FEETERERAE R — Hﬁ
(TP W5 B2 3 1842 o2 3\

" eREE5E;

2 THE FINANCIAL SYSTEM
AND THE ECONOMY

MAUREEN BURTON
RAY LOMBRA

TS W A 5

I8 FIMEARHR




g9

™y B s
-3

R 25 BT RR
Z 3 R 3 - I} X MK

T ml I8l 5 & 5%

(B

The Financial System and the Economy

%W
g-mpy BF

Maureen Burton
Ray Lombra

AR RE KK



EBER®E (CIP) ¥iE
ERERHSE%. KX/ (E) B (Burton, M.) £F —Ki#E: RitME K% H R,
1998.3

(AWM 2S5 EREM KR -BHF RS
ISBN 7 - 81044 - 158 - 2

I.4 0.1 [I.&8EkK-%X IV.F830.2
t B IR A B350 CIP BdE# -+ (98) % 06063 5
TTEBNEEENSERICS: EF06-1998-890 &5

Maureen Burton, Ray Lombra: The Financial System and the Economy
Copyright © 1997 by West Publishing Company, an ITP Company
All Rights Reserved. Authorized edition for sale in P.R. China only.

A BIEICYERRE ITP B xR R SBURILM 2 K 2 B ARALAE - B KRR AR R A 1T,
FEHREBEFR, AMEUMEM TP, KRBT RELHEMED

IR, BBULR.

AL & K R A AR
(RETRARARLE 2175 EREHETD  116025)

AL & K2 It R AT
AR EREESCERA AR BRI ELR)
Frad . 787x1092 K 1716 FH: 1151 FF K. 46.75 HH: 2
1998 4 A% 1R 1998 &£ 4 A%E 1 REDRH

RRUME: FOE BERIT: B B

Effr: 75.00 7T
ISBN 7 - 81044 - 158 - 2/F-884




H R E KIS

PRRARF, HETH, BENFR, KFUERR, WERIT, 20K
7T ¥ mF, BHEES; ¥ 0H, RKEHA, BF. KK, 2
A Bk, BRT—B K%, #4%, k&, A#Hb,

ABPH, RAXGPEH; H5HEF, THAXOER, AFEFik, k#
B, BARTH, BHFFN. TR, BEFR, BERES—AFHRG T
H, PREZSAFKGHER, #XEFRRE, FIRAZEK, &E2H TR
TARAZE,

HERRRH, FIRAZK, CEEAFH, BFH A, M. U
MTABRARS ELLAMMKE, TENLE, HRRAIZEHRAIHC
% %1, ITP. McGraw-Hill & Simon & Schuster % B I i J& 2 8] 45 ) 342,
ARMBZXFHEBRARTRARY “ERMEBEEEEMKER” ACEEF
B! ek “BrRe=AEmG, HLEAZKARP, RkGHLF, Ehiert”
HHERMBARRAY, EEEHF. TES. M5 5484 %F. THEH
F. A5 E5EAEME, TERAITEH, IREXFHFT. FRERT.
IHEREME (MBA) 2 BAREINALD (ETP) FREELRMGEE, 8
B#RT RAAT M, TEREALE, BFAKRW, LB H S A%
. #EB, REAZL, BEBFFR, REFEIRFER-ALROALHK
B, BRFHFOZRZYN, EBOFALBRETHEE, RSARRA, BAK
£, XH “BmEER 2#,

HEBRRRHE, FEREARHm3h; BEESESR, TRESRH, £
BEEZIJHRN, PER2HNARGEAHN, ERAII, “K%#,
AREARE, BMNBBERAZLELK, BEFEITHOZH,

BT, BAAA, BAL AAL FAL BRA, AR AW, FA
F. RBA, WTEXE, FA. RAZRAKAERT, #FT 224454,
BMZEABEER, T2, ARIEABELLR,

REZHETHAE, FHERTF, THAK, SRTEEL, LEEAA

M, WAEHKEZAE, ATR, ENEHETFH. AL, BKHA!

kMR RS LR
1998 4 4 A




To my husband, Al Gagnon
and my children Susie and David
With special appreciation to George Galbreath

—Maureen Burton

To my mom and dad, Elsie and Gene Lombra
~—Ray Lombra




‘ About the Authors

Maureen Burton

Maureen Burton received a BA from the University of Missouri at Columbia
in 1971, an MA from California State University, Fullerton, in 1979, and a
Ph.D. from the University of California at Riverside in 1986. All were in eco-
nomics. She taught at Chaffey College from 1984 to 1987 and at Cal Poly
Pomona since 1987 where she is a full professor, has been Coordinator of the
Graduate Program, and is currently chair of the Economics Department. In
addition to other publications, she co-authored an introductory text Economics
(Harper Collins, 1987) with S. Craig Justice. Her main areas of research in-
clude monetary theory and financial markets.

Ray Lombra

Born in Hamden, Connecticut, Ray Lombra received a BA in Economics from
Providence College in 1967 and an MA and Ph.D. from Penn State University
in 1971. He served as a senior staff economist at the Board of Governors of
the Federal Reserve System from 1971-1977 and specialized in financial mar-
kets analysis and the formulation and implementation of monetary policy. He
joined the faculty of Penn State University in 1977, and has taught money and
~ banking at the undergraduate level and monetary theory and policy at the
graduate level for 20 years. He is a winner of the College distinguished teach-
ing award for innovations and instruction and is the author and editor of 5
books and over 80 scholarly publications. Articles on monetary policy, the
determination of interest rates, stock prices, and exchange rates, financial
innovation, globalization, and expectations formation have appeared in lead-
ing journals, including the Quarterly Journal of Economics, the Journal of Money,
Credit and Banking, the Journal of Monetary Economics, and the Review of Economics
and Stalistics.

vii



Preface

Financial markets and institutions have undergone significant changes in
recent years. Transformations have been driven by technology, innovation,
deregulation, competition, and financial crises. The growth of international
trade and flexible exchange rates has escalated the development of interna-
tional currency markets. Financial institutions have entered nontraditional
venues on both the liabilities and assets sides of their balance sheets. Laws
forbidding interstate banking have been overturned. Market participants have
developed creative ways to hedge risks. Controversy continues over monetary
policy and the increasing need for international coordination. In the late
1980s, taxpayers and regulators struggled to deal with financial instability
brought on by the savings and loan debacle and problems within other inter-
mediaries. All of these anomalies are taking place in a world with competing
views regarding the linkages between the real and financial sectors and the
formulation and execution of monetary policy.

. 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 controversies within the financial services industry.

The strength of the text is its clear and engaging writing style and strong
intuitive approach. It avoids the encyclopedia approach and seeks a balance
between policy, theory, and institutions. Students 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 changes,
and globalization affect the financial environment. Much attention is paid to
how and why institutions evolve. Graphs are used sparingly and equations are
used even more sparingly.

Each chapter contains many exhibits with case studies and examples that
make the material more interesting for students. Exhibit topics include the
Lincoln Savings and Loan Scandal, the failure of Continental Illinois, 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, stock index futures and the crash of 1987, a field guide to open
market operations, the secondary market in mortgages, the Phillips Curve,
and how price expectations are formed.

The text is designed to be used in an introductory undergraduate course
in money and banking or financial markets analysis taught in either an eco-
nomics or finance department. It may also be suitable for use in a financial
markets course in an MBA Program.

- The Financial System and the Economy contains five parts:

¢ Part I consists of a five-chapter introduction. The student is introduced to
the economy, money and credit, financial intermediaries, the circular
flow, and the Federal Reserve System.

xix
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¢ PartII (five chapters) covers markets for financial instruments, derivatives
and foreign exchange, and how relevant prices including interest rates,
derivative prices, and exchange rates are determined.

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

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

¢ Part V (four chapters) analyzes monetary policy in an increasingly glob-
alized environment and focuses 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 growing need for international coordination are also
analyzed.

The text is designed to be flexible. After completing Part I, the instructor
can emphasize financial markets and prices (Part II), financial institutions
(Part IIT), monetary theory (Part IV), or monetary policy (Part V) depending
on the focus of the class. In parts that are not being emphasized, chapters
may be skipped.

Special Features

Several other features of The Financial System and the Economy deserve mention.

First, Chapters 18 and 19 present unique coverage about the financial as-
pects of the behavior of households, firms, government, and the foreign sec-
tor. Sources and uses of funds statements from the flow of funds accounts for
each sector are presented.

Chapter 20 uses the aggregate demand and aggregate supply model, devel-
oped without the use of the IS LM framework, to explain macroeconomic equi-
librium. Chapter 20 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 net 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 21 makes the analysis more dynamic by looking at
various macroeconomic disturbances and the adjustments over time.

International aspects of financial markets and institutions are mixed
throughout the body of the text and in international boxes. In addition, two
chapters are devoted to international coverage. Chapter 9 analyzes exchange
rate determination and Chapter 24 looks at monetary policy under either fixed
or flexible exchange rate systems in an increasingly globalized environment.

In addition to the traditional material covered in the policy section, the
text looks in detail at how the Fed Open Market Committee makes decisions
and how those decisions are implemented by the New York Fed.

The text contains annotated suggested readings that give the student some
idea about how the readings relate to the material in the chapter. In addition,




PREFACE

the suggested readings sections contain internet and world wide web addresses
that pertain to financial markets and institutions.

An appendix includes descriptions of materials found on internet and
world-wide web addresses relating to financial markets. Students with access
to the internet and the world-wide web will be able to obtain information that
pertains to the financial sector.

Some chapters have review and analytical questions and problems that di-
rect the student to go to a world-wide web or internet address to locate and
analyze financial market data.

Pedagogical Tools

In addition to presenting the material in a clear and concise manner, we have
incorporated the following pedagogical tools to enhance the student’s
understanding.

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

2. Three to five RECAP sections are dispersed throughout each chapter
summarizing analytical material the student should know before moving
forward.

3. Twenty-one boxed sections called Looking Out, Looking Back, or Look-
ing Forward contain historical and international material as well as pro-
jections about the future.

4. Sections called Cracking the Code teach students how to read the finan-
cial pages of daily newspapers including futures and options prices, and
stock, bond, and Treasury bill quotes.

5. Key Terms are bold-faced in the text where they are defined, listed at

the end of each chapter, and appear as Margin Definitions.

Chapter Summaries are clear and well written.

A Glossary at the end of the text defines all of the key terms in the text.

8. Annotated Suggested Readings direct the student to related materials
and include information available on the internet.

9. Review and Analytical Questions appear at the end of each chapter. In
addition, chapters contain optional questions that instruct the student
to obtain information from an internet site.

10. An Appendix on Internet and World-Wide Web Sites, prepared by Meen-
akshi Rishi of Ohio Northern University, contains information about fi-
nancial markets and institutions. The student is given the type of material
included along with the internet address. Many of these internet sites
are also mentioned in the Suggested Readings and used in the Review
and Analytical Questions.

11. Answers to Odd-Numbered Review and Analytical Questions appear at
the end of the text.

N

Supplementary Materials

4 Study Guide: Written by Reynold Nesiba of Augustana College in South
Dakota, this supplement provides chapter outlines and review questions
to reinforce each chapter of the text.

*
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4 Instructor’s Manual: Prepared by Angel Perez, the manual includes chap-
ter outlines, chapter summaries, key terms, solution to all chapter ques-
tions, solutions to internet problems, and additional questions for
classroom discussion.

¢ Test Bank: Developed by Melanie Paiste, it contains approximately seventy
multiple-choice items per chapter, many of which have been classroom
tested by the text authors,

¢ Transparencies: There are 175 fourcolor transparencies selected by the
author which include key exhibits and chapter objectives.
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