Unit 1

Financial System
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How Do Savers and Borrowers Meet?

The financial system® has two general roles—to mobilize surplus funds
from people and organizations, and to allocate them among deficit people and
organizations. An investor is an example of a surplus unit’, whereas a borrower is an
example of a deficit unit®. Mobilizing funds generate returns for surplus units, which
generally enhance their wealth and economic well-being. They also allow deficit
units to enhance their productive and purchasing capacities, and thus improve an
economy’s production and consumption potential.

Funds are mobilized either as debt or equity”. Debt funds are supplied as a loan
and generally the repayments are scheduled, whereas equity funds® acquire part
ownership of a business and their returns depend on the future profitability of the
business.

The financing process allows prospective users of funds to compete for them and
creates the incentive for funds to be supplied. In essence, the financial system should
ensure the supply of funds when their use has a net present value®. That is, the user
of the funds expects to earn a return that exceeds the return paid to the supplier of the
funds.
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There are at least two fundamental problems that must be solved by the financial
system. First, deficit units seek funds for terms that, on average, are longer than
the periods for which funds are supplied by surplus units, posing the problem of
a maturity mismatch’ between the supply and demand for funds. This means that
financing processes have to be able to transform the maturity of funds—a process
referred to as maturity transformation®. Second, financing processes have to develop
means for coping with the risks faced by the suppliers of funds.

The financing process requires the comprehensive disclosure of relevant
information to allow investors and other suppliers of funds to assess the risks and
expected returns associated with the proposed use of funds.

The financial system is made up of various financial institutions that help
coordinate savers and borrowers. Financial institutions can be grouped into two
categories—financial markets® and financial intermediaries™.

Financial markets are the institutions through which a person who wants to save
can directly supply funds to a person who wants to borrow. The two most important
financial markets in our economy are the bond" market and the stock™ market. When
Intel, the giant maker of computer chips, wants to borrow to finance construction of
a new factory, it can borrow directly from the public. It does this by selling bonds. A
bond is an IOU®. 1t identifies the time at which the loan will be repaid, called the date
of maturity, the rate of interest that will be paid periodically until the loan matures.
The buyer of a bond gives his or her money to Intel in exchange for this promise of
interest and principal. The buyer can hold the bond until maturity or can sell the bond
at an earlier date to someone else. Another way for Intel to raise funds to build a new
semi-conductor factory is to sell stock in the company. Stock represents ownership
in a firm and is, therefore, a claim to the profits that the firm makes. For example, if
Intel sells a total of 1,000,000 shares of stock, then each share represents ownership
of 1/1,000,000 of the business.

Financial intermediaries are financial institutions through which savers can
indirectly provide funds to borrowers. The term intermediary reflects the role of
these institutions standing between savers and borrowers. Two of the most important
financial intermediaries are banks and mutual funds®.

Banks are the financial intermediaries with which people are most familiar. A



primary job of banks is to take in deposits from people who want to save and use
these deposits to make loans to people who want to borrow. Banks pay depositors
interest on their deposits and charge borrowers slightly higher interest on their loans.
The difference between these rates of interest covers the banks’ cost and returns some
profit to the owner of the banks.

A mutual fund is an institution that sells shares to the public and uses the
proceeds to buy a selection, or portfolio, of various types of stocks, bonds, or both
stocks and bonds. The shareholder of the mutual fund accepts all the risks and returns
associated with the portfolio. If the value of the portfolio rises, the shareholder
benefits; if the value of the portfolio falls, the shareholder suffers the loss.

In addition to the bond market, the stock market, banks, and mutual funds, there
are also pension funds™, credit unions™, insurance'’ companies, and even local loan
sharks®. These financial institutions all serve the same goal—directing the resources
of savers into the hands of borrowers.

New words and expressions

allocate v. 7k, Zriic stock n. JEEE, Behy

deficit n. A&, @z JRFE computer chip H s

investor n. % periodically adv. JEHAM:, &bk
return n. HEEHHR, K mature v. FIij

consumption n. H%t principal n. A4

prospective adj. Ty ownership n. &AM, PEE by
incentive n. #il, zhiL claim n. BFIZER

pose v. (ffi--) JEHL, SIkE, Ak take in WLk

maturity n. (Z£48) T deposit n. fFaks 4 RIF4
mismatch n. #fc, K% depositor n. fFEk A

coordinate v. {75, thiH proceeds n. g2k

intermediary n. JEEN, FEIA portfolio n. %44

bond n. iz shareholder n. &%
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financial system: &k Z, 8 "RFEPHEEMNIEARES, BETE
WA TH (%™ . w2 5% (habl) ks hN (h) E4%
LR EFA R LA

. surplus unit: &AL, HRARIRTTERN ASEHE,

. deficit unit: FRFHAL, FEART . BT AR NS,

. equity: eAS, FRRAREA TIPSR, ZHTHRIRE.

. equity funds: BT T4, FRUEA TR 4.

. net present value: &ELE, & —IHECHT I A AR B &R B E 550 H 1

BERA Z A ZEE . AU —FPELBeR Y, AR IR RIS 77 R PF T
o EH AN G a0 BB IUE 5 &I E i s BRI EELE, REHE
EBUER R DRI BER T 2. HIUEAIEE, #5522, &I
[EAE, B8Rt T B, BBLER, BT Sotsf.

. maturity mismatch: BIFREFAC, HEFT AR5 AT R I B TR BT I [A] 22

K BRI ITAL,

. maturity transformation: F[#4&#, Haad i 5 Lbhs 4 75 2 R R 2 (7805

FERCBTRIRLTE AN TR 2E5R, RHR BT AT A At < S b R0 DYk

. financial market: &fiity, f8RHAA T, SFEIRFA N U5 )L 22500

TGS, LAl LR (ABEE, f5%), FEREM
LIRS Yy, HAEE AR 5 e TRk et 7 = Eahs &
. Al R LR B & Fpal s G 3h, el LA BT,
H 258 5 2 I F AR T BEEA TR SR TR TR T 8 AR T 58 5 o ROBEAE— o X Iide
AT BEHEFN A FIE F2 PSR S2 AT oA st REER AR A &l i Bl 5546 2

financial intermediary: 4@/, 5 ARG )LLKXK A £ fliE sh g fiAE e
ARSI 2 R LR . Al /e — B R AR AT Al A A R BER A T A o A A4

AAEm L ERT. IEEAT. REA TR B SRS HZE R AL,
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bond: i, B, & RISWURERIER G, BiskiT A (BIfEZN)
AV IR AAELYE R R N2 RS A RLE, TR G22I
WIEE 1. BE L, BORMHLBRb R e, WAGZRYE ol 5 Al 5
SERIRTWhE R, A UIRAIIRR, i EL 2y " AU S A e A N TG AT R AR S
BCARF . (HAR AR, G A N SRR AT RES R B,

stock: JIREE, Hi (A PR 2Y WA 5 BB AR ) 5N A AT AR (3 FELE . R SR AR
FKEHFAE (AUKRR) koA RBFAR, XA PO — R a8,
mZMBEARRZ. BERK R, ZH5ARMERRE, WUk 88y E4F5%,
A MRARFHA B2 W B A AU BHI R/ DR TR A O 8O 5 2wk
ARILLHE . BT DAl k3205 A il . AR R I Jie S A L Wi 1
Bogt, HAREERARIRIEHHT., KA SS wlZERIRR ARG S 65K
Fo RARAFNFAE, DEHTBARS A/ faRTTE, AHEKE, 5

EXigaN
IOU: (I owe you) 4%, 14

mutual fund: JLEHE4E, HERELA A, IS A SR 2SS
—RITIE A, AR 4. IR G R EEA . IERA AlEE
RBLA R A5, i A A2 Ul 2 R B Bl i A 05 U e T &, SRR
BT T L &R A wRRE. Bof iz, awlfiz. A8bRik et
T, WIGTLA T B i bR & PR e T

pension fund: FEEHE4, m@FIR LIRS, FUHIURHES) t g =R R
LR R AR SRR . FEE SR —FMRERATAE &, W LAREUE ™K
AR E S DA 2 it ORI S B3R 4 K

credit union: £ M A TR, — - ddk FHIA . ik RUFTESER A 22,
F e S Akt B,k BT R R G bLR . AT F e
A P VERE AR B AR UBCR, U5 HARIR, i 51— Ay
YRR, Ve IR, 24 Ak UL AT & A

insurance: fRE:, 54 T RAHRRE R B SRR F SRS, dl TS A e
A AT —FPRIFTER, BUMERIE T RMA S Ma, Ea 2 Raini
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Exercises

I Choose the best answer to the following questions.

1. According to the text, what are the roles of the financial system?

A.
B.

C.
D.

Generating returns for the investors and improving economy.

Mobilizing surplus funds from surplus units and allocating them among deficit
units.

Making a large amount of money by granting loans and improving production.
Enhancing investors’ wealth and economic well-being.

2. According to the text, which of the following is NOT true?

A.

B.

Debt funds will get the repayment when they are mature, but they cannot
acquire part ownership of a business.

Equity funds will get returns if the business makes profits, but they will never
get the repayment.

. The financial system solves the problem of mismatch between the supply and

demand for funds.

. The financial system ensures investors that they would not risk losing their

money.

3. The function of the financial system is to .
A. provide money for borrowers B. issue a variety of securities (ilF %)
C. coordinate savers and borrowers D. collect funds for government

4. What is the major difference between financial markets and financial

intermediaries?
A. They operate at different places.
B. They connect borrowers to savers directly or indirectly.



C. They consist of different participants.
D. They use different financial tools.

5. You risk losing your savings when .
A. buying bonds B. buying stocks
C. depositing them in a bank D. all of the above

Il Match the terms on the left with their explanations on the right.

1. equity A. various types of stocks, bonds, or both stocks and bonds

2. financial system  B. ownership in a company

3. portfolio C. a certificate of indebtedness that specifies the obligations
of the borrower to the holder

4. bond D. a claim to partial ownership in a firm

5. stock E. the group of institutions in the economy that help

to match one person’s saving with another person’s
investment

Il Translate the following sentences into Chinese.

1. Another way for Intel to raise funds to build a new semi-conductor factory is to
sell stock in the company. Stock represents ownership in a firm and is, therefore,
a claim to the profits that the firm makes. For example, if Intel sells a total of
1,000,000 shares of stock, then each share represents ownership of 1/1,000,000 of
the business.

2. Amutual fund is an institution that sells shares to the public and uses the proceeds
to buy a selection, or portfolio, of various types of stocks, bonds, or both stocks
and bonds. The shareholder of the mutual fund accepts all the risks and returns
associated with the portfolio. If the value of the portfolio rises, the shareholder
benefits; if the value of the portfolio falls, the shareholder suffers the loss.

IV Choose the most suitable sentences to fill in the blanks of the following
paragraphs.
In the indirect financing process, known also as financial intermediation, funds
are raised by deposit-taking institutions and then lent to borrowers. 1)
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To attract savings deposits, Authorized Deposit-Taking Institutions (ADIs) mainly
provide a secure place for funds and a reasonable rate of interest. 2)
Wholesale deposits mainly take the form of certificates of deposits, which are large-
value deposits that have a fixed term and are paid a fixed rate of interest.

3) . Typically, the average term of deposits with ADIs is much shorter
than the average term of their loans. Hence, ADIs have to cope with the maturity
mismatch between their assets and liabilities. 4)

The ADIs’ income from indirect financing is earned from its interest rate spread

(the difference between their lending and borrowing rates). 5)

A. Savings accounts impose almost no transaction costs for depositors and this
partly justifies their modest interest rates

B. ADIs provide depositors with liquidity and borrowers with loans for
specified terms

C. This spread compensates the ADIs for the risks they accept

D. The funds raised are generally in the form of deposits

E. Maturity transformation exposes ADIs to liquidity risks

V Discuss the following topics in your group, and report your answers
to the class.

1. Imagine that you will set up your own business, how will you get funds for the
start? Why?

2. Suppose you saved $100,000 and you wanted to make more money from it, how
would you deal with the money? Why?

3. Do you have any experience with banks or mutual funds? Name some banks and

funds at home and abroad.

VI Research report
According to the text, there are two fundamental problems in coordinating the
demand for and supply of funds. How does the financial system solve the problems?

Do a research and write a report.
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Financial Structure of the Euro Area Economy

Compared with the economies of its individual member countries, the euro area
is a large and much more closed economy. With a 15.7% share of world GDP in 2008
it is the world’s largest economy after that of the United States.

As in other highly developed economies, the service sector has the largest share
of total output, followed by the industrial sector, while the share held by agriculture,
fishing and forestry is relatively small. In terms of population, the euro area economy
is in fact the world’s largest, with more than 300 million people.

The financial system channels funds from those who are net savers (i.e. who
spend less than their income) to those who are net spenders (who spend more than
their income).

The two main routes to channel funds from savers to borrowers are:

e direct or market-based finance via financial markets, and

« indirect or bank-based finance via financial intermediaries.

Functions of financial systems

DIRECT FINANCE

Funds Funds

Funds
Y »

INDIRECT FINANCE
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10 % Financial markets
B Financial markets can be divided into
\9§ ° money,
=
« debt, and
T * equity markets".

Money market

The money market consists of the unsecured and secured “cash” segments and
derivatives segments. The money market in a broader sense also includes the market
for short-term debt securities.

Debt market

The amount outstanding of euro-denominated short-term debt securities issued
by euro area residents totalled 15.5% of GDP at the end of 2008. The private sector
remained a more important issuer than the public sector.

Amounts outstanding of euro-denominated short-term debt securities

issued by euro area residents

Source: ECB?

end of year; EUR billions
2000 2002 2005 2006 2007 2008

(% of GDP)
Total 581 699 810 855 1102 1418
(8.6) (9.6) (10.1) = (10.1) = (12.4) | (15.5)
MFls 243 281 359 421 610 686
(3.6) (3.9 (4.5) (5.0) (6.9) (7.5)
Non-monetary financial 6 16 18 27 36 60
corporations  (0.1) (0.2) (0.2) (0.3) (0.4) (0.7)

87 77 78 78 97 112
3 @1 @0 | (09 (1) @12

245 325 354 329 359 561
(36) (45  (44) (390  (40) = (6.1)

Non-financial corporations

Public sector



In contrast, long-term debt securities accounted for more than 100% of GDP 11
at the end of 2008. In this market, the public sector is the most important issuer,

followed by the MFI sector and the other issuers of the private sector.

Amounts outstanding of euro-denominated long-term debt securities

issued by euro area residents

wasAs [eoueuld T Hun

Source: ECB

end of year; EUR billions

2 2002 2 2 2007 2
(% of GDP) 000 00 005 006 00 008

Total 5917 6752 8371 8993 9,655 10,469
(88.0) (93.0) (103.9) (106.3) (108.6) (114.5)

MFIs 2,179 2,393 2979 3238 3482 3,688
(32.4)  (33.0) (37.0) (38.3) (39.2) (40.3)

Non-monetary financial 264 473 843 1,035 1,319 1,723
corporations (3.9) (6.5) (10.5) @ (12.2) (14.8) (18.9)

Non-financial corporations 283 371 432 451 472 486
(4.2) (5.1) (5.4) (5.3) (5.3) (5.3)

Public sector 3,191 = 3,515 4,117 4,269 4,383 4,571
(475) | (48.4) (51.1) (50.4) (49.3) (50.0)

Equity market

Turning to the equity market, a commonly used indicator of its importance is the
market capitalization of stocks traded in terms of GDP. This indicator, albeit affected
by movements in stock prices, shows that the equity market is less important than the
debt securities market in the euro area.

Stock market capitalization in the euro area, the United States and Japan

Source: World Federation of Exchanges®
end of year; % of GDP = 2000 2002 = 2005 = 2006 @ 2007 2008
Euro area 86 50 62 80 84 38
United States 155 106 140 148 144 82
Japan 68 53 100 106 99 63
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Financial intermediaries

There are two categories:

» monetary financial institutions (MFIs), and

* other financial intermediaries (OFIs).
MFIs

MFIs include the Eurosystem (ECB and the NCBs* of those countries that have
adopted the euro), credit institutions (the most important financial intermediaries
in the euro area) and non-credit institutions (mainly money market funds) whose
business is to receive deposits from entities other than MFIs and to grant credit and /

or invest in securities.

Number of euro area monetary financial institutions

Source: ECB
end of year = 2000 = 2002 = 2004 | 2006 @ 2007 | 2008
Credit institutions 7,521 = 6,906 6,406 6,130 | 6,127 6,570
Money market funds 1,599 = 1,620 1,670 1,470 1,502 1,721
Central banks and other institutions 21 18 19 16 17 19

All MFIs 9,193 8,544 8,095 7,616 7,646 8,310

Consolidated balance sheet® of MFI sector

MFIs regularly report data on their assets and liabilities to the ECB and the
NCBs. These data are used to compute the consolidated balance sheet of the MFI
sector.

The chart below shows the composition of the consolidated balance sheet of the
euro area MFI sector at the end of 2008. Deposits are the most important liability

item, while loans represent the largest share of total MFI assets.



Composition of consolidated balance sheet of the euro area MFIs at end—2008

(percentage shares in balance sheet total)

Total assets Total liabilities
Remaining Remaining
assets liabilities
Fixed assets 13% 15%
1%
Loans
49%
Deposits
External External 40%
assets liabilities
22% 20%
Shares and Capital and
other equity reserves
3% 7% Currency
Debt Debt securities 3%
securities 12% Money market
12% fund shares / units

3%
Source: ECB

The consolidated MFI balance sheet is very useful. It represents the basis for the
computation of some of the key monetary and credit variables regularly monitored at
the ECB. In particular, this balance sheet is used to calculate the euro area monetary
aggregates.

Schematic consolidated balance sheet of the MFI sector

for the euro area

Assets Liabilities
1. Loans 1. Currency in circulation®
2. Securities other than shares 2. Deposits of central government

3. Deposits of other general government and

3. Shares and other equities other euro area residents

4. External assets’ 4. Money market fund shares / units
5. Fixed assets® 5. Debt securities issued
6. Remaining assets 6. Capital and reserves

7. External liabilities

8. Remaining liabilities
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Trends in monetary aggregates are important sources of information about future
inflation and economic activity.

The chart below shows the composition of the monetary aggregate M3° at the
end of 2008.

Percentage shares of components of M3 at end—2008

Money market ~ Debt securities with a maturity

fund shares / units of up to two years
8% 3%
Currency in circulation
Repurchase 8%
agreements
4%
Deposits

redeemable at a

period of notice of Odvemi_ght
up to three %E)ﬁ;lts
months 0

17%

Deposits with an
agreed maturity of
up to two years
26%

Source: ECB

As the definition of monetary aggregates adopted by the ECB only includes
liabilities of MFIs located in the euro area vis-a-vis euro area residents, the monetary
aggregate M3 comprises:

i. short-term deposits with euro area MFls,
ii. shares / units issued by money market funds located in the euro area, and

iii. debt securities issued with a maturity of up to and including two years by
MFIs located in the euro area.

Holdings of these instruments by non-residents are not included in M3. Currency
in circulation is entirely included in the monetary aggregates, irrespective of whether
it is held by euro area residents or non-residents, given the difficulty of deriving
accurate and timely measures of the amounts of banknotes and coins held by non-
residents.
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OFIs form a broad category comprising insurance corporations, pension funds, -
financial auxiliaries, mutual funds, securities and derivatives dealers and financial I
corporations engaged in lending. %
o
5
g
channel v. 51% credit n. 6%
derivative n. &pfitd TH (F=45) entity n. sEfk
outstanding adj. AfzfH liability n. f&%%, ik
denominat v. %---EW A variable n. [ Z5%, w254y, g
security n. GHriEs schematic adj. #EZE, fEiR&Y
issuer n. k174 circulation n. i, Afrs
capitalization n. #Aft vis-a-vis prep. AH%F
albeit conj. R auxiliary n. Kt/@HE, HHELE

Notes

1. equity market: 251, B EEIT SR G, WRIET ISR,
e By AT oy A kAT TSR R T . KA R AT R R A T I B
Ty, —HEARARTRERMEER SRS, 5— AT
HRAETI T, KAT T LR ARG (L T, dat R AT, etk
SNECR S FEL AT /A, T RATIES & B T — U6 S IR SA Rk 46 05,
MRS RS “—Rhity” & “PRHty”, Fl T O R TR ST
LRI Y, XFRh “TRWYT s REYT . Tl vy — 05 o R
AHIRMERER IS, B3 S R F IR RIS . SR
Y — IR MEAT AR, TR T BB AT DR iR 722 55

2. ECB: Bkt Ye4R47 (European Central Bank), #1992 45 I, iy BL b4
&40 WE T 1998 4E 7 H 1 HIEZUSAL, Hoan & A& BEEE: 25 v A IRk 6
M. BRI BT RS gedr iR mmia e, EHE SRR WM&
AT, DABHIE RN Ot Bk
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. World Federation of Exchanges: 5 iE%5 % % il A4 (WFE), £&—/4E

AR A E PR, or T 1961 48, kA ShEBREEL R, ol b 1957 4
WAL A 8 A B 57 [l AL RN UE 27 52 55 i B 25 . WFE f 2% SRR i SRR . 7%
il a1 45 1 0 TR A T A ISR, R R EUS WRE 2 B9 M 4 4% [ELTIE 25 A A
WU BT 2 5 F AR 178 2 [ Bl Al bR bRE.

. NCB: E 5 #9447 (National Central Bank), —E4R1T1AZ T4 SH .

PTTHIEAATE K BT B, AR E F S0 G ml & BRI E . H 51
B RE AN S TG S SRl O . B S RARATRV R AR IRE S« Jl b B
MAATRG HEFIPATE KA aRBcR, REEE, REZERTAGSE, Hxt
B K fe it 08k S RAT I ke dr &, R el R MES, Bt a%T
BORTT bt R, B E ZOMNCA#E G, — ok, B RE T A Al
A NI ERARATAL 55, PO E KA G B 55 . BRLL, B LT
RATHAT. BATHVERAT. EEEAT,

. balance sheet: =ik, £ARKTFENLGEAMSHREZ—, BE—IKF

i, MRtES e RE RIS %, 2 RBF = A E K L 4 A0F
fiig, BrCABE = St e Bt At i P, wreE At BT, S
KHVED, ARSI ERISTT, FIERAAD, MRS SRR,

. currency in circulation: 7 1 5% M

. external assets: FE4MFE™, {E4& BT HAZ2mHENER T, —EERR

FEA R R A A A E S M AR EIES, SAINE ST mASNEIER . Ja
ERRAE SN

- fixed assets: [E/E 5™, J&T 7™ b AL e i B v DR i el B S 55 Bl k) G 5

TR, R EERAR TR E, EE R R T LRI AR R,
I ORFF AR SEIE RS, (B (E IR ol A 2 6 Sl & i A 2
PR A 2 A B S A — AN SR Sy . AR SR, — Al
055 B BERHE HGE AR BRAN R 4G O (B3 23 A [ B = FARAE S ket . % T 546
IR, R RZ7 3 BoRE, Fe MR B P R gt AT R o) TR
OrIEES N, ERERBA R S7 S BTR, HIRIRIE SRR AT, R ER
SR R, [ Bl R R CE IR I — AR 53 2 L RS . BLER . B
iwhin THU R Hof 5= a8 A R s . a8 AL RS,



9. M3: M3 Tyl e, AR U AL AT AR, AR, WM. iEHfE
AN A AR E I, BD M3 = M2 + ot A Rl LAG Y IAE SR il S Ak
DR F SR B AT P B o 3t 5 e ) B R W R W Rl K R .l B AN R R Tk
BT TR 22 B 2N, T IE A 5 22 175 78 20 56 A i 5 DA BT 1 8 7 U oAy rh o
AT E A, AR R TIRIE AR, JF R b BOR T
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Exercise

Read through the text and answer the following questions.

1. What does the financial structure of euro area comprise?

2. What is the difference between money, debt and equity markets?

3. What do MFIs and OFIs consist of?

4. What did the change in the number of euro area monetary financial institutions

indicate?
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