catastrophic consequences? 

 - 
 

   
 - : ba  
  -  
  -banks. 
 - The “Too- -To-  –  

the government allow these problems to persist? 
 -  –  
 - -  

markets? 
 - -  
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Diversification –  
 

-  
 

 

tranches  
p=5%.  

 - Math: 

 

P(N ) = ( 3
N
)(1− p)N p3−N  

 -  
  P(A) = 99.9875% P(B) = ~99.3% P(C) = ~85.7%  
 Key insight: Most tranches are less risky than the underlying mortgages. 

p=6%.  
  P(A) = 99.9784%; P(B) = ~99.0%; P(C) = ~83.0%  
 

q=1% that all  
 Math: 

 

P(N ) = (1− q)( 3
N
)(1− p

1−q)
N
( p
1−q)

3−N

 

P(0) = q+ (1− q)( p
1−q)

3−N
~ 1.013%  

  
 Key insights: Default rates on “safe” tranches are highly sensitive to aggregate 

risk. With aggregate risk, securitization cannot produce safe securities. 


