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Preface

Training in the areas of money and banking and financial institutions has long been
recognized as an important part of the curriculum in both business schools and economics
departments. Traditionally, these courses have been taught with a macroeconomic em-
phasis stressing the effects of monetary policy on the U.S. economy, placing a secondary
emphasis on the institutions and markets that form its financial system.

Because of the dramatic changes that have occurred in the U.S. financial system in
recent years, we believe that a student at the introductory level should receive a balanced
view of the system and its major participants. By a balanced view we mean that emphasis
should be given to the student’s understanding of all financial institutions, financial
markets, and financial instruments—not just banks and monetary policy. We feel that
such an approach will accommodate the educational and professional needs of a greater
number of students. Those who are majoring in finance or economics can take specialized
courses, such as monetary theory or management of financial institutions, at a more
advanced level. Our book provides the background for students to pursue more advanced
training.

Thus the goal of this textbook is to give the student a broad introduction to the
operation, mechanics, and structure of the financial system within the United States,
emphasizing its institutions, markets, and instruments. The Federal Reserve System and
monetary policy are also given special attention. We stress the impact of monetary policy
on the economy and on the operation of financial institutions.

This book is intended for use as a primary text in a school of business administration
for a first course in financial institutions or the financial system. The book is also appro-
priate for an introductory money and banking course in a professionally oriented eco-
nomics department. The text assumes that the student has taken an introductory economics
course, preferably one with some coverage of macroeconomics. A knowledge of mathe-
matics, other than high school algebra, is not required. Any college student or informed
business person should feel comfortable reading this book.

Features of the Book

Pedagogically, the book attempts to blend a descriptive narrative of the operations of the
financial system with a sufficient amount of theory to enable the reader to understand
the underlying principles of the financial system. Utilizing the theory and analytical tools
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presented in this book, the student should have the background to understand and
evaluate events in the financial world and therefore be able to make intelligent, real-
world decisions concerning the management of money and the operation of financial
institutions and markets.

This book has several unique characteristics that distinguish it from other texts. First,
and most significant, it provides a balanced view of the financial institutions and markets
that form our nation’s financial system. In the past, introductory courses have provided
only cursory attention to banking practices and nonbank financial institutions while
emphasizing the Federal Reserve System and monetary policy. Our book goes beyond
this, devoting four in-depth chapters to commercial banking, five to nonbank financial
institutions, and four to financial markets. For balance, six chapters discuss the Federal
Reserve System, the money supply, and monetary policy.

Second, this book differs from other texts in that monetary policy is also examined
from the perspective of the firm. The model of national income determination is used to
discuss the direct and indirect effects of monetary policy on financial institutions and the
general level of interest rates. This approach serves to integrate the descriptive materials
on financial markets and institutions with the changes in monetary policy that affect the
entire economy. From a teaching standpoint, we wish to note that the model of income
determination is presented in schematic form, which clarifies the transmission mechanism
for monetary policy and increases the student’s understanding.

Finally, we have provided numerous tables and diagrams to augment the discussions
in the text. Each chapter opens with an overview of the material to be covered and ends
with a detailed summary recounting the major concepts and points covered within that
chapter. Questions are included at the end of each chapter for discussion and review.
For instructors and students who wish to explore a topic in more detail, suggested
annotated readings are listed at the end of each chapter. An instructor’s manual is also
available.

Changes in This Edition

The 1980s have brought about deregulation and rapid change in the structure of the U.S.
financial system. The Depository Institutions Deregulation and Monetary Control Act of
1980 (DIDMCA) and the Garn-St. Germain Depository Institutions Act of 1982 made
far-reaching changes in the nation’s financial system. Commercial banks can now enter
lines of business previously closed to them; the distinction between banks and nonbank
financial institutions is rapidly becoming blurred. In addition, historical restrictions against
interstate banking have been weakened. Financial institutions have adapted to the changed
regulatory environment by changing their asset and liability structures, their capital struc-
ture, and their corporate status. Some institutions have taken excessive risks, causing an
increase in failure rates and jeopardizing their deposit insurance funds. Thus major changes
have occurred in both the form of financial institutions and in their regulatory environ-
ment. This third edition of Financial Institutions, Markets and Money is updated to keep
current with developments in rapidly changing financial markets and institutional struc-
tures. In addition, numerous items have been added to enhance student interest in
financial institutions and markets—both as a topic of study and as a potential career.
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While every chapter is updated, some have undergone more extensive changes. In
particular, discussion of interstate banking has been moved from the contemporary-issues
chapter to the banking chapters. Because interstate banking is developing on many fronts
simultaneously (through regional banking compacts, nonbank bank acquisitions, and
other means), it is a matter of daily operational concern to many bankers. Also, the
chapter on nonbank financial institutions and money market funds has been rewritten
to stress the role played by major financial conglomerates in the financial marketplace.
This chapter now includes a discussion of the financial operations of many major com-
panies, including Sears, Ford, Prudential-Bache, and American Express, that have sub-
stantially expanded their financial services in recent years. More specialized chapters on
finance companies, banks, and thrift institutions discuss the role of other major financial
conglomerates, such as Household International and Beneficial (both originally consumer
finance companies), Citibank (which owns the nation’s largest bank and sixth-largest
thrift institution), and others.

In this edition the effects of interest rate volatility and deregulation on financial insti-
tutions have been discussed more fully. In particular, the problem of financial institution
failures and the adverse effects those failures have had on thrift insurance funds and
deposit insurance policies are discussed in detail in both Chapters 12 and 17. Also,
Chapters 21 and 24 give more attention than before to ways that financial institutions
can reduce their interest rate risk. Chapter 21 discusses the plethora of new financial
futures and options instruments that have developed in recent years and explains how
they can be used to reduce interest rate risk in different circumstances. Chapter 24 has
been revised to stress the ways financial institutions can adapt to interest rate risk created
by a volatile monetary policy or by other causes. It provides further elaboration on the
maturity-GAP analysis introduced in Chapter 9, introduces duration-GAP analysis, and
discusses how interest rate swaps and other procedures can be used to reduce interest
rate risk.

For those interested in monetary policy, Chapter 6 gives more stress to issues related
to the independence of the Fed, while Chapters 22 and 23 have been updated and
reorganized to provide more information both on supply-side policies and their effects
and on the classical economic thought that provides the theoretical underpinnings for
many supply-side policy prescriptions. The effects of federal deficits on the financial
system are also more explicitly considered in Chapters 22 and 23. In addition, Chapter
17 considers the effect that credit cards, new technologies, new financial instruments,
and “value transfer” systems have on the velocity of money, the definition of money, and
the control of the money supply.

Pedagogy

From a student viewpoint, a number of changes have been made to make the text more
educational and interesting. Each chapter opens with a practical application of chapter
concepts. Legends have been added to explain each figure and chart in the text. Two
types of boxed items—“People and Events” and “Did You Know?"—pique student interest
and provide interesting background or current events material for each chapter. Fur-

thermore, for each section of the book we have added “Profiles in Finance.” These profiles
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reveal the history behind successful young executives of various financial institutions and
regulatory bodies. They show the dynamic world of finance as a potential arena for future
careers and offer practical advice on achieving success in the financial world.

Finally, this edition has been printed in two colors, making headings, key concepts,
box items, and graphic presentations easier to read.

Ancillary Package

For this edition of the book, we have added complementary materials that should help
both the students and the instructors who use the book. These include:

Instructor’s Manual and Test Bank

This volume contains a wealth of useful teaching aids, including chapter-by-chapter
objectives, key points, answers to end-of-chapter questions, and an outline of changes
from the previous edition. Also, the Instructor’s Manual offers 50 transparency masters
for instructors to use in illustrating their lectures. Finally, the Test Bank has been updated
and expanded to include over 1,000 questions.

Computerized Test Bank

The Test Bank is also available on disc for IBM-PC and compatible computers. The
program allows instructors to create and print their own tests from a pool of multiple-
choice and true/false questions.

Study Guide

Written by David Durst of the University of Akron, students will find this an invaluable
tool. For each chapter the Study Guide provides a chapter summary, topic outline and
key terms review, true/false and multiple-choice questions, problems, and solutions. In
addition, each chapter has a special “supplementary material” section that expands and
applies chapter concepts by considering real-world situations. The Study Guide helps
students solidify chapter concepts and prepare for class exams.

Organization of the Book

The organization of this book reflects the way we would teach an introductory course in
the financial system. The book is designed so that, after Parts 1 and 2, some chapters
can be omitted or sections assigned in alternative sequence without adversely affecting
the flow of discussion. The book is organized around seven major sections.

Part 1 (Chapters 1-4) introduces the basic concepts and vocabulary necessary to
understand the operation of the financial system. The first chapter introduces the student
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to the course and discusses the fundamentals of money, prices, and inflation. The basic
elements of the financial system are presented in Chapter 2. These elements, when in-
tegrated, form a conceptual model of the financial system. Chapters 3 and 4 discuss how
financial claims are priced, how the general level of interest rates is determined, and how
interest rates on financial instruments are influenced by their default risk, term to ma-
turity, marketability, and tax treatment, as well as by the expected rate of inflation.

Part 2 (Chapters 5-7) focuses on the development of the U.S. financial system and
the Federal Reserve System. Chapter 5 explains the economic, political, and regulatory
forces that have shaped our current financial system; Chapters 6 and 7 explain the Federal
Reserve System, how it manages the money supply, and the deposit expansion process
of money for all financial institutions holding checkable deposits.

Part 3 (Chapters 8—11) presents the operation, regulation, and structure of the com-
mercial banking system. Banks have been selected for particular study because of the
diversity of their business activity and because they are the primary transmitters of mon-
etary policy. Once bank operations are understood, it is easier to understand the oper-
ations of other specialized, nonbank financial institutions. Chapter 8 describes bank
operations by examining balance sheets. Chapter 9 then looks at how banks resolve the
conflict between bank profitability and bank safety through the careful management of
their assets and liabilities. Chapter 10 explains bank regulation, emphasizing the regu-
latory dilemma of whether too much bank regulation impairs competition. Finally, Chap-
ter 11 discusses important issues in bank structure, such as economies of scale, bank
holding companies, bank branching, and interstate banking.

Part 4 (Chapters 12-17) is devoted to a description of important nonbank financial
intermediaries in the nation’s economy. The institutions discussed are savings and loan
associations and mutual savings banks (Chapter 12), credit unions (Chapter 13), finance
companies (Chapter 14), insurance companies and pension funds (Chapter 15), invest-
ment companies, money market mutual funds, real estate investment trusts, and financial
conglomerates owned by broker-dealers, retailers, insurance companies, auto manufac-
turers, and other financial entities (Chapter 16). Chapter 17 presents current policy issues
affecting commercial banks and nonbank financial institutions, integrating material pre-
sented earlier in the book.

Part 5 (Chapters 18-21) describes the major financial markets in which commercial
banks and other financial intermediaries participate, presenting discussions of money
markets in Chapter 18, capital markets in Chapter 19, mortgage markets in Chapter 20,
and futures markets in Chapter 21. Chapter 21 also stresses financial institutions’ use of
the futures markets to reduce interest or exchange rate use.

Part 6 (Chapters 22—24) explains the effect of monetary policy on the financial system.
Chapter 22 presents various theories of how monetary policy works. Chapter 23 discusses
the impact of monetary policy on the financial markets and the economy and political
influences on policy. Chapter 24 considers the impact of monetary policy on financial
institutions and shows how they can monitor and control their exposure to interest rate
risk.

Part 7 (Chapters 25-26) covers the international financial system. Chapter 25 dis-
cusses international banking both from the perspective of U.S. banks operating abroad
and foreign banks operating in the United States; this chapter also analyzes the Inter-
national Bank Act of 1978. Chapter 26 discusses international flows of funds, the Eu-
rodollar market, exchange rates, and other financial services that banks provide to firms
conducting international trade and business operations.
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Possible Course Outlines

As we have mentioned previously, we have organized this book with a financial institu-
tions and markets approach, which is the way we would suggest teaching an introductory
financial systems course. However, depending on individual preference and course em-
phasis, there are many alternative ways to organize the course. We have therefore written
this book to allow a different ordering of the chapters. The only constraint in our flexible
design is that Parts 1 and 2 should be assigned first, since these sections provide the
conceptual foundation and vocabulary of the financial system regardless of subsequent
topic emphasis. Below are some possible organizational sequences we feel could be suc-
cessfully employed in utilizing this book. Exhibit 1 shows a flow chart outlining possible
alternative sequences.

Financial Institutions Emphasis

This organization follows the current sequence of the text except that Part 6, Monetary
Policy, is not covered. However, Chapter 24 from that part, “Financial Institutions’ Re-
sponse to Monetary Policy Changes,” should be moved up to follow Chapter 9 or to
accompany Chapter 12. In this edition, Chapter 24 elaborates on the asset/liability man-
agement concepts presented in Chapter 9 and introduces material on swap agreements
and portfolio immunization that provides useful insight into the management of nonbank
institutions (particularly the thrift institutions problems discussed in Chapter 12).

Financial Markets Emphasis

After Parts 1 and 2 are completed, financial markets can be introduced by turning directly
to Part 5. The instructor may want to use some of the readings listed as references at the
end of these chapters to supplement the discussions of financial markets. Following the
completion of Parts 1, 2, and 5, Part 3, Commercial Banking, and Part 7, The International
Financial System, are to be covered; then Part 4, Nonbank Financial Institutions, and Part
6, Monetary Policy. Some instructors may choose to cover Chapter 24 with Part 3 or Part
4 if they wish to emphasize ways institutions can adjust to interest rate risk. However,
for a markets emphasis per se, this chapter should remain with the monetary policy
section.

Money and Banking Emphasis

After Parts 1 and 2, the instructor may emphasize monetary policy by going directly to
Part 6, Monetary Policy; Chapters 22 and 23 can follow Chapter 7. The text can then be
followed in order with the exception that Chapter 24 should follow either Chapter 9 or
Chapter 12. As an option, some instructors may also wish to include Chapter 18, “Money
Markets,” before Chapters 22 and 23 in the sequence described above.

International Emphasis

After covering Parts 1 and 2, the instructor choosing this sequence will stress Part 3,
Commercial Banking, and Chapter 25, then proceed to Part S, Financial Markets, and
Chapter 26, and, finally, cover the balance of the book in order.
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Exhibit 1

1. Financial Institutions Emphasis
Part 3 Chapter 24 Part 4 Part 5 Part 7
Commercial > E\?:%%’t]se to -% Nonbank Financial International
Banking Rate Changes Intermediaries Markets Financial System

2. Financial Markets Emphasis
Part 5 Part 3 Part 7 Part 4 Part 6
Financial [ Commercial [ International - Nonbank > Monetary

Part 1 Part 2 Markets Banking Financial System Intermediaries Policy
i ial Federal
gmsatrewg:a > Reserve and [~
Y the Money 3. Money and Banking Emphasis
Supply

Part 6 Part 3 Part 4 Part 5 Part 7
Monetary | Commercial [#] Nonbank > Financial P International
Policy Banking Intermediaries Markets Financial System

4. International Emphasis
Part 3 Part 5 Part 4 Part 6
Commercial Banking, Financial Markets, Nonbank ~ Monetary
plus Chapter 25, plus Chapter 26, ﬁ Intermediaries Policy
International Banking mteLnatlona| Financial

arkets
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