UNIT 4 OVERVIEW OF THE FINANCIAL SYSTEM

4.1 Getting started.

Suppose that you want to start a business that manufactures a
recently invented low-cost robot that cleans the house, mows the
lawn, and washes the car, but you have no funds to put this wonderful
invention into production. Walter has plenty of savings that he has
inherited. If you and Walter could get together so that he could
provide you with the funds, your company’s robot would see the light
of the day, and you, Walter, and the economy would all be better off:
Walter could earn a high return on his investment, you would get rich
from producing the robot, and we would have cleaner houses, shiner
cars, and more beautiful lawns.

Financial markets (bond and stock markets) and financial
intermediaries (banks, insurance companies, pension funds) have the
basic function of getting people such as you and Walter together by
moving funds from those who have a surplus of funds (Walter) to
those who have a shortage of funds (you). More realistically, when
Apple invents a better iPod, it may need funds to bring it to market.
Similarly, when a local government needs to build a road or a school,
it may need more funds than local property taxes provide. Well-
functioning financial markets and financial intermediaries are crucial
to the economic health.

Discuss the following points.

1. Some economists suspect that one of the reasons that economies in
developing countries grow so slowly is that they do not have well-
developed financial markets. Does this argument make sense?

2. The US economy borrowed heavily from the British in the
nineteenth century to build a railroad system. Why did this make both
countries better off?



4.2 Look through the following vocabulary notes which will help
you understand the text and discuss the topic.

an intermediary TIOCPETHUK

intermediation OCPETHUICCTBO

a stake CTaBKa, 10JIs1, UHTEPEC

funds (plural) cpelcTBa

to channel/ transfer/move funds | mepepacnpenensaTs, MEPEBOAUTH
cpeacTBa

a fund donx

excess U3JTUIIICK

syn. surplus

finance (UHAHCHI

to finance (uHAHCHPOBATH

financial (UHAHCOBBII

a financier ¢uHaHCHCT

a security IicHHas Oymara

syn. a financial instrument

CUH. ((MHAHCOBBIM HHCTPYMEHT

to issue securities/debt
instruments/equities/stock(s)
an issuer

BBIITYCTHUTD IICHHBIC 6}’MaFI/I,
AO0JITOBBIC MHCTPYMCHTHI, AKITUHU
OMUTCHT

a claim TpeOOBaHME, TPETCH3US

efficient 3¢ HEeKTUBHBIN, peHTa0eIbHbIN

efficiency PEHTA0CTBHOCTD

syn. effective 3¢ EKTUBHBIN

effectiveness 3¢ HEKTUBHOCTH

wealth OoraTcTBO, MaTepHaIIbHBIC
IICHHOCTH

well-being Oyaromnosry4ue, 6J1aroCOCTOSIHHE

welfare oOecrieueHne, 0J1aroCOCTOSTHUE

to time pactpeaeIsIiTh 10 BPEMEHHU

a market PBIHOK

a financial market

a debt market

an equity market

a primary (secondary) market
an over-the-counter market

a money market

(PMHAHCOBBIN PBIHOK

PBIHOK JOJTOBBIX HHCTPYMEHTOB
(OHIOBBIN PHIHOK

MEPBUYHBIN (BTOPUYHBII) PHIHOK
BHEOUPIKEBOU PHIHOK

JICHEXHBIN PBIHOK




a capital market

(OHTOBBIN PHIHOK

an exchange
a stock exchange
a commodity exchange

oupxa
dbonaoBas 6upxa
TOBapHO-ChIpPbEBasi Oupka

a bond o0uranus

a mortgage 3aKJIaHas

interest payments BBITLTATHI IPOIICHTA

a principal OCHOBHasi CyMMa KpeauTa

principal payments BBITIJITaTAa  OCHOBHOW  CYMMBI
Kpe/InTa

a maturity date

CPOK ITOTallIEHUS

equity COOCTBEHHBIN KaluTal
an equity AKIIHs

stock KaruTaa KOMITAHHH

a stock syn. a share, an equity aKIIMs

common stocks syn. ordinary
shares
preferred stocks

OOBIKHOBEHHBIC AKII1UH

IMPUBHUJICTUPOBAHHBIC AKIIUU

a dividend

TUBHUICH]T

initial

TIEPBOHAYAJIbHBIN

a government agency

rocyaapCTBCHHOC YUPCIKIACHUC

to conduct trades

IMPpOBOAUTDL TOPI'U

an inventory

TIOJIHBIN NIEPEYCHB

transaction costs

OIICPAIMOHHBIC U3 ACPIKKHU

to expose
risk exposure

MOJBEPraTh
PUCK MOTEHIMAIBHBIX YOBITKOB

depository institutions

JETO3UTAPHBIE YUPEKICHHUS

a commercial bank
syn. a retail bank

KOMMEpYECKUH OaHK

a thrift

cOeperatesbHOE YUpPEKICHUE

contractual savings institutions

JIOTOBOpHBIE  cOeperaTebHbIe
YUPEKICHUS

a finance company

(mHaHCOBask KOMITAHUS

a mutual fund

11a€BOM MHBECTUIIMOHHBIN (hOH/T

a money market mutual fund

MacBON MHBECTHITMOHHBINA (hOH]T
110 CTaBKaM JICHEKHBIX PHIHKOB

an investment bank
syn. a merchant bank

HHBGCTHHHOHHBIﬁ OaHk




a Life Insurance Company KOMITAaHUSI TI0  CTPaxOBaHUIO
KU3HU

a Fire and Casualty Insurance |koMIanus MO CTPaXxOBaHUIO OT

Company Mo’Kapa M HECUYACTHBIX CIyYacB

a Government Retirement Fund | rocymapcTBeHHBIN TEHCHOHHBIH
dbon

a Savings and Loan Association | kpeauTHO-cOeperarepHas
aCCOIIMAIIHS

a Credit Union KPEJIUTHBIN COI03

a pool nyJ1, 00bEeIUHCHUE

insider trading WHCaNIepCKasi TOPTOBJISI

bank branching CO3JjaHue OaHKOBCKHUX
¢duauaion

to promote CITIOCOOCTBOBATh

4.3 Reading

Functions of Financial Markets and Financial Intermediaries

Financial markets perform the essential economic function of
channeling funds from households, firms, and governments that have
saved surplus funds by spending less than their income to those that
have a shortage of funds because they wish to spend more than their
income. This function is shown schematically in Figure 1. Those who
have saved and are lending funds, the lender-savers, are at the left,
and those who must borrow funds to finance their spending, the
borrower-spenders, are at the right. The principal lender-savers are
households, but business enterprises and the government, as well as
foreigners and their governments, sometimes also find themselves
with excess funds and so lend them out. The most important
borrower-spenders are businesses and the government, but
households and foreigners also borrow to finance their purchases of
cars, furniture, and houses. The arrows show that funds flow from
lender-savers to borrower-spenders via two routes.

In direct finance, borrowers borrow funds directly from lenders
in financial markets by selling them securities (also called financial




instruments), which are claims on the borrower’s future income or
assets. Securities are assets for the person who buys them but they are
liabilities for the individual or firm that sells (issues) them. Financial
markets are very important to the economy because in the absence of
them, borrowers and savers might never get together. Financial
markets are essential to promoting economic efficiency because they
transfer funds from a person who has no investment opportunities to
one who has them. Financial markets are critical for producing an
efficient allocation of capital (wealth, either financial or physical, that
is employed to produce more wealth), which contributes to higher
production and efficiency for the overall economy. Well-functioning
financial markets also directly improve the well-being of consumers
by allowing them to time their purchases better. Financial markets
that are operating efficiently improve the economic welfare of
everyone in the society.

INDIRECT FINANCE

FINANCIAL
INTERMEDIARIES

Lender-Savers Borrower-Spenders
1.households 1. business firms
2. business firms |-\ FINANCIAL MARKETS [ 2. government
3. government —/ 1 3. households
4. foreigners 4. foreigners
DIRECT FINANCE

Figure 1. Flows of funds through the financial system

Now that we understand the basic function of financial markets,
let’s look at their structure. There are several categorizations of
financial markets:



debt and equity markets,
primary and secondary markets,
exchanges and over-the-counter markets,
money and capital markets.
A firm or an individual can obtain funds in a financial market in

two ways. The most common method is to issue a debt instrument,
such as a bond or a mortgage, which is a contractual agreement by
the borrower to pay the holder of the instrument fixed dollar amounts
at regular intervals (interest and principal payments) until a specified
date (the maturity date), when a final payment is made. The second
method of raising funds is by issuing equities, such as common stock,
which are claims to share in the net income (income after expenses
and taxes) and the assets of the business. Equities often make
periodic payments (dividends) to their holders and are considered
long-term securities because they have no maturity date. The size of
the debt market is often substantially larger than the size of the equity
market: The value of debt instruments in the US debt market was
$43.4 trillion at the end of 2006, while the value of equities was
$19.3 trillion at the end of 2006.

A primary market is a financial market in which new issues of a
security, such as a bond or a stock, are sold to initial buyers by the
corporation or government agency borrowing funds. A secondary
market is a financial market in which securities that have been
previously issued can be resold.

Secondary markets can be organized in two ways. One method is
to organize exchanges, where buyers and sellers of securities meet in
one central location to conduct trades. The New York and American
Stock Exchanges for stocks are examples of organized exchanges.
The other method is to have an over-the-counter (OTC) market, in
which dealers at different locations who have an inventory of
securities stand ready to buy and sell securities “over the counter” to
anyone who comes to them and is willing to accept their prices.
Because over-the-counter dealers are in computer contact and know
the prices set by one another, the OTC market is very competitive and
not very different from a market with an organized exchange.



Another way of distinguishing between markets is on the basis of
the maturity of securities traded in each market. The money market is
a financial market in which only short-term (less than one year
maturity) debt instruments are traded. The capital market is the
market in which longer-term debt and equity instruments are traded.

As shown in Fig.1, funds also can move from lenders to borrowers
by a second route called indirect finance because it involves a financial
intermediary that stands between the lender-savers and the borrower-
spenders and helps transfer funds from one to the other. A financial
intermediary does this by borrowing funds from the lender-savers and
then using these funds to make loans to borrower-spenders. Financial
intermediation is the primary route for moving funds from lenders to
borrowers. Transaction costs, risk sharing, and information costs in
financial markets are very important. Financial intermediaries can
substantially reduce transaction costs, investors’ exposure to risk and
eliminate problems caused by asymmetric information which is in fact
a lack of information about contracting parties in financial markets.
Financial intermediaries can be classified into:

- depositary institutions (banks) which include commercial banks and
thrifts;

- contractual savings institutions (insurance companies and pension
funds);

- investment intermediaries (finance companies, mutual funds, money
market mutual funds, investment banks).

4.4 Comprehension

4.4.1 Answer the questions using the active vocabulary.

1. What is the essential economic function of financial markets?

2. What are the principal lender-savers and borrower-spenders on
financial markets?

3. What are the two major routes of funds in the financial system?

4. What is a financial instrument?



5. What are the main reasons for which financial markets are very
important?

6. How can financial markets be classified?

7. What is the difference between debt markets and equity markets?
8. What is the difference between primary markets and secondary
markets?

9. How can secondary markets be categorized?

10. Why are the over-the-counter markets very competitive and not
very different from a market with an organized exchange?

11. What is the difference between money markets and capital
markets?

12. Why is the indirect financial route considered the primary route
for moving funds from lenders to borrowers?

13. How does a financial intermediary function?

14. What is financial intermediation?

15. What are the advantages of getting funds from a financial
intermediary rather than from a financial market?

16. What is asymmetric information? How can it affect the efficiency
of financial operations?

17. What are the main categories of financial intermediaries?

4.4.2 Mark these statements T(true) or F(false) according
to the information in the text. If they are false say why.

1. Financial markets channel funds from households, firms, and
governments that have a shortage of funds because they wish to
spend more than their income to those that have saved surplus funds
by spending less than their income.

2. Those who have saved and are lending funds, are the lender-
savers.

3. Those who must borrow funds to finance their spending, are the
lender-spenders.

4. Households, business enterprises and the government, as well as
foreigners and their governments can be both lender-savers and
borrower-spenders in different occasions on financial markets.



5. Common stocks, which are claims to share in the net income and
the assets of the business, often make periodic payments (interest plus
principal) to their holders.

6. Debt instruments periodically make payments (dividends) to their
holders.

7. Bonds, stocks, and mortgages are both securities and debt
instruments.

8. Exchanges and over-the-counter markets have very much in
common.

9. There is no difference between exchanges and OTCs.

10. Equity instruments are traded on the money markets.

11. Financial intermediation involves financial intermediaries.

12. Banks, exchanges, insurance companies and pension funds are
financial intermediaries.

13. Money markets are the same as money market mutual funds.

14. Life Insurance Companies and Fire and Casualty Insurance
Companies, Pension Funds and Government Retirement Funds are
the contractual savings institutions.

15. Savings and Loan Associations, Mutual Savings Banks, and
Credit Unions are thrift institutions (thrifts).

4.5 Language practice
45.1 Match the English terms in the left-hand column
with the definition in the right-hand column.

1 | Asymmetric information | A | The process of indirect finance
whereby financial
intermediaries  link lender-
savers and borrower-spenders.

2 |Bond B |Funds that accumulate
investment dollars from a
large group of people and then
invest in short-term securities
such as Treasury bills and
commercial paper.

3 | Common stock C |Foreign currencies deposited




in banks outside the home
country.

Credit union

A financial market in which
longer-term debt (maturity of
periods greater than one year)
and equity instruments are
traded.

Exchanges

A financial institution that
provides services such as
accepting deposits and giving
business loans.

Money market

Markets in which funds are
transferred from people who
have a surplus of available
funds to people who have a
shortage of available funds.

Mutual bank

A long-term loan secured by
real estate.

Commercial bank

All resources owned by an
individual, including all assets.

Financial intermediation

The inequality of knowledge
that each party to a transaction
has about the party.

10

Eurocurrencies

A secondary market in which
dealers at different locations
who have an inventory of
securities stand ready to buy
and sell securities to anyone
who comes to them and is
willing to accept their prices.

11

Transaction costs

A bank owned by depositors.

12

Mortgage

N

A debt investmentin which
an investor loans money to an
entity (corporate or
governmental) that borrows
the funds for a defined period
of time at a fixed interest rate.

13

Security

The time and money spent




trying to exchange financial
assets, goods, or services.

14 | Wealth N | Secondary markets in which
buyers and sellers of securities
(or their agents or brokers)
meet in one central location to
conduct trades.

15 | Financial markets O | A security that gives the holder
an ownership interest in the
issuing firm. This ownership
interest includes the right to
any residual cash flows and
the right to vote on major
corporate issues.

16 |A capital market P |A claim on the borrower’s
future income that is sold by
the borrower to the lender.
Also called a financial
instrument.

17 | Over-the-counter market | Q | A segment of the
financial market in  which
financial instruments with high
liquidity and very short
maturities are traded.

18 | Money market mutual R | Member-owned financial co-
funds operatives that are created and
operated by its members and
profits are shared amongst the
OWNers.

4.5.2 Complete the following text using suitable words or
phrases from the box below.

investment opportunities deregulation

pool of savings foreign corporations

important investors financial markets

o0 |m >

T Omm

to expand funds




Internationalization of financial markets

The growing internationalization of financial markets has become
an important trend. Before the 1980s, US 1 were much larger
than financial markets outside the United States, but in recent years the
dominance of US markets has been disappearing. The growth of
foreign financial markets has been the result of both large increases in
the 2 in foreign countries such as Japan and the 3
of foreign financial markets, which has enabled them 4 their
activities. American investors often seek 5 abroad. Similarly,

6 and banks raise 7 from Americans, and
foreigners have become 8 in the United states.

45.3 Complete the text. Replace the Russian words and
phrases by English equivalents.

International Bond Market, Eurobonds, and Eurocurrencies

The traditional instruments in the international bond market are
known as foreign bonds. Huocmpannsie oéauzayuu are sold in a
foreign country and are denominated in that country’s eamrome.For
example, if the German automaker Porsche npooaem oéauzauyuro in
the United States oenomunuposannyro in US dollars, it is classified as
a unocmpannasn ooauzayus. Foreign bonds have been an egasrcnoti
uncmpymenm in the international pseinke kanumana for centuries. In
fact, a large percentage of US railroads built in the nineteenth century
ovLiu hunancupoeanst by sales of foreign bonds in Britain.

A more recent unnosauus in the international bond market is the
Eurobond, a bond denominated ¢ eamrrome other than that of the
country in which it is sold — na npumep, a bond denominated in US
dollars sold London. Currently, over 80% of the nosbix évinyckoe in
the mescoynapoonstii pvinox oonucayuii are Eurobonds, and the
market for these uennwvix oymacz has grown very rapidly. As a result,
the Eurobond market is now larger than the US poinox
KOPpROpamueHulX 001uzayuil.



A variant of the Eurobond is Eurocurrencies, which are
unocmpannsle saromet deposited in banks outside the home country.
The most important of the Eurocurrencies are espodosiiapet, which are
US dollars 3a0enonuposannsie in foreign banks outside the United
States or in zapyoexcnvix guauanax of US banks. Because these
short-term  deposits earn mpouenm, they are similar to
Kpamxkocpounsie Eurobonds.

45.4 Text for discussion.

a. Look wup the dictionary for the meaning and
pronunciation of the following words and word-
combinations and use them to discuss the problems
outlined in the text.
Regulation, to issue securities, assets and liabilities,
earnings, sales of stock, insider trading, to prohibit,
soundness, licensing, financial books, deposit insurance, to
subject to restrictions, branching, to abolish, legislation, a
stake.
b. Briefly scan the text and outline the list of major
points.
c. Read the text more carefully and comment on the
following items:
- reporting requirements for financial intermediaries;
- restrictions on assets and activities of financial intermediaries;

- the necessity of deposit insurance.

Financial Regulation

Not surprisingly, given the similarity of the economic system in
the USA and in Japan, Canada, and the nations of western Europe,
financial regulation in these countries is similar to financial regulation
in the United States. The provision of information is improved by
requiring corporations issuing securities to report details about assets
and liabilities, earnings, and sales of stock, and by prohibiting insider
trading. The soundness of intermediaries is ensured by licensing,
periodic inspection of financial intermediaries’ books, and the
provision of deposit insurance.



The major differences between financial regulation in the United
States and abroad relate to bank regulation. In the past, the United
States was the only industrialized country to subject banks to
restrictions on branching, which limited banks’ size and restricted
them to certain geographic regions. (These restrictions were abolished
by legislation in 1994.) US banks are also the most restricted in the
range of assets they may hold. Banks abroad frequently hold shares in
commercial firms; in Japan and Germany, those stakes can be sizable.

4.6 Render the passage in English using the English equivalents of
the italicized phrases given in Russian. Express the main idea of
the passage in one sentence.

OcHoBHasgs GYyHKIUS (HHAHCOBBIX PBIHKOB cocmoum 6
nepepacnpeoenenuu (s to channel) cpemctB ot coOeperarenei,
KOTOphIC MMEIOT wusznuwex cpeocme (an excess of funds), x
pacxoapIBaTeIIsIM, KOTOpBIe UMEIOT dedhuyum cpeocms (a shortage of
funds). ®uHaHCOBBIE PBIHKKM MOTYT JCNIATh 3TO JUOO NOCPEOCEOM
(either through) mpsimoro ¢hwHaAHCUpPOBAHUS, IPU KOTOPOM 3aEMIITUKH
3aHMMAIOT cpeacTBa Henocpeocmeenno (directly) y kpeoumopos
(lenders), npooasas (by selling) um 1ieHHBIe OYMaru, Wid ¢ nOMOUbIO
(through) koceennoeo (indirect) <¢uHaHCHMpOBaHUSA, KOTOPOE
sxarouaem (involves) GbUHAHCOBOTO MMOCPEIHMKA, KOTOPBIA CTOUT
MEXKTy KPeIuTOpOM-cOeperaTesieM U 3aeMIIMKOM-PacXoabIBaTelIeM,
nomoraet nepesooums (transfer) cpeacrsa oT ogHOTO K Ipyromy. 10
nepepacnpeziesienue cpencTs yayuwuaem (IMProves) s3KOHOMHYECKOES
onacococmosnue (welfare) kaxmoro B oOmectBe. Tak Kak OHHU
nozeonsiiom (allow) cpencrBam nepemewamocs (t0 Move) ot moaei,
KOTOpPBIC HEC  HMMCIOT  HWHBECTHIMOHHBIX  B03MONCHOCHEN
(opportunities), k TeMm, KOTOphIC HMEIOT TaKHE BO3MOXKHOCTH,
¢uHaHCOBBIE PBIHKU cnocobcmsyrom (contribute to) sxoroMudeckoit
saddexTtuBHocT. K momy oce (in addition), mepepacmpeneneHue
cpenctB npunocum npsmyio noawsy (directly benefits) morpeduremnsm,



nozeonsa (by allowing) uMm aenath MOKYIKH, KOTIa OHU HYH#COAIOMCS
6 Hux boavuie 6ceco (Nneed them most).

Unit 4 Reading Self — Control Test
Functions of Financial Markets and Financial

Intermediaries
1. Which of the following is the main idea of the text?
(A) Financial instruments.
(B) The classification of financial institutions.
(C) The structure of the financial system.
(D) The classification of financial markets.

2. What is most likely the audience the text is addressed to?
(A) bankers
(B) finance students
(C) newspaper readers
(D) financial managers

3. It can be derived from the text that financial markets and
financial intermediaries

(A) transfer funds from those who have a surplus of funds to those
who have a shortage of funds.

(B) transfer funds from lender-borrowers to savings-spenders.

(C) transfer funds from creditors who have investment opportunities
to those who don’t.

(D) transfer funds from individuals and institutions in the public and
private sectors who sell securities to those who buy them.

4. It can be inferred from the text that direct finance can be
defined as
(A) crediting funds by buying financial instruments.



(B) channeling funds from savers to borrowers without any
intermediation.

(C) channeling funds from savers to borrowers through
intermediation.

(D) borrowing funds by issuing financial instruments.

5. Judging by what you have derived from the text, which do you
think of the basic categorizations of financial markets is based on
the length of maturity of securities?

(A) primary markets — secondary markets

(B) debt markets — equity markets

(C) money markets — capital markets

(D) exchanges — over-the-counter markets

6. Judging by what you have derived from the text, which do you
think of the basic categorizations of financial markets is based on
whether the company issues claims to share in the net income and
assets or debt instruments?

(A) primary markets — secondary markets

(B) debt markets — equity markets

(C) money markets — capital markets

(D) exchanges — over-the-counter markets

7. It can be derived from the text that

(A) bonds, stocks, and mortgages are both securities and debt
instruments.

(B) common stocks often make periodic interest payments to their
holders.

(C) common stocks often make periodic dividend payments to their
holders.

(D) debt instruments periodically make dividend payments to their
holders.

8. It can be derived from the text that



(A) the direct financial route is considered the primary route for
moving funds from lenders to borrowers.

(B) exchanges are the most efficient intermediaries.

(C) common stocks are both securities and financial instruments.

(D) financial intermediaries can substantially reduce transaction costs.

9. Which of the following statements would the author most
probably disagree with?

(A) Capital markets market are composed of both the primary and
secondary markets.

(B) A stock exchange is an exchange where various commodities and
derived products are traded.

(C) Maturities on commercial paper rarely range any longer than 270
days.

(D) Common stocks provide ownership interest.

10. What is most likely the subject of the extract which is missing
from this text?

(A) Commercial banking.

(B) Basic features of different classes of financial intermediaries.

(C) Central banking.

(D) Remedies to asymmetric information problems.

Unit 4 Glossary

ASYMMETRIC INFORMATION: The inequality of knowledge that
each party to a transaction has about the other party. This often
happens in transactions where the seller knows more than the
buyer, although the reverse can happen as well. Potentially, this could
be a harmful situation because one party can take advantage of the
other party’s lack of knowledge. With increased advancements in
technology, asymmetric information has been on the decline as a
result of more and more people being able to easily access all types of
information.




BANKS: Financial institutions that accept deposits and make loans
(such as commercial banks, savings and loan associations, and credit
unions).

BOND: A debt security that promises to make payments
periodically for a specified period of time. Bonds are used by
companies, municipalities, states and U.S. and foreign governments to
finance a variety of projects and activities. Bonds are commonly
referred to as fixed-income securities and are one of the three main
asset classes, along with stocks and cash equivalents. The indebted
entity (issuer) issues a bond that states the interest rate (coupon) that
will be paid and when the loaned funds (bond principal) are to be
returned (maturity date). Interest on bonds is usually paid every six
months (semi-annually). The main categories of bonds are corporate
bonds, municipal bonds, and U.S. Treasury bonds, notes and bills,
which are collectively referred to as simply "Treasuries".
Two features of a bond - credit quality and duration - are the principal
determinants of a bond's interest rate. Bond maturities range from a
90-day Treasury bill to a 30-year government bond. Corporate and
municipals are typically in the three to 10-year range.

BRANCHES: Additional offices of banks that conduct banking
operations.

CAPITAL MARKET: A financial market in which longer-term debt
(maturity of greater than one year) and equity instruments are traded.
Individuals and institutions in the public and private sectors often sell
securities on the capital markets in order to raise funds. Thus, this type
of market is composed of both the primary and secondary markets.

COMMERCIAL BANK: A financial institution that provides services
such as a accepting deposits and giving business loans. Commercial
banking activities are different than those of investment banking,
which include underwriting, acting as an intermediary between an
issuer of securities and the investing public, facilitating mergers and




other corporate reorganizations, and also acting as a broker for
institutional clients.

COMMERCIAL PAPER: An unsecured, short-term debt instrument
issued by a corporation, typically for the financing of accounts
receivable, inventories and meeting short-term liabilities. Maturities
on commercial paper rarely range any longer than 270 days. The
debt is usually issued at a discount, reflecting prevailing market
interest rates. The maturity length of commercial paper is less than a
year, often 30, 60 or 90 days. The corporations who issue commercial
paper are usually the largest, most stable, and most profitable
businesses in the country.

COMMODITIES EXCHANGE: A commodities exchange is
an exchange where various commodities and derivatives products are
traded. Most commodity markets across the world trade in agricultural
products and other raw
materials (like wheat, barley, sugar, maize, cotton, cocoa, coffee,
milk products, pork bellies, oil, metals, etc.) and contracts based on
them. These contracts can include spot prices, forwards, futures and
options on futures. Other sophisticated products may include interest
rates, environmental instruments, swaps, or ocean freight contracts.
The two biggest commodity exchanges in good old U. S. of A. are the
Chicago Board of Trade and the Chicago Mercantile Exchange.
Unlike, let's say a grocery store where commodities physically trade
hands, commodity exchanges trade only legal ownership. This is
much like a stock market, which trades the ownership of a
corporation, but leaves the factory at home. Commodity markets offer
two basic sorts of trading -- spot (immediate delivery of a commodity)
and futures (delivery of a commodity at a future date).

COMMON STOCK: A security that gives the holder an ownership
interest in the issuing firm. This ownership interest includes the right
to any residual cash flows and the right to vote on major corporate
Issues.

CREDIT UNION: A financial institution that focuses on servicing the
banking and lending needs of its members, who must be linked by a
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common bond. These are member-owned financial co-operatives.
These institutions are 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 wunion's profitability. Credit unions are formed by large
corporations and organizations for their employees and members.

DEPOSIT INSURANCE: A program of guaranteeing, or insuring,
customers' deposits at a bank or similar institution. Since the 1930s
bank deposits have been insured by the Federal Deposit Insurance
Corporation (FDIC). Other programs have insured deposits at credit
unions and savings and loan associations. The FDIC works like this --
If a bank is unable to pay back all or part of its customers' deposits
because it has done something like go out of business, then the FDIC
steps in to make up the difference--up to a pretty hefty limit.

DIVIDEND: The portion of a corporation's after-tax accounting profit
that's paid to shareholders or owners. Corporate managers usually try
to pay the shareholders some minimum dividend that's comparable to
returns from other financial markets--such as the interest on
government securities or corporate bonds--to keep the owners from
selling off the company's stock. That portion of after-tax accounting
profit that's not paid out as dividends is typically invested in capital.

EFFICIENCY: Obtaining the most possible satisfaction from a given
amount of resources. Efficiency for our economy is achieved when we
cannot increase our satisfaction of wants and needs by producing more
of one good and less of another. This is one of the five economic
goals, specifically one of the two micro goals (the other being equity).

EQUITY: This has two, not totally unrelated, uses in our wonderful
world of economics. The first is as one of the two micro goals (the
other being efficiency) of a mixed economy. This use relates to the
"fairness™ of our income or wealth distributions. The second use of the
term equity means ownership, especially the ownership of a business
or corporation.



EUROBONDS: Bonds denominated in a currency other than that of
the country in which they are sold.

EUROCURRENCIES: Foreign currencies deposited in banks outside
the home country.

EURODOLLARS: U.S. dollars that are deposited in foreign banks
outside of the United States or in foreign branches of U.S. banks.

EXCHANGES: Secondary markets in which buyers and sellers of
securities (or their agents or brokers) meet in one central location to
conduct trades. An exchange is a marketplace in which securities,
commodities, derivatives and other financial instruments are traded.
The core function of an exchange - such as a stock exchange - is to
ensure fair and orderly trading, as well as efficient dissemination of
price information for any securities trading on that exchange.
Exchanges give companies, governments and other groups a platform
to sell securities to the investing public.
An exchange may be a physical location where traders meet to
conduct business or an electronic platform.

ECONOMIC EXPOSURE:  An exposure to fluctuating exchange
rates, which affects a company's earnings, cash flow and foreign
investments. The extent to which a company is affected by economic
exposure depends on the specific characteristics of the company and
its industry.

FINANCIAL INTERMEDIARIES: Institutions (such as banks,
insurance companies, mutual funds, pension funds, and finance
companies) that borrow funds from people who have saved and then
make loans to others.




FINANCIAL INTERMEDIATION: The process of indirect finance
whereby financial intermediaries link lender-savers and borrower-
spenders.

FINANCIAL MARKETS: Markets in which funds are transferred
from people who have a surplus of available funds to people who have
a shortage of available funds.

INSIDER TRADING: It is the trading of a corporation's stock or
other securities (e.g. bonds or stock options) by individuals with
potential access to non-public information about the company. In most
countries, trading by corporate insiders such as officers, key
employees, directors, and large shareholders may be legal, if this
trading is done in a way that does not take advantage of non-public
information. However, the term is frequently used to refer to a
practice in which an insider or a related party trades based
on material non-public information obtained during the performance
of the insider's duties at the corporation, or otherwise in breach of
a fiduciary or other relationship of trust and confidence or where the
non-public information was misappropriated from the company.

INSURANCE: Transferring risk to others. The need for insurance
occurs because people tend to be risk averse in many circumstances.
As such, most of us are willing to pay for certainty. Those who satisfy
this need for insurance, insurance companies for example, do so
because they can pool risk. If insurance companies know the chance
of some loss (an accident, illness, or whatever) and its cost, then they
can divide this cost among a large group of risk averse types. The
insurance company agrees to pay the cost of the loss and each of the
risk averse types pay a risk premium, but get the peace of mind that
goes with certainty.

INVESTMENT BANKS: Firms that assist in the initial sale of
securities in the primary market (underwriting). Financial
intermediaries that perform a variety of services. This includes
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underwriting, acting as an intermediary between an issuer of securities
and the investing public, facilitating mergers and other corporate
reorganizations, and also acting as a broker for institutional clients.
The role of the investment bank begins with pre-underwriting
counseling and continues after the distribution of securities in the form
of advice.

MONEY MARKET: A financial market in which only short-term
debt instruments (maturity of less than one year) are traded.
A segment of the financial market in which financial instruments with
high liquidity and very short maturities are traded. The money
market is used by participants as a means for borrowing and lending in
the short term, from several days to just under a year. Money market
securities consist of negotiable certificates of deposit (CDs), bankers
acceptances, U.S. Treasury bills, commercial paper, municipal notes,
federal funds and repurchase agreements (repos).The money market is
used by a wide array of participants, from a company raising money
by selling commercial paper into the market to an investor purchasing
CDs as a safe place to park money in the short term.

MONEY MARKET MUTUAL FUNDS: Funds that accumulate
investment dollars from a large group of people and then invest in
short-term securities such as Treasury bills and commercial paper.

MORTGAGE: A long-term loan secured by real estate.

MUTUAL BANK: A bank owned by depositors.

MUTUAL SAVINGS BANK: A type of thrift institution, originally
designed to serve low-income individuals, that historically invested in
long-term, fixed-rate assets such as mortgages. Initiated in 1816, the
first mutual savings banks (MSBs) were the Philadelphia Saving
Society and Boston's Provident Institution for Saving. Most MSBs
were located in the Mid-Atlantic and industrial Northeast regions of



the United States. By 1910, there were 637 of these institutions. MSBs
were generally very successful until the 1970s. During the 1980s,
regulations governing what they could invest in and what rate of
interest they could pay to customers combined with rising interest
rates to cause massive losses for MSBs. Consequently, many MSBs
failed in the 1980s; others merged, became commercial banks or
converted to stock form.

NEW YORK STOCK EXCHANGE: The largest stock market in the
United States, located on the famous Wall Street in New York City.
This is the big daddy of all stock markets in the country, often referred
to as the "big board." It was begun in the 1790s to help fledgling
corporations in our fledgling country raise the funds needed for capital
investment. All stock transactions (millions each day) are conducted
by its members, making membership a very valuable commodity. It
currently has slightly over a 1,000 members or "seats," with the only
way to get a seat on the exchange from a retiring or deceased member.

OVER-THE-COUNTER MARKET: A secondary market in which
dealers at different locations who have an inventory of securities stand
ready to buy and sell securities to anyone who comes to them and is
willing to accept their prices. A decentralized market of securities not
listed on an exchange where market participants trade over the
telephone, facsimile or electronic network instead of a physical
trading floor. There is no central exchange or meeting place for this
market. Also referred to as the "OTC market". In the OTC
market, trading occurs via a network of middlemen, called dealers,
who carry inventories of securities to facilitate the buy and sell orders
of investors, rather than providing the order matchmaking service seen
in specialist exchanges such as the NYSE.

PREFERRED STOCK: Stock on which a fixed dividend must be
paid before common dividends are distributed. It often does not
mature and usually does not give the holder voting rights in the
company.




PRIMARY MARKET: A financial market in which new issues of a
security are sold to initial buyers. A market that issues new securities
on an exchange. Companies, governments and other groups obtain
financing through debt or equity based securities. Primary markets are
facilitated by underwriting groups, which consist of investment banks
that will set a beginning price range for a given security and then
oversee its sale directly to investors. Also known as "new issue
market" (NIM).

REGULATION: Government rules or laws that control the activities
of businesses and consumers. The motivation for regulation is that
businesses are inclined to do things that are harmful to the public--
actions which need to be prevented or otherwise controlled.
Regulation is essentially an extension of government's authority to
protect one member of society from another. It tends to take one of
two forms--(1) industry regulation that's intended to prevent firms
from gaining and abusing excessive market control and (2) social
regulation that seeks to protect consumers for problems caused by
pollution, unsafe products, and the lack of information (market
failure).

RISK SHARING: The process by which financial intermediaries
create and sell assets with risk characteristics that people are
comfortable with and then use the funds they aquire by selling these
assets to purchase other assets that may have far more risk.

SAVINGS AND LOAN ASSOCIATION: A depository institution
chartered by the Federal Home Loan Bank that was established to
assist home owners with low-cost mortgage loans using savings
deposits. However, S&Ls have expanded their activities and now
provide most of the services of traditional banks, including checkable
deposits.

SECONDARY MARKET: A financial market in which securities
that have previously been issued can be resold. A market where




investors purchase securities or assets from other investors, rather than
from issuing companies themselves. The national exchanges - such as
the New York Stock Exchange and the NASDAQ are secondary
markets. Secondary markets exist for other securities as well, such as
when funds, investment banks, or entities such as Fannie Mae
purchase mortgages from issuing lenders. In any secondary market
trade, the cash proceeds go to an investor rather than to the underlying
company/entity directly.

SECURITY: A claim on the borrower’s future income that is sold by
the borrower to the lender. Also called a financial instrument.

SECURITIES AND EXCHANGE COMMISSION: (SEC) A federal
government agency that regulates the trading of corporate stock to
protect investors against unscrupulous practices. Like a number of
other federal regulatory agencies, the SEC was established in the
1930s--1934 to be exact. The impetus for its formation was to prevent
investors from manipulating the stock market and to prevent other
practices that contributed to the 1929 stock market crash. The SEC has
all sorts of rules governing the stock market, including information
disclosure, insider trading, speculation, and use of credit.

STOCK MARKET: A financial market that trades ownership shares
in corporations--corporate stock. The three best known, national stock
markets in the United States are the New York Stock Exchange, the
American Stock Exchange, and the National Association of Securities
Dealers. There are also a few regional markets--the Chicago,
Philadelphia, and Pacific exchanges are the most notable that trade
stock on a smaller scale. Other countries that use corporations to
produce stuff, all of the industrialized ones, also have stock markets.
The biggest and most worthy of attention are in Tokyo, London,
Toronto, Frankfurt, and Paris. Stock markets play a vital role in our
economy, making it possible for businesses to raise the large sums of
money needed for investment.

STOCK: A variable or measurement that is defined for an instant in
time (as opposed to a period of time). A stock can only be measured at



a specific point in time. For example, money is the stock of production
that exists right now. Other important stock measures are population,
employment, capital, and business inventories.

T-BOND: The abbreviation for Treasury bond, which is one kind of
government security issued by the U. S. Treasury to obtain the funds
used to finance the federal budget deficit. A Treasury bond (or T-
bond) has a maturity length of over 10 years, with 15 and 30 years
common maturities. T-bonds, together with other long-term bonds
issued by state and local governments and businesses, are traded in
capital markets. The interest rate on T-bonds is a key long-run interest
rate.

T-NOTE: The abbreviation for Treasury note, which is one kind of
government security issued by the U. S. Treasury to obtain the funds
used to finance the federal budget deficit. A Treasury note (or T-note)
has a maturity length of between one and 10 years.

THRIFT INSTITUTIONS (THRIFTS): Savings and loan
associations, mutual savings banks, and credit unions. Non-profit
depository financial institutions that were originally established to
provide limited banking services, often to specific groups, that were
not adequately offered by traditional banks. The three primary thrift
institutions are credit unions, savings and loan associations, and
mutual savings banks. In recent decades these thrift institutions have
broaden the range of financial services, especially offering checkable
deposits, and thus operate as banks. In particular, they come under the
same monetary policy regulation as traditional banks.

TRANSACTION COSTS:  The time and money spent trying to
exchange financial assets, goods, or services. Costs incurred when
buying or selling securities. These include brokers' commissions and
spreads (the difference between the price the dealer paid for a security
and the price at which it can be sold).
Also referred to as "transaction fees."




TREASURY BILLS (T-bills): Securities sold by the federal
government with initial maturities of less than one year. They are
often considered the lowest-risk security available.

UNDERWRITING: Guaranteeing prices on securities to
corporations and then selling the securities to the public. 1. The
process by which investment bankers raise investment capital from
investors on behalf of corporations and governments that are issuing
securities (both equity and debt). 2. The process of issuing insurance
policies. The word "underwriter" is said to have come from the
practice of having each risk-taker write his or her name under the total
amount of risk that he or she was willing to accept at a specified
premium. In a way, this is still true today, as new issues are usually
brought to market by an underwriting syndicate in which each firm
takes the responsibility (and risk) of selling its specific allotment.

WEALTH:  All resources owned by an individual, including all
assets.

WELFARE: An assortment of programs that provide assistance to the
poor. The cornerstone of our welfare system is Aid to Families with
Dependent Children (AFDC), which was created by the Social
Security Act (1935). It provides cash benefits to assist needy families
with children under the age of 18. Funding comes partly from the
federal government and partly from states. Because states also
administer their own programs, benefits and qualification criteria
differ from state to state. A second part of the welfare system, one
that's run entirely by the federal government, is Supplemental Security
Income (SSI). This program provides cash benefits to elderly, blind,
and disabled in addition to any benefits received through the Social
Security system. Our welfare system includes a whole bunch of
additional benefits, including Medicaid, food stamps, low-cost
housing, school lunches, job training, day care, and earned-income tax
credits.




