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Flows of Funds Thru Financial System (Mishkin fig. 2-1)

Loans

Purchases of stock/bond initial public offerings



Financial Crisis (“Bank Crisis”)

A major disruption in financial markets 
characterized by

− A sharp decline in asset prices

− Failures of many financial & nonfinancial 
firms



Financial Crises Throughout World Since 1970

Source: Gerard Caprio and Daniela Klingebiel, “Episodes of Systemic and Borderline Financial Crises” mimeo., World Bank, 
October 1999.

Greenland

Papua New Guinea

Oman

(Mishkin Figure 11-2)



The Cost of Rescuing Banks in 
Several Countries (Mishkin Table 11-2)



Key Puzzle About Many Key Puzzle About Many 
Observed Financial CrisesObserved Financial Crises

How can a country shift so dramatically from a 
path of reasonable growth before a financial 
crisis to a sharp decline in economic activity 
after a crisis occurs?

Possible Explanation: Role of positive feedback 
(reinforcement) in which an initial shock (trigger 
event) leads to subsequent events that amplify
the original shock.
Example: Deflation reduces borrowing for new

spending, which further deflates prices.



What Caused 1929What Caused 1929--1939 U.S. Great Depression ?1939 U.S. Great Depression ?
Three Different Theories Proposed:

Breakdown in financial system was simply a response 
to (not a cause of) an initial decline in aggregate 
output. (not consistent with the empirical evidence)
U.S. Great Depression caused by a rapid decline in 
money supply -- inappropriate monetary policy.  
(“Monetarists,” e.g., Milton Friedman)

General disruption occurred in financial markets that 
adversely affected aggregate output and prolonged 
the depression. (Frederic Mishkin’s view)

What caused the current “Great Recession”?



Bond Ratings by Moody’s, 
Standard & Poor’s, and Fitch 

(Mishkin, Table 6-1)

Junk
(Below BBB)
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“In the long run we are all dead. 
Economists set themselves too easy, 
too useless a task if in tempestuous 
seasons they can only tell us that 
when the storm is long past the 
ocean is flat again”

J. M. Keynes Tract on Monetary Reform 1924







Estimated 
US Federal 
Government
receipts and 
expenditures 
for 2010

Source: Kelvin Case, en.wikipedia



U.S. Federal Budget By Category %: Fiscal Year 2010

Source: Kelvin Case, en.wikipedia, 8/1/2010










