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There has never been a more exciting time to teach money and banking. The recent 
worldwide financial crisis and its aftermath cast a spotlight on the importance of 
banks, financial markets, and monetary policy to the health of our economy. Rick 
Mishkin experienced this firsthand when he served as a governor of the Federal Reserve 
System from 2006 to 2008, and in this book , we emphasize the rich tapestry of recent 
economic events to enliven the study of money, banking, and financial markets. 

NEW TO THIS EDITION 
Although this text has undergone a major revision , it retains the basic hallmarks 
that have made it the best-selling textbook on money and banking over the 
past 11 editions in the United States and the past 6 editions in Canada. As with past 
editions, this edition uses basic economic principles to explain financial markets, 
financial institutions, and monetary policy with rigor and clarity. With each 
edition , we update content and features based on market feedback from economics 
professors and students using the book as well as the latest world financial episodes. 
For the past several editions, the digital assets for this book, which are available on 
Myl ab Economics, have evolved and expanded . 

New Content 
New developments in the money and banking field have prompted us to add the 
following new sections, boxes, and applications that keep the text current: 

• A new section on money, banking, and financial markets and your career (Chapter 1) 
to show students how the study of money, banking, and financial markets can help 
advance their career, even if they do not end up working on Bay Street or in a bank. 

• A new Global box on negative interest rates in Japan, the United States, and Europe 
(Chapter 4) illustrates that, although it is normal for interest rates to be positive, 
recently we have seen negative interest rates in a number of countries. 

• A new application on how low inflation and secular stagnation can explain low 
interest rates in Europe, Japan, and the United States (Chapter 5) shows how the 
supply and demand model explains current interest rate movements. 

• A new section on where regulation might head in the future (Chapter 11) discusses 
current debates on financial regulation. 

• A new section on negative interest rates on banks' deposits at the central bank 
(Chapter 16) describes this new, nonconventional monetary policy tool and how 
effective it might be. 

• A new section on interest on reserves paid by the European Central Bank 
(Chapter 16) describes this important policy tool of the ECB. 

• A revised discussion of the theory of purchasing power parity and why it does 
not fully explain exchange rates in the short run (Chapter 18) provides a clearer 
presentation than in the previous edition . 

• A new application on Burgernomics, Big Macs, and Purchasing Power Parity 
(Chapter 18) is a fun way of showing students how purchasing power parity works 
in practice. 

xxix 
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• A new application on Brexit and the British pound (Chapter 18) discusses the 
controversial exit of Britain from the euro and why it had such a big impact on the 
value of the British currency. 

• A revised section on the balance of payments (Chapter 19) provides a clearer 
discussion of the key items in the balance of payments that students hear about in 
the media. 

• A revised global box on whether we should worry about the large U.S. current 
account deficit (Chapter 19) helps students interpret claims made about the cur­
rent account in both the media and by politicians. 

• Figures and tables have been updated with data through 201 7, and a number of 
end-of-chapter problems in each chapter are updated or new. 

SOLVING TEACHING AND LEARNING CHALLENGES 
It's important for students to understand the models, key terms, and equations in 
any economics textbook. However, students can get bogged down in this detail 
and miss the bigger picture. The content, structure, and features of this book were 
designed based on market feedback and many years of teaching experience to build 
students' skill in applying these elements- models, terms, and equations- to real­
world events. Students also learn to apply what they learn to decisions that are 
directly relevant to their lives, such as what might happen to interest rates on car 
loans or mortgages, and why events might affect the unemployment rate, which can 
have a major impact on how easy it is for them to get a job. 

Hallmark Learning Features 
Here is an overview of the hallmark features of the book that solve teaching 
problems and facilitate student learning. 

• A unifying, analytic framework uses a few basic economic principles that enable 
students to develop a disciplined , logical way of analyzing the structure of financial 
markets and understanding foreign exchange changes, financial institution man­
agement, and the role of monetary policy in the economy. 

• A careful, step-by-step development of economic models (the approach used in 
the best principles of economics textbooks) makes it easier for students to learn. 

• Graphs and figures with detailed captions help students clearly understand the 
interrelationships among the plotted variables and the principles of analysis. On 
Mylab Economics, many of the text's figures are available as mini-lectures that 
build up each graph step by step and explain the intuition necessary to fully under­
stand the theory behind the graph . The mini-lectures are an invaluable study tool 
for students who typically learn better when they see and hear economic analysis 
rather than read it. 

• The use of Global boxes provides a complete integration of an international per­
spective throughout the text. These present interesting material with an interna­
tional focus. 

• Applications, numbering more than 50, demonstrate how the analysis presented 
can be used to explain many important real-world situations. 

• FYI boxes highlight dramatic historical episodes, interesting ideas, and intriguing 
facts related to the content of the chapter. 
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• Following the Financial News boxes introduce students to relevant news articles 
and data that are reported daily in the press, and teach students how to interpret 
these data. 

• End-of-chapter questions and applied problems, numbering more than 600, 
help students learn the subject matter by applying economic concepts. 

• Data analysis problems ask students to apply actual data from the CANSIM 
database or the St. Louis Federal Reserve Bank's FRED database to specific problems 
so that they can understand what is happening. 

• Dynamic Study Modules , available in Mylab Economics, work by continuously 
assessing a student's performance and activity, then using data and analytics to pro­
vide personalized content in real-time to reinforce concepts that target the student's 
particular strengths and weaknesses. The Dynamic Study Modules for this edition 
were created specifically to match the content of the text, enabling a seamless 
transition from reading it to applying the concepts with immediate, personalized 
feedback. 

• Mini-Cases on Myl ab Economics present unique economics scenarios and 
questions that provide real-life context for key chapter concepts. 

FLEXIBILITY AND MODULARITY 
In using previous editions, adopters, reviewers, and survey respondents have 
continually praised this text's flexibility and modularity-that is , the option to pick 
and choose which chapters to cover and in what order to cover them. Flexibility 
and modularity are especially important in the money and banking course because 
there are as many ways to teach this course as there are instructors. To satisfy the 
diverse needs of instructors, the text achieves flexibility as follows: 

• Core chapters provide the basic analysis used throughout the book, and other 
chapters or sections of chapters can be used or omitted according to instructor 
preferences. For example, Chapter 2 introduces the financial system and basic con­
cepts such as transaction costs, adverse selection, and moral hazard. After covering 
Chapter 2, the instructor may decide to give more detailed coverage of financial 
structure by assigning Chapter 8 or may choose to skip Chapter 8 and take any of a 
number of different paths through the book. 

• The text allows instructors to cover the most important issues in monetary theory 
even if they do not wish to present a detailed development of the IS, MP, and AD 
curves (provided in Chapters 21 and 22). Instructors who want to teach a more 
complete treatment of monetary theory can make use of these chapters. 

• Part 7 on monetary theory can easily be taught before Part 5 of the text if the instructor 
wishes to give students a deeper understanding of the rationale behind monetary policy 

• Chapter 26 on the transmission mechanisms of monetary policy can be taught at 
many different points in the course- either with Part 5, when monetary policy 
is discussed, or with Chapter 21 or Chapter 23, when the concept of aggregate 
demand is developed. Transmission mechanisms of monetary policy can also be 
taught as a special topic at the end of the course. 

• The international approach of the text, accomplished through marked interna­
tional sections within chapters as well as separate chapters on the foreign exchange 
market and the international monetary system, is comprehensive yet flexible. 
Although many instructors will teach all the international material, others will not. 
Instructors who wish to put less emphasis on international topics can easily skip 
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Chapter 18 on the foreign exchange market and Chapter 19 on the international 
financial system and monetary policy. The international sections within chapters 
are self-contained and can be omitted with little loss of continuity. 

To illustrate how this book can be used for courses with varying emphases, several course 
outlines are suggested for a one-semester teaching schedule. More detailed information 
about how the text can be used flexibly in your course is available in the Instructor's Manual. 

• General Money and Banking Course: Chapters 1- 5, 9- 14, 16, 17, 23- 24, with a 
choice of 5 of the remaining 12 chapters 

• General Money and Banking Course with an International Emphasis: Chapters 1-5, 
9- 14, 16- 19, 23- 24, with a choice of 3 of the remaining 10 chapters 

• Financial Markets and Institutions Course: Chapters 1- 13, with a choice of 8 of the 
remaining 13 chapters 

• Monetary Theory and Policy Course: Chapters 1- 5, 14- 1 7, 20- 25, with a choice of 4 
of the remaining 11 chapters 

Mylab Economics Appendices 
The Seventh Canadian Edition of The Economics of Money, Banking, and Financial 
Markets includes 20 appendices available on Myl ab Economics that cover additional 
topics and more technical material that instructors might want to include in their 
courses. 

Instructors can either use the following appendices in class to supplement the 
material in the textbook or recommend them to students who want to expand their 
knowledge of the money and banking field. Please find them at www.pearson.com/ 
mylab. 

My Lab Economics Appendix 4 .1 
Myl ab Economics Appendix 5.1 
Myl ab Economics Appendix 5.2 

Mylab Economics Appendix 5.3 
M yl ab Economics Appendix 9 .1 
Myl ab Economics Appendix 9.2 
Myl ab Economics Appendix 12.1 
Myl ab Economics Appendix 12.2 
My Lab Economics Appendix 15 .1 

Myl ab Economics Appendix 15.2 
Mylab Economics Appendix 15.3 

M ylab Economics Appendix 1 7 .1 
Mylab Economics Appendix 17.2 
Mylab Economics Appendix 20. 1 

Mylab Economics Appendix 20.2 

Measuring Interest-Rate Risk: Duration 
Models of Asset Pricing 
Applying the Asset Market Approach to a 
Commodity Market: The Case of Gold 
Loanable Funds Framework 
The 1980s Canadian Banking Crisis 
Banking Crises Throughout the World 
Duration Gap Analysis 
Measuring Bank Performance 
The Bank of Canada's Balance Sheet and the 
Monetary Base 
The M2+ Money Multiplier 
The Great Depression Bank Panics, 1930- 1933, 
and the Money Supply 
Monetary Targeting 
A Brief History of Bank of Canada Policymaking 
The Baumol-Tobin and the Tobin Mean-Variance 
Models of the Demand for Money 
Empirical Evidence on the Demand for Money 
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Myl ab Economics Appendix 23.1 The Effects of Macroeconomic Shocks on Asset 
Prices 

Mylab Economics Appendix 23 .2 Aggregate Demand and Supply: A Numerical 
Example 

Myl ab Economics Appendix 23.3 The Algebra of the Aggregate Demand and 
Su pply Model 

Myl ab Economics Appendix 23.4 The Taylor Principle and Inflation Stability 
Myl ab Economics Appendix 26.1 Evaluating Empirical Evidence: The Debate Over 

the Importance of Money in Economic Fluctuations 
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Introduction 

CHAPTER 1 Why Study Money, Banking, and Financial Markets? 

CHAPTER 2 An Overview of the Financial System 

CHAPTER 3 What Is Money? 

Crisis and Response: Global Financial Crisis 
and Its Aftermath 

In August 2007, financial markets began to seize up, and over the 
next two years the world economy experienced a global financial 
crisis that was the most severe since the Great Depression years 
of the 1930s. The financial crisis started in the United States and was 
the result of a credit-driven, asset-price bubble in the U.S. housing 
market. When that bubble burst, housing prices in the United States 
plummeted, the stock market crashed, unemployment skyrocketed, 
and both businesses and households found they couldn't get credit. 
Not only did the central bank of the United States, the Federal 
Reserve, respond by sharply lowering interest rates and intervening 
in credit markets to provide them with massive amounts of liquidity 
but also governments around the world worked on full-scale banking 
bailouts and rescue packages adding up to trillions of dollars. 
However, even with these aggressive actions aimed at stabilizing the 
financial system and boosting the economy, 10 years after the crisis 
economies throughout the world are still experiencing problems, 
and the finances of many governments are in tatters. 

The global financial crisis and its aftermath demonstrate the 
importance of banks and financial systems to economic well-being as 
well as the major role of money in the economy. Part I of this book 
provides an introduction to the study of money, banking, and financial 
markets. Chapter 1 outlines a road map of the book and discusses 
why it is so worthwhile to study money, banking, and financial 
markets. Chapter 2 provides a general overview of the financial system. 
Chapter 3 then explains what money is and how it is measured. 



Learning Objectives 
1.1 Recognize the 

importance of 
financial markets in 
the economy. 

1.2 Describe how 
financial intermedi-
ation and financial 
innovation affect 
banking and the 
economy. 

1.3 Identify the basic 
links among man-
etary policy, the 
business cycle, and 
economic variables. 

1.4 Explain the impor-
tance of exchange 
rates in a global 
economy. 

1.5 Explain how the 
study of money, 
banking, and 
financial markets 
may advance your 
career. 

1.6 Describe how the 
text approaches the 
teaching of money, 
banking, and finan-
cial markets. 

2 

Preview 

You have just heard on the evening news that the Bank of Canada is raising the 
overnight interest rate by one-half of a percentage point. What effect might 
this have on the interest rate of an automobile loan when you finance your 

purchase of a sleek new sports car7 Does it mean that a house will be more or less 
affordable in the future? Will it make it easier or harder for you to get a job next year? 

This book provides answers to these and other questions by examining how finan­
cial markets (such as those for bonds, stocks, and foreign exchange) and financial insti­
tutions (banks, insurance companies, mutual funds, and other institutions) work and 
by exploring the role of money in the economy. Financial markets and institutions 
affect not only your everyday life but also the flow of trillions of dollars of funds 
throughout our economy, which in turn affects business profits, the production of 
goods and services, and even the economic well-being of countries other than Canada. 
What happens to financial markets, financial institutions, and money is of great con­
cern to politicians and can have a major impact on elections. The study of money, 
banking, and financial markets will reward you with an understanding of many excit­
ing issues. In this chapter, we provide a road map of this book by outlining these issues 
and exploring why they are worth studying. 

WHY STUDY FINANCIAL MARKETS? 
Part 2 of this book focuses on financial markets-markets in which funds are 
transferred from people who have an excess of available funds to people who have 
a shortage. Financial markets , such as bond and stock markets, are crucial to pro­
moting greater economic efficiency by channelling funds from people who do not 
have a productive use for them to those who do. Indeed , well-functioning financial 
markets are a key factor in producing high economic growth , and poorly perform­
ing financial markets are one reason that many countries in the world remain des­
perately poor. Activities in financial markets also have a direct effect on personal 
wealth , the behaviour of businesses and consumers, and the cyclical performance of 
the economy. 
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Debt Markets and Interest Rates 
A security (also called a financial instrument) is a claim on the issuer's fu ture income or 
assets (any financial claim or piece of property that is subject to ownership) . A bond is 
a debt security that promises to make periodic payments for a specified period of time.1 

Debt markets, also often generically referred to as bond markets, are especially impor­
tant to economic activity because they enable corporations and governments to borrow 
money to finance their activities and because it is where interest rates are determined. 
An interest rate is the cost of borrowing, or the price paid for the rental of funds (usu­
ally expressed as a percentage of the rental of $100 per year). Many types of interest 
rates are found in the economy- mortgage interest rates , car loan rates, and interest 
rates on many different types of bonds. 

Interest rates are important on a number of levels. On a personal level, high inter­
est rates might deter you from buying a house or a car because the cost of financing 
would be high. Conversely, high interest rates might encourage you to save because 
you can earn more interest income by putting aside some of your earnings as savings. 
On a more general level, interest rates have an impact on the overall health of the 
economy because they affect not only consumers' willingness to spend or save but also 
businesses' investment decisions. High interest rates , for example, might cause a corpo­
ration to postpone building a new plant that would provide more jobs. 

Because changes in interest rates affect individuals, financial institutions, busi­
nesses, and the overall economy, it is important to explain substantial fluctuations in 
interest rates over the past 40 years. For example, the interest rate on three-month 
Treasury bills peaked at over 20% in August 1981. This interest rate then fell to less 
than 3% in 1997, rose to near 5% in the late 1990s, fell to a low of 2% in the early 
2000s, rose to above 4% by 2007, fell to near zero in 2009, and then began rising again 
to close to 1 %. 

Because different interest rates have a tendency to move in unison, economists 
frequently lump interest rates together and refer to "the" interest rate. As Figure 1-1 shows, 
however, interest rates on several types of bonds can differ substantially. The interest 
rate on three-month Treasury bills, for example, fluctuates more than the other 
interest rates and is lower on average. The interest rate on long-term corporate bonds is 
higher on average than the other interest rates, and the spread between it and the other 
rates fluctuates over time. 

In Chapter 2, we study the role of bond markets in the economy, and in Chapters 4 
through 6, we examine what an interest rate is, how the common movements in inter­
est rates come about, and why the interest rates on different bonds vary. 

The Stock Market 
A common stock (typically called simply a stock) represents a share of ownership 
in a corporation. It is a security that is a claim on the earnings and assets of the cor­
poration . Issuing stock and selling it to the public is a way for corporations to raise 
funds to finance their activities. The stock market, in which claims on the earnings of 

1The definition of bond used throughout this book is the broad one commonly used in academic settings, which 
covers both short- and long-term debt instruments. However, some practitioners in financial markets use the word 
bond to describe only specific long-term debt instruments such as corporate bonds or Government of Canada bonds. 
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FIGURE 1-1 Interest Rates on Selected Bonds, 1977-201 7 
Although different interest rates have a tendency to move in unison, they often differ sub­
stantially, and the spreads between them fluctuate. 
Source: Data from Stat istics Canada CANSIM series Vl 22531, Vl 22544, and Vl 22518, the latter extended 

with the 30 year A-rated corporate bond interest rate (C28730Y) from Bloomberg 

corporations (shares of stock) are traded , is the most widely followed financial market 
in almost every country that has one; that's why it's often called simply "the market." A 
big swing in the prices of shares in the stock market is always a major story on the eve­
ning news. People often speculate on where the market is heading and get very excited 
when they can brag about their latest "big killing," but they can become depressed when 
they suffer a big loss. The attention the market receives can probably be best explained 
by one simple fact: it is a place where people can get rich- or poor- very quickly. 

As Figure 1-2 indicates, stock prices are extremely volatile. After rising steadily 
during the 1980s, the market experienced the worst one-day drop in its entire history 
on October 19, 1987- "Black Monday"- with the S&:PfTSX Composite Index falling 
by 11 %. From then until 2000, the stock market experienced one of the greatest rises 
(often referred to as a "bull market") in its history, with the S&:PfTSX climbing to a peak 
of over 11 OOO. With the collapse of the high-tech bubble in 2000, the stock market fell 
sharply, dropping by over 40% by late 2002. It then rose to an all-time high above the 
14 OOO level in early 2008, only to fall by over 50% of its value to a low of close to 8000 
in early 2009. Another bull market then began, with the S&:PfTSX reaching new highs 
of close to 16 OOO by 2017. These considerable fluctuations in stock prices affect the 
size of people's wealth and , as a result, their willingness to spend. 

The stock market is also an important factor in business investment decisions, 
because the price of shares affects the amount of funds that can be raised by selling 
newly issued stock to finance investment spending. A higher price for a firm's shares 
means that the firm can raise a larger amount of funds, which it can then use to buy 
production facilities and equipment. 

In Chapter 2, we examine the role that the stock market plays in the financial sys­
tem, and in Chapter 7, we return to the issue of how stock prices behave and respond 
to information in the marketplace. 
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1956-2017 
Stock prices are extremely volatile. 
Source: Data from Statist ics Canada CANSI M series Vl 22620 
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Part 3 of this book focuses on financial institutions and the business of banking. Banks 
and other financial institutions are what make financial markets work. Without them, 
financial markets would not be able to move funds from people who save to people 
who have productive investment opportunities. Thus financial institutions play a cru­
cial role in the economy. 

Structure of the Financial System 
The financial system is complex, comprising many different types of private-sector 
financial institutions, including banks, insurance companies, mutual funds, finance 
companies, and investment banks, all of which are heavily regulated by the government. 
If an individual wanted to make a loan to Bombardier or Blackberry, for example, he 
or she would not go directly to the president of the company and offer a loan . Instead, 
he or she would lend to such a company indirectly through financial intermediaries, 
which are institutions that borrow funds from people who have saved and in turn make 
loans to people who need funds. 

Why are financial intermediaries so crucial to well-functioning financial markets' 
Why do they extend credit to one party but not to another? Why do they usually write 
complicated legal documents when they extend loans? Why are they the most heavily 
regulated businesses in the economy' 

We answer these questions in Chapter 8 by developing a coherent framework for 
analyzing financial structure in Canada and in the rest of the world . 
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Banks and Other Financial Institutions 
Banks are financial institutions that accept deposits and make loans. The term banks 
includes firms such as chartered banks, trust and loan companies, and credit unions 
and caisses populaires . Banks are the financial intermediaries that the average person 
interacts with most frequently. A person who needs a loan to buy a house or a car usu­
ally obtains it from a local bank. Most Canadians keep a large portion of their financial 
wealth in banks in the form of chequing accounts, savings accounts, or other types of 
bank deposits. Because banks are the largest financial intermediaries in our economy, 
they deserve the most careful study. However, banks are not the only important finan­
cial institutions. Indeed, in recent years, other financial institutions, such as insurance 
companies, finance companies, pension funds, mutual funds, and investment banks, 
have been growing at the expense of banks, so we need to study them as well. 

In Chapter 9, we extend the economic analysis in Chapter 8 to understand why 
financial regulation takes the form it does and what can go wrong in the regulatory 
process. In Chapter 10, we look at the banking industry and examine how the com­
petitive environment has changed this industry. We also learn why some financial 
institutions have been growing at the expense of others. In Chapter 12, we examine 
how banks and other financial institutions manage their assets and liabilities to make 
profits. Because the economic environment for banks and other financial institutions 
has become increasingly risky, these institutions must find ways to manage risk. How 
financial institutions manage risk with financial derivatives is the topic of Chapter 13. 

Financial Innovation 
In Chapter 10, we also study financial innovation, the development of new financial 
products and services. We will see why and how financial innovation takes place, with 
particular emphasis on how the dramatic improvements in information technology 
have led to new financial products and the ability to deliver financial services electroni­
cally through what has become known as e-finance. We also study financial innova­
tion because it shows us how creative thinking on the part of financial institutions can 
lead to higher profits but can also sometimes result in financial disasters. By studying 
how financial institutions have been creative in the past, we obtain a better grasp of 
how they may be creative in the future. This knowledge provides us with useful clues 
about how the financial system may change over time. 

Financial Crises 
At times, the financial system seizes up and produces financial crises, which are major 
disruptions in financial markets that are characterized by sharp declines in asset prices 
and the failures of many financial and nonfinancial firms. Financial crises have been a 
feature of capitalist economies for hundreds of years and are typically followed by severe 
business cycle downturns. Starting in August 2007, the United States economy was hit 
by the worst financial crisis since the Great Depression. Defaults in subprime residen­
tial mortgages led to major losses in financial institutions, producing not only numerous 
bank failures but also the demise of Bear Stearns and Lehman Brothers, two of the largest 
investment banks in the United States. The crisis produced the worst economic downturn 
since the Great Depression , and as a result it is now referred to as the "Great Recession." 

We discuss why these crises occur and why they do so much damage to the econ­
omy in Chapter 11. 
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WHY STUDY MONEY AND MONETARY POLICY? 
Money, also referred to as the money supply , is defined as anything that is generally 
accepted as payment for goods or services or in the repayment of debts. Money is linked 
to changes in economic variables that affect all of us and are important to the health of 
the economy. The final two parts of this book examine the role of money in the economy. 

Money and Business Cycles 
During 1981- 1982, the total production of goods and services (called aggregate 
output) in the Canadian economy fell, and the u nemployment rate (the percentage 
of the available labour force unemployed) rose to close to 12%. After 1982, the econ­
omy began to expand rapidly, and by 1989, the unemploymen t rate had declined to 
7.5%. In 1990, the eight-year expansion came to an end, with the unemployment 
rate rising to above 11 %. The economy bottomed out in 1991, and the subsequent 
recovery was the longest in Canadian history, with the unemployment rate falling 
to around 6% in 2008 before rising to over 8% in early 2009 in the aftermath of the 
global financial crisis. By 2017, the unemployment rate had fallen to close to 6%. 

Why did the economy undergo such pronounced fluctuations? Evidence suggests 
that money plays an important role in generating business cycles, the upward and 
downward movement of aggregate output produced in the economy. Business cycles 
affect all of us in immediate and important ways. When output is rising, for example, 
it is easier to find a good job; when output is falling, finding a good job might be dif­
ficult. Figure 1-3 shows the movements of the rate of growth of the money supply over 
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FIGURE 1-3 Money Growth (M2++ [gross] Annual Rate) and the Business 
Cycle in Canada, 1968-2017 
Although money growth has declined before almost every recession , not 
every decline in the rate of money growth is followed by a recession. 
Shaded areas represent recessions. 
Source: Data from Stat istics Canada CANSI M series V4 l 552801 
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the 1968-2017 period, with the shaded areas representing recessions , or periods of 
declining aggregate output. We see that the rate of money growth declined before most 
recessions, indicating that changes in money growth might be a driving force behind 
business cycle fluctuations. However, declines in the rate of money growth are often 
not followed by a recession. 

We explore how money and monetary policy might affect aggregate output in 
Chapters 20 through 26 (Part 7) of this book, where we study monetary theory, the 
theory that relates the quantity of money and monetary policy to changes in aggregate 
economic activity and inflation . 

Money and Inflation 
The movie you paid $10 to see last week would have set you back only a dollar or two 
30 years ago. In fact, for $10, you probably could have had dinner, seen the movie, 
and bought yourself a big bucket of hot buttered popcorn. As shown in Figure 1-4, 
which illustrates the movement of average prices in the Canadian economy from 1968 
to 201 7, the prices of most items are quite a bit higher now than they were then. The 
average price of goods and services in an economy is called the aggregate price level 
or, more simply, the price level. (A more precise definition is found in the appendix 
to this chapter.) From 1968 to 2017, the price level has increased more than sixfold. 
Inflation, a continual increase in the price level, affects individuals, businesses, and 
the government. It is generally regarded as an important problem to be solved and is 
often at the top of political and policy-making agendas. To solve the in flation problem, 
we need to know something about its causes. 

What explains inflation? One clue to answering this question is found in Figure 1-4, 
which plots the money supply versus the price level. As we can see, the price level and the 
money supply generally rise together. These data seem to indicate that a continuing increase 
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FIGURE 1-4 Aggregate Price Level and the Money Supply in Canada, 1970-2017 
From 1970 to 2017, the price level increased more than sixfold. 
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FIGURE 1-5 Average Inflation Rate Versus Average Rate of Money Growth for Selected 
Countries, 2006-2016 
A positive association can be seen between the 10-year averages of inflation and the 
growth rate of the money supply: the countries with the highest inflation rates are also the 
ones with the highest money growth rates. 
Source: Federal Reserve Bank of St. Louis, FRED database: https://fred .stlouisfed.org/ 
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in the money supply might be an important factor in causing the continuing increase in the 
price level that we call inflation. 

Further evidence that inflation may be tied to continuing increases in the money 
supply is found in Figure 1-5, which plots the average inflation rate (the rate of 
change of the price level, usually measured as a percentage change per year) for a 
number of countries over the 10-year period 2006-2016 against the average rate of 
money growth over the same period. As you can see, a positive association exists 
between inflation and the growth rate of the money supply: the countries with the 
highest inflation rates are also the ones with the highest money growth rates. Russia 
and Turkey, for example, experienced high inflation during this period, and their 
rates of money growth were high. By contrast, Japan and the eurozone experienced 
low inflation rates over the same period, and their rates of money growth were low. 
Such evidence led Milton Friedman , a Nobel laureate in economics, to make the 
famous statement, "Inflation is always and everywhere a monetary phenomenon ."2 

We look at the quantity of money and monetary policy's role in creating inflation in 
Chapters 20 and 24. 

2Milton Friedman, Dollars and Deficits (Upper Saddle River, N]: Prentice Hall , 1968), p. 39. 




