TET# BRI ARARERF ﬁﬂ#
‘+ZE" musH \ RIS

BT SR

Financial English Course

B KHE K
| CBEAR EURE 8

Mol 4-F ¥ 0t



HEERNA AR S wF

“oET AMEH

BRI P

B KBE K W
BEs Ius KX 8

[ ¥ me s



THEEE: K &
RERM: B &
R Bl

BPERAE (CIP) ¥iE

£ FSEEFR (Jinrong Yingyu Jiaocheng) /3¥8k7ZE £ 45. —ILET.

@b it , 2011.8 .
SN AEAR M R HRIEAM
ISBN 978 ~7 —5049 - 6047 —4

[.O%& - 0.0O% - . O&m—HiE—%%Kk—gkt
V. ®H831

FERRAE B CIP BHEE T (2011) 45 156883 &

AR .

iy ¥ B 4k i a5

Hab EETWEAXBER2 S

TP EE  (010)63266347, 63805472, 63439533 (fHH)

T e httﬁ://www. chinafph. com )
(010)63286832, 63365686 (f£H)

EHERETE  (010)66070833, 62568380

HR4s 100071

ZH I

BRI R TTAATREDRIA BR A ]

RS 185 224 x 260 2

Eigk 17

FHE 258 T

FRK 2011 4 8 ASE 1 IR

EIYR 2011 4E 8 A4S 1 IKETH)

Efr 36.00 0

ISBN 978 ~7 — 5049 - 6047 —-4/F. 5607

W BEEEERAAL ST KR HIG (010) 63263947

i



alll

HY

KESMAEREZN T2+ 2FNE REEG ERRBRAMAN., +
HAFMXBREAITHS, FAN, #FAZ2FNEREEAFIE. £402
RUMBAERT, SRERFELWIMNERNINERBBUAERE, B
REFFHENHEEMERMREREZR, USRERLNSBMESRA
A\ EREMEREENTWIEKF N BiR, FNRERE TR (LMK
BHAE) —1, , l

ABNEFHLH, RMUBRETRT. BFRdm. BiFSE. itk &
it REFSMEMN IR TH, MTEASRFERNTATRESRBERD
EEREMESHAFEIRSRY KR EMR R, N Smaila2a,
JRIA LA B 2007 4R R EIRSTEbLT | K K 2R ERPEYLIET TRIEA R

HEHF B R, ALK ERAOIBELNRHAR, BV
WA B TAES BT REEREMAR, HELWHEL, Bk
Ko WAL, BESGIVGTEGH LA AESBARAES A HERS
ROTREX MERUEAT T MR, A B THUMSRIRMZEAE A%,

FHEREANRREMBEEFHX LK SRIEE R, WAErEM
FlPFaRUEFEIA (FECT) MHBIASH.

FEHHHE AR RESRERA FESRMIOEHFLKR BT, &
KRR FEHRIWERPIF R, BEF LT

KSEEMBEHESE, BT1E, KEAREE1E. FoE, B8E, 11
BEOELRE EBE FuSmER2E, E3E, BIE, FI0E, F
5%, HEMEF4IE, FUE,

GRS, WESH T RKEENSNBTE, TR P STREHEE O

HFEEKFAER, BHoRZAEids, EREfrEE,

&m &
2011 £ 7 B



Contents

Chapter 1 MODEY  «cceetervseetuerunaentiiiietitee et 1
1.1 Definition of Money «++e+sseessessusrsermmrraereesseeaneoiiinrneeereeeseenenns 1
1.2 Types of MOMey «+++ceeseeessssssensenstnuuneriesesessieiiitsssrnereeeeeeseenens . D
1.3 Functions of Momey — «++++=+ssssssesreermierensesnomisiininnnnineeisnenessennns 4
1.4 Interest and Interest RAte . -cccecceceeeertertonetaterueeseeiseresensersensrnsenne 5
1.5 Money Supply «+-+eessseeereetsrmmrarstmnnuiantieiitee st e erts e 8
1.6 China’s Monetary System «+«--s«s-ssseeeessrerssresarsueesisensenseresseenan, 10
FEXETCISES  #eereerreseesaesuotuonssancussossostastosensonssssssssosessasssasnonssrassanns 14

Chapter 2 Foreign EXchange :-----:+ooceeeemmrmminiiniiiiiiiiiieeen, 17
2.1 Definitions and QUOLAHONS ++++++s+seeeessvrrassrisensnsiiinesesiiseesenuans 17
2.2 TForeign Exchange Transactions  --++«++esssseeeesasrereesinnns. e 21
FXErcises  »ecoeereceecsoenanes f et eie et iat e teeeeeteetiareenn et eenaaraeeaaena 29

Chapter 3 Balance of PAYIMENts ««««ctcceeteeereriosirmmmmmieierenneennaniinnnn, 33
3.1 The Definition of BOP +++ccecrrererearecuees PP PR 33
3.2 The General Principle of BOP «++reeevversineirimiiiiiiininia, 33
3.3 The Components of Balance of Payment Statement ««+-ccecveerrecraecnines 34
3.4 Equilibrium of BOP «eceeeieiiiiiiiiiiiiiiii i 39
EEXEICISES ¢ vreereesreernnesonssontotneesnnosssstsaennssanssessessassencesnsssnnssoseens 42

Chapter 4 International Monetary System ....................................... 45
4.1 The Gold Standard cs-erereererrmrmrmetteiimniineiriietitetareeeneaans 45
4.2 Bretton Woods SYSEI «++sreeereessessrummereeeriiiminmeeniiiiiereereseians 47
4.3 The Jamaica System «««+eecererererrmmiiiniiniiii i 50
4.4 The Present and the FUEULE «cccerererrereenemmmemiiniiieneniririnea 50
FLXEICISES  +veveenennsntenennnneessneanencnssatsteneeneanetenennenesnsseeneeseressnanns 55



| SREEHE

Chapter 5 Financial Market --c-ccorveerereiiiii, 58
5.1  IntrodUCHON «eereerreereesssseeesmmmuneemmminineesentaessenmeseessanaieees 58
5.2 Money Market eeeereesesrererrierinmrmiiiiiniiii 60
5.3 Capital Market «eceeerereeesinieniniieiiii i 65
FIXEICISES v+ veeerrerneonontomneansasseuneessneannssssnenrsensasisrasassmnmensnsesnnns 69

Chapter 6 SecCurities «-«-:-:iecrcevesiriiiiiiiiiiiii, 73
6.1 OVEIrvVIEW otrrereeereetenteoraetietiornssstranaiestosntsieststsanassstsstassesnas 13
6.2 SHOCK ++rrrerrrnerasserenterietintentiesttirttiaaeiittiteittiasiaieseasaeaas 75
6.3 BONM ++vvreererrressrnaruersrreriietiieireiirnseiinriiastanrreaaeeranrssrernaes 80
FLXEICISES  +e<+eeneserrersennnernnesenuseetunsmussetetemmusseenneeeinessnansarneeissenenns 87

Chapter 7 KOANS  -eeooeeeessrermrismmmntie ittt e ettt 92
7.1 INtrOAUCHON ««vceveerreorronesrnsenasssssnsmssessonsressreossssssesasssnsssrons 92
7.2 Major Loan Categories «--sssesresssssssssrsnssensnsisinmsinnnsininieeina, 93
7.3 Loan Classification by Risk «++-eesssteeseseressmmnninmmminiieiiines 98
FXEICISES  +++treeerstnersnnssnsnseuonnenisnerussasarssmarsesesensuetssessessiesssearsoes 103

Chapter 8  ACCOUILINE «+vrrrverrsreressssnstanrmttntesretneeiiniiisiiesenees 106
8.1 INtrodUCLION  ++e+rssrrsersernnrearuorsreornerasrcneeustacusettiartemaermnens 106
8.2 Accounting Principles «-s«+-+sssssererroseerininineniiin i 107
8.3  Accounting EQUAtION «-«cose-ceereersmuosmrimnsinsinisitssssin e 110
8.4 Double Entry Bookkeeping System «+--++stessrmrurssrssmiiminiiiieen 112
8.5  Financial SLAtEMENtS ««-+erresrssresenarnoruoreseeseenmriniiseiimiieieinnen: 113
FLXEICISES  «-+tenresssssrnsrnsmnomnesssesestantnstorenemsuesmmessestiseaseineeararnnnns 121

Chapter 9 International Settlement ( I )  -reooceeeersmnmsimmnenieee 126
9.1 Instruments of International settlement «+-ceeteesrserestesanenannanianen. 126
0.0 REMILIANGCE +++verrrrorsnersnssrmruostssesnestsmittiuetiassrasmerernieneasnio 132
0.3 COllECHOM  #++revrrrorrrernssnnnsrusseusesssssiseitssseiaeraetiasatianienesee 134
FLXEICISES  ++resenrensrrnsennmesnsensnensneasstasttsneusioernietenniansastiasasesias 143



Contents

Chapter 10 International Settlement (IL)  veverererrmneenieiene, 147
10. 1 Definition of Letter of Credit «++ee+eessereseeaserasenarenssnnassneraesnns 147
10.2 Parties to a Documentary Credit ceeseesrrressssresttiosiiatieetationennaas 148
10.3 Procedures of a Documentary Credit — s=cseeeeeecerecnmiiriiniiii, 149
10.4  Types of Credit ««--eeseeesserreersermmtimiiiiinieeieti e 150
FLXEICISES  «cvertovtrereseontasnenesmmmmnrsereastseseeetseseseenssssnesonssecsesensnsons 158

Chapter 11 Financial Institutions in China -----c--coovrereenemcecneneinen.. 163
11.1 The Banking Sector in China «+:=reeeerrererrmsiniiieiii. 163
11.2 Non — bank Financial Tnstitutions ««««+«++++++++rsesrrnseraareeriaersnarss 168
11.3 Foreign Banking Institutions in China «-reeeeeeeerersernronacaincceans 173
FoXEICISES <+ e tveseerrensansnnsssssmssssnesenneensssenesssenssrtensnansneeesssonaencns 177

Chapter 12 International Financial Institutions ( I )  -cococoreeeerernecees 180
12.1 International Monetary Fund (IMF)  «ceceecrereienmnniiniianiienn.e. 180
12.2  The World Bamk ««cresereeseeresererenseuntnnenrmaeeentenninmesminn 190
FEXOICISES  *+++eereerensanantrsasensnesorionienenesnaosssnensrssnesscsstanssnsesenssstses 198

Chapter 13 International Financial Institutions ( Il )  --cceerereereeeeeees 201
13.1 Bank for International Settlements ( BIS)  «ecrereerereerveiaianninane. 201
13.2  Asian Development Bank (ADB)  «eceeeereeeeessessnannimnenniniienne, 207
FXEIGISES  +++ v+ e rerrnssersesersnrnesuesasenasnosssenseneenssentomsmserstomnseionnns 212

Chapter 14 INSUFANCE «w-c-rrerereossremmmsrennmtnntesesns i 215
14.1 Insurance and Risks «----+eeseerermrmmmmmmmnneeeeremmmiinisenaaaereeen: 215
14.2  Insurance Principles «+=-eesesesseeeersernesrennensanennneeerii. 217
14.3  Types of INSUTANCE  ++reosreressssssressmintteneinteeniiie sttt 219
14. 4  ROINSUANCE ++++rrressrssssrerersennrensruteatetssiitioteitmemnerieniasases 224
FXEICISES  ++++veeersensresennnsnnnnnensersssuseuseaetntutsittenittentartoenassaaesneins 227

Chapter 15 A Brief Account of Financial Crisis «+«x«:ccoeeerremrereeneecees 230
15.1 Definition of Financial Crisis «-«+eeteesressesersrsrasemimmomiimnnniee. 230
15.2 Types of Financial Crisis =+s-=seeeeesesssnnreeesesisnnininiinies 230



CRIGE AR

15.3 Causes and Consequences of Financial Crisis «--cecoevereereeees s 233

15.4 A Brief Introduction; the Subprime Loan Market Crisis

in the United States sreteeveeesssnsstacsnvattncsstasiossassisssissssssasssees 237
EXErClSEes =+ccsserersereeteetiatietateasinnesetsanronrssseessrontacscescrsssasssssaons 246
Keys 10 EXErciSes +occccrerrertetsitirtntaictetastenssesaseetocsastsnsssatsssccsrsnaces 248
%%iﬁ ................................................................................. 263



Money

Learning Objectives:

B Define money

M [llustrate types of money

M Describe functions of money

J Understand interest and interest rate
M Describe mohey supply

B Introduce China’s monetary system

When talking about money, people usually feel familiar but sometimes confus-
ed. We are familiar with it because it is everywhere in life, and we feel confused
when we think about the true nature of it. What is money? What are the functions of
money? And how many types of money are there in history? Questions like these will

be explored in this chapter.

1.1 Definition of Money

Money can be defined as anﬂy object that is generally accepted in the payment
for goods and services or in the repayment of debts. Currency, which is banknotes
and coins, clearly fits this definition and is one type of money.

However, to define money merely as currency is too narrow today for people
because practically all payments are made not only by the exchange of currency but
also by the transfer of deposit balance via checks or electronic transfer wire. So
checks are also accepted as the payments for purchases and checking account

deposits are considered money as well. Sometimes, an even broader definition of
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money is needed because other items such as savings deposits can in effect function
as money if they can be quickly and easily converted into currency. This is also true
with time deposits. They are all items that are “generally acceptable” in making

payments.

1.2 Types of Money

Before the development of a medium of exchange, people would barter to obtain
the goods and services they needed. This is basically how it worked: two individuals
each possessing a commodity the other wanted or needed would enter into an agree-
ment to trade their goods. So barter is the process of directly exchanging one good or
service for another, and only when “a double coincidence of wants” exists the trade
could take place. For instance, if you have cows but need bananas, you must find
someone who not only has bananas but also has the desire for meat. If you happen to
find a right person, the next question will be how much meat you will exchange for
the bananas you want. What if you find someone who has the need for meat but no
bananas and can only offer you bunnies? Apparently the barter system is not

convenient and to solve the problem commodity money appeared.
1.2.1 Commodity Money

Commodity money or money in kind is money whose value comes from a
commodity out of which it is made. They are objects that have value in themselves
as well as for use as money. Examples of commodities that have been used as
mediums of exchange include gold, silver, copper, salt, large stones, decorated
belts, shells, alcohol, cigareties, barley, etc. In practice, over the past 4,000
years, the predominant commodity money has been precious metals: mostly silver
and gold, also called full - bodied money' , which is one of the stages of commodity
money. Almost all countries have passed the stage of precious metal money which

used to be a perfect form of money.
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Chapter 1 Money

1.2.2 Representative Money

Representative money or representative full — bodied money refers to paper
money fully backed by a precious metal. The value of representative money stands in
direct and fixed relation to the commodity that backs it, while not itself being com-
posed of that commodity. In 1930s when the economic and financial crisis stopped
the exchange of paper money for metals, the gold standard or the silver standard
collapsed. The major western countries had to break away from the metal standard,
thus paper money could not be converted into gold any more. Since then representa-

tive money exited from circulation and credit money emerged.
1. 2.3 Credit Money

Credit money is the money which does not consist of or represent a specific
valuable commodity. The value of credit money depends on its general acceptance
based on the credit of its issuer and it is created through credit process. Credit
money has two features: one is its relation with precious metals; the other is that it
is based on the credit of national governments and banks. Although precious metals
are not needed to back the issuance of credit money, it does not mean that modern
credit money has not any reserves to back its issuance. In fact, most countries in the
world that adopt the system of credit money have a fairly big amount of reserves,
such as gold, foreign exchange, for issuance of credit money.

The money issued is based only on the general credit of a government and on
the provision that such money is a legal tender, acceptable to pay taxes and to fulfill
contracts calling for payment in the lawful money. > This is the case today in most
countries in the world. Since this money is proclaimed to be the money by law or a
decree known as a fiat, it is sometimes called fiat money. Almost all money circulat-

ing in the world today is some form of credit money.
1.2.4 Electronic Money

The form of money changes as the science and technology develops. Today,

3
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although much of the money used by individuals in their everyday transactions is still
in the form of notes and coins, its quantity is small in comparison with the intangible
money that exists only as entries in bank records. Perhaps coins and banknotes will
become as obsolete as cowries shells. Electronic money refers to depository money
that is stored and processed through computer system or electronic payment system.
It has many different forms, for example, credit cards, smart cards and funds held

in online accounts that can be transferred over the internet and so on.
1.3 Functions of Money

As far as the functions of money are concerned, economists have many histori-
cal disputes over the combination of the functions. The most commonly distinguished
functions of money are as a medium of exchange, a unit of account, a store of

value, and, sometimes, a standard of deferred payment.
1.3.1 Medium of Exchange

When money is used to intermediate the exchange of goods and services, it is
performing the function of a medium of exchange. This effectively eliminates the
requirement of double coincidence of wants and overcomes the difficulty of barter

system.
1.3.2 Unit of Account

Money also functions as a unit of account, providing a common numerical
measure of the value of goods and services exchanged. Knowing the value or price of
a good, in terms of money, enables both the supplier and the purchaser of the good
to make decisions about how much of the good to supply and hew much of the good
to purchase. A unit of account is also a necessary prerequisite for the formulation of

commercial agreements that involve debt.
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1.3.3 Store of Value

A store of value is used to save purchasing power from the time when income is
received until the time when it is spent. That means money is used to defer the time
of exchange of goods and services. This function of money is useful because most of
us do not want to spend our income immediately upon receiving it but rather to wait
until we have the time or the desire to shop.

As a store of value, it should be noted that, money is not unique; many other
stores of value exist, such as land, works of art, and even stamps. M(;ney may not
even be the best store of value because it depreciates with inflation. However,
money is more liquid than most other stores of value because as a medium of
exchange, it is readily accepted everywhere. Furthermore, money is an easily trans-
ported store of value that is available in a number of convenient denominations.

In addition to the above three functions, some economists also regard “a
standard of deferred payment” as one of the functions of money. A standard of
deferred payment is the accepted way, in a given market, to settle a debt — a unit in
which debts are denominated. > But now many newer texts do not distinguish this,
subsuming it in other functions. They argue that using money as a standard of
deferred payment is a direct consequence of the unit of account and store of value
functions of money. Since money is the standard for current prices, it is also the
standard for future payments based on these prices. Besides, for money to-function
as a deferred payment standard, it must retain value, so it must also store value. In
view of the aforesaid reasons, here we define money in terms of three functions: a

medium of exchange, a unit of account, and a store of value.

1.4 Interest and Interest Rate

Interest is a fee paid on borrowed assets. It is the price paid for the use of

borrowed money, or, money earned by deposited funds. Assets that are sometimes
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lent with interest include money, shares, consumer goods through hire purchase®,
major assets such as aircraft, and even entire factories in finance lease arrange-
ments. The interest is calculated upon the value of the assets in the same manner as
upon money. Interest can be thought of as “rent of money”. When money is deposi-
ted in a bank, interest is typically paid to the depositor as a percentage of the amount
deposited; when money is borrowed, interest is typically paid to the lender as a
percentage of the amount owed. Interest rate refers to the ratio of the interest formed
during the period of borrowing and lending to the principal of the granted loan.

Interest is compensation to the lender, and for forgoing other useful investments
that could have been made with the loaned asset. These forgone investments are
known as the opportunity cost’. Instead of the lender using the assets directly, they
are advanced to the borrower. The borrower then enjoys the benefit of using the
assets ahead of the effort required to obtain them, while the lender enjoys the benefit
of the fee paid by the borrower for the privilege. Interest also compensates the lender
for the risk of losing the principal, called credit risk. In economics, interest is
considered the price of credit.

Interest rates have an impact on the overall health of the economy because they
affect not only consumers’ willingness to spend or save, but also businesses’ invest-
ment decisions. High interest rates, for example, may cause a corporation to post-
pone building a new plant that would ensure more jobs.

Interest rates form a very complicated system of economic variables and have
various forms since people observe interest rates from different perspectives. The

following part focuses on three types of interest rates.

1.4.1 Simple Interest and Compound Interest

Simple interest refers to interest earned only on the principal of the initial
investment. It is given by the following formula.
I= PRn
S=P+1=P(1l +Rn)
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Where [ stands for the interest earned, P is the principal ( the initial amount of
money ) , R is the interest rate per year, n is the time in years, and S is the sum of
principal and interest. For instance, if you borrow ¥2000 at 6% interest rate for 2
years, you have to pay the following simple interest:

I = PRn = 2000 x6% x2 = ¥240

With regard to compound interest, interests for previous periods are added to
principal for the calculation of intere.st. With the annual compounding, the interest
that accumulates during a year is added to the principal at the end of the year, so
that in the following year your money earns interest in interest. If you borrow the
same amount of money ( ¥2000) , at the same rate (6% ) , and for the same length
of time (2 years), this is how you can find the compound interest;

At the end of the first year, the interest will be:

Interest year 1 =2000 x6% x1 = ¥120

Add ¥120 to the initial principal ( ¥2000), so the new principal for the
second year is ¥2120.

The interest at the end of the second year will be:

Interest year 2 = 2120 x6% x1 = ¥127.20

Therefore, the total compound interest at the end of the two years is ¥ 120 +
¥127.20 = ¥247.20.

The formula concerning compound interest can be stated as follows:

S=P(1+R)"
I=S-P

1.4.2 Nominal and Real Interest Rates

Nominal interest rate is the promised amount of money you receive per unit you
lend. It is unadjusted for inflation.

Real interest rate is approximately the nominal interest rate minus the inflation
rate. It is the rate of interest an investor expects to receive after subtracting infla-

tion. This is not a single number, as different investors have different expectations

7
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of future inflation. ® If, for example, an investor were able to lock in a 5% interest
rate for the coming year and anticipated a 2% rise in prices, it would expect to earn
a real interest rate of 3% . Since inflation rate over the course of a loan is not known

initially, volatility in inflation represents a risk to both the lender and the borrower.
1.4.3 Official and Market Interest Rates

The former is the rate set by the central banks or monetary authorities. The
interest rate is one of the levers used by governments to regulate economy. In order
to let the interest rate reflect the policy intention of a government, the central bank
should control the level of some interest rates. One of the most commonly known
rates of the kind is the rate of refinancing provided by the central bank for commer-
cial banks and other financial institutions, including discount rate and lending
interest rate.

Market interest rate is the rate wholly determined by the demand and supply of
funds in the financial markets at a certain period. It is an indicator of the state of the
demand and supply of funds in the markets. The inter — bank interest rates are the
typical market interest rates, among which the LIBOR’ is the most influential in the

international financial market.

1.5 Money Supply

Money supply refers to the collection of all kinds of money in an economy,
including the volume of currency in circulation and the volume of deposits at any
point of time. Typically, distinct measures of money are reported, differentiated by
the types of deposits (and close substitute for deposits) they include. One measure
of money is known as narrow measure including currency and demand deposits used
for everyday expenditures. The other is broad measure of money that adds time
deposits and savings accounts and certain other financial assets. It is the liquidity of

money that is most helpful in dividing the measures of the money supply.

8



Chapter 1 Money

Each country publishes several different measures of money supply to show the
effects on economy. Generally speaking, money supply is defined as follows ;

a. The narrow measure of money: M, and M,

M, = Currency

M, is the currency or cash in circulation including banknotes and coins. M, is
also called monetary base® that measures the quantity of currency issued by the cen-
tral bank.

M, =M, + Dd

M, comprises those assets which are themselves acceptable in exchange and
normally held with the intention of spending them in the immediate future. M,
includes M,, checkable or demand deposits at banks. M, measures transaction
balances.

b. The broad measure of money: M, and M,

M, =M, +Ds + Dt

M,is a broader measure of purchasing power than M,. It includes all of M,
plus savings deposits and time deposits at bank. They are of highly liquid financial
assets. Most of these components of M, are assets that provide their owners with a
higher rate of return than M, components would. If the store — of — value function
rather than the medium — of — exchange function of money is emphasized, broader
measures are appropriate.

M, = M, + short ~ term government securities + commercial paper + life
insurance policies

M, here is the broadest measure of money that is available to the public. It
adds to M, a variety of liquid assets, including the public’s holding of short — term
government securities, commercial paper, etc. All of these represent stored purcha-
sing power of their owners and are thus potentially related to economic activities.

The reason why so many measures of money are defined is that economists have
different opinions as to which measure is most consistently related to spending and

other economic activity and that the central banks can monitor the operation of
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