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 Unit 1

| Financial System
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Notes

1. financial system: the system that allows the transfer of money between savers
and borrowers. It comprises a set of complex and closely interconnected financial
institutions, markets, instruments, services, practices and transactions.

2. surplus unit: people or organizations which have money more than or in excess of
what is needed or required
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3. deficit unit: people or organizations whose money falls short of the required or

expected amount

4. equity: ownership interest in a corporation in the form of common stock or

preferred stock

5. equity fund: money invested in equity. In the broadest sense, equity gives you

waysAg jeoueuly | Jun

ownership. If you own stock, you have equity in, or own a portion of—however

small—the company that issued the stock.

6. net present value: the present value of an investment’s future net cash flows minus
the initial investment. It is used in capital budgeting to analyze the profitability of
an investment or project. If positive, the investment should be made, otherwise it

should not.

7. maturity mismatch: The time of lending can not match that of borrowing.
Maturity is the date on which payment of a financial obligation is due. In the case
of a bond, the maturity date is the one on which the issuer must retire the bond
by paying the face value of the bond to its owners. Shares of stock do not have
specific maturity dates.

8. maturity transformation: the term economists use to describe the activity of a
financial intermediary that accepts deposits or investments of one term (usually
short) and places those funds with a debtor in another term (usually intermediate

or long)

9. financial market: A financial market is where savers and borrowers interact. It
facilitates the raising of capital (in the capital markets), the transfer of risks (in the

derivatives markets), international trade (in the currency markets).

10. financial intermediary: a financial institution that accepts money from savers or
investors and loans those funds to borrowers, thus providing a link between those
seeking earnings on their funds and those seeking credit. Financial intermediaries
include savings and loan associations, savings banks, commercial banks,

insurance companies, credit unions and investment companies, etc.
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bond: A bond is a legal contract in which a government, company or institution
(the borrower) issues an IOU certificate, which promises to pay holders a specific
rate of interest for a fixed duration and then redeem the contract at face value
on maturity. In theory, bonds are safer than equities because they have a fixed
maturity and are repaid before any payments are made to shareholders. But if a
company fails, its bondholders suffer just as much as its shareholders.

stock: a unit of ownership in a corporation represented by shares. Shareholders are
granted special privileges, including the right to vote on matters such as elections
to the board of directors, the right to share in distributions of the company’s

income, the right to purchase new shares issued by the company, etc.

IOU: an abbreviation of the phrase “I owe you.” An IOU in the business
community is actually a legally binding agreement between a borrower and a
lender. The terms of the loan are set out in a contract, and, once it’s signed, the two
parties must abide by the terms or face legal repercussions. For example, when a
corporation issues bonds, it is in essence issuing an IOU to bondholders. The IOU
or bond contract sets out the terms, including the principal, the interest, and the

time at which these payments will occur.

mutual fund: a security that gives small investors access to a well-diversified
portfolio of equities, bonds and other securities. Each shareholder participates in
the gain or loss of the fund. Shares are issued and can be redeemed as needed. The
fund’s net asset value (NAV) is determined each day.

pension fund: a fund set up to collect regular premiums from employees and their
employers, invest those funds safely and profitably, and pay out a monthly income
to employees who reach a specified age and retire

credit union: a member-owned financial cooperative. It is created and operated
by its members and profits are shared amongst the owners. As soon as you deposit
funds into a credit union account, you become a partial owner and participate in
the union’s profitability. Credit unions are usually formed by large corporations

and organizations for their employees and members.
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17. insurance: a contract (policy) in which an individual or entity receives financial
protection, or reimbursement, against iosses from an insurance company, which
pools clients’ risks to make payments more affordable, in exchange for a premium

18.loan shark: a person or body that offers unsecured loans at high interest rates to
individuals, often backed by blackmail or threats of violence
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1. I do not have enough savings to start up a business and unfortunately, I do not
have rich relatives who can lend me a large sum of money without hesitation.
Without a mortgage, the bank won’t give me a credit. If one day I would like to
set up on my own, I will try to convince some investors to provide the money
I need for the business in exchange for a share of my future profits. Also, I will
put in part of my savings. We, all the stockholders, will undertake the risks and
share the profits. If the business goes bankrupt, all I lose is part of my savings.
If the business turns out to be very successful, I will get both the returns from

my shares and the payment for effective management.
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2. IfI had so much money, I would deposit $40,000 in the bank for a fixed period.
The fixed deposit can earn steady interest for me. Since it has a good liquidity,
I can draw on my deposit in need of cash. $20,000 would be put in various
bonds, which are less liquid but more profitable. The prices of stocks fluctuate
every day. I may risk losing my investment if choosing a wrong stock. It is
true that the higher the risk, the more possible returns, but I am kind of risk-
adverse. I would only put in $20,000 in stocks. Mutual funds might be a less
risky choice, as they are a basket of stocks and bonds operated by a group of
experts. A kind of profit-sharing insurance is also worth considering. So the

rest $20,000 would be put in mutual funds or insurances.

3. I have savings accounts in several domestic banks such as Industrial and
Commercial Bank of China, China Construction Bank, Bank of China, Bank
of Communications and Agricultural Bank of China. I know of some overseas
banks in China such as Citibank, Standard Chartered Bank and so on. The
branches of some overseas banks in China have been authorized to take in
RMB savings. But they either require a high minimal balance or charge fees to
maintain an account. It seems their target customers are not common Chinese

people.
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