Economics 310 (Spring 2004)                                                                                TR 1:15-2:30 (CL 105)

MONEY AND BANKING

Instructor
William N. Butos

311 Williams Memorial; 297-2448

william.butos@trincoll.edu

Tues 2:45-5 & Wed 10-11:30; and by appointment

Overview
Economics 310 is a one semester course in monetary economics dealing with financial institutions, monetary policy, monetary theory, and money/macro policy issues.  The major topics treated are:

Nature and Role of Money

Financial Markets and Institutions

Federal Reserve System and Monetary Policy

Monetary Theory and Policy Issues

It is assumed that the student has a firm grasp of material covered in Intermediate Macroeconomic Theory (Economics 302).  Working knowledge of the IS/LM and AD/AS models, for example, is taken as given.

Course Requirements and Suggestions
1. Reading Assignments.  Each student is expected to come to class prepared.  Minimum preparation involves text and required outside readings.  Emphasis is given in class and on exams to both the text and required articles from the reading list.  Bound copies of the required outside readings are available at cost to students from the Department secretary (Mrs. Wojnarowicz, WM 314).  Students should expect additional readings to be assigned, especially in the area of Fed policy as they become available.

2.  Class Participation.  Class meetings center on lecture and discussions.  Each student is encouraged to freely ask questions, offer comments, and answer questions.  Attendance is required and is essential for success in this course.  Excessive absenteeism will involve penalties.

3.  Blackboard.   We shall use this web based service to post course materials and additional readings or documents.  Any Economics 310 student with a Trinity email address may access this site via TCOnline.

Grading
Course grades will be assigned on the basis of the instructor’s assessment of the student’s overall performance.  Exams are based on lectures and required readings.  Approximate weights are:

10% Quiz (1/2 hour; tenatively on 2/11)  

40% Midterm Exam (3/11)

40% Comprehensive Final Exam (9 am 5/3, CT 105)


10% Research Paper or Oral Report (see attachment for details)

Course Outline and Readings

(Note: starred items are optional)
Text: (M) Mishkin, Economics of Money, Banking and Financial Markets, 

1.  Money: Issues, Concepts, and Microfoundations 
This section deals with the nature, functions, measurement, origin, and economic rationale of money.  Menger’s classic paper offers an “invisible hand” explanation of the origin of media of exchange based on differing degrees of “saleability.”Dwyer and Hafer’s paper analyzes the neoclassical quantity theory of money, the familiar MV=Py relation.  As you read this article, keep in mind the conditions under which the quantity theory is relevant.

(M): 22-24 (IS-LM and AD/AS review), 1, 3, 27

Menger, “Origin of Money,” EJ (June 1892), 239-255.

*O’Driscoll, “Money: Menger’s Evolutionary Theory,” HOPE (Winter 1986), 31-51.

*Clower, “Anatomy of Monetary Theory,” AER (Feb 1977), 206-212.

Dwyer and Hafer, “Is Money Irrelevant?” Review, FRB St. Louis (May/June 1988), 3-17.

2.  Financial Markets and Institutions
This section, which will occupy us for a few weeks, deals with several related topics, including the nature and economic rationale of financial markets and institutions and the economics of interest rates.  The economics of the Federal Funds market is used to motivate the material in this section.  The principal topics examined in this section inlude the loanable funds model, an overview of portfolio theory, which treats assets that differ with respect to their expected return and the variance of returms, the determinants of the level of real and nominal interest rates  (see the Friedman article).  We then turn to the relationship between the yields of assets which differ only with respect to their term to maturity (theories of the term structure), a topic important for understanding the transmission mechanism of monetary policy (see Section 7 below).  We will examine the implications of asymmetric information for financial institutions and markets (Mishkin ch. 8) and take a brief look at the economics of banking (Mishkin ch. 10) and financial regulation (Mishkin ch 11).  The changing character of financial institutions (recall Menger’s paper) and the attempt at Federal regulation is an ongoing story that illustrates the dynamic interplay between regulation and innovation.  We will also use Barth’s article to take a look back at the S&L crisis.

 (M): 2, 4-8, 10, 11.

*Friedman, “Level of Interest Rates”

Barth, et. al., “The Need to Reform the Federal Deposit Insurance System,” Contemporary Policy Issues (Jan 1991), 24-3.

3.  Commercial Banking and the Money Supply Process
The main topic treated in this section is the money multiplier model.  The basic idea is that the money stock is jointly determined by the portfolio behaviors of banks, the public, and by the FED.  From a policy perspective, the essential question is whether the money multiplier is sufficiently predictable to allow the FED to closely control the growth of money.

(M) 15, 16 

4.  The FED: Formulation, Implementation & Assessment of Monetary Policy
How does the FED go about its business?  How well does it succeed?  These questions, which admit to no simple explanation and assessment, are the subject of inquiry in this section.  We first briefly address the structure of the Federal Reserve System (Mishkin ch 14).  Next, we turn to the policy making process.  Lombra and Torto’s paper still provides the single most useful analysis of the formulation of monetary policy.  It requires close study.  To better understand the implementation of policy, several papers and documents on recent FED policy should be read.  The analytical issues addressed in this section include the short run operating procedures employed by the FED that relate instruments of policy to intermediate targets and long run objectives, central bank policy under rules vs discretion, the question of central bank independence, and other issues.

(M): 14, 17, 18

Lombra and Torto, “Strategy of Monetary Policy.”

“Record of Policy Actions of the FOMC,” Federal Reserve Bulletin (various, available online at federalreserve.gov)

“Monetary Policy Report to Congress,” (most recent, available at federalreserve.gov).

Goodfriend, “Monetary Policy Comes of Age,” Econ. Quarterly, FRB Richmond (Winter 1997), 1-22.

Goodfriend, “The Phases of U.S. Monetary Policy: 1987-2001,” Econ. Quarterly, FRB Richmond, Fall 2002, 1-19.

Judd & Rudebusch, “Describing Fed Behavior,” Economic Letter, FRB San Francisco (December 1998)

Blinder, “What Central Bankers Can Learn From Academics and Vice Verse,” JEP (Spring 1997), 3-19.

Alesina and Summers, “Central Bank Independence and Macroeconomic Performance,” JMCB (1993), 151-62.

5.  International Monetary Relations and Policy
This section overviews exchange rates and international monetary relations.  Because we can at best only give a glancing blow to topics in this area, you will probably want to take Economics 317 to receive a more systematic and thorough treatment of international finance.

(M):  19-21

Humphrey, “A Monetarist Model of Inflation and BOP, Essays on Inflation, 100-109.

Klein, “European Monetary Union.”  New England Econ. Review, FRB Boston (Mar/April 1998), 603-12.

Yeager, “How to Avoid International Crises,” Cato J. (Winter 1998), 257-66.

6.  Money Demand
Money demand is central to monetary economics.  We will examine Keynes’ liquidity preference theory and its revision using portfolio theory by Tobin, the cash-balance approach (M=kPy), Friedman’s model (nicely developed in Mishkin), and some recent empirical work.  Time permitting we may also look into money demand instability, a matter of interest to Keynes and the subject of recent controversy having important implications for monetary policy matter that relate back to Menger’s problem and to issues in bank regulation.

(M): 22

*Laidler, The Demand for Money (1993), Chs. 5, 6 (pp. 62-66), 7 (pp. 77-85).

7.  Money and the Economy
This section deals with the mechanisms that analyze the affect on the economy of monetary impulses.  The analysis builds on previous material, including FED behavior, the term structure of interest rates, portfolio behavior, the money multiplier, and standard macro consumption and investment theory to examine how monetary impulses affect real economic activity and nominal values.

(M): review 23-25; 26

*Taylor, “The Monetary Transmission Mechanism,” J. Econ. Perspectives (Fall 1995), 11-26.

Cagan, “Monetarism,” New Palgrave (1987).

*Laidler, “The Legacy of the Monetarist Debate, “ Review, FRB St. Louis (Mar 1990), 36-48.Goldfeld, “The Demand for Money: Empirical Studies,” New Palgrave (1987).

8.  Rational Expectations and Policy Issues
This section examines the new classical macroeconomics (“rational expectations”) approach to modeling and policy.  What is “rational expectations” and is it really concerned only with the “policy ineffectiveness” proposition?  A key point (discussed in the text and elsewhere) that transcends the the rational expectations hypothesis is the “Lucas critique.”  We also will take a look at Selgin’s paper on the “productivity norm.”

(M): 28

Lucas, “Rules, Discretion and the Role of the Economic Advisor,” Studies in Business-Cycle Theory (1983), 248-261.

Selgin, “Monetary Equilibrium and the Productivity Norm,” Cato J. (Spring 1990), 265-288.
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Research Paper & Oral Reports
The research component of your course grade may be satisfied in either of two ways: the submission of a short research paper or an oral presentation.  The requirements for each option are provided below.  Students are strongly advised to familiarize themselves with the rules and conventions regarding intellectual honesty as specified in the Student Handbook.  These rules will be vigorously enforced.

Research Paper
A 10-12 page research paper is due no later than 3pm on 11 Dec.  The paper may deal with a topic, policy question, or theoretical issue germane to the subject matter of Economics 310.  Each student must discuss his plans with me or at the very least to follow the “timetable” indicated below.  The paper should reflect a serious attempt to grapple with ideas at a level appropriate for Economics 310 and demonstrate the student’s ability to carry out independent research on a carefully selected topic that results in a well-written and thoughtful paper.  Although newspaper and magazine articles may have a limited role to play in this process, such sources in general are not acceptable.  I encourage all students to discuss their plans for the paper with me as early in the semester as possible.

Timetable*

14 Nov

Deadline for submitting (in class) typed Proposal.  The proposal must include the following: the title of the  paper, a paragraph describing the paper’s topic and approach, an outline of the paper, and a preliminary bibliography of sources consulted (full citations required).  Students are encouraged to submit their proposals any time before the 14 Nov deadline.  Electronic submissions are accepted; however, the sender bears full responsibility for receipt of documents.

15 Nov

Proposals with my comments and suggestions will be available to students at  noon one day following their submission.

5 Dec

Last day to submit draft of paper for instructor’s review and comment; drafts will be returned to students by 3pm on 7 Dec.

11 Dec 3pm


Deadline for submission draft at 3 pm

*Proposals and papers submitted after their deadlines will be discounted by 10 points per 24 hours late.

Oral Reports
The research component of Economics 310 may also be satisfied by pairs of students presenting oral reports on the following topics (or others to be determined):

“The Savings and Loan Crisis” (end Oct)

“Rules vs. Discretion in Monetary Policy” (mid March)

“The European Monetary Union: History and Formation” (end Nov)

“The European Monetary Union: Operation and Prdspects” (end Nov)

“Financial Crises: The Case of Brazil” ((end Nov)

“Financial Crises: The Case of SE Asia” (end Nov)

Oral reports are presented in class and should be limited to 15-20 minutes.  Students are required to consult with me in at least one week prior to presenting their reports.  Each student-pair is required to prepare and distribute to the class the following: a detailed outline of the report, a one-page summary of the report’s main points, and a bibliography of sources consulted (with complete citations).  One week following their presentations, students will submit to me a short paper (about 10-12 pages) summarizing the report’s central finding

