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Preface

The revolution that swept through the world financial markets was aptly described in
1985 by a noted economist, Henry Kaufman:

If a modern-day Rip Van Winkle had fallen asleep twenty years ago, or for that
matter even ten years back, on awakening today, he would be astonished as to
what has happened in the financial markets. Instead of a world of isolated
national capital markets and a preponderance of fixed-rate financing, he
would discover a world of highly integrated capital markets, an extensive array
of financing instruments, and new methods of addressing market risk.

The purpose of this book is to describe the wide range of instruments for financing,
investing, and controlling risk available in today’s financial markets. New financial
Instruments are not created simply because someone on Wall Street believes that it
would be “fun” to introduce an instrument with more *“bells and whistles” than existing
instruments. The demand for new instruments is driven by the needs of borrowers and
investors based on their asset/liability management situation, regulatory constraints (if
any), financial accounting considerations, and tax considerations. For these reasons, to
comprehend the financial innovations that have occurred and are expected to occur in
the future, a general understanding of the asset/liability management problem of major
institutional investors is required. Therefore, in addition to coverage of the markets for
all financial instruments, we provide an overview of the asset/liability management
issues faced by major institutional investors and the strategies they employ.

In writing the previous three editions of this book, Professor Modigliani and I felt
that the coverage provided on the institutional investors and financial instruments
should be as up-to-date as possible in a market facing rapid changes in the character- -
istics of the players and those making the rules as to how the game may be played. I
continued this tradition in this edition. The most recent shake-up in the market was
due to the meltdown of the subprime mortgage market that started in the summer of
2007 and is described in Chapter 20. New financial instruments are introduced on a
regular basis; however, armed with an understanding of the needs of borrowers and
institutional investors and the attributes of existing financial instruments, the reader
will be able to recognize the contribution made by a new financial instrument.

The first edition of this book was published in 1992. At the time, the book deviated in
several significant ways from the traditional capital markets textbooks, notably in its
coverage of derivative markets (futures, options, swaps, etc.). These markets are an inte-
gral part of the global capital market. They are not—as often categorized by the popular
press and some of our less-informed congressional representatives and regulators—
“exotic” markets. Derivative instruments provide a mechanism by which market partici-
pants can control risk —borrowers can control borrowing costs and investors can control
the market risk of their portfolio. It is safe to say that without the derivative markets, an
efficient global capital market would be impossible. In addition, it is important to appre-
ciate the basic principles of options not only as a stand-alone instrument, but because
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many financial instruments have embedded options. Also, the liabilities of many financial
institutions contain embedded options. Thus, it is difficult to appreciate the complex
nature of assets and liabilities without understanding the fundamentals of option theory.

Although we recognized that many colleges offered a specialized course in deriva-
tive markets, our purpose in the first edition was not to delve deeply into the various
trading strategies and the nuances of pricing models that characterize such a course.
Instead, Professor Modigliani and I provided the fundamentals of the role of these
instruments in financial markets, the principles of pricing them, and a general descrip-
tion of how they are used by market participants to control risk.

A special feature of the book at the time was the extensive coverage of the mort-
gage market and the securitization of assets. Asset securitization refers to the creation
of securities whose collateral is the cash flow from the undertying pool of assets. The
process of asset securitization is radically different from the traditional system for
financing the acquisition of assets. By far the largest part of the securitized asset mar-
ket is the mortgage-backed securities market, where the assets collateralizing the secu-
rities are mortgage loans. Securitized assets backed by non-real estate mortgage loans
were a small but growing part of the market at the time of the publication of the first
edition. Now they are a major sector of the capital market where financial and nonfi-
nancial corporations can raise funds.

Finally, in 1990 when we decided on the topics to cover in this book we discrimi-
nated between what belongs in a course on capital markets and what is the province of
investment management. Often, because the needs of institutional investors dictate the
need for financial instruments with certain investment characteristics or for a particu-
lar strategy employing a capital market instrument, we had to cross the line. The
approach we took in writing the first edition was one that we felt would make it adapt-
able for a course in investment banking and as a supplement for a derivative markets
course. The fourth edition can be used in the same way.

That was our thinking in the first edition of the book. We must admit that when the
publisher Prentice Hall sent the initial drafts of the manuscript to ten reviewers, the
reviews were mixed. Half thought that the book was so substantially different from
what was traditionally taught in a capital markets or financial markets and institutions
course that it would be an error for Prentice Hall to publish the book. The other five
reviewers strongly endorsed the book as a major contribution and a blueprint as to
how capital markets courses would be taught in the future. Of course, Prentice Hall did
publish the book in 1992, and in 1996 published the second edition.

Our model or blueprint has been followed by other textbook writers since the mid-
1990s. So, the unique features we claimed regarding the first edition and second edition
are now common in other textbooks. However, we believe that our coverage and per-
spective, with respect to key market sectors, are still unique.

DOWNTHE ROAD

Because of the prominent role played by financial markets in economies, governments
have long deemed it necessary to regulate certain aspects of these markets. In their
regulatory capacities, governments have greatly influenced the development and evo-
lution of financial markets and institutions. As stated in a March 31, 2008, speech by
Henry M. Paul, Jr., Secretary of the U.S. Department of the Treasury:

A strong financial system is vitally important—not for Wall Street, not for
bankers, but for working Americans. When our markets work, people through-
out our economy benefit—Americans seeking to buy a car or buy a home,
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families borrowing to pay for college, innovators borrowing on the strength
of a good idea for a new product or technology, and businesses financing
investments that create new jobs. And when our financial system is under
stress, millions of working Americans bear the consequences. Government
has a responsibility to make sure our financial system is regulated effectively.
And in this area, we can do a better job. In sum, the ultimate beneficiaries
from improved financial regulation are America’s workers, families, and busi-
nesses—both large and small.

The regulatory structure in the United States is largely the result of financial
crises that have occurred at various times. Most regulations are the products of the
stock market crash of 1929 and the Great Depression of the 1930s. Some of the reg-
ulations may make little economic sense in the current financial market, but they
can be traced back to some abuse that legislators encountered, or thought they

encountered, at one time. In fact, as noted by Secretary Paulson in his March 31,
2008, speech:

Our current regulatory structure was not built to address the modern financial
system with its diversity of market participants, innovation, complexity of
financial instruments, convergence of financial intermediaries and trading
platforms, global integration and interconnectedness among financial institu-
tions, investors, and markets. Moreover, our financial services companies are
becoming larger, more complex and more difficult to manage. Much of our
current regulatory system was developed after the Great Depression and it
has developed through reaction—a pattern of creating regulators as a
response to market innovations or to market stress.

The current regulatory system in the United States is based on an array of indus-
try and market focused regulators. We will discuss the complex array of regulation
when we describe the various financial institutions and financial markets. At the time
this book goes to press, there have been proposals for a drastic overhaul of the U.S.
regulatory system. The proposal by the U.S. Department of the Treasury in March
2008, popularly referred to as the “Blueprint for Regulatory Reform” or simply
Blueprint, would replace the prevailing complex array of regulators with a regulatory
system based on functions. More specifically, there would be three regulators: (1) mar-
ket stability regulator, (2) prudential regulator, and (3) business conduct regulator.
The market stability regulator would take on the traditional role of the Federal
Reserve by giving it the responsibility and authority to ensure overall financial market
stability. The Federal Reserve would be responsible for monitoring risks across the
financial system. The prudential regulator would be charged with safety and soundness
of firms with federal guarantees that we will describe in this book such as federal
depository insurance and housing guarantees. The business conduct regulator would
regulate business conduct across all types of financial firms. This regulator would take
on most of the roles for which the Securities and Exchange Commission and the
Commodity Futures Trading Commission now have.

This change in regulatory structure is the long-term recommendation of the
Blueprint. This may not occur for 10 or 15 years, if at all. If history is our guide,
major regulatory changes do take that long to become legislation. For example, we
will describe the major regulatory reform as of this writing: the Gramm-Leach-
Bliley Act 1999. Portions of that legislation were first recommended by a special
commission of the Reagan Administration in the early to mid 1980s. Consequently,
the expectation is that there will be major changes in future editions of the book
dealing with regulation.
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CHAPTER 1|

Introduction

LEARNING OBJECTIVES

After reading this chapter you will understand:

B what a financial asset is.

B the distinction between a debt instrument and an equity instrument.
B the general principles for determining the price of a financial asset.

W ten properties of financial assets: moneyness, divisibility and denomination,
reversibility, term to maturity, liquidity, convertibility, currency, cash flow
and return predictability, complexity, and tax status.

the principal economic functions of financial assets,

what a financial market is and the principal economic functions it performs.
the different ways to classify financial markets.

what is meant by a derivative instrument.

the reasons for the globalization of financial markets.

the classification of global financial markets.

what is meant by an asset class.

n a market economy, the allocation of economic resources is driven by the outcome

of many private decisions. Prices are the signals that direct economic resources to

their best use. The types of markets in an economy can be divided into (1) the market
for products (manufactured goods and services), or the product market; and (2) the mar-
ket for the factors of production (labor and capital), or the factor market. In this book, we
focus on one part of the factor market, the market for financial assets, or, more simply,
the financial market. This market determines the cost of capital. In this chapter we look
at the basic characteristics and functions of financial assets and financial markets.

FINANCIAL ASSETS

We begin with a few basic definitions. An asset is any possession that has value in an
exchange. Assets can be classified as tangible or intangible. The value of a tangible
asset depends on particular physical properties—examples include buildings, land, or
machinery. Tangible assets may be classified further into reproducible assets such as
machinery, or nonreproducible assets such as land, a mine, or a work of art.

Intangible assets, by contrast, represent legal claims to some future benefit. Their
value bears no relation to the form, physical or otherwise, in which the claims are
recorded. Financial assets, financial instruments, or securities are intangible assets. For
these instruments, the typical future benefit comes in the form of a claim to future cash.



