I 1 %A T I

i

. - ~
o IR TET .
b D Al e
: (IR e e LT
VL _MINEEEXE
A AENBNNERE

P
RN Rt
W mw L AR



Want to turn your
C |nt0 an A?Obviously, right?

But the right way to go about it isn’t always so obvious. Go digital to
get the grades. MindTap’s customizable study tools and eTextbook
give you everything you need all in one place.

Engage with your course content, enjoy the flexibility of

studying anytime and anywhere, stay connected o assignment due

dates and instructor notifications with ‘ MindTap Mobile app..

and most of all...EARN BETTER DES. -
&

~ - CENGAGE

’ .
Learning’

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or dupli



Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



gEEEEIns sccmENER

T - EEEERERY

uagpecs T
W -

‘

e e,
‘s e gy
it I'I=
EE

ggaEd
o BYIEW

T &=

E.
“
EEEpasas
= e i TR
T g S e
AN EFTFe =3 o=
== = = —=sF 1
O e = S
e
et F 5 5 F 5§ 1K |
AT PR ) ow -
- e i
41 i : 1
L] ' %
!
s i PA =P
2o r ST W SO

Em

= T —

e Br b
T TS LAY E

BEENEEE: {aunuupe

| 1]
HEEHED 1 8

BEE "anManun: -

;ﬁ;ﬁﬁ;&gﬁ}é Cengag

- REEERER " :
=Illllll'ﬁ IREpERBNY
| HERERE Rt oW

rarnee
LS ER LR
INlE@NE-"]

4 x
. WCN 02-200-203 j s £ & i




- e

LI
INIEdNE NN

s~ CENGAGE
Learning:

Australia « Brazil « Mexico « Singapore » United Kingdom « United States



CENGAGE
Learning

Financial Markets and Institutions,
12th Edition
Jeff Madura

SVP, General Manager for Social Sciences,
Humanities & Business: Erin Joyner

Executive Product Director: Mike Schenk
Sr. Product Team Manager: Joe Sabatino
Project Manager: Julie Dierig

Developer: Stacey Lutkoski, MPS

Product Assistant: Denisse A Zavala-Rosales
Marketing Manager: Emily McLellan
Marketing Coordinator: Hillary Johns
Content Project Manager: Nadia Saloom
Media Developer: Mark Hopkinson
Manufacturing Planner: Kevin Kluck

Marketing Communications Manager:
Sarah Greber

Production Service: Lumina Datamatics, Inc.
Sr. Art Director: Michele Kunkler
Internal & Cover Designer: Tippy MclIntosh

Intellectual Property:
Analyst: Brittani Morgan
Project Manager: Erika Mugavin

Cover Image: iStockphoto.com/MACIE]
NOSKOWSKI

Design Images:
Global Aspects icon: T-Kot/
Shutterstock.com
Financial Reform icon: AshDesign/
Shutterstock.com

Printed in Canada
Print Number: 01

Print Year: 2016

© 2018, 2015 Cengage Learning

ALL RIGHTS RESERVED. No part of this work covered by the copyright
herein may be reproduced or distributed in any form or by any means,
except as permitted by U.S. copyright law, without the prior written
permission of the copyright owner.

For product information and technology assistance, contact us at
Cengage Learning Customer & Sales Support, 1-800-354-9706.
For permission to use material from this text or product,
submit all requests online at www.cengage.com/permissions.
Further permissions questions can be emailed to
permissionrequest@cengage.com.

Except where otherwise noted, all content is © Cengage Learning.
Library of Congress Control Number: 2016945877

Student Edition ISBN: 978-1-337-09974-5

LooseLeaf Edition ISBN: 978-1-337-26987-2

Cengage Learning

20 Channel Center Street
Boston, MA 02210

USA

Cengage Learning is a leading provider of customized learning solu-
tions with employees residing in nearly 40 different countries and sales
in more than 125 countries around the world. Find your local represen-
tative at www.cengage.com.

Cengage Learning products are represented in Canada by
Nelson Education, Ltd.

To learn more about Cengage Learning Solutions, visit
www.cengage.com.

Purchase any of our products at your local college store or at our
preferred online store www.cengagebrain.com.



This text is dedicated to Best Friends Animal Sanctuary in
Kanab, Utah, for its commitment to, compassion for, and care
of more than 1,500 animals, many of which were previously
homeless. Best Friends has recently taken the initiative to help
animal shelters across the country. Most of the royalties the
author receives from this text are invested in a fund that will
ultimately be donated to Best Friends.

During the 2012-2015 period, this fund donated $275,000 to
support a new healthcare facility for Best Friends, and to
sponsor a Public Broadcasting Service (PBS) documentary on
the efforts of Best Friends to help animal shelters throughout
the United States. This fund has also donated more than
$100,000 to other animal care societies, including Friends
of Greyhounds (Fort Lauderdale, FL), Florida Humane
Society (Pompano Beach, FL), Greyhound Pets of America
in Central Florida (Melbourne, FL), Tri-County Humane
Society (Boca Raton, FL), and Doris Day Animal
League (Washington, D.C.).



gEEEEIns sccmENER

T - EEEERERY

uagpecs T
W -

‘

e e,
‘s e gy
it I'I=
EE

ggaEd
o BYIEW

T &=

E.
“
EEEpasas
= e i TR
T g S e
AN EFTFe =3 o=
== = = —=sF 1
O e = S
e
et F 5 5 F 5§ 1K |
AT PR ) ow -
- e i
41 i : 1
L] ' %
!
s i PA =P
2o r ST W SO

Em

= T —

e Br b
T TS LAY E

BEENEEE: {aunuupe

| 1]
HEEHED 1 8

BEE "anManun: -

;ﬁ;ﬁﬁ;&gﬁ}é Cengag

- REEERER " :
=Illllll'ﬁ IREpERBNY
| HERERE Rt oW

rarnee
LS ER LR
INlE@NE-"]

4 x
. WCN 02-200-203 j s £ & i




Brief Contents

PART 1: Overview of the Financial Environment 1
1  Role of Financial Markets and Institutions 3

2  Determination of Interest Rates 27

3 Structure of Interest Rates 47

PART 2: The Fed and Monetary Policy 77
4 Functions of the Fed 79
5  Monetary Policy 101

PART 3: Debt Security Markets 131
6  Money Markets 133

7 Bond Markets 159

8 Bond Valuation and Risk 185

9  Mortgage Markets 219

PART 4: Equity Markets 247

10 Stock Offerings and Investor Monitoring 249
11 Stock Valuation and Risk 285

12 Market Microstructure and Strategies 325

PART 5: Derivative Security Markets 351
13 Financial Futures Markets 353

14 Option Markets 377

15 Swap Markets 415

16 Foreign Exchange Derivative Markets 445

PART 6: Commercial Banking 479
17 Commercial Bank Operations 481

18 Bank Regulation 503

19 Bank Management 533

20 Bank Performance 563

PART 7: Nonbank Operations 583
21 Thrift Operations 585

22 Finance Company Operations 607

23 Mutual Fund Operations 619

24  Securities Operations 651

25 Insurance Operations 679

26 Pension Fund Operations 703

Appendix A: Comprehensive Project 727
Appendix B: Using Excel to Conduct Analyses 737
Glossary 741

Index 753

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203 v



gEEEEIns sccmENER

T - EEEERERY

uagpecs T
W -

‘

e e,
‘s e gy
it I'I=
EE

ggaEd
o BYIEW

T &=

E.
“
EEEpasas
= e i TR
T g S e
AN EFTFe =3 o=
== = = —=sF 1
O e = S
e
et F 5 5 F 5§ 1K |
AT PR ) ow -
- e i
41 i : 1
L] ' %
!
s i PA =P
2o r ST W SO

Em

= T —

e Br b
T TS LAY E

BEENEEE: {aunuupe

| 1]
HEEHED 1 8

BEE "anManun: -

;ﬁ;ﬁﬁ;&gﬁ}é Cengag

- REEERER " :
=Illllll'ﬁ IREpERBNY
| HERERE Rt oW

rarnee
LS ER LR
INlE@NE-"]

4 x
. WCN 02-200-203 j s £ & i




Contents

Preface, xxvi

About the Author, xxxiii

PART 1: Overview of the Financial Environment 1

1: ROLE OF FINANCIAL MARKETS AND INSTITUTIONS 3
1-1 Role of Financial Markets, 3
I-1a Accommodating Corporate Finance Needs, 4
1-1b Accommodating Investment Needs, 4
1-2 Securities Traded in Financial Markets, 5
1-2a Money Market Securities, 5
1-2b Capital Market Securities, 5
1-2c¢ Derivative Securities, 7
1-2d Valuation of Securities, 8
1-2e Securities Regulations on Financial Disclosure, 10
1-2f Government Intervention in Financial Markets, 11
1-2g International Financial Markets, 12
1-3 Role of Financial Institutions, 13
1-3a Role of Depository Institutions, 13
1-3b Role of Nondepository Financial Institutions, 14
1-3¢ Comparison of Roles among Financial Institutions, 16
1-3d How the Internet Facilitates Roles of Financial Institutions, 17
1-3e Relative Importance of Financial Institutions, 17
1-3f Consolidation of Financial Institutions, 18
1-4 Credit Crisis for Financial Institutions, 20
1-4a Systemic Risk during the Credit Crisis, 20
1-4b Government Response to the Credit Crisis, 21

2: DETERMINATION OF INTEREST RATES 27
2-1 Loanable Funds Theory, 27
2-1a Household Demand for Loanable Funds, 28
2-1b Business Demand for Loanable Funds, 28
2-1c Government Demand for Loanable Funds, 30
2-1d Foreign Demand for Loanable Funds, 30
2-1e Aggregate Demand for Loanable Funds, 31
2-1f Supply of Loanable Funds, 31
2-1g Equilibrium Interest Rate, 33
2-2 Factors That Affect Interest Rates, 35
2-2a Impact of Economic Growth on Interest Rates, 35
2-2b Impact of Inflation on Interest Rates, 36
2-2c Impact of Monetary Policy on Interest Rates, 37
2-2d Impact of the Budget Deficit on Interest Rates, 38

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



x Contents

2-2e Impact of Foreign Flows of Funds on Interest Rates, 39
2-2f Summary of Forces That Affect Interest Rates, 40
2-3 Forecasting Interest Rates, 41

3: STRUCTURE OF INTEREST RATES
3-1 Why Debt Security Yields Vary, 47
3-1a Credit (Default) Risk, 47
3-1b Liquidity, 49
3-Ic Tax Status, 50
3-1d Term to Maturity, 51
3-2 Explaining Actual Yield Differentials, 52
3-2a Yield Differentials of Money Market Securities, 52
3-2b Yield Differentials of Capital Market Securities, 52
3-3 Estimating the Appropriate Yield, 53
3-4 A Closer Look at the Term Structure, 55
3-4a Pure Expectations Theory, 55
3-4b Liquidity Premium Theory, 59
3-4c Segmented Markets Theory, 61
3-4d Research on Term Structure Theories, 63
3-4e Integrating the Theories of Term Structure, 63
3-4f Use of the Term Structure, 64
3-4g Why the Slope of the Yield Curve Changes, 65
3-4h How the Yield Curve Has Changed over Time, 66
3-4i International Structure of Interest Rates, 66

Part 1 Integrative Problem: Interest Rate Forecasts and Investment Decisions, 74

PART 2: The Fed and Monetary Policy

4: FUNCTIONS OF THE FED

4-1 Overview, 79

4-2 Organizational Structure of the Fed, 79
4-2a Federal Reserve District Banks, 80
4-2b Member Banks, 80
4-2c Board of Governors, 80
4-2d Federal Open Market Committee, 82
4-2e Advisory Committees, 82
4-2f Integration of Federal Reserve Components, 82
4-2g Consumer Financial Protection Bureau, 82

4-3 How the Fed Controls the Money Supply, 83
4-3a Open Market Operations, 83
4-3b Role of the Fed’s Trading Desk, 86
4-3c How Fed Operations Affect All Interest Rates, 88
4-3d Adjusting the Reserve Requirement Ratio, 89
4-3e Adjusting the Fed’s Loan Rate, 91

4-4 The Fed’s Intervention during the Credit Crisis, 92
4-4a Fed Loans to Facilitate Rescue of Bear Stearns, 92
4-4b The Fed’s Strategy of Quantitative Easing, 92
4-4c Perceptions of the Fed’s Intervention during the Crisis, 94

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203

47

77

79



Contents xi

4-5 Global Monetary Policy, 95
4-5a A Single Eurozone Monetary Policy, 95
4-5b Global Central Bank Coordination, 96

5: MONETARY POLICY 101
5-1 Mechanics of Monetary Policy, 101
5-1a Monitoring Indicators of Economic Growth, 101
5-1b Monitoring Indicators of Inflation, 103
5-2 Implementing Monetary Policy, 103
5-2a Effects of a Stimulative Monetary Policy, 103
5-2b Fed’s Focuses on Long-Term Debt Maturities, 107
5-2c Why a Stimulative Monetary Policy Might Fail, 108
5-2d Effects of Restrictive Monetary Policy, 110
5-2e¢ Summary of Monetary Policy Effects, 111
5-3 Trade-off in Monetary Policy, 112
5-3a Impact of Other Forces on the Trade-off, 113
5-3b Shifts in Monetary Policy over Time, 115
5-3¢ How Monetary Policy Responds to Fiscal Policy, 116
5-3d Proposals to Focus on Inflation, 117
5-4 Monitoring the Impact of Monetary Policy, 117
5-4a Impact on Financial Markets, 118
5-4b Impact on Financial Institutions, 121
5-5 Global Monetary Policy, 122
5-5a Impact of the Dollar, 122
5-5b Impact of Global Economic Conditions, 122
5-5¢ Transmission ofInterest Rates, 122
5-5d Impact of the Crisis in Greece on European Monetary Policy, 123

Part 2 Integrative Problem: Fed Watching, 129

PART 3: Debt Security Markets 131

6: MONEY MARKETS 133
6-1 Money Market Securities, 133
6-1a Treasury Bills, 134
6-1b Treasury Bill Auction, 136
6-1c Commercial Paper, 137
6-1d Negotiable Certificates of Deposit, 140
6-1e Repurchase Agreements, 141
6-1f Federal Funds, 142
6-1g Banker’s Acceptances, 143
6-2 Institutional Use of Money Markets, 144
6-3 Valuation of Money Market Securities, 146
6-3a Impact of Changes in Credit Risk, 148
6-3b Interest Rate Risk, 150
6-4 Globalization of Money Markets, 150
6-4a Eurodollar Securities, 152
6-4b International Interbank Market, 153
6-4c Performance of Foreign Money Market Securities, 153

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



xii Contents

7: BOND MARKETS 159
7-1 Background on Bonds, 159
7-1a Institutional Participation in Bond Markets, 160
7-1b Bond Yields, 160
7-2 Treasury and Federal Agency Bonds, 162
7-2a Treasury Bond Auctions, 162
7-2b Trading Treasury Bonds, 162
7-2¢ Stripped Treasury Bonds, 163
7-2d Inflation-Indexed Treasury Bonds, 164
7-2e Savings Bonds, 164
7-2f Federal Agency Bonds, 164
7-3 Municipal Bonds, 165
7-3a Credit Risk of Municipal Bonds, 165
7-3b Variable-Rate Municipal Bonds, 167
7-3¢ Tax Advantages of Municipal Bonds, 167
7-3d Trading and Quotations of Municipal Bonds, 167
7-3e Yields Offered on Municipal Bonds, 167
7-4 Corporate Bonds, 168
7-4a Corporate Bond Offerings, 169
7-4b Secondary Market for Corporate Bonds, 172
7-4¢ Characteristics of Corporate Bonds, 173
7-4d How Corporate Bonds Finance Restructuring, 175
7-4e Collateralized Debt Obligations, 176
7-5 Globalization of Bond and Loan Markets, 177
7-5a Global Government Debt Markets, 177
7-5b Eurobond Market, 179
7-6 Other Types of Long-Term Debt Securities, 179
7-6a Structured Notes, 179
7-6b Exchange-Traded Notes, 180
7-6¢ Auction-Rate Securities, 180

8: BOND VALUATION AND RISK 185
8-1 Bond Valuation Process, 185

8-1a Impact of the Discount Rate on Bond Valuation, 186

8-1b Impact of the Timing of Payments on Bond Valuation, 186

8-1c Valuation of Bonds with Semiannual Payments, 187

8-1d Relationships between Coupon Rate, Required Return, and Bond Price, 188
8-2 Explaining Bond Price Movements, 190

8-2a Factors That Affect the Risk-Free Rate, 190

8-2b Factors That Affect the Credit (Default) Risk Premium, 192

8-2¢ Summary of Factors Affecting Bond Prices, 193

8-2d Implications for Financial Institutions, 194
8-3 Sensitivity of Bond Prices to Interest Rate Movements, 195

8-3a Bond Price Elasticity, 196

8-3b Duration, 197
8-4 Bond Investment Strategies, 201

8-4a Matching Strategy, 201

8-4b Laddered Strategy, 201

8-4c Barbell Strategy, 201

8-4d Interest Rate Strategy, 202

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



Contents xiii

8-5 Valuation and Risk of International Bonds, 202
8-5a Influence of Foreign Interest Rate Movements, 203
8-5b Influence of Credit Risk, 203
8-5¢ Influence of Exchange Rate Fluctuations, 203
8-5d International Bond Diversification, 204
8-5e European Debt Crisis, 205

Appendix 8: Forecasting Bond Prices and Yields, 213

9: MORTGAGE MARKETS 219
9-1 Background on Mortgages, 219
9-1a How Mortgage Markets Facilitate the Flow of Funds, 219
9-1b Criteria Used to Measure Creditworthiness, 221
9-1c Classifications of Mortgages, 221
9-2 Types of Residential Mortgages, 222
9-2a Fixed-Rate Mortgages, 222
9-2b Adjustable-Rate Mortgages, 223
9-2c Graduated-Payment Mortgages, 224
9-2d Growing-Equity Mortgages, 225
9-2e Second Mortgages, 225
9-2f Shared-Appreciation Mortgages, 225
9-2¢ Balloon-Payment Mortgages, 225
9-3 Valuation of Mortgages, 225
9-3a Credit Risk, 226
9-3b Interest Rate Risk, 227
9-3¢c Prepayment Risk, 228
9-4 Mortgage-Backed Securities, 228
9-4a The Securitization Process, 228
9-4b Types of Mortgage-Backed Securities, 229
9-4c Valuation of Mortgage-Backed Securities, 231
9-5 Credit Crisis, 231
9-5a Impact of Credit Crisis on Fannie Mae and Freddie Mac, 232
9-5b Impact of Credit Crisis on Exposed Financial Institutions, 234
9-5¢ Systemic Risk Due to the Credit Crisis, 235
9-5d Who Is to Blame for the Credit Crisis?, 236
9-5¢ Government Programs Implemented in Response to the Crisis, 239
9-5f Financial Reform Act of 2010, 240

Part 3 Integrative Problem: Asset Allocation, 245

PART 4: Equity Markets 247

10: STOCK OFFERINGS AND INVESTOR MONITORING 249
10-1 Private Equity, 249

10-1a Financing by Venture Capital Funds, 249

10-1b Financing by Private Equity Funds, 251

10-1c Financing by Crowdfunding, 252
10-2 Public Equity, 253

10-2a Ownership and Voting Rights, 254

10-2b Preferred Stock, 255

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



xiv Contents

10-2c¢ Participation in Stock Markets, 255
10-2d How Investor Behavior Affect Stock Prices, 255
10-2e Investor Reliance on Information, 256
10-3 Initial Public Offerings, 257
10-3a Process of Going Public, 257
10-3b Underwriter Efforts to Ensure Price Stability, 259
10-3¢ Timing of IPOs, 260
10-3d Initial Returns of IPOs, 260
10-3e Flipping Shares, 261
10-3f Google’s IPO, 261
10-3g Facebook’s IPO, 262
10-3h Abuses in the IPO Market, 263
10-3i Long-Term Performance Following IPOs, 264
10-4 Stock Offerings and Repurchases, 265
10-4a Secondary Stock Offerings, 265
10-4b Stock Repurchases, 266
10-5 Stock Exchanges, 266
10-5a Organized Exchanges, 266
10-5b Over-the-Counter Market, 267
10-5¢ Extended Trading Sessions, 268
10-5d Stock Quotations Provided by Exchanges, 268
10-5¢ Stock Index Quotations, 270
10-5f Private Stock Exchanges, 271
10-6 Monitoring Publicly Traded Companies, 272
10-6a Role of Analysts, 272
10-6b Accounting Irregularities, 273
10-6¢ Sarbanes-Oxley Act, 273
10-6d Shareholder Activism, 274
10-6e Limited Power of Governance, 275
10-7 Market for Corporate Control, 275
10-7a Use of LBOs to Achieve Corporate Control, 276
10-7b Barriers to the Market for Corporate Control, 276
10-8 Globalization of Stock Markets, 277
10-8a Privatization, 277
10-8b Emerging Stock Markets, 277
10-8¢ Variation in Characteristics across Stock Markets, 278
10-8d Methods Used to Invest in Foreign Stocks, 278

11: STOCK VALUATION AND RISK 285
11-1 Stock Valuation Methods, 285
11-1a Price-Earnings Method, 285
11-1b Dividend Discount Model, 287
11-1c Adjusted Dividend Discount Model, 288
11-1d Free Cash Flow Model, 289
11-2 Required Rate of Return on Stocks, 289
11-2a Capital Asset Pricing Model, 289
11-3 Factors That Affect Stock Prices, 291
11-3a Economic Factors, 291
11-3b Market-Related Factors, 293

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



Contents xv

11-3c Firm-Specific Factors, 293
11-3d Tax Effects, 294
11-3e Integration of Factors Affecting Stock Prices, 294
11-3f Having an Edge in the Valuation Process, 296
11-4 Stock Risk, 297
11-4a Volatility of a Stock, 298
11-4b Beta of a Stock, 301
11-4¢ Value at Risk, 301
11-5 Risk-Adjusted Stock Performance, 304
11-5a Sharpe Index, 305
11-5b Treynor Index, 305
11-6 Stock Market Efficiency, 306
11-6a Forms of Stock Market Efficiency, 306
11-6b Tests of the Efficient Market Hypothesis, 307
11-7 Foreign Stock Valuation and Performance, 308
11-7a Valuation of Foreign Stocks, 308
11-7b International Market Efficiency, 309
11-7¢ Measuring Performance from Investing in Foreign Stocks, 309
11-7d Performance from Global Diversification, 309

Appendix 11: The Link between Accounting and Stock Valuation, 316

12: MARKET MICROSTRUCTURE AND STRATEGIES 325
12-1 Stock Market Transactions, 325
12-1a Placing an Order, 325
12-1b Margin Trading, 326
12-Ic Short Selling, 328
12-2 How Stock Transactions Are Executed, 331
12-2a Floor Brokers, 331
12-2b Market Makers, 331
12-2c¢ The Spread on Stock Transactions, 332
12-2d Electronic Communication Networks, 333
12-3 High Frequency Trading, 335
12-3a Program Trading, 335
12-3b Bots and Algorithms, 336
12-3c¢ Impact of High Frequency Trading on Stock Volatility, 337
12-3d High Frequency Insider Trading, 339
12-3e High Frequency Front Running, 339
12-3f Impact of High Frequency Trading on Spreads, 341
12-4 Regulation of Stock Trading, 342
12-4a Circuit Breakers, 342
12-4b Trading Halts, 342
12-4c Taxes Imposed on Stock Transactions, 343
12-4d Securities and Exchange Commission, 343
12-5 Trading International Stocks, 345
12-5a Reduction in Transaction Costs, 345
12-5b Reduction in Information Costs, 346
12-5¢ Reduction in Exchange Rate Risk, 346

Part 4 Integrative Problem: Stock Market Analysis, 350

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



XVi

Contents

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203

PART 5: Derivative Security Markets

13: FINANCIAL FUTURES MARKETS
13-1 Background on Financial Futures, 353
13-1a Popular Futures Contracts, 353
13-1b Markets for Financial Futures, 353
13-Ic Purpose of Trading Financial Futures, 354
13-1d Institutional Trading of Futures Contracts, 355
13-1e Trading Process, 355
13-1f Trading Requirements, 356
13-2 Interest Rate Futures Contracts, 357
13-2a Valuing Interest Rate Futures, 357
13-2b Speculating in Interest Rate Futures, 358
13-2c Hedging with Interest Rate Futures, 360
13-3 Stock Index Futures, 363
13-3a Valuing Stock Index Futures, 364
13-3b Speculating in Stock Index Futures, 365
13-3c Hedging with Stock Index Futures, 365
13-3d Dynamic Asset Allocation with Stock Index Futures, 367
13-3e Arbitrage with Stock Index Futures, 367
13-3f Circuit Breakers on Stock Index Futures, 368
13-4 Single Stock Futures, 368
13-5 Risk of Trading Futures Contracts, 369
13-5a Market Risk, 369
13-5b Basis Risk, 369
13-5¢ Liquidity Risk, 369
13-5d Credit Risk, 370
13-5e Prepayment Risk, 370
13-5f Operational Risk, 370
13-5g Systemic Risk, 371
13-6 Globalization of Futures Markets, 371
13-6a Non-U.S. Participation in U.S. Futures Contracts, 371
13-6b Foreign Stock Index Futures, 371
13-6¢ Currency Futures Contracts, 372

14: OPTION MARKETS
14-1 Background on Options, 377
14-1a Comparison of Options and Futures, 378
14-1b Markets Used to Trade Options, 378
14-1c How Option Trades Are Executed, 379
14-1d Types of Orders, 379
14-1e Stock Option Quotations, 379
14-1f Institutional Use of Options, 380
14-2 Determinants of Stock Option Premiums, 380
14-2a Determinants of Call Option Premiums, 380
14-2b Determinants of Put Option Premiums, 382
14-2c How Option Pricing Can Be Used to Derive a Stock’s Volatility, 383
14-2d Explaining Changes in Option Premiums, 384
14-3 Speculating with Stock Options, 385
14-3a Speculating with Call Options, 385

351

353

377



Contents  xvii

14-3b Speculating with Put Options, 388

14-3c Excessive Risk from Speculation, 389
14-4 Hedging with Stock Options, 390

14-4a Hedging with Covered Call Options, 390

14-4b Hedging with Put Options, 392
14-5 Options on ETFs and Stock Indexes, 392

14-5a Hedging with Stock Index Options, 393

14-5b Using Index Options to Measure the Market’s Risk, 394
14-6 Options on Futures Contracts, 395

14-6a Speculating with Options on Futures, 395

14-6b Hedging with Options on Interest Rate Futures, 397

14-6¢ Hedging with Options on Stock Index Futures, 398
14-7 Options as Executive Compensation, 399

14-7a Limitations of Option Compensation Programs, 399
14-8 Globalization of Options Markets, 400

14-8a Currency Options Contracts, 400

Appendix 14: Option Valuation, 407

15: SWAP MARKETS 415
15-1 Background, 415
15-1a Use of Swaps for Hedging, 416
15-1b Use of Swaps to Accommodate Financing, 417
15-1c Use of Swaps for Speculating, 418
15-1d Participation by Financial Institutions, 418
15-2 Types of Swaps, 419
15-2a Plain Vanilla Swaps, 420
15-2b Forward Swaps, 420
15-2c¢ Callable Swaps, 422
15-2d Putable Swaps, 422
15-2e Extendable Swaps, 423
15-2f Zero-Coupon-for-Floating Swaps, 424
15-2g Rate-Capped Swaps, 424
15-2h Equity Swaps, 425
15-2i Tax Advantage Swaps, 426
15-3 Risks of Interest Rate Swaps, 426
15-3a Basis Risk, 426
15-3b Credit Risk, 426
15-3c Sovereign Risk, 427
15-4 Pricing Interest Rate Swaps, 427
15-4a Prevailing Market Interest Rates, 427
15-4b Availability of Counterparties, 428
15-4c Credit and Sovereign Risk, 428
15-5 Performance of Interest Rate Swaps, 428
15-6 Interest Rate Caps, Floors, and Collars, 428
15-6a Interest Rate Caps, 429
15-6b Interest Rate Floors, 430
15-6¢ Interest Rate Collars, 431
15-7 Credit Default Swaps, 432
15-7a Secondary Market for CDS Contracts, 433
15-7b Collateral on CDS Contracts, 433

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



xviii

Contents

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203

15-7c Payments on a Credit Default Swap, 433
15-7d How CDS Contracts Affect Debtor-Creditor Negotiations, 434
15-7e Development of the CDS Market, 434
15-7f Impact of the Credit Crisis on the CDS Market, 434
15-7g Reform of CDS Contracts, 436
15-8 Globalization of Swap Markets, 437
15-8a Currency Swaps, 437

16: FOREIGN EXCHANGE DERIVATIVE MARKETS
16-1 Foreign Exchange Markets, 445
16-1a Institutional Use of Foreign Exchange Markets, 445
16-1b Exchange Rate Quotations, 446
16-1c Types of Exchange Rate Systems, 447
16-1d Eurozone Arrangement, 448
16-1e Abandoning the Euro, 449
16-1f Virtual Currencies, 449
16-2 Factors Affecting Exchange Rates, 451
16-2a Differential Inflation Rates, 451
16-2b Differential Interest Rates, 452
16-2¢ Central Bank Intervention, 452
16-3 Forecasting Exchange Rates, 454
16-3a Technical Forecasting, 455
16-3b Fundamental Forecasting, 455
16-3c Market-Based Forecasting, 455
16-3d Mixed Forecasting, 456
16-4 Foreign Exchange Derivatives, 456
16-4a Forward Contracts, 456
16-4b Currency Futures Contracts, 457
16-4c Currency Swaps, 457
16-4d Currency Options Contracts, 458
16-4e Use of Foreign Exchange Derivatives for Hedging, 458
16-4f Use of Foreign Exchange Derivatives for Speculating, 458
16-5 International Arbitrage, 460
16-5a Locational Arbitrage, 460
16-5b Triangular Arbitrage, 461
16-5¢ Covered Interest Arbitrage, 461

Appendix 16: Currency Option Pricing, 468
Part 5 Integrative Problem: Choosing among Derivative Securities, 472
Midterm Self-Exam, 474

PART 6: Commercial Banking

17: COMMERCIAL BANK OPERATIONS
17-1 Background on Commercial Banks, 481
17-1a Bank Market Structure, 481
17-2 Bank Sources of Funds, 482
17-2a Transaction Deposits, 483
17-2b Savings Deposits, 484
17-2c Time Deposits, 484

445

479

481



Contents  xix

17-2d Money Market Deposit Accounts, 484
17-2e Federal Funds Purchased, 485
17-2f Borrowing from the Federal Reserve Banks, 485
17-2g Repurchase Agreements, 486
17-2h Eurodollar Borrowings, 486
17-2i Bonds Issued by the Bank, 486
17-2j Bank Capital, 486
17-2k Distribution of Bank Sources of Funds, 487
17-3 Bank Uses of Funds, 488
17-3a Cash, 488
17-3b Bank Loans, 488
17-3c Investment in Securities, 492
17-3d Federal Funds Sold, 493
17-3e Repurchase Agreements, 493
17-3f Eurodollar Loans, 493
17-3g Fixed Assets, 493
17-3h Proprietary Trading, 493
17-3i Summary of Bank Uses of Funds, 494
17-4 Off-Balance Sheet Activities, 496
17-4a Loan Commitments, 497
17-4b Standby Letters of Credit, 497
17-4¢c Forward Contracts on Currencies, 497
17-4d Interest Rate Swap Contracts, 497
17-4e Credit Default Swap Contracts, 497
17-5 International Banking, 498
17-5a International Expansion, 498
17-5b Impact of the Euro on Global Competition, 498
17-5¢ International Exposure, 499

18: BANK REGULATION 503
18-1 Regulatory Structure, 503
18-1a Regulators, 504
18-1b Regulation of Bank Ownership, 504
18-2 Regulation of Bank Operations, 504
18-2a Regulation of Deposit Insurance, 504
18-2b Regulation of Deposits, 506
18-2¢ Regulation of Bank Loans, 507
18-2d Regulation of Bank Investment in Securities, 507
18-2e Regulation of Securities Services, 507
18-2f Regulation of Insurance Services, 509
18-2g Regulation of Off-Balance Sheet Transactions, 509
18-2h Regulation of the Accounting Process, 510
18-3 Regulation of Capital, 510
18-3a How Banks Satisfy Regulatory Requirements, 510
18-3b Basel I Accord, 511
18-3c Basel II Framework, 511
18-3d Basel III Framework, 512
18-3e Use of the VaR Method to Determine Capital Levels, 512
18-3f Stress Tests Used to Determine Capital Levels, 513



XX

Contents

18-4 How Regulators Monitor Banks, 514
18-4a CAMELS Ratings, 514
18-4b Corrective Action by Regulators, 517
18-4c Funding the Closure of Failing Banks, 517
18-5 Government Rescue of Failing Banks, 517
18-5a Argument for Government Rescue, 518
18-5b Argument against Government Rescue, 518
18-5¢ Government Rescue of Bear Stearns, 519
18-5d Failure of Lehman Brothers, 520
18-5¢ Government Rescue of AIG, 521
18-6 Government Funding during the Crisis, 522
18-6a Troubled Asset Relief Program, 523
18-6b Protests of Government Funding for Banks, 523
18-7 Financial Reform Act of 2010, 524
18-7a Mortgage Origination, 524
18-7b Sales of Mortgage-Backed Securities, 524
18-7¢ Financial Stability Oversight Council, 524
18-7d Orderly Liquidation, 525
18-7e Consumer Financial Protection Bureau, 525
18-7f Limits on Bank Proprietary Trading, 525
18-7g Trading of Derivative Securities, 526
18-7h Limitations of Regulatory Reform, 526
18-8 Global Bank Regulations, 527
18-8a Compliance with Basel I1I, 527

19: BANK MANAGEMENT
19-1 Bank Goals, Strategy, and Governance, 533
19-1a Aligning Managerial Compensation with Bank Goals, 533
19-1b Bank Strategy, 534
19-1c Bank Governance by the Board of Directors, 534
19-1d Other Forms of Bank Governance, 535
19-2 Managing Liquidity, 536
19-2a Management of Liabilities, 536
19-2b Management of Money Market Securities, 536
19-2c Management of Loans, 536
19-2d Use of Securitization to Boost Liquidity, 536
19-3 Managing Interest Rate Risk, 537
19-3a Methods Used to Assess Interest Rate Risk, 538
19-3b Whether to Hedge Interest Rate Risk, 542
19-3¢ Methods Used to Reduce Interest Rate Risk, 544
19-3d International Interest Rate Risk, 547
19-4 Managing Credit Risk, 547
19-4a Measuring Credit Risk, 547
19-4b Trade-off between Credit Risk and Return, 548
19-4c Reducing Credit Risk, 549
19-5 Managing Market Risk, 550
19-5a Measuring Market Risk, 551
19-5b Methods Used to Reduce Market Risk, 551
19-6 Integrated Bank Management, 551
19-6a Application, 552

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203

533



Contents  xxi

19-7 Managing Risk of International Operations, 555
19-7a Exchange Rate Risk, 555
19-7b Settlement Risk, 556

20: BANK PERFORMANCE 563
20-1 Valuation of a Commercial Bank, 563
20-1a Factors That Affect Cash Flows, 563
20-1b Factors That Affect the Required Rate of Return by Investors, 565
20-1c Impact of the Credit Crisis on Bank Valuations, 566
20-2 Assessing Bank Performance, 567
20-2a Interest Income and Expenses, 567
20-2b Noninterest Income and Expenses, 568
20-2c¢ Reliance on the Bank’s Financial Information, 569
20-3 Evaluation of a Bank’s ROA, 570
20-3a Reasons for a Low ROA, 570
20-3b Converting ROA to ROE, 572
20-3¢ Application, 573

Part 6 Integrative Problem: Forecasting Bank Performance, 579

PART 7: Nonbank Operations 583

21: THRIFT OPERATIONS 585
21-1 Background on Savings Institutions, 585
21-1a Ownership of Savings Institutions, 585
21-1b Regulation of Savings Institutions, 586
21-2 Sources and Uses of Funds, 587
21-2a Sources of Funds, 587
21-2b Uses of Funds, 587
21-2c Balance Sheet of Savings Institutions, 588
21-2d Interaction with Other Financial Institutions, 589
21-2e Participation in Financial Markets, 589
21-3 Valuation of a Savings Institution, 591
21-3a Factors That Affect Cash Flows, 591
21-3b Factors That Affect the Required Rate of Return, 592
21-4 Exposure to Risk, 592
21-4a Liquidity Risk, 592
21-4b Credit Risk, 593
21-4c Interest Rate Risk, 594
21-5 Management of Interest Rate Risk, 595
21-5a Adjustable-Rate Mortgages, 595
21-5b Interest Rate Futures Contracts, 596
21-5c Interest Rate Swaps, 596
21-5d Conclusions about Managing Interest Rate Risk, 596
21-6 Exposure of Savings Institutions to Crises, 597
21-6a Savings Institution Crisis in the Late 1980s, 597
21-6b Credit Crisis of 2008-2009, 598
21-6¢ Reform in Response to the Credit Crisis, 599
21-7 Credit Unions, 600
21-7a Ownership of Credit Unions, 600

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



xXxii

Contents

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203

21-7b Advantages and Disadvantages of Credit Unions, 600

21-7c Deposit Insurance for Credit Unions, 601
21-7d Regulatory Assessment of Credit Unions, 601
21-7e Credit Union Sources of Funds, 601

21-7f Credit Union Uses of Funds, 602

21-7g Exposure of Credit Unions to Risk, 602

22: FINANCE COMPANY OPERATIONS
22-1 Types of Finance Companies, 607
22-1a Consumer Finance Companies, 607
22-1b Business Finance Companies, 607
22-1c Captive Finance Subsidiaries, 608
22-1d Regulation of Finance Companies, 608
22-2 Sources and Uses of Funds, 609
22-2a Sources of Funds, 609
22-2b Uses of Finance Company Funds, 610
22-2¢ Interaction with Other Financial Institutions, 611
22-3 Valuation of a Finance Company, 612
22-3a Factors That Affect Cash Flows, 613

22-3b Factors That Affect the Required Rate of Return, 614

22-4 Exposure of Finance Companies to Risk, 615
22-4a Liquidity Risk, 615
22-4b Interest Rate Risk, 615
22-4c Credit Risk, 615

22-5 Multinational Finance Companies, 616

23: MUTUAL FUND OPERATIONS
23-1 Background on Mutual Funds, 619
23-1a Pricing Shares of a Mutual Fund, 620
23-1b Mutual Fund Distributions to Shareholders, 621
23-1c Regulation of Mutual Funds, 621
23-1d Management of Mutual Funds, 622

23-1e Expenses Incurred by Mutual Fund Shareholders, 623

23-1f Governance of Mutual Funds, 625
23-1g Mutual Fund Categories, 626
23-2 Stock and Bond Mutual Funds, 627
23-2a Types of Stock Mutual Funds, 627
23-2b Types of Bond Mutual Funds, 630
23-2c Hybrid Funds, 631
23-3 Money Market Funds, 632
23-3a Asset Composition of Money Market Funds, 632
23-3b Risk of Money Market Funds, 634
23-3¢ Management of Money Market Funds, 634
23-4 Hedge Funds, 635
23-4a Hedge Funds’ Use of Financial Leverage, 636
23-4b Hedge Fund Fees, 636
23-4c Hedge Funds’ Pursuit of Information, 637
23-4d Short Selling by Hedge Funds, 637
23-4e Madoff Fund Scandal, 639
23-4f Regulatory Reform of Hedge Funds, 639

607

619



Contents  xxiii

23-5 Other Types of Funds, 639
23-5a Closed-End Funds, 639
23-5b Exchange-Traded Funds, 640
23-5¢ Venture Capital Funds, 642
23-5d Private Equity Funds, 642
23-5¢ Real Estate Investment Trusts, 643
23-6 Valuation and Performance of Mutual Funds, 644
23-6a Valuation of Stock Mutual Funds, 644
23-6b Valuation of Bond Mutual Funds, 645
23-6¢ Performance from Diversifying among Funds, 645
23-6d Ratings on Mutual Funds, 646
23-6¢ Research on Mutual Fund Performance, 646

24: SECURITIES OPERATIONS 651
24-1 Functions of Securities Firms, 651

24-1a Facilitating Stock Offerings, 651

24-1b Facilitating Bond Offerings, 653

24-1c Securitizing Mortgages, 655

24-1d Advising Corporations, 655

24-1e Financing for Corporations, 656

24-1f Providing Brokerage Services, 656

24-1g Operating Mutual Funds, 657

24-1h Proprietary Trading, 658

24-1i Summary of Services Provided, 658

24-1j Interaction with Other Financial Institutions, 659

24-1k Participation in Financial Markets, 660

24-11 Expanding Functions Internationally, 661
24-2 Regulation of Securities Firms, 662

24-2a Stock Exchange Regulations, 662

24-2b Regulations That Affect Securities Firms, 662
24-3 Valuation of a Securities Firm, 664

24-3a Factors That Affect Cash Flows, 664

24-3b Factors That Affect the Required Rate of Return, 665
24-4 Exposure of Securities Firms to Risk, 666

24-4a Market Risk, 666

24-4b Interest Rate Risk, 667

24-4c Credit Risk, 667

24-4d Exchange Rate Risk, 667

24-4e Counterparty Risk, 667

24-4f Impact of Financial Leverage on Exposure to Risk, 667
24-5 Impact of the Credit Crisis on Securities Firms, 668

24-5a Impact of the Crisis on Bear Stearns, 669

24-5b Impact of the Crisis on Merrill Lynch, 671

24-5c¢ Impact of the Crisis on Lehman Brothers, 671

24-5d Impact of the Crisis on Regulatory Reform, 673

25: INSURANCE OPERATIONS 679

25-1 Setting Insurance Premiums, 679
25-1a Adverse Selection Problem, 680
25-1b Moral Hazard Problem, 680

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



XXiv

Contents

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203

25-2 Regulation of Insurance Companies, 681
25-2a Assessment System, 681
25-2b Regulation of Capital, 682
25-2¢ Regulation of Failed Insurance Companies, 682
25-2d Regulation of Financial Services Offered, 682
25-2e¢ Federal Insurance Office, 682
25-2f International Insurance Regulations, 682
25-3 Life Insurance Operations, 682
25-3a Ownership, 683
25-3b Types of Life Insurance, 683
25-3¢ Sources of Funds, 684
25-3d Uses of Funds, 685
25-3e Asset Management of Life Insurance Companies, 687
25-3f Interaction with Other Financial Institutions, 688
25-4 Other Types of Insurance Operations, 689
25-4a Property and Casualty Insurance, 689
25-4b Health Care Insurance, 691
25-4c Business Insurance, 692
25-4d Bond Insurance, 692
25-4e Mortgage Insurance, 693
25-5 Exposure of Insurance Companies to Risk, 694
25-5a Interest Rate Risk, 694
25-5b Credit Risk, 694
25-5¢ Market Risk, 694
25-5d Liquidity Risk, 694
25-5e Exposure to Risk during the Credit Crisis, 694
25-5f Government Rescue of AIG, 695
25-6 Valuation of an Insurance Company, 695
25-6a Factors That Affect Cash Flows, 695
25-6b Factors That Affect the Required Rate of Return by Investors, 696
25-6¢ Indicators of Value and Performance, 697

26: PENSION FUND OPERATIONS
26-1 Types of Pension Plans, 703
26-1a Defined-Benefit Plans, 703
26-1b Defined-Contribution Plans, 704
26-1c Comparing Pension Plans, 704
26-2 Pension Fund Participation in Financial Markets, 705
26-2a Governance by Pension Funds, 706
26-3 Regulation of Private Pension Plans, 706
26-3a Vesting of Private Pension Plans, 707
26-3b Transferability of Private Pension Plans, 707
26-3c Tax Benefits of Private Pension Plans, 707
26-3d Insurance on Private Pension Plans, 707
26-3e Underfunded Private Defined-Benefit Pensions, 708
26-4 Underfunded Public Defined-Benefit Pension Plans, 709
26-4a Overestimated Rate of Return, 709
26-4b Political Motivation, 710
26-4c Possible Solutions to Underfunded Pensions, 710
26-5 Corruption of Defined-Benefit Pension Funds, 711

703



Contents

26-5a Bribes to Trustees, 711

26-5b Payment of Excessive Benefits, 712

26-5c¢ Ineffective Oversight by Trustees, 712
26-6 Pension Fund Management, 713

26-6a Asset Allocation of Pension Funds, 713

26-6b Influence of Managerial Compensation on Risk, 714

26-6¢ Management of Portfolio Risk, 714

26-6d Matched versus Projective Funding Strategies, 715
26-7 Performance of Pension Funds, 715

26-7a Pension Fund’s Stock Portfolio Performance, 716

26-7b Pension Fund’s Bond Portfolio Performance, 716

26-7c Performance Evaluation, 717

26-7d Performance of Pension Portfolio Managers, 717
Part 7 Integrative Problem: Assessing the Influence of Economic
Conditions across a Financial Conglomerate’s Units, 721

Final Review, 722

Appendix A: Comprehensive Project, 727
Appendix B: Using Excel to Conduct Analyses, 737
Glossary, 741

Index, 753

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203

XXV



Preface

Financial markets finance much of the expenditures by corporations, governments, and
individuals. Financial institutions are the key intermediaries in financial markets because
they transfer funds from savers to the individuals, firms, or government agencies that
need funds. Financial Markets and Institutions, 12th Edition, describes financial markets
and the financial institutions that serve those markets. It provides a conceptual frame-
work that can be used to understand why markets exist. Each type of financial market
is described with a focus on the securities that are traded and the participation by finan-
cial institutions.

Today, many financial institutions offer all types of financial services, such as bank-
ing, securities services, mutual fund services, and insurance services. Each type of finan-
cial service is unique, however. Therefore, the discussion of financial services in this book
is organized by type of financial service that can be offered by financial institutions.

Since the credit crisis, regulatory actions have been taken to prevent another crisis in
the future. Accordingly, this text gives special attention to the impact of financial reform
on each type of financial market and financial institution.

Intended Market

This text is suitable for undergraduate and master’s level courses in financial markets, or
financial institutions. To maximize students’ comprehension, some of the more difficult
questions and problems should be assigned in addition to the special applications at the
end of each chapter.

Organization of the Text

Part 1 (Chapters 1 through 3) introduces the key financial markets and financial institu-
tions, explains why interest rates change over time, and explains why yields vary among
securities. Part 2 (Chapters 4 and 5) describes the functions of the Federal Reserve Sys-
tem (the Fed) and explains how its monetary policy influences interest rates and other
economic conditions. Part 3 (Chapters 6 through 9) covers the major debt security mar-
kets, Part 4 (Chapters 10 through 12) describes equity securities markets, and Part 5
(Chapters 13 through 16) covers the derivative security markets. Each chapter in Parts
3 through 5 focuses on a particular market. The integration of each market with other
markets is stressed throughout these chapters. Part 6 (Chapters 17 through 20) concen-
trates on commercial banking, and Part 7 (Chapters 21 through 26) covers all other
types of financial services provided by financial institutions.

The organization is similar to the previous edition, except that Chapter 25 of the pre-
vious edition (covering insurance companies and pension funds) has been split into two
chapters. Chapter 25 still focuses on insurance company operations, while Chapter 26
focuses on pension fund operations. Much new material has been added on pension
funds for this edition, which justified a separate chapter on pension funds.

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
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also relevant. Courses that emphasize financial institutions and financial services should
focus on Parts 1, 2, 6, and 7, although some background on securities markets (Parts 3,
4, and 5) may be helpful.

Professors may wish to focus on certain chapters of this book and skip others,
depending on the other courses available to their students. For example, if a course on
derivative securities is commonly offered, Part 5 of this text may be ignored. Alternatively,
if an investments course provides a thorough background on types of securities, Parts 3
and 4 can be given less attention.

Chapters can be rearranged without a loss in continuity. Regardless of the order in which
chapters are studied, it is highly recommended that some questions and exercises from 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. These include the following:

Use of high frequency trading and robots (“bots”) to trade securities
“Crowdfunding” as a popular financing method for businesses

Federal Reserve transparency and communication to financial markets
Regulatory reform on credit default swaps

How the JOBS Act facilitated public offerings

How government pension underfunding may affect government debt ratings
Increasing popularity of virtual currencies

New laws applied to bond rating agencies

Impact of the latest Greece debt crisis on other financial markets

Increased exposure of municipal bonds to default

Valuing technology companies that attempt to go public

Performance of venture capital and private equity funding

Unusually cheap debt financing for stable corporations in the post-crisis period
Bank compliance with Basel III framework to satisfy capital requirements
Behavioral finance

Emergence of private stock exchanges, such as SecondMarket and SharesPost
Dark pools used to trade stocks

New restrictions on proprietary trading by banks

Influence of subjective accounting decisions on reported earnings of banks
Governance in financial markets

Value-at-risk applications

Valuation of financial institutions

Regulatory reform in financial services

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.

Features of the Text

The features of the text are as follows:

B Part-Opening Diagram. A diagram is provided at the beginning of each part to
illustrate generally how the key concepts in that part are related.

B Objectives. A bulleted list at the beginning of each chapter identifies the key
concepts in that chapter.
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Examples. Examples are provided to reinforce key concepts.

Financial Reform. A Financial Reform icon in the margin indicates a discussion

of financial reform as it applies to the topics covered in the chapter.

Global Aspects. A Global Aspects icon in the margin indicates international coverage
of the topic being discussed.

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.

Point Counter-Point. A controversial issue is introduced along with opposing
arguments, and students are asked to determine which argument is correct and to
explain why.

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.

Critical Thinking Question At the end of each chapter, students are challenged to
use their critical thinking skills by writing a short essay on a specific topic that was
discussed in the chapter.

Interpreting Financial News. At the end of each chapter, students are
challenged to interpret comments made in the media about the chapter’s

key concepts. This gives students practice in interpreting announcements by
the financial media.

Managing in Financial Markets. At the end of each chapter, students are placed in
the position of financial managers and must make decisions about specific situations
related to the key concepts in that chapter.

Flow of Funds Exercise. A running exercise is provided at the end of each chapter to
illustrate how a manufacturing company relies on all types of financial markets and
financial services provided by financial institutions.

Internet/Excel Exercises. At the end of each chapter, there are exercises that introduce
students to applicable information available on various websites, enable the application
of Excel to related topics, or a combination of these. For example, the exercises allow
students to assess yield curves, risk premiums, and stock volatility.

Problems. Selected chapters include problems to test students’ computational skills.
WSJ Exercise. This exercise appears at the end of selected chapters and gives stu-
dents an opportunity to apply information provided in The Wall Street Journal to
specific concepts explained in that chapter.

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

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

Midterm and Final Self-Examinations. At the end of Chapter 16, a midterm
self-exam is offered to test students’ knowledge of financial markets. At the end
of Chapter 26, a final self-exam is offered to test students’ knowledge of financial
institutions. An answer key is provided so that students can evaluate their
answers after they take the exam.

The concepts in each chapter can be reinforced by using one or more of the features

just listed. Professors’ use of the features will vary depending on the level of their
students and the course focus. A course that focuses mostly on financial markets may
emphasize tools such as the WSJ Exercises and Part 1 of the Comprehensive Project (on
taking positions in securities and derivative instruments). In contrast, a course that focuses
on financial institutions may assign an exercise in which students must review recent
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annual reports (see Part 2 of the Comprehensive Project) to determine how a particular
financial institution’s performance is affected by its policies, industry regulations, and eco-
nomic conditions. In addition, the Internet/Excel Exercises on financial institutions give
students practice in assessing the operations and performance of financial institutions.

Supplements to the Text

To access the instructor resources, go to www.cengage.com/login, log in with your fac-
ulty account username and password, and use ISBN: 9781337099738 to search for and
add instructor resources to your account Bookshelf.

B Instructor’s Manual. Revised by the author, the instructor’s manual contains the
chapter outline for each chapter and a summary of key concepts for discussion as
well as answers to the end-of-chapter Questions and Problems.

B Test Bank. The expanded test bank, which has also been revised by the author,
contains a large set of questions in multiple choice or true/false format, including
content questions as well as problems.

B Cognero™ Test Bank. Cengage Learning Testing Powered by Cognero™ is a flexible,
online system that allows you to author, edit, and manage test bank content from
multiple Cengage Learning solutions; create multiple test versions in an instant; and
deliver tests from your LMS, your classroom, or wherever you want. The Cognero™
Test Bank contains the same questions that are in the Microsoft® Word Test Bank.
All question content is now tagged according to Tier I (Business Program Interdis-
ciplinary Learning Outcomes) and Tier II (Finance-specific) standards topic,
Bloom’s Taxonomy, and difficulty level.

B PowerPoint Slides. The PowerPoint slides clarify content and provide a solid
guide for student note-taking. In addition to the regular notes slides, a separate set
of exhibit-only PPTs are also available.

Additional Course Tools

Cengage Learning Custom Solutions

Whether you need print, digital, or hybrid course materials, Cengage Learning Custom
Solutions can help you create your perfect learning solution. Draw from Cengage Learn-
ing’s extensive library of texts and collections, add or create your own original work, and
create customized media and technology to match your learning and course objectives.
Our editorial team will work with you through each step, allowing you to concentrate
on the most important thing—your students. Learn more about all our services at
www.cengage.com/custom.

Mindtap

Feel confident as you use the most engaging digital content available to transform today’s
students into critical thinkers. Personalize your course to match the way you teach and
your students learn. Improve outcomes with real-time insight into student progress, and
save time. All while your students engage with your course content, enjoy the flexibility
of studying anytime and anywhere, stay connected with the MindTap Mobile app, and
earn better grades.

MindTap Instant Access Code ISBN: 9781337269926
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Overview of the Financial
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Part 1 of this book focuses on the flow of funds across financial markets, interest
rates, and security prices. Chapter 1 introduces the key financial markets and the
financial institutions that participate in those markets. Chapter 2 explains how vari-
ous factors influence interest rates and how interest rate movements in turn affect
the values of securities purchased by financial institutions. Chapter 3 identifies fac-
tors other than interest rates that influence security prices. Participants in financial
markets use this information to value securities and make investment decisions
within financial markets.

Overview of
Financial
Institutions
(Chapter 1)

Participation

Securities
Markets

Interest Rate
Determination
(Chapter 2)

Effect on
Yields

Structure of

Interest Rates
(Chapter 3)
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Role of Financial Markets
and Institutions

CHAPTER
OBJECTIVES

A financial market is a market in which financial assets (securities) such as
stocks and bonds can be purchased or sold. Funds are transferred in financial
markets when one party purchases financial assets previously held by another
party. Financial markets facilitate the flow of funds and thereby allow financing
and investing by households, firms, and government agencies. This chapter

The specific objectives
of this chapter are to:

B describe the types

of financial markets
that facilitate the
flow of funds

describe the types
of securities traded
within financial
markets,

describe the role of
financial institutions
within financial
markets, and

explain how financial
institutions were
exposed to the
credit crisis.

EXAMPLE

provides some background on financial markets and on the financial
institutions that participate in them.

1-1 Role of Financial Markets

Financial markets transfer funds from those who have excess funds to those who need
funds. They enable college students to obtain student loans, families to obtain mortgages,
businesses to finance their growth, and governments to finance many of their expendi-
tures. Many households and businesses with excess funds are willing to supply funds to
financial markets because they earn a return on their investment. If funds were not sup-
plied, the financial markets would not be able to transfer funds to those who need them.

Those participants who receive more money than they spend are referred to as sur-
plus units (or investors). They provide their net savings to the financial markets. Those
participants who spend more money than they receive are referred to as deficit units.
They access funds from financial markets so that they can spend more money than
they receive. Many individuals provide funds to financial markets in some periods and
access funds in other periods.

College students are typically deficit units, as they often borrow from financial markets to support their
education. After they obtain their degree, they earn more income than they spend and thus become sur-
plus units by investing their excess funds. A few years later, they may become deficit units again by pur-
chasing a home. At this stage, they may provide funds to and access funds from financial markets
simultaneously. That is, they may periodically deposit savings in a financial institution while also borrow-
ing a large amount of money from a financial institution to buy a home. ®

Many deficit units such as firms and government agencies access funds from financial
markets by issuing securities, which represent a claim on the issuer. Debt securities repre-
sent debt (also called credit or borrowed funds) incurred by the issuer. Deficit units that
issue the debt securities are borrowers. The surplus units that purchase debt securities are
creditors, and they receive interest on a periodic basis (such as every six months). Debt
securities have a maturity date, at which time the surplus units can redeem the securities
in order to receive the principal (face value) from the deficit units that issued them.

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



4 Part 1: Overview of the Financial Environment

Www.nyse.com
New York Stock
Exchange market
summary, quotes,
financial statistics,
and more.

www.nasdag.com
Comprehensive historic
and current data on all
Nasdaq transactions.

Equity securities (also called stocks) represent equity or ownership in the firm. Some
businesses prefer to issue equity securities rather than debt securities when they need funds
but might not be financially capable of making the periodic interest payments required for
debt securities. For example, a new social media company might want to reinvest all of its
profits in the business to support its growth, so it would prefer to sell shares of stock in the
company (issue equity securities) rather than make interest payments on debt securities.

1-1a Accommodating Corporate Finance Needs

A key role of financial markets is to accommodate corporate finance activity. Corporate
finance (also called financial management) involves corporate decisions such as how
much funding to obtain and what types of securities to issue when financing operations.
The financial markets serve as the mechanism whereby corporations (acting as deficit
units) can obtain funds from investors (acting as surplus units).

1-1b Accommodating Investment Needs

Another key role of financial markets is accommodating surplus units who want to
invest in either debt or equity securities. Investment management involves decisions by
investors regarding how to invest their funds. The financial markets offer investors
access to a wide variety of investment opportunities, including securities issued by the
U.S. Treasury and government agencies as well as securities issued by corporations.

Financial institutions (discussed later in this chapter) serve as intermediaries within the
financial markets. They channel funds from surplus units to deficit units. For example, they
channel funds received from individuals to corporations. Thus they connect the investment
management activity with the corporate finance activity, as shown in Exhibit 1.1. They also
commonly serve as investors and channel their own funds to corporations.

Primary versus Secondary Markets Primary markets facilitate the issuance of
new securities. Thus they allow corporations to obtain new funds, and offer a means by
which investors can invest funds. Secondary markets facilitate the trading of existing
securities, which allows investors to change their ownership of the securities. Many
types of debt securities have a secondary market, so that investors who initially pur-
chased them in the primary market do not have to hold them until maturity. Primary
market transactions provide funds to the initial issuer of securities; secondary market
transactions do not.

Exhibit 1.1 How Financial Markets Facilitate Corporate Finance and Investment Management

Investors
(Including

Corporate
Financing
of Existing

Financial $ Invested

$ Invested
Markets Corporations  IHIESIGY

i i Securities Securities
I:sl?i?:t(i:(l::s) Inst:]t:(tiions Prei
and Expansion
R Y
Investment Management Corporate Finance (or Financial Management)
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Last year, Riverto Co. had excess funds and invested in newly issued Treasury debt securities with a 10-
year maturity. This year, it will need $15 million to expand its operations. The company decided to sell
its holdings of Treasury debt securities in the secondary market even though those securities will not
mature for nine more years. It received $5 million from the sale. In also issued its own debt securities in
the primary market today in order to obtain an additional $10 million. Riverto’s debt securities have a
10-year maturity, so investors that purchase them can redeem them at maturity (in 10 years) or sell them
before that time to other investors in the secondary market. ®

An important characteristic of securities that are traded in secondary markets is liquid-
ity, which is the degree to which securities can easily be liquidated (sold) without a loss of
value. Some securities have an active secondary market, meaning that there are many will-
ing buyers and sellers of the security at a given moment in time. Investors prefer liquid
securities so that they can easily sell the securities whenever they want (without a loss in
value). If a security is illiquid, investors may not be able to find a willing buyer in the sec-
ondary market and may have to sell the security at a large discount just to attract a buyer.

Treasury securities are liquid because they are frequently issued by the Treasury, and
there are many investors who want to invest in them. Therefore, investors who previ-
ously purchased Treasury securities can sell them at any time. Conversely, debt securities
issued by a small firm may be illiquid, as there are not many investors who may want to
invest in them. Thus investors who purchase these securities in the primary market may
not be able to easily sell them later in the secondary market. Many investors will not
even consider purchasing a security that is illiquid.

1-2 Securities Traded in Financial Markets

Securities can be classified as money market securities, capital market securities, or derivative
securities.

1-2a Money Market Securities

Money markets facilitate the sale of short-term debt securities by deficit units to surplus
units. The securities traded in this market are referred to as money market securities,
which are debt securities that have a maturity of one year or less. These generally have
a relatively high degree of liquidity, not only because of their short-term maturity but
also because they are desirable to many investors and therefore commonly have an active
secondary market. Money market securities tend to have a low expected return but also a
low degree of credit (default) risk. Common types of money market securities include
Treasury bills (issued by the U.S. Treasury), commercial paper (issued by corporations),
and negotiable certificates of deposit (issued by depository institutions).

1-2b Capital Market Securities

Capital markets facilitate the sale of long-term securities by deficit units to surplus units.
The securities traded in this market are referred to as capital market securities. Capital
market securities are commonly issued to finance the purchase of capital assets, such as
buildings, equipment, or machinery. Three common types of capital market securities are
bonds, mortgages, and stocks.

Bonds Bonds are long-term debt securities issued by the Treasury, government agen-
cies, and corporations to finance their operations. They provide a return to investors in
the form of interest income (coupon payments) every six months. Because bonds repre-
sent debt, they specify the amount and timing of interest and principal payments to
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investors who purchase them. At maturity, investors holding the debt securities are paid
the principal. Bonds commonly have maturities of between 10 and 20 years.

Treasury bonds are perceived to be free from default risk because they are issued by
the U.S. Treasury. In contrast, bonds issued by corporations are subject to default risk
because the issuer could default on its obligation to repay the debt. These bonds must
offer a higher expected return than Treasury bonds in order to compensate investors
for that default risk.

Bonds can be sold in the secondary market if investors do not want to hold them
until maturity. Because the prices of debt securities change over time, they may be
worth less when sold in the secondary market than when they were purchased.

Mortgages Mortgages are long-term debt obligations created to finance the purchase
of real estate. Residential mortgages are obtained by individuals and families to purchase
homes. Financial institutions serve as lenders by providing residential mortgages in their
role as a financial intermediary. They can pool deposits received from surplus units and
lend those funds to an individual who wants to purchase a home. Before granting a
mortgage, they assess the likelihood that the borrower will repay the loan based on cer-
tain criteria such as the borrower’s income level relative to the value of the home. They
offer prime mortgages to borrowers who qualify based on these criteria. The home serves
as collateral in the event that the borrower is not able to make the mortgage payments.

Subprime mortgages are offered to some borrowers who do not have sufficient
income to qualify for prime mortgages or who are unable to make a down payment.
Subprime mortgages exhibit a higher risk of default, so the lenders providing these mort-
gages charge a higher interest rate (and additional up-front fees) to compensate. Sub-
prime mortgages received much attention in 2008 because of their high default rates,
which led to the credit crisis. Many lenders are no longer willing to provide subprime
mortgages, and recent regulations (described later in this chapter) have raised the mini-
mum qualifications necessary to obtain a mortgage.

Commercial mortgages are long-term debt obligations created to finance the purchase
of commercial property. Real estate developers rely on commercial mortgages so that
they can build shopping centers, office buildings, or other facilities. Financial institutions
serve as lenders by providing commercial mortgages. By channeling funds from surplus
units (depositors) to real estate developers, they serve as a financial intermediary and
facilitate the development of commercial real estate.

Mortgage-Backed Securities Mortgage-backed securities are debt obligations
representing claims on a package of mortgages. There are many forms of mortgage-
backed securities. In their simplest form, the investors who purchase these securities
receive monthly payments that are made by the homeowners on the mortgages backing
the securities.

Mountain Savings Bank originates 100 residential mortgages for home buyers and will service the mort-
gages by processing the monthly payments. However, the bank does not want to use its own funds to
finance the mortgages. It issues mortgage-backed securities that represent this package of mortgages to
eight financial institutions that are willing to purchase all of these securities. Each month, when Mountain
Savings Bank receives interest and principal payments on the mortgages, it passes those payments on to
the eight financial institutions that purchased the mortgage-backed securities and thereby provided the
financing to the homeowners. If some of the homeowners default on their mortgages, the payments will
be reduced, as will the return on investment earned by the financial institutions that purchased the
mortgage-backed securities. The securities they purchased are backed (collateralized) by the mortgages.
If Mountain Savings Bank is not experienced at issuing mortgage-backed securities, another finan-
cial institution may participate by bundling Mountain’s 100 mortgages with mortgages originated by
other institutions. Then the financial institution issues mortgage-backed securities that represent all
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the mortgages in the bundle. Thus any investor that purchases these mortgage-backed securities is
partially financing the 100 mortgages at Mountain Savings Bank and all the other mortgages in the
bundle that are backing these securities. @

As housing prices increased in the 2004-2006 period, many financial institutions used
their funds to purchase mortgage-backed securities, some of which represented bundles of
subprime mortgages. These financial institutions incorrectly presumed that the homes
would serve as sufficient collateral if the mortgages defaulted. In 2008, many subprime mort-
gages defaulted and home prices plummeted, which meant that the collateral was not ade-
quate to cover the credit provided. Consequently, the values of mortgage-backed securities
also plummeted, and the financial institutions holding these securities experienced major
losses.

Stocks Stocks (or equity securities) represent partial ownership in the corporations
that issue them. They are classified as capital market securities because they have no
maturity and therefore serve as a long-term source of funds. Investors who purchase
stocks (referred to as stockholders) issued by a corporation in the primary market can
sell the stocks to other investors at any time in the secondary market. However, stocks
of some corporations are more liquid than stocks of others. Millions of shares of stocks
of large corporations are traded in the secondary market on any given day, as there are
many investors who are willing to buy them. Stocks of small corporations are less liquid,
because the secondary market for these stocks is not as active.

Some corporations provide income to their stockholders by distributing a portion of
their quarterly earnings in the form of dividends. Other corporations retain and reinvest
all of their earnings in their operations, which increase their growth potential.

As corporations grow and increase in value, the value of their stock increases; inves-
tors can then earn a capital gain from selling the stock for a higher price than they paid
for it. Thus investors can earn a return from stocks in the form of periodic dividends (if
there are any) and in the form a capital gain when they sell the stock. However, stocks
are subject to risk because their future prices are uncertain. Their prices commonly
decline when the firm performs poorly, resulting in negative returns to investors.

1-2c Derivative Securities

In addition to money market and capital market securities, derivative securities are also
traded in financial markets. Derivative securities are financial contracts whose values are
derived from the values of underlying assets (such as debt securities or equity securities).
Many derivative securities enable investors to engage in speculation and risk management.

Speculation Derivative securities allow an investor to speculate on movements in
the value of the underlying assets without having to purchase those assets. Some deriva-
tive securities allow investors to benefit from an increase in the value of the underlying
assets, whereas others allow investors to benefit from a decrease in the assets’ value.
Investors who speculate in derivative contracts can achieve higher returns than if they
had speculated in the underlying assets, but they are also exposed to higher risk.

Risk Management Derivative securities can be used in a manner that will generate
gains if the value of the underlying assets declines. Consequently, financial institutions
and other firms can use derivative securities to adjust the risk of their existing invest-
ments in securities. If a firm maintains investments in bonds, it can take specific posi-
tions in derivative securities that will generate gains if bond values decline. In this way,
derivative securities can be used to reduce a firm’s risk. The loss on the bonds is offset by
the gains on these derivative securities.
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1-2d Valuation of Securities

Each type of security generates a unique stream of expected cash flows to investors. The
valuation of a security is measured as the present value of its expected cash flows, dis-
counted at a rate that reflects the uncertainty surrounding the cash flows.

Debt securities are easier to value because they promise to provide investors with spe-
cific payments (interest and principal) until they mature. The stream of cash flows gen-
erated by stocks is more difficult to estimate because some stocks do not pay dividends,
so investors receive cash flow only when they sell the stock, which occurs at different
times for different investors. Thus some investors choose to value a stock by valuing
the company and then dividing that value by the number of shares of stock.

Impact of Information on Valuation Investors can attempt to estimate the
future cash flows that they will receive by obtaining information that may influence a
security’s future cash flows. The valuation process is illustrated in Exhibit 1.2.

Some investors rely mostly on economic or industry information to value a security,
whereas others rely more on financial statements provided by the firm, or published opi-
nions about the firm’s management. When investors receive new information about a
security that clearly indicates the likelihood of higher cash flows or less uncertainty sur-
rounding the cash flows, they revise their valuations of that security upward. As a result,
investors increase the demand for the security. In addition, investors that previously pur-
chased that security and were planning to sell it in the secondary market may decide not
to sell. This results in a smaller supply of that security for sale (by investors who had
previously purchased it) in the secondary market. Thus the market price of the security
rises to a new equilibrium level.

Conversely, when investors receive unfavorable information, they reduce the expected cash
flows or increase the discount rate used in valuation. The valuations of the security are revised
downward, which results in a lower demand and an increase in the supply of that security
for sale in the secondary market. Consequently, there is a decline in the equilibrium price.

Exhibit 1.2 Use of Information to Make Investment Decisions

Information on
Economic Conditions

Assessment Valuation Decide
of Firm’s of Whether to
Expected Security Take a

Position in

Information on

Industry Conditions Cash Related to
Flows Firm Security

Firm-Specific Information

¢ Information Provided by
Firm

¢ Information Provided by
Other Sources
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In an efficient market, securities are rationally priced. If a security is clearly under-
valued based on public information, some investors will capitalize on the discrepancy by
purchasing that security. This strong demand for the security will push the security’s
price higher until the discrepancy no longer exists. The investors who recognized the dis-
crepancy will be rewarded with higher returns on their investment. Their actions to cap-
italize on valuation discrepancies typically push security prices toward their proper price
levels, based on the information that is available.

Impact of the Internet on Valuation The Internet has improved the valuation
of securities in several ways. Prices of securities are quoted online and can be obtained at
any given moment by investors. For some securities, investors can track the actual
sequence of transactions. Because so much information about the firms that issue securi-
ties is available online, securities can be priced accurately within a very short time, often
within seconds. Furthermore, orders to buy or sell many types of securities can be sub-
mitted online, which expedites the adjustment in security prices to new information.

Impact of Behavioral Finance on Valuation In some cases, a security may be
mispriced because of the psychology involved in the decision making. Behavioral finance
is the application of psychology to financial decision making. It can offer a reason why
markets are not always efficient. Behavioral finance can sometimes explain why a security’s
price moved abruptly, even though public information about the company’s expected
future cash flows did not change.

In 2014, after several states legalized the use of marijuana to treat various illnesses, medical marijuana
attracted considerable attention. Some companies with very little experience in any business related to
marijuana announced that they were positioned to capitalize on the expected growth in this market.
Many investors wanted to benefit from this potential growth and quickly purchased the stocks of
companies in the industry. The prices of many medical marijuana stocks initially surged due to hype
and strong demand by investors. However, some investors did not carefully check the business
plan, operations, or financial condition of these companies. As investors learned that some of these
companies had no real business experience or advantage that would allow them to capitalize on
growth in the medical marijuana industry, they realized that some medical marijuana stocks were over-
priced. Investors sold their holdings of these stocks, causing the stock prices to decline by more than
40 percent within a single day. @

Behavioral finance can even be used to explain abrupt stock price movements in the
entire stock market. In some periods, investors seem to be excessively optimistic about
stock market conditions, and their stock-buying frenzy can push the prices of the entire
stock market higher. This leads to a stock price bubble that bursts once investors con-
sider fundamental characteristics that affect a firm’s expected future cash flows rather
than hype when valuing stocks.

Uncertainty Surrounding Valuation of Securities Even if markets are effi-
cient, the valuation of a firm’s security is subject to much uncertainty because investors
have limited information available to value that security. Much of the information that
investors use to value securities issued by firms is provided in the form of financial state-
ments by those firms. In particular, investors rely on accounting reports of a firm’s reve-
nue, expenses, and earnings as a basis for estimating its future cash flows. Firms with
publicly traded stock are required to disclose financial information and financial state-
ments. However, a firm’s managers may possess information about its financial condi-
tion that is not available to investors, a situation known as asymmetric information.
Firms that suffer from much asymmetric information are typically subject to uncertainty
surrounding their valuation. Furthermore, although all investors can access the same





