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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 these transformations. The growth of international
trade and flexible exchange rates have escalated the development of international
currency markets. Financial institutions have entered nontraditional venues on
both the liabilities and the assets side of their balance sheets. Laws forbidding
interstate banking have been overturned, mega-mergers have occurred in the
financial services industry, and market participants have developed creative ways to
hedge risks. Controversy continues over monetary policy and the increasing need
for international coordination. In the late 1990s, policymakers struggled to deal
with international financial instability that was causing increased volatility in
domestic financial markets. What started out as a currency crisis in Thailand
spread to Asia, Latin America, Russia, and beyond. All of these anomalies are tak-
ing place in a world with competing views regarding the linkages between the real
and financial sectors and the formulation and execution of monetary policy.

Intended Audience

The Financial System and the Economy 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. The text is intended for an introduc-
tory undergraduate course in money and banking or financial markets analysis
taught in either an economics or a finance department. It may also be suitable for
use in a financial markets course in an MBA program.

Contents of the Text

A strength of the text is its clear and engaging writing style and strong intuitive
approach. It avoids the encyclopedic approach and seeks a balance among policy,
theory, and institutions. Students find it easy to understand and enjoyable to read.
The text uses many examples and analogies to illustrate how financial innovation,
technological and structural change, and globalization affect the financial environ-
ment. Much attention is paid to how and why institutions evolve. Graphs are used
sparingly and equations are used even more sparingly.

The chapters contain many features, including case studies and examples, his-
torical and international perspectives, and projections about the future, that bring
the material to life for students. Topics covered in these features include the col-
lapse of Barings Bank and Orange County, California, paying bills over the phone,
the current Federal Reserve Board, the use of intermediate targets since 1970, the
bailout of Long Term Capital Management, a field guide to open market opera-
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tions, the new U.S. currency, the causes of the Asian crisis, Europe’s new single
currency, the Phillips curve, how price expectations are formed, and many others.

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

Internet addresses also appear throughout the body of the text as margin notes
to direct students to sites relevant to the topics being discussed. An appendix with
descriptions of material found on the Internet and World Wide Web addresses
relating to financial markets is available on the text Web site at http://
burton.swcollege.com. Some chapters include review and analytical questions and
problems that direct the student to go to an Internet address to locate and analyze
financial market data.

New Chapters

Two new chapters have been added to the second edition. The first is Chapter
10, The Stock, Bond, and Mortgage Markets: Volatile Asset Prices. Although a chapter on
capital market assets has not traditionally been included in a money and banking
text, this chapter was added due to recent price volatility in these markets. In an
era of volatile asset prices—such as the 1990s—the Fed must be concerned about
asset prices as well as the prices of goods and services in the real sector. Not only
can inflation in asset markets spill over to the goods and services markets, but spec-
ulative bubbles in asset markets can also have detrimental effects on the real sec-
tor when they burst.

The second new chapter in this edidon—Chapter 12, The International Financial
Systern—was written to satisfy the need for additional international coverage. The
ongoing globalization of finance suggests that we should not only incorporate
international material throughout the text, but also add a separate chapter that
provides the structure of international financial markets and institutions.
International aspects of financial markets and institutions continue to be inter-
spersed throughout the body of the text and in “Looking Out” sections. But now
three chapters are devoted to international coverage: Chapter 9 analyzes exchange
rate determination; the new Chapter 12 looks at the international financial system;
and Chapter 26 looks at monetary policy in an increasingly globalized environ-
ment.

Other Special Coverage

Several other features of The Financial System and the Economy deserve mention.
First, Chapters 20 and 21 present unique coverage about the financial aspects of
the behavior of households, firms, government, and the foreign sector. Sources
and uses of funds statements from the flow of funds accounts for each sector are
presented.

Chapter 22 uses the aggregate demand and aggregate supply model, developed
without the use of the IS-LM framework, to explain macroeconomic equilibrium.
Chapter 22 also presents a model of macroeconomic equilibrium from a flow of
funds framework, stressing that the macroeconomy is in equilibrium when the
desired net financial investment of surplus sectors is equal to the desired new
financial deficits of deficit sectors. The sources and uses of funds for each sector
developed in the previous two chapters are integrated into the complete model.
Chapter 23 makes the analysis more dynamic by looking at various macroeco-
nomic disturbances and the adjustments over time.
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In addition to the traditional material covered in the policy section, the text
looks in detail at how the Federal Open Market Committee makes decisions and
how those decisions are implemented by the New York Fed.

Organization of the Text

The Financial System and the Economy is organized in six parts. Part I consists of a
six-chapter introduction. The student is introduced to the economy, money and
credit, financial intermediaries, the circular flow, the Federal Reserve System, and
financial markets and products. Next, Part II consists of three chapters that focus
on how interest rates and exchanges rates (financial prices) are determined.

Part I1I consists of three chapters on financial markets. In this section, two new
chapters—one on the stock, bond, and mortgage markets and the other on the
international financial system—are introduced. In addition, this section contains
the chapter on futures, options, and swaps.

Part IV (five chapters) focuses on financial institutions and the forces that shape
them. The roles of technology, competition, globalization, and regulations are
emphasized in discussing how institutions evolve.

Part V (five chapters) covers monetary theory including the money supply
process, the demand and supply of money and credit, and financial aspects of the
behavior of households, firms, government, and the foreign sector. The aggregate
demand and aggregate supply model is presented and integrated with a comple-
mentary model of macro-equilibrium based on the flow of funds between sectors.

Part VI (four chapters) analyzes monetary policy in an increasingly globalized
environment and focuses on the formulation of monetary policy by the Federal
Open Market Committee and the subsequent execution of the policy directive by
the Trading Desk of the New York Fed. The role of the Fed watcher and the grow-
ing need for international coordination are also analyzed.

This text is designed to be flexible. After completing Part I, the instructor can
emphasize financial prices (Part II), financial markets (Part III), financial institu-
tions (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
incorporated the following pedagogical tools to enhance the student’s understand-
ing:

* Learning Objectives at the beginning of each chapter tell the student where
the chapter is heading and what questions will be answered by studying the
chapter.

* Recap sections are dispersed throughout each chapter to summarize analytical
material the student should know before moving forward and also to check if
the student has mastered the preceding material.

* Highlighted features include:

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

* Looking Out boxes that add relevant international material to show the
interrelationships of global financial systems.

* Looking Back boxes that provide the historical background of current eco-
nomic circumstances.

xvii
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* Looking Forward boxes that make projections about possible future devel-
opments in the financial system and global economies.

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

of daily newspapers, including futures and options prices and stock, bond, and

Treasury bill quotes.

Key Terms appear in boldface type in the text where they are defined, are

listed at the end of each chapter, and also appear in the margins with definitions.

Summary of Major Points features are chapter summaries intended to rein-

force the chapter content and aid in study for exams and quizzes. The sum-

maries also provide another check for students to make sure they have not

missed an important concept of the chapter.

End-of-chapter materials include:

* Annotated Suggested Readings that direct the student to related materials
and include relevant information available on the Internet.

* Review Questions, Analytical Questions, and Internet Questions
appear at the end of each chapter.

A Glossary can be found at the end of the text.

Supplements to the Text

A number of supplements are available to accompany The Financial System and the
Economy:

Study Guide. Written by Reynold F. Nesiba of Augustana College, the Study
Guide provides chapter outlines and review questions to reinforce learning. Its
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. Prepared by Meenakshi Rishi of Ohio Northern
University, this manual includes chapter summaries, teaching tips, and solu-
tions to all chapter questions.

Test Bank. Substantially revised by Reynold F. Nesiba of Augustana College,
the Test Bank contains multiple choice questions for each chapter.
Thomson World Class Testing Tools®. The Thomson World Class Test-
ing Tools™ computerized testing program contains all of the questions in the
printed Test Bank. Thomson World Class Testing Tools™ is an easy-to-use text cre-
ation 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).

PowerPoint™ Slides. PowerPoint presentation slides have been completely
revised for this edition by Kenneth Long of New River Community College.
These user-friendly slides can serve as lecture enhancement for instructors, as
well as study aids for students. They are available on the text Web site.
Transparency Acetates. Acetates of important figures from the text add to the
presentation package.

Text Web Site. The text Web site at http://burton.swcollege.com provides a
wealth of resources for students and instructors alike. The site contains
Learning and Teaching Resources consisting of features such as Internet
updates and direct links to sites from the text, EonNews Online, EconDebate
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Online, CaseNet, Teaching Economist, Careers in Economics, Talk to the
Author, and others.
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