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he last 25 years have been dramatic for the financial services industry. In

the 1990s and 2000s, boundaries between the traditional industry sectors,
' ' such as commercial banking and investment banking, broke down and com-

petition became increasingly global in nature. Many forces contributed to

this breakdown in interindustry and intercountry barriers, including financial

innovation, technology, taxation, and regulation. Then in 2008-2009, the
financial services industry experienced the worst financial crisis since the Great Depres-
sion. Even into the mid-2010s, the U.S. and world economies have not recovered from this
crisis. It is in this context that this book is written.

As the economic and competitive environments change, attention to profit and, more
than ever, risk become increasingly important. This book offers a unique analysis of the
risks faced by investors and savers interacting through both financial institutions and finan-
cial markets, as well as strategies that can be adopted for controlling and better managing
these risks. Special emphasis is also put on new areas of operations in financial markets
and institutions such as asset securitization, off-balance-sheet activities, and globalization
of financial services.

While maintaining a risk measurement and management framework, Financial Mar-
kets and Institutions provides a broad application of this important perspective. This book
recognizes that domestic and foreign financial markets are becoming increasingly inte-
grated and that financial intermediaries are evolving toward a single financial services
industry. The analytical rigor is mathematically accessible to all levels of students, under-
graduate and graduate, and is balanced by a comprehensive discussion of the unique envi-
ronment within which financial markets and institutions operate. Important practical tools
such as how to issue and trade financial securities and how to analyze financial statements
and loan applications will arm students with the skills necessary to understand and man-
age financial market and institution risks in this dynamic environment. While descriptive
concepts, so important to financial management (financial market securities, regulation,
industry trends, industry characteristics, etc.) are included in the book, ample analytical
techniques are also included as practical tools to help students understand the operation of
modern financial markets and institutions.

INTENDED AUDIENCE

Financial Markets and Institutions is aimed at the first course in financial markets and
institutions at both the undergraduate and M.B.A. levels. While topics covered in this book
are found in more advanced textbooks on financial markets and institutions, the explana-
tions and illustrations are aimed at those with little or no practical or academic experience
beyond the introductory level finance courses. In most chapters, the main relationships are
presented by figures, graphs, and simple examples. The more complicated details and tech-
nical problems related to in-chapter discussion are provided in appendixes to the chapters
(available through McGraw-Hill Connect Finance or your course instructor).

ORGANIZATION

Since our focus is on return and risk and the sources of that return and risk in domestic and
foreign financial markets and institutions, this book relates ways in which a modern finan-
cial manager, saver, and investor can expand return with a managed level of risk to achieve
the best, or most favorable, return—risk outcome.

Part 1 provides an introduction to the text and an overview of financial markets and
institutions. Chapter 1 defines and introduces the various domestic and foreign financial
markets and describes the special functions of FIs. This chapter also takes an analytical
look at how financial markets and institutions benefit today’s economy. In Chapter 2, we

vii
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Preface

provide an in-depth look at interest rates. We first look at factors that determine interest
rate levels, as well as their past, present, and expected future movements. We then review
the concept of time value of money. Chapter 3 then applies these interest rates to security
valuation. In Chapter 4, we describe the Federal Reserve System and how monetary pol-
icy implemented by the Federal Reserve affects interest rates and, ultimately, the overall
economy.

Part 2 of the text presents an overview of the various securities markets. We describe
each securities market, its participants, the securities traded in each, the trading process,
and how changes in interest rates, inflation, and foreign exchange rates impact a financial
manager’s decisions to hedge risk. These chapters cover the money markets (Chapter 5),
bond markets (Chapter 6), mortgage markets (Chapter 7), stock markets (Chapter 8), foreign
exchange markets (Chapter 9), and derivative securities markets (Chapter 10).

Part 3 of the text summarizes the operations of commercial banks. Chapter 11
describes the key characteristics and recent trends in the commercial banking sector.
Chapter 12 describes the financial statements of a typical commercial bank and the ratios
used to analyze those statements. This chapter also analyzes actual financial statements
for representative commercial banks. Chapter 13 provides a comprehensive look at the
regulations under which these financial institutions operate and, particularly, the effect of
recent changes in regulation.

Part 4 of the text provides an overview describing the key characteristics and
regulatory features of the other major sectors of the U.S. financial services industry.
We discuss other lending institutions (savings institutions, credit unions, and finance
companies) in Chapter 14, insurance companies in Chapter 15, securities firms and
investment banks in Chapter 16, investment companies in Chapter 17, and pension funds
in Chapter 18.

Part 5 concludes the text by examining the risks facing a modern FI and FI man-
agers and the various strategies for managing these risks. In Chapter 19, we preview
the risk measurement and management chapters in this section with an overview of the
risks facing a modern FI. We divide the chapters on risk measurement and management
along two lines: measuring and managing risks on the balance sheet, and managing risks
off the balance sheet. In Chapter 20, we begin the on-balance-sheet risk measurement
and management section by looking at credit risk on individual loans and bonds and
how these risks adversely impact an FI’s profits and value. The chapter also discusses
the lending process, including loans made to households and small, medium-size, and
large corporations. Chapter 21 covers liquidity risk in financial institutions. This chap-
ter includes a detailed analysis of the ways in which FIs can insulate themselves from
liquidity risk and the key role deposit insurance and other guarantee schemes play in
reducing liquidity risk.

In Chapter 22, we investigate the net interest margin as a source of profitability and
risk, with a focus on the effects of interest rate risk and the mismatching of asset and liabil-
ity maturities on FI risk exposure. At the core of FI risk insulation is the size and adequacy
of the owner’s capital stake, which is also a focus of this chapter.

The management of risk off the balance sheet is examined in Chapter 23. The chapter
highlights various new markets and instruments that have emerged to allow Fls to bet-
ter manage three important types of risk: interest rate risk, foreign exchange risk, and
credit risk. These markets and instruments and their strategic use by FIs include forwards,
futures, options, and swaps.

Finally, Chapter 24 explores ways of removing credit risk from the loan portfolio
through asset sales and securitization.
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Key changes to this edition include the following:

Tables and figures in all chapters have been revised to include the most recently
available data.

New boxes highlighting significant events occuring “After the Crisis” have been added
to chapters throughout the book.

Major changes proposed for the regulation of financial institutions have been included
and updated where appropriate.

How financial markets and institutions continue to recover from the financial crisis is
discussed throughout the book. Virtually every chapter includes new material detail-
ing how the financial crisis has affected risk management in financial institutions.
New end-of-chapter questions and problems have been added to all chapters.

Several chapters include a discussion of the European debt crisis and how it has
affected the risk and return for investors and financial institutions.

Chapter 1 includes a new section on shadow banks. The chapter also provides an
update on the implementation of the Wall Street Reform and Consumer Protection
Act, which was enacted as a result of the financial crisis.
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Chapter 7 provides an update of the status of Fannie Mae and Freddie Mac.

Chapter 8 includes coverage of the merger of NYSE Euronext and ICE.

Chapter 13 includes a discussion of Basel III capital adequacy rules. The major
changes are described in detail. Many in-chapter examples and end-of-chapter prob-
lems have been added to illustrate the many complex changes to capital adequacy
calculations.

Chapter 16 includes a discussion of the losses incurred by J. P. Morgan Chase from
derivatives trading by the “London Whale,” as well as various other scandals plaguing
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Chapter 17 has been retitled “Investment Companies” to capture the broader nature of
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WALKTHROUGH

Chapter Features

The following special features have been
integrated throughout the text to encourage
student interaction and to aid students in
absorbing and retaining the material.

OUTLINE

Interest Rate Fundamentals:
Chapter Overview

Loanable Funds Theory
Supply of Loanable Funds

CHAPTER-OPENING OUTLINES

These outlines offer students a snapshot view
of what they can expect to learn from each
chapter’s discussion.

LG 4-1 Understand the major functions of the Federal Reserve System.
W5 [dentify the structure of the Federal Reserve System.
(Bl [dentify the monetary policy tools used by the Federal Reserve.

We: S8 Appreciate how monetary policy changes affect key economic variables.

Wel- 28 Understand how central banks around the world adjusted their monetary
the recent financial crisis.

\J

Demand for Loanable Funds
Equilibrium Interest Rate

Factors That Cause the
Supply and Demand Curves
for Loanable Funds to Shift

Movement of Interest Rates

LEARNING GOALS

Learning goals (LGs) appear at the beginning of
each chapter to provide a quick introduction to
the key chapter material. These goals are also

Federal Open Market The Federal Open Market|
Committee (FOMC) body of the Federal Reserve
The major monetary policy- members of the Federal Res
making body of the Federal Bank of New York, and the

Reserve System. basis). The chairman of the k

is required to meet at least fi
larly scheduled meetings hay

The main responsibiliti
employment, economic groy
trade. The FOMC seeks to

open market operations operations. Open market of
Purchases and sales of US. eral agency securities—is th
government and federal targets (although the operati

integrated with the end-of-chapter questions
and problems, which allows instructors to easily
emphasize the learning goal(s) as they choose.

The Federal Reserve Board
regulation of (1) all bank holdin
subsidiaries), (2) state-chartered
(state-chartered member banks)
which U.S. banks conduct foreig

www.occ.treas.gov latory responsibilities with state
including overseeing both the o
States and the establishment, ex

Board approves member bank m
activities of bank holding comp
and administration of regulations
Truth in Lending Act, the Equal
and Consumer Protection Act

wwwidicgov ing subsidiaries, and representa

BOLD KEY TERMS AND A MARGINAL
GLOSSARY

The main terms and concepts are emphasized
throughout the chapter by bold key terms called
out in the text and defined in the margins.

PERTINENT WEB ADDRESSES

Website addresses are referenced in the
margins throughout each chapter, providing
additional resources to aid in the learning
process.

Xi



Pedagogical Features

backed by Fannie Mae, F "DO YOU UNDERSTAND"” BOXES
DO YOU UNDERSTAND: SN Rousti
program, o <« These boxes allow students to test themselves
L What the mah funclions of Federal The purchase activity beg; on the main concepts presented within each
Reserve Banks are? Thus, the Fed expanded its . h p p i )
2. What the min responsiiltes of the markets. major chapter section. Solutions are provided
Federal Reserve Board are? in Connect.
3. How the FOMC implements Gold and Foreign Excha
monetary policy? holds Treasury gold certif
4 What the main assets and liabilties gold. The Fed also holds s “IN THE NEWS"” BOXES
of the Federal Reserve are? denominated assets to assi These boxes demonstrate the app" cation of

chapter material to real current events.

IN-CHAPTER EXAMPLES

These examples provide numerical Banks Flock to
demonstrations of the analytical material Discount Window
described in many chapters.
ult, the federal funds rate reqularly fell well officials are expected to cut the federal funds rate
for the first time in four years. Markets widely
EXAMPLE 2-1 Calculations of Real Risk-Free Rates expect at least a quarter point cut to 5 percent,

though some analysts say a half point cut is pos-

The one-year Treasury bill rate in 2007 averaged 4.53 percent and inf]
sible. The smaller cut might have less effect on

by the consumer price index) for the year was 4.10 percent. If investors
same inflation rate as that actually realized (i.e., 4.10 percent), then accor financial markets because it would simply bring the
effect the real risk-free rate for 2007 was: new target down to where interest rates had been

4.53% — 4.10% = 0.43%

The one-year T-bill rate in 2012 was 0.17 percent, while the CPI ch
.53 percent, thal

. e ET— “AFTER THE CRISIS” BOXES
raders Manipuiate € ate . -
P y These boxes use articles pertaining to events

Several banks are being investigated by Canada’s pay to borrow from banks for different peri caused or affected by the 2008-2009 financial

Competition Bureau (CCB) after the discovery of a time. Thomson Reuters then discards the to crisis to elaborate on Chapter material.

plan designed to manipulate interest rates interna- bottom four rate quotes, and the eight remq

tionally. According to a court fiing in Ottawa, one of quotes are used to average the LIBOR. Acc

several banks currently under investigation stated to the court documents, a group of traders

Central banks guide the monetary policy in vi

INTERNATIONAL COVERAGE > @ pean Central Bank (ECB) is the central bank
An international icon appears in the margin to England is the central bank of the United Kif

i e wh i fera| o independent central banks whose decisions dd
easlly communicate wnere international materia In contrast, the People’s Bank of China, the R

is being introduced. of Brazil are less independent in that the gove
the operations of these central banks. Independ
the bank is free from pressure from politicia

Xii



End-of-Chapter Features

EXCEL PROBLEMS In 8 years 54,143 54,143 x 0.05 x 28 = $78,800
. In 10 55,231 55,231 x 0.05 x 30 = $82,847
Excel problems are featured in selected chapters 1o X 0.05x30=3%
and are denoted t?y an !Con' SpreadSheet S Using a Spreadsheet to Calculate Pension
templates are available in Connect. Benefit Payments: Your employer uses a final
™ pay formula to determine retirement payments to its
employees. You have 20 years of service at the company and
are considering retirement some time in the next 10 years.
Your employer uses a final pay formula by which you
receive an annual benefit payment of 4 percent of your aver-
age salary over the last three years of service times the num-
ber of years employed. Calculate the annual benefit if you
retire now, in 2 years, 5 years, 8 years, and 10 years using
the estimated annual salary during the last three years of
service listed below. (LG 18-2)
QUESTIONS
1. Who are the suppliers of loanable funds? (LG 2-1) END-OF-CHAPTER QUESTIONS AND
2. Who are the demanders of loanable funds? (LG 2-2) $ PROBLEMS
3. What factors cause the supply of funds curve to shift? (LG 2-4) The questions and problems in the end-of-
4. What factors cause the demand for funds curve to shift? chapter material appear in separate sections,
e 2= allowing instructors to choose whether they
5. What are six factors that determine the fair interest rate on a prefer students to engage in quantitative or

security? (LG 2-6) . i :
6. What should happen to a security’s fair interest rate as the quahtatlve anaIYSIS of the material, Selected

N TR ET TS — PN problems also appear in McGraw-Hill's Connect

7. Discuss and compare the three explanations for the shape of Finance online assessment prOdUCt'
the yield curve. (LG 2-7)

PROBLEMS

1. A particular security’s equilibrium rate of return is 8 percent.
For all securities, the inflation risk premium is 1.75 per-
cent and the real risk-free rate is 3.5 percent. The security’s
liquidity risk premium is 0.25 percent and maturity risk pre-
mium is 0.85 percent. The security has no special covenants.

Search the Site

SEARCH THE SITE

Featured among the end-of-chapter material in
most chapters, these Internet exercises weave
the web, real data, and practical applications with
concepts found in the book.

Go to the United States Treasury website and find the latest information available on the size of the U
Go to the US. Treasury's Treasury Direct website at www.treasurydirect.gov. Click on "Debt to ti
June 7, 2013, the size of the national debt was $16.74 trillion.

Questions

1. What is the most recent dollar value of the US. national debt?
2. Calculate the percentage change in the US. national debt since June 7, 2013.
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SUPPLEMENTS

Instructors will have access to teaching support such
as electronic files of the ancillary materials, described
below, available within Connect.

e Instructor’s Manual Prepared by Tim Manuel,
University of Montana, the Instructor’s Manual includes
detailed chapter contents and outline, additional examples
for use in the classroom, and extensive teaching notes.

*  Test Bank Prepared by Arthur Guarino, Rutgers
University, the Test Bank includes nearly 1,000 addition-
al problems to be used for test material.

e EZ Test Online A comprehensive bank of test
questions is provided within a computerized test bank
powered by McGraw-Hill’s flexible electronic testing
program EZ Test Online (www.eztestonline.com). EZ
Test Online allows you to create tests or quizzes in this
easy to use program.

Instructors can select questions from multiple McGraw-Hill
test banks or author their own, and then either print the test
for paper distribution or give it online. This user-friendly
program allows instructors to sort questions by format, edit
existing questions or add new ones, and scramble questions
for multiple versions of the same test. Sharing tests with
colleagues, adjuncts, and TAs is easy! Instant scoring

and feedback are provided and EZ Test’s grade book is
designed to easily export to your grade book.

*  Solutions Manual Prepared by coauthor Marcia
Millon Cornett, this manual provides worked out solu-
tions to the end-of-chapter questions. Author involvement
ensures consistency between the approaches presented in
the text and those in the manual.

*  PowerPoint Developed by Tim Manuel, University
of Montana, the PowerPoint presentation includes
full-color slides featuring lecture notes, figures, and
tables. The slides can be easily downloaded and edited to
better fit your lecture.
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|FINANCE

Less Managing. More
Teaching. Greater Learning.

McGraw-Hill Connect Finance is an online assignment
and assessment solution that connects students with the
tools and resources they need to achieve success.
McGraw-Hill Connect Finance helps prepare
students for their future by enabling faster learning, more
efficient studying, and higher retention of knowledge.

McGraw-Hill Connect
Finance Features

Connect Finance offers a number of powerful tools and

features to make managing assignments easier, so faculty can
spend more time teaching. With Connect Finance, students
can engage with their coursework anytime and anywhere,
making the learning process more accessible and efficient.
Connect Finance offers you the features described below.

Simple assignment management

With Connect Finance, creating assignments is easier
than ever, so you can spend more time teaching and less
time managing. The assignment management function
enables you to:

e Create and deliver assignments easily with selectable
end-of-chapter questions and test bank items.

e Streamline lesson planning, student progress report-
ing, and assignment grading to make classroom manage-
ment more efficient than ever.

e Go paperless with the eBook and online submission
and grading of student assignments.



Smart grading

When it comes to studying, time is precious. Connect
Finance helps students learn more efficiently by providing
feedback and practice material when they need it, where
they need it. When it comes to teaching, your time is also
precious. The grading function enables you to:

*  Have assignments scored automatically, giving stu-
dents immediate feedback on their work and side-by-side
comparisons with correct answers.

*  Access and review each response; manually change
grades or leave comments for students to review.

*  Reinforce classroom concepts with practice tests and
instant quizzes.

Instructor library

The Connect Finance Instructor Library is your
repository for additional resources to improve student
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any asset that enhances your lecture.

Student progress tracking

Connect Finance keeps instructors informed about how
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progress-tracking function enables you to:

*  View scored work immediately and track individual
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reports.

*  Access an instant view of student or class performance
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*  Collect data and generate reports required by many
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McGraw-Hill Connect Plus Finance

McGraw-Hill reinvents the textbook learning experience
for the modern student with Connect Plus Finance. A
seamless integration of an eBook and Connect Finance,

Connect Plus Finance provides all of the Connect
Finance features plus the following:

* An integrated eBook, allowing for anytime,
anywhere access to the textbook.

*  Dynamic links between the problems or questions
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where that problem or question is covered.

e A powerful search function to pinpoint and connect
key concepts in a snap.

In short, Connect Finance offers you and your students
powerful tools and features that optimize your time and
energies, enabling you to focus on course content, teaching,
and student learning. Connect Finance also offers a wealth
of content resources for both instructors and students. This
state-of-the-art, thoroughly tested system supports you in
preparing students for the world that awaits.

For more information about Connect Finance, go
to www.mcgrawhillconnect.com, or contact your local
McGraw-Hill sales representative.

Qegqrity

Tegrity Campus is a service that makes class time available
24/7 by automatically capturing every lecture in a searchable
format for students to review when they study and complete
assignments. With a simple one-click start-and-stop process,
you capture all computer screens and corresponding
audio. Students can replay any part of any class with
easy-to-use browser-based viewing on a PC or Mac.
Educators know that the more students can see, hear,
and experience class resources, the better they learn. In fact,
studies prove it. With Tegrity Campus, students quickly recall
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key moments by using Tegrity Campus’s unique search
feature. This search helps students efficiently find what
they need, when they need it, across an entire semester of
class recordings. Help turn all your students’ study time into
learning moments immediately supported by your lecture.
To learn more about Tegrity Campus, watch a two-
minute Flash demo at http://tegritycampus.mhhe.com.

McGraw-Hill Higher Education and Blackboard have
teamed up. What does this mean for you?

1. Your life, simplified. Now you and your students can
access McGraw-Hill’s Connect™ and Created™ right from
within your Blackboard course—all with one single sign-on.
Say goodbye to the days of logging in to multiple applications.
2. Deep integration of content and tools. Not only
do you get single sign-on with Connect™ and Create™,
you also get deep integration of McGraw-Hill content
and content engines right in Blackboard. Whether you’re
choosing a book for your course or building Connect™
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on your own, we have a solution for you. McGraw-Hill and
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technology and content, whether your campus hosts it or
we do. Be sure to ask your local McGraw-Hill representa-
tive for details.

At McGraw-Hill, we understand that getting the most
from new technology can be challenging. That’s

why our services don’t stop after you purchase our
products. You can e-mail our Product Specialists

24 hours a day to get product-training online. Or you
can search our knowledge bank of Frequently Asked
Questions on our support website. For Customer
Support, call 800-331-5094, e-mail hmsupport@
mcgraw-hill.com, or visit www.mhhe.com/support.
One of our Technical Support Analysts will be able to
assist you in a timely fashion.
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Introduction and Overview of Financial Markets

Introduction

Learning Goals

LG 1-1 Differentiate between primary and secondary markets.

LG 1-2 Differentiate between money and capital markets.
LG 1-3 Understand what foreign exchange markets are.
LG 1-4 Understand what derivative security markets are.
LG 1-5 Distinguish between the different types of financial institutions.
Know the services financial institutions perform.

LG 1-7 Know the risks financial institutions face.

LG 1-8 Appreciate why financial institutions are regulated.

-
@
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o)}

LG 1-9 Recognize that financial markets are becoming increasingly global

WHY STUDY FINANCIAL MARKETS AND INSTITUTIONS?
CHAPTER OVERVIEW

In the 1990s, financial markets in the United States boomed. As seen in Figure 1-1, the
Dow Jones Industrial Index—a widely quoted index of the values of 30 large corpora-
tions (see Chapter 8)—rose from a level of 2,800 in January 1990 to more than 11,000
by the end of the decade; this compares to a move from 100 at its inception in 1906 to
2,800 eighty-four years later. In the early 2000s, as a result of an economic downturn in
the United States and elsewhere, this index fell back below 10,000. The index rose to
over 14,000 in July 2007, but (because of an increasing mortgage market credit crunch,
particularly the subprime mortgage market) fell back to below 13,000 within a month
of hitting the all-time high. By 2008, problems in the subprime mortgage market esca-
lated to a full blown financial crisis and the worst recession in the United States since the
Great Depression. The Dow Jones Industrial Average (DJIA) fell to 6,547 in March 2009
before recovering, along with the economy, to over 11,000 in April 2010. However, it took
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2 Part 1 Introduction and Overview of Financial Markets

Figure 1-1 The Dow Jones Industrial Average, 1989-2013
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until March 5, 2013, for the DJIA to surpass its pre-crisis high of 14,164.53, closing at
14,253.77 for the day.

While security values in U.S. financial markets rose dramatically in the 1990s, mar-
kets in Southeast Asia, South America, and Russia were much more volatile. The Thai
baht, for example, fell nearly 50 percent in value relative to the U.S. dollar on July 2, 1997.
More recently, in 2002, as U.S. markets surged in value, Argentina’s economic and finan-
cial system collapsed and its currency fell more than 30 percent in value relative to the U.S.
dollar as the government relaxed the peso’s one-to-one parity peg to the dollar. During the
financial crisis of 2008-2009, however, market swings seen in the United States quickly
spread worldwide. Stock markets saw huge swings in value as investors tried to sort out
who might survive and who would not (and markets from Russia to Europe were forced to
suspend trading as stock prices plunged). Finally, as U.S. markets recovered in 2010-2013
and, as mentioned earlier, surpassed their pre-crisis highs, European stock markets strug-
gled as Greece battled with a severe debt crisis that eventually spread to other European
nations with fiscal problems, such as Portugal, Spain, and Italy.

Meanwhile, the financial institutions (FIs) industry has gone through a full histori-
cal cycle. Originally the banking industry operated as a full-service industry, performing
directly or indirectly all financial services (commercial banking, investment banking, stock
investing, insurance provision, etc.). In the early 1930s, the economic and industrial col-
lapse resulted in the separation of some of these activities. In the 1970s and 1980s new,
relatively unregulated financial services industries sprang up (e.g., mutual funds, broker-
age funds) that separated the financial service functions even further.

The last 25 years, however, have seen a reversal of these trends. In the 1990s and 2000s,
regulatory barriers, technology, and financial innovation changes were such that a full set of
financial services could again be offered by a single financial service firm under the umbrella
of a financial services holding company. For example, J. P. Morgan Chase operates a com-
mercial bank (J. P. Morgan Chase Bank), an investment bank (J. P. Morgan Securities, which
also sells mutual funds), and an insurance company (J. P. Morgan Insurance Agency). Not
only did the boundaries between traditional industry sectors change, but competition became

global in nature as well. For example, J. P. Morgan Chase is the world’s ninth largest bank
holding company, operating in 60 countries.
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The financial crisis produced another reshaping of all FI sectors and the end of many
major Fls (e.g., Bear Stearns and Lehman Brothers), with the two most prominent invest-
ment banks in the world, Goldman Sachs and Morgan Stanley, converting to bank hold-
ing company status. Indeed, as of 2010, all the major U.S. investment banks have either
failed, been acquired by a commercial bank, or become bank holding companies. Further,
legislation enacted as a result of the financial crisis represents an attempt to again separate
FI activities. For example, the “Volcker rule” provision of the Wall Street Reform and
Consumer Protection Act prohibits bank holding companies from engaging in proprietary
trading and limits their investments in hedge funds, private equity, and related vehicles.
Despite these most recent changes, many FIs operate in more than one FI sector.

As economic and competitive environments change, attention to profit and, more
than ever, risk becomes increasingly important. This book provides a detailed overview
and analysis of the financial system in which financial managers and individual investors
operate. Making investment and financing decisions requires managers and individuals
to understand the flow of funds throughout the economy as well as the operation and
structure of domestic and international financial markets. In particular, this book offers
a unique analysis of the risks faced by investors and savers, as well as strategies that
can be adopted for controlling and managing these risks. Newer areas of operations such
as asset securitization, derivative securities, and internationalization of financial services
also receive special emphasis. Further, as the United States and the world continue to
recover from the collapse of the financial markets, this book highlights and discusses the
impact of this crisis on the various financial markets and the financial institutions that
operate in them.

This introductory chapter provides an overview of the structure and operations of
various financial markets and financial institutions. Financial markets are differentiated
by the characteristics (such as maturity) of the financial instruments or securities that
are exchanged. Moreover, each financial market, in turn, depends in part or in whole
on financial institutions. Indeed, FIs play a special role in the functioning of financial
markets. In particular, FIs often provide the least costly and most efficient way to chan-
nel funds to and from financial markets. As part of this discussion, we briefly examine
how changes in the way FIs deliver services played a major part in the events leading up
to the severe financial crisis of the late 2000s. A more detailed discussion of the causes
of, the major events during, and the regulatory and industry changes resulting from the
financial crisis is provided in Appendix 1A to the chapter (available through Connect or
your course instructor).

OVERVIEW OF FINANCIAL MARKETS

financial markets

The arenas through which
funds flow.

Financial markets are structures through which funds flow. Table 1-1 summarizes the
financial markets discussed in this section. Financial markets can be distinguished along
two major dimensions: (1) primary versus secondary markets and (2) money versus capital
markets. The next sections discuss each of these dimensions.

TABLE 1-1 Types of Financial Markets

Primary Markets—markets in which corporations raise funds through new issues of securities.

Secondary Markets—markets that trade financial instruments once they are issued.

Money Markets—markets that trade debt securities or instruments with maturities of less than
one year.

Capital Markets—markets that trade debt and equity instruments with maturities of more than
one year.

Foreign Exchange Markets—markets in which cash flows from the sale of products or assets
denominated in a foreign currency are transacted.

Derivative Markets—markets in which derivative securities trade.



primary markets

Markets in which corporations
raise funds through new issues
of securities.

initial public offerings (IPOs)

The first public issue of finan-
cial instruments by a firm.

secondary market

A market that trades financial
instruments once they are
issued.
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Primary Markets versus Secondary Markets

Primary Markets. Primary markets are markets in which users of funds (e.g., corpo-
rations) raise funds through new issues of financial instruments, such as stocks and bonds.
Table 1-2 lists data on primary market sales of securities from 2000 through 2013. Note
the impact the financial crisis had on primary market sales by firms. New issues fell to
$1,068.0 billion in 2008, during the worst of the crisis, from $2,389.1 billion in 2007, pre-
crisis. As of 2012, primary market sales had still not recovered as only $1,401.0 billion
new securities were issued for the year.

Fund users have new projects or expanded production needs, but do not have sufficient
internally generated funds (such as retained earnings) to support these needs. Thus, the fund
users issue securities in the external primary markets to raise additional funds. New issues
of financial instruments are sold to the initial suppliers of funds (e.g., households) in
exchange for funds (money) that the issuer or user of funds needs.' Most primary market
transactions in the United States are arranged through financial institutions called invest-
ment banks—for example, Morgan Stanley or Bank of America Merrill Lynch—that serve
as intermediaries between the issuing corporations (fund users) and investors (fund
suppliers). For these public offerings, the investment bank provides the securities issuer (the
funds user) with advice on the securities issue (such as the offer price and number of securi-
ties to issue) and attracts the initial public purchasers of the securities for the funds user. By
issuing primary market securities with the help of an investment bank, the funds user saves
the risk and cost of creating a market for its securities on its own (see discussion below).
Figure 1-2 illustrates a time line for the primary market exchange of funds for a new issue
of corporate bonds or equity. We discuss this process in detail in Chapters 6 and 8.

Primary market financial instruments include issues of equity by firms initially going
public (e.g., allowing their equity—shares—to be publicly traded on stock markets for
the first time). These first-time issues are usually referred to as initial public offerings
(IPOs). For example, on April 12, 2013, HD Supply Holdings, Inc. announced a $1 billion
IPO of its common stock. The company’s stock was underwritten by several investment
banks, including Bank of America Merrill Lynch and J. P. Morgan. Primary market securi-
ties also include the issue of additional equity or debt instruments of an already publicly
traded firm. For example, on March 27, 2013, Dollar General announced the sale of an
additional 30 million shares of common stock underwritten by investment banks such as
Citigroup and Goldman Sachs.

Secondary Markets. Once financial instruments such as stocks are issued in primary
markets, they are then traded—that is, rebought and resold—in secondary markets. For
example, on May 28, 2013, 15.2 million shares of ExxonMobil were traded in the secondary
stock market. Buyers of secondary market securities are economic agents (consumers,
businesses, and governments) with excess funds. Sellers of secondary market financial
instruments are economic agents in need of funds. Secondary markets provide a central-
ized marketplace where economic agents know they can transact quickly and efficiently.

TABLE 1-2 Primary Market Sales of Securities (in billions of dollars)

Security Type 2000 2005 2007 2008 2010 2012 2013*

All issues $1,256.7 $2,439.0 $2,389.1 $1,068.0 $1,024.7 $1,401.0  $394.9
Bonds 944.8  2,323.7 2,220.3 861.2 893.7 1,2425 347.2
Stocks 311.9 115.3 168.8 206.8 131.0 129.5 47.7
Private placements 196.5 24.6 20.1 16.2 22.2 21.4 n.a.
IPOs 97.0 36.7 46.3 26.4 37.0 40.9 8.5

*Through first quarter.

1. We discuss the users and suppliers of funds in more detail in Chapter 2.
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Figure 1-2  Primary and Secondary Market Transfer of Funds Time Line
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These markets therefore save economic agents the search and other costs of seeking buyers
or sellers on their own. Figure 1-2 illustrates a secondary market transfer of funds. When
an economic agent buys a financial instrument in a secondary market, funds are exchanged,
usually with the help of a securities broker such as Charles Schwab acting as an intermedi-
ary between the buyer and the seller of the instrument (see Chapter 8). The original issuer
of the instrument (user of funds) is not involved in this transfer. The New York Stock
Exchange (NYSE) and the National Association of Securities Dealers Automated Quota-
tion (NASDAQ) system are two well-known examples of secondary markets for trading
stocks. We discuss the details of each of these markets in Chapter 8.

In addition to stocks and bonds, secondary markets also exist for financial instruments
backed by mortgages and other assets (see Chapter 7), foreign exchange (see Chapter 9),
and futures and options (i.e., derivative securities—financial securities whose payoffs are
linked to other, previously issued [or underlying] primary securities or indexes of primary
securities) (see Chapter 10). As we will see in Chapter 10, derivative securities have existed
for centuries, but the growth in derivative securities markets occurred mainly in the 1980s
through 2000s. As major markets, therefore, the derivative securities markets are among
the newest of the financial security markets. However, the financial crisis clearly illustrates
the magnitude of the risk that derivatives can impose on a FI and even the world’s financial
system. Indeed, at the very heart of the financial crisis were losses associated with off-
balance-sheet derivative securities created and held by FIs. Losses resulted in the failure,
acquisition, or bailout of some of the largest FIs (e.g., investment banks Lehman Broth-
ers, Bears Stearns, and Merrill Lynch; savings institution Washington Mutual; insurance
company AIG; commercial bank Citigroup; finance company Countrywide Financial; and
government sponsored agencies Fannie Mae and Freddie Mac) and a near meltdown of the
world’s financial and economic systems.
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Secondary markets offer benefits to both investors (suppliers of funds) and issuing
corporations (users of funds). For investors, secondary markets provide the opportunity to
trade securities at their market values quickly as well as to purchase securities with vary-
ing risk-return characteristics (see Chapter 2). Corporate security issuers are not directly
involved in the transfer of funds or instruments in the secondary market. However, the
issuer does obtain information about the current market value of its financial instruments,
and thus the value of the corporation as perceived by investors such as its stockholders,
through tracking the prices at which its financial instruments are being traded on second-
ary markets. This price information allows issuers to evaluate how well they are using
the funds generated from the financial instruments they have already issued and provides
information on how well any subsequent offerings of debt or equity might do in terms of
raising additional money (and at what cost).

Trading volume in secondary markets can be large. For example, on October 28, 1997,
NYSE trading volume exceeded 1 billion shares for the first time ever and trading of this
magnitude and higher has occurred several times since. Indeed, on October 10, 2008 (at
the height of the financial crisis), trading volume topped 7.3 billion shares, the highest
level to date. In contrast, during the mid-1980s, a NYSE trading day involving 250 million
shares was considered to be heavy.

Secondary markets offer buyers and sellers liquidity—the ability to turn an asset into
cash quickly at its fair market value—as well as information about the prices or the value
of their investments. Increased liquidity makes it more desirable and easier for the issuing
firm to sell a security initially in the primary market. Further, the existence of centralized
markets for buying and selling financial instruments allows investors to trade these instru-
ments at low transaction costs.

Money Markets versus Capital Markets

Money Markets. Money markets are markets that trade debt securities or instruments
with maturities of one year or less (see Figure 1-3). In the money markets, economic
agents with short-term excess supplies of funds can lend funds (i.e., buy money market
instruments) to economic agents who have short-term needs or shortages of funds (i.e.,
they sell money market instruments). The short-term nature of these instruments means
that fluctuations in their prices in the secondary markets in which they trade are usually
quite small (see Chapters 3 and 22 on interest rate risk). In the United States, money mar-
kets do not operate in a specific location—rather, transactions occur via telephones, wire
transfers, and computer trading. Thus, most U.S. money markets are said to be over-the-
counter (OTC) markets.

Money Market Instruments. A variety of money market securities are issued by corpo-
rations and government units to obtain short-term funds. These securities include Treasury
bills, federal funds, repurchase agreements, commercial paper, negotiable certificates of
deposit, and banker’s acceptances. Table 1-3 lists and defines the major money market
securities. Figure 1-4 shows outstanding amounts of money market instruments in the
United States in 1990, 2000, and 2013. Notice that in 2013 Treasury bills, followed by

Figure 1-3  Money versus Capital Market Maturities
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TABLE 1-3 Money and Capital Market Instruments
MONEY MARKET INSTRUMENTS

Treasury bills—short-term obligations issued by the U.S. government.

Federal funds—short-term funds transferred between financial institutions usually for no more
than one day.

Repurchase agreements—agreements involving the sale of securities by one party to another
with a promise by the seller to repurchase the same securities from the buyer at a specified date
and price.

Commercial paper—short-term unsecured promissory notes issued by a company to raise
short-term cash.

Negotiable certificates of deposit—bank-issued time deposits that specify an interest rate and
maturity date and are negotiable (i.e., can be sold by the holder to another party).

Banker’s acceptances—time drafts payable to a seller of goods, with payment guaranteed by
a bank.

CAPITAL MARKET INSTRUMENTS

Corporate stock—the fundamental ownership claim in a public corporation.

Mortgages—loans to individuals or businesses to purchase a home, land, or other real
property.

Corporate bonds—long-term bonds issued by corporations.

Treasury bonds—long-term bonds issued by the U.S. government.

State and local government bonds—long-term bonds issued by state and local governments.

U.S. government agency bonds—long-term bonds collateralized by a pool of assets and issued by
agencies of the U.S. government.

Bank and consumer loans—loans to commercial banks and individuals.

Figure 1-4  Money Market Instruments Outstanding
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negotiable CDs, federal funds and repurchase agreements, and commercial paper, had the
largest amounts outstanding. Money market instruments and the operation of the money
markets are described and discussed in detail in Chapter 5.

Capital Markets. Capital markets are markets that trade equity (stocks) and debt
(bonds) instruments with maturities of more than one year (see Figure 1-3). The major
suppliers of capital market securities (or users of funds) are corporations and governments.
Households are the major suppliers of funds for these securities. Given their longer matu-
rity, these instruments experience wider price fluctuations in the secondary markets in
which they trade than do money market instruments. For example, all else constant, long-
term maturity debt instruments experience wider price fluctuations for a given change in
interest rates than short-term maturity debt instruments (see Chapter 3).

Capital Market Instruments. Table 1-3 lists and defines the major capital market secu-
rities. Figure 1-5 shows their outstanding amounts by dollar market value. Notice that in
both 2000 and 2013, corporate stocks or equities represent the largest capital market instru-
ment, followed by mortgages and corporate bonds. The relative size of the market value of
capital market instruments outstanding depends on two factors: the number of securities
issued and their market prices.> One reason for the sharp increase in the value of equities
outstanding is the bull market in stock prices in the 1990s. Stock values fell in the early
2000s as the U.S. economy experienced a downturn—partly because of 9/11 and partly
because interest rates began to rise—and stock prices fell. Stock prices in most sectors
subsequently recovered and, by 2007, even surpassed their 1999 levels. Stock prices fell
precipitously during the financial crisis of 2008-2009. As of mid-March 2009, the Dow
Jones Industrial Average (DJIA) had fallen 53.8 percent in value in less than 1Y2 years,
larger than the decline during the market crash of 1929 when it fell 49 percent. However,
stock prices recovered, along with the economy, in the last half of 2009, rising 71.1 percent

Figure 1-5 capital Market Instruments Outstanding
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2. For example, the market value of equity is the product of the price of the equity times the number of shares that are
issued.
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between March 2009 and April 2010. Capital market instruments and their operations are
discussed in detail in Chapters 6, 7, and 8.

Foreign Exchange Markets

In addition to understanding the operations of domestic financial markets, a financial manager
must also understand the operations of foreign exchange markets and foreign capital markets.
Today’s U.S.-based companies operate globally. It is therefore essential that financial manag-
ers understand how events and movements in financial markets in other countries affect the
profitability and performance of their own companies. For example, in 2012 a strengthening
dollar reduced profits for internationally active firms. IBM experienced a drop in its 2012
revenue of 3 percent due to foreign exchange trends. Coca-Cola, which gets the majority of its
sales from outside the United States, saw 2012 revenues decrease by approximately 5 percent
as the U.S. dollar strengthened relative to foreign currencies.

Cash flows from the sale of securities (or other assets) denominated in a for-

DO YOU UNDERSTAND: eign currency expose U.S. corporations and investors to risk regarding the value at

which foreign currency cash flows can be converted into U.S. dollars. For example,
the actual amount of U.S. dollars received on a foreign investment depends on the
exchange rate between the U.S. dollar and the foreign currency when the nondollar
cash flow is converted into U.S. dollars. If a foreign currency depreciates (declines
in value) relative to the U.S. dollar over the investment period (i.e., the period
between the time a foreign investment is made and the time it is terminated), the
dollar value of cash flows received will fall. If the foreign currency appreciates, or
rises in value, relative to the U.S. dollar, the dollar value of cash flows received on

4. What happens to the dollar value
of a US. investor’s holding of British
pounds if the pound appreciates
(rises) in value against the dollar?

the foreign investment will increase.
While foreign currency exchange rates are often flexible—they vary day to
day with demand for and supply of a foreign currency for dollars—central govern-

5. What derivative security
markets are?

ments sometimes intervene in foreign exchange markets directly or affect foreign
) exchange rates indirectly by altering interest rates. We discuss the motivation and

derivative security markets

The markets in which
derivative securities trade

derivative security

An agreement between two
parties to exchange a stan-
dard quantity of an asset at
a predetermined price on a
specified date in the future

effects of these interventions in Chapters 4 and 9. The sensitivity of the value of
cash flows on foreign investments to changes in the foreign currency’s price in
terms of dollars is referred to as foreign exchange risk and is discussed in more detail in
Chapter 9. Techniques for managing, or “hedging,” foreign exchange risk, such as using
derivative securities such as foreign exchange (FX) futures, options, and swaps, are dis-
cussed in Chapter 23.

Derivative Security Markets

Derivative security markets are the markets in which derivative securities trade. A
derivative security is a financial security (such as a futures contract, option contract, swap
contract, or mortgage-backed security) whose payoff is linked to another, previously issued
security such as a security traded in the capital or foreign exchange markets. Derivative secu-
rities generally involve an agreement between two parties to exchange a standard quantity
of an asset or cash flow at a predetermined price and at a specified date in the future. As the
value of the underlying security to be exchanged changes, the value of the derivative secu-
rity changes. While derivative securities have been in existence for centuries, the growth in
derivative security markets occurred mainly in the 1990s and 2000s. Table 1-4 shows the
dollar (or notional) value of derivatives held by commercial banks from 1992 through 2013.

As major markets, the derivative security markets are the newest of the financial secu-
rity markets. Derivative securities, however, are also potentially the riskiest of the financial
securities. Indeed, at the center of the recent financial crisis were losses associated with
off-balance-sheet mortgage-backed (derivative) securities created and held by FIs. Signs
of significant problems in the U.S. economy first arose in late 2006 and the first half of
2007 when home prices plummeted and defaults by subprime mortgage borrowers began
to affect the mortgage lending industry as a whole, as well as other parts of the economy.
Mortgage delinquencies, particularly on subprime mortgages, surged in the last quarter





