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he 1990s were characterized as a period in which financial markets in the United
States boomed. The Dow Jones Industrial Average rose from a level of 2,800 in
January 1990 to more than 11,000 by the end of the decade; this compared to a
move from 100 at its inception in 1906 to 2,800 eighty-four years later. How-
ever, in the early 2000s, as a result of an economic recession and corporate scan-
dals involving major companies such as Enron, WorldCom, and Tyco, this index
fell back below 10,000. Further, several stocks trading in the NASDAQ stock market lost
all gains made in the late 1990s. While security values in U.S. financial markets rose dra-
matically,in the 1990s, financial markets in Southeast Asia, South America, and Russia
plummeted. More recently, in the early 2000s Argentina’s economic and financial system
collapsed and its currency fell more than 30 percent in value relative to the U.S. dollar.

Meanwhile, the financial services industry continues to undergo dramatic changes. Not
only have the boundaries between traditional industry sectors, such as commercial banking
and investment banking, broken down but competition is becoming increasingly global in
nature as FIs from Germany, France, and other European countries enter into U.S. financial
service markets, and vice versa. Many forces are contributing to this breakdown in in-
terindustry and intercountry barriers, including financial innovation, technology, taxation,
and regulation.

As the economic and competitive environments change, attention to profit and, more than
ever, risk becomes increasingly important. This book offers a unique analysis of the risks faced
by investors and savers interacting through both financial institutions and financial 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, Fi inancial
Markets and Institutions provides a broad application of this important perspective. This
book recognizes that domestic and foreign financial markets are becoming increasingly in-
tegrated and that financial intermediaries are evolving toward a single financial services in-
dustry. The analytical rigor is mathematically accessible to all levels of students,
undergraduate and graduate, and is balanced by a comprehensive discussion of the unique
environment within which financial markets and institutions operate. Important practical
tools such as how to issue and trade financial securities and how to analyze financial state-
ments and loan applications will arm students with 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, in-
dustry trends, industry characteristics, etc.) are included in the book, ample analytical tech-
niques are also included as practical tools tc help students understand the operation of
modern financial markets and institutions.

INTENDED AUDIENCE 35 JH 7i5 Hl
Financial Markets and Institutions is aimed at the first course in financial markets and in-
stitutions 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

vii
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Preface

technical problems related to in-chapter discussion are provided in appendixes to the
chapters located at the book’s Web site (Wwww.mhhe.com/sc3e).

ORGANIZATION A 15 &5 &4

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.

The book is divided into five major sections. 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 Fls.
This chapter also takes an analytical look at how financial markets and institutions benefit
today’s economy. In Chapter 2, we provide an in-depth look at interest rates. We first re-
view the concept of time value of money. We then look at factors that determine interest
rate levels, as well as their past, present, and expected future movements. Chapter 3 then
applies these interest rates to security valuation. In Chapter 4, we describe the Federal Re-
serve System and how monetary policy implemented by the Federal Reserve affects inter-
est 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 man-
ager’s decisions to hedge risk. These chapters cover the money markets (Chapter 5), bond
markets (Chapter 6), mortgage markets (Chapter 7), foreign exchange markets (Chapter 8),
stock 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, at the effect of recent changes in
regulation.

Part 4 of the text provides an overview describing the key characteristics and regula-
tory 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, mutual fund firms in Chapter 17, and pension funds in Chapter 18.

Part 5 concludes the text by examining the risks facing a modern FI and FI managers,
and the various strategies for managing these risks. In Chapter 19, we preview the risk
measurement and management chapters that follow 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 ad-
versely impact an FI's profits and value. The chapter also discusses the lending process, in-
cluding loans made to households and small, medium-size, and large corporations. Chapter 21
covers liquidity risk in financial institutions. This chapter includes a detailed analysis of
ways in which FIs can insulate themselves from liquidity risk, and the key role deposit in-
surance 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 FIs to better
manage three important types of risk: interest rate risk, foreign exchange risk, and credit
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risk. These markets and instruments and their strategic use by FIs include forwards and fu-
tures, options, and swaps.

Finally, Chapter 24 explores ways of removing credit risk from the loan portfolio
through asset sales and securitization.

NEW FEATURES  JihRAGHE AT

* In-chapter discussions of the many ethical controversies surrounding financial markets
and institutions (such as those involving stock market brokers and dealers, commercial
banks, investment banks, and mutual funds) have been added to most chapters.

*  Ethical Debates boxes have been added to many chapters to highlight specific news
stories relating to the ethical controversies involving financial markets and institutions in
the early 2000s.

* Discussions of the impact of the Patriot Act and the Sarbanes-Oxley Act on financial
institutions management are included in several chapters.

e The impact of the economic slowdown and the subsequent economic recovery in the
United States and worldwide on financial markets and institutions is highlighted and dis-
cussed in all relevant chapters. This discussion is particularly evident in the first six chap-
ters of the book.

*  The impact of historically low interest rates and their eventual increase on financial in-
stitutions management is highlighted.

e  Adiscussion of the controversy surrounding the federal government’s implicit backing
of Fannie Mae and Freddie Mac, and the impact the increased level of risk in these two
agencies posed to the U.S. economy in the early 2000s, is added to Chapter 7.

*  The latest information pertaining to new capital adequacy rules (or Basel II), which are
scheduled for implementation at the end of 2006, has been added to Chapter 13. The dis-
cussion includes detailed examples of the calculation of capital adequacy under both Basel
I and Basel II.

*  The latest changes to deposit insurance premiums charged to financial institutions and
insurance coverage for financial institution customers are discussed in Chapter 13.

*  Tables and figures in all chapters have been revised to include the most recently avail-
able data.

*  Sections of the text that include a discussion of international issues and events are
highlighted. These sections have been updated to contain the most recent issues pertaining
to financial institutions worldwide.

*  Appendixes for Chapters 2, 3, 5, 8, 9, 10, 13, 17, 20, and 23 are available at the book’s
Web site at www.mhhe.com/sc3e.

*  Search the Site problems included in the body of various chapters and in the end-of-
chapter problems have been substantially enhanced. These problems now guide the student
through the Web site as they collect the requested data. Further, these problems now ask the
student to evaluate the data collected at the Web site.

¢ Excel problems have been included in the body of various chapters and in the end-of-
chapter problems. These problems now ask the student to solve numerical problems simi-
lar to those seen in the in-text examples.
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Chap er Features
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2 following "%p‘(‘ al "f‘wt ures have
been integrated throughout
to encourage 5‘@mem inter
to aid students i
retaining

~acti o
absorbing and
the material

and

CHAPTER-OPENING OUTLINES
These outlines offer students a snap-
shot view of what they can expect to
learn from each chapter’s discussion.

-\‘,ﬂ,/\/\/\_-—w—/""\/\/

Chapter NAVIGATOR

aturad at the beginning of each
pter, numbers are assigned to
hapter topics. At the appropriate
lace in the chapter, a numbered nav-
;gator* will reappear that corresponds
~ to the chapter topic. This is an effec-
~ tive wall to roadmap the chapter an

- connect concepts.

BOLD KEY TERMS AND A
MARGINAL GLOSSARY

The main terms and concepts are em-
phasized throughout the chapter by the
bold key terms and a marginal glossary.

PERTINENT WEB SITE ADDRESSES ——
Web site addresses are also refer-

enced in the margins throughout each
chapter, providing additional resources

to aid in the learning process.

xii

rate risk? A
\Uruwm

\/\/\/ﬁéﬁgmpany) orath Te
the mortgage holder (step 3 in Figre 24-2) and passes these pa|

S S

£ 1N
Interest Rate and Insolvency
Risk Management: Chapter

Overview

Interest Rate Risk
Measurement and
Management

Repricing Model

M’“ ..............

ment
ity and take outright positio} e ets. Institutions th:

loan origination have an advantage in trading on the secondag
their acquired skill in accessing and understanding loan docu!
mainly investment banks, commercial banks, and vulture fur
cial institutions such as insurance companies also trade but
participants are either sellers of loans (who seek to remove lo|
to meet regulatory constraints or to manage their exposures)
exposure to sectors or countries, especially when they do not
in the primary loan markets).!

Even though this market has existed for many years, i
1980s when it entered a period of spectacular growth, largel
leveraged transaction (HLT) loans to finance leveraged buy

other services.

highly leveraged
transaction (HET) loan

A loan that finances a

merger and acquisition;
a leveraged buyout re-
sults in a high leverage
ratio for

SeeE. 1. Altman A. Gande, nndA Saunders, lmemauonal Efficiency o
i 2004,

TS pr ﬂ‘lC‘lpm

fee) through to the pass-through security holders (step 4).
Although many different types of loans (and other assets)
currently being securitized, the original use of securitization i
sponsored programs to enhance the liquidity of the residential m
grams indirectly subsidize the growth of home ownership in the
analyzing the government-sponsored securitization of resident]
government agencies or government-sponsored enterprises (in
directly involved in the creation of mortgage-backed pass-through)
are known as Ginnie Mae (GNMA), Fannie Mae (FNMA), and

www.ginniemae.gov

www.fanniemae.com

www.freddiemac.com
The Incentives and Mechanics of Pass-through Security Cy
analyze the securitization process, we trace the mechanics of

zation to provide insights into the retum—nsk bcneflls of this
origj
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Pedagogical Features

. thiifts will be hit

| = ‘perticulorly hard f the
faderal funds rete

. starts to rise, according

‘to the Faderal Depas

“DO YOU UNDERSTAND?” BOXES
These boxes allow students to test
themselves on the main concepts
presented within each major chapter
section.

N-CHAPTER EXAMPLES

These examples provide numerical
demonstrations of the analytical ma-
terial described in many chapters.

. owwm

shen 40 pencent of sarming assets.
Financial ingtitutions typically seek to
avoid putting & larger number of long-
‘term mortgeges an their books because
of the difficulty involved in matching them
with

matunity. The problem is, with interest
 rates 50 low, there has been virtuall no

interest rate risk at all thrifts, which stifl
rely primarily on interest from real estate
e g

adjustable-rate. .
mortgages that ienders prefer to make.
"No ane is looking for adjustable rates

N

| FDIC Sees a Pocket of Risk in New England’s Thrifts

Wmmmw ]

 Bssets, evenif it meant taking a loss. To

‘expiain why, he outlined & worst-cese
sceniario during an interview last week.
Beginning this year the Federel Resarva
starts steadily incraasing the federal
fungs rate, the benchrmark landers use to
and thrifts are forced t increase the
rates they pay for deposits in response.
At the same time & reinvigorated stock

EXAMPLE 22-3 Duration Gap Meas

Suppose that the FI manager calculates that:

Then the manager learns from an economic forecasting unit that rates are expected to ris
from 10 to 11 percent in the immediate future; that is:

The FI's initial balance sheet is assumed to be:

Assets ($ mili

D, = 5 years
D, = 3 years

AR = 1% = 01
1+R=110

“IN THE NEWS . . .” BOXES

These boxes demonstrate the applica-
tion of chapter material to real cur-
rent events.

xiii
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End-of-Chapter Features

EXCEL PROBLEMS
New! These are featured among se-
lected chapters and are denoted by

an icon. Spreadsheet templates ar‘e\

available on the book’s Web site,
www.mhhe.com/sc3e.

S6P PROBLEMS

Based on our exclusive relationship
with Standard & Poor's, problems us-
ing the Educational Version of Market
sight were created for each appro-
priate chapter and are denoted by an
n. Students can practice applying
al-world data to reinforce their

END-OF-CHAPTER PROBLEMS
At least 20 problems per chapter are
written for varied levels of difficulty.

xiv

- A

§ 2250 4 18%
9,310 9 6
76,355 15 12
183, 796 21 8

12.

b

X S Using » Spreadiheet to Calcnlate Futare
€€l yalues. What is the future value of $100,000
invested for 12 years at 5 percent, 6 percent, 8 percent, and

10 percent, compounded annually?

Present Interest The Answer

Value Periods Rate = Will Be

$100,000 12 5% $179,585.63
100,000 12 6 201,219.65
100,000 12 8 251,817.01
100,000 12 10 313,842.84

®

For each of the following, compute the present value:
Present Value  Years InterestRate  Foture Valne 13

6 4% $ 15451
8 12 51,557
22 8!

o e

1,000 10X oy
1,000 120 163,879.35
1,000 120 8 82,946.04
1,000 120 10 204,844.98

Compute the present values of the following first assuming
that payments are made on the lust day of the period and then
assuming payments are made ot the first day of the period:

Present Value  Present Valoe
(Payment

(Puyment
made on made on
Interest last day Iast day
Payment Years Rate  ofperiod) of period)
$ 67800 7 1%
796826 13 6
2032293 2 4
6971254 4 31
oo Uing 2 Spreadshect to Calculate Present

Vllln.s. What is the present value of $100,000
invested for 12 years at 5 percent, 6 percent, § percent, and
10 percent, compounded semiannually?

N i

1. What is meant by the term depository institution? How does
eI S e

2. What are the major sources of funds for commercial banks
in the United States? What are the major uses of funds for
commercial banks in the United States? For each of your
answers, specify where the item appears on the balance
sheet of a typical commercial bank.

3 Go to the S&P Educational Version of Market

try Constituents for Banks using the following steps. Click
on “Bducational Version of Market Insight” Enter your site
1D and click on “Login.” Click on “Industry.” From the In-
dustry list, select “Banks.” Click an “Go!” Click on “Indus-
try Profile” and, separately, “Industry Constituents.”

4. What are the principal types of financial assets for com-
mercial banks? How has the relative importance of these
assets changed over the past five decades? What are some
of the forces that have caused these changes? What are
the primary types of risk associated with these types of
assets?

5. Whydo banks hold i

What does this liability structuire tell us about the maturity

of the liabilities of banks? What types of risks does this lia-
bility structure entail for commercial banks?

7. What type of transaction accounts do commercial banks

issue? Which type of accounts have dominated transaction

accounts of banks?

8 Go to the S&P Educational Version of Market

nmwwmumnwam

ind th for Bank

and MBNA (KRB) wing

St Ve “

of America

6. What are the principal liabilities for commercial banks?

box (o get information on MBNA. Compare the ratios of
loans to total assets and stockholders equity to total assets
from these Balance Sheets with that for the Banking Indus-
try listed in Table 11-2.

9, Compare and contrast the profitability ratios (ROE and
ROA) of banks with assets below and above $100 million
in Figure 11-7 from 1990 through 2004, What conclusions
can you derive from those numbers?

10. ‘What is meant by an oﬂ'.hdmmul Bchwly? What are
some of the forces responsible for the

11, How does one distinguish mmn an off-balance-sheet
asset and an off-balance-sheet liability? .

12. What are the main off-balance-sheet activities undertaken
by commercial banks?

13, What has been the recent trend in the number of commer-
cial banks in the United States? What factors account for
this trend?

14. What is the difference between economies of scale and
economies of scape?

15. What are diseconomies of scale? What causes them?

16. What were some of the biggest mergers that occurred around
the passage of the 1999 Financial Services Modemization
Act? What were the incentives for these mergers?

17. What are the three revenue syurgms that an F1 can obtain
from expanding geographically?

18. What is a money center bank and a regional bank?

19. How do small bank activities differ from large bank activi-
ties?

20. How has the performance of the commercial banking indus-
try changed in the last decade?

e
w “\“‘E"\




en Wall Street securities firms are bracing for

8 burst of e-meil messages and other docu-
mmwmmngmmwmmm t-banking activities
tainted by i g goals, as that are more stringent than for other ﬁrms in-
put the finishing touches on :he lonngaiwd $1.4  voived in the Th
bilion global reseerch settiement, which is ex  most—Citigroup,
pected to be announced early next week . . . The  Suisse First Boston [CFSB) unit of Credit Suisse
pact’s ﬁnwmm allegations wnl include emslls Broup—aiso could be hit with securitiesfreud
from Gold anslysts Jemes  charges.
Golob and Fr-snk Govsnwln m whn:h they uﬂd&d&y Merrill and CSFB have aumad to pay $200 mil-
discuss how fion in payment. Other firms are pay-
fluenced how many telecom woclumeywm rec-  ing between $37.5 million and $125 million. The
ommending in mid-2000 even as the stocks' pea aiso generally includes rules upmung re-
prices were plummeting. Even Morgan Stanley . . search from investment banking; provision of in-
wmmhhrcﬁﬁuamhrahuwmglmmbulu\m dependent research for individual investors; and
mh mporm m sit for as long as s]x mom'nl more disclosure of research ratings and other

iGo to the Web site of the Office of the Comptrolier of
the Currency at www.occ.treas.gov and find the most
recent data on the notional amount of the various types
of derivatives contracts outstanding at commercial
banks using the following steps.

Click on “Publications”

Click on “Grtrly. Derivative Fact Sheet”
Click on the most recent date.

Click on “Tables"

[This will bring the file onto your computer that contains
the relevant data.

ﬂu--l/ \, _____ -—/\ N— ’_’—’#‘\-\/XJ

——— N ofsedromruss-uGmestic ( E’D\\M/\ /o/n\m,vw_ﬂm
would probably require additiohaCompénsation since it would|

set returns would be sensitive to LIBOR movements while its s

to U.S. CD rates.
-
Q Currency Swaps
Swaps are long-term contracts that can also be used to hedge a
currency swap risk. The following section considers a plain vanilla example of
A swap used to hedge immunize Fls against foreign exchange rate risk when they 1
against foreign exchange their assets and liabilities.
rate risk from mis-

matched currencies on
assets and liabilities.

Fixed-Fixed Currency Swaps. Consider a U.S. FI with all
nominated in dollars. It is financing part of its asset portfolio
four-year, medium-term British pound notes that have a fixed ar
By comparison, an FI in the United Kingdom has all its assets d
e T M §100T waaf four

ETHICAL DEBATES BOXES

New to this edition, these help stu-
dents consider and understand the
ethical dilemmas pertaining to finan-
cial markets and institutions.

SEARCH THE SITE
Now featured within the body'nf tha '
chapter as well as among thi
chapter material in most chapta?s
these Internet exercises weave
Web, real data, and pracnca ap
tions with concepts found in

INTERNATIONAL ICON

An international icon now appears in
the margin to easily communicate
where international material is being
introduced.
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SUPPLEMENTS

Sili B A4

FOR THE INSTRUCTOR

instructor’'s Resource CD.

This comprehensive CD contains all of the following
instructor supplements. We have compiled them in elec-
tronic format for easier access and convenience. Print
copies are available through your McGraw-Hill/Irwin
representative. (ISBN 0073041750)

instructor’s Manual

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

Test Bank

Also prepared by Tim Manuel, the Test Bank includes
nearly 1,000 additional problems to be used for test
material.

Computerized Test Bank

McGraw-Hill’s EZ Test is a flexible and easy-to-use
electronic testing program. The program allows in-
structors to create tests from book-specific items. It
accommodates a wide range of question types, and

instructors may add their own questions. Multiple ver-
sions of the test can be created and any test can be ex-
ported for use with course management systems such
as WebCT, BlackBoard, or PageOut. EZ Test Online is
a new service and gives you a place to easily adminis-
ter your EZ Test-created exams and quizzes online.
The program is available for Windows and Macintosh
environments.

Solutions Manual

Prepared by co-author Marcia Millon Cornett, the Solu-
tions Manual provides worked-out solutions to the end-
of-chapter questions. Author involvement ensures
consistency between the solution approaches presented in
the text and those in the manual.

PowerPoint

Joseph Ogden, State University of New York—Buffalo,
developed the PowerPoint Presentation. It includes full-
color slides featuring lecture notes, figures, and tables,
which can be easily downloaded and edited.



STUDENT RESOURCES AND

ONLINE SUPPORT

Online Learning Center
A wealth of information is available online at
www.mhhe.com/sc3e. Students will have access to study
materials specifically created for this text, interactive
quizzes, Excel templates, and much more! Instructors
will have access to teaching supports such as electronic
files of the ancillary materials and other useful materials.
Links to the sites described below will also be provided.

O R D S e e B (5 B DB

] 1. pored o o 1 comok o O0T3041 0t ckor v

and tnstitutions: An Risk Management Approach,

e

Anthony Seunders, New York University
Marca Millon Cornett, Southern Iilinels University-Carbondale

1o obtain an instructor logn for
thnking about aduptng ths tex

3

Standard oor’s
Educational Version
of Market Insight

McGraw-Hill/Irwin has partnered exclusively with Stan-
dard and Poor’s to bring you the Educational Version of

.4 McGraw-Hill STANDARD
i Irwin &POORS

Welcome to the Educational Version of Market Insight!

PEVHEIR L KT

Market Insight. This rich online resource provides six
years of data for 1,000 companies in the renowned
COMPUSTAT ® database. S&P problems can be found
at the end of relevant chapters of the text. Each new copy
of this book includes a card containing a unique pass-
word for access to the site. Please visit
www.mhhe.com/edumarketinsight for access.

|

An online site developed to integrate both theoretical and
applied ethics into the classroom. It includes current arti-
cles, weekly updates with assessment, referred Web
links, study tips with self-quizzes, and much more. A
passcode card is included with the purchase of a new
book for access to this resource. This feature can be
found at www.dushkin.com/powerweb.
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