
Valentine |  O’Hara |  Ford |  Watanabe

Edition
2

FUNDAMENTALS OF

IN AUSTRALIA



ContentsContents
Preface  xi
About the authors  xii
Resources for educators  xiii
How to use the book  xiv
MyLab Finance  xvi

Chapter Chapter 11  Introduction to financial   Introduction to financial 
markets and institutions  1markets and institutions  1
Finance in Focus: Chronology of major financial market 
events  2
1.1	 The role of financial markets  3
1.2	 The basics of funds flows  4
1.2.1	 Deficit and surplus units  4
1.2.2	 Saving  6
Finance in Focus: Low household savings  8
1.2.3	 Constructing a flow-of-funds matrix  8
1.2.4	 An actual flow-of-funds matrix  11
1.3	 Indirect and direct financing  12
1.3.1	 Intermediation  13
1.3.2	 Direct financing  14
1.4	 The objectives of regulation  18
1.4.1	 Systemic stability  18
Finance in Focus: Macroprudential controls and interest-only 
loans  20
1.4.2	 Depositor protection  21
1.4.3	 Social objectives  22
1.5	 Designing regulatory regimes  22
1.5.1	 The costs of regulation  22
1.5.2	 Rethinking regulation in a deregulated 

environment  23
Finance in Focus: Financial system inquiries: 1937 to 2017  24
1.5.3	 The regulatory structure and the Wallis reforms  27
Summary  30
Review questions  31
Problem questions  32
References  33

Chapter Chapter 22  Debt securities and   Debt securities and 
markets  35markets  35
2.1	 Australian debt securities and markets  36
2.1.1	 Types of debt securities  36
2.1.2	 Types of markets  36
2.1.3	 Types of participants  37
2.2	 Desirable characteristics of debt securities  37
2.2.1	 Characteristics  37
2.2.2	 Types of risk  37

2.2.3	 Term to maturity  38
2.3	 Government debt securities  38
2.3.1	 Short-term securities  38
Finance in Focus: Pricing Treasury Notes  39
2.3.2	 Long-term securities  40
Finance in Focus: Pricing Treasury Bonds  41
2.4	 Credit ratings and debt securities  44
2.4.1	 Credit ratings  44
2.4.2	 Credit rating criteria  45
Finance in Focus: Credit rating criteria—Australia’s Aaa 
rating  45
2.4.3	 Credit ratings—who benefits?  46
2.5	 Non-government debt securities  47
2.5.1	 Short-term securities  47
Finance in Focus: Calculating bank-accepted bills  48
2.5.2	 Corporate bonds  48
2.5.3	 Interest rate securities  49
Finance in Focus: Subordinated debt securities with hybrid 
features  50
2.6	 Securitisation in Australia  50
2.6.1	 Introduction  50
2.6.2	 Securitisation structures  52
Finance in Focus: Towards a more transparent securitisation 
market  54
2.6.3	 Why securitise?  55
2.7	 Growth and size of the Australian debt securities 

market  56
Summary  58
Review questions  60
Problem questions  61
References  61

Chapter Chapter 33  Introducing financial   Introducing financial 
calculations  63calculations  63
3.1	 Some basics  64
3.1.1	 Nominal and effective interest rates  64
3.1.2	 The time value of money  65
3.2	 Discount securities  66
3.2.1	 Introduction  66
3.2.2	 Price value of a basis point  68
3.2.3	 Holding period yield  68
3.3	 Pricing bonds  69
3.3.1	 Zero-coupon bonds  69
3.3.2	 Annuities  70
3.3.3	 Coupon bonds  71
3.3.4	 Yield to maturity  72



	 CONTENTS� viivii

3.3.5	 Price value of a basis point  72
3.4	 Mortgages  73
3.4.1	 Mortgage payments  73
3.4.2	 Prepayment  74
Summary  76
Review questions  77
Problem questions  77

Chapter Chapter 44  Deposit-taking   Deposit-taking 
institutions  79institutions  79
4.1	 The business of banking—what banks do  80
4.1.1	 Some basics  80
4.1.2	 Equity and deposits  80
4.1.3	 Cash and liquid assets  81
4.1.4	 Lending  82
4.1.5	 Asset–liability management  82
4.1.6	 Interest rate margins  83
Finance in Focus: A levy on big banks  84
4.1.7	 Off-balance-sheet activities  84
4.1.8	 Bank strategies  85
4.2	 Australian banks  86
4.2.1	 The major banks  86
4.2.2	 Regional and state banks—and other  86
4.3	 Banking regulation  87
4.3.1	 Capital adequacy  87
4.3.2	 Measurement of capital  88
4.3.3	 Prudential capital requirements  88
4.3.4	 Additional disclosure measures  89
4.3.5	 Credit risk capital  90
4.3.6	 Operational risk capital  90
Finance in Focus: Operational risk losses at Société 
Générale  91
4.3.7	 Market risk capital  91
4.3.8	 Value at risk  91
Finance in Focus: Westpac Banking Corporation: risk 
disclosures  92
4.4	 Building societies and credit unions  93
4.4.1	 The institutions  93
4.4.2	 Building societies  93
4.4.3	 Credit unions  93
4.4.4	 Are they banks?  93
Summary  94
Review questions  95
Problem questions  96
Reference  96

Chapter Chapter 55  The payments   The payments   
system  97system  97
5.1	 Payment system access  98
5.1.1	 Points of access (POA)  98

5.2	 Cash payments  99
5.2.1	 ATMs  99
5.2.2	 The ATM market  100
5.3	 Non-cash payments  101
5.3.1	 EFTPOS  102
5.3.2	 Debit cards  102
5.3.3	 Credit cards  102
5.3.4	 Hybrid cards  102
5.3.5	 Direct entry payments  103
5.3.6	 Cheques  103
5.3.7	 Surcharges, interchange fees and competition  103
Finance in Focus: Excessive surcharges—a case for reform in 
the airline industry  104
5.4	 Credit cards  105
5.4.1	 The use of credit cards in Australia  106
5.4.2	 Consumers: benefits and disadvantages  108
Finance in Focus: Reward cards—who gets the reward?  109
5.5	 Payment clearing and settlement  111
5.5.1	 Payments clearing  111
5.5.2	 Settlements  112
Finance in Focus: Low-value retail payments transition  
to same-day and real-time settlement  113
5.6	 Electronic (digital) payments  114
5.6.1	 Payment technologies  114
Finance in Focus: Bitcoin—payment method or ‘speculative 
mania’?  116
5.6.2	 Payment initiatives  116
Summary  117
Review questions  118
Problem questions  119
Case study 1  119
Case study 2  119
References  119

Chapter Chapter 66  Funds management and   Funds management and 
financial planning  121financial planning  121
6.1	 Funds management and operations  122
6.1.1	 Funds types and asset classes  122
Finance in Focus: Capital guaranteed funds  125
6.1.2	 Margin trading and short-selling  125
Finance in Focus: Hedge funds  127
6.1.3	 Index funds and exchange-traded funds (ETFs)  127
6.2	 Fund performances  129
6.2.1	 The advantages and disadvantages of managed 

funds  129
6.2.2	 Fund performance measure  130
Finance in Focus: Liquidity of managed and superannuation 
funds  131
6.3	 Wealth creation  134
6.3.1	 Wealth management  134



viiiviii	 FUNDAMENTALS OF FINANCIAL MARKETS AND INSTITUTIONS IN AUSTRALIA

6.3.2	 Superannuation  136
Finance in Focus: Types of superannuation funds  137
6.3.3	 Taxation benefit  138
6.3.4	 Performance of SMSFs and APRA-regulated  

funds  139
6.4	 Financial planning  140
6.4.1	 Financial planning industry  141
6.4.2	 Financial planning for SMSFs and individuals  142
6.4.3	 Financial planners (advisers)  144
Summary  146
Review questions  147
Problem questions  148
Case study  148
References  148

Chapter Chapter 77  Monetary policy, the cash   Monetary policy, the cash 
rate and the yield curve  150rate and the yield curve  150
7.1	 The Reserve Bank of Australia  151
7.1.1	 Major central banks of various countries  151
7.1.2	 Objectives of the RBA  151
7.1.3	 Implementation of monetary policy  153
7.2	 The cash market  154
7.2.1	 Standing facilities  154
7.2.2	 Open-market operations  155
7.2.3	 Changes in the cash rate target  157
Finance in Focus: Monetary policy in practice  157
7.3	 The yield curve  158
7.3.1	 Liquidity or risk premium theory  159
7.3.2	 Segmented market theory  159
7.3.3	 Expectations theory  160
7.3.4	 The cash rate, expectations and the yield curve  161
7.3.5	 The yield curve and international interest rates  161
7.4	 Monetary aggregates  162
7.4.1	 Monetary aggregates  162
7.4.2	 Quantity theory of money  162
7.4.3	 Money multiplier  164
7.5	 Monetary and interest rate targets  165
7.5.1	 Monetary growth targeting  165
7.5.2	 Interest rate targeting  166
7.6	 The foreign exchange regime and monetary policy  166
7.6.1	 Fixed exchange rate  167
7.6.2	 Floating exchange rate  167
Finance in Focus: Why does Australia have a floating  
exchange rate?  169
7.7	 Inflation-adjusted returns  170
7.7.1	 Nominal rates of return  171
7.7.2	 Real rates of return  171
7.7.3	 Fisher Effect  172
Summary  173
Review questions  175

Problem questions  175
References  177

Chapter Chapter 88  The foreign exchange   The foreign exchange 
market A  178market A  178
8.1	 Institutional aspects of the foreign exchange market  179
8.1.1	 The Australian market  179
8.1.2	 What is an exchange rate?  180
8.1.3	 Spot and forward exchange rate  181
8.1.4	 Foreign exchange contracts and transactions  181
8.1.5	 Exchange rate quotes  183
8.2	 Exchange rates determination  184
8.2.1	 Factors affecting exchange rates  184
8.2.2	 Purchasing power parity  185
Finance in Focus: CommSec iPod index: Australia  
slips to 14th  186
8.2.3	 The trade-weighted index  189
8.2.4	 The real exchange rate  191
8.2.5	 Interest rates and sentiment  191
8.3	 Forward markets  192
8.3.1	 Forward trading  192
8.3.2	 Forward rates and parity conditions  193
8.3.3	 Using forward foreign exchange contracts  195
8.3.4	 Offshore borrowing  196
8.3.5	 Parity conditions in forward markets  197
Summary  199
Review questions  200
Problem questions  201
Case study  201
References  201

Chapter Chapter 99  The foreign exchange   The foreign exchange 
market B  203market B  203
9.1	 International monetary system  204
9.1.1	 Institutional Framework  204
9.1.2	 The Bretton Woods system  204
9.1.3	 Exchange rate regimes  205
9.1.4	 Regimes in the Australian foreign exchange 

market  206
9.1.5	 Ideal foreign currency regime  207
Finance in Focus: China’s impossible trinity  208
9.2	 Role of the central bank  209
9.2.1	 The RBA in the foreign exchange market  209
9.2.2	 Market intervention  210
9.2.3	 How the RBA influences the  

exchange rate  211
9.2.4	 Sterilisation of intervention  213
9.3	 Foreign exchange settlement  213
9.3.1	 International settlement  213
9.3.2	 CLS settlement process  214



	 CONTENTS� ixix

Finance in Focus: Counterparty risk in cross-border 
transactions  215
9.4	 Managing trading operations in international 

banking  216
9.4.1	 Role of the treasury division in banking  216
9.4.2	 The treasury and profits from trading operations  217
9.4.3	 The sources of profits from trading operations  218
Finance in Focus: Investors flee UK stock funds on  
Brexit worries  219
9.4.4	 Risks in trading operations  220
Finance in Focus: Asian currency crisis  222
Summary  223
Review questions  224
Problem questions  224
References  225

Chapter Chapter 1010  The sharemarket  226  The sharemarket  226
10.1	 The sharemarket—an introduction  227
10.2	 The sharemarket in Australia—structure and 

participants  228
10.2.1	 The Australian Securities Exchange  228
10.2.2	 ASX Listing Rules and other regulation of the 

sharemarket  229
Finance in Focus: Share ownership  230
10.3	 Calculations for shares  230
10.4	 Other equity instruments  232
10.4.1	 Hybrids  232
10.4.2	 Rights  233
10.4.3	 Options and warrants  233
10.4.4	 Interest-bearing securities  234
10.5	 Taxation of share investments  234
10.6	 Risk and return in equity investment  235
10.6.1	 The risk–return relationship  235
10.6.2	 Principles of diversification  238
10.6.3	 Beta and the capital asset pricing  

model (CAPM)  238
10.7	 The efficient market hypothesis versus behavioural 

finance theory  240
10.7.1	 The efficient market hypothesis (EMH)  240
10.7.2	 Behavioural finance theory  244
10.7.3	 Private equity  245
Summary  246
Review questions  247
Problem questions  247

Chapter Chapter 1111  Derivatives   Derivatives 
contracts  249contracts  249
11.1	 An overview of derivatives  250
11.1.1	 The markets and instruments  250
11.1.2	 Central clearing of OTC derivatives  251

11.2	 Forward contracts  253
11.2.1	 Gold forwards  254
Finance in Focus: Gold trading  254
11.3	 Forward rate agreements and swaps  256
11.3.1	 Forward rate agreements  256
11.3.2	 The management of FRA positions by a bank  258
11.3.3	 Interest rate swaps  258
11.3.4	 Comparative advantage  259
11.3.5	 Yield pick-up  260
11.3.6	 Basic equations for swaps  261
11.4	 Futures  261
11.4.1	 Characteristics of futures  261
11.4.2	 Futures trading  263
11.4.3	 The bank-accepted bill (BAB) futures contract  264
11.4.4	 Using bank bill futures to create longer-term rates  268
11.4.5	 Share Price Index futures  269
Finance in Focus: The danger of derivatives  271
11.4.6	 Illustrating the basic relationship  274
11.4.7	 Use of share price derivatives  275
11.5	 CDFs and credit derivatives  276
11.5.1	 Contracts for difference  276
11.5.2	 Credit derivatives  276
Summary  278
Review questions  280
Problem questions  282
Case study   283
References  283

Chapter Chapter 1212  Options  284  Options  284
12.1	 Options trading in Australia  285
12.1.1	 Exchange-traded options  285
12.1.2	 Over-the-counter options  285
Finance in Focus: Tulip mania, 1636–37  286
12.2	 Fundamentals of options  287
12.2.1	 Put and call options  287
12.2.2	 Put–call parity  290
12.3	 Option pricing  292
12.3.1	 Factors affecting option prices  292
12.3.2	 American versus European options  296
12.4	 Option strategies  297
12.4.1	 Put hedge  297
12.4.2	 Hedging with collars  298
Finance in Focus: Trend followers and portfolio insurance  299
12.4.3	 Selling call options  300
12.4.4	 How investors can use options  301
12.4.5	 Straddles  303
12.4.6	 Call bull spread  304
12.4.7	 Butterfly spread  305
12.4.8	 Ratio spread  306
12.4.9	 Greek letters  306



xx	 FUNDAMENTALS OF FINANCIAL MARKETS AND INSTITUTIONS IN AUSTRALIA

12.5	 Interest rate instruments—caps, floors  
and collars  308

12.5.1	 Caps  308
12.5.2	 Floors  309
12.5.3	 Collars  310
Summary  311
Review questions  312
Problem questions  312
References  313

Chapter Chapter 1313  Globalisation and   Globalisation and 
financial market instability  314financial market instability  314
13.1	 The sources of the GFC  315
13.1.1	 Globalisation  315
Finance in Focus: Brexit or no exit  317
13.1.2	 Sovereign debt  318
Finance in Focus: Public and  
external debt  319
13.1.3	 Leveraged economy  320
13.2	 Securitisation  323
Finance in Focus: Collateralised debt  
obligations (CDOs)  326
13.3	 Transmission of a crisis  329
13.3.1	 Dichotomy of wealth  329
13.3.2	 Transmission of a  

financial crisis  329
13.3.3	 Fallout of the sub-prime crisis  330
Finance in Focus: Events of the  
sub-prime crisis  331
Finance in Focus: Short-selling  333
13.3.4	 Aftermath of the GFC  335
Summary  337
Review questions  337
Problem questions  338
Case study  338
References  338

Chapter Chapter 14 14  Managing foreign Managing foreign 
exchange risk  340exchange risk  340
14.1	 Foreign exchange exposures  341
Finance in Focus: Billabong hit by currency waves  342
14.2	 Hedging  345
14.3	 Foreign exchange hedging instruments  351
Summary  356
Review questions  357
Problem questions  357
Case study  358
References  358

Chapter Chapter 1515  Managing interest   Managing interest 
rate risk  359rate risk  359
15.1	 Fixed interest portfolios  360
15.1.1	 Duration  360
15.1.2	 A useful approximation  362
15.1.3	 The duration of coupon bonds  363
15.1.4	 Modified duration  364
15.1.5	 Using duration for hedging  364
15.1.6	 Problems with duration hedges  365
15.1.7	 Portfolios with capital  366
15.1.8	 Duration hedging with derivatives  367
15.2	 Corporate interest rate risk  368
15.2.1	 Objectives of corporate interest rate risk 

management  368
15.2.2	 The debt–equity decision  368
15.2.3	 Managing the cost of borrowings  370
Summary  372
Review questions  372
Problem questions  372

Glossary  374Glossary  374
Index  384Index  384




