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UPDATES FOR USERS OF THE NINTH EDITION OF MONEY AND CAPITAL MARKETS

Note to the Reader: The authors of Money and Capital Markets, Ninth Edition, are pleased to provide a number of updates to the book’s current edition, tracking changes in financial markets and institutions that have occurred since the text was published. We have also appended suggested class discussion questions that may be helpful for both instructors and students.

We would be pleased to have your comments and suggestions regarding these updates. If there are other updated materials you would like to see on the website please let us know.
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THE CONTROVERSY OVER THE APPARENT LOW SAVINGS RATE IN THE UNITED STATES (New material related to Chapters 1,2, 4, and 5 in Money and Capital markets, Ninth Edition)
The first few chapters of the newest edition of Money and Capital Markets stress the critical role of the financial system in motivating the flow of savings (i.e., abstinence from consumption) and directing those savings into the most promising investment opportunities (in terms of expected return adjusted for risk). A greater volume of saving and investment tends to accelerate economic development and promote higher living standards.

There is, however, a continuing concern among some economists, financial analysts and public policymakers that the United States has a substantially lower rate of national saving than is true of other leading nations, such as Germany and Japan. A low national saving rate tends to reduce the volume of domestic investment activity, throttle back the expansion of labor productivity, and may slow economic growth and the improvement of living standards. Economist Kevin L. Kliesen in an article appearing in The Regional Economist of the Federal Reserve Bank of St. Louis for July 2005, entitled “Do We Have a Saving Crisis?” explores the current controversy over the U.S. saving rate and its possible implications for the current and future status of the American economy.

Economist Kliesen opens his article with a dramatic quote from Paul A. Volcker, former chairman of the Federal Reserve Board: 

               We sit here absorbed in a debate about how to maintain Social

               Security—and more important, Medicare—when the baby boomers retire. But  

               right now, those same boomers are spending like there’s no tomorrow. If we can

               believe the numbers, personal savings in the United States have practically 

              disappeared. (The Washington Post, April 10, 2005) 

Indeed, Dr. Kliesen does find evidence that the personal saving rate (i.e., the volume of personal savings divided by disposable personal income) among U.S. households, at least as presently measured, is very low relative to other industrialized nations.  For example, the household saving rate over the 1995-2004 decade averaged 10.5 percent in Germany, 11 percent in France, and 8.75 in Japan, while the U.S. household saving rate averaged just 2.75 percent over the same period. 
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However, the author also finds that U.S. household saving rates tend to be biased downward because they ignore capital appreciation in household assets (such as the value of homes and personal holdings of stocks and bonds). Current saving measures also ignore changes in the value of household durable goods (for example: automobiles and home appliances) that supply a stream of valuable services to individuals and families.

But, even after the foregoing adjustments are plugged in (which roughly double the estimated U.S. household saving rate), that rate still appears to be decidedly lower than prevails in other key countries. However, the author points out that we often ignore saving activity by businesses and governments, focusing only on households, which tends to make saving rates inside the United States look worse than they really are. This is especially noteworthy because the U.S. business saving rate has been a dominant force lately in sustaining the overall national saving rate of the United States. Currently total business saving inside the United States is substantially bigger than U.S. household saving. 

Moreover, foreign investors have been willing to direct a huge volume of savings into the United States in recent years. Then, too, the U.S. economy’s long-term growth rate has been accelerating recently and labor productivity has been rising sharply. And all this has happened despite relatively weak domestic saving and comparatively weak domestic investment spending, thanks, in part, to a voluminous influx of foreign saving and increasing globalization of the world economy. Interestingly enough, while the United States has a personal saving rate well below other leading nations—for example, Germany, France, and Japan—its rate of economic growth over the most recent decade outstrips all three of these countries (and many other nations as well) by a substantial margin. 

Still, the United States is saving much less today than it did in the 1950s, 60s, and 70s. Such a long-term personal savings slowdown may be of particular concern to many households in view of possible future cuts in Social Security benefits, Medicare, and other “safety net” public programs. Overall, total saving in the United States (including all sectors of the economy) is comparatively low, but still substantial and currently is amply supplemented by massive inflows of foreign savings. However, the weak personal saving situation is worth a deeper look and may threaten the long-term personal welfare of those households that have avoided making a determined effort to build their personal savings.
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Suggested Questions and Issues for Discussion:

* What benefits can accrue to an economy and its economic units—households, businesses, and governments—if it has a substantial national saving rate? Why is this so?

*If an economy like that of the United States truly has a comparatively low saving rate what are the possible consequences for the growth of that economy and the welfare of its individuals and institutions?

*Why do measured U.S. saving rates tend to be biased downward? How could we possibly eliminate that bias?

* If the household saving rate is low does this mean that the national saving rate is also necessarily low? Why or why not?

* How is it that the United States has a comparatively low national and personal saving rate but ranks substantially higher than many nations in its rate of economic growth?

* How important is the foreign sector in shaping the volume and rate of U.S. domestic saving? 

* What might happen if foreigners decided to contribute a substantially smaller portion of their savings to the purchase of domestic U.S. assets? How could we possibly prevent or moderate such an event?
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AUCTIONING U.S. TREASURY SECURITIES: New Techniques and Procedures (New Material Related to Chapters 10 and 18 in Money and Capital Markets. Ninth Edition)
A new article by Kenneth D. Garbade and Jeffrey F. Ingber, entitled “The Treasury Auction Process: Objectives, Structure, and Recent Adaptations,” appearing in the Federal Reserve Bank of New York’s Current Issues in Economics and Finance (February 2005), provides an excellent overview of how new U.S. Treasury securities are auctioned off to the public, including the most recent changes in the Treasury auction process. These researchers point out that the Treasury’s main goals center around providing for the federal government’s financing needs at minimum cost to taxpayers. The Treasury Department appears to believe that achieving these objectives requires competitive bidding in the primary (new) security market and the promotion of a liquid, comparatively stable secondary market.

Currently (as of September 2005) three kinds of new marketable Treasury IOUs are offered competitively to the public through the auction process—T-bills, T-notes, and TIPS (Treasury Inflation-Protected Securities). However, during the summer of 2005 the Treasury announced its intention of renewing the offering of Treasury bonds in 2006 (especially focusing on the “long” (30-year) T-bond). 

One reason for the planned reintroduction of long-term Treasury IOUs has been the significant shortening of the average maturity of the public debt in recent years. A growing supply of shorter-term securities adds to liquidity in the financial marketplace, possibly buoying spending and inflation, and forces the government to pay off maturing securities more often, meaning that it must come to market more frequently to raise cash. 

Understanding the U.S. Treasury auction process is important because the market for U.S. government IOUs is one of the largest and most important marketplaces on the planet. Moreover, with substantial U.S. government budget deficits in the wake of war and recession, Treasury offerings have expanded significantly in recent years—now in excess of $3 trillion annually.

The U.S. Treasury relies upon the auction process today to set the price (and, in the case of longer-term IOUs, the coupon rate as well) on new securities that it sells to the public. Clues for dealers and investors as to the likely price range for new Treasury securities offerings are generated by “when-issued” trading among dealers and their clients that starts immediately after the Treasury announces that a new issue is coming to market (usually within a few days). The when-issued market provides clues about how to bid, acting as a price discovery mechanism and promoting liquidity and transparency in the government market.
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Bidders in a Treasury auction can submit either competitive bids, specifying a minimum yield (in the case of Treasury notes and bonds when offered) or a minimum discount rate (in the case of T-bills) or submit small, noncompetitive bids (not exceeding $5 million each). Noncompetitive bidders will be awarded securities at the price successful bidders must pay under the terms established by each auction. The government awards new competitively-bid securities in order of increasing yield or declining price until the amount to be auctioned runs out.

The U.S. Treasury Department began inviting small, noncompetitive bidders into the auction process many years ago by accepting bids as low as $1000 in the hope that more individual investors and smaller institutions would participate. The government saw these particular groups as desirable holders of Treasury IOUs, more inclined to buy and hold rather than to speculate in Treasury issues. 

All auctioned U.S. Treasury securities are sold today at the same price—a single-price auction, which for the Treasury Department began in 1992. Previously, successful competitive bidders were required to pay the specific price they each bid, meaning that some bidders were forced to pay higher prices than other bidders, giving the latter a distinct advantage in the resale market. As a result the old auction method tended to encourage collusion and cheating in the auction process, leading to the development of today’s single-price auction approach which seems fairer for all participants and may result in more enthusiastic bidding, enabling the government to sell its IOUs at a somewhat higher price.

 The common price established in each auction is known as the stop –the highest accepted yield or lowest accepted price in each auction. Bids with yields below the stop are filled completely, while those with yields above the stop receive nothing in the auction and must enter the resale market. Those whose bids happen to match the stop receive a pro rata share of the securities available. However, a single competitive bidder is restricted to no greater an amount than 35 percent of the total volume of new securities offered minus the bidder’s net long position in that particular Treasury security. A bidder must report his or her net long position along with their auction bids if the sum of these exceeds 35 percent of the Treasury security offering.

The importance of the U.S. Treasury security market and of the process the Treasury uses to bring new securities to market and establish their prices and yields cannot be over-emphasized. This market girdles the globe and provides the most important liquid financial instruments currently available to financial institutions, nonfinancial 

corporations, and individual investors. Prices and yields in the Treasury primary and secondary markets set the tone across the broad spectrum of debt and equity markets and are often the arena in which several central banks (including the Federal Reserve System) frequently conduct their monetary policy operations.
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Suggested Questions and Issues for Discussion

* What are the U.S. Treasury’s principal goals in auctioning off its marketable debt to the public?

* How would you describe the current procedures used by the U.S. Treasury to bring its marketable debt to the financial marketplace and establish Treasury securities’ prices and yields?

* Can you see any advantages to the U.S. Treasury, the public, and possibly U.S. taxpayers that may stem from the current Treasury auction process?

* What is the purpose of allowing noncompetitive bids in a Treasury auction?

* Why did the U.S. Treasury Department adopt the current single-price auction system early in the 1990s?

* Why are U.S. Treasury securities of great importance in the functioning of the global financial system?

THE CHANGING STRUCTURE OF THE BANKING AND FINANCIAL INSTITUTIONS’ MARKETPLACE: IS A NEW STRUCTURAL TREND UNFOLDING? (New Material Related to Chapters 14-17 in Money and Capital Markets, Ninth Edition)
In Part IV of the text the authors spend a great deal of time discussing the consolidation trend in financial-service industries, especially among banks and thrift institutions and in such important industries as insurance, pension plans, finance companies, and security firms. Smaller financial firms are being absorbed in great numbers by larger firms belonging to the same industry so that industry populations are declining and the average-size financial firm appears to be rising quite rapidly. Note that consolidation is related to, but different from convergence in which firms representing different industries move closer toward one another.

The tendency is to assume, in the absence of new information, that such a powerful trend as consolidation will go on indefinitely. Consolidation has been described as though it is a giant juggernaut that has rolled over thousands of firms in the financial-services sector and is likely to keep on rolling. Taken to the extreme this belief suggests that most financial-service industries eventually will shrink their way down to a handful of giant firms and all the smaller, locally oriented financial firms will disappear.
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Is there any reason to doubt such an outcome? Are all the small financial firms ultimately doomed? Will consumers of financial services find themselves facing only a few giant financial behemoths with scarcely any other choices available?

No one knows for sure, but there is evidence that the consolidation trend may be slowing down. For example, a study of U.S. commercial bank and thrift mergers by Steven Pilloff of the Federal Reserve Board finds that after a hectic period of extensive merger activity through the 1980s and into the 1990s, merger activity among these U.S. depository institutions has slowed dramatically in both numbers of transactions and the dollar volume of assets and deposits acquired. (See especially Steven J. Pilloff, Bank Merger Activity in the United States, 1994-2003, Staff Study No. 176, Board of Governors of the Federal Reserve System, May 2004, 23pp.)

It is not clear why this slowing in mergers and acquisitions is underway. Certainly recent economic recessions and the tragedy of 9-11 may have played a role. Then, too, there is 

the possibility that the “juiciest” targets have already been acquired. Moreover, antitrust laws may begin to loom as a slowing factor for an industry that has consolidated such a high proportion of its assets into just a few big hands. Perhaps also the projected net returns from future acquisitions have softened, shifting the focus of acquirers toward other industries and other markets.

Consistent with the declining merger trend just mentioned are the results of projections prepared by Kenneth D. Jones and Timothy Critchfield of the Federal Deposit Insurance Corporation. These FDIC economists recently released a paper titled “Consolidation in the U.S. Banking Industry: Is the ‘Long Strange Trip’ About to End?” Their paper is scheduled to be released to the public through the FDIC Banking Review in the fourth quarter, 2005. 

Jones and Critchfield employ a variety of linear and nonlinear methods to project the banking industry’s population during the next 5 to 10 years. They detect a marked slowing in the consolidation trend toward fewer, but much larger banks and, instead, they see the industry gradually approaching an era of comparative stability. 

These two FDIC researchers point out that the number of banks and thrifts fell from just over 15,000 institutions in 1984 to slightly more than 7800 in 2003. However, now that there appear to be fewer mergers and acquisitions and the major deregulation laws (especially the Riegle-Neal Interstate Banking and Gramm-Leach-Bliley Acts) are behind us, the rate of change in the banking population may well slow appreciably, reaching close to 7200 within about  five years and perhaps to about 6500 in roughly a decade. 
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What is especially remarkable about the findings of Jones and Critchfield is how their projections clash with what has become, at least to some observers,  “conventional wisdom” about the banking and financial services sector. Many analysts see financial services as ripe for continued, aggressive consolidation of resources, so that one day most of the small fry have disappeared and the market dominators (including trillion-dollar companies like Citigroup, J.P.  Morgan Chase, and Bank of America) have reached into every nook and cranny of the financial marketplace and captured every profitable account.

 In contrast, Jones and Critchfield foresee the possibility of a bifurcated banking and thrift industry—hundreds, if not thousands, of small and medium-size service providers still living well side-by-side with a handful of very large multinational banking institutions. Most of the smaller fry, if they can find their special market niche and remain efficient, may survive for just about as long as they wish.

These are only projections, of course, and the authors quite properly observe the limitations of such projections. Among the key assumptions is the projected lack of sudden shocks to the industry, as happened, for example, when the Riegle-Neal and Gramm-Leach-Bliley Acts were passed, opening up both consolidation and convergence opportunities on an unprecedented scale in the United States. Then, too, future technological advances may strongly favor the largest financial-service providers and bury the smaller institutions that cannot get their costs down. 

Whatever we care to assume about the future, Jones and Critchfield pose some fascinating points for discussion and debate. That, indeed, is one of the key objectives of good research and a necessary precursor to hammering out sound public policy.

Suggested Questions and Issues for Discussion

* What exactly do we mean by consolidation? How does it differ from convergence?
* What factors appear to have contributed to the virtually frantic consolidation of banking and thrift industries in the 1980s and 1990s, supported by waves of mergers? 

* Why does it appear that consolidation has substantially slowed recently?

* If you were designing a forecasting model that you hope will be able to describe the future structure of the banking and financial services industry what might it look like? What factors would you like to include?

* How can the smallest financial firms survive under the competitive pressures posed by industry leaders? 
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* Is there still a legitimate (and profitable) role for small and medium-size financial firms in the future? Why exactly do you think so?

* What kind of banking and thrift industries do you project 5, 10, and 20 years down the road? What are you assuming in your future estimates?

BANK PROFITABILITY REMAINS STRONG (New Material Related to Chapter 14

in Money and Capital Markets, Ninth Edition)
The text’s discussion of bank profitability and performance ended with the latest data available at the time of the book’s publication—2003. What has happened to the banking industry’s profitability since that time? Two excellent sources for this kind of information

are the Federal Deposit Insurance Corporation’s Quarterly Banking Profile and the Federal Reserve Bulletin published by the Board of Governors of the Federal Reserve System. 

Overall U.S. banking industry profits remained strong into 2005, certainly above historical averages. For example, in 2003 the Federal Deposit Insurance Corporation reports that the average return on assets (ROA) for all FDIC-insured banks was 1.38 percent, while the industry’s average return on equity (ROE) stood at 15.04 percent, both numbers well above the long-term ROA and ROE for American banking firms.  (Note that the foregoing 2003 figures may differ from those reported in the textbook because of subsequent revisions in the FDIC’s figures.)  

When 2004 came along both ROA and ROE for U.S. banks insured by the Federal Deposit Insurance Corporation dipped slightly to 1.29 and 13.27 percent respectively. There was a further dip in industry ROE at 13.13 percent for the first quarter of 2005, while ROA early in 2005 rose slightly to 1.35 percent. 
What factors contributed to these strong showings for bank profitability in the subsequent period after 2003? One factor was a recovering economy that began to move strongly upward following 9/11 and the recession that opened the 21st century. The stronger economy increased the demand for loans and other financial services and also contributed to fewer customer defaults on existing loans. Asset quality improved and banks had to place smaller amounts of reserves in their provision for loan loss (PLL) accounts. With less being posted to loan-loss reserves expense industry net earnings tended to rise. Moreover, a combination of increased household incomes, the attractiveness of homes as an investment, and historically low home mortgage interest rates spurred the demand for home loans sharply higher, generating both ample loan and fee income.
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Relatedly, central bank monetary policy accommodated a period of historically low interest rates. Short-term interest rates, in particular, remained low into 2005 as the Federal Reserve System pursued a policy of “gradualism”, slowly ratcheting the Federal funds rate upward to make money and credit policy somewhat less accommodative to future economic expansion and inflation. Measured in real terms many short-term interest rates were close to zero which stimulated loan demand and helped to support  growth in loan revenues and related fee income (such as loan commitment, standby credit, and loan servicing fees).

Will U.S. bank profitability continue to be high—well above historical averages—in the period ahead? No one can say for sure because industry profitability depends upon so many internal and external factors. Outside the individual bank are the condition of the economy (especially in the prime markets each bank serves), the tone of central bank monetary policy, changes in bank laws and regulations, the intensity of competition from other financial firms, and advances in the technology of information. Inside each bank are its scale and scope that affect its operating efficiency and the ability of its management to control operating costs and identify and deliver those services most in public demand.

There are some signs that suggest a future softening in bank performance and especially the possibility of somewhat weaker future industry returns. For example, the industry’s net interest margin (NIM)—ratio of interest income less interest expenses divided by assets-- ballooned upward in 2001 and 2002, driving profits higher. Indeed, NIM hit a record 3.96 percent in the latter year and remained a strong 3.73 percent in 2003. However, this margin—year after year a key driver for industry earnings-- began to sag a bit in 2004 and early in 2005. The average NIM for all FDIC-insured banks stood at 3.53 percent in 2004 and 3.54 percent during the first three months of 2005. Much of this softening in the industry’s margin could be traced to the Federal Reserve’s gradual upward pressure on short-term interest rates, forcing banks to pay more interest on their money-market borrowings. 

Additional factors in the banking industry’s future earnings outlook are possible changes in capital adequacy and loan quality. For example, if the economy slows and heads into a recession default rates on loans may well increase, dampening revenues and increasing loan-loss expenses. Then, too, the industry’s ratio of core (permanent) capital to assets has been rising throughout the new century, reaching a high of 8.17 percent the first quarter of 2005, 8.12 percent in 2004, and 7.88 percent in 2003. In 2000 this ratio stood at only 7.71 percent. 
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While increases in this core capital indicator are generally positive, suggesting added industry strength against the likelihood of bank failures, a rising core capital ratio may tend to reduce future returns on equity (ROE), other factors held constant. Certainly new emerging regulations on bank capital (including the Basel II capital standards which are scheduled to take effect worldwide later in the current decade) may exert a profound effect on bank capital adequacy ratios and lead to significant future changes in equity returns.

Suggested Questions and Issues for Discussion
* What has happened to the profitability of the banking industry thus far in the 21st century? Why do you think this has happened?

* What external and internal factors seem to be most important in shaping the profitability of a bank and the profitability of its industry?

* Why is the behavior of the net interest margin (NIM) so important in shaping bank profitability in most years? 

*Based on the events thus far in the first decade of the new century what might lead to a decline in average bank profitability in the period ahead?  What probability would you assign to the likelihood of a decrease in average bank profitability? 

* On the other hand, could bank profitability grow stronger as the decade unfolds? How?

CONTENTIOUS FINANCIAL ISSUE OF THE DECADE: BANKRUPTCY REFORM (New Material Related to Chapter 21 in Money and Capital Markets, Ninth Edition)

The hotly debated financial issue of the 1990s finally came to a resolution in the new century—reform of the bankruptcy code. Year after year over the past decade it looked like a major overhaul of federal bankruptcy law was about to occur, only to be stymied by clashes over abortion and a long-standing philosophical debate over the fundamental objectives of bankruptcy legislation. Should the bankruptcy code be viewed primarily as a vehicle to facilitate the collection of debts owed by individuals and businesses or should it be viewed principally as a “second chance” for borrowers who are overwhelmed by circumstances, often through no fault of their own? Perhaps both?
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One side, led by many Republican members of Congress, viewed existing federal bankruptcy laws as overly generous, attracting not only the victims of financial misfortune, but scores of “deadbeats” each year who really could afford to repay their obligations, but were looking for the easy way out. Proponents of this view held that bankruptcy no longer carried the stigma of failure that it once had and became more of a planning device. Proponents drew our attention as well to the record levels of household bankruptcy filings which soon approached 1.6 million annually. It was alleged that, making the bankruptcy process relatively easy, with only a nominal cost attached, had encouraged financial mismanagement and raised borrowing costs for all borrowers.

The other viewpoint, led predominantly by senators and representatives on the Democratic side of the aisle, saw the bankruptcy process as a rare, essentially one-time opportunity for individuals and businesses to begin anew. They pointed to statistics which seemed to suggest that most household bankruptcy filings occur in response to catastrophic circumstances, such as families ripped asunder by divorce or by unemployment, by overwhelming medical bills in an era when adequate health insurance is often difficult and expensive to obtain, by the legal consequences of automobile accidents, the weather-related destruction of homes which are often inadequately insured, and other sources of significant personal loss. Proponents of this viewpoint saw the 

proposed reform legislation simply as one more bone thrown by Congress to the “wealthy”, who were using legal loopholes to buy expensive homes in places like Texas and Florida, sheltering their assets in elaborate trusts, and taking advantage of the asset-sheltering provisions in the bankruptcy code. Other opponents of the new code pointed to the probable rise in the cost of filing for bankruptcy, making it difficult for poorer families to file.

Ultimately, those who supported tightening the bankruptcy code won the day and the Bankruptcy Abuse Prevention and Consumer Protection Act was passed and signed into law on April 14, 2005, representing the most extensive reworking of the Bankruptcy Code since its inception in 1978. The law continues to recognize essentially two types of household bankruptcies—Chapter 7 and Chapter 13. Business bankruptcies usually fall under Chapter 11 which is closest in content to Chapter 13.

Under Chapter 13, the most onerous of the methods, the troubled borrower, his or her creditors, and the bankruptcy court agree on a debt repayment plan, often out to 5 years. However, for those who qualify for the more lenient Chapter 7 approach the troubled borrower’s debts are abolished and any non-exempt assets (which vary from state to state) are subject to liquidation. Whereas the old code had allowed many individuals and families to successfully file for protection under Chapter 7, this presumed “easy way out” would become much less of an easy avenue to escape owing money under the new code. (Note that debts associated with alimony payments, child support, many tax obligations, and student loans generally are not eliminated through bankruptcy filings.) 
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To qualify for Chapter 7 under the new law an income test is imposed. If the filer’s annual income is less than the median family income in his or her home state, then a Chapter 7 filing is at least legally feasible. However, the troubled borrower must file more detailed personal financial information (including tax returns and itemized income and expenses) and his or her attorney must attest to the accuracy of the information submitted to the court.  And, the applicant must complete a certified financial education program, hopefully acquiring the skills needed to avoid disastrous financial problems in the future.  Specifically, the debtor must file a certificate of credit counseling and a repayment plan from an approved counseling agency within 180 days unless this is waived due to adverse circumstances.

If, on the other hand, a filer’s income exceeds the median income level for his or her state the troubled borrower must take another route. In this instance Chapter 13 becomes the most likely filing vehicle. The applicant must work out a plan of repayment, out to as long as 5 years, acceptable to his or her creditors and to the bankruptcy court. Toughened 

filing standards were also imposed on business filers going through Chapter 11 of the bankruptcy code, reducing the likelihood that many businesses entering bankruptcy would be able to reorganize and resume their operations. Whatever filing path is employed the new law requires a declared bankrupt to wait at least 8 years before filing again (compared to 7 years under the old code).

The predictions concerning the consequences of the adoption of the new code began to fly off in all directions. Proponents predicted that borrowing costs would decline for all or most consumers and businesses and that the bankruptcy process would return to the status intended by framers of the U.S. Constitution (Article I, Section 8). They forecast a fundamental change in consumer and business attitudes toward the use of debt with the public paying more attention to financial education and adopting more conservative financial practices. Opponents generally forecast a financial disaster as thousands of troubled borrowers could no longer afford to file and would, indeed, become the “deadbeats” depicted by proponents of the bill. 

As to whose predictions are likely to be realized we must await the verdict of time. The new code becomes effective in October of 2005. One prediction has turned out to be true early in the game—an upward surge in bankruptcy filings appears to have occurred as applicants seek to beat the deadline before tougher and more costly standards become effective.

For additional information on the new bankruptcy code please see such sources as “President Sings Bankruptcy Abuse Prevention, Consumer Protection Act,” Whitehouse News Release, April 20, 2005 (www.whitehouse.gov/news/releases/2005/04/20050420-5.html; “Bankruptcy Laws: Now Pay It Back,” The Economist, March 12, 2005, 36; and 

“Bankruptcy Overhaul Enacted—New Rules for Bankruptcy Implemented,” Commerce Clearinghouse Incorporated, Bankruptcy Reform Act Briefing, April 21, 2005. 
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Suggested Questions and Issues for Discussion

* What does the U.S. Constitution say about bankruptcy?

* What has made bankruptcy reform such a contentious issue in Congress and on the part of the public?

* In your opinion are bankruptcy filings a legitimate way to escape burdensome debt obligations? Under what circumstances?

* Was Congress on the right track in putting a financial education provision in the new law? 

* Is an educational program likely to be effective among the majority of bankruptcy filers? Why or why not? What do you think such a program should contain?

* What do you think of the income test Congress built into the new code? Can it be effective or could it be misleading? Why or why not?

* Was Congress too generous to “wealthy” filers in the new bankruptcy code? If you believe so, in what ways?

ADDING EFFICIENCY TO THE PROCESS OF “PRICE DISCOVERY” IN THE EQUITY MARKETS (New Material related to Chapter 20 in Money and Capital Markets, Ninth Edition)
The process of “price discovery” in the equity markets is the means by which a value is placed on shares of stock. Ideally, trades take place in competitive markets and the price of an equity that is realized in the most recent trade should reflect the true market value of the stock. Twenty years ago, most stocks traded in either organized exchanges, such as the New York Stock Exchange (NYSE) or the American Stock Exchange (AMEX), or through dealers in the “over-the-counter” market of the National Association of Securities Dealers Automated Quotation (NASDAQ) system. The organized exchanges were the traditional “open outcry” auction markets, where buyers and sellers called out orders to a “specialist” on the floor of the exchange who would act as a broker in stocks listed on the exchange by matching up the buyers and sellers in accordance with their price and quantity requirements.
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In contrast, dealers in NASDAQ-listed stocks have traditionally been “market makers” in selected stocks by posting “bid” and “ask” prices which represent the price they are willing to pay (bid) for shares of a particular stock to add to their own portfolio holdings, and the price at which they will sell (ask) stock from their portfolio. These prices are listed on a computerized trading system where all brokers who are members of NASDAQ can continuously observe the best price for their clients. These alternative market structures are often referred to as “trading platforms.”

The requirements for a corporation to have its stock listed vary across exchanges, and corporations have to choose the exchange for which they are eligible and for which the trading platform most directly suits their needs for market liquidity, etc. Once this listing decision was made, shares of a firm’s equity offerings were generally traded only in that single exchange in which the stock was “listed.” However, technology has changed the landscape for equity trading, driven in large measure by the rapid growth of electronic trading, often exploiting the speed of the internet. Today, new trading platforms have been evolving quickly, with electronic trading capturing an increasing share of the market.

 Innovators in the marketplace, such as Archipelago Exchange and Instinet, have led the way, by demonstrating the demand for this new, highly efficient form of trading. More than 50 percent of the trading of NASDAQ-listed stocks, nearly 75 percent of AMEX-listed stocks, and approximately 20 percent of NYSE-listed stocks are now conducted on these “automated quote-driven market centers,” often referred to as “Electronic Communication Networks (ECNs)”. These ECN systems allow trading to take place in stocks listed on virtually all major equity markets with trading “hours” substantially longer each day. The latter feature has become, and will continue to become, ever more important as technology has accelerated the globalization of the equity markets, with trading in the major equities of the world soon to be possible at any time and at any place in the world.

The major exchanges have taken notice of these developments. NASDAQ has created its own automated electronic trading platform, called SuperMontage, and has acquired other firms who were leaders in the development of this new technology, including its proposed acquisition of Instinet Group. The NYSE has also recently announced that it will acquire or merge with another major innovator, Archipelago Exchange (subject to government approval), and integrate their electronic system into the NYSE’s traditional open outcry auction system. As part of this merger, the new firm will be called NYSE Group, and for the first time in its history, this venerable institution, which had formerly been privately owned by its members, will become a for-profit, publicly traded firm. 
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These rapid changes in the marketplace have required continual updating of regulations by the Securities and Exchange Commission (SEC), whose responsibility is to ensure that an efficient and fair trading environment exists for all participants in the market. They are particularly attuned to the needs of small investors, and provide protection from fraud and insider- or deceptive trading practices that place the small investor at a disadvantage. 

One of the recent developments accompanying the broadening of the available “trading platforms” with the growing presence of ECNs in the marketplace, is an inefficiency known as “trade-through,” whereby a trade is executed in one market at a price that is inferior to that listed in a different market. This situation may not only be detrimental to investors, but also may provide arbitrage opportunities for well-positioned traders, who can buy at the lower price and simultaneously sell at the higher price. To deal with this problem, the SEC has issued regulations that require immediate posting of trades in all markets on the National Market System (NMS) that is available to all traders, and has recently mandated a pricing policy whereby traders can obtain information on existing buy and sell orders that have been placed in various markets for the same stock. 

It is believed that this mechanism will enhance market efficiency by significantly reducing the magnitude and frequency of “trade-throughs,” as market participants, both individually and through the self-regulatory organizations of the equities trading industry, are encouraged to pursue more aggressively the “public price discovery process” prior to filling trades, by seeking out the most competitive prices currently in the marketplace.

Reference: The original rule changes proposed by the SEC on December 26, 2004, accompanied by a detailed explanation of the perceived need for the changes can be found at: http://www.sec.gov/rules/proposed/34-49325.htm The final rules, which are to go into effect on September 28, 2005, along with the feedback from market participants on the original proposed changes, can be also be found on the SEC’s website at: http://www.sec.gov/rules/final/34-51808.pdf
Suggested Questions and Issues for Discussion
* What is meant by the “process of price discovery” as it relates to equities? How does it relate to market efficiency?

* Why is the SEC concerned with the process of price discovery, and how does the NMS aid in facilitating that process?
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* What changes have technology brought to the equity marketplace that affect the price discovery process? How do these changes affect “trading platforms”? How is technology altering the structure of the equity markets?

* What is meant by “trade-throughs” in the equity markets? Why could they be a problem?

* What changes has the SEC proposed to reduce the effect of “trade-throughs”? Explain why the proposed change should help.

IS GLOBALIZATION RESPONSIBLE FOR LOW LONG-TERM INTEREST RATES? (New material related to Chapters 7, 8, 12 and 13 in Money and Capital Markets, 9th edition.)
In Chapters 12 and 13, the role of the Federal Reserve in designing and implementing the nation’s monetary policy is described. How the Federal Reserve conducts its open market operations to bring about desired changes in the federal funds rate, or the overnight interbank lending rate, is a process that is well understood by the financial markets, and is important to them since the choice of the “target” for the federal funds rate by the Fed largely determines what other short-term interest rates in the economy will be. 

This importance is reflected in the fact that a futures market for Fed funds has emerged, in which banks or major corporations with short-term interest rate exposure (that is, they rely on short-term borrowings to finance a significant portion of their operations) can buy these futures contracts and lock-in an interest rate at which they may borrow in the future. On the other side of the market, the speculators are committing to provide funds in the future at the predetermined contracted rate, and hoping that the Federal Reserve chooses to lower the Fed funds rate (or allows it to rise less rapidly then expected by the market).

But, why does the Federal Reserve choose to change its target for the federal funds rate? It does so in order to achieve its macroeconomic goals of high and sustainable economic growth and employment in an environment of low inflation. Therefore, when economic activity slows, the Federal Reserve attempts to boost investment spending, in particular, by lowering short-term interest rates, expecting a concomitant decline in longer-term interest rates, which reflect the cost of capital to firms wishing to make capital investment. Conversely, when the Federal Reserve begins to see inflation heating up, it will raise short-term interest rates in anticipation of higher long-term rates that will slow the demand for investment goods and mitigate the inflation pressures.
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This relationship between short-term and long-term interest rates is discussed in Chapter 7 of the text. Historically, the data indicate that this relationship is positive, and that the long-term interest rate is largely composed of a weighted average of current and future expected short-term interest rates (holding risk and liquidity fixed). In a speech by Federal Reserve Chairman Alan Greenspan at an international monetary conference in Beijing, China in June, 2005, the Chairman noted a central fact that has puzzled policymakers over the past year. During this period of time, the Federal Reserve raised the federal funds rate 200 basis points, only to see long-term bond yields fall by 80 basis points. In testimony before Congress in July, 2005, Mr. Greenspan, stated that “such a pattern is clearly without precedent in our recent experience.” He characterized this phenomenon as a “conundrum” – we simply don’t know why it occurred.

In his speech and his subsequent Congressional testimony, Mr. Greenspan summarized some of the research that the staff economists at the Federal Reserve have conducted into this question. He first observed that, over the past decade, long-term interest rates have fallen worldwide, in both developed and less developed countries, to low levels that are truly “remarkable.” This suggested to him that this “conundrum” had its source in the continuing process of globalization of the goods, services, and financial markets.

With the breakup of the Soviet Union and the extraordinary emergence of many less developed countries, most notably India and China, there is an increasing flow of the worldwide pool of global savings across political boundaries to finance the world’s “low-cost productive capacity.” This increase in global productive capacity has had the beneficial effect of keeping inflation and inflation risk low, and has thereby been an important contributing factor to the decade-long downward trend that has been observed in both real and nominal long-term interest rates. Other factors, such as an aging population in developed countries and a global desire for safe-haven investments have likely driven up the demand for long-term fixed income securities, most notably U.S. Treasury securities. However, yields on long-term corporate bond yields have also fallen along with those on long-term Treasurys. In accounting for these facts, Mr. Greenspan suggests that the relatively long recent period of economic stability has caused many investors to lower their assessment of risk, and hence the risk premiums attached to long-term interest rates (as discussed in Chapter 8 of the text) have also been lowered. 

But what has brought about the accelerated decline of long-term interest rates over the past year as Fed policy continued to drive up short rates? Again, Mr. Greenspan turns to the global financial marketplace. Was it due to a rise in the global supply of loanable funds or to a decline in demand? He points to both factors. 
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The rise in oil prices has increased the flow funds to oil-exporting countries, where internal domestic investment has not been sufficient to absorb the inflow of cash. These funds are thereby added to the pool of global savings. On the investment side, he notes that continued weak investment demand in Asia, other than China, following the Asian financial crisis of the 1990s, and in the United States, where the recently healthy corporate profits have been slow to translate into a measurable pickup in capital expenditures, have retarded global investment spending, and hence allowed long-term real interest rates to fall. 

Are these simply unusual times, or is there some phenomenon at work that is here to stay? Mr. Greenspan suggests that the risk premiums are probably near their lows, and one would conclude from his remarks that future developments are likely to cause long-term interest rates to rise as these risk premiums back up to more sustainable levels. He also sees some signs of recovery in investment spending in both Asia, primarily from Japan, and in the United States. If this occurs, there would be added pressure on long-term interest rates to rise. 

In his concluding remarks in Beijing, Mr. Greenspan acknowledged our lack of understanding of all of the implications of globalization. However, he pointed to the increasing sophistication and interconnectedness of the global financial markets, and of their growing ability to respond flexibly to major shocks, and to remain resilient in their aftermath, as occurred in 9/11. He concluded with the suggestion that policymakers should find ways to deepen and enhance the ability of the markets to absorb shocks, and thereby reduce their reliance on “officials’ uncertain forecasting capabilities.” 

Reference: Mr. Greenspan’s speech at the international monetary conference in Beijing in June, 2005 can be downloaded from the Federal Reserve Board’s website at: http://www.federalreserve.gov/boarddocs/speeches/2005/20050606/default.htm
His testimony before Congress in July, 2005 can be found at:

http://www.federalreserve.gov/boarddocs/hh/2005/july/testimony.htm#f6
Suggested Questions and Issues for Discussion
* What interest rate does the Federal Reserve control? How do changes in that rate affect short-term market interest rates?

* What does the Expectations Hypothesis of the Term Structure of Interest Rates (Chapter 7) predict long-term interest rates will do when the Federal Reserve embarks on a series of increases in the one rate that it controls? Was this what happened over the past year?
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* Greenspan discussed several possible explanations for the recent behavior of long-term interest rates. What were they? What was his view of those explanations?

* If future policymakers follow Mr. Greenspan’s recommendation for designing public policy, including monetary policy, what should they do? Explain the logic of his recommendation. 

IS THERE A BUBBLE IN THE HOUSING MARKET? (New material related to Chapter 22 in Money and Capital Markets, 9th edition.)
An asset bubble occurs when the price of an asset rises to a level that seems unwarranted based on the fundamental economic determinants of the asset’s value. Asset bubbles have occurred in the equities market from time to time, and are usually characterized by a persistent unexplained widening of the gap between the assets’ market prices and their fundamental values. This process can last for several months or even years. The collapse of an asset bubble in the equities markets, when asset prices return to their fundamental values, usually takes place quickly, and can be accompanied by sharp drops in market prices.

Since the mid-1990s, home prices in the United States have increased very rapidly, essentially doubling from the end of 1994 to the second quarter of 2005. In contrast, home prices rose by half that much, or approximately 50 percent, over the decade from 1984 to 1994. This rapid appreciation in home prices over the past ten years has led to a growing controversy over whether we are witnessing a bubble in the housing market. If so, how will this bubble end? Will we see a sudden collapse of the housing market, with the potential economic disruptions that would follow? Or will the adjustment be more gradual, and more easily absorbed by home owners and the construction industry?

Of course, it is not enough to see a rapid appreciation in home prices and declare it to be a bubble. Some gauge of market fundamentals must be used. For the housing market, one measure that is often used is the “price-rent ratio” which is intended to measure the price of a house relative to the rental price of an equivalent housing unit. It is constructed by dividing an index of house prices based on the sales of existing homes, published by the Office of Federal Housing Enterprise Oversight (OFHEO), by an “owner’s equivalent rent index,” which is the rental price of similar housing units, as constructed by the Bureau of Labor Statistics (BLS). This ratio is displayed in the accompanying figure labeled “Price adjustment may be slow” (that was generously supplied by John Krainer of the Federal Reserve Bank of San Francisco).   
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So how do we read this graph? Based on historical data, this ratio is thought to fluctuate around a long-run stable level. For example, the dashed line is the average value for this ratio over the period 1982 to 2000. During that period, the ratio sometimes exceeded this average, when home prices were relatively high, and sometimes fell below it, when home prices were relatively low. However, the figure suggests that there was a tendency of the ratio to return to its long-run average over time. According to this measure, we could think of a housing bubble as existing when the ratio rose significantly above this long-run average – a period in which home prices appear to be out of line with the rental market. By this yardstick, the figure suggests that we may indeed be witnessing a bubble in the housing market that began to take shape sometime in the late 1990s. During the second quarter of 2005, this ratio has risen to value that is 38 percent above the 1982 to 2000 average.

If it is assumed that the housing market has not changed fundamentally in recent years, what should we expect by way of adjustment? Historically, rental prices are not too volatile, so that most of the swings in the home price-rent ratio that are depicted in the figure are due to changes in home prices. If this tendency of rents to grow at a relatively stable rate over time is extrapolated into the future at its long-run average annual rate of increase of one percent, then we can ask: how long will it take home prices to return to their fundamental value? 
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Three scenarios are depicted in the figure. One in which home prices do not collapse, but essentially remain unchanged, while rents are increasing. This scenario would see the bubble dissipate by the year 2012. If there are outright declines in home prices, say, of 1 percent (or 2 percent) per year, then home prices will reflect this gauge of fundamentals by 2007 (or late 2009). These relatively slow adjustments would not likely have major macroeconomic consequences. However, if this adjustment in the home price-rent ratio took place in a matter of months rather than years, it could induce weakness into the economy, with a downturn in the construction sector, and a slowdown in consumption expenditures as households’ wealth holdings would experience a sharp decline.

Many economists believe that such a collapse of the housing market is unlikely to occur nationwide, with some suggesting that financial innovations, including the popularity of low cost home equity loans, have added a significant degree of liquidity to the asset value of housing. This argument would suggest that the long-run average of the home price-rent ratio may now be higher than what is indicated in the figure for the period 1982-2000.

Nonetheless, there have been strong concerns expressed by many, including Federal Reserve Chairman Alan Greenspan, that even if the national housing market as a whole is not likely to witness a sharp decline in home values, there are many local markets where home prices have reached “unsustainable levels.” He has attributed this phenomenon in part, and with a note of caution, to the increased leverage that some homeowners are taking through liberal provisions (such as interest-only loans) in a wide range of adjustable rate mortgages currently available in the marketplace in order to qualify for purchasing houses that otherwise they could not afford.

Certainly, there are other factors at work that have affected recent home prices, such as the aging of the population, a decade of extraordinarily low long-term interest rates, and large swings that have taken place in the stock market. Whether these factors, and the others described above, have combined to alter the historic fundamental values of housing or whether there is a bubble in the market that will ultimately correct itself with either a rapid decline in home prices or merely a slowing of home price appreciation, or whether there is simply a speculative fever in a number of local markets that will need too “cool” is unknown at this time. Many of the answers to these puzzles are likely to become clear within the next year.

References:  For an excellent discussion of measuring housing fundamentals, see John Krainer, “House Prices and Fundamental Value” FRBSF Economic Letter,  number 2004-27, October 1, 2004, available at: http://frbsf.org/publications/economics/letter/2004/el2004-27.html  The assessment of the current state of the housing market by Alan Greenspan is contained in his Monetary Policy Report to Congress on July 20, 2005, available at: 

http://www.federalreserve.gov/boarddocs/hh/2005/july/testimony.htm#f6
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Suggested Questions and Issues for Discussion
* What is meant by the term “asset bubble”?

* How would you characterize the behavior of prices during the bubble and when the bubble ends?

* Why is it important to find a measure of fundamental value for an asset?

* Describe why the home price-rent ratio may be a useful way to identify when a bubble in the housing market exists? What could cause this to be a poor indicator? Is there any factor in today’s housing market that may call into question the use of this ratio as an indicator of a bubble in the housing market?

* Does the evidence from the home price-rent ratio (even if taken as a good indicator of whether home prices are properly priced) suggest that a disappearance of the home price bubble could occur without major macroeconomic effects? 

* If there were a sharp decline in home prices nationwide, what segments of the economy would be the most affected?

* Could there be problems in local housing markets, even though the overall national housing market may not be experiencing a significant bubble? Can you think of regions in the country where this may be the case?
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