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A Note from Frederic Mishkin &

Despite my accepting a position in September 2006 (see About the Authors) that
restricts my activities, I remain as committed as ever to educating financial mar-
kets and institutions students. I am honored that each year thousands of students
throughout the world learn about the financial markets and institutions by reading
this book. With this honor comes a personal responsibility that [ take very seriously.
In every new edition, and this one is no exception, I, with my coauthor Stan Eakins,
take great care to craft a better book, page by page. While not typical of many text-
book authors, I also write most of the Instructor’s Manual so that [ have the oppor-
tunity to share my teaching experiences with other professors teaching this course.
In order to make sure that this revision is the best possible, I delayed my start date
for my new position in order to complete my work on this new edition before [ began
working there. The result is that with Stan Eakins’s help, the sixth edition of
Financial Markets and Institutions is another major revision that features sub-
stantial changes throughout the book, including substantial reorganization of old
chapters, and much new material to keep the book current. I believe that this sixth
edition of Financial Markets and Institutions will be as exciting as previous edi-
tions, if not more so, for students new to the subject.

August 2007

Hallmarks @

Although this text has undergone a major revision, it retains the basic hallmarks
that make it the best-selling textbook on financial markets and institutions. The sixth
edition of Financial Markets and Institutions is a practical introduction to the
workings of today’s financial markets and institutions. Moving beyond the descrip-
tions and definitions provided by other textbooks in the field, Financial Markets
and Institutions encourages students to understand the connection between
the theoretical concepts and their real-world applications. By enhancing students’
analytical abilities and concrete problem-solving skills, this textbook prepares

ix



X

Preface

students for successful careers in the financial services industry or successful inter-
actions with financial institutions, whatever their jobs.

To prepare students for their future careers, Financial Markets and Institu-
tzons provides the following features:

* A unifying analytic framework that uses a few basic principles to organize stu-
dents’ thinking. These principles include:

Asymmetric information (agency) problems
Conflicts of interest

Transaction costs

Supply and demand

Asset market equilibrium

Efficient markets

Measurement and management of risk

* “The Practicing Manager,” nearly twenty hands-on applications that emphasize
the financial practitioner’s approach to financial markets and institutions.

e A careful step-by-step development of models that enables students to master
the material more easily.

¢ A high degree of flexibility that allows professors to teach the course in the man-
ner they prefer.

e Complete integration of international perspectives throughout the text.

¢ “Following the Financial News” and “Case: The Wall Street Journal,” features
that encourage the reading of a financial newspaper.

e Numerous cases that increase students’ interest by applying theory to real-world
data and examples.

e A focus on the impact of electronic (computer and telecommunications) tech-
nology on the financial system. The text makes extensive use of the Internet with
Web exercises, Web sources for charts and tables, and Web references in the mar-
gins. It also features special E-Finance boxes that explain how changes in tech-
nology have affected financial markets and institutions.

What's New in the Sixth Edition 4

In addition to the expected updating of all data through the end of 2007 whenever
possible, there is major new material in every part of the text.

New Material on Financial Markets
and Institutions
In light of ongoing research and changes in financial markets and institutions, we have
added the following new material to keep the text current:
e Discussion of the yield curve as a forecasting tool for inflation and the business
cycle (Chapter 5)

¢ A new box on the problems of the Pension Benefit Guarantee Corporation
(“Penny Benny”) (Chapter 22)

* A new section on the rapidly growing markets in credit derivatives, including a
discussion of credit options, credit swaps, and credit-linked notes (Chapter 25)

Enhanced Coverage of the European Central Bank
Until recently, the U.S. Federal Reserve had no rivals in terms of importance in the



Preface xi

central banking world. However, this situation changed in January 1999 with the start-
up of the European Central Bank (ECB). The ECB now conducts monetary policy for
countries that are members of the European Monetary Union, which collectively have
a population that exceeds that in the United States and a GDP comparable to that
of the United States. In recognition of students’ growing interest in the workings of
the ECB, we have added the following new material:

¢ A new section, “The Structure and Independence of the European Central Bank”
(Chapter 7)

e A new section, “Monetary Policy Tools of the European Central Bank” (Chap-
ter 8)

¢ Discussion of the European Central Bank’s monetary policy strategy (Chapter 8)

New Material on Monetary Policy

Drawing on my continuing involvement with central banks around the world, we have
added new material to keep the discussion of monetary theory and policy current:

¢ A new section on whether price stability should be the primary goal of mone-
tary policy (Chapter 8)

e An examination of whether hierarchical versus dual mandates are better for cen-
tral banks (Chapter 8)

e A new box on the new Federal Reserve Chairman, Ben Bernanke, and his views
on inflation targeting (Chapter 8)

Increased International Perspective and
Coverage of China

Given the continuing and growing importance of the global economy and China’s role
in it, we have incorporated new material with an international focus. A special “global
icon” designates these text sections and cases, and Global boxes report on specific
international developments.

New to this edition:

e A box on why the large U.S. current account deficit worries economists (Chap-
ter 14)

e An exploration of how China has accumulated over $1 trillion of international
reserves and has become one of the largest holders of U.S. Treasury securities
(Chapter 14)

e A discussion of whether China is a counter-example to the importance of finan-
cial development for economic growth (Chapter 15)

e An examination of problems in the Chinese banking system (Chapter 20)

Simpler Supply and Demand Analysis for the
Foreign Exchange Market

Using the interest parity condition to explain the determination of exchange rates has
always been challenging for some students. We have used this approach in past edi-
tions, however, because it is based on the modern asset market approach to exchange
rate determination—a standard in the literature. It emphasizes that what drives
exchange rate fluctuations are changes in relative expected returns and, as a result,
can explain large day-to-day fluctuations in foreign exchange rates, which are not
well explained by older supply and demand frameworks often used in other texts.
Although the asset market approach is the way economists currently think about
exchange rate determination, it has one major drawback: It is difficult for many stu-
dents to understand. Through our teaching we discovered that there is a way to
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explain an asset market approach to exchange rate determination that is embed-
ded in a more conventional supply and demand framework, which many students find
far easier to comprehend. Chapters 13 and 14 now provide a supply and demand
analysis for assets denominated in a currency, and emphasize that the demand for
these assets depends on their expected return relative to assets denominated in
foreign currencies. Not only is this framework easier for students to work with, but
it also allows the instructor to discuss cases in which domestic and foreign assets
are not perfect substitutes for each other and, therefore, has the additional advan-
tage of being more general. Nonetheless, this new framework produces all of the same
results that the interest-parity model of previous editions produces (as is pointed out
in the text). In our experience, this new approach has enjoyed great success in the
classroom.

Supplementary Materials &

The sixth edition of Financial Markets and Institutions includes the most com-
prehensive program of supplementary materials of any textbook in its field. These
items are available to qualified domestic adopters but in some cases may not be avail-
able to international adopters. These include the following items:

For the Professor

1. Instructor’s Manual: This manual, prepared by the authors, includes sample
course outlines, chapter outlines, overviews, teaching tips, and complete solu-
tions to questions and problems in the text. :

2. PowerPoint: Prepared by John Banko (University of Central Florida). The pre-
sentation, which contains lecture notes and the complete set of figures and tables
from the textbook, contains more than 850 slides that comprehensively outline
the major points covered in the text.

3. Instructor’s Resource CD-ROM: Contains Word and PDF files for the Instruc-
tor’s Manual and Test Bank, PowerPoint presentations, the Computerized Test
Bank, and animated graphs from the text.

4. Test Bank: Updated and revised by Stanley G. Eakins, Emanual Hill, and Kyle
Reeves (East Carolina University). Available in both print and electronic form,
the Test Bank comprises over 2500 multiple-choice, true-false, and essay test
items. The Test Bank is computerized so that the instructor can easily produce
exams automatically.

5. Mishkin-Eakins Companion Web Site (located at http:/www.prenhall.com/
mishkin_eakins), which features a Web chapter on finance companies, Web
appendices, mini-cases, animated graphs, and links to relevant data sources
and Federal Reserve Web sites. The site also offers multiple-choice quizzes for
each chapter.

6. The student materials on the Companion Web site and the instructor’s test bank
are also available in Blackboard™. This powerful course management system
enable professors to tailor content and functionality to meet their individual
course needs. Please contact your local sales representative or visit our Instruc-
tor Resource Center at http://www.prenhall.com/irc), for more information.

For the Student

1. Study Guide: Updated and revised by Frederick P. Schadler (East Carolina Uni-
versity). Includes chapter synopses and completions, exercises, self-tests, and
answers to the exercises and self-tests.



Preface xiii

2. Readings in Financial Markets and Institutions, edited by James W. Eaton
of Bridgewater College and Frederic S. Mishkin. Updated annually, with numer-
ous new articles each year, this valuable resource is available online at the book’s
Web site (www.prenhall.com/mishkin_eakins).

3. Mishkin-Eakins Companion Web site (located at www.prenhall.com/
mishkin_eakins) includes a Web chapter on finance companies, Web appen-
dices, animated graphs, glossary flashcards, numerical and integrative mini-cases,
self-assessment quizzes, Web exercises, and links from the textbook.

Frederic S. Mishkin
Stanley G. Eakins



WMERNBFBZF
E
F—8sy it
E1% HHLERELEMAUGE L ULITY sovccvensssssssassannsons s sansonsnnss s comnmpnnss 3
B 2% BBR BRI woes roconansos s s ibrenons s sameanon LEaeions § LRI ARESANES § S4CHIASS §4 15
FHy EmmimEM
B IE FENEXBREEE B ETER consonnssssnnonnoon s s soaeasnngs s somsowonnss s s 37
B A M BB AL BT osscovnana sousin s comnns samens susies oommans s 6ames 5558 § e 8 64
E5E K5 HBEM T HEFIE? ccorerrieree e 88
% 6§ ﬁgﬁﬂiiﬁ%;ﬁgg{g@g? ......................................................... 114
F=WH PRBITEETBERLHE
B 7F BRGTHEMEBEIBEEER oo 133
8T KHRENEIN. TH. B, FHEFRE e, 153
FMEsy SREHIE
B O R T IR vwves nsmiosns simonns sviwss s sounss vsonen senams e s NAKAS SRS (HEEH 1 4 191
B 10 B AEETH -oevverererrracsrieirertiiirieriiririrererrr et e 215
B 11 FE O JEE R ceeeeererernmrerenieiieiiiii e 235
B 12 B HEF TR cveeevvnerenmemneemniiriirii i e e e e e e 254
BI3FE S IETIE ¢ s onenensss sapmonin s comusss snpmnss s commians saamises « smose sauones sosomss s 275
A BEHRABRE «soomannnsnesomn s sssssis s sosaass iousmoe s £5savs s sopesns 5amss 15 303
FHHMS SRVIGER
£ 15% DRHAFEBESBIUMI crrmrrrmrermommmses coom prems poes waman e 329
%16% WAL ELBUYFHFAZFR? HLBEEPHZOFA -cooeeeennns 359
FEAMS SR
% 17? é&ﬁ,’g&@ﬂ;ﬂg#]gg ...................................................... 381
B18F BLETE: LS BED comuoresrsomuers covsmres sonmmes s swsavers s exvsses 405
% 19 ﬁ ﬁggm;flgfufg}ﬂﬁ ............................................................ 435
% 20 ﬁ é&ﬁg{iﬁg ........................................................................ 459
% 21 ﬁ ;g]%]gﬁ ........................................................................ 482
% 22 ﬁ ﬁp&@ﬂgﬁ%%ﬁ ......................................................... 504
% 23F HERAT, EFZLLALERGHERNEBEE AT ooeveereriinnnnns 531
ELt#s SRIGHNER
A E AR MERIEAE T oo 557
B ISFE ABTETEHBRMEE cccrererrrerrrararnritiieiiiieieeessateceroenes 576




PART ONE
Chapter 1

Chapter 2

PART TWO
Chapter 3

Chapter 4

Contents o the Web

Preface

INTRODUCTION
Why Study Financial Markets and Institutions?

Preview

Why Study Financial Markets?

Why Study Financial Institutions?

Applied Managerial Perspective

How We Will Study Financial Markets and Institutions
Web Exercise

Concluding Remarks

Overview of the Financial System

Preview

Function of Financial Markets

Structure of Financial Markets

Internationalization of Financial Markets

Function of Financial Intermediaries: Indirect Finance
Types of Financial Intermediaries

Regulation of the Financial System

FUNDAMENTALS OF FINANCIAL MARKETS

What Do Interest Rates Mean and What Is
Their Role in Valuation?

Preview

Measuring Interest Rates

The Distinction Between Real and Nominal Interest Rates
The Distinction Between Interest Rates and Returns

Why Do Interest Rates Change?

Preview

vil

1X

—
W~ ©© s W w

15
15
16
17
20
22
26
30

50

64
64



ii

Contents

Chapter 5

Chapter 6

PART THREE
Chapter 7

Chapter 8

PART FOUR
Chapter 9

Determinants of Asset Demand
Supply and Demand in the Bond Market
Changes in Equilibrium Interest Rates

How Do Risk and Term Structure Affect Interest Rates?

Preview
Risk Structure of Interest Rates
Term Structure of Interest Rates

Are Financial Markets Efficient?

Preview

The Efficient Market Hypothesis
Evidence on the Efficient Market Hypothesis
Behavioral Finance

CENTRAL BANKING AND THE CONDUCT OF MONETARY POLICY

Structure of Central Banks and the Federal Reserve System

Preview

Origins of the Federal Reserve System

Structure of the Federal Reserve System

How Independent Is the Fed?

Structure and Independence of the European Central Bank
Structure and Independence of Other Foreign Central Banks
Explaining Central Bank Behavior

Should the Fed Be Independent?

Conduct of Monetary Policy: Tools, Goals, Strategy, and Tactics

Preview

The Federal Reserve’s Balance Sheet

The Market for Reserves and the Federal Funds Rate
Tools of Monetary Policy

Discount Policy

Reserve Requirements

Monetary Policy Tools of the European Central Bank
The Price Stability Goal and the Nominal Anchor
Other Goals of Monetary Policy

Should Price Stability Be the Primary Goal of Monetary Policy?
Monetary Targeting

Inflation Targeting

Tactics: Choosing the Policy Instrument

FINANCIAL MARKETS
The Money Markets

Preview

The Money Markets Defined

The Purpose of the Money Markets
Who Participates in the Money Markets?
Money Market Instruments

Comparing Money Market Securities

64
68
72

88

88
88
95

114

114

115
118
127

131
133
133
133
135
142
144
146
148
149

153
153
153
156
160
162
165
165
168
169
171
172
176
181

189

191

191
191
194
195
197
209



Chapter 10

Chapter 11

Chapter 12

Chapter 13

Chapter 14

The Bond Market

Preview

Purpose of the Capital Market
Capital Market Participants
Capital Market Trading

Types of Bonds

Treasury Notes and Bonds
Municipal Bonds

Corporate Bonds
Financial Guarantees for Bonds

Current Yield Calculation

Finding the Value of Coupon Bonds
Investing in Bonds

The Stock Market

Preview

Investing in Stocks

Computing the Price of Common Stock
How the Market Sets Security Prices
Errors in Valuation

Stock Market Indexes

Buying Foreign Stocks

Regulation of the Stock Market

The Mortgage Markets

Preview

What Are Mortgages?

Characteristics of the Residential Mortgage
Types of Mortgage Loans
Mortgage-Lending Institutions

Loan Servicing
Secondary Mortgage Market
Securitization of Mortgages

The Foreign Exchange Market

Preview

Foreign Exchange Market

Exchange Rates in the Long Run
Exchange Rates in the Short Run
Explaining Changes in Exchange Rates

The International Financial System

Preview

Intervention in the Foreign Exchange Market

Balance of Payments

Exchange Rate Regimes in the International Financial System

Contents

iii

215

215
215
216
216
217

217
220
221
227

227
229
231

235

235
235
240
244
246
248
249
249

254

254
265
256
262
265

266
267
268

275

275
276
279
283
288

303

303
303
308
309



iv

Contents

PART FIVE
Chapter 15

Chapter 16

PART SIX
Chapter 17

Chapter 18

Chapter 19

Capital Controls
The Role of the IMF

FUNDAMENTALS OF FINANCIAL INSTITUTIONS

Why Do Financial Institutions Exist?

Preview
Basic Facts About Financial Structure Throughout the World

Transaction Costs

Asymmetric Information: Adverse Selection and Moral Hazard

The Lemons Problem: How Adverse Selection Influences Financial Structure
How Moral Hazard Affects the Choice Between Debt and Equity Contracts
How Moral Hazard Influences Financial Structure in Debt Markets

Financial Crises and Aggregate Economic Activity

What Should Be Done About Conflicts of Interest?
A Central Issue in Business Ethics

Preview

What Are Conflicts of Interest and Why Are They Important?
Ethics and Conflicts of Interest

Types of Conflicts of Interest

Can the Market Limit Exploitation of Conflicts of Interest?

What Has Been Done to Remedy Conflicts of Interest?
A Framework for Evaluating Policies to Remedy Conflicts of Interest

THE FINANCIAL INSTITUTIONS INDUSTRY

Banking and the Management of Financial Institutions

Preview
The Bank Balance Sheet
Basic Banking

General Principles of Bank Management

Off-Balance-Sheet Activities
Measuring Bank Performance

Commercial Banking Industry: Structure and Competition

Preview

Historical Development of the Banking System

Financial Innovation and the Evolution of the Banking Industry
Structure of the U.S. Commercial Banking Industry

Bank Consolidation and Nationwide Banking

Separation of the Banking and Other Financial Service Industries
International Banking

Savings Associations and Credit Unions
Preview
Mutual Savings Banks

Savings and Loan Associations
Savings and Loans in Trouble: The Thrift Crisis

320
321

327

329

329
329
332
334
334
340

342
348

359

359
360
361
361
366
369
370

379

381
381
381
385
387

395
397

405

405
406
408
422
424
428

430

435

435
436

436
438



Chapter 20

Chapter 21

Chapter 22

Chapter 23

PART SEVEN
Chapter 24

Contents

Political Economy of the Savings and Loan Crisis

Savings and Loan Bailout: Financial Institutions Reform, Recovery,
and Enforcement Act of 1989

The Savings and Loan Industry Today
Credit Unions

Banking Regulation

Preview

Asymmetric Information and Bank Regulation

International Banking Regulation

The 1980s U.S. Banking Crisis

Federal Deposit Insurance Corporation Improvement Act of 1991
Banking Crises Throughout the World

The Mutual Fund Industry

Preview

The Growth of Mutual Funds
Mutual Fund Structure

Investment Objective Classes
Fee Structure of Investment Funds
Regulation of Mutual Funds

Hedge Funds
Conflicts of Interest in the Mutual Fund Industry

Insurance Companies and Pension Funds

Preview

Insurance Companies

Fundamentals of Insurance

Growth and Organization of Insurance Companies

Types of Insurance
Pensions

Types of Pensions
Regulation of Pension Plans
The Future of Pension Funds

Investment Banks, Security Brokers and Dealers,

and Venture Capital Firms

Preview

Investment Banks

Securities Brokers and Dealers

Regulation of Securities Firms

Relationship Between Securities Firms and Commercial Banks

Private Equity Investment
Private Equity Buyouts

THE MANAGEMENT OF FINANCIAL INSTITUTIONS

Risk Management in Financial Institutions

Preview

440

443

444
450

459

459
459
470
472

473
474

482

482

482
484

488
493
494

495
498

504

504
5056
506
508

508
520

520
525
528

531

531
532
539
543
544
545
549

565

557
557



vi

Contents

Chapter 25

Managing Credit Risk
Managing Interest-Rate Risk

Hedging with Financial Derivatives

Preview

Hedging

Forward Markets
Financial Futures Markets
Stock Index Futures
Options

Interest-Rate Swaps
Credit Derivatives

Glossary

557
561

576

576
576
577
579
588
591
597
601

G-1



Chapter 26

Chapter 4

Chapter 4

Chapter 4

Chapter 4

Chapter 8
Chapter 14

Chapter 20

Chapter 25

The following updated chapter and appendices are available
on our Companion Web site at www.prenhall.com/mishkin_eakins.

Finance Companies

Preview

History of Finance Companies
Purpose of Finance Companies
Risk in Finance Companies
Types of Finance Companies
Regulation of Finance Companies
Finance Company Balance Sheet

Appendix 1: Models of Asset Pricing

Appendix 2: Applying the Asset Market
Approach to a Commodity Market: The Case of Gold

Appendix 3: Loanable Funds Framework

Appendix 4: Supply and Demand in the Market for Money:
The Liquidity Preference Framework

Appendix: The Fed’s Balance Sheet and the Monetary Base

Appendix: Balance of Payments

Appendix: Evaluating FDICIA and Other Proposed
Reforms of the Banking Regulatory System

Appendix: More on Hedging with Financial Derivative

vii



