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Preface

INTRODUCTION TO THE TEXT

Financial markets and institutions have undergone significant changes in recent years.
Technology, innovation, deregulation, competition, globalization, and financial crises
have driven transformations. The explosion of international trade and capital flows has
escalated the development of international currency markets. Financial institutions have
entered nontraditional venues. Laws forbidding the mergers of banks, securities firms,
and insurance companies have been overturned. Mega-mergers have occurred that
change the scope, size, and activities of financial institutions. Changes in information
and computer technologies have fostered the growth of new financial instruments and
products, and the development of new and creative ways to hedge and manage risks in a
globalized environment. Electronic transfers of funds have come to dominate both
checks and currency as payment mechanisms, and e-cash for Internet payments is rapidly
evolving. Anti-money laundering activities have become more important since the
beginning of the War on Terror. Managers of financial institutions must now make
decisions in this new and dynamic milieu where technological innovations are the
driving force.

In the mid 2000s, financial market participants face new challenges as they con-
tinue to adapt to the changing financial environment. The economy continues to recover
from the last recession that began in early 2001 following the bursting of the stock mar-
ket bubble. Stock prices increased over 20 percent in 2003 and continued to grow, albeit
at a slower pace, in 2004. The War on Terror and wars in Afghanistan and Iraq contin-
ued to dominate the news along with record oil prices, record trade and government
deficits, and a declining dollar.

Given this economic climate, the motivation in developing this text is twofold.
First, to capture the ongoing changes in the financial system, particularly with regard to
technology and globalization. Second, and most importantly, to present an analytical
framework which enables students to understand and anticipate changes in the financial
system and the accompanying changes in financial markets and institutions.

INTENDED AUDIENCE

The text is intended for an introductory undergraduate course in money and banking or
financial markets analysis taught in either an economics or finance department. It may
also be suitable for use in a financial markets course in an MBA Program.

CONTENTS OF THE TEXT

The Financial System and the Economy, 4th Edition, covers the traditional material found
in a money and banking text and incorporates many of the recent changes and contro-
versies within the financial services industry.

In addition, there are several unique features to this edition:

* Greater focus on technological change and its affects on the financial system.

* More thorough scrutiny of how the “modus operandi” of the Fed has dramatically
changed, in recent years, including the central bank’s greater openness, its use of asym-
metric risk management paradigms, policy regret, and other changes.
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® Robust coverage of the securities industry, financial holding companies, equity and
debt markets, and the expansion of derivatives and securitizations to hedge risk.

* Greater detail in the analysis of the efficient market hypothesis.
* Continued focus on the globalization of financial markets.

This fourth edition continues to have a clear and engaging writing style and strong in-
tuitive approach.avoiding the encyclopedic and seeking a balance between policy,

‘theory, and institutions. Students find it easy to understand and enjoyable to read. The text

makes use of many examples and analogies to illustrate how financial innovation,
technological and structural change, and globalization affect the financial environment.
Much attention is paid to how and why institutions evolve. Graphs and equations are
used sparingly.

Financial markets are evolving at a rapid pace due to changes in technology, regu-
lations, and globalization. We do not focus on “facts” regarding the current state of the
financial system. Instead we emphasize the dynamics as to how the current state evolved
and where it is likely head. We erect an analytical framework that allows students to
unravel the dynamics and intricacies of the financial system.

The chapters contain many features that include examples, historical and interna-
tional perspectives, and projections about the future that bring the material to life for
students. Professors often view the examples that come along at the end of a lecture as a
means to tie up the loose ends. We view the examples/illustrations as the nails in the wall
on which we hang the analysis; our experience suggests it is the real-world dimension to the
text and examples that stays with students well beyond the lecture and, indeed, the course.

A sample of topics covered in these features include recent mega-mergers among
financial institutions, changes in the payments mechanism due to technology, the implicit
guarantee of government-sponsored enterprise securities, buying and selling stocks
over the Internet, purchasing power parity and interest rate parity, the causes of Asian
financial crisis, Europe’s new single currency, how price expectations are formed, the
collapse of Barings Bank and Orange County, the current Federal Reserve Board, the
use of intermediate targets since 1970, changes in how the discount rate is set, the flow
of funds among sectors, and the bailout of Long Term Capital Management, among others.

The text also contains annotated Suggested Readings that give the students some
idea about how the readings related to the material in the chapters. In addition, the Sug-
gested Readings sections contain Internet addresses that pertain to the financial system.

Internet addresses also appear throughout the body of the text that send students
to sites relevant to the topics being discussed. Some chapters have review and analytical
questions and problems that direct the student to go to an Internet address to locate and
analyze financial market data. Internet Applications and Interactive Quizzes can be
found at the Web site for the text, http://burton.swlearning.com/.

ORGANIZATION OF THE TEXT

The Financial System and the Economy, 4th ed. is organized in six parts.

Part 1 consists of a four chapter introduction. The student is introduced to the economy,
money and credit, financial intermediaries, the circular flow, and financial markets and
products.

Part I consists of three chapters that focus on how interest rates and exchanges rates (fi-
nancial prices) are determined.

Part HI consists of four chapters on financial institutions and the forces that shape them.
The roles of technology, competition, globalization, and regulations are emphasized in



discussing how institutions evolve. The chapters on financial innovation, financial insta-
bility, and the securities industry have been updated.

Part IV (one chapter) focuses on financial markets including the international financial
system.

Part V (three chapters) covers monetary theory including the money supply process, the
demand and supply of money and credit. As a capstone, the aggregate demand and supply
model is developed.

Part VI (three chapters) analyzes monetary policy in an increasingly globalized environ-
ment and focuses on the formulation of monetary policy by the Fed Open Market
Committee and subsequent execution of the policy directive by the Trading Desk of the
New York Fed. The growing need for greater international policy coordination are also
addressed.

The Financial System and the Economy: Principles of Money and Banking is designed
to be flexible. After completing Part I, the instructor can emphasize financial prices (Part
I1), financial institutions (Part III), financial markets (Part IV), monetary theory (Part
V), or monetary policy (Part VI) depending on the focus of the class. In parts that are
not being emphasized, chapters may be skipped.

PEDAGOGICAL FEATURES OF THE TEXT

In addition to presenting the material in a clear and concise manner, we have incorpo-

rated the following pedagogical tools to enhance the student’s understanding.

® Learning objectives at the beginning of each chapter tell the student where the chap-
ter is heading and what questions will be answered by studying the chapter.

® RECAP sections are dispersed throughout each chapter to summarize analytical ma-
terial the student should know before moving forward, and also to check that the student
has mastered the preceding material.

® Highlighted features include:

* A Closer Look features that delve more deeply into the topic being discussed and
provide enhancement material.

* Looking Out boxes add relevant international material that shows how the inter-
relationships of global financial system:s.

* Looking Back features provide historical background of the foundations of current
economic circumstances.

* Looking Forward boxes make projections about possible future situations within
the arena of the financial system and economies.

* Cracking the Code features show students how to interpret the financial pages of

daily newspapers, including stock, bond, Treasury bill, mutual fund, and foreign ex-
change quotes, and futures and options prices.

® KeyTerms are bold-faced in the text where they are defined, listed at the end of each
chapter, and also appear in the margins with definitions.

® Summary of Major Points are chapter summaries intended to reinforce the chapter
content and aid in study for exams and quizzes, as well as provide another check for
students to make sure they have not missed an important concept of the chapter.

it



End-of-Chapter materials include:

* Review Questions, Analytical Questions, and Internet Questions appear at the
end of each chapter. Questions marked with an icon can be answered with a short
answer or a single number. Instructors may choose to use these objective questions
in larger sections.

* Annotated Suggested Readings that direct the student to related material and in-
clude relevant information available on the Internet.

SUPPLEMENTS TO THE TEXT

The Financial System & the Economy offers a comprehensive and well-crafted supplements
package for both students and instructors. Contact your Thomson/South-Western
sales representative for more details, or visit the Burton Web site at http://burton.
swlearning.com/.

Study Guide. (ISBN: 0-324-28884-0) The study guide, revised by Christine
Mooney of Queensborough Community College, provides chapter outlines and re-
view questions to reinforce learning. These features include Highlights in Detail,
Terms and Concepts with definitions, Fill-in questions by topic, True/False, Multiple
Choice, and Essay Questions, and Problems, all with answers at the end of each
chapter.

Answers to True/False and Essay Questions, and Problems include detailed
explanations.

Instructor’s Manual. (ISBN: 0-324-28882-4) This edition’s Instructor’s Manual, by Maureen
Burton, includes chapter summaries, teaching tips, and solutions to all end-of-
chapter questions.

Test Bank. (ISBN: 0-324-28883-2) The test bank, revised by Ronnie J. Phillips of

Colorado State University, contains multiple choice questions for each chapter.

ExamView Testing Software—Computerized Testing Software.(ISBN:0-324-28886-7)
This testing software contains all of the questions in the printed test bank. Exam-
View is an easy-to-use test creation software compatible with Microsoft Windows.
Instructors can add or edit questions, instructions, and answers; and select questions
by previewing them on the screen, selecting them randomly, or selecting them by
number. Instructors can also create and administer quizzes online, whether over the
Internet, a local area network (LAN), or a wide area network (WAN).

Microsoft PowerPoint™ Slides: These user-friendly slides, revised by Linda Ghent
of Eastern Illinois University, serves as lecture enhancement for instructors. These
consist of a set of lecture slides and a separate set of exhibits from the text, and are
available to instructors only on the text web site at http://burton.swlearning.com/.

The Burton Interactive Study Center (http:/burton.swiearning.com/)

The Web site designed to be used with this textbook provides a comprehensive chapter-
by-chapter online study support that includes interactive quizzing, a glossary, updated and
extended applications from the book, and numerous other features. Some of the high-
lights include:

Quizzes Interactive quizzes help students test their understanding of the chapter’s
concepts. Multiple-choice questions include detailed feedback for each answer. Stu-
dents can email the results of a quiz to themselves and/or their instructor.



* Key Terms Glossary, A convenient, online glossary enables students touse thc? point-
and-click flashcard functionality of the glossary to test themselves on key terminology.

* Extensions of-In Text Web Features. To streamline navigation, the Study Center links
directly to Web sites highlighted in each chapter. These applications provide students
with opportunities to interact with the material by performing real-world analyses.
Their comments and answers to the questions posed in these features can be emailed
to the instructor.

Burton Xtra! Web Site (http://burtonxtra.swiearning.com/)

By tapping into today’s technology, this textbook can reach out to a variety of students
with a variety of learning styles and can help instructors ensure that they address the
needs of all students. The Burton Xtra! is available to be packaged with the textbook and
provides access to a robust set of additional online learning tools. Burton Xtra! contains
these key features:

* E-Lectures. Interactive E-Lectures. Difficult concepts from each chapter are ex-
plained and illustrated via Flash-animated tutorials.

* Xtra!Quizzing. In addition to the open-access chapter-by-chapter quizzes found at
the Burton Product Support Web site (http://burton.swlearning.com), Burton Xtra!
offers students the opportunity to practice for midterms and finals by taking more in-
teractive quizzes.

* e-con@pps Economic Applications. EconNews Online, EconDebate Online, Econ-
Data Online, and EconLinks Online help to deepen students’ understanding of
theoretical concepts through hands-on exploration and analysis of the latest economic
news stories, policy debates, and data.

None of these features requires detailed knowledge of the Internet. Nor are they
required for a successful classroom experience if an instructor wants to assign only the
materials contained within the textbook. The online enhancements simply offer optional
paths for further study and exploration—new ways for students to use their individual
learning styles and new ways for instructors to experiment with technology and a wider
range of assignment materials.
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