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tutions introduce a collection of topics that have no clear theoretical

connection with one another. As a result, students simply memorize a
set of institutional details that often become obsolete due to changes in regula-
tory structure, advancements in technology, and the intensification of competi-
tion in domestic and international markets. Furthermore, students faced with a
list of seemingly unrelated topics have difficulty in prioritizing particular facts
and in comprehending and retaining the material for subsequent coursework
and employment. In the end, this seemingly straightforward pedagogical
methodology only complicates the subject matter. Not surprisingly, students find
such texts tedious.

The existing descriptive books have generally shied away from the coverage
of modern theoretical and empirical research under the assumption that such
topics are too difficult for students to comprehend. Indeed, the very institutional
nature of these books does not allow for a thorough integration of theoretical
findings and their empirical tests. A decade of teaching such material, however,
has proven to us in both undergraduate and graduate courses that students are
eager to learn truly relevant theories and related evidence. The challenge for an
effective finance instructor is to present complex theories and empirics in a man-
ner that is comprehensible to students. Academics equally dissatisfied with mate-
rial found in existing texts have settled, as we have, for a compilation of journal
articles and special-topic books. We intend to integrate these topics into a single
volume through a unified treatment.

As advances in information technology rapidly change the composition of fi-
nancial instruments and intermediaries, education must also adapt to the new
environment by teaching students the nature of the intermediation process, the
unique features of intermediaries and instruments, and the trends in the devel-
opment of new instruments in financial risk management (e.g., derivatives). Un-
derstanding the economic foundation of the intermediation process, in addition
to the institutional details of today’s intermediaries and instruments, will pre-
pare students not only for today’s job market but will also help to increase their
educational flexibility in adapting to future changes.

Modern Financial Intermediaries and Markets examines firms, intermediaries, fi-
nancial market instruments, and financial risk management. Advancements in
the theory of capital markets and financial intermediation in the last two decades
have significantly improved our understanding of these topics and altered tradi-
tional perspectives on the roles of capital markets, financial intermediaries, and
regulatory structure. We develop the intermediation process as a broad theme
which extends beyond the nature and purpose of financial intermediaries to in-
clude their influence over the financial instruments and markets in which they
operate. For example, we examine the reasons behind commercial bank domi-
nance in the swap market by evaluating the unique features of swap contracts,

Most of the available textbooks dealing with financial markets and insti-
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their primary functions, and the financial positions of customers who demand
swaps. This analysis requires us to build a unified framework through which we
can explain how a bank is uniquely qualified to produce customer credit infor-
mation before the bank participates in a swap agreement, bears the risk, and fa-
cilitates the customer’s sale of stocks and bonds in the capital market.

We wrote this text primarily for financial markets and institutions courses at
both the undergraduate and MBA levels, taken either as a general business re-
quirement or as a finance or economics elective. The text will also work well in
related courses on money and banking or bank management. Since the book is
self-contained, students need no prior knowledge of financial intermediation or
capital markets, but may find an introductory economics course useful as a pre-
requisite.

To assist instructors in teaching, we provide an instructor’s manual con-
sisting of solutions to all questions and problems in the book, lecture notes, and
overhead transparency masters. We also supply a test bank consisting of mul-
tiple choice questions and problems, essays, and word problems. A computer-
ized version of the test bank is also available. We also intend to set up a Web Site
to discuss current issues related to subjects discussed in the book. Like most in-
structors, we have been dissatisfied with the auxiliary material provided by most
of the textbooks in the market. Our supplements are carefully prepared to pro-
vide detailed teaching and test material, with the intention of reducing instruc-
tors’ preparation time.
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A Framework for Studying Modern
Financial Intermediaries and Markets

OBJECTIVES
This chapter presents a brief introduction to the intermediation process. We begin with a discussion of
transaction costs, because their role is central to establishing markets, firms, corporations, financial in-
termediaries, and financial and derivative instruments. After introducing transaction costs, we describe
the intermediation process, and conclude with a synopsis of each chapter.

......................................................................

TRANSACTION COSTS AS THE UNIFYING THEME

Advances in technology and intensified competition in domestic and global mar-
kets have led to drastic changes in the intermediation process, requiring a new
approach to the study of financial institutions and markets. Since most activities
in the intermediation process involve information, the impact of innovative tech-
nology on the financial services industry is significant. The ability to collect, pro-
cess, and analyze large quantities of information quickly and cheaply has ex-
panded market opportunities (e.g., mutual funds, derivatives) and has altered
the way traditional markets operate (e.g., home mortgage securitization).
Technology has also contributed to the unbundling of the traditional loan
into origination, risk-bearing, funding, and servicing functions, which, in turn,
has increased competition in the financial markets for each function. Separating
funding from the remaining loan services develops new lines of business for in-
termediaries in the form of fee-based activities. Securitization, loan sales, and off-
balance-sheet activities are examples of fee-based ventures that do not require
funding. Fee-based activities are on the rise, while traditional activities such as
intermediary loans are on the decline. Whereas corporations once relied on bank
loans for a major part of their external financing, they now raise a significant part
of their funds through the direct sale of securities in the capital market, facilitated
by standby letters of credit obtained from commercial banks. 1
In market-oriented economies there is an economic rationale for the exis- -
. sy g . .3 E . 5 A Framework for Studying
tence of each and every institution and instrument. The surviving institutions  yjodern Financial Intermediaries
and instruments are those that have the lowest transaction costs. Transaction and Markets



