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Introduction to the Text - .
~ The financial system has undergone SIgmflcant changes in recent years Trans— '
 formations have been driven by technological advances, deregulation, and
gloloalxzatlon Flexible exchange rates and the growth of international trade have .
escalated the development of currency markets. Financial institutions have en-
tered nontraditional venues. Laws forbidding the mergers of banks, securities
~ firms, and insurance companies have been overturned. Mega-mergers have oc-
 curred that have altered the scope, size, and activities of financial institutions
"Changes in information and computer technologies have fostered the develop-
- ment of new financial instruments and products as well as new and creative ways
1o hedge and manage risks in a globalized environment. Managers of financial
institutions must now make decisions in this new and dynarmc mlheu where
~ techn logical innovations are the driving force. '
‘  In the early 2000s, financial market part1c1pants face new challenges as they
. contmue 1o adapt to the changing political and economic environment. Even be-
~ fore the September 11, 2001 terrorist attacks on the World Trade Center and the
 Pentagon, falling stock prices raised global uncertainty while rates of economic
- growth among key industrialized countries slowed. The terrorist attacks further
~ threatened the economic health of financial institutions and markets. Contro-
~ versy continues over monetary policy and the Fed's response to the events of
‘September 11, which included massive injections of reserves into the bankmg
system, coordinated decreases in interest rates, and a currency swap agreement ;
. vmh the newly created European Monetary System.
‘ Given this climate, the motivation for developing this text is twofold First,
we w15h to capture the ongoing changes in the financial system, particularly with
regard to technology and globalization. Second, and most importantly, we seek to
present an analytical framework that enables students to understand and antici-
- pate changes in the financial system and the accompanymg changes in fmanmal
‘ marke’ts and institutions.

xxii
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. Intended Aud1ence ‘,
 The text is intended for an mtroductory 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 ina financial markets course in an

"  M. BA program.

,Contents of the Text ‘ ,
 The Financial System & The Economy, 3rd edition, covers the tradltmnal materlal
~ foundina money and banking text and incorporates many of the recen _changes '
and controversws within the financial services industry. . ‘
 In addition, there are several unique features to this edmon mcludmg
. greater focus on technologmal change and its effects on the financial system -

s superior coverage of the securities mdustry and newly created flnanmal
hoidmg companies - .




* new coverage of the efficient markets hypothesis

* expanded coverage on equity and debt markets, securities firms, and the grow-
ing use of derivatives and securitizations ‘

* discussion of how the Fed’s modus operandi has dramatically changed in re-
cent years , ‘ , ‘

The 3rd edition continues to have a clear and engaging writing style and
strong intuitive approach. It avoids encyclopedic overload and seeks a balance be-
tween policy, theory, and institutions. Students will 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 institu-
tions evolve. Graphs are used sparingly and equations are used even more
_ sparingly. ‘

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

Chapter features include examples, historical and international perspec-
tives, 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 loose ends. We view the examples and 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 beyond the course.

A sample of topics covered in these features includes recent mega-mergers
among financial institutions, changes in the payments mechanism due to tech-
nology, the new U.S. currency, the implicit guarantee of government-sponsored
enterprise securities, buying and selling stocks over the Internet, the causes of
the Asian 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, and the bailout of
Long-Term Capital Management, among others.

The text contains annotated suggested readings that give the students some
idea about how the readings relate to the material in the chapters. In addition, the
suggested readings sections contain Internet addresses that pertain to the finan-
cial system. ,

Internet addresses also appear throughout the body of the text to direct
students to sites relevant to the topics being discussed. Some chapters have re-
view and analytical questions and problems that direct the student to go to an
Internet address to locate and analyze financial market data. Internet applica-
tions and interactive quizzes can be found at the Web site for the text,
http://burton.sweollege.com/.

New Chapters
Three new chapters have been added to the 3rd edition. The first is Chapter 9,
“Market Efficiency.” This chapter rounds out the discussions in Part IT on finan-
cial prices by presenting the efficient markets hypothesis to demonstrate how
prices of all financial instruments (and interest rates) are related. In addition,
the chapter shows how the flow of funds among sectors changes in response to
 changes in financial prices that alter spending, saving, borrowing, and lending
behavior among spending units.
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The other new chapters—Chapter 16, "Securmes Flrms, MutuaI'F Ends, andh :
alConglomerates, and Chapter 18, "The Debt Markets —were wr1tten o

::markets evolve, partmularly since the Gramm—Leach—-Bhley Act became law .

Finally, the two chapters in the 2nd edition on the financial aspects of the

', behawor of the household, business, government and Test- of the worId sectors .
_ were combmed into one chapter ~

ation of the Text ,;
ial System & The Economy, 3rd edition, is orgamzed in six parts.

sts of a six- chapter introduction. The student is mtroduoed tothe
y, money and credit, financial intermediaries, the ctroular ﬂow, the Fed-

; ,e 1R erve System, and fmancwl markets and products

‘Part 0 cons1sts of four chapters that focus on how mterest rates and exchange ‘

- rates (flnanclal prices) are determined. In addition, a new chapter hasbeen
~ ,;added on market efflclency that covers the efflclent markets hypothesw and the .

” ,:flow of funds among sectors. -

 Part III con31sts of six chapters on fmanmal 1nst1tut10ns and the forces that shape .
~ them. The roles of technology, competition, globahzatmn, and regulation are em-

phas1zed in a discussion of how institutions evolve. The chapters on financial

_innovation and financial instability have been up dated. A new chapter has been
. kadded on secuntles firms, mutual funds, and financial conglomerates '

~ Part IV offers four chapters that focus on financial markets including t the stock .
~ market; the debt markets; the forward, futures, and options markets; and the in-

ternatxonal financial system. As noted earlier, the chapter on debt markets is new

W this edmon

. Parlti presents four chapters that cover monetaxy theory mcludmg the 1 money

supply process; the demand and supply of money and credit; the financial aspects

~ of the behavior of households, firms, governments, and forelgn se ctors; and the
ﬁ aggregate demand and supply model. ,

nsists of four chapters that analyze monetary pohcy inan mcreasmgly

k{'globahzedenwronment and focus 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 role of the Fed watcher and the g’row~ ‘

mg need for international coordination are also analyzed ~

 This text is designed to be flexible. After completmg Part I the instructor

' ‘can emphasize financial prices (Part IT), financial institutions (Part IID), financial | k

markets (Part IV), monetary theory (Part V), or monetary policy (Part VI), de-

- pending on the focus of the class. In parts that are not bemg emphasized, chapters
oy be sktpped . . '

Pedagogtcal Features of the Text

~ Inaddition to presenting the material in a clear and concise manner we have mn-
~ corporated the following pedagoglcal tools to enhance the student s .
. understandmg : .

. Learmng Ohjeetlves at the begmnlng of each chapter tell the student where
 the chapter is heading and what questions will be answered by studymg the
ehapter ,




. Eecap sections are mterspersed throughout each chapter to summarize analyt—
~ ical material the student should know before movmg forward and also to check
~ ifthe student has mastered the precedmg matenal ,

i nghhghted features include:
+ A Closer Look boxes, which delve more deeply mto the toplc belng dlscussed .
~ and provide enhancement material.
o Lookmg Out boxes, which add relevant mternatlonal materml that empha~
sizes the interrelationships of global financial systems. ~
Lookmg Back boxes, which provide historical background on the founda-
ions of current economic circumstances. , -
Looking Forward boxes, which make pro]ectlons a.bout poss1b1e future situ-
tions within the arena of the financial system and economies. ~

ckmg the Code features show students how to mterpret the flnanclal pages
- of daily newspapers, including stock, bond, Treasury bill, ‘mutual fund and
. ;forelgn exchange quotes and futures and options prices.. ,

L Key Terms are boldfaced in the text where they are defmed and are listed atthe
nd of each chapter. They also appear in the margins w1th deflmuons ~

ummary of MaJor Points features are chapter summaries mtended to e
~ inforce the chapter content and aid in studying for exams and quizzes, as well
. a5 provuie another check for students to make sure they have not mlssed any
~ 1mportant concepts ~

. ‘End of—chapter materlals mclude
* Annotated Suggested Readings that direct the student to related matenal
- and include relevant information available on the Internet. - .
* Review Questions, Analytical Questions, and Internet EXEI'CISCS Ques~
tions marked with an icon can be answered w1th a short answer or number.
Instructors may choose to use these ob]ectlve questmns in larger sectlons.{

; 'Supplements to the Text .
 The Financial System & The Econamy offers aco ,chenswe and well crafted
~ supplements package for both students and instructors. Contact your Thomson
ing/South-Western Sales Representative for mor ’f‘d""taﬂs, or visit the ‘
onWeb site at http://burton. swcolleg'e €O . .
tudy Guide (ISBN o~3244 12073 7). The  guide prcmdes chapter out-
nes and review questions to reinforce learning. Features mclude nghhghts
etall Terms and Concepts with deflmtlo '

' | erdsoft Wmdows Instructors can add or edlt questlons, mst (
~ answers, and select questions by previewing them on the screen, selectmg
m randomly, or selectmg them by num.ber Ins an also !
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: admlmster qulzzes onhne whether over the Internet a local area network
~ (LAN), or a wide area network (WAN).

. Mlcrosoft PowerPoint™ Slides. These user- friendly shdes canserve asalec-
ture enhancement tool for instructors and a study aid for students. They are
avallable on the text Web site at http: //hurton swcollege com/ ‘
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