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' Unit One ‘

What Is Finance?

- b * -“
Pre-reading Activities |

1. Answer the following questions:
Do you go to a bank? What do you usually do in a bank?
What is finance? Give an example in our daily life to show that finance is
around you.
2. Library work:
Look up the following in an encyclopedia and report the results to the
class.
(1) financial system
(2) financial market
3. You will read texts in English. After each text, you will be asked to do the
exercises that follow. Watch for answers to these important questions
while you are reading. '
(1) According to the text, what is finance?
(2) How do banks work as main facilitators of funding?
(3) How do financial intermediaries earn money?
(4) What role do financial markets play?
(5) What are financial instruments?

T
Text 1

Overview

Finance! is the science of funds management. The general areas of fi-
nance are corporate finance, personal finance, and public finance. Finance
includes saving money and often includes lending money. The field of finance
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deals with the concepts of time, money, risk and how they are interrelated.
It also deals with how money is spent and budgeted.

One facet of finance is through individuals and business organizations,
which deposit money in a bank. The bank then lends the money out to other
individuals or corporations for consumption or investment and charges inter-
est on the loans.

Loans have become increasingly packaged for resale, meaning that an
investor buys the loan (debt) from a bank or directly from a corporation.
Bonds? are debt instruments sold to investors for organizations such as compa-
nies, governments or charities. The investor can then hold the debt and col-
lect the interest or sell the debt on a secondary market. Banks are the main
facilitators of funding through the provision of credit, although private equi-
ty®, mutual funds', hedge funds’, and other organizations have become im-
portant as they invest in various forms of debt. Financial assets®, known as
" investments, are financially managed with careful attention to financial risk
management to control financial risk. Financial instruments’ allow many
forms of securitized assets to be traded on securities exchanges such as stock
exchanges, including debt such as bonds as well as equity in publicly traded
corporations.

Central banks, such as the Federal Reserve System banks® in the United
States and Bank of England® in the United Kingdom, are strong players in
public finance, acting as lenders of last resort as well as strong influences on
monetary and credit conditions in the economy.

Overview of Techniques and Sectors of the Financial Industry

An entity whose income exceeds its expenditure can lend or invest the
excess income. On the other hand, an entity whose income is less than its ex-
penditure can raise capital by borrowing or selling equity claims, decreasing
its expenses, or increasing its income. The lender can find a borrower, a fi-
nancial intermediary" such as a bank, or buy notes or bonds in the bond mar-
ket. The lender receives interest, the borrower pays a higher interest than
the lender receives, and the financial intermediary earns the difference for
arranging the loan.

A bank aggregates the activities of many borrowers and lenders. A bank
accepts deposits from lenders, on which it pays interest. The bank then
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lends these deposits to borrowers. Banks allow borrowers and lenders, of dif-
ferent sizes, to coordinate their activity.

Finance is used by individuals (personal finance), by governments (pub-
lic finance) , by businesses (corporate finance) and by a wide variety of other
organizations, including schools and non-profit organizations. In general,
the goals of each of the above activities are achieved through the use of ap-
propriate financial instruments and methodologies, with consideration to
their institutional setting.

Finance is one of the most important aspects of business management
and includes decisions related to the use and acquisition of funds for the en-
terprise.

In corporate finance, a company’s capital structure?is the total mix of
financing methods it uses to raise funds. One method is debt financing®,
which includes bank loans and bond sales. Another method is equity finan-
cing'“—the sale of stock by a company to investors. Possession of stock gives
the investor ownership in the company in proportion to the number of shares
the investor owns. In return for the stock, the company receives cash, which
it may use to expand its business or to reduce its debt. Investors, in both
bonds and stock, may be institutional investors—financial institutions such as
investment banks and pension funds'®—or private individuals, called private
investors or retail investors.

Financial Market

In economics, a financial market" is a mechanism that allows people to
buy and sell (trade) financial securities (such as stocks and bonds) , commod-
ities (such as precious metals or agricultural goods) , and other fungible items
of value at low transaction costs and at prices that reflect the efficient-market
hypothesis.

Both general markets (where many commodities are traded) and special-
ized markets (where only one commodity is traded) exist. Markets work by
placing many interested buyers and sellers in one “place”, thus making it eas-
ier for them to find each other. An economy which relies primarily on inter-
actions between buyers and sellers to allocate resources is known as a market
economy in contrast either to a command economy or to a non-market econo-
my such as a gift economy.



In finance, financial markets facilitate:

The raising of capital (in the capital markets)

The transfer of risk (in the derivatives® markets)

International trade (in the currency markets)

—and are used to match those who want capital to those who have it.

Typically a borrower issues a receipt to the lender promising to pay back
the capital. These receipts are securities which may be freely bought or sold.
In return for lending money to the borrower, the lender will expect some
compensation in the form of interest or dividends.

In mathematical finance, the concept of a financial market is defined in
terms of a continuous-time Brownian motion stochastic process.

Financial Instruments

Financial instruments can be categorized by form depending on whether
they are cash instruments or derivative instruments® ;

Cash instruments are financial instruments whose value is determined di-
rectly by markets. They can be divided into securities, which are readily
transferable, and other cash instruments such as loans and deposits, where
both borrower and lender have to agree on a transfer.

Derivative instruments are financial instruments which derive their value
from the value and characteristics of one or more underlying assets. They can
be divided into exchange-traded derivatives and over-the-counter (OTC) de-
rivatives.

Alternatively, financial instruments can be categorized by “asset class”
depending on whether they are equity based (reflecting ownership of the issu-
ing entity) or debt based (reflecting a loan the investor has made to the issu-
ing entity). If it is debt, it can be further categorized into short term (less
than one year) or long term.

Foreign Exchange instruments and transactions are neither debt nor eg-
uity based and belong in their own category.

Personal Finance

Questions in personal finance revolve around;

How much money will be needed by an individual (or by a family), and
when?

How can people protect themselves against unforeseen personal events,



as well as those in the external economy?

How can family assets best be transferred across generations (bequests
and inheritance)?

How does tax policy (tax subsidies or penalties) affect personal financial
decisions?

How does credit affect an individual’s financial standing?

How can one plan for a secure financial future in an environment of eco-
nomic instability? |

Personal financial decisions may involve paying for education, financing
durable goods such as real estate and cars, buying insurance, €. g. health and
property insurance, investing and saving for retirement.

Personal financial decisions may also involve paying for a loan, or debt
obligations.

Corporate Finance

Managerial or corporate finance is the task of providing the funds for a
corporation’s activities. For small business, this is referred to as SME finance
(Small and Medium Enterprises). It generally involves balancing risk and
profitability, while attempting to maximize an entity’s wealth and the value
of its stock.

Long term funds are provided by ownership equity and long-term credit,
often in the form of bonds. The balance between these elements forms the
company’s capital structure. Short-term funding or working capital is mostly
provided by banks extending a line of credit.

Another business decision concerning finance is investment, or fund
management. An investment is an acquisition of an asset in the hope that it
will maintain or increase its value. In investment management—in choosing a
portfolio—one has to decide what, how much and when to invest. To do
this, a company must;

Identify relevant objectives and constraints: institutioh or individual
goals, time horizon, risk aversion and tax considerations;

Identify the appropriate strategy: active v. passive—hedging strategy

Measure the portfolio performance

Financial management is duplicate with the financial function of the Ac-
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counting profession. However, financial accounting is more concerned with
the reporting of historical financial information, while the financial decision
is directed toward the future of the firm.

Public Finance

Public finance is a field of economics concerned with paying for collec-
tive or governmental activities, and with the administration and design of
those activities. The field is often divided into questions of what the govern-
ment or collective organizations should do or are doing, and questions of how
to pay for those activities. The broader term, public economics, and the nar-
rower term, government finance, are also often used.

The purview of public finance is considered to be threefold: governmen-
tal effects on (1) efficient allocation of resources, (2) distribution of in-
come, and (3) macroeconomic stabilization.

Banks and Banking

A bank is a financial intermediary that accepts deposits and channels
those deposits into lending activities, either directly or through capital mar-
kets. A bank connects customers with capital deficits to customers with cap-
ital surpluses.

Banking is generally a highly regulated industry, and government restric-
tions on financial activities by banks have varied over time and location. The
current set of global bank capital standards are called Basel II. In some coun-
tries such as Germany, banks have historically owned major stakes in indus-
trial corporations while in other countries such as the United States banks are
prohibited from owning non-financial companies. In Japan, banks are usually
the nexus of a cross-share holding entity known as the keiretsu. In Iceland
banks had very light regulation prior to the 2008 collapse.

The oldest bank still in existence is Monte dei Paschi di Siena, headquar-
tered in Siena, Italy, which has been operating continuously since 1472.
'Financial Regulation

Financial regulation is a form of regulation or supervision, which sub-
jects financial institutions to certain requirements, restrictions and guide-
lines, aiming to maintain the integrity of the financial system. This may be
handled by either a government or non-government organization.

6



Notes

1. finance: &R, 55 A R LT . FLE M B 5, ST A & BRI R, FF 3K
FEAFRE IR AERELTES . —RWE . A4k 40k & B (corporate
finance) .{> AF2I (personal finance) .23t 4B (public finance) .

2. bond: fii#F, EBUN . A FISVMEEROEREGY . BT AEMERK
N B 5758 AL E B 8] 4R 29 8 R 232 SRR, SRR S B RHE
EHEE R FEE . Big L BRAFLEERESE RS, AAVRFN EHRETHEE
SENET B E 10, AT B B BR . T LA Rl e X AMHRE A A, 5 T AR 4
FoAkAl. (HAnRAFEE, FFFE NS BRE SRR BE. _

3. private equity: @ # 5 A F B HRAL, /B private equity fund F3E
B LA RIBRENES , TR H private equity firm(FA A BB BT
NEDEHER, IR BL YT # (strategic investor) A AR S SR TIRMKNE
BHMENES. XFREG A8 4 (venture capital fund) Hi#E, ST X
EHHFXMA . IR FEIRN N E R AFHERIPO) KBE—%, HMLE A
AL AZEREN ETAFNER., 1SREBXEEFAEMIEFP R
JERESBIAARGRT)  MFRERFHEFR LT ARR—2E. PP “RS
BE&" AR F]TF private equity fund, i%i#] i 3% K privately offered fund,{H
HAER B # FiA. BT #A 3£ (private placement) 5 4y % (public place-
ment/offering) £ LAMESFH R AT 15 222 512K X 2, BT A2 1) 48 2 L 388 #
TEERE, FENRATEIFLAKAMIIES , JEF A XA T RITIES K™%
T, BRI, Xt a4 (hedge fund) B—FFAEE 34, T 3£ [F 24 (mutual
fund) ME—MAFRIMES AIEMZHEEHYTER (U BEERIBEA
SHARFEEAHEXN S FENEE KR, ZIEEFRELREHYLEEE
.

4. mutual funds. B E, HBRBEFER LR GEFAFAFEMIAEE N
BN —RREFES, NREES . XFRERSETHRFERAF AEHFAH
FERYMERE, B AITESIES AR ES AW T ABEETES . R
BEEE RS T L&A RNRE BUFGRSE A REE. ARIEFESTRER
BFURLBRUERRH TS EM&MHERSmTE.

5. hedge funds: Xfop# &, BB £RHAHT (financial futures) Fl4 B HHAL
(financial option)%:4: Bl fif 4 T H (financial derivatives), 5&@ARNESE
PR RBEYAFEFUEFANENRESHES .
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6. financial assets: RFE ™, LY HIXTFR. LA B ABTHA KU
MERBEENET . B—MRBEYREHIE R . B—UIT R4
LWL LTS BRI R & T RK SR, &
PP B R BRI R AR AE T 3 5 P N H B A SR BV A sl 1 6 2 T AR
B, RESBTYNHFEHARERE ™ UE S ENLEEG HRXZBEE
REFHEMBE =R REMEN SIS L5 W,

7. financial instruments.: & T &, XFX 5 TR, ERIEHAMRSRE
FHITBHITRTIRETH WA EEIE, BT RSB~ HURIEN TR,

8. the Federal Reserve System banks: B3 1K R 17, B WATEEFS 6
ZiR RBUR AT RS ERI R AN RS E S R BT, BREERETIES R
12 FIXERAT, BB TR LW A4 . 338 e F R 22 R85 . IH &1L LA
SR WA 2E K 2 INER . B R BT BRI T R BRI A

9. Bank of England; 3&f& 24817, oL T 1694 48, HE K 4817, 242
HARK HETHNSHIN. BPRES R SR 2BUFRSRTT, XMESF
EHUIRAR . ERZEETECTME BEZMPAMERNY Z —, T 248
TR FARE T Threadneedle (41£8) X1 , B M T A BHE gk AFR R “4t
SRELWEANRE“LAN., ERE G IR THERE L 2 (Monetary
Policy Committee, fijff MPC), X2 EERZHHKHBEEIRK.

10. financial intermediary; £/, IENFERESILA RV ERITE SR
HEAHX R F SR SR . ERP A —RAHBITER PN TIERITER PN
Fak, RAEARE R RAT IEHFAF RE A E BB B RS LA ZE R4
LA,

11. deposit: 773K, PL3E . BEK | Ak 3 AFEA BT A £ BloL 4 Ik o
LRSRT., FRRENRSHNEERE, BT emMILANAR K. RERF
M AR A RAT S H A S RALAER T IRIEFE P XA S5, — B E
A BRI R A AT FILE

12. capital structure: 44544 , BB A SHPRAWHFLR. ©
R ETGET&#A T AN &R, LR AGER v d W, @ ftir s
BB BRR B AMSBE ZFEMEHANFEXER.

13. debt financing. A RLEE , 48 Al 38 2o 15 88 19 7 AT BT , (RAURE
BIRBHRE, S E EERAESMWALL, 2SN EEZE G B = HARN
ERENEE. FRTENRESRE T HHgEEER MV E SRS EHE
&), A TR T X .

14. equity financing: A B BT, B8k R AR B E iL B &4 B A
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AORE S e T H &M 28, BERT LSSl f B W&, il IR T4k
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15. investment bank: #¥4R1T, R EFENFIEHREIT KEH . X8 I E
20 FHEIE- SO BB AT XURE 3BT VT B B S 5 AR R AT S RUAL, BB
i LW EELSRPA. ERE.BRBTHEIERREPEERERAR
NP RIS R RITELE.

16. pension fund:FFEESE, HE F B WES, VAL MM R M
BB RPRRENERE, FEEESR—MRLEWESE, 7T RIS
KRR B LA B R LB G a2 & R .

17. financial market: @ RITTY, 3558 T A 6 & R I b 223K
SEERFEIE S I AT, BT O o KSR R (IR R RS . [ A
ML RIAE TG, KFEEARSMRAT MR ST R RBME T EEMRLY
RiE. &R LLRTE B S5 Bt i T 4 R el 3 s 3, e ] LIRE B @ 5 8T,
HEMZZEN AR EFRETKRBRMSHEMERS . REE— K E#
TREMSFIESR KR R2T hSO BN Aoy &R el 51630

18. derivatives: &RERTA = M 38 H A E AR T 30 %5 7™ (underlyings) #ft
{HAZ S5 %) (contracts) . XFH5 29 LURARHEIL R, AT LURIEFRMEML I . AR
AL ARG HAR R Y (BERL BT ) 38 5 A% 32 5 B 18] B8 = AE . &2 5 O &%
BRI, B G KREBIERR S T ETHAC S iR EtriElL &4
B8 U £ HAZ S WA 1740, R B TR R TP, bz g i

19. derivative instruments. BT = AT TR, &M AIF MY, &8
Bl £t T RORHS Bl & RS L A b AT XUBE 35, s b T 2w 4 By
A TR, BilEFENSNTE TEREEEGF . SRR S EHRE,

e THESE M2 THE R By B T A &R T Al A H .
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Exercises

1.

Discuss the following topics:

(1) What is finance according to the text?

(2) What are the roles of the financial markets?

(3) What is relationship between banks and finance?

. Give the English terms to the following Chinese:
O AANHE__ G) gMEE_ 0
@ MRl 6) EESRMMER__
3 &HHEE (7) fRoF BT
(4) EHRME R (8) HEXEMTA
. Translate the following sentences into English:

(LD ERTRSNAERMGTERTARL, HERN HIEHRLEMEABRE
RANBRHFH0 . WHERS NS FLS N E&MATERAES SRR
Hdh. 75 SR T RALT LURIEM =285 J it 5 R BT 1AL,

(2) ERB™, FHIRBUNEES, BT UK FEA R RITHHES R
5, AR ahE, MBER RF KR KRR AT LRI
ST T ik R AET E AT RE S SR HUR

. Choose the correct form of the words to fill the respective gaps.

capable economic secure finance generate produce

REAL ASSETS versus FINANCIAL ASSETS
The material wealth of a society is ultimately determined by the produc-

tive capacity of its economy, that is, the goods and services. This
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(L is a function of the real assets of the (2)

In contrast to such real assets are financial assets, such as stocks and
bonds. Such (3) are no more than sheets of paper. Instead, these
assets are the means by which individuals in well-developed economies hold
their claims on real assets. (4) assets are claims to the income (5)

by real assets (or claims on income from the government). If we
cannot own our own auto plant(a real assets), we can still buy shares in Gen-
eral Motors or Toyota (financial assets) and, thereby, share in the income
derived from the (6) of automobiles.
5. Research report.

According to the text, finance can be categorized into three types: cor-
porate finance, personal finance, public finance. Can you find evidence
from the library or internet sources to explain them in details with concrete
examples? Work out a report.

6. Reading Comprehension.
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 purcha-
sing 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 ac-
quire 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 incentives for funds to be supplied. In essence, the fi-
nancial 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 ex-
ceeds the return paid to the supplier of the funds.

There are at least two fundamental problems that must be solved by the
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