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Preface

Financial markets facilitate the flow of funds in order to finance investments by corpo-
rations, governments, and individuals. Financial institutions are the key players in
financial markets because they serve as intermediaries that determine the flow of funds.
This book describes financial markets and the financial institutions that serve those mar-
kets. It provides a conceptual framework that can be used to understand why markets
exist. Each type of financial market is described, with a focus on its globalization, its uti-
lization by financial institutions, and its modification by recent events. Each type of
financial institution is also described, with a focus on its management, performance,
regulatory aspects, use of financial markets, and sources and uses of funds.

These days a company can offer a combination of financial services without being
subjected to the strict limitations previously imposed. Thus, labels such as “commercial
bank,” “savings institution,” “securities firm,” and “insurance company” are becoming
obsolete. Financial institutions are now being viewed as conglomerates that provide all
possible monetary services.

The discussion of financial services in this book is organized by type of service be-
cause each service is distinct and is offered by a particular unit of the conglomerate. Each
chapter on financial services explains how a specific unit, for example, the insurance
unit, of a financial conglomerate conducts its operations. Combined, the chapters de-
scribe the total operations of a financial conglomerate.

Intended Market

This text is suitable for both undergraduate- and master’s-level courses in financial mar-
kets, financial institutions, or both. To maximize students’ comprehension level, assign
the more difficult questions and problems, the special applications at the end of each
chapter, and the Comprehensive Project (see page xvii).

Organization of the Text

xiv

This text is organized as follows: Part 1 (Chapters 1 through 3) introduces the key finan-
cial markets and financial institutions, explains interest rate movements in the financial
markets, and explains why yields vary among securities. Part 11 (Chapters 4 and 5) de-
scribes the functions of the Federal Reserve System (Fed) and explains how its mone-
tary policy influences interest rates and other economic conditions. Part 11l {(Chapters 6
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through 9) covers the major debt security markets, Part 1V (Chapters 10 through 12)
describes equity securities markets, and Part V (Chapters 13 through 16) covers the
derivative security markets. Each chapter in Parts 11l through V focuses on a particular
market. The integration of each market with other markets is stressed throughout these
chapters. Part VI (Chapters 17 through 21) concentrates on commercial banking and
Part VII (Chapters 22 through 28) covers all other types of financial institutions.

Courses that emphasize financial markets should focus on the first five parts (Chap-
ters 1 through 16); however. some chapters in the section on commercial banking are
also relevant. Courses that emphasize financial institutions should focus on Parts 1, 11,
VI, and VII, although some background on securities markets (Parts 111, 1V, and V) may
be helpful.

Finally, the instructors of courses that emphasize financial markets and institutions
may wish to focus on certain chapters of this book and skip others, depending on other
courses available to their students. For example, if a course on derivative securities is
commonly offered, Part V of this text may be ignored. Alternatively, if an available in-
vestments course provides a thorough background on types of securities, Parts 111 and
IV can be skipped. Or, instructors may prefer to use most of their class time on chapters
that contain the most difficult concepts and allow students to read the more descriptive
chapters on their own.

Chapters can be rearranged without a loss in continuity. Regardless of the order in
which chapters are studied, it is highly recommended that the special exercises and se-
lected questions in each chapter be assigned. These exercises may serve as a focal point
for class discussion.

Coverage of Major Concepts and Events

Numerous concepts relating to recent events and current trends in financial markets are
discussed throughout the chapters, including the following:

Value-at-risk measurements

Initial public offerings (IPOs)

Forecasting interest rates

The Fed’s impact on financial markets

The financial impact of September 11

Online investment in securities

Role of analysts in valuation

The effect of the euro on financial markets
Shareholder activism by institutional investors
Online investments in stocks

Emerging stock markets

Option pricing

Forecasting stock volatility

Regulatory reform in the banking industry
The use of junk bonds to finance acquisitions
The measurement and use of duration
Interest rate swaps and currency swaps
Collateralized mortgage obligations (CMOs)
Portfolio insurance strategies

VY VY VVVYVYVYVYVVVYVVYVVY

Each chapter is self-contained, so professors can use classroom time to focus on the
more complex concepts and rely on the text to cover the other concepts.
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Changes in This Edition

Organization

The stock market chapters have been reorganized. A new chapter on stock market mi-
crostructure, strategies, and performance (Chapter 12) has been added. All chapters up
to Chapter 12 are in the same order as in the previous edition and all remaining chap-
ters are numbered one higher than in the previous edition. The chapters on pension
funds (Chapter 27) and credit unions (Chapter 28) have been moved to the Madura
Web site at http://madura.swcollege.com.

End-of-Chapter Problems

More problems were added at the ends of several chapters. Special problems that require
the use of templates have been added in the Problems section of some chapters. These
problems are intended to reinforce understanding of relationships between variables.
The problems require students to determine how the value of one variable changes in
response to movements in another, and therefore to recognize the relationships between
variables. A template logo is shown in the margin to signify those problems that involve
the use of templates.

Major Content Changes

The chapters on monetary policy (Chapters 4 and 5) were revised to focus more on the
Fed's decision making and target federal funds rate and to examine how the Fed com-
municates its decisions to the market and affects institutions with its monetary policy.
Also, discussion of the popularity of electronic trading in hond markets, stock markets,
and derivative securities markets has been expanded.

The financial impact of September 11 has been addressed in many chapters. This
event had a strong impact on most financial markets and institutions and is a good ex-
ample for students of how sensitive the values of securities and financial institutions are.

IMustrations throughout the text provide examples and applications of concepts.

Features of the Text

The features of the text are as follows:

» Part-opening Diagram. A diagram is provided at the beginning of each part to illus-
trate generally how the key concepts in that part are related. This offers information
about the organization of chapters in that part.

P Objectives. A bulleted list at the beginning of each chapter identifies the key concepts
in that chapter.

» Financial Markets Online. Financial Markets Online features in each chapter explain
how specific Web sites can be applied to monitoring financial markets or financial
institutions, or to executing transactions in financial markets.

» Global Aspects. Global Aspects icons in the margins throughout the text indicate in-
ternational coverage of the chapter topics being discussed.
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» Impact of 9/11. The impact of September 11 on financial markets and financial in-
stitutions is discussed and highlighted throughout the text.

» Summary. A bulleted list at the end of each chapter summarizes the key concepts.
This list corresponds to the list of objectives at the beginning of the chapter.

» Questions and Applications. The Questions and Applications section at the end of
each chapter tests students’ understanding of the key concepts and may serve as
homework assignments or study aids in preparation for exams.

» Interpreting Financial News. At the end of each Questions and Applications section,
the Interpreting Financial News question asks students to interpret quotations and
comments about the chapter’s key concepts. This gives students practice in apply-
ing what they have learned to interpret announcements by the financial media.

» Internet Exercises. Also at the end of the Questions and Applications section, an In-
ternet exercise challenges students to use the Internet to access financial informa-
tion and resolve issues related to the chapter.

> Problems. Selected chapters include problems after the Questions and Applications
section to test students’ computational skills.

» Managing in Financial Markets. At the end of each chapter, the Managing in Finan-
cial Markets section requires students to make decisions about specific situations
related to the key concepts in that chapter.

» WSJ Exercise. At the end of selected chapters, this exercise allows students to apply
information provided in The Wall Street Journal to specific concepts explained in
that chapter.

» Integrative Problem. An integrative problem at the end of each part integrates the key
concepts of chapters within that part.

> CNN Video Questions. A set of 13 CNN video clips pertaining to financial markets is
now available. Each section of the text supplemented with a related video clip is
marked with a logo in the margin. For each video, there are questions at the end of
the chapter for students to answer.

» Comprehensive Project. This project, found in Appendix A, requires students to ap-
ply to real data several key concepts described throughout the book.

The concepts in each chapter can be reinforced using one or more of the above fea-
wures. Each professor will have his or her own method for helping students get the most
out of the text. Each professor’s use of the features will vary depending on the level of
their students and the focus of the course. A course that focuses mostly on financial mar-
kets may emphasize tools such as the WSJ exercises and Part 1 of the Comprehensive
Project (on taking positions in securities and derivative instruments). Conversely, a
course that focuses on financial institutions may emphasize, for example, an exercise in
which students have to review recent annual reports (see Part 11 of the Comprehensive
Project) to fully understand how a particular financial institution’s performance is af-
fected by its policies, industry regulations, and economic conditions.

Supplements to the Text

The following supplements are available:

» The Web site for Financial Markets and Institutions, Sixth Edition, found at http://
madura.swcollege.com, contains the Data Bank, Internet exercises, updated URLs,
downloadable PowerPoint slides, and links to finance sites.

» The Study Guide, which I cowrote with Oliver Schnusenberg of St. Joseph’s
University, helps students test their knowledge of the material. It simulates test
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questions for key terms and key concepts, with numerous matching, multiple-
choice, and true/false questions for every chapter.

An updated Data Bank, available on the text Web site, provides quarterly data on
interest rates and other economic indicators.

A PowerPoint presentation package of lecture slides, revised and expanded by
David R. Durst of the University of Akron, is available on the text Web site as a lec-
ture aid for instructors and a study aid for students. In addition, key figures from
the text are also provided in a separate PowerPoint package. Both can be found on
the text Web site.

The South-Western Finance Resource Center, found at htip:/finance.swcollege
.com, provides unique features, customer service information, and links to book-
related Web sites. It also has resources such as Finance In The News, FinanceLinks
Online, Wall Street Analyst Reports from the Gale Group, and more. Learn about
valuable products and services to help with your finance studies, or contact the
finance editors at South-Western.

An Instructor’s Manual contains the chapter cutline and a summary of key con-
cepts for discussion as well as answers to the end-of-chapter Questions, Problems,
Managing in Financial Markets, CNN Video Questions, and Interpreting Financial
News. The instructor’s manual is also available to instructors on the text Web site.
The Test Bank has been revised and expanded with new multiple-choice questions.
ExamView™ computerized testing program contains all of the questions in the
printed test bank. It is an easy-to-use test creation software package compatible
with Microsoft Windows. Instructors can add or edit questions, instructions, and
answers, and select questions at random or by number after previewing them on the
screen. Instructors can also create and administer quizzes online, whether over a
LAN, a WAN, or the Internet.

CaseNet® brings the practical lessons of real business to your classroom with pre-
mier teaching cases, all based on data from business and industry. Cases help stu-
dents make the connection between theory and practice, build analytical skills, and
solve realistic problems. For more information, contact your Thomson Learning/
South-Western sales representative or visit CaseNet at http://casenet.thomsonlearn
ing.com.

WSJ Subscription: A special, 15-week subscription offer to The Wall Street Journal
is available to students of instructors adopting this text. The Wall Street Journal is the
unprecedented resource for financial information in the marketplace, which the
text integrates throughout. Contact your Thomson Learning/South-Western sales
representative for package pricing and ordering information.
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