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The revolution that has taken place in the world financial markets was aptly
described by a noted economist, Henry Kaufman, in the 1985 Annual Report
of Phibro-Salomon:

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 prepon-
derance of fixed-rate financing, he would discover a world of highly
integrated capital markets, an extensive array of financing instru-
ments, 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 that are 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 rea-
sons, 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 pro-
vide an overview of the asset/liability management problem faced by major
institutional investors and the strategies they employ.

We believe that the coverage provided in this book on the institutional
investors and financial instruments is as up-to-date as possible in a market
facing rapid changes in the characteristics of the players and those making the
rules as to how the game can be played. New financial instruments are intro-
duced on a regular basis; however, armed with an understanding of the needs
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of borrowers and institutional investors and the attributes of existing finan-
cial instruments, the reader will be able to recognize the contribution made
by a new financial instrument.

This book deviates in several ways from the traditional capital markets text-
book. One important way is in our coverage of derivative markets (futures,
options, swaps, etc.). These markets are an integral 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” mar-
kets. These instruments permit a mechanism by which market participants
can control risk—borrowers can control borrowing costs and investors can con-
trol the market risk of their portfolio. It is safe to say that without the deriva-
tive markets, there would not be an efficient global capital market.

In addition, it is important to appreciate the basic principles of option the-
ory not only as a stand-alone instrument, but because many financial instru-
ments have embedded options. Also, the liabilities of many financial institu-
tions have embedded options. Thus, it is difficult to appreciate the complex
nature of assets and liabilities without understanding the fundamentals of
option theory.

While we recognize that many colleges offer a specialized course in deriva-
tive markets, our purpose here is not to delve deeply into the various trading
strategies and the nuances of pricing models that characterize such a course.
Instead, we provide the fundamentals of the role of these instruments in
financial markets, the principles of pricing them, and a general description of
how they are used by market participants to control risk.

A special feature of this book is the extensive coverage of the mortgage mar-
ket and the securitization of assets. Asset securitization refers to the creation of
securities whose collateral is the cash flow from the underlying pool of assets.
The process of asset securitization is radically different from the traditional sys-
tem for financing the acquisition of assets. By far the largest part of the securi-
tized asset market is the mortgage-backed securities market, where the assets
collateralizing the securities are mortgage loans. Securitized assets backed by
non-real estate mortgage loans are a small but growing part of the market.

Another key feature of this book is an emphasis on the role played by for-
eign investors in the U.S. market. Although the bulk of this book covers the
U.S. financial markets, we discuss other major financial markets throughout.

In deciding the topics to cover in this book we discriminated between what
belongs in a course on capital markets and what is the province of investment
management. Oftentimes, because the needs of institutional investors dictate
the need for financial instruments with certain investment characteristics or
for a particular strategy employing a capital market instrument, we had to
cross the line. The approach taken in this book makes it adaptable for a course
in investment banking and as a supplement for a derivative markets course.

DIFFERENCES BETWEEN
SECOND AND FIRST EDITIONS
The second edition greatly expands on the topics in the first edition. The

number of chapters has been increased from 22 to 31. The differences between
the two editions are summarized below:



Preface

Chapter 1 in the first edition was fairly lengthy. In the second edi-
tion, the coverage has been split between Chapters 1 and 2. The rea-
sons for the globalization of financial markets and the classification
of global markets have been shifted from the last chapter in the first
edition to Chapter 1 of the second edition.

There are chapters devoted exclusively to the primary market (Chapter
6) and secondary market (Chapter 7). In the first edition, coverage of the
primary and secondary markets was spread out in several chapters.

The coverage of risk and return theories has been expanded to two
chapters (Chapters 8 and 9) from one in the first edition.

A new chapter (Chapter 12) introducing the swaps market has been
included early in the book. The new chapter demonstrates how a
swap can be used to create a security. More detailed information
about specific types of swaps is then covered in later chapters.
Chapter 15 includes a discussion of equity swaps, a topic not covered
in the previous edition.

The coverage of interest rate determination has been expanded from
two chapters in the first edition to three chapters (Chapters 16, 17,
and 18).

Coverage of the debt obligations of corporations has been augment-
ed from one chapter to two chapters (Chapters 21 and 22). There is
greater coverage of the medium-term note market and the loan mar-
ket. A discussion of the bankruptcy process is also included.

The coverage of mortgage-backed securities has been expanded to two
chapters: mortgage pass-through securities (Chapter 25) and collateral-
ized mortgage obligations (Chapter 26). The presentation of collateral-
ized mortgage obligations begins with a pool of mortgage pass-through
securities and shows how the cash flows for the pool can be carved up
to create various types of bonds. By presenting collateralized mortgage
obligations in this manner, the student can see the structuring process
that is now being used in other sectors of the financial market.

There is a new chapter (Chapter 27) devoted to asset-backed
securities.

The two chapters on interest rate risk control tools in the first edi-
tion have been reorganized and expanded. Chapter 28 covers
exchange-traded interest rate options and futures markets while
Chapter 29 covers over-the-counter interest rate derivative markets.

The chapter on foreign exchange markets in the first edition has
been split into two chapters (Chapters 30 and 31).

Coverage of the global financial markets was in the last chapter of
the first edition. In the second edition, the material has been inte-
grated into the other chapters.

We have added at least 50% more questions to each chapter.
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