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Unit 1  Money and Interest
Case

David was offered a well-paid job but the company was twenty miles away from his home, so he decided to buy a car. Since he had been working for only two years with almost no savings, he planned to buy in installments. He went to several car dealers to find out the best loan he could get. Most car dealers would finance through a bank or through the carmaker’s financial company, and the rates, just like car prices, were in competition. 

David finally found a rate he was satisfied with, but in the following month, he found that the rate had declined. Though he felt satisfied with the deal he got, he wondered what factors would influence interest rates.

Questions

1. Do you know why there are different types of interest rates?

2. Can you help David figure out the factors that influence interest rates?

Preview
Previewing, which gives you an overview of the text, is mental preparation for reading. It increases both reading comprehension and speed. Efficient readers generally preview before reading a text thoroughly. Previewing can take from 30 seconds to 10 minutes, depending on the length of the reading material. In this text, previewing includes skimming, scanning and guessing the meaning of some words from the context.
Skimming
Skimming involves quickly looking over the reading material in order to gain a general idea of the text. You are supposed to glance at the title, headings (if there are any) / the first and last paragraphs, and the topic sentence of each paragraph. If there are illustrations, cartoons, graphic aids, or sources, briefly glance at them as well. 
Skim the following text quickly to answer the following questions and discuss your answers with your partners.
1. What are the two essential ideas that dominate the monetary system?
  ____________________________________________________________________
  ___________________________________________________________________.
2. What are the two types of money mentioned in the text?

  ____________________________________________________________________

  ___________________________________________________________________.

3. What are the factors that affect interest rates?

  __________________________________________________________________

  __________________________________________________________________.

4. What is the relationship between interest rates and business?

  ___________________________________________________________________

  __________________________________________________________________.

5. What are the goals of the Federal Reserve’s monetary policy?
  __________________________________________________________________
  __________________________________________________________________.
Scanning
Scanning involves quickly looking over the reading material in order to find specific information. You should glance over each part, trying to find the key word or words for the question. After you have located the answer, read the sentence carefully. 
Scan the following text quickly to find the specific information.
1. What is the oldest form of currency?

  _________________________________________________________________
  _________________________________________________________________.
2. What is the first form of paper currency in England?

  _________________________________________________________________
  _________________________________________________________________.
3. When did “modern” banking begin in England?

  _________________________________________________________________
  _________________________________________________________________.
4. What are primary reserves made up of?

  _________________________________________________________________
  _________________________________________________________________.
5. What kind of rates does the Federal Reserve control?

  _________________________________________________________________
  _________________________________________________________________.
6. How are money supply and the economy related to interest rates?

  _________________________________________________________________
  _________________________________________________________________.
7. What resources can a bank use to create money?
  _________________________________________________________________
  _________________________________________________________________.
8. How does the Federal Reserve achieve its monetary policy?
  _________________________________________________________________
  _________________________________________________________________.
Vocabulary in Context
Guessing the meaning of new or unfamiliar words by using context clues is an important reading skill. It is not necessary to guess the precise meaning; a general idea will enable you to proceed with your reading. The context includes the meanings of the individual words in the sentences as well as the overall meaning of the sentences or paragraph. 
Read the following sentences and try to guess the meaning of the italicized words by using the context. Then replace the italicized words with synonyms (words or phrases that have nearly the same or similar meanings).
1.  Although the monetary system has remnants from long ago, it is also a modern “agreement” dating from the 1930s.
Although the monetary system has ____________ from long ago, it is also a modern “agreement” dating from the 1930s. 

2.  If you and some friends agreed to use certificates you made for value between you, and you all abided by that convention, your currency system would work. 
If you and some friends agreed to use certificates you made for value between you, and you all abided by that ____________, your currency system would work.
3.  There is no longer silver in a quarter, though everyone agrees that it is worth 25 percent of a dollar. 
   There is no longer silver in a ____________, though everyone agrees that it is worth 25 percent of a dollar.

4.  Your deposits are liabilities for the bank that holds them, because the bank will have to give your money back to you. 
Your deposits are ____________ for the bank that holds them, because the bank will have to give your money back to you.
5.  Interest rates are the primary way banks make money and the focal point of almost everything they do. 
Interest rates are the primary way banks make money and the ____________ point of almost everything they do.

6.  When rates drop, more credit is accessible, and the economy tends to gather speed. 
When rates drop, more credit is ____________, and the economy tends to gather speed.
7.  The Fed does indeed attempt to nudge rates up and down in the interest of its monetary policy. 
The Fed does indeed attempt to ____________ rates up and down in the interest of its monetary policy.

8.  Both savers and investors look for higher rates when they fear that inflation will erode the value of what they earn. 
Both savers and investors look for higher rates when they fear that inflation will ___________ the value of what they earn.

9.  Banks are constantly monitoring and adjusting their reserves to make sure they can cover their liabilities. 
Banks are constantly __________ and adjusting their reserves to make sure they can cover their liabilities.

10.  If rates rise, it discourages borrowing, so lending activity slows. When rates fall, banks may feel sage to lend more to earn money. 
If rates rise, it discourages borrowing, so lending activity slows. When rates fall, banks may feel ____________ to lend more to earn money. 

Text
Money and Interest Rate
The Nature of Money
To understand where the money supply1 comes from, how it moves, and how banks and the Federal Reserve2 influence it, you need to understand what money in the United States really is. Although the monetary system3 has remnants from long ago, it is also a modern “agreement” dating from the 1930s. Two essential ideas dominate the monetary system. One is the idea of fiat money, and the other is the idea of a fractional-reserve system.
Two Types of Money
Why does money have value? Money is a medium of exchange—something with an agreed-upon value used for trade. Today that agreed-upon value is strictly a convention of the government and has no necessary relationship to the value of gold, silver, bushels of grain, feathers, or any other commodity. A dollar is worth a dollar because everyone agrees that it is, not because it is backed by an amount of precious metal somewhere. Historically, there are two types of monetary systems.
Commodity money is based on some items of value, for example, gold or precious stones. Coins, the oldest form of currency, had some value because of the metal in them. Bank notes were originally issued to represent holdings of precious metal and became the first paper currency. The notes had value because they could be exchanged for an actual amount of a valuable commodity. Although many of the symbolic ideas and concepts associated with commodity money remain in play, commodity money is not generally in use today.
Fiat money is money that is deemed legal tender4 by the government, and it is not based on or convertible into a commodity. The word “fiat” refers to any order issued by legal authority, and in the case of money, the authority is the Federal Reserve as created by Congress5. Take a look at a dollar bill. It announces that it is a Federal Reserve note. The cost to make a dollar bill is only a little more than four cents, and you cannot take Federal Reserve notes to the bank and exchange them for gold or silver. What makes Federal Reserve notes valuable is that they are the only kind of money the government will accept for payment of taxes and for payment of debts related to court actions. They are, in short, the official currency of the United States.
Fiat money makes sense as a medium of exchange. If you and some friends agreed to use certificates you made for value between you, and you all abided by that convention, your currency system would work. In the case of the national system, the government enforces what is acceptable currency, and the Federal Reserve, banks, and market influence its value. In any case, there is no longer silver in a quarter, though everyone agrees that it is worth 25 percent of a dollar.
The Fractional-Reserve System
One of the key concepts in understanding how money is created and manipulated arose almost a thousand years ago. Some people say “modern” banking began in England around 1200. At that time, people began to pay goldsmiths to store precious metals safely. The goldsmiths charged a fee for this service. When people left gold or silver, the goldsmiths gave them receipts, indicating that the holder of the receipts had deposited a certain quantity. Soon, people began to use these receipts as a medium of exchange, because trading them was a lot simpler than going to the goldsmiths, getting the gold, and giving it to the person owed. It was easier just to give the receipt. These receipts were the first bank notes in England, and became a form of paper currency.
The goldsmiths quickly got into the business of lending the gold and silver they had on deposit, charging interest for the loans. That business was good, so goldsmiths began to pay interest to attract deposits, and thus spread6 was born.
The goldsmiths also noticed something else. Not everyone wanted their gold back at the same time. Therefore, the goldsmiths adopted a fractional reserve system whereby they needed to keep back, or reserve, only a fraction of the total gold that had been deposited — just enough to cover those who might want to withdraw their gold. They could also lend notes, thus making circulation eventually exceeded the reserves of gold that the goldsmiths actually held. In effect, money was “created” without changing the amount of gold.
Although what the goldsmiths noticed was based on a system of commodity money, some of the same principles apply today. First, even though Federal Reserve notes are fiat money, money is created in more or less the same way. Second, a fractional-reserve system is still in use today, and adjusting its requirements in one way that the Federal Reserve controls the money supply.
How Money is Created
How money is created and how currency is printed are two different things. The Bureau of Engraving and Printing7 performs the task of printing currency. No matter how much the Bureau prints, it isn’t actually considered part of the money supply until the Federal Reserve System calls for it. Money is actually created by the interaction of the demand for it, banks’ use of it, and the Federal Reserve’s supply and control of it. 
Banks and other financial institutions play a key role in the creation of money by transacting their business. Banks earn much of their profit by lending. The lending function, however, does much more than earn money for the bank and its stockholders. Because of the function of the Federal Reserve and the banking system as a whole, banks actually “create” and circulate money as they do business.
Deposits and Reserves
Your deposits are liabilities for the bank that holds them, because the bank will have to give your money back to you. In order to guarantee that the bank will have money on hand to cover its liabilities, the Federal Reserve requires banks to hold money in reserve. Only a portion of the total amount of deposits is required to be reserved. Primary reserves consist of cash on hand, deposits that may be due from other banks, and the percentage required by the Federal Reserve System, either held in the vault or on deposit in the District Reserve Bank8 for the area. A bank may have other reserves as well called secondary reserves. These include securities the bank purchases from the Federal government, usually in the form of government securities. Those reserves held by a bank beyond its reserve requirement are called excess reserves. The excess reserves are the resources a bank uses to create money through its business transactions.
The Multiplier Effect
To understand the role banks play in creating money, consider again the fractional-reserve system. Remember that a bank needs to keep on hand only part of its total liabilities, and that liabilities always exceed reserves. This fractional-reserve system works just as it did for the goldsmiths long ago. Money on deposit, minus the reserve requirement, can be loaned to customers. When it is, it creates new deposits, which also go out to customers as loans and create more deposits, thus expanding the amount of money in the system. This phenomenon is called the multiplier effect. 
Interest Rates and Business
Interest rates are the primary way banks make money and the focal point of almost everything they do. Bankers are not creating money purely from the goodness of their hearts. Banks are businesses, and businesses depend on profit to survive. The money supply and the economy are linked closely to interest rates. Generally, when rates are high, money is said to be “tight” and business tends to slow, because it costs more to acquire capital. When rates drop, more credit is accessible, and the economy tends to gather speed. Interest rates play a critical role in determining what the economy is doing.
Factors Affecting Interest Rates
Contrary to what many people believe, the Federal Reserve does not decide interest rates, but its actions influence them. The Fed does indeed attempt to nudge rates up or down in the interest of its monetary policy9, but forces that determine interest rates are not completely under the Fed’s control.
Market forces determine most interest rates. Banks are free to charge whatever rates they want for most of their transactions with customers (within limits), but it is a balancing act. Setting a higher rate for a loan does bring in more income, but it also tends to drive away business. Banking is more fiercely competitive than ever, and the lower the rate banks can charge, the more customers they are likely to have.
The economic conditions at large help determine interest rates, too. If the demand for capital is high, interest rates tend to rise like any other prices. If they rise too far, demand falls off. The inflation outlook influences rates as well, as both savers and investors look for higher rates when they fear that inflation will erode the value of what they earn. Bankers are no different from any other investors in this regard.
The cost of money itself is a factor, and here the Federal Reserve’s monetary policy matters. The Federal Reserve does control two rates.

The federal funds rate is the amount of interest charged for short-term interbank loans10. Banks are constantly monitoring and adjusting their reserves to make sure they can cover their liabilities, both those required by the Federal Reserve and those that occur in day-to-day banking. They often borrow or lend funds to each other to make those adjustments. The Fed influences the interest rates on these loans through its open market operations11 with Treasury securities12.

The discount rate is the interest rate that the Federal Reserve sets and charges for loans to member banks13. This rate is not to be confused with the prime rate, which is the rate that banks charge their best and most reliable customers. The prime rate is usually the same among major banks, and movement in it often follows movement of the discount rate, but they are not the same thing. 
Changes in these rates affect the amount of money banks are willing to borrow to maintain reserves. If rates rise, it discourages borrowing, so lending activity slows. When rates fall, banks may feel sage to lend more to earn more. The goal of these rates is to implement monetary policy by affecting reserves, which in turn affect the money supply, which affects the economy. 
Monetary Policy and Interest Rates
The goals of the Federal Reserve’s monetary policy are to maintain economic growth, to stabilize prices, and to help international payments flow. Adjusting reserves, setting the discount rate, and influencing the federal funds rate are its tools for achieving policies.
The Federal Reserve sets the discount rate, but it only influences the federal funds rate. Using open market operations, the Fed buys and sells government securities, paying for them by making a deposit in the selling bank’s Federal Reserve account. When it sells the securities to dealer banks, it withdraws their cost from the dealer’s account at the Federal Reserve. In this way, reserves are increased or decreased, affecting the rate that banks charge each other for interbank loans. The Federal Reserve may buy or sell securities to yield a higher rate than the federal funds rate in order to achieve its goals, without taking gain or loss into consideration.
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货币政策
Notes on the Text
1.  money supply — all the money in circulation and held by banks and individuals in a given country’s economy at a given time.
2.  the Federal Reserve — It is the central bank for the United States banking system and the institution that holds the primary responsibility for the making and execution of American monetary policies. It is a combination of government power and private ownership and control. it is set up like a private corporation, with member banks holding stock in their district reserve bank, but the President appoints the Board of Governors. The Congress compromises on a mix of private and public interests for the Federal Reserve, and that mix is intended to serve the interest of the nation at large. The Federal government appropriates no money for the Federal Reserve. Its income is derived from financial services and interest on loans to its member banks. Any money made above the cost of providing services is turned over to the U.S. Treasury.
3.  monetary system — a set of policy tools and institutions through which a government provides money and controls the money supply in an economy.
4.  legal tender — It is a medium of payment allowed by law or recognized by a legal system to be valid for meeting a financial obligation. Paper currency and coins are common forms of legal tender in many countries. (法定货币)
5.  Congress — the United States Congress which is the bicameral legislature of the federal government, consisting of the Senate and the House of Representatives.
6.  spread — the difference between what a bank pays in interest and what it receives in interest.(利息差价幅度)
7.  the Bureau of Engraving and Printing(B.E.P.) — It is a government agency within the United States Department of the Treasury that designs and produces a variety of security products for the United States government, most notable of which is paper currency for the Federal Reserve. In addition to paper currency, the B.E.P. produces Treasury securities, military commissions and award certificates, invitations and admission cards, and many different types of identification cards, forms, and other special security documents for a variety of government agencies. The B.E.P. does not produce coins; all coinage is produced by the United States Mint. 

8.  District Reserve Bank — The Federal Reserve consists of twelve regional District Reserve banks, located in Atlanta, Boston, Chicago, Cleveland, Dallas, Kansa City, Minneapolis, New York, Philadelphia, Richmond, San Francisco, and St. Louis, which carry out banking functions for government offices in their area, examine member banks in the district, decide whether to loan banks funds, recommend interest rates and implement policy decisions of the Board of Governors.
9.  monetary policy — It is that part of the government’s economic policy which tries to control the size of the total stock of money (and other highly liquid financial assets that are close substitutes for money) available in the national economy in order to achieve policy objectives that are often partly contradictory: controlling the rate of increase in the general price level (inflation), speeding up or slowing the overall rate of economic growth (mainly by affecting the interest rates that constitute such a large share of suppliers’ costs for new investment but partly by influencing consumer demand through the availability of consumer credit and mortgage money), managing the level of unemployment (stimulating or retarding total demand for goods and services by manipulating the amount of money in the hands of consumers and investors), or influencing the exchange rates at which the national currency trades for other foreign currencies (mainly by pushing domestic interest rates above or below foreign interest rates in order to attract or discourage foreign savings from entering or leaving domestic financial markets). Monetary policy is said to be “easy”, “loose” or “expansionary” when the quantity of money in circulation is being rapidly increased and short-term interest rates are thus being pushed down. Monetary policy is said to be “tight” or “contractionary” when the quantity of money available is being reduced (or else allowed to grow only at a slower rate than in the recent past) and short-term interest rates are thus being pushed to higher levels.

10.  interbank loans — It is loans between banking institutions, with terms ranging from overnight to one week. Interbank loans are facilitated to cover liquidity requirements set by a regulatory agency. In instances where a bank has a shortage of liquid assets, it borrows from other banks whose liquid assets are in excess than that required. (银行同业拆款)
11.  open market operations — It is any of the purchases and sales of government securities and sometimes commercial paper by the Central Bank in the open market as part of its efforts to influence the size of the money supply and the levels of interest rates. The Central Bank’s decision to buy up government debt instruments represents an expansionary monetary policy, while sales of government debt instruments by the Central Bank represents a contractionary monetary policy. (公开市场操作)
12.  treasury securities — including Treasury bills, notes, and bonds, are debt obligations issued by the United States’ Department of Treasury
13.  member banks — It is any bank that is part of the Federal Reserve System. In the United States, all national banks must be member banks of the Federal Reserve System. They must purchase stock in the District Reserve Banks in their regions. This stock cannot be bought or sold, and it does not offer control of the District Reserve Bank. It does convey voting rights for directors of the District Bank, and it also pays a 6 percent dividend. State-chartered banks are not required to be member banks, although they may choose to do so if they meet the requirements. 
Exercises
I. Reading Comprehension.
Read the text carefully and decide whether the following statements are true (T) or false (F).
___ 1.  Fiat money is not backed by commodity reserves but it is money because the government says it is.
___ 2.  Lowering the discount rate has the effect of making it less expensive for commercial banks to borrow from the central banks. 
___ 3.  The Federal Reserve sets both the federal funds rate and the discount rate.
___ 4.  The key factor that decides how much a bank can lend is the amount of its excess reserves.
___ 5.  The lending ability of a bank increases when the Fed sells government securities in the open market.
II. Vocabulary Building.
A. Match the term in Column A with the definition in Column B.
	1.  commodity money
	a.  interest rate that the Fed charges for loans to member banks

	2.  discount rate
	b.  currency based on some item of value, such as gold or precious stones

	3.  federal funds rate

	c.  interest rate banks charge their best and most reliable customers

	4.  fiat money
	d.  cash on hand, deposits due from banks, and the percentage required by the Fed

	5.  fractional-reserve system
	e.  phenomenon that creates new deposits from lending

	6.  multiplier effect
	f.  interest charged for short-term, interbank loans

	7.  primary reserves
	g.  money deemed legal tender by the government, but not based on or convertible into a commodity

	8.  prime rate
	h.  securities the bank purchased from the government

	9.  secondary reserves
	i.  practice of reserving only part of a deposited quantity

	10. money supply
	j.  liquid assets held by banks and individuals


B.  Complete the following sentences with the words given in the box and change the form of the words where necessary.
	   implement

access

dominate

liquidity

issue

enforce


   tight


adjust

guarantee

loose

monitor

stable


1. An association of bankers has been established to ___________ self-discipline of the banking industry.

2. The establishment of a unified inter-bank money market in 1996 in China facilitated better ___________ adjustment for financial institutions. 

3. South Korea’s economy and its stock market are __________ by dozens of financially complex, family-run multinational conglomerates that have been central to the nation’s rise on the global stage.

4. The primary capital market mainly deals with the _________ of new securities.

5. The PBC relies on required reserve ratio, interest rate ___________ and open market operations as its major monetary policy tools.

6. The establishment of a comprehensive risk ____________ and warning system can strengthen banking supervision and enhance bank’s capacity for prudential management.
7. The company has decided to intensify the ___________ of penalties on those responsible for taking excessive risks and causing serious losses.

8. The banks with extensive overseas branch networks will be required to ___________ the new Basel Capital Accord in due course.
9. The safety and availability of liquid funds for transactions and other purposes are essential for the ____________ and efficiency of the financial system.

10. Since the late 1990s, more and more private companies in China _________ to the securities and futures markets.

III. Cloze. 
There are 10 blanks in the following two passages. For each blank there are four choices marked A, B, C and D. You are supposed to choose the best answer.
Passage 1

Reserve requirements are a percentage of commercial banks’ and other depository institutions’ demand deposit liabilities (i.e. chequing accounts) that must be (1)  ________ on deposit at the Central Bank as a requirement of Banking Regulations. Though seldom used, this percentage may be changed by the Central Bank at any time, thereby affecting the money supply and credit conditions. If the reserve requirement percentage is (2) __________, this would reduce the money supply by requiring a (3) __________ percentage of the banks, and depository institutions, demand deposits to be held by the Central Bank, thus taking them out of supply. As a result, an increase in reserve requirements would increase interest rates, as less currency is (4) __________ to borrowers. This type of action is only performed occasionally as it affects money supply in a major way. Altering reserve requirements is not merely a short-term corrective measure, (5) _________ a long-term shift in the money supply.

(1)  A. put


B. stored


C. kept


D. remained
(2)  A. increased

B. risen


C. decreased

D. lowered
(3)  A. small


B. smaller

C. large


D. larger
(4)  A. accountable

B. available

C. acceptable

D. allowed
(5)  A. but


B. or


C. and


D. though
Passage 2

The function of the Federal Reserve System is to regulate money and credit by buying and selling government securities, thereby influencing (6) __________ of recession and inflation. (7) __________, the Fed cooperates with the Department of the Treasury to issue new coins and paper notes to bank and (8) __________ in international financial policies through member banks overseas.

The Fed includes twelve district reserve banks and branches, all national commercial banks and credit unions, as well as several committees and councils, including the powerful Board of Governors appointed by the President.

Because of its powerful membership, the Fed has been compared (9) __________ a fourth branch of government, but the President’s policies are usually (10) __________. 

(6)  A. stages


B. phases


C. periods

D. times

(7)  A. However

B. Moreover

C. Instead

D. Therefore

(8)  A. participates

B. involves

C. joins


D. engages

(9)  A. with


B. to



C. for


D. as

(10)  A. implemented
B. adapted

C. guaranteed

D. carried on

IV. Translate the following sentences into English.

1. 商业银行提高房贷利率后，通过按揭购房的人每月需还的房贷费用增加。(charge)
2. 中国人民银行是中华人民共和国的中央银行，其主要使命是制定和执行货币政策，监管规范金融业。(implement)
3. 在20世纪30年代大萧条发生之前，许多经济学家往往认为一个经济体其内部是稳定的，因为它有着很强的自我纠错的倾向。(tend to)
4. 非银行金融机构主要由信托投资公司、资产管理公司、证券公司、财务公司、保险公司和许多城市、农村的信用合作社组成。(consist of)
5. 人们普遍认为世界上最早由国家发行的纸币始于大约公元960年的中国，当时中国的宋朝因为铜材短缺限制了铜币的发行，开始发行纸币。(date from)
V. Translate the following paragraphs into Chinese.
1. The Federal Reserve System, commonly called the Fed, is an independent agency of the United States government charged with overseeing the national banking system. Since 1913, the Federal Reserve System has served as the central bank for the United States. The Fed’s primary function is to control monetary policy by influencing the cost and availability of money and credit through the purchase and sale of government securities. If the Federal Reserve provides too little money, interest rates tend to be high, and borrowing is expensive, so business activity slows down. If there is too much money, interest rates decline, and borrowing can lead to excess demand, pushing up prices and fueling inflation. 
2. The People’s Bank of China cut interest rates last week for the first time since December 2008. Its one-year lending rate now stands at 6.31%, which still leaves room for further cuts to help soften the economic slowdown. Industrial production grew by 9.3% in the year to April, its slowest rate since 2009, but growth picked up to 9.6% in May. China’s inflation rate also leaves room for a looser monetary policy. Consumer prices rose by only 3% in the year to May, down from 3.4% in April, the slowest rate since June 2010. That is well below the 4% threshold that has traditionally worried the government. 

VI. Self-Testing.
1. The primary function of money is to serve as __________.

  A. a medium of exchange




B. a means of payment

  C. a unit of account





D. all of the above

2. Which of the following statements about the interest rate is correct ? 
  A. The interest rate is determined in the goods market and has an influence on the money market.

  B. The interest rate is determined in the goods market and has no influence on the money market.

  C. The interest rate is determined in the money market and has no influence on the goods market.

  D. The interest rate is determined in the money market and has an influence on the goods market.

3. The central bank can control the following EXCEPT __________.
  A. the discount rate





B. the federal fund rate

  C. reserve requirement ratio



D. prime rate

4. The main function of the PBC is to __________. 

  A. conduct monetary policy



B. prevent and dissolve financial risks

  C. maintain financial stability



D. all of the above

5. Which of the following is NOT the indirect instrument for implementing monetary policy? 
  A. Required reserve ratio.




B. Credit ceilings.
  C. Interest rate adjustment.




D. Open market operations.
6. A decrease in the money supply usually __________ the interest rate and __________ aggregate demand.

  A. increases…increases




B. increases…decreases

  C. decreases…increases




D. decreases…decreases

7. To combat inflation, central banks tend to __________ government securities and __________ the discount rate.

  A. sell … raise

B. sell … lower 

C. buy … lower

D. buy … raise

8. The higher the required reserve ratio, __________.

  A. the larger the deposit expansion multiplier

  B. the smaller the deposit expansion multiplier

  C. the more excess reserves a bank can use to create money

  D. the more money a bank has to lend to its customers

9. The most flexible tool of monetary policy is __________.

  A. adjusting reserve requirement ratio

B. setting the discount rate

  C. influencing open market operations

D. raising taxes

10. Assume a reserve rate of 25%, the multiplier effect will be __________, and the original deposit of 20,000 can create up to __________ of new deposits. 

   A. 3 … 60,000

B. 4 … 80,000


C. 5 … 100,000

D. 2 … 40,000
VII. Writing.
Please write a letter to Balek Bank in English as fallows.
1. 希望与贵行建立代理行关系。
2. 我方很高兴看到在过去几年里两国之间的贸易在快速增长。为了快速处理两国之间日益增加的银行业务，我方很乐意与贵行建立代理行关系。
3. 出于这一良好的意愿，我方随函附上我们2018年的年度报告供参考。
4. 盼佳音。
Supplementary Reading 
Federal Reserve Hikes Rates for Third Time This Year
By Donna Borak
(www. cnnmoney.com, September 26, 2018)
The decision, which was expected, is a sign of increased confidence in the US economy. Unemployment is low, economic growth is strong and inflation is relatively stable.

Policymakers under Chairman Jerome Powell unanimously agree to raise the federal funds rate a quarter percentage point, to a range of 2% to 2.25 %. The rate helps determine rates for mortgages, credit cards and other consumer borrowing.

“Our economy is strong,” Power said at a press conference on Wednesday. “These rates remain low, and my colleagues and I believe that this gradual returning to normal is helping to sustain this strong economy.”
Central bankers raised expectations for a fourth rate hike in December, with a majority now in favor of such a move. In June, policymakers were split on whether the Fed should raise rates four times this year or three.

Looking ahead to 2019, Fed officials expect at least three rates hikes will be necessary, and one more in 2020.

“The Fed shows no signs of taking a breath in rate hikes,” Robert Frick, corporate economist with Navy Federal Credit Union, wrote in a research note.

The central bank also stripped the word “accommodative” from its description of monetary policy. That may be a signal that the Fed believes interest rates are finally at a neutral level, meaning they neither stimulate nor hinder the economy.

The Fed kept rates near record lows for years to encourage growth after the financial crisis. But it has been gradually raising them over the past three years.

Daragh Maher, the head of FX strategy for the United States at HSBC, said the change in language reflects “the reality that policy can no longer be usefully described as loose”.
The Fed wants to raise interest rates steadily to keep the economy from overheating, but avoid raising rates so quickly that it brings on could help start a recession.

For now, the chairman has maintained that gradual interest-rate increases are the best way to balance those risks.

Powell said that central bankers have heard a “rising chorus” of concerns from businesses about the US-China trade war. But he said the economic impact of US tariffs is “still relatively small”.
He warned that tariffs could lead to higher consumer prices, but said policymakers don’t see that in the numbers just yet.

Walmart, Gap, Coco-Cola, General Motors, Macy’s and other companies have said tariffs could force them to raise prices on everyday consumer goods.

The Fed raised its expectation for economic growth this year to 3.1% from 2.8%, reflecting strength in the second and current quarters.

But for 2019, the Fed officials expect growth to slow to 2.5% amid worries about the growing trade rift between the United States and China. The revised estimate is slightly higher than what policy makers expected last quarter, at 2.4%.

The FOMC also gave its first look of what it expects for the economy in 2021. Policy makers anticipate economic growth will shrink to 1.8% in that year. 

Investors and former Fed Chairman Ben Bernanke have warned of an economic slowdown in 2020.

Questions
1.
Why has the Fed decided to raise the interest rate again, the third time this year?

2.
Why has the Fed been raising the rate gradually in the past three years?

3.
What does the Chairman think of the the impact of the trade war?

4.
What are the policymakers, economists and investors expectation of the economic growth in the US in 2020 and 2021?
5.
What is the background of the US interest rate cycle that began in late 2015? What were the impacts of each rate hike on the US economy as well as on China’s financial market?
   Unit 2  Foreign Exchange Rates and
          Markets
Case
Joan is the CFO of a Chinese company manufacturing chemical fertilizers. In order to enhance its competitive edge, the company has decided to upgrade its products. So they have placed an order with a French company for some advanced equipment, with payment to be made in three installments: the first to be paid within one month after signing the contract, the second within 6 months and the third within 12 months. Because of the debt crisis among the EU member states, it seems that the current Chinese yuan-to-euro exchange rate is at its record high level and Joan is not sure if the price for euro will rise again in a year’s time. So she is thinking of using some financial instruments to avoid the exchange risk.
Questions

1. What methods can Joan use to avoid the exchange risk?

2. What are the factors that can affect the fluctuation of foreign exchange rate?

Preview
Skimming
Skim the following text quickly to answer the following questions and discuss your answers with your partners.
1. What are the two basic types of exchange rates?
  ____________________________________________________________________.
2. What is the main function of the foreign exchange markets? 
  ____________________________________________________________________.
3. What does the portfolio balance theory attempt to explain regarding exchange rates?
  ____________________________________________________________________.
4. What are the two main exchange rate systems? 
  ____________________________________________________________________
  ____________________________________________________________________.
5. What are the factors that are likely to influence changes in a country’s exchange rate?
  ____________________________________________________________________
  ____________________________________________________________________.
Scanning   
Scan the following text quickly to find the specific information.
1. How is the exchange rate of a currency determined?
  ____________________________________________________________________
  ____________________________________________________________________.
2. Where are national currencies bought and sold?

  ____________________________________________________________________
  ____________________________________________________________________.
3. When does arbitrage take place?
  ____________________________________________________________________
  ____________________________________________________________________.
4. What can importers and exporters do to avoid exchange risk?
  ____________________________________________________________________
  ____________________________________________________________________.
5. In what way are arbitrage and speculation similar?
  ____________________________________________________________________
  ____________________________________________________________________.
6. How do large experienced investors reduce overall investment risks?
  ____________________________________________________________________
  ____________________________________________________________________.
7. What is essential if the fixed exchange system is to function satisfactorily? 
  ____________________________________________________________________
  ____________________________________________________________________.
8. What is the main flaw of floating rates system?
  ____________________________________________________________________
  ____________________________________________________________________.
Vocabulary in Context   
Read the following sentences and try to guess the meaning of the italicized words by using the context. Then replace the italicized words with synonyms (words or phrases that have nearly the same or similar meanings).
1.  Foreign exchange is the act of converting the currency of one country into the currency of another. 
Foreign exchange is the act of __________ the currency of one country into the currency of another.
2.  The forex markets play a central role in facilitating international trade, and their smooth functioning is essential for the expansion of trade and investment. 

The forex markets play a central role in ____________ international trade, and their smooth functioning is essential for the expansion of trade and investment.
3.  Inconsistencies between exchange rates, if they appeared, would quickly be exploited by a process known as arbitrage. 

Inconsistencies between exchange rates, if they appeared, would quickly be ____________ by a process known as arbitrage.
4.  Forward contracts can reduce or eliminate the risk of adverse movements in exchange rates, which may upset the profitability of importers and exporters. 

Forward contracts can reduce or eliminate the risk of ________________ movements in exchange rates, which may upset the profitability of importers and exporters.
5.  Like arbitrage, speculation on forex markets hastens the adjustments in exchange rates by anticipating changes. 

Like arbitrage, speculation on forex markets ______________ the adjustments in exchange  rates by anticipating changes.
6.  Movements of such balances in response to anticipated changes in exchange rates in the forex markets can overcompensate for any possible degree of non-alignment, thereby causing much greater short-term changes in exchanges rates. 

Movements of such balances in response to anticipated changes in exchange rates in the forex markets can overcompensate for any possible degree of ____________, thereby causing much greater short-term changes in exchanges rates.
7.  “Dirty” floating — in which the monetary authorities profess to follow freely floating exchange rates policies, yet intervene, behind the scenes… 
“Dirty” floating — in which the monetary authorities ____________ to follow freely floating exchange rates policies, yet intervene, behind the scenes…

8.  Those countries which are unwilling or unable to abide by the strict discipline of fixed exchange rates will find their price levels rising above those of the countries which are adhering to such discipline. 

Those countries which are unwilling or unable to ____________ the strict discipline of fixed exchange rates will find their price levels rising above those of the countries which are adhering to such discipline.

9.  In stark contrast to the fixed exchange rate regime, there is the freely floating system. In ____________ contrast to the fixed exchange rate regime, there is the freely floating system.

10.  Even if this raises import prices and curbs the growth in imports, it may so stimulate domestic inflation that the “cost” of this policy is still too high, despite balance of payments equilibrium. 

 Even if this raises import prices and ____________ the growth in imports, it may so stimulate domestic inflation that the “cost” of this policy is still too high, despite balance of payments equilibrium.
Text
Foreign Exchange Rates and Markets
Foreign Exchange and Foreign Exchange Rates

Foreign exchange is the act of converting the currency of one country into the currency of another. The term also refers to any currency other than your own. A foreign exchange rate is the price of one nation’s money in terms of another nation’s money. Like any other price, it is determined by the supply of and demand for the currency in the foreign exchange markets. There are two basic types of exchange rate, depending on the timing of the actual exchange of money. The spot exchange rate is the price for “immediate” exchange. The forward exchange rate is the price now for an exchange that will take place sometime in the future. Forward exchange rates are prices that are agreed today for exchange of money that will occur at a specified time in the future, such as 30, 90, or 180 days from now. Foreign exchange (forex) markets provide an international system of buying and selling claims to currencies immediately (spot) and in the future (forward) involving a world-wide group of banks, brokers, commercial companies and other financial institutions. 
Operation of Foreign Exchange Markets

Traders and investors must be able to buy and sell national currencies if they are to make international payments. The forex markets have developed to allow this. Trading in these markets determines the rates at which one currency can be exchanged for others. The forex markets play a central role in facilitating international trade, and their smooth functioning is essential for the expansion of trade and investment.
National currencies are bought and sold in major financial centres, e.g. New York, Singapore, Hong Kong, Tokyo, Frankfurt, Paris and London. London is one of the largest centres of activity with several hundred institutions, mainly banks, dealing in foreign exchange, and with more currencies traded than in any other major centre. Foreign exchange dealers in forex markets do not meet in a particular location but keep in touch via telephone, telex, and other more sophisticated forms of electronic communication. 
Exchange rates adjust continually, depending on the balance between orders for buying and selling currencies, and instant communications, combined with extreme competitiveness, ensure that exchange rates in different financial centres keep closely in step.
Inconsistencies between exchange rates, if they appeared, would quickly be exploited by a process known as arbitrage. This involves buying currencies in the financial centres where they are quoted more cheaply and selling them on forex markets where they are quoted at a better rate. The overall result of arbitrage is that the exchange rates soon adjust and come into line in each centre until there is no incentive for arbitrage. 
There are two basic types of foreign exchange transactions: spot1 and forward2. Currency is bought and sold for prompt delivery (i.e. two working days hence) in the spot market; currency is bought and sold for delivery at a specified future date in the forward market. Forward contracts3 can reduce or eliminate the risk of adverse movements in exchange rates, which may upset the profitability of importers and exporters. The extent to which importers and exporters choose to avoid exchange risk by using the forward market, depends partly on their expectations of future movements in spot rates compared to the cost of covering forward, and partly on their own attitude to risk. 
Whereas arbitrage exploits the inconsistencies between exchange rates quoted in various centres, speculation4 aims at profit-making from the expected movements in exchange rates; for example, by selling a currency on the spot market in the hope of buying it later at a lower rate of exchange, or by buying a currency on the spot market in the hope of selling it later at a higher rate. Like arbitrage, speculation on forex markets hastens the adjustments in exchange rates by anticipating changes; thus, in this sense, both arbitrage and speculation are market forces which help forex markets regain equilibrium quickly, so that it can be argued that these market forces serve an economic purpose. However, in recent years, the amount of speculative balances has increased substantially, both in volume and volatility5. Movements of such balances in response to anticipated changes in exchange rates in the forex markets can overcompensate for any possible degree of non-alignment, thereby causing much greater short-term changes in exchanges rates. This will place intense pressure on the central banks of the countries whose currencies are the object of speculation, whether for appreciation6 or depreciation7.
The Determination of Exchange Rates

Since the exchange rate of a currency is its price on the forex markets in terms of other currencies, it is determined by demand and supply conditions in the forex markets: instant communications and extreme competiveness among the forex markets make them almost perfect markets. The demand and supply of a country’s currency are derived from the country’s balance of payments8 position；if it is a surplus country9, then the demand for its currency will be rising relative to the supply. The forex market will then quote the currency at a higher exchange rate. On the other hand, if it is a deficit country10, the supply of its currency will be rising relative to the demand and the forex markets will quote a lower exchange value for it. There are two main theories which seek to explain the determination of exchange rates: one relates to the current account11, and the other to the capital account12.
The Purchasing Power Parity13 (PPP) Theory
In its original form the theory states that the equilibrium exchange rate between one currency and another is that rate which equalizes the domestic purchasing powers of the two currencies. If, for example, £1 buys the same amount of goods and services in the UK as do US$ 1.4 in America. If this were not the case, there would be strong incentives to import goods from the “cheaper” country, which would lead to a deficit on the current account for the “expensive” country; as the supply of its currency increased in settling its current account deficit, the forex markets would mark down its exchange rate. The incentive for importing goods and services from the “cheaper” country would only disappear when the sterling/US dollar exchange rate becomes equal to £1= US$ 1.4.
The PPP theory was originally developed to explain the values of exchange rates in the long run. However, there are many problems associated with this theory in its original form. For instance, the theory ignores transport and insurance costs and import duties. More importantly, it depends on the extent to which the goods and services involved may enter into international trade; there are many goods and services which are traded internally, but which cannot be traded internationally, e.g. houses, haircuts. The theory has been refined to take account of differences in patterns of consumption and levels of income of different countries. Nevertheless, the problem of devising baskets of goods and services which reflect common consumption patterns in different countries yet which only include goods which are traded internationally, has limited the usefulness of the theory in predicting exchange rates. Since the relative costs and prices of non-traded goods and services can vary between countries, a comparison of general price levels is not therefore a reliable way of determining the exchange rate equilibrium.
However, the theory has a broad relevance in times of differing inflation rates in the domestic economies of trading partners. If a country’s inflation rate significantly exceeds that of its trading partners then, generally speaking, its exports will become uncompetitive at any given exchange rate; as a result it may encounter balance of payment problems, and, in a floating system, the exchange rate will fall.
The Portfolio Balance Theory
This theory emphasizes the importance of interest rate differentials in the financial centres, and their impact on international investment and speculative flows, as a major determinant of exchange rates. It is assumed that large sophisticated investors are aware of interest rate differentials and move funds to take advantage of higher yields; also that they seek to reduce overall investment risks by diversifying their portfolios. The inflow of these funds into financial centres offering higher yield increases the demand for the currencies of such centres, so that the exchange rates of these currencies rise on the forex markets. 
Different Types of Exchange Rate Systems

National monetary policies of the trading partners are to some extent interdependent, on account of the exchange rate links between their currencies. Therefore, changes in national monetary policies, even if in pursuit of internal objectives, put pressure on the international exchange rate system in operation.

There are two main exchange rate systems, absolutely fixed and freely floating.
Absolutely Fixed Exchange Rates
The central bank of each country is obliged to intervene to increase or decrease the supply of its currency on the forex markets, so that its exchange rate is maintained at a predetermined exchange parity14 with certain other currencies.

Freely Floating Exchange Rates

The exchange value of each currency is determined not only by the monetary authorities, but also by the market forces of supply and demand for each currency on the forex markets. In a “pure” float, the central banks take no action, whatever the exchange values quoted for their respective currencies.

In between these two extremes, there are a number of compromise arrangements:

(a) Fluctuation limits around parity values — the international trading community agrees that exchange rates can vary within specific bands either side of an agreed central parity; the central banks only intervene on the forex markets to ensure that the foreign exchange values of their currencies remain within the agreed bands. 

(b) “Dirty” floating — in which the monetary authorities profess to follow freely floating exchange rates policies, yet intervene, behind the scenes, to limit the fluctuations in the exchange rates of their currencies to such levels as are most beneficial for their own economies. This is sometimes called a “managed” float.

(c) Crawling peg — the monetary authorities, instead of declaring and maintaining a fixed parity, allow the parities to adjust from time to time, i.e. a system of “gliding” fixed parities.

(d) Direct foreign exchange control — each central bank states the terms and conditions for the release of foreign exchange. An extreme type of direct control is “counter trading”, i.e. all foreign trade transactions are undertaken as purely bilateral barter arrangements.

Fixed Versus Floating Exchange Rates

If the fixed exchange rate regime is to function satisfactorily, it is essential that all countries under this regime should ensure that they do not let their interest rates, inflation rates and monetary expansion rates move too far out of line with those prevailing elsewhere within the regime. Those countries which are unwilling or unable to abide by the strict discipline of fixed exchange rates will find their price levels rising above those of the countries which are adhering to such discipline; their exports will become less, and imports more, competitive, leading to rising balance of payments deficits year by year. In order to defend the fixed exchange rate parities, the central banks of these countries will have to continue buying their own currencies on an increasing scale, spending their foreign exchange reserves, until their reserves fall dangerously low. The monetary authorities may then be forced to devalue their currencies by declaring lower exchange parities, in order to avoid continuous intervention on the forex markets. There is a stigma attached to “devaluing” under a fixed exchange rate regime, which countries under such a regime will try to avoid at almost any cost. The strongest argument in favor of fixed exchange rates is that, since currencies will be accepted at known and fixed exchange rates, there will be certainty in international payments and receipts. Fixed exchange rates will eliminate exchange risks and thereby promote international trade and investment.

With fixed exchange rates, however, inflation in the economies of some trading partners will be “imported” into other non-inflation economies, unless the demand for imports is relatively price elastic, and cheaper domestic import substitutes are preferred.

In stark contrast to the fixed exchange rate regime, there is the freely floating system. With freely floating, the market determines exchange rates. It is claimed that there will be less need for official reserves; this follows since (a) there will be no exchange parities to defend, and (b) balance of payments’ imbalances should not be automatically corrected by movements in exchange rates. Furthermore, with no fixed regime rules to obey, national governments will be able to pursue independent domestic economic policies, aimed at higher growth and employment. Individual economies will be insulated against “imported” inflation. The economies with the higher inflation rates will tend to experience an automatic fall in their exchange rates. This will reduce their export prices, making imports into the non-inflation economies somewhat cheaper.

However, these theoretical advantages of floating exchange rates do not always fully materialize. For instance, if the adjustment of balance of payments imbalances is to be automatic, it is essential that the elasticity of demand15 for imports and exports are sufficiently high to support the automatic adjustment process. Again, even though there is no exchange rate parity to defend, countries are not always free to follow independent monetary policies. For example, rapid growth may bring about higher imports and a fall in the exchange rate; even if this raises import prices and curbs the growth in imports, it may so stimulate domestic inflation that the “cost” of this policy is still too high, despite balance of payments equilibrium.

There will be less need for official reserves or international borrowing only if the exchange rates are truly floating. If floating is “dirty”, i.e. managed, there will still be a need for official reserves so that the authorities can intervene on forex markets.

The principal weakness of floating rates is that they might discourage international trade and investment. It is not so much the flexibility in current exchange rates that discourages trade and investment; rather it is the uncertainty about future exchange rates that might have this effect. If, however, movements in exchange rates were easily predicted, then traders and investors could take them into account when planning overseas business and investment. 

Terminology
foreign exchange







外汇
foreign exchange rate






汇率
foreign exchange (forex) market




外汇市场
spot exchange rate







现货汇率，即期汇率
claim









索偿权，债权
forward exchange rate






远期汇率
broker









经纪人
international payments






国际收支，国际支付
foreign exchange dealer






外汇经纪人，外汇交易商
arbitrage









套汇
speculation








投机
appreciation








升值
depreciation








贬值
balance of payments






国际收支差额表
surplus









(国际收支)顺差
deficit









(国际收支)逆差
current account







经常项目
capital account







资本项目 
purchasing power parity






购买力平价
exchange rate equilibrium





均衡汇率                 
portfolio









投资组合
interest rate differential






利率差别
fixed exchange rate system





固定汇率制度
freely floating exchange rate system



自由浮动汇率制度
exchange (rate) parity






外汇比价
floating exchange rate






浮动汇率
parity value








比价值
central parity








中间价
dirty floating








受操纵的浮动汇率制度
managed floating







有管理的浮动汇率制度
crawling peg








爬行盯住汇率制度
fixed exchange rate regime





固定汇率制度
foreign exchange reserve





外汇储备
international payments and receipts



国际收支
price elastic








价格弹性
import substitutes







进口替代品
elasticity of demand






需求的价格弹性
volatility









波幅
counter trading







对等贸易
Notes on the Text
1.  spot transaction — Spot transaction are purchases or sales of foreign currency for “immediate” delivery. In every exchange deal, there are normally two key dates involved: (1) the “transaction date”, on which the respective contract is concluded, and (2) the “value date”, on which settlement, i.e., the actual delivery of funds, must take place. A spot foreign exchange transaction involves the purchase of one currency at an agreed price for delivery on the value date. The value date of a spot FX transaction is usually the trade date plus two working days, or one working day in the case of North American currencies.

2.  forward FX transaction — Forward exchange transactions involve the purchase or sale of foreign currency at an exchange rate established when the contract is created calling for payment and delivery at a specified future date. Many forward exchange contracts have maturities of one month, three months or six months.

3.  forward contract — Forward contracts are foreign exchange transactions with a specified price, and are used to cover future foreign currency payables. To minimize the risk of the fall in the price of the currency in which the seller will be paid, a forward agreement is made between the holder of the currency and the prospective buyer. In a forward contract, the buyer and the seller agree to trade the currency at a particular rate. Forward contracts establish firm prices for exchange proceeds, and reduce transaction losses based on exchange rate fluctuations. Forward contracts are sometimes suitable tools for exporters. Forward contracts are one of the techniques frequently used by exporting companies to hedge against foreign exchange rate risk. Other techniques used to manage foreign exchange related risk include futures trading, options trading and swaps.

4.  speculation — It is the act of trading in an asset or conducting a financial transaction that has a significant risk of losing most or all of the initial outlay in expectation of a substantial gain. With speculation, the risk of loss is more than offset by the possibility of a huge gain; otherwise, there would be very little motivation to speculate. While it is often confused with gambling, the key difference is that speculation is generally tantamount to taking a calculated risk and is not dependent on pure chance, whereas gambling depends on totally random outcomes or chance. 

5.  volatility — the degree to which the market price of a foreign exchange moves up and down during a short period of time.
6.  appreciation — an increase in the value of an asset over time. The increase can occur for a number of reasons including increased demand or weakening supply, or as a result of changes in inflation or interest rates. 
7. depreciation — a decrease in an asset’s value caused by unfavorable conditions.
8. balance of payments — a record of all transactions made between one particular country and all other countries during a specified period of time. Balance of payments compares the dollar difference of the amount of exports and imports, including all financial exports and imports. A negative balance of payments means that more money is flowing out of the country than coming in, and vice versa. Balance of payments provides detailed information concerning the demand and supply of a country’s currency. It can also be used to evaluate the performance of a country in international economic competitiveness. 

9.  surplus country — a country with more exports of goods and services than imports, which represents a net inflow of domestic currency from foreign markets. 
10.  deficit country — a country with more imports of goods and services than exports, which means a net outflow of domestic currency to foreign markets.
11.  current account — items of transactions taking place frequently in international payments, which include trade incomes and expenditures, income from and expenditures on labor services and unilateral transfers.
12.  capital account — the increase and decrease of assets and liabilities in the balance of payments as a result of the inflow and outflow of capital, including direct investment, loans and portfolio investment, etc.
13.  purchasing power parity — an economic theory that estimates the amount of adjustment needed on the exchange rate between countries in order for the exchange to be equivalent to each currency’s purchasing power. The relative version of PPP is calculated as follows: 
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   where:

   “S” represents exchange rate of currency 1 to currency 2

   “P1” represents the cost of good “x” in currency 1

   “P2” represents the cost of good “x” in currency 2

14.  exchange parity — the exchange rate between the currencies of two countries making the purchasing power of both currencies substantially equal.
15.  elasticity of demand — a measure used in economics to show the responsiveness of the quantity demanded of a good or service to a change in its price.
Exercises
I. Reading Comprehension.
Read the text carefully and decide whether the following statements are true (T) or false (F).
_______ 1.  Spot transactions are undertaken for an actual exchange of currencies two business days later.
_______ 2.  Foreign exchange is dealt across a trading floor.
_______ 3.  If the exchange rate makes foreign goods less expensive, demand will increase and imports are likely to rise.
_______ 4.  The currency of a surplus country is usually quoted at a higher exchange value on the forex market. 
_______ 5.  Floating rates might have an adverse effect on international trade and investment because under such a system traders and investors find it difficult to plan their overseas business and investment.
II. Vocabulary Building.
A. Match the term in Column A with the definition in Column B.
	1.  spot exchange rate
	a.  the difference between a nation’s total exports of goods, services and transfers, and its total imports of them 

	2.  forward exchange rate
	b.  the simultaneous buying and selling of the same foreign exchange in two or more markets to take advantage of price differentials

	3.  current account

	c.  the rate of a foreign-exchange contract for immediate delivery

	4.  capital account
	d.  a system of floating exchange rates with central bank intervention to reduce currency fluctuations

	5.  exchange parity
	e.  the rate of a foreign-exchange contract with payment or delivery at some future date

	6.  arbitrage
	f.  the net result of public and private international investments flowing in and out of a country

	7.  crawling peg
	g.  the exchange rate between the currencies of two countries making the purchasing power of both currencies substantially equal

	8.  appreciation

	h.  a system of exchange rate adjustment in which a currency with a fixed exchange rate is allowed to fluctuate within a band of rates

	9.  fixed exchange rate
	i.  a foreign exchange system in which the value of a country’s currency to the value of other currencies is maintained at fixed conversion rate through government intervention

	10.  dirty floating
	j.  an increase in the value of a country’s currency


B.  Complete the following sentences with the words given in the box and change the form of the words where necessary.
	diversify

curb 

adverse

band 

volatility

pursue

quote

regime

relevance

discourage
hasten
incentive


1. A local economist said that continuing macro-economic risks is a main reason for the weakening of the Vietnam’s competitiveness, ____________ foreign investors.

2. The prime minister said China would continue to __________ the policies laid down at the APEC summit.

3. Intervention by central banks to reduce the ___________ or misalignment in floating rates, or to support the central rates of the European Monetary System, has been a feature of markets for many years.
4. On July 21, 2005, RMB exchange rate __________ was changed to a managed floating system with a reference to a basket of currencies.
5. During the Asian financial crisis period, China narrowed the floating band of the RMB exchange rate so as to _________ the deterioration of the crisis.
6. At the current stage, the daily floating _______ of the exchange rate of RMB/USD in the inter-bank foreign exchange market remains +/- 0.3% of the central parity of RMB/USD publicized by the PBC.
7. We may face trade barriers that could have a material _______ effect on our results of operations and result in a loss of customers or suppliers.
8. The authorized financial institutions are allowed to open foreign exchange accounts for their clients and conduct _______ foreign exchange operations.
9. Chicago Mercantile Exchange Inc. (CME), the largest futures exchange and the world’s largest regulated foreign exchange marketplace, today announced a new ________ pricing program for electronic foreign exchange trading for commercial banks that are not currently CME members.
10. One of the ways of ____________________ your investments within an asset category is to identify and invest in a wide range of companies and industry sectors.
III. Cloze.
There are 10 blanks in the following two passages. For each blank there are four choices marked A, B, C and D. You are supposed to choose the best answer.
Passage 1

Swap transactions (掉期业务) consist of a simultaneous sale or purchase of spot currency accompanied by a purchase or sale, (1)________ of the same currency for forward delivery. They are also known as “double deals” as the spot is “swapped” (2)_________ the forward. If the spot part of the transaction represents a purchase of a foreign currency, the forward side will represent a sale of the foreign currency. (3)__________, if the spot part is a sale, the forward part will be a purchase. Different exchange rates are used for the contracts, the spot rate and forward rate, (4)_________ the return each party can earn on the currency held for the contract.

Swap transactions are mostly used in investments of foreign securities, in intercompany loans between parent company and (5)_________, in credit swaps, in covering the exchange risks associated with cash flow transactions and in hedging to protect the value of physical and financial assets denominated in foreign currencies. 

(1)  A.  separately

B.  respectively
C.  simultaneously

D.  instantly

(2)  A.  from


B.  into


C.  against


D.  over

(3)  A.  Similarly

B.  Obviously

C.  Differently


D.  Conversely 

(4)  A.  representing
B.  represent

C.  will represent

D.  represents

(5)  A.  departments

B.  offices

C.  branches


D.  subsidiaries

Passage 2

The Bank of England expects to sign a final agreement to set up a three-year yuan-sterling swap line “shortly”, during a meeting between Sir Mervyn and his (6)__________ Zhou Xiaochuan in Beijing. 

European and US official have been pressing China for years to do more to open up the yuan to market forces, saying its (7)________ weakness was one of the key imbalances of the global economy.

Beijing is slowly delivering, (8)__________ it still keeps a tight rein on gains for the currency for fear that it will weaken its export-powerhouse economy, (9)_________has been the biggest engine growth for a decade.

This would be the (10)__________ in a string of bilateral currency agreements that has seen cross-border trading of the yuan expand four-fold since August 2010, and the first with a major developed economy.

(6)  A. associate

B.  counterpart


C.  rival


D.  opponent

(7)  A. natural


B.  innate



C.  internal

D.  artificial

(8)  A. while


B.  although


C.  unless


D.  if

(9)  A. which


B.  that



C.  this


D.  it

(10)  A. newest

B.  recent



C.  latest


D.  last

IV. Translate the following sentences into English.

1. 在预测外汇走势时，我们应考虑哪些因素？(take account of) 

2. 为了消除汇率风险，他通过卖出三个月的美元远期来实现套期保值(hedge)。(eliminate)
3. 一些国家的外汇管制条例不允许将银行券(bank notes)转换为外汇。(conversion)
4. 中国人民银行规定在国内外汇市场从事人民币兑美元交易的银行要遵守每日交易汇率上下幅度不超过上午设定的中间价1%的限制规定。(abide by) 

5. 我们应加快发展多层次资本市场，稳步推进利率和汇率市场化改革，逐步实现人民币资本项目可兑换。(take steps) 
V. Translate the following paragraphs into Chinese.
1. Almost every nation has its own currency or monetary unit — its dollars, its peso, its rupee — used for making and receiving payments within its own borders. But foreign currencies are usually needed for payments across national borders. Thus, in any nation whose residents conduct business abroad or engage in financial transactions with persons in other countries, there must be a mechanism for providing access to foreign currencies, so that payment can be made in a form acceptable to foreigners. In other words, there is a need for “foreign exchange” transactions — exchange of one currency for another. 
2. The determinants of the size of the forward premium or discount include relative interest rates between countries. Differences in interest rates between countries move forward rates to either premium or discounts from the spot exchange rate. In addition, expected changes in macroeconomic activity, i.e., growth in gross domestic product, and expected inflation rates also will have an impact on forward exchange rates. 
VI. Self-Testing.
1. If foreigners expect the future price of U.S. dollars will drop, _________.

  A. the supply of U.S. dollars will decrease and the exchange rate will rise

  B. the demand of U.S. dollars will decrease and the exchange rate will rise

  C. the supply of U.S. dollars will increase and the exchange rate will fall

  D. the demand of U.S. dollars will increase and the exchange rate will fall

2. When a country runs persistent foreign trade deficits under a floating exchange rate system, _________. 

  A. its imports may increase



B. its interest rates may fall

  C. inflation may happen



D. its currency may appreciate

3. If a nation’s interest rates are relatively high compared to those of other countries, its currency may _________ under a _________ exchange rate system.

  A. appreciate…floating



B. appreciate… fixed

  C. depreciate…floating



D. depreciate…fixed

4. Which of the following can be used as a technique to manage foreign exchange risk?
  A. Spot.


B. Forward.

C. Speculation
.

D. Arbitrage.
5. Which of the following statement(s) is(are) true of arbitrage? 

  A. Arbitrage helps keep exchange rate consistent across markets.

  B. Arbitrage is highly risky. 

  C. Arbitrage is the process of taking advantage of price difference in different foreign 
     exchange markets. 

  D. Both A and C. 

6. Which of the following would contribute to China’s current account surplus?

  A. A Chinese company exports leather shoes to Britain.

  B. The People’s Bank of China buys $100,000 American bonds.

  C. Chinese tourists go to America for a visit.

  D. A Chinese company imports kiwi fruits from New Zealand.

7. An importer will use the forward foreign exchange market when _________.

  A. it has a large payment to make on a particular date in the future

  B. price of its home currency is stable

  C. it expects to make a profit out of the foreign exchange market

  D. it has a small payment to make in the future

8. Which of the following statements is (are) the determinant(s) of foreign exchange rate? 
  A. Inflation.      
B. Interest rate.       

  C. Trade and investment flows between countries.    
D. All of the above. 

9. A spot transaction which involves the Canadian dollars traded against the U.S. dollars is settled in _________.

  A. one working day




B. two working days

  C. three working days




D. four working days 

10. A possible disadvantage of freely floating exchange rates with no government intervention is that _________.

  A. it may discourage foreign trade and investment

  B. a nation may need a larger supply of foreign exchange reserves

  C. the exchange rates may experience wide and frequent fluctuations

  D. both A and C

VII. Writing.
Please writer a letter to Bank of China in English as follows.
1. 收到中国银行关于建立代理关系的信函后，进行了认真研究。
2. 同意建立代理关系的提议。
3. 随着业务量的增加，我们也觉得很有必要。
4. 根据对方要求，随函寄上2018财政年度的年报。
Supplementary Reading 

The World’s Greatest Investor
George Soros was born in Budapest in 1930. The son of a lawyer, he became a global investment superstar, with a net worth in 2012 estimated at $20 billion. In the 42 years since its founding in 1969, his investment fund earned an incredible average return of about 20 percent per year. 
As a Jewish boy, he and his family struggled to evade the Nazis, and they managed to survive. In 1947 he went to England, expecting to continue his engineering studies. Instead, he enrolled in the London School of Economics and graduated in 1952. He began working at a small London brokerage, but he was frustrated by the lack of responsibilities.
In 1956, Soros moved to New York City, where he worked at two securities firms before joining the firm Arnold & Bleichroeder in 1963. In 1967, he became head of investment research, and he was successful at finding food investment opportunities in under-valued European stocks. In 1969, he founded an off-shore hedge fund, using $250,000 of his own money and about $6 million from non-American investors whom he knew. (A hedge fund is an investment partnership that is not restricted by regulations of government agencies like the U.S. Securities and Exchange Commission. Each hedge fund can establish its own investment style and strategy, and these vary. While some hedge funds do use investment strategies that involve different kinds of hedging, others do not. The manager of a fund usually gets fees and a percentage of the profits, as well as having a substantial amount of his or her own money invested in the fund. )
Soon Soros left Arnold & Bleichroeder, taking his Soros Fund with him. While the 1970s were poor years for the U.S. stock market generally, the Soros Fund prospered. As the manager, Soros focused on finding undervalued sectors in the United States and other countries. He bought unpopular low-priced stocks and sold short popular high-priced stocks. He expected oil demand to outstrip supply, so he bought stocks of companies in oil-field services and oil drilling before the first oil shock in 1973. In the mid-1970s, he invested heavily in Japanese stocks. In 1979, he changed the name of the fund to Quantum Fund, in honor of Heisenberg’s uncertainty principle in quantum mechanics. In 1980, the fund return was 103 percent. It had grown to $380 million.
In 1981, Institutional Investor magazine named him “the world’s greatest investor”. But 1981 was a difficult year. The fund lost 23 percent, and one-third of his investors withdrew their investments. This was their mistake. Spectacular returns were still to come.
In early September 1985, Soros became convinced that the U.S. dollar was overvalued relative to the Japanese yen and the German mark, and that a correction was coming soon. He decided to establish speculative investment positions to try to profit from the changes he expected. For instance, he borrowed dollars, used the dollars to buy yen and marks, and bought Japanese and German government bonds. In total, he established an $800 million position, a position larger than the entire capital of the fund. In late September the major governments announced the Plaza Agreement, in which they vowed to take coordinated actions (like intervention in the foreign exchange markets) to raise the values of other major currencies relative to the dollar. Within a month, as the dollar depreciated, Soros had profits of $150 million. The fund’s total return for 1985 was 122 percent, as he had also invested in foreign stocks and long-term U.S. Treasury bonds. Of course, not all of his positions turned out so well. For instance, in 1987, the Quantum Fund lost up to $840 million when the U.S. and other stock markets crashed in October. But the fund still earned a return of 14 percent for the entire year.
In September 1992, Soros placed his most famous bet. Following German reunification in 1989, German interest rates increased, and the mark tended to appreciate. But most EU currencies were pegged to each other in the Exchange Rate Mechanism (ERM) of the European Monetary System. So the other countries had to raise their interest rates to maintain the pegged exchange rates. Soros predicted that the British government could not sustain this policy because the British economy was already weak and unemployment was high. He expected that Britain would either devalue the pound within the ERM or pull out of the ERM. In either case, the exchange rate value of the pound would decline. He established his speculative investment positions short in pounds and long in marks, using pound borrowings and mark investments, as well as futures and options. And the positions were big — $10 billion. As Soros and other speculative investors established their positions, they sold pounds, putting downward pressure on the exchange rate value of the pound. The central banks tried to defend the pegged rate, but soon the British government gave up and pulled out of the ERM. The pound depreciated against the mark. Within a month the Quantum Fund made a profit of about $1 billion on its pound positions, and a profit of up to $1 billion on other European currency positions. The Economist magazine called Soros “the man who broke the Bank of England”.
After 1992, Soros turned over most trading decisions in the Quantum Fund to his chosen successor, Stanley Druckenmiller. The Quantum Fund continued to have some large successes and some large losses. In early 1997, Soros and Druckenmiller foresaw weakness in the Thai baht, and Quantum established short baht positions in January and February. The crisis hit in July, the Thai baht depreciated, and Quantum made money. But when the Thai baht and other Asian currencies continued to depreciate, they thought that the market had taken the rates too far. For instance, when the Indonesian rupiah fell from 2,400 per dollar to 4,000 per dollar, they established long positions in rupiah, and then lost money as the rupiah continued to fall beyond 10,000 per dollar. In 1998, the Quantum Fund lost $2 billion on investments in Russia when Russian financial markets and the ruble collapsed. But the fund still earned more than 12 percent for the entire year. In 1999, the fund was down 20 percent in the first half of the year. It then shifted to investing in tech stocks and ended up 35 percent for the year. The tech investments and long positions in the euro took revenge in early 2000. For the first four months the fund was down 22 percent. Weary of the battles, Druckenmiller resigned in April. Soros announced that the fund was shifting to investing with less risk and lower returns. The fund shrank from over $20 billion in 1998 to $11 billion in 2001. 
As he reduced his role in fund management, Soros turned to writing articles and books and to philanthropy. His writing is curious. He is deeply critical of excessive capitalism and individualism — what he calls “market fundamentalism”. He believes that unregulated global financial markets are inherently unstable, and he calls for greater national regulation and the establishment of new global institutions like an international credit-insurance organization to guarantee loans to developing countries.
Although Soros is not active much in investment decisions anymore, he remains the quintessential international speculative investor. His name is synonymous with hedge funds, especially those that take large speculative positions. He has been denounced by government officials, like Prime Minister Mahathir Mohamad of Malaysia in 1997, as the source of immense and unjustified speculative pressures on their countries’ currencies and financial markets. Soros continues to defend his own investment activities, stating that he merely perceived changes that were going to happen in any case. But, as his writings indicate, at a broader level he has mixed feelings about the current global financial system. 
Questions

1. How did Soros found Soros Hedge Fund?

2. Why is Soros regarded as “the world’s greatest investor” ?

3. Why did the Economist magazine call Soros “the man who broke the Bank of England”?

4. How is Soros related to the 1997 Asian financial crisis?

5. What does Soros often criticize in his writings?
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