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Chapter One An Overview of the Financial System

)

An Overview of the
Financial System

We are living in a troubled world now. Global
imbalances have widened, oil prices have risen strongly,

hurricanes have struck and turmoil has developed. Political | nhyricane.n. &R, TR
uncertainty has increased. turmoil. n. B3, BE
Yet, the global financial system has done well. Clearly

the risk of financial crisis is always present, and optimism | optimism.n. M, RK¥WE X
must be tempered with realism. Risk has clearly not | realism:n FZEX

disappeared from international financial markets. Global
imbalances, sustained high oil prices and soaring levels of

household indebtedness — each alone, or in combination — | indebtedness:n. f1%,Sxk
could impair future global growth. However, they are
unlikely to materialize any time soon. materialize . v. B3 E

There are a number of reasons why we should be
optimistic about continued international financial stability.
First, capital inflows into the United States continue to
finance its current account, and to support the US dollar.
They are unlikely to change direction abruptly since no other
country or region enjoys the combination of robust growth | robust:ad. &g
and deep financial markets that America offers.

Second, through countervailing forces, financial | countervail:v. ¥, &
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rmarkets have a way of correcting themselves. Institutional
investors cannot afford to stay in risk-free but low-yielding’
cash positions, and need to remain fully invested by
searching for undervalued assets.

There are additional market forces that make panic less
likely. One is the growing importance of strategic
institutional investors, like pension funds and life insurance
companies, who take the long view, and are less likely
influenced by fluctuations in the market.

All those factors that have strengthened the global
financial system would now provide a welcome cushion if
that system were to come under stress. The much-
strengthened balance sheets of the financial, corporate and
household sectors can serve as one such shock absorber.

As for emerging markets, they have also been building
» cushions against possible adverse developments. Institutional

investors are increasingly making strategic allocations to
emerging bond markets, and international investors are taking
an interest in local currency bonds. This should help deepen
national markets and reduce emerging-market vulnerability to
_currency risk.

While all these factors are cause for optimism, they do
not completely eliminate the potential for financial crises. To
use a metaphor, were the world economy to suffer from a

power cut, the financial system today could survive on the
energy of backup generators for a longer period than it
would have a few years ago. Financial markets today are
safer than they have been in a long time, but still, we cannot
afford to be complacent.

(Adapted from “ Generating resilience to economic
shocks” , South China Moming Post, Hong Kong, Oct 11,
2005; pg. 11)

undervalued : adj. #EfGEEY

panic.n. Bt

fluctuation: n. F=h, 1k

cushion. n. £

adverse:adj. RFIf, R

allocation. n. &2

vuinerability: n. B&

eliminate: v. HEgx,SEk
metaphor. n. thu, 5%
backup: adj. #3bgy, BIShey
generator. n. &34l

complacent; adj. B8, BRE
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—

> What does the financial system consist of?

= What are the factors that may affect the international financial system?
Please give some examples.

r= Why does the author say that financial crisis is not likely to happen for
‘the present?

The financial system is the mechanism through which | security: n. HYMES
loanable funds reach borrowers. Through the operation of the
financial markets, money is exchanged for financial claims in
the form of stocks, bonds, and other securities. Also through

the exchange of money for financial claims, the economy’s 3
capacity to produce goods and services is increased.

1. Five Parts of the Financial System

The financial system has five parts, each of which plays a
fundamental role in an economy. Those parté are money,
financial instruments, financial markets, financial institutions,
and central banks. '

We use the first part of the system, money, to pay for our
purchases and to store wealth. We use the second part,
financial instruments, to transfer resources from savers to
investors and to transfer risk to those who are best equipped to
bear it. Stocks, mortgages, and insurance policies are | morigage: n. I
examples of financial instruments. The third part of the
financial system, financial markets, allows us to buy and sell
financial instruments quickly and cheaply. The New York Stock
Exchange is an example of a financial market. Financial
institutions, the fourth part of the financial system, provide a
number of services, including access to the financial markets
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r-;nd collection of information about prospective borrowers to | Prospective: adj. FUf3, T#e
ensure they are creditworthy. Banks, securities firms, and BHAE

insurance companies are examples of financial institutions.
Finally, central banks, the fifth part of the system, monitor and
stabilize the economy.

While the essential functions that define these five
categories endure, their physical form is constantly evolving.
Money once consisted of gold and silver coins, which were
eventually replaced by paper currency, which today is being
eclipsed by eclectronic funds transfers. Methods of accessing | eclipse. vt. B#
means of payment have changed dramatically as well.
Customarily, people obtained currency from bank tellers when
they cashed their paychecks or withdrew their savings from the
local bank. Today, they can get cash from practically any ATM
anywhere in the world. To pay their bills, people once wrote

4  checks and put them in the mail, then waited for their monthly
bank statements to make sure the transactions had been
processed correctly. Today, payments can be made
automatically, and account holders can check the transactions at
any time on their bank’s web site.

Financial instruments ( or securities, as they are often
called) have evolved just as much as currency. In the last few

centuries, investors could buy individual stocks through
stockbroker. n. ( BrR s HARIE

) . HXEM)REA BLA
putting together a portfolio of even a small number of stocks portiolio; . RRES

stockbrokers, but the transactions were costly. Furthermore,

and bonds was extremely time-consuming; just collecting the
information necessary to evaluate a potential investment was a
daunting task. As a result, investing was an activity reserved
for the wealthy. Today, financial institutions offer people with
ag little as $ 1,000 to purchase shares in mutual funds, which
pool the savings of a large number of investors. Because of
their size, mutual funds can construct portfolios of hundreds or
even thousands of different stocks and/or bonds. .
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The markets where stocks and bonds are sold have
undergone similar changes. Originally, financial markets were
located in certain coffeehouses and taverns where individuals
met to exchange financial instruments. The next step was to
create organized markets, like the New York Exchange —
trading places specifically dedicated to the buying and selling of
stocks and bonds. Today, much of the activity that once
occurred at these big-city financial exchanges is handled by
electronic networks. Buyers and sellers obtain price information
and initiate transactions from their desktop computers or from
handheld devices. Because electronic networks have reduced
the cost of processing financial transactions, even small
investors can afford to participate in them. Just as important,
today, financial markets offer a much broader variety of
financial instruments than those available even 50 years ago.

Financial institutions have changed as well. Banks began
as vaults where people could store their valuables. Gradually,
they developed into institutions that accepted deposits and made
loans. For hundreds of years, in fact, that was what bankers
did. Today, a bank is more like a financial supermarket, Walk
in and you will discover a variety of financial products and
services for sale, from access to the financial markets to
insurance policies, mortgages, consumer credit, and even
investment advice.

Finally, central banks have changed a great deal. They
began as large private banks founded by rulers for the express
purpose of financing wars. For instance, King William of
Orange created the Bank of England in 1694 for the express
purpose of raising taxes and borrowing to finance a war between
Austria, England, and the Netherlands on one side and Louis
XIV’s France on the other. Eventually, these government
treasuries grew into the modern central banks people know
- today. While only a few central banks existed in 1900, now

initiate. vt. 788, BRFF

vault; n. &8, REEE
deposit: n. 2R

express: adj. BBEH, BN

=
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rnearly every country in the world has one, and the central bank
has become one of the most important institutions in
government. Central banks control the availability of money and
credit to ensure low inflation, high growth, and the stability of
the financial system. Because their current mission is to serve the
public at large rather than land-hungry rulers, their operating
methods have changed as well. Once the central bank’s decisions
were shrouded in mystery, but today’s policymakers strive for Shiotl; ¥z SN
transparency in their operations. Officials at the FEuropean
Central bank and the U. S. Federal Reserve — two of the most
important central banks in the world — go out of their way to
explain the reasons for their decisions.

2, The Changing International Financial System

The international financial system consists of the numerous

rules, customs, instruments, faciliies, markets, and
- 6  organizations that enable international payments to be made and
funds to flow across borders. In recent years, the international
financial system has experienced tremendous changes. New
financial instruments have been created, and the volumé of
transactions has soared. The dramatic change is driven by
technological innovations, the growth in world trade, and the
breakdown of barriers to capital flows.

On the one hand, these developments have made
international financial markets more efficient because funds can
move more easily to wherever they will earn the highest return.

Over time, as resources are allocated more efficiently, both | aliocate. vt. 4K
developed and developing countries should experience greater
economic growth. As a result, living standards around the
world should be raised to a higher level.

On the other hand, a more globalized environment may
also require costs. A disturbance in one financial market or in

globalize. vi. fi--- 23R4

one country can have immediate effects on other countries and

the entire international financial system. A case in point is the
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Asian financial crisis of 1997 — 98 that started in currency
markets. in Thailand and quickly spread to other countries in the
region and beyond. This has become increasingly possible with
the greater integration of financial markets that has occurred in
the globalization age.

The international financial system includes the international
money and capital markets and the foreign exchange market.
The international money market trades short-term claims with an
original maturity of one year or less while the international
capital market trades capital market instruments with an original
maturity of more than one year. In recent years, many new
international financial products have been created to facilitate
the increased financial flows.

A crucial part of the international financial system is the
foreign exchange market, where foreign currencies are bought
and sold in the course of trading goods, services, and financial
claims among countries. In the post-World War II period, the
international financial system has operated under two distinct
exchange rate regimes. During the first regime from 1944 to
1973, major industrial countries maintained a system of fixed
exchange rates, and currency values rarely changed. Under the
second regime, which has been in effect since 1973, exchange
rates fluctnate daily in response to changes in supply and
demand. In the mean time, governments also intervene in this
flexible exchange rate system.

-

maturity . n. EEFUEHFHE
Hmt7a

regime. n. {&&, &

fluctuate. vi. 3N

intervene; vi. ¥, F%

1. financial claim fRAL
2. financial instrument ST HE, B REWiE SR & R Er
ARREHEUHAITRIREZEGHN

BRI, — B EA PR W3,
IR P OS2 4 I B A R AE
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r 3. the New York Stock AAEFE 5 BT, R EE MR &
Exchange KWESAE B
4. ATM H ShEREk (i a8) Bl
Automatic Teller Machine
5. bank statement ERAT oK B
6. mutual fund (RE)HRESE, £ T IERESS
PLama SRR R EILMIESRR
ZTUABRTEH S MIES
7. the Bank of England AR 2 R1T
8. the European Central bank  FR¥Hh #4847, REKERK T X B X4
—5 M RATEROC/E B SRR AT
9. the U. S. Federal Reserve EEBRFPEEET, EEN P REBTT,
AREEEENETIREMAR. &
ol vk R FE AL T AR b B
(GBS URNTEEEE
g WATH 12 I X B4R AT
10. foreign exchange SN, 2L S h 78 19 8] AT E BriE
SEEMNIMNFR

1. True or False

Directions: There are ten statements in this part. Decide whether the

statements are true or false, and write T for true and F for false in the

bracket.

( ) (1) The financial system is the mechanism through which loanable
funds reach borrowers.

( ) (2) The financial system has five parts. They are money, financial
instruments, financial markets, financial institutions, and banks.

( ) (3) Stocks, mortgages, and insurance policies are examples of
money.

( ) (4) Banks, securities firms, and insurance companies are examples
of financial markets.



