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HOW MONEY WORKS 8 9
Introduction

Introduction

Money is the oil that keeps the machinery of our world turning. By
giving goods and services an easily measured value, money facilitates
the billions of transactions that take place every day. Without it, the
industry and trade that form the basis of modern economies would
grind to a halt and the flow of wealth around the world would cease.

Money has fulfilled this vital role for thousands of years. Before its
invention, people bartered, swapping goods they produced themselves
for things they needed from others. Barter is sufficient for simple
transactions, but not when the things traded are of differing values, or
not available at the same time. Money, by contrast, has a recognized
uniform value and is widely accepted. At heart a simple concept, over
many thousands of years it has become very complex indeed.

At the start of the modern age, individuals and governments began
to establish banks, and other financial institutions were formed.
Eventually, ordinary people could deposit their money in a bank
account and earn interest, borrow money and buy property, invest
their wages in businesses, or start companies themselves. Banks
could also insure against the sorts of calamities that might devastate
families or traders, encouraging risk in the pursuit of profit.

Today it is a nation’s government and central bank that control a
country’s economy. The Federal Reserve (known as “The Fed”) is
the central bank in the US. The Fed issues currency, determines
how much of it is in circulation, and decides how much interest it
will charge banks to borrow its money. While governments still print
and guarantee money, in today’s world it no longer needs to exist as
physical coins or notes, but can be found solely in digital form.

This book examines every aspect of how money works, including
its history, financial markets and institutions, government finance,
profit-making, personal finance, wealth, shares, pensions, Social
Security benefits, and national and local taxes. Through visual
explanations and practical examples that make even the most
complex concept immediately accessible, How Money Works
offers a clear understanding of what money is all about, and

how it shapes modern society.
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_ 1 The evolution
.= __| of money

People originally traded surplus commodities with each other in a process known
as bartering. The value of each good traded could be debated, however, and
money evolved as a practical solution to the complexities of bartering hundreds
of different things. Over the centuries, money has appered in many forms, but,
whatever shape it takes, whether as a coin, a note, or stored on a digital server,
money always provides a fixed value against which any item can be compared.

The ascent of money
Money has become increasingly complex over
time. What began as a means of recording trade '.
exchanges, then appeared in the
form of coins and notes, is -
now primarily digital.
’ I , ‘ L

n«
I«
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Barter Evidence of trade records Coinage

(10,000-30008cE) (70008ce) (6008ce-1100ce)

In early forms of trading, specific Pictures of items were used to record Defined weights of precious metals
items were exchanged for others trade exchanges, becoming more used by some merchants were later
agreed by the negotiating parties complex as values were established formalized as coins that were usually

to be of similar value. See pp.14-15 and documented. See pp.16-17 issued by states. See pp.16-17
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The economic law of supply and demand
states that when the price of a commodity
(such as oil) falls, consumers tend to use, or
demand, more of it, and when its price rises,
the demand decreases. One of the key
factors affecting price is the amount of a
commodity available—its supply. Low supply
will push prices up, as consumers are willing
to pay more for something that is difficult to
obtain, and high supply will push prices
down as consumers will not pay a premium
for something that is plentiful.

estimated amount of money
today

Macro versus
Microeconomics
Macroeconomics studies the impact
of changes in the economy as a
whole. Microeconomics examines
the behavior of smaller groups.

of

Macroeconomics

This measures changes in
indicators that affect the
whole economy.

) Money supply The amount of
money circulating in an economy.

» Unemployment The number of
people who cannot find work.

2 Inflation The amount by which

prices rise each year.
@ This examines the effects
that decisions of firms and

individuals have on the economy.

Y Industrial organization The
impact of monopolies and cartels
on the economy.

Microeconomics

Digital money
(2000 onward)

Bank notes
(1100-2000)

D Wages The impact that salary

States began to use bank notes,
issuing paper I0Us that were traded
as currency, and could be exchanged
for coins at any time. See pp.18-19

Money can now exist “virtually,” on
computers, and large transactions can
take place without any physical cash
changing hands. See pp.222-223

'

levels, which are affected by
labor and production costs,
have on consumer spending.




Barter, IOUs, and money

Barter—the direct exchange of goods—formed the basis of trade for
thousands of years. Adam Smith, 18th-century author of The Wealth
of Nations, was one of the first to identify it as a precursor to money.

Barter in practice

Essentially, barter involves the exchange
of an item (such as a cow) for one or
more of a perceived equal “value” (for
example a load of wheat). For the most
part the two parties bring the goods Simple exchange
with them and hand them over at the One party directly
time of a transaction. Sometimes, one swaps its item (a cow)
. . " ” for the other party’s
of the parties will accept an “I owe you, goods (wheat)
or IOU, or even a token, that it is agreed
can be exchanged for the same goods
or something else at a later date.

9,\‘3(:‘; T.r ad@

? Trading relationships Fosters
strong links between partners.

2 Physical goods are exchanged
Barter does not rely on trust that
money will retain its value.

Cons )

...................................................................... Summer Wheat is

2 Market needed Both parties delivered in exchange
must want what the other offers. foran IOU for a cow.

? Hard to establish a set value
on items Two goats may have a
certain value to one party one 10U
day, but less a week later.

2 Goods may not be easily divisible ‘
For example, a living animal cannot ‘
be divided.

> Large-scale transactions can be
difficult Transporting one goat is cow
easy, moving 1,000 is not.

Winter Once the cow is
fully grown it is handed
over to fulfill the IOU.

..............................................................................................
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How it works an IOU to be exchanged later for the physical goods.

In its simplest form, two parties to a barter transaction  Eventually these IOUs acquire their own value and the
agree on a price (such as a cow for wheat) and physically IOU holder could exchange them for something else of
hand over the goods at the agreed time. However, this the same value as the original commodity (perhaps
may not always be possible—for example, the wheat apples instead of wheat). The IOUs are now performing
might not be ready to harvest, so one party may accept  the same function as actual money.

Trading in IOUs
I0Us can be exchanged
between different parties,
or for a variety of items
(not necessarlly the one

- first agreed on).

\ 1/

’/

APPLES

---------------------------------------------------------------------------------------------------------------------------------



Artifacts
of money

Since the early attempts at setting
values for bartered goods, “money”
has come in many forms, from IOUs
to tokens. Cows, shells, and precious
metals have all been used.

How it works

Bartering was a very immediate form of
transaction. Once writing was invented, records
could be kept detailing the “value” of goods
traded as well as of the “IOUs.” Eventually
tokens such as beads, colored cowrie shells,

or lumps of gold were assigned a specific value,
which meant that they could be exchanged
directly for goods. It was a small step from this
to making tokens explicitly to represent value
in the form of metal discs—the first coins—in
Lydia, Asia Minor, from around 650BCE. For
more than 2,000 years, coins made from
precious metals such as gold, silver, and (for
small transactions) copper formed the main
medium of monetary exchange.

Timeline of artifacts

Sumerian

Scribes recorded

transactions on clay
tablets, which could / \
also act as receipts.
5,0008cE | ' |+ 4,0008ce <[00 = 1,0008cE
Barter Cowrie shells
Early trade involved Used as currency
directly exchanged across India and the
items—often South Pacific, they
perishable ones appeared in many

such as a cow. colors and sizes.

cuneiform tablets \ /

Characteristics of money

Money is not money unless it has all of the
following defining characteristics: Money must

have value, be durable, portable, uniform,
divisible, in limited supply, and be usable as

a means of exchange.

characteristics is trust—people must be
confident that if they accept money,
they can use it to pay for goods.

Underlying all of these

Item of worth

Most money originally had
an intrinsic value, such as that
of the precious metal that was

used to

make the coin. This

in itself acted as some
guarantee the coin would

Lydian gold coins
In Lydia, a mixture of
gold and silver was
formed into disks,
or coins, stamped
with inscriptions.

6008BcE

be accepted.

I

6008BcE *| .
Athenian drachma
The Athenians used

silver from Laurion

to mint a currency
used right across
the Greek world.
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Published in 1900, German sociologist Georg Simmel’s book The
Philosophy of Money looked at the meaning of value in relation to
money. Simmel observed that in premodern societies, people made

Store of value objects, but the value they attached to each of them was difficult to
Money acts as a means by fix as it was assessed by incompatible systems (based on honor, time,
which people can store their and labor). Money made it easier to assign consistent values to objects,
wealth for future use. It must not, which Simmel believed made interactions between people more
therefore, be perishable, and it rational, as it freed them from personal ties, and provided greater
helps if it is of a practical size freedom of choice.
that can be stored and - o
transported easily.
Means of
exchange IET

Han dynasty coin
Often made of
bronze or copper,
early Chinese coins
had holes punched
in their center.

S 2008ce

It must be possible to
exchange money freely and
widely for goods, and its value
should be as stable as possible.
It helps if that value is easily
divisible and if there are
sufficient denominations so
change can be given.

Byzantine coin
Early Byzantine
coins were pure
gold; later ones also
contained metals
such as copper.

Roman coin
Bearing the head of
the emperor, these

coins circulated
throughout the
Roman Empire.

278cE 700ce

Unit of
account

Money can be used to record
wealth possessed, traded, or
spent—personally and nationally.
It helps if only one recognized
authority issues money—if
anybody could issue it, then
trust in its value would
disappear.

Arabic dirham
Many silver coins
from the Islamic
empire were carried
to Scandinavia
by Vikings.

sooc: -IENNNNI

900cE

Anglo-Saxon coin
This 10th century
silver penny has an
inscription stating
that Offa is King
(“rex") of Mercia.




The economics of money

From the 16th century, understanding of the nature of
money became more sophisticated. Economics as a
discipline emerged, in part to help explain the inflation
caused in Europe by the large-scale importation of
silver from the newly discovered Americas. National
banks were established in the late 17th century, with
the duty of regulating the countries’ money supplies.

1970
Great inflation

In the US, inflation
accelerated quickly.
The stock market
plummeted 40% in an
18-month period. )1

1970s
Credit cards

The creation of credit
cards enabled consumers
to access short-term credit
to make smaller purchases.
This resulted in the
growth of personal
debt.

caused a century of inflation
by shipping 350 tons of
the metal back to
Europe annually.

By the early 20th century, money became separated
from its direct relationship to precious metal. The Gold
Standard collapsed altogether in the 1930s. By the
mid-20th century, new ways of trading with money
appeared such as credit cards, digital transactions,
and even forms of money such as cryptocurrencies and
financial derivatives. As a result, the amount of money
in existence and in circulation increased enormously.

1540-1640 1542-1551
s . The great
ThPoStos! '::_lat"’“ g debasement
€ Spanis Iscovere ,
silver in Potosi, Bolivia, and s sy L

debased the silver penny,
making it three-quarters
copper. Inflation
increased as trust
dropped.

FROM 1844
Gold Standard

The British pound was tied
to a defined equivalent
amount of gold. Other

countries adopted a
similar Gold Standard.

1990s
Digital money

The easy transfer of
funds and convenience
of electronic payments

became increasingly

popular as internet
use increased.




------------------------

The monetary principle “bad money drives out good” was
formulated by British financier Sir Thomas Gresham (1519-71).
He observed that if a country debases its currency—reducing
the precious metal in its coins—the coins would be worth
less than the metal they contained. As a result, people spend
the “bad” coins and hoard the “good” undebased ones.

!ﬁ 1553
jOINT—STOCK Early joint-stock
COMPANY companies

Merchants in England
began to form companies in
which investors bought
shares (stock) and
shared its rewards.

1775
US dollar

The Continental
Congress authorized the
issue of United States dollars
in 1775, but the first national
currency was not minted
by the US Treasury

until 1794.

1999
Euro

Twelve EU countries
joined together and
replaced their national
currencies with the Euro.
Bank notes and coins
were issued three

years later.

confidence. All coins were
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16 billion

the number of bitcoins
in circulation in 2016-
worth $9 billion

1694
Bank of England
The Bank of England
was created as a body that
could raise funds at a low
interest rate and manage
national debt.

1696
The
Royal Mint

Isaac Newton became
Warden and argued that
debasing undermined

recalled and new silver
ones were minted.

2008
Bitcoin
Bitcoin—a form of
electronic money that
exists solely as encrypted
data on servers—is
announced. The first
transaction took place
in January 2009.




Emergence of modern
economics

By the 18th century, people began to study the economy more closely, as thinkers
tried to understand how the trade and investment decisions of individuals could
have an effect on prices and wages throughout a country.

How it works

(laissez-faire) might improve their people’'s economic

With the massive expansion of trade that accompanied well-being. In the 18th century, economist Adam Smith

the discovery of the Americas and the growth of proposed that government intervention—controlling
nation states in Europe in the 16th and 17th centuries, wages and prices—was unnecessary because the
individuals began to think in more detail about the self-interested decisions of individuals, who all want
idea of economics. They variously suggested that to be better off, cumulatively ensure the prosperity
controlling the level of imports (mercantilism), trading of their society as a whole. In addition, he believed that
only in the goods a country made best (comparative in a freely competitive market, the impetus to make

advantage), or choosing not to intervene in the markets profit ensures that goods are valued at a fair price.

Adam Smith’s
“invisible hand”

In his book The Wealth of Nations
(1776), the Scottish economist Adam
Smith suggested that the sum of the
decisions made by individuals, each
of whom wanting to be better off,
results in a country becoming more
prosperous without those individuals
ever having consciously desired that
end. According to Adam Smith, where
there is demand for goods, sellers will
enter the market. In the pursuit of
profit they will increase the production
of these goods, supporting industry.
Furthermore in a competitive
market, a seller’s self-interest limits the
price rises they can demand in that if
they charge too much, buyers will
stop purchasing their goods or lose
sales to competitors willing to charge
less. This can have a deflationary
effect on prices and ensures that the
economy remains in balance. Smith
referred to this market mechanism,
which turns individual self-interest
into wider economic prosperity, as an
“invisible hand” guiding the economy.

SELLER A SELLER B
$4 $2
Seller A is charging too much Seller B sees an opportunity to
for his goods but still makes sales enter the market and sets up her
because he is the only seller and own stall, selling at a lower price
enjoys an effective monopoly. in order to undercut A.
BUYER

Buyers reduce their As Seller B’s price is lower,
purchases as prices are buyers begin to buy from her
prohibitively high. instead of Seller A.



Adam Smith’s encouragement
of free trade and competition
was at odds with the dominant
economic theories of his time.
Most thinkers supported some
form of protectionism—an
economic policy in which a
government imposes high trade
tariffs in order to protect its
industry from competition. In
Europe at the time this took the
form of mercantilism, which
held that to be strong, a country
must increase its exports and
do everything possible to

MONEY BASICS
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decrease its imports, as exports
brought money into a country,
while imports enriched foreign
merchants. This theory led to
strict governmental trade
controls—the Navigation Acts
forbade trade between Britain
and its colonies in anything
other than British ships.
Mercantilism began to go out
of fashion in the late 18th
century under the pressure of
new ideas about economic
specialization put forward by
Adam Smith and David Ricardo.

SELLER A

Seller A drops his price slightly

~ inorder to regain customers
and compete with Seller B.

The goods have found a price
at which buyers are happy
to continue to purchase. The
! "invisible hand” has worked and
the market is now in equilibrium.

SELLER B

still be in demand.

Seller B sees she can raise her
price slightly and her goods will

“By pursuing his

own interests, he
frequently promotes
that of the society
more effectually
than when he really
intends to promote it”

Adam Smith, The Wealth of Nations (1776)

u NEED TO KNOW

> Market equilbrium When
the amount of certain goods
demanded by buyers matches the
amount supplied by sellers—the
point at which all parties are
satisfied with a good's price.

) Laissez-faire An economic
theory that holds that the market
will produce the best solutions in
the absence of government
interference. Trade, prices, and
wages do not need to be
regulated, as the market itself will
correct imbalances in them.

» Comparative advantage
The idea that countries should
specialize in those goods they
can produce at the lowest cost.
By avoiding producing goods
in which they do not have a
comparative advantage, countries
will become more efficient and
therefore better off.

$0000800000802808008008 8000080800000



Economic theories
and money

Since the birth of modern economic thought, economists have tried
to work out how the quantity of money in an economy affects prices
and the behavior of consumers and businesses.

Keynes’ general
theory of money

In his 1935 book General Theory, John Maynard Keynes
argued that government spending and taxation levels
affect prices more than the quantity of money in the
economy. He proposed that in times of recession a
government should increase spending to encourage
employment, and reduce taxes to stimulate the economy.

-

P —————

GOVERNMENT INVESTMENT AND SPENDING STIMULATING DEMAND

When output is shrinking and As demand falls, firms reduce The government increases its spending,
unemployment rising, a government production, which raises for example on infrastructure. This
must decide how to react. unemployment and lowers demand. reduces unemployment.
Fisher’s quantity theory of money Marx’s labor theory of value
The most common version of this theory was articulated The German economist Karl Marx argued that the real
by Irving Fisher, who argued that there is a direct link price (or economic value) of goods should be determined
between the amount of money in the economy and price not by the demand for those goods, but by the value of
level, with more money in circulation increasing prices. the labor that went into producing it.
p & o
S @/v/e = 90 o m
Low money Deménd for Highdemand Money buys 1 pair 2 hours'’ labor $20
supply money rises increases value more goods of shoes at $10/ hour
w R
e e h\e fe@®s
High money ~ Demand for Low demand  Money buys 1 dress 10 hours’ labor $100
supply money reduces  decreases value  fewer goods at $10/ hour
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How it works

Scholars in the early 16th century were the first to note
that the abundance of silver coming into Spain from
the New World led to increased prices. Economists

of the 18th-century Classical School believed that the
market would correct for such imbalances, reaching

[T

an equilibrium price by itself. By the early 20th century,
some economists believed that intervention by the
government was necessary to maintain a balanced
economy, arguing that government spending could
boost employment by increasing overall demand.

- COMPANY -

@)

SALES FIGURES

- COMPANY -

MULTIPLIERS

PRODUCTION INCREASE
With more people in employment,
consumer spending rises. Increased
demand leads to increased production.

Hayek'’s business cycle

Austrian economist Friedrich Hayek noted a cycle in the
economy, in which interest rates fall during a recession.
This leads to an overexpansion of credit, necessitating
arise in interest rates to counter excess demand.

e |nterest rates

Interest rates raised to 1%

cutto 0.25%

EXPANSION

BUSINESSES SPEND MORE
With demand rising, firms invest
more, opening more factories and
providing more employment.

MULTIPLIERS

MORE MONEY IN THE ECONOMY

ECONOMY IN BALANCE

With levels of investment and production high, and
employment and wages rising, the stimulation of
extra government spending is no longer needed.

Friedman’s monetarism

Milton Friedman argued that governments could raise
or lower interest rates to affect the money supply. Cuts
would stimulate consumer spending; rises would restrict
it and reduce the amount of money in the supply.

LOW INTEREST .‘@

o=l o1

Supermarket Supplier pays
pays supplier $100 employees $100

Employee

Spends
paid $100 $100

HIGH INTEREST

BHO.L

Employee Saves $50 and
paid $100 spends $50

Supermarket Supplier pays
pays supplier $50  employees $50
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Corporate
0 accounting

Companies use money in different ways—some borrow to pay for investment
to grow bigger, while others prefer to hold a lot of cash and to rely on income
generation rather than borrowing in order to expand. Much depends on the
type of business and the management style. Start-ups and smaller companies
tend to need a lot of cash in the early days, while larger, more established
companies are better at growing their income internally and may hoard cash.

e
Cashflow

This indicates how much
income a business is
generating, and how this
compares to its costs and
the expenses that it has to
pay out. A company is said
to have a positive cashflow
if its income exceeds its
expenses. See pp.36-39

Smoothing earnings
This business practice, aimed at

reducing volatility in income and

reported profit, uses accounting
techniques to limit fluctuations
in company earnings.
See pp.34-35

Net income

This is the income that a
company reports at the end of
the financial year after costs
and expenses have been
deducted. It is calculated by
starting with the revenue
earned and then taking away
the cost of tax, expenses,
banking and interest charges,
depreciation of assets, staff
costs, and any other expenses
involved in operating the
business. See pp.28-29

Income = $10,000



cash reserves
$1.7 trillion
companies

Gearing ratio

Capital gearing is the balance
between a company’s capital
(its available money or assets)
and its funding by short- or
long-term loans, expressed
as a percentage. A company
with relatively low gearing is
regarded as being less risky
and in a better position to cope
with an economic downturn.
See pp.40-41

Debt = $2,000

THE

ACCOUNTANT
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Apple
US nonfinancial

® @ ® [
Expenses Assets
These are the costs a These are the items that a
business incurs on a company owns, some of
regular basis. They which generate income,
might include staff and many of which may
wages, insurance appreciate in value.
premiumes, utility bills, Businesses often choose
and other expenses between buying assets
involved in the running that will fall in value or
of the company. leasing equipment.

o @

Expensing vs Capitalizing

When a business incurs a cost or an expense it needs

to record it in the company accounts, either by showing
the full amount at the time it happens, or by spreading
the cost over a number of years. See pp.30-31

Depreciation

This is a measure of how much the value
of an asset falls over time, often due to
use or “wear and tear.” Companies can
record the reduction in the value of
assets such as vehicles, machinery, or
other equipment as depreciation in

their accounts. This will then reduce
the company'’s tax liability and reduce
their taxable profit. See pp.32-33




Net income

When a business reports how it has fared financially over the year, it
provides investors with a figure for its net income. This is a good way
to understand how much real profit a business is making.

How it works

If businesses were simply to report the money they

had earned, this would give an unrealistic picture of

the underlying health of the business. For example,

a business could be earning plenty of revenue, but

also incurring a lot of expenses via investment in

new markets, premises, or machinery at the same time.
In order for investors to work out whether a company

is financially healthy, therefore, they need to be able to

see how it is managing costs, and whether it is

spending money in the right way.

Net income is a good way to understand how much
real profit a business is making, and whether that
profit is likely to be sustained in the future. It is also
a way of calculating earnings per share (see “Need
to know”), which investors use to weigh up the value
of a company and its shares.

Analyzing the balance of revenue earned against
the cost of tax, investment, and other expenses is one
of a number of ways to assess how a company is faring
compared with its competitors, and if it has a sound
financial basis going forward.

Calculating net
income

For investors trying to decide whether
a particular company represents a
good investment opportunity, net
income helps them to understand the
way the business is run and is a guide
to the real profit the company is
making, rather than just the revenues
it is generating. Revenue earned is

the starting point, and the cost of

tax, banking and interest charges,
depreciation of assets, staff costs,

and any other expenses involved in
operating the business are deducted
from this figure.

Expenses _

Bottom
line

REVENUE - EXPENSES =
NET INCOME

PROPERTY DEVELOPER

Materials

$20,000

$40,000

Staff

(—)

= Tax

S

$5,000
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Some companies omit certain expenses
from their calculations to make net income
appear higher, while others inflate earnings
to make profits appear higher, for example
by including projected future earnings. This
is at best unethical, and potentially illegal.
In 2014, British grocery chain Tesco
launched an investigation after discovering
its first-half earnings estimate had been
inflated by around $407 million due to

Apple’s first quarter
A e " | netincome in 2016 -
company’s financial health, it should not be ’ the highest quarterly

used as the only means of assessment.

L J profits in history

u NEED TO KNOW

) Bottom line Refers to the
bottom of the income statement,
and is another expression for
net income.

» Earnings per share Netincome
divided by the number of shares
in issue; it is seen as an indicator
of a company'’s profitability.

D Expenses The costs incurred
in running a business that have
to be settled immediately, rather
than paid off gradually over a
number of years.

) Depreciation of assets The

| Expenses decline in value of assets that
Q the company has bought; this
may be a plant for manufacturing
processes, or specialty machinery.

» Banking and interest charges
The cost of finance, including
loans, debts, mortgages, and
other amounts owing.

Bottom
line

--------------------------------------



Expensing vs
capitalizing

When a business incurs a cost it needs to record it in its
company accounts. The company can do this for the full amount
at the time it happens, or spread the cost over several years.

copranging  Assets

apitalizing
and expensing
in practice

All companies have costs and
expenses. Some such as electricity and
other utilities, insurance, staff wages,
and food need to be paid for upfront,
so these are expensed. To qualify as
capital expenditure, an asset must

be useful for more than one year.
Businesses have to decide which
option best fits their business model.
A ski resort buys a new ski lift,
snowplow, and bus, as well as some
furniture, and capitalizes the cost.

D warnine

Whether a cost incurred can
legitimately be recorded as an
asset is open to a degree of
interpretation. Some recent
financial scandals have involved
companies recording one-off
business expenses as investments
in new markets that they projected
would pay off in the future. The
companies did this to inflate or
“flatter” their profits rather than
show the true figures. An order or
an expense that had not yet been
paid for was recorded as income
earned, and as a result company
earnings appeared higher than
they actually were.

2989000000009 909800908993000089 000000

SKI LIFT

SNOWPLOW
The snowplow is
paid off over
several years, as
deductions from
annual income.

The significant

cost of building

the lift is spread

over a number
of years.

Capitalizing

A business may decide to capitalize a cost, and then

FURNITURE PASSENGER
Furniture appears BUS
on the balance The passenger bus
sheet as a cost isrecorded as a
spread over depreciating asset
three years. as its value will fall.

spread it over a number of years. Capitalizing means AR |
recording an expense as an asset, and then allowing for ‘
its depreciation, or fall in value, over time. Accounting this

way may be the difference between reporting a profit

or aloss if the cost or expense is particularly large.

When to capitalize

For businesses wanting to have a
smoother flow of reported income
and for start-up businesses, it

can be attractive to capitalize
purchases because by keeping
costs down, a business can

report a higher income in its

early years. However, there are

tax implications if it is making a
larger profit as a result.

When to expense

If a firm expenses some of its costs,
its profitability may be lower. This
may be useful in order to reduce
tax; lower profits mean lower
taxation. A company may also
choose to expense a cost if it

has had a good year and wants

to show high profitability in

later years. Some costs, such as
staff payments, must be expensed.
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How it works provide value for more than one year, it can be
Business owners and managers have a choice. They recorded as an asset once depreciation is accounted for.
can record an expense as it occurs or at the time of Known as capitalizing, this practice has the advantage
payment and reduce the annual profit accordingly. of taking costs out of the business gradually, rather
This practice, known as expensing, will show up than in one lump sum. The profit-and-loss account is
immediately in the account. If the expense will not as dramatically affected in this case.

“Stressing accounting

appearance over

economic substance
achieves neither”

Warren Buffett

INGREDIENTS
Ingredients for the
Expensing chalet meals must
: . . appear on the gl
With ongoing expenses, a business balance sheet in full. e o y
will either record the cost at the time "
itis incurred, or at the time when it is ELECTRICITY/
actually paid. This is likely to lead to . UTILITIES

. Bills must be paid  :
% atonceandcant
~.. be capitalized. -

more volatility in reported earnings,
but may be useful if the company

is trying to keep its profits down, for
example for tax purposes.

wm\

Staff are an ongoing

cost but they must

be paid immediately

and are therefore
an expense.

INSURANCE ~
Insurance appears as
an expense that is

accounted for in full
in the financial year.




Depreciation,
amortization, depletion

The cost of a company’s assets and its use of natural resources can be
deducted from its income for accounting and tax purposes. Depreciation,
amortization, and depletion allow the company to spread this cost.

Calculating depreciation

) ) VALUE ($)
A delivery company buys a van for $25,000. Over time, the
X g $25,000
vehicle will need to be replaced. The company can record
the reduction in the value of the vehicle in its accounts as depreciation. $20,000
PURCHASE _  SCRAP $15,000
VALUE VALUE _ ANNUAL
USEFUL ECONOMIC ) DEPRECIATION () $10,000
LIFE (YEARS)
$5,000
$25,000 - $5,000 _ $4,000
5 0
Calculating amortization
. . VALUE ($)
A company buys the patent for a computer design. The initial o
A . . $25,000 o0
cost of this intangible asset can be gradually written off over S
several years and can be used to reduce the company’s taxable profit. $20,000
$15,000
INITIAL COST _ ANNUAL
USEFUL LIFE - AMORTIZATION ($) $10,000
7 AN
$5,000 X
$21,000 - $3,000
0 1 2
o o NUMBER
Calculating depletion OF TREES
A forestry company knows that it has a finite number of trees. 60,000
Depletion records the fall in value of the forest with its
remaining reserves, as the product—wood pulp—is extracted over time. 50,000
40,000
COST - SALVAGE VALUE _ DEPLETION 30,000
TOTAL UNITS X UNITSEXTRACTED = oy pence $)
20,000

$10,000,000 - $1,000,000 X
60,000

6,000

$900,000 k
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How it works a physical presence, such as a patent) can be gradually
Depreciation is used to calculate the declining value written off over a number of years. Depletion is the

of tangible assets (such as a machine or vehicle). It reduction in value of an asset that is a natural

is a measure of how much the value of an asset falls resource. Unlike amortization, which deals with

over time, particularly due to use, or wear and tear. nonphysical assets, depletion records the fall in

Amortization is a term used in accounting to describe value of actual reserves. It could be applied to coal or
how the initial cost of an intangible asset (one without = diamond mines, oil and gas, or forests, for example.

0 warnne

) Country differences There
are different ways of allowing for
depreciation, and accounting
methods vary from one country
to another. When working out
how much a company is allowing
for the cost of depreciation, it is

- important to know which method

TIME (YEARS) is being used in its accounts.

) Purchasing vs leasing assets
Business owners have to make
a choice between buying assets
that they own but that will fall
in value over time, or leasing
equipment on which they will pay
rent. As they do not own leased
equipment, they cannot record its
depreciation in value over time
and there is no depreciation
charge to be used to reduce the
company’s taxable profit.

NY (B

! ) essessessscscessessessesesessensensene

TIME (YEARS)

— 607

the value the
average car
loses after

TIME (YEARS) the road



Smoothing earnings

This is a business practice aimed at reducing volatility in company
income and reported profit. Smoothing involves the use of accounting

techniques to limit fluctuations in a company’s earnings.

u NEED TO KNOW

How it works

Investors like to see companies
demonstrate a steady increase in
income and profits over time, rather
than large fluctuations between
income in good and bad years.

It is possible for companies to
smooth their earnings to avoid
these sorts of large fluctuations. For
example, managers can manipulate
figures by choosing when to make
provision (set aside money) for large
expenses. Rather than making
large investments, paying back
loans, or making provision for big
costs in a year in which income has

been low, they can instead make
provision for those costs in a
subsequent year, when the
company'’s income has increased.
Smoothing earnings is generally
a legal and legitimate practice and
is a way of spreading profits over
a number of years. By using this
accounting practice, the financial
statements of a company will show
regular and steady growth, which
encourages people to invest in it.
However, it can also be used
illegally, to disguise or hide losses
and encourage investors to buy
into a company that is insolvent.

> Making provision The setting
aside of money for future
expenses or potential liabilities.

) Balance sheet A company’s
income, expenditure, assets,
capital reserves, and liabilities.

) Profit and loss account A
financial statement showing a
company’s net profit or loss in a
given period of 6 or 12 months.

) Volatility The ups and downs
of income or reported profits.

--------------------------------------

Volatile earnings

Company A does not keep money in reserve to pay
for large expenses or to cover its running costs in
case of a downturn in profits. It is therefore more

vulnerable to fluctuations in its income.

e

Good times:
company spends
Profits are higher than
anticipated, so the
company spends money
on new equipment, staff

SPEND

S

A_:\

®

Slump: company
has no reserves

bonuses, and advertising.
It does not keep any

money in reserve.

EMPTY

® @ )

The company suffers an
unexpected downturn in
profits, but has no money set
aside. It may struggle to meet
its running costs and will be
less attractive to investors.

AN
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ENRON (2001)
Shareholders in this
large US company lost

When the company
collapsed, accountants
found that the balance
sheet had huge hidden

debts that had not
been declared.

o o

) acombined $74 billion. g

© worLbcom (2006) °
This communications
~ company appeared
ﬁ to have far more assets
than it actually owned,
thanks to false entries
detailing sales that
never existed. It
may have inflated
its assets by as much
as $11 billion.

Even large, well-known companies can be guilty of manipulating their
profit-and-loss accounts. The biggest scandals of recent years included
that of Enron, at the time one of the top seven US companies.

A
e BERNIE MADOFF
(2008)
Investors were paid
ﬁ returns out of their
% own money, and the
business was only
sustained by
new investors being
recruited. Investors in
the scheme lost
around $65 billion.

N
o

d

@

LEHMAN BROTHERS
(2008)

This investment bank,
founded in 1850, g
had $50 billion of g
losses in the form

of worthless assets
on its balance sheet.

It went bankrupt, a

major factor in the
global financial crisis.

Smoother earnings

Company B smooths its earnings by setting
money aside during profitable years to use
at a later date, for example to repay a loan
or cover any unexpected large expenses.

Figures are managed

Income is higher than usual,

so the extra revenue is
stockpiled and then pushed
on to the following year.
Profits therefore appear to
be steadily increasing.

(e}

O warnine

Reading a company'’s financial
statement does not always give the
full picture. Some of the world’s
biggest corporate finance scandals
have involved hidden losses, loans
made to look like income, and
misstated profits to make the
company in question appear
solvent when it is not.

“We're not
managing
profits, we're
managing
businesses.”

Jack Welch



Cash flow

The money coming into and going out of a business is called cash flow.
Inflows arise from financing, operations, and investment, while outflows
include expenses, costs of raw materials, and capital costs.

Sales revenue
Cash for goods and services sold

Capital
Investment and lump sums

2 Main source of cash inflow for start-ups
» Additional cash injection after the initial start-up

2 Revenue from flotation (going public)
of private companies, and from shares issued by
public companies

2 Also known as cash flow from investing activities

2 Revenue generated by core operations

2 Profit that does not have to be repaid, unlike loans
or capital

» Payment received for goods and services provided
2 Also known as cash flow from operating activities

Salaries and wages
Payments to employees

Overheads
Payment of bills

2 Money paid to employees who
are directly involved in the
creation of goods or the provision
of services

2 Salaries paid to staff as a fixed
monthly or weekly amount
(based on an annual rate)

2 Wages paid to contractors for
hours, days, or weeks worked

» Rental cost of commercial
property; utility bills (water,
electricity, gas, telephone, and
internet); office supplies and
stationery

» Salaries and wages of employees
not directly involved in creating
goods and services (known as
indirect labor)

Loan repayments

Debt servicing and
shareholder profit

> Interest on long-term loans for
asset purchases and on short-
term loans for working capital

2 Repayments on loans

» Commission paid to factoring
(payment-collecting) companies

> Share repurchases and dividend
payments to shareholders
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How it works

Cash flow is the movement of cash into and out of a investment, and other sources. It flows out to pay rent,
business over a set period of time. Cash flows in from utilities, employees, suppliers, and interest on loans.
the sale of goods and services, from loans, capital Timing income to correspond with outgoings is key.
™ el e |
Loans : Other revenue
Bank loans and overdrafts ‘ Grants, donations, and windfalls
2 Working-capital loans to meet shortfalls, using 2 Grants from government or other institutions
anticipated income as collateral - usually for research and development
2 Advances on sales invoices from factoring » Donations and gifts (not-for-profit
(payment-collecting) companies organizations)
> Short-term overdrafts 2 Sales of assets and investments
> Also known as cash flow from financing activities 2 Repayment received for loans made
to other organizations
D Tax refunds

44
déiddiid Fddddddid
é “dddddiieid

Suppliers Tax Equipment
Payments for materials Payments to tax authorities Purchase of fixed assets
and services > Corporation tax based on profits > Cost of building and equipment,

» Cost of raw materials needed to shown in annual financial such as computers and phones,
manufacture goods for sale statements office furniture, vehicles, plant,
> Cost of stock—local or imported ) Payroll tax paid by employers on and machinery

behalf of employees ) Offset by depreciation.
See pp.32-33.

) Fees for services (consulting or
advertising) to generate revenue > Sales tax and/or VAT on goods
or services

2 Payments to contractors involved
in providing goods and services > The type and rate of taxes vary
depending on national tax laws



Cash flow management
The survival of a business depends
on how it handles its cash flow.

A company’s ability to convert its
earnings into cash—its liquidity—
is equally important. No matter
how profitable a business is, it
may become insolvent if it cannot
pay its bills on time. A new
business may even become a
victim of its own success and

fail through “insolvency by
overtrading” if, for example, it
spends too much on expansion
before payments come in, and
then runs out of cash to pay

debts and liabilities.

In order to manage cash flow, it is
essential for companies to forecast
cash inflows and outflows. Sales
predictions and cash conversion
rates are important. A schedule

of when payments are due from
customers, and of when a business
has to pay its own wages, bills,
suppliers, debts, and other costs,
can help to predict shortfalls.

If cash flow is mismanaged, a
business may have to hand out
money before it receives payment,
leading to cash shortages. Smart
businesses, such as supermarkets,
receive stock on credit, but are paid
in cash—generating a cash surplus.

Positive and negative cash flow

CASH IN HAND
INCREASES

Positive cash flow

Cash flowing into the business is
greater than cash flowing out. The
stock, or reserve of cash, increases.
A business in this position is thriving.

59000080000 500000 30000080 90500000 0000080000000 80080000000080000080580800a000008000a000000s0EN0c0000000000ssN0Ee0Ec0sNst0C000RRIEGITSLS

Stable cash flow

CASH IN HAND
STABLE

O warnne

Top five cash flow problems

» The slow payment of invoices.

> A gap between credit terms—for
example, outgoings set at 30 days
and invoices set at 60-120 days.

Y Adecline in sales due to the
economic climate, competition, or
the product becoming outmoded.

Y Underpriced products, usually
in start-ups that are competing.

> Excessive outlay on payroll and
overheads, for example when
buying rather than hiring assets.

------------------------ ssssssasesnaes

CASH OUT

Cash flows into the business at the same rate at which it flows out. A business
doing well may decide that it can afford to increase its investments or pay higher
dividends. Despite these extra expenses, the fact that its cash stock remains

stable is a sign that a business is healthy.



) Factor A third party which, for a
commission, collects payment from
a business’s customers.

) Accounts payable Payments a
business has to make to others.

> Accounts receivable Payments
a business is due to receive.

) Aging schedule A table charting
accounts payable and accounts
receivable according to their dates.

) Cash flow gap The interval
between when payments are
made and when they are received.

------------------------------------------------------------------------------

CASHIN

CASH IN HAND
DECREASES

Negative cash flow

Less cash is flowing into the business
than is flowing out. Over time, the
stock of cash will decrease and the
business will face difficulties.
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u NEED TO KNOW

D Cash conversion Successful
businesses convert their product
or service into cash inflows before
their bills are due.

D Operating cash flow Inflows and
outflows relating to a company’s
day-to-day activity.

D Investing cash flow Movement of
money into and out of a company
from investments in bonds,
businesses, or stock markets.

D Financing cash flow Payments due
to or from debitors and creditors.

NO
CASHIN

CASH DRIES UP

Bankruptcy

If cash flowing out continues to exceed
cash flowing in, cash levels will drop
so low that the business will become
insolvent, having no cash to pay its bills.

S8 0 E 0808000000800 00008000 0080000000000 00000808000000000000000s0000080000080000GsARsITY
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of small business
start-ups fail due
to poor cash flow
management

A business with a cash
surplus might:

2 Invest or move excess cash into an
account where it will earn interest.

> Upgrade equipment to improve
production efficiency.

2 Take on new staff, develop

products, or buy other companies
to expand the business.

2 Pay creditors early or pay down
debt before it is due to improve
credit credentials.

A business with a cash
shortage might:

> Lower prices to increase sales, or
raise them to increase profit.

2 Invoice promptly and chase
outstanding payments.

> Ask suppliers to extend credit.

) Offer discounts in return for
quicker payment.

2 Use an overdraft or short-term
loan to pay off pressing expenses.

» Continue to forecast cash flow

and plan to avert future problems.
N v




Gearing ratio
and risk

Capital gearing is the balance between the capital a

COMPANY HAS MORE DEBT

A high proportion of debt to equity
is also described as a high degree of
financial leverage. Typical examples

of debt are loans and bonds.

gQUIT;,

company owns and the funding it gets from short- or long-
term loans. Investors and lenders use it to assess risk.

How it works

Most businesses operate on

some form of gearing (also called
financial leverage), funding their
operations in part by borrowing
money via loans and bonds. If the
level of gearing is high (that is, the
business has taken on large debt
in relation to its equity), investors
will be concerned about the ability
of the business to repay the debt.
However, if the company’s profit is
sufficient to cover interest payments,
high gearing can provide better
shareholder returns. The optimum
gearing level depends on how risky
a company’s business sector is, the
gearing levels of its competitors,
and the company’s maturity.
Gearing ratios vary from country

to country. Firms in Germany and
France often have higher ratios
than those in the US and UK.

Gearing ratio calculation

Analysts and potential investors assess
the financial risk of a company with this
calculation, presented as a percentage.

LONG-TERM DEBT

x 100
( SHARE CAPITAL + )

RESERVES +
LONG-TERM DEBT

Equity finance (shares)

) Low gearing is seen as a measure
of financial strength

2 Low risk attracts more investors
and boosts credit rating

2 Finance from shares does not have
to be repaid

2 Shareholders absorb losses

2 Angel investors share expertise

Y Good for start-ups, which may
take a while to become profitable

2 Shared ownership, so company
founders and directors have
limited control of decisions

D Profitis shared in return for
investors risking their funds

D There is a legal obligation to act
in the interests of shareholders

) Complex to set up

Low gearing

A software company is going public. Its ratio of 21.2 percent tells
investors that it has relatively low gearing and is well positioned
to weather economic downturns.

$1.2 MILLION
$2 MILLION + $2.455 MILLION + )

100 = 21.2%

$1.2 MILLION

eQUITy
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COMPANY HAS LESS DEBT

A low proportion of debt to equity is

also described as a low degree of financial
leverage. Equity typically comes from
reserves and share capitals.
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Pros

) Debt payments do not change
with profitability

2 Interest payments are tax
deductible

) Debt does not dilute ownership

> Company retains control of
decision-making

) Repayment is a known amount
that can be planned for

Y Quicker and simpler to set up

2 Small business loans at favorable
rates may be available to start-ups

Cons

) High gearing is considered a
measure of financial vulnerability,
as debt payments must be made
even if profits are low

Y High risk may put off investors
and adversely affect credit rating

2 Loans and interest must be paid,
even if operating profit shrinks

Y Debt may be secured on fixed
assets of a company. Unpaid
lenders can seize assets and
force bankruptcy

) Tax authorities and lenders
are to be paid first in the event
of insolvency

A water company is the only water provider in the area, with several
million customers. Although high, the ratio of 64 percent is acceptable
for a utility company with a regional monopoly and a good reputation.

) Interest cover ratio An
alternative method of calculating
gearing: operating profit divided
by interest payable.

) Overleveraged A situation in
which a business has too much
debt to meet interest payments
on its borrowing.

D Deleverage The immediate
payment of any existing debt in
order to reduce gearing.

) Creditors Those to whom a debt
is due or a payment needs to be
made (shareholders are always
behind loan-holders in the order
of repayment).

D Dilution Angel investors—people
who provide finance and invest
in the future of a start-up
company—will usually receive
shares in return. This is known as
diluting ownership, as the angel
investors will own part of the
company and may hold sufficient
shares to have a controlling stake.

D R Ry

257

the ratio at

or below which
a company is
traditionally
said to have
low gearing



How companies
use debt

When a company wants to expand, it has two main funding options—
to borrow money or to issue shares to investors. Borrowing money at a
fixed price enables it to budget for costs and calculate potential profits.

How it works money via issuing shares may borrow, a company would be
By taking on debt—in other words, have to allow larger shareholders a  unable to take on large projects
borrowing money—a firm receives  say in how the business is run. If and make long-term commitments.
a lump sum of cash, paying back the company then makes a profit, If a lender is concerned about
the full amount with interest in it may have to pay dividends to how a company is being run, or
regular payments over a fixed shareholders. Unlike loans, shares its future ability to pay its debt, it
term to its creditors. It also retains  do not get “paid off”; dividends may have the option to withdraw
control over its business strategy, are paid as long as shares exist. the loan or ask the company
unlike when shares are sold. Firms may use both methods to reschedule its debt, thereby
By issuing shares, a company is to fund investment, and each paying a higher rate of interest
selling ownership (equity) stakes approach has different pros and to compensate the lender for the
in the business. A firm that raises cons, but without the facility to increased potential risk.

Business expansion

Some companies, for example those
in air travel, car manufacturing, or
house building, tend to have higher
levels of debt because they have

to purchase stock, raw materials,

or land well before they sell their
products or services.

a N

AIR Planes wants to expand its
operations because it foresees
greater demand from customers
in the future.

It plans to construct a new
manufacturing plant and needs
to raise money to buy the
site and build the factory.
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u NEED TO KNOW

) Creditors Banks, loan
companies, and individuals to
whom a firm owes money.

) Dividends Profits paid to a
company’s shareholders.

Y Interest payment The amount
of interest charged on a loan. This
is usually fixed and has to be paid
on time in installments—even if
the company is struggling and
losing money.

) Lifecycle The "debt phase” a
company is in. Start-ups tend to
be funded by small bank loans
and seed capital, turning to
venture capital when they expand,
which may involve issuing shares.

SesPseeIINETTNSUeINTIENERITTEERRIRSTIERDROTE

W ‘s,
HEED

SHARES
VS
BANK LOAN

'a

In order to retain control of
its own decisions, AIR opts for
a bank loan rather than selling
shares in its ownership.

A company that borrows money as opposed to issuing shares has fixed liabilities
and a time table for repayment. It retains more independence as the creditors
don't have a share of the profits or a say in how the company is run. There are
also tax advantages—it is cheaper for a firm to bear the cost of debt than equity.

Too
risky!

P

ASSETS

DEBT

Too much debt, and it won't attract any
lenders, as it is seen as too risky. But using
debt, it is able to retain more of its profits.

Too little debt, and it may be forced
to give away too much control and
profits to new shareholders.

AIR does not need to pay any of its
profit to its creditors. The company £
only has to repay each loan at the /A5

end of its respective term. Y

The firm opts for a debt package
from three different banks. Each
charge different rates and terms.
A contract is drawn up.
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Financial reporting is when a company
publishes statements showing its assets
(what it owns), its liabilities (what it
owes), and its financial status. This
information is used by investors to

keep track of the company’s progress.

How it works

There are legal requirements around financial
reporting to ensure that a company gives a full and
fair statement of its financial affairs. The company
must show its performance over the year or half

year, any significant changes to its financial position,
and whether it has made money or incurred liabilities
or losses during the year.

Two financial reports are usually issued per year—
the half-year report, and the annual report. For firms
that are publicly owned—i.e. their shares are traded on
the stock market—the annual report must be made
public and freely available for investors to read.

Companies usually publish a number of documents:
an annual report showing the firm's activities during
the year; a balance sheet showing its current assets
and liabilities, and the working capital (difference
between the two); a statement of cash flows and
statement of stockholder’s equity; and financial details
on its website for investors. This information is used by
investors to keep track of the company’s progress.

O warnne

A balance sheet is a snapshot of a company’s financial
position on one particular day. Although it is a good
guide to the financial health of a company, doctored
reports can, and in the past have been used to, hide large
debts or liabilities, and not reveal them to the auditors
who are checking the annual report or balance sheet.
Auditors may be alerted to fraud by a number of “red
flags” or warning signs—these could be anything from
negative cash flows that miraculously become positive
the following year, to sales registered before they have
been made, to an unusual rise in gross margin.

PP PPN PR IPRR R EERREePPRRRREIERIRRRITRRORRRIORAEROTY

Financial reporting

- Case study: balance sheet

[o]

This example, from a water company, shows
how a balance sheet works.

Fixed assets

Investments

Current assets

Total current assets

Net current assets

Total assets less current liabilities

Net assets

Stockholders’ equity

Retained profit (or earnings)

Shareholders’ funds

SYMBOLS FOR DEBITS AND CREDITS

Accountants use a number of different terms and symbols to
indicate debits and credits. Some use “Dr” for debits and “Cr” for
credits, others use “+” for debits and “~” for credits. On this balance

sheet, brackets are used to show credits (negative numbers).

L N RN NN
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Fixed assets (or non-current assets) cannot easily
be converted into cash and are usually bought for
long-term use. They are either tangible, such as
land, or intangible, such as brand logos.

Intangible assets are assets that are not physical—
for example intellectual property (IP) or trademarks.
They have a value but are distinct from tangible
assets such as stock, property, and premises.

Current assets include all assets that could be
converted into cash—cash reserves within the

0
business and petty cash; stock; insurance claims;
2,167.1 office equipment; accounts receivable.
Debtors are individuals or companies that owe the
firm money. Debtors will usually have an agreement
with their creditors about terms of payment.
7.0 6.3

162.6 153.9 @i : Creditors are the individuals or organizations to

181.0 211.0 which the company owes money. Here, the money
must be repaid in the current financial year.

3506 3712 i ...............................................................................................

Net current assets are current assets after money
due to creditors has been deducted.

151.8 oL T U UOUUPURUPOOYO: oo et eediuc b s ok s TR
Total assets less current liabilities are all the
assets that the company owns that are not likely to
be exchanged for cash, as well as cash, and other
liquid assets, minus liabilities.

Liabilities due are loans, mortgages, or
outstanding debt that the company owes,
and on which it is likely to have to pay interest.

Net assets are the company’s total assets minus the
202.2 240.6 @ total liabilities it has. It is the amount of value left
and is sometimes called shareholders’ equity.

81.3
1202 Issued share cap is the total number of shares
202.2 held by the company’s shareholders.

Retained profit is profit that has not been paid
out as dividends to shareholders and may be
reinvested or used to pay debt in the long term.

Shareholders’ funds, or owner’s equity, is the
company’s remaining net capital; this can be
reinvested or paid out annually as a dividend.

R N N RN



A financial instrument is something that has value
and can be traded. This might be cash or currency,
shares, assets, or debts and loans. It can include
evidence of an ownership of interest in a company

or other entity. Many records of financial instruments
are now held electronically.

How they work

Financial instruments are legal agreements that require one party to pay
(or promise to pay) money—or something else that has a value—to another

person or organization. There are usually conditions attached to an agreement.

These conditions might cover the amount and timing of payments of interest,
cash, capital gains, premiums, or provision of insurance cover as part of the
agreement. As proof that you own a financial instrument, you might hold an
actual document, such as a share certificate, an insurance policy, or a contract
for a debt or a loan, but shares can also be held in an online account.

Growth and dividends

Investors buy and trade financial instruments in order
to receive a straightforward capital gain, or to receive
interest from a bond or from dividends of shares.

Risk control

Buying assets that perform independently of each other
(shares from one country, and government bonds from
another, for example) can help reduce risk in a portfolio.

Preparing for the unexpected

An investor wishing to hedge their portfolio might buy
insurance against that portfolio falling in value. Holding
an insurance certificate gives protection against losses
that have been set out and agreed in the policy.

~ Financial
O@@ instruments

Shares

Companies issue shares to
investors in return for money.
A legal agreement between
a company and a shareholder
might include the payment of
dividends (when and if the
company can afford to do so),
or perks for as long as the
investor holds the shares.
See pp.48-49

[5)

Currency

Different currencies can be
held and traded by investors
to exploit movements in
exchange rates for profit.
See pp.58-59
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Bonds and
loans

/@\

These are IOUs between
a company and an investor.
The investor effectively loans
a company or government
money and, in return, the
borrower pays interest to the
investor over a set period, at
a set rate, with a specified date
for the return of the capital.
See pp.50-51

Funds

An investment fund (such
as an ETF fund) is a supply of
capital belonging to a group of

Derivatives—
options and futures

The value of derivatives
depends on the performance
of an underlying asset. They
are traded to provide capital
growth, or to limit risk within
a business or a portfolio.
Professional investors may use
them to hedge their portfolios.
See pp.52-53

fund'’s share price will increase,
netting the investors a capital
gain. It may also pay interest.
See pp.80-81

investors. This money is invested
by the fund in the hope that the

46/47 NN
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rise in the value
of Google shares
in a single day
on Friday, July
17th, 2015

u NEED TO KNOW

) Capital gain Profit from the sale
of assets such as shares.

D Risk The chance that an
investment’s return may be lower
or different than expected.

) Portfolio A range of investments
held either by an individual or by
an organization.




]
---Shares

Shares are units of ownership interest in a corporation that are
available for investors to buy or sell. Companies create shares in order
to raise capital, which they can invest to grow their business.

How it works

Shareholders are investors who buy
the shares a company creates, and
who therefore own a part of the
company. When shareholders buy a
share, it is usually an “ordinary
share” or “common share,” which
means that they can vote in the
election of the company’s executive
team, approve or vote against new
share issues and other money-
raising activities, and in some cases

receive payouts known as dividends.

Shareholders are entered on the
company'’s shareholder register,
which is a list of all the investors
who hold a stake in it. Investors buy

Issuing shares

Companies issue shares when

they need money to invest or pay

off costs. When an investor buys

a share, they become a shareholder
and own a small part of the company.

S
COMPANY

———

A company needs shares to expand
its operation. It decides to offer shares
to the public via flotation on the

stock market.

shares for capital growth (hoping
the underlying value or price of the
shares will rise) and for income if
the shares pay dividends. Share
prices rise and fall based on a
company'’s financial performance,
general economic news, and market
sentiment—how investors feel
about a company or the wider
economy. If a share price fluctuates
in a short space of time it is said to
be volatile. If one company’s share
price is volatile it can indicate
investor worries about that
company; if volatility affects all
share prices it can indicate
instability in entire markets.

—
~—

COMPANY

COMPANY SHARES

The company issues shares at
$10 per share. The shares are
made available via an Initial Public
Offering (IPO) at an agreed price.

u NEED TO KNOW

D Listed A share that appears on
the register (list) of the stock
exchange on which it is being
traded (bought or sold).

2 Quote The most recent price at
which a share has been traded.
Stock exchanges are now all
electronic, and prices can be
seen changing minute by minute
during the course of the day.

) Stocks “Stocks” describes the
ownership of shares in general.
“Shares” refers to the ownership
of shares in a particular company.

Individual investors receive their

shares at the issue price, in this case
$10. The shares can then be bought
and sold on the stock exchange.




Once shares
have been issued
they can then be
traded on the
stock market.

The priceof a
share favored by
investors tends to
rise; if investors lose
confidence, the
price tends to fall.

If a company does
well, shareholders
share in the returns.
This is what makes
buying shares so
exciting to investors.

PROFIT-MAKING AND FINANCIAL INSTITUTIONS
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Shareholders buy
part of acompany.
If share values fall,
there is no guarantee
that they will get
their money back.

If a company goes
bust, shareholders
will probably lose
most or all of their
initial capital.

If a company fails,
shareholders lose
their investment
but they are not
responsible for a
company’s debts.

\

average daily
trading value of
the New York Stock

Exchange, the
largest in the world

Shares for sale

COMPANY SHARES

After the IPO allocations, the
company makes the shares available on
the stock exchange where prices are
affected by market performance.

After six months the shares gain
10% in value. Shareholders who sell
shares they bought at $10 have now
made a profit of $1 per share.

After another six months the
company pays a dividend of $1 per
share. Investors still holding their
shares gain this $1 profit.



- Bonds

Companies and governments sell bonds to raise money without
issuing shares. They are effectively fixed-term loans bought by
investors who receive interest until the end of that term.

How it works

Bonds are securities for long-term debt, although they
are not always held until the end of their term. The
price of a bond rises and falls depending on current
interest rates, and on how likely investors feel the
bond issuer is to repay the initial sum invested. There
are different kinds of bonds such as savings bonds,
company bonds, and government bonds (also known

as US treasury securities), and some can be traded
between investors. In savings bonds, investors deposit
a lump sum with a retail savings institution (such as a
bank), receive regular interest, and are repaid the
original sum in full. In other types of bonds, repayment
of the original sum is not guaranteed, since the issuer
could go bust. Because the risk of government default is
so small, gilts are seen as the least risky bond type.

Investors pay into a
company, receiving a bond
certificate in return.

$1,000
from
investor

WATER
COMPANY

By issuing bonds at $1,000, a
water company receives loans
of $1,000 from investors for
each bond they wish to buy. In
addition to promising to repay
the loan, the company regularly
pays interest, known as the
coupon, to bondholders.

Investing in bonds

When choosing a bond, investors
must balance the total sum received
in interest against the likelihood of
the capital sum (initial cash investment)
actually being repaid at the end of the
term. They must also decide whether a
bond offers good value by analyzing its
current yield. This compares the interest
paid by the bond with its current value
on the secondhand market. Although
bondholders have a slightly higher
chance of being paid than shareholders
if a company collapses, there is no
guarantee of payment.

Yield calculation

Coupon amount 100
bond price 1

Currentyield
The interest rate the
bond is paying expressed
as a percentage of its
market value.

sssssrssssssnsssecrssnnoBRaEn S

=vyield %

sssssnsss

YEAR1

The coupon is 10%, which
means the water company
regularly pays out 10% of the
face value of the bond—the
price at which it was sold—as
interest. As the face value is
$1,000, the coupon is $100.
Investors could also sell their
bond certificates for $100.

Yield calculati
iel ulation 40

100 interest

$1,000 - 100
TX 1 10%

Year 1 yield = $100
The market value of
the bond is $1,000, and it
is paying 10% in interest,
so the yield is $100.
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u NEED TO KNOW

) Savings bonds Cash deposits on
which a regular interest rate is paid.

D Face value The initial price at which
the bond was issued.

2 Market or par value The price at 2 Securities Financial instruments,

which a bond is traded.

2 Coupon The amount of interest
paid to bond investors.

? Yield A general term that relates

to the return on the capital invested

inabond.

such as bonds, that can be traded.

Y Junk bonds Bonds of highly risky
companies.

> Default When a company fails to

honor a repayment on a bond that it

has sold to an investor.

US banks due to
high interest rates

YEAR 2

The company does well and
is seen as a safe investment
so the bond’s market value— I
the price other investors will
pay for it—increases. Some
investors may choose to sell
their bond certificates for a
20% profit, but others will keep
them for the regular interest.

Yield calculation
$100
100 100 _ 8.33% interest

$1,200 * 1

Year 2 yield = 8.33%
At $1,200, the interest
remains the same but the
bond yield falls to 8.33% as
the bond provides 10% of
$1,000 on a $1,200
investment.

8805008000085 00460000000000000a0N00RsNRs00ETRNR0000ssa00CRSsS

YEAR 3

After a difficult year the
company looks less reliable, so
the market value of its bonds
decreases. The bond still
provides regular interest. Any
new investors would receive
the same interest payment—a
higher rate of regular interest
for a lower initial investment.

Yield calculation

$100 100 _ 5 go,

$800 1

$100
interest

Year 3 yield = 12.5%
The interest the bond
pays remains at $100, but
the bond can now be bought
for $800. The yield therefore
rises to 12.5%.

YEARA4

At the end of the bond’s
term, the company repays the
original capital sum, plus any
interest that has accrued, on a
specified date known as the
maturity date. The bondholder
receives no further interest
once the bonds have matured.

Repayment
$1,000

Return on bond = $300
The bondholder receives
the full redemption of
$1,000, plus the total
interest of $300 that has
been accrued over
the three years.



PRICE

IEI ] [ |
--: Derivatives

A type of financial instrument, the value of derivatives is based on
the price of an underlying asset or index. They are commonly used
by investors to spread risk, and/or to speculate.

How it works investor to gain exposure to a market via a smaller
Investors may buy derivatives in order to reduce the outlay than if they bought the actual underlying asset.
amount of volatility in their portfolios, since they can The most common are futures and options—leveraged
agree on a price for a deal in the present that will, in products in which the investor puts down a small
effect, happen in the future, or to try to increase their proportion of the value of the underlying asset and

gains through speculation. Derivatives can enable an hopes to gain by a future rise in the value of that asset.

# Derivatives for hedging

Companies use derivatives to protect against cost
fluctuations by fixing a price for a future deal in
advance. By settling costs in this way, buyers gain
protection—known as a hedge—against unexpected
rises or falls in, for example, the foreign exchange
market, interest rates, or the value of the commodity
or product they are buying.

TIME (IN MONTHS)

A US-based airline company reviews To protect itself from potential future price increases, it can buy fuel
its stock levels and decides that it will at today’s prices for delivery and payment at a future date, known as
need to buy jet fuel for its fleet of a forward transaction. If the price of fuel then falls instead of rising,

planes in three months’ time. however, the company will be locked in to paying a higher price.
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O warnne

Referred to as financial weapons of
mass destruction, derivatives can be
volatile. Relying on debt leverage, they
use complex mathematical models and
not all traders clearly understand the

ks they are taking They anauffer . Was lost on derivative trading
by JP Morgan Chase & Co.

Derivatives for speculation

Investors may buy or sell an asset in the hope
of generating a profit from the asset’s price
fluctuations. Usually this is done on a short-term
basis in assets that are liquid (easily traded).

a A
. AIRLINE . AIRLINE
COMPANY / COMPANY
Options to buy Options to buy

Expired

Available for limited
time period: $.50 option
on $5 share price.

~ PROFIT

SMALL
LOSS

An investor notices a company'’s If share prices do rise, the investor If share prices fall, the investor
share price going up and buys can profit by buying at the fixed can sell the option or let it lapse,
an option on the shares—a right option price and selling at the losing a fraction of the value of

to buy shares at a future date. current higher price. the asset itself.



Financial
v markets

The flow of money around the world is essential for businesses to operate and
grow. Stock markets are places where individual investors and corporations can
trade currencies, invest in companies, and arrange loans. Without the global
financial markets, governments would not be able to borrow money, companies
would not have access to the capital they need to expand, and investors and
individuals would be unable to buy and sell foreign currencies.

| Inside the stock exchange

Financial markets
in action

Thanks to the global financial Buying and selling Brokers trade shares Buyers specify
markets, money flows around occurs in real time, (also known as stocks), bonds, which share or
the world between investors, and prices change commodities (raw materials), and asset to buy, at
businesses, customers, and by the second. specialty financial products such what price, and
stock markets. Investors are not as futures and options. in what volume.

restricted to placing their money
with companies in the country
where they live, and big businesses

now have international offices, so Investors buy via When shares are easy to buy A stock is known
money needs to move efficiently brokers, who set and sell, the market is said to be by its “ticker"—
between countries and continents. prices and make liquid. When there are fewer usually a shortened
It is also important for the growth commission buyers and sellers, the market version of its

of the global economy that people on sales. is said to be illiquid. trading name.
are able to invest money outside
of their domestic markets.

Buying shares or options

Investors study data to decide
whether to buy or sell financial
assets. Data is updated regularly
to reflect changes in supply and
demand. See pp.62-63
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ﬁlew York, US

The New York Stock Exchange (NYSE)
is the largest in the world (market
capitalization—the market value of its
outstanding shares: $14.14 trillion),
followed by the NASDAQ), which is
also based in New York, ($5.63 trillion).

in Canada is run by the TMX Group
($1.45 trillion).

Iokyo, Japan

The Japan Exchange Group (JPX),
based in Tokyo, is the largest
exchange in Asia ($3.73 trillion).
China
China has three stock exchanges:
the Shanghai Stock Exchange (SSE),
($2.9 trillion); Shenzhen Stock
Exchange (SZSE) ($2.36 trillion);
and the Stock Exchange of Hong
Kong (SEHK) ($2.32 trillion).

London, UK

The London Stock Exchange (LSE) is
Europe’s largest ($2.68 trillion).

Euronext has headquarters in
Amsterdam, Brussels, Lisbon,
London, and Paris ($2.56 trillion).

Deutsche Borse is based in Frankfurt
(FWB) ($1.24 trillion).

New York

London Tokyo
London New York Tokyo

‘ ROGUE TRADER ’
A trader who
makes high-risk,
speculative,
unauthorized
trades, usually
financial.
See pp.66-67

Checking prices across markets

Traders check currency values and prices,
looking for variations across the markets.
The global markets are closely connected
and sharp rises or heavy falls in Asia, or the
US, may affect prices in London and the
rest of Europe. See pp.58-59, 64-65




The money market

Banks and companies use the money market to buy
and sell financial assets that have short maturity
dates, and that are easy and quick to exchange.

COMMERCIAL
PAPER

How it works

The money market exists to provide the loans that
financial institutions and governments need to carry
out their day-to-day operations. For instance, banks
may sometimes need to borrow in the short term to
fulfill their obligations to their customers, and they use
the money market to do so.

For example, most deposit accounts have a relatively
short notice period and allow customers access to
their money either immediately, or within a few days
or weeks. Because of this short notice period, banks
cannot make long-term commitments with all of the
money they hold on deposit. They need to ensure that
a proportion of it is liquid (easily accessible) in market
terms. Otherwise, if a large number of customers wish
to withdraw their money at the same time, there may
be a shortfall between the money the bank has lent
and the cash deposits it needs to return to savers.

Banks may also find that they have greater demand
for mortgages or loans than they do for savings
accounts at certain times. This creates a mismatch
between the money they have available and the money -
they have loaned out, so the bank will need to borrow
in order to be able to fulfill the demand for loans.

FOR
QUICK ACCESS TO
SHORT-TERM
MONEY

1

Who uses the money market 11101111
The primary function of the money market is for banks and II m Il
11

other investors with liquid assets to gain a return on their
cash or loans. They provide borrowers such as other banks,
brokerages, and hedge funds with quick access to short-
term funding. The money market is dominated by
professional investors, although retail investors with more
than $50,000 can also invest. Smaller deposits can be
invested via money market funds. Banks and companies
use the financial instruments traded on the money market
for different reasons, and they carry different risks.

-------------------------------------------------------------



TREASURY
BILLS

BANK
DEPOSITS

L

COMPANIES
A company that has a cash

surplus may “park” money fora
time in short-term, debt-based

financial instruments such as
treasury bills and commercial

paper, certificates of deposit,

or bank deposits.
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? Treasury bills Short-term government
securities that mature within three months
to one year of issue, also known as T-bills.
They are acquired at a discount on their
face or "par” value, which is then paid in
full on maturity. T-bills are considered
effectively risk-free.

) Certificates of deposit Fixed-term
savings certificates issued with a set
interest rate by banks. Rates depend
on length of maturity, with longer
terms getting better rates. The main

MEDIUM

FOR RISK risks are being locked in to low interest
SHORT-TERM, rates if rates rise, and early withdrawal
LOW RISK ;
INVESTMENT penalties. ) o
) Bank deposits Money deposited in

I banks, often for a fixed term. Interest
rates vary, based on the amount deposited
and on deposit liquidity. Risk depends
on bank creditworthiness, and whether
it is insured by the FDIC.

) Commercial paper Short-term,
unsecured debt issued by a company.
Only companies with good credit ratings
issue commercial paper because investors
are reluctant to buy the debt of financially
compromised companies. They tend to
be issued by highly rated banks and are
traded in a similar way to securities.

Asset values are in the thousands or
millions of dollars.

u NEED TO KNOW

2 Money market funds Collectives that offer “baskets”

A

INVESTORS of financial instruments to individual investors, allowing
Individuals seeking to them to invest in the money market with a sum of less
invest large sums of than $50,000.

RrREY ARl reh oW Y Federal funds rate The rate at which financial
risk may invest in

ARhciaNhe R thents institutions borrow and lend to each other overnight. It
Sums of less than is a very influential interest rate in the US economy—if
$50,000 can be invested the rate goes up, so does the cost of borrowing.
in money market funds.

R R R RN



Foreign exchange
and trading

Known as forex, foreign exchange and trading refers to the buying
and selling of currencies. This trading of currencies can occur
between banks, financial institutions, governments, and individuals.

Forex profit and loss O

A trader wants to sell some UK pound
sterling (GBP) and buy euros (EUR)
because they think that the value

of the pound is going to fall against
the euro. If their prediction is right,
they can sell the euros for a profit,
but if their prediction is wrong, they
will take a loss when they sell.
Investors who wish to speculate on
the forex market may use a forex
broker and give them a deposit, or

borrow money (known as margin)
- s DEPOSIT

from them to buy currency. O
€3

BORROWED
u WARNING MONEY

Investor A thinks that this is a good price and decides to trade,
borrowing £79,000 to do so.

F

Investor A looks at the price of the two currencies on the forex
market. The EUR/GBP is trading at £0.79 to buy and £0.77 to sell.

—

Forex markets usually trade on
small differences—for example
the US dollar-euro rate changing
by a few cents—so sudden shocks

can catch investors unprepared.On O Currency trading at: Buying £0.79/€1, Selling £0.77/€1

January 15, 2015, the Swiss National
.

Bank (SNB) unexpectedly
announced that it would no longer
h

hold the Swiss franc at a fixed
exchange rate with the euro.

This caused panic in the forex
markets. At one point on that day
the Swiss franc rose by 30 percent
against the euro and 25 percent

against the US dollar. Investor A buys €100,000 for £79,000 from Investor B. They do this
via a currency brokerage, which charges them both a commission.

ﬁ

h

--------------------------------------
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How it works
The forex market provides a service to individuals,
businesses, and governments who need to buy or sell
currencies other than that used in their country.

This might be in order to travel abroad, to make
investments in another country, or to pay for import
products or convert export earnings.

Sterling falls against euro.
New selling price £0.81 to €1.00

-

=

-

®%
£

2,000 BROKER

79 000

Investor A sees that the
price to sell EUR/GBP is
now £0.81 so she sells
her stake to Investor C
for £81,000, making

a profit of £2,000 by
taking advantage

of small price
differences,

after paying
commission

to the broker.

LOSS OF £3,000
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&
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Sterling rises against euro.
New selling price £0.76 to €1.00

E | ‘ | BROKER

Investor A sees that the price to sell EUR/GBP is now £0.76 and
decides to sell her euros to Investor C for £76,000 before the

rate slides any lower, making a loss of £3,000. She still has to pay
commission to the broker even though she lost money on the trade.

It is also a marketplace in which currencies are bought
and sold purely to make profit via speculation. When
trading very large volumes of currency, even small
fluctuations in price can provide profits or losses.

The forex market is open 24 hours, 5 days a week,
which makes it unusual, as equity markets have set
daily trading hours and are closed overnight.

A

UKE UsSS

morning

u NEED TO KNOW

D Currency pair Two currencies
that are being traded—for
example US dollar and the euro.

D Spread The difference between
the price at which one of a
currency pair is sold, and the price
at which it can be bought; spreads
change depending on the liquidity
of the markets and the demand
for the currencies being traded.

) Leverage The option for
individuals to trade higher values
of currency than the cash in their
forex account would cover.

) Stop loss An order placed with a
broker to sell currency once it
reaches a certain price, to limit the
losses investors experience when
the market moves against them.

) Margin call A request from a
forex broker for an investor to
increase their deposit, as the value
of their investment has fallen
below a certain point.

R T T Y]



Primary and
secondary markets

In order for shares to be bought and sold, there needs to be
a market where they can be traded. There are different types of
markets, depending on the type of share and the size of the trade.

Primary market

A private company may decide

to issue shares because it needs
money to expand and grow,

and it wants access to a wide

pool of potential investors.

The company sells (or “floats”)
these new shares in the primary
market in an Initial Public Offering
(IPO). A company that is preparing
to float will use the services of
several investment banks to gauge
and gather support for the sale of
its shares from institutional and
private investors before setting

a price. The shares are then sold
to the public and institutional
investors by the company using
the services of a specialty broker.

O warnine

There must be a secondary market for
selling on shares bought in the primary
market. If no one is interested in buying
them, or there is no place to trade them,
the market for them becomes illiquid.
Investment scams often involve investors
being sold securities that cannot be sold
on in a secondary market because they
are not listed on the exchanges or have
no intrinsic value or potential. A share is

only tradeable when other investors want

to buy or sell it.

--------------------------------------------

'O.

v

. MANAGING THE SALE
Prospective buyers of the shares

c will be able to read about the

Ompanv company in its prospectus.

The public and investors Specialty brokers handle the sale.
can buy shares of a

public company in the
primary market.

Public

/1

/2
)

=

SETTING VALUE

The value of share issues
in the primary market is
fixed before flotation.

The number of shares traded




How it works

The primary market is where new shares are created
and first issued, whereas the secondary market is
where shares that have already been issued are traded
between investors. When a company is preparing to
float on the primary market, investment banks will

Stock exchange

Investors can buy and sell shares that
have already been floated and these
are available in the secondary market.

[® ]~
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set a price at which the new shares will be offered.

They may also underwrite the Initial Public Offering
(IPO) and guarantee to take on unsold shares. The
issue price is fixed, but shares may be resold at a
different price on the stock exchange (in the secondary
market) from the first day of issue.

SHARE PRICE
Prices are not fixed
and change with
the fortunes of the
company, supply
and demand for
the shares, and
financial and
economic news.

Investor

Secondary market

When investors talk about shares
being bought and sold, they are
usually talking about transactions
taking place in the secondary
market. This is where shares are
traded between investors. Trading
is facilitated by brokers or dealers
who take commission on trades.
Dealers also earn profit on the
spread, or difference, between
the price at which they buy and
sell shares. These dealers are
known as market makers and
maintain liquidity by offering a
buy and sell price at which they
will accept trades. The secondary
market includes the London
Stock Exchange, New York Stock
Exchange, the Nasdaq, and other
stock exchanges in countries
around the world.

Institutional investors such as pension
funds or hedge funds tend to trade
stocks and shares in significant
volumes. The third and fourth markets
cater to these higher-volume trades.
The third market operates between

large investors and broker-dealers.
The fourth market caters to large
investors who buy and sell shares to
each other. The cost of trades tends
to be lower than in primary and
secondary markets because there

are no brokers’ commissions.
Although the stock may be listed
on the main stock exchanges, the
trades that take place are not put
through them, and large trades can
be made anonymously.
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Predicting market
changes

Being able to predict what might happen in the 3\ °

stock market is extremely useful to investors
looking to profit from buying financial assets.

How it works
Investors use analysis to try to
understand where a company, share,
or stock market might be heading.
They want to determine whether it is
likely to increase in value or whether
there are factors that signal an
impending fall in price or downward
cycle. Investors also need to know
how markets and economies are
behaving, and how that behavior
is likely to affect the performance of
other sectors or companies, before
deciding to buy shares of companies
that they think will do well in the
hope of achieving capital growth.
However, prediction techniques
are far from foolproof and there is no
statistically significant evidence to
show that correct predictions are
based on anything other than luck.

Predicting the
stock market

Accurate market analysis and
forecasting can help investors buy or
sell shares at the right time, invest in the
right sectors or geographical regions,
and limit their shares’ downside while
maximizing their potential profit.
Professional traders have developed
ways to evaluate the future direction
of a company, share, or index. Two
approaches are often used: technical
analysis and fundamental analysis.

vs
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2016

Technical

analysis involves
examining price data
and trading volumes in

an effort to predict the S

\CTION "
movements of shares, an TECHN\CA\-\P::E&% ata compa“\_(‘:e
index, or other financial Rather than oc\a\ datato c}eter‘rr“; e
instruments. The approach de‘a“i(:;‘?:vestors use ncse c
aims to identify patterns that ‘t‘;‘(“’g\p predict moveme

may indicate future behavior.
Investors use it to help them
determine which way a
share is trending, and to
prepare them to respond

to market signals that
indicate whether the

share is likely to go up

or down in value.

Asian markets open up to 8 hours
ahead of European and US markets
due to the time difference. Because
stock, bond, and currency markets
around the world are intimately
linked, what happens on the Asian
markets can affect markets in the
Eurozone, UK, or US, and have a
bearing on opening prices when these
markets begin trading later in the day.
For this reason, investors often look
for signals from Asia to determine the
likely direction of other markets.

& v

u NEED TO KNOW

D Hedging A strategy that involves
investors buying shares they think are
likely to rise in price while also selling
shares they think will fall, in order to
maintain a market-neutral position.

D Technical analysis Research aimed
at identifying patterns that indicate if
a share is trending up or down.

) Fundamental analysis An
assessment of revenues, costs, debt,
profit margins, and management.




Arbitrage

When there are price differences between two similar assets being
traded on different exchanges across the world, traders may seek
to take advantage of the discrepancy in order to make a profit.
This practice is known as arbitrage.

Transatlantic trades

When a company is listed on both the

UK and US exchanges, arbitrage may be
possible. For example, if a trader can buy
shares in Company A on the US exchange
for $2.99 each and sell them on the UK
exchange for £2.30 each, which was equal
to $3.01, the trader will make a profit of
$0.02 per share. In practice, arbitrage
works by exploiting small price differences
such as these at high volumes, using
computer programs to trade almost
instantaneously. These trades take place
so quickly that the biggest profits are
made by the organizations with the
fastest computers.

Computing power enables HFT to search
the markets for tiny anomalies to exploit.
A computer program automatically
evaluates and carries out a large number
of trades at high speeds—faster than any
person could do. It is possible to make

a lot of money from very small price
differences in this way.

S

New York Stock Exchange

Company A

1. Buy share
at US price. i o

Today'’s exchange rate @)
D $1=£076 NEW YORK
e 4 £ (£1=$1.31)
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How it works buying it for a cheaper price in another. Arbitrage,
Arbitrage is the practice of buying a tradeable asset as currently practiced in stock and bond markets,

in one market and almost simultaneously selling it at is only possible due to the computing power now

a higher price in a different market. Conversely, it is available, so large volumes of transactions can

also the practice of selling an asset in one market and exploit small differences in prices within milliseconds.

London Stock Exchange

Company A

-

3. Receive profit

£2.30
2. Sell share at UK =
price to make a small ! ‘ $3.913
profit—in this case, 4 4 i
$0.023 per share r_ ';';%Fz';g;
exchanged. SHARE

y

" LONDON

Program loading...

The automated
program carries out
- ' the transactions within
a fraction of a second

Cancel

In 1998, hedge fund Long-Term Capital
Management (LTCM) lost $4.6 billion
as a result of arbitrage trades in bonds
that went wrong.

The price difference between the
bonds being traded was relatively small,
so in order to make a profit LTCM had to
carry out large volumes of trades. These
trades were also highly leveraged using
billions of dollars borrowed from other
financial companies.

This high leverage and the 1998
Russian financial crisis prompted
investors to move their capital to less
risky investments. LTCM sustained huge
losses and was in danger of defaulting
on its loans. The US government had to
intervene in order to prevent a collapse
of the debt markets and damage to the
global economy.

equity trading

High-Frequency
Trading at its height
in 2009



Manipulating
the stock market

M

Stock market manipulation can take many forms—such
as artificially fixing prices higher or lower—with the
aim of interfering with the market for personal gain.

How it works ‘ &

A trader can manipulate the market - Q

by processing a lot of small sell g 5 / @

orders in an attept to drive down - X &

the price of a share. This

can cause other shareholders to

panic and sell their shares, sending

the price down even further.
Conversely, a lot of small buy

orders may push up a share price to

convince other investors that good

news is about to be announced.

Market manipulation is highly

unethical but not always illegal.

Pushing share prices down

> Large volumes If a large investor
sells off its stock, prices may fall )
because of an increase in supply. O‘ @
That same investor can then buy ==
the stock back later at a lower
price, having locked in profits
at the higher price.

) Shortselling Rogue traders
borrow shares that are sold at a
high price, then manipulate the
price down so that they can buy
the shares back at a lower price to
return to the original owner.

2 Bad news If a company issues
a profits warning, or a negative
report, shares may fall in price.




PROFIT-MAKING AND FINANCIAL INSTITUTIONS 6 6 / 67 )).
Financial markets

900000000000 0800300808008000000P 0080000500800 0000000000000 0803G0000000E000000308008008080

d:

Posting negative or positive information
Investors often like to discuss shares they own

&
or are thinking of buying with other like-minded |
individuals on bulletin boards and investment
forums. These can be a good source of '

»F investment ideas but they can also be used by

unscrupulous traders who post negative or
positive information to inflate or deflate prices.

Manipulation can affect other
areas of the market as well. A
recent example is the Libor rigging
scandal. Libor is a benchmark rate
that banks charge each other for
short-term loans and is regarded
as an important measure of trust
between major global banks.

The scandal involved traders at

10 firms, which the UK’s Serious
Fraud Office alleged had conspired
to manipulate the Libor benchmark
between 2006 and 2010 in order

to keep it artificially low.
\ v

Pushing share prices up

> Stock liquidity In less liquid
stocks, a relatively small number
of buy orders can move the price
up. This makes it easier to
exaggerate price movements
through manipulative trades such
as “pump and dump,” where a
rogue trader encourages investors
to buy shares, pushing the price
up so they can then sell their own
shares at a high price.

) Good news Posting positive
information about a company
or stock on a bulletin board or
in an investor chat room can
encourage other investors to buy.




Day trading

Day trading is the buying and selling of shares, currency, or other financial
instruments in a single day. The intention is to profit from small price
fluctuations—sometimes traders hold shares for only a few minutes.

How it works

Investors typically buy or sell a share based on their
analysis of economic or market trends, research into
specific companies, or as part of a strategy to benefit
from the regular dividends that companies issue.
Unlike such investors, day traders look for small
movements in prices that they can exploit to make a
quick profit. They may hold shares only momentarily,
buying at one price and selling when the price rises

by a few cents, perhaps only minutes later. Day traders

make profits by trading large volumes of shares in one
transaction, or by making multiple trades during the

course of the day. They buy (or sell) shares and then sell

(or buy) them again before payment becomes due, and
usually “close out” all trades (selling the shares they
have bought, and vice versa) at the end of the day to
protect themselves from off-hours movements in the
market. This is different from long-term investing, in
which assets are held for longer periods in order to
generate capital growth or income.

Liquid shares I I

Day traders favor shares that are

liquid—those that are easy to buy
and sell in the secondary market.

At market opening, a day trader looks at the price of

BigBank shares, knowing that the bank has just reported

increased profits.

PROFITS

7
7
/ s
7, //l-"/

e

The trader buys 10,000 shares at $490, expecting
that the price will continue

to rise.
2

r/"/‘/ A\,
o 10, LI

g

Quantity
10,000

e
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u WARNING u NEED TO KNOW

Y Highrisk Day traders typically
suffer severe losses in their first
months of trading, and many never
graduate to profit-making status.

) Stress Day traders must watch
the market nonstop during the
day, concentrating on dozens of
fluctuating indicators in the hope
of spotting market trends.

D Expense Day traders pay large
sums in commissions, for training,
and for computers.

) Scalping A strategy in which
traders hold their share or financial
asset (known as their “position”) for
just a few minutes or even seconds.

) Margin trading A method of
buying shares that involves the day
trader borrowing a part of the sum
needed from the broker who is
executing the transaction.

) Bid-offer spread The difference
between a price at which a share is
sold, and that at which it is bought.

By 10am, the bid price has risen to $500. The
trader sells, making a profit of $10 (minus fees)

on each of the shares.

- X 10,000

The trader may make five
to 10 similar trades within
the course of a day.

D Market data The current trading
information for each day-trading
market. Rather than using market
data that is available free of charge
but can be up to an hour old, day
traders pay a premium for access
to real-time data. Day traders
must be able to trade on news
or announcements quickly, so
they need to watch the market
and stay close to their trading
screens at all times.




Financial
institutions

Around the globe, money moves between banks, businesses, governments,
organizations, and individuals, crossing time zones, continents, and cultures.

At the heart of the global financial systems are the banks, hedge funds, pension
funds, and insurance companies that hold and invest the world's money. Without
the liquidity that banks provide, organizations and individuals would find it hard
to borrow or save money, invest in existing businesses, or start up new businesses.

Services and fees

Financial institutions make money
primarily by lending out cash

at a higher interest rate than the
one they are paying to their
depositors. They also make
money by investing the cash
entrusted to them by customers,
and by buying and selling assets
for clients and charging a fee for
this service. They lose money
when debts are not repaid, or
only partially repaid, or in the
event that they make the wrong
investment decision.

Receives premiums, which it
invests for interest and growth

Does not have a
banking license or is not
supervised by a banking
regulator. May provide
banking services but is
not allowed to hold
deposits from public.
See pp.82-83

Insures companies
and individuals against
named risks, invests
premiums, and pays
out claims under terms
of the policy schedule.
Required to reinsure
its own risks to prevent
collapse. See pp.78-79

INSURANCE
PAYOUTS

Public and
investors

INTEREST PREMUMS
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The worldwide markets are all interconnected and
rely on each other. A shock in one market can
have an adverse effect in another.

) When Greece was renegotiating
its debt write-off the European stock markets
were negatively affected, especially when it
seemed as if Greece might leave the euro.
) Fears that the Chinese economy was slowing
down fed into fears about global market growth.
) The result of the Brexit vote in 2016 led
to a sharp drop in the value of the pound.

00
(81818

_ Invests cash from deposits

' and interest payments

Provides financial
services to
businesses and deals
in large transactions,
providing loans,
mortgages, and
savings products.
See pp.72-73

INTEREST
ON LOANS .

LOANS AND
MORTGAGES

Enables individuals
or companies to
buy or sell financial
instruments. Brings
buyers and sellers
together, matching them
so that a trade can take
place. See pp.76-77

COMMISSION
TO BROKER
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5639
Olllion

investment bank when it
filed for bankruptcy in 2008

COMPANY

i
@®
>2

JGE

Profits from brokerage and
corporate advisory roles

Underwrites
businesses and new
share issues, brings
companies to
market, arranges
mergers, and offers
corporate brokerage
services. See pp.74-75

BOND
& ) q
BONDS SOLD
TO PUBLIC

MONEY GOES
TO COMPANY




Commercial and
mortgage banks

Banks make money by lending out money and charging interest on it. They
also pay interest—at a lower rate—on deposits that they hold from savers.
To remain solvent, banks must maintain a balance between the two.

How it works

Banks need to continually make
money in order to pay costs and
expenses, make profits, maintain
or increase their market share,

and make regular dividend
payments to shareholders.

Commercial banks provide

loans to individuals and sell

products to customers including
loans, savings accounts, credit
cards, overdrafts, and mortgages
for prospective home buyers.
Commercial banks advise and
lend to businesses, to retail or
small-business customers, to

Banks constantly adjust the
interest rates they charge on
debt and the interest they
pay on savings and current
account balances, depending
on market factors and their
business objectives. To make
a profit, a bank needs to lend
money at a higher rate than
it pays on the savings and
deposit accounts it offers. In
the example on the right, the
bank pays savers and deposit

hold with it. At the same time
the bank charges mortgage
borrowers 5%, enabling it to
achieve an overall profit
margin of 3%.

INTEREST
RECEIVED

holders 2% on the money they

business start-ups that need capital
to grow, and to large businesses

that need multimillion dollar
funding for major projects.

Banks can vary the rates they
offer to customers in order to boost
demand for their products. They do
this either because central bank
interest rates have been raised or
lowered, or because they want to
undercut competitors and increase
their market share. For example,
in order to attract customers, one
bank might offer a mortgage loan
at a rate lower than that offered

by its competitors.

PAID

=3%

PROFIT MARGIN

SAVINGS
INTEREST

A fine balance

The banking business is constantly
in flux, but banks must protect
themselves against a sudden
significant outflow of savers’ money.
If this happened it could lead to a
run on the bank, which might in
turn cause the bank to collapse.

In order to guard against this, banks
keep capital reserves and offer
competitive savings rates in notice
accounts. Notice, usually of between
30 and 180 days, has to be given
before money can be withdrawn
from such accounts.

of
largest US banks

-----------------------------------------------
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Attracting
.
INTEREST PAID ON new customers
Lielitelie s Itis cheaper and easier for banks
to sell products to existing customers—a
practice known as cross-selling—since they
Making money —% know more about those customers’ individual
Banks make money from financial circumstances.
loans by charging

interest, from current
accounts by charging fees
and overdraft penalties, s
and from business

accounts through e\.

transaction charges.  INTEREST PAID
ON LOANS

INTEREST RATES
— ON SAVINGS
ACCOUNTS

DIVIDENDS TO
SHAREHOLDERS

OVERDRAFT MONTHLY OR
CHARGES ANNUAL FEES
ON SAVINGS

ACCOUNTS

Capital reserve
CHARGES FOR A sum of money that a bank is not

TRANSACTIONS permitted to lend or invest. Banks ANNUAL FEES
Oﬁ'c'f:gﬂ:%s keep capital reserves to protect AND MONTHLY
themselves from mass withdrawals CHARGES ON
by customers or heavy losses from CREDIT CARDS

bad loans. The reserves are typically
a fraction of deposits.

escssessessese



services, dealing with larger and more

complicated financial deals than retail banks.

How it works
Investment banks work with large companies, other
financial institutions such as investment houses,
insurance companies, pension funds, hedge funds,
governments, and individuals who are very wealthy
and have private funds to invest.

Investment banks have two distinct roles. The
first is corporate advising, meaning that they help
companies take part in mergers and acquisitions,
create financial products to sell, and bring new
companies to market. The second is the brokerage
division where trading and market-making—in which
the investment bank provides mediation between
those who want to buy shares and those who want to
sell—take place. The two are supposed to be separate
and distinct, so within an investment bank there is a
so-called “wall” between these divisions to prevent
conflict of interest.

Areas of business

While the brokerage and corporate advising divisions
of an investment bank are theoretically distinct, there

is inevitably overlap between the two areas of, for example,

market-making and underwriting new share issues, or
mergers and acquisitions advising and research.

O warnine

> Although investment banks help to keep money
moving around the world, if they run into difficulties it
can affect cash flow across geographical boundaries.

) Investment banks are exposed both to the inherent
risks in the assets that they hold, and also the risk that
other financial companies with which they are
connected might fail. This is called counterparty risk.

R P R R TR

Investment banks

An investment bank offers distinct financial

Proprietary
trading

Investment banks
have their own funds,
and they can both
invest and trade their
own money, subject to
certain conditions.

Acting as
a broker

Banks can match
investors who want

to buy shares with
companies wanting to
sell them, in order to
create a market for
those shares (known
as market-making).

Research

Analysts look at
economic and market
trends, make buy or sell
recommendations,
issue research notes,
and provide advice
on investment to
high net-worth and
corporate clients.

Y T #
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u NEED TO KNOW

2 Initial Public Offering (IPO) When a private company
first issues shares to investors and becomes a public
limited company.

Y Underwriting The covering of a potential risk—in
return for a fee or percentage.

D Guarantees The commitment that, in a new share
issue, shares will be sold for a minimum price. If the
new issue is not popular, the bank may be left holding
the shares on its books and may have to sell them at a
loss in the future; if the new shares are in demand and
the open market price rises above the issue price, the
bank will make a profit.

Bringing
companies to
market

Investment banks can
raise funds for new
issues, underwriting
Initial Public Offerings
(IPOs) in exchange for
a cut of the funds
they raised.

R R RN N

Bringing
companies
together

Banks facilitate mergers
and acquisitions (M&A)
by advising on the
value of companies,
the best way to
proceed, and how
to raise capital.

Making money

» Banks receive fees in return for
providing advice, underwriting services,
loans and guarantees, brokerage
services, and research and analysis.

? They also receive dividends from
investments they hold, interest from
loans, and charge a margin on financial
transactions they facilitate.

? The advising division may end up
holding unwanted shares if the take-up
of an IPO is lower than expected.

? The trading division of a bank may
make the wrong decisions and end
up losing the bank money.

2 In ayear of little corporate activity,
banks may have to rely on trading profits
to bolster their returns.

Structuring
products

Clients who want

to sell a financial
product to the public
may bring in an
investment bank to
design it and target the
retail or commercial
banking market.

» Banks may create financial products
which they fail to sell on to other
investors, leaving them holding loss-
making securities or loans—as in the
run-up to the 2007-2008 financial crisis.

SECURITY



Brokerages

A broker is the middleman who brings buyers and
sellers of stocks and other securities together, and
acts as an intermediary for trades.

How it works

A brokerage firm enables
individuals or companies to buy

or sell financial instruments.
Traditionally, brokerages research
markets, make recommendations to
buy or sell securities, and facilitate
those transactions for clients. A
stockbroker then makes the trade
in the market on behalf of the
client, for a commission. Larger
institutional trades are still often
done in this way, with a broker
being instructed to buy or sell a
large amount of stock on behalf

of a client.

With the advent of the internet,
discount and online brokers have
automated this process for the
wider retail market (private

investors), dispensing with the
need for stockbrokers to place
trades by phone or in person.
Online brokers enable retail clients
to trade financial securities
instantly via an online trading
platform, but these brokerage
companies may not give advice or
provide research. This allows them
to offer a much cheaper execution-
only service.

Brokerages may also make money
by charging fees for managing
clients’ portfolios and executing
trades for them. This is known as
a discretionary service, and may
involve transaction fees and a
management fee taken as a
percentage of the value of the
client’s portfolio.

Itis important to be aware of the
bid-offer spread when trading
securities or other financial products.
This is the difference between the
buying and selling price of a security.
For example, one investor wants

to buy shares and is given a price—
the offer price—of $210. Another
investor wants to sell and is quoted a
sell, or bid price, of $208. The $2
difference is the bid-offer spread.
Securities that are frequently traded,
for example those listed on the

S&P 500 index of leading shares, tend
to have smaller spreads and are
called “liquid” because it is easy to
find a buyer or seller for them.
Those traded less frequently—for
example the shares of smaller
companies—may have a bigger
spread and are therefore less liquid.
Liquidity is generally defined by
“normal market size,” which is the
number of shares for which a retail
investor should be able to receive
an immediate quote.

first online

broker

The broker’s role

When an investor wishes to sell
some of their shares, they first
contact their broker and ask
them to quote a price. The
broker checks the market and
tells them the bid price at which
the share is trading—that is, the
price at which the broker is
willing to buy from a client. It is
generally lower than the offer
price at which the broker is
willing to sell to a client. The
difference in price is known as
the bid-offer spread, and it is
how brokers make money on
their deals. Prices can change
within seconds on busy trading
days for certain assets. The seller
then specifies whether they want
to go ahead at that price, wait, or
sell “at best,” which is whatever
price the broker can secure for
them in the market at the current
time. The broker then proceeds
to carry out the trade on the
investor’s behalf.

Sells for $400

A

¥
)
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Real-time trading
OFFER PRICE

$420 If a retail investor is H

using an online trading
platform, the price at

which they can buy or
BID PRICE
$400

sell the security is displayed
online. They have a finite
amount of time to decide
whether or not to accept that
price and trade at that level.

>, \é Bid-offer
77T\ spread: $20
Transaction
fee: $20

Commission:
1% = $4.00
Total: $24.00

Broker

Acts as an intermediary,
charging a flat fee and/or
commission on the trades they
execute, as well as profiting
from the bid-offer spread.
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Insurance risk
and regulation

Insurance is in essence a form of risk management, by which
individuals and other entities pay a fee to transfer a potential financial
loss to an insurer in exchange for compensation if the loss occurs.

How it works
Insurance mitigates risks that can
be quantified and anticipated as
potentially or possibly likely to
happen. All types of insurance—
life, home, corporate, business, and
motor—work in the same way, by
pooling risk.

Without insurance, individuals
would be exposed to unexpected
events leading to financial hardship,

such as premature death, accidents,
fire, and theft. Businesses would be
vulnerable to closure, governments
to bankruptcy, and companies
unable to grow and develop.

Insurance companies take on the
risks of individuals, companies, and
governments in exchange for a fee,
or premium, which represents a
small proportion of the value of the
risk they have agreed to cover.

Premiums are based on the
insurer’s past experience, known
as claims history, with regard to
that particular risk, and also an
assessment of the client’s risk as
an individual or business.

Relatively small premiums paid
by a large group of people are used
to fund the payouts required when
a small number of those customers
make a claim.

Insuring a business

If a business wants to insure
against the risk of adverse events,
such as a fire destroying its
premises, it pays a premium to
an insurance company, which
promises to pay out a certain
amount of money should an
adverse event happen. The
circumstances on which the
insurance company will pay out
are listed in the contract between
the business and the insurance
company, known as the policy
schedule. The premium gives
cover for all the risks specified

in the policy schedule. Risks

that are not covered are

classed as “exclusions.”

INSUREES

Individuals or businesses will
each pay a premium—a fraction
of the financial value of risk
insured—to cover them against
fire, death, accidental damage
to their house or car, and theft.
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It is important for the insurance
industry to be well regulated in
order for it to work properly.

Regulators monitor the insurance
industry to make sure that insurers
can pay claims made by insurees.
They require insurance companies
to buy their own insurance—called
reinsurance—to ensure they can
meet their financial liabilities in full.

This covers the insurance
companies’ own risks so that if, for
example, they have a lot of claims
at once, or if one client has a huge
and unexpected loss, they can
afford to pay without experiencing
financial difficulties.

2 Premium The amount of money
an insurance company charges to
provide the cover described in the
policy or bond.

D Excess The financial contribution
the customer must bear on an
insurance premium.

2 Surplus Insurance companies
are required to hold a surplus
in reserve.

Y Profit The return received by
insurers from the growth and
interest on their investments, or
by selling insurance to customers
at the right price, or by having
few claims.

D Loss A result of not charging enough
in premiumes, a fall in the price of
investments, or by having large
claims to pay out to customers.

» Investment portfolio A collection
of assets bought with the money
insurance companies receive from
premiums. Portfolios make money
from interest, dividends, and capital
gains on trade stocks.

Y Investment income The income
an insurance company receives
from the investment of premiums
and reserves.

Y Policy The contract between an
insurance company and its customer.

’l'
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Pooled premiums

PAYOUTS

CLAIMANTS

If an adverse event happens to a claimant,
they receive monetary compensation from
the insurance company. As part of the
contract between the insurer and the
insuree, all risks must be disclosed at the
start of the policy or a claim may be invalid.

) es

As not all customers will experience an
adverse event, the insurance company can
afford to pay those that make a valid claim.




Investment companies

Investment companies buy and sell equities, bonds, and other financial
assets on behalf of their clients, and with their clients’ cash. Investors
buy a stake in a fund and their money is pooled to buy a range of assets.

Investment companies and diversification

Diversified investment companies invest in a wide range of assets and in various

securities (cash, bonds, and stocks) within each kind of asset, whereas non-
diversified companies invest in a single industry or asset. A diversified portfolio

will spread risk, and limit the impact of any market volatility.

FUND MANAGER'’S FEE

Investment
fund

A fund manager’s
objective is to create
capital growth, or
income, or both, for
their shareholders
and investors. They
assess and adjust
investments
as required.

If the property market
is expected to do well, the
fund manager might create a
portfolio with more exposure to
it. Holding an excess amount of
a particular security is known
as being “overweight.”

A fund manager will buy
commodities—income-
producing assets like gold,
natural gas, or beef not usually
traded alongside bonds and
equities. Investing in them
can be a good way of
diversifying a portfolio.
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How it works

Investment companies pool investors’ funds to invest
in different businesses and assets, potentially giving
clients access to markets they could not afford to invest

80/81 NE
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in alone. Fund managers analyze the market, deciding
when to buy, sell, or hold. They respond to economic
and world news, and try to anticipate movements in
global stock markets to make money for clients.

76

The fund manager aims to
spread risk while creating
returns. Fixed income from
interest payments is provided
by bonds that form part of
the investors’ portfolio.

hﬁ

the maximum amount
of total assets a diversified
investment company can
hold in a single security
according to US law

Shares are selected
by company, country, or
sector. The fund may be an
income fund that pays out
dividends on shares, or a capital
growth fund, which aims
to grow the original
sum invested.

O warnine

> Charges Investing in a fund can
include administrative charges,
management fees, and entry and
exit fees, in addition to the cost of
the units in the fund.

) Performance Despite the fact
that they are actively managed
by professionals, many funds do
not provide a better return than
basic market trackers.

--------------------------------------

AMOUNT RETURNED
TO INVESTORS

Return

The income and
growth from a fund
is known as the
return. This is the
net amount after
dealing costs, fund
management fees,
and other costs are
deducted. These
are charged to the
fund, regardless of
whether or not the
underlying asset
value has fallen.

REINVESTED IN FUND




Nonbank financial
institutions

A nonbank financial institution (NBFI) is an organization that does not
have a banking license, or is not supervised by a banking regulator. It
may provide banking services, but cannot hold deposits from the public.

As a consequence of the financial crisis of 2008—-2009, on their borrowers. In meeting these requirements,

regulatory authorities have been reconsidering their traditional banks have tended to reduce the number
approach to financial supervision. In the UK, banks of customers on their books who are at a medium or
are now required to be more stringent about their high risk of not being able to pay back their loan or
lending criteria and to hold higher levels of reserve mortgage. Increasingly, nonbank lenders have moved
cash. They are also required to conduct credit checks into the space that has been vacated by the banks.

Types of NBFI and their business areas

In the last few years, the number of NBFI companies has greatly increased. NBFls are
not subject to the tougher criteria that traditional banks must meet when they lend to
individuals or businesses, and may also offer lower interest rates and larger amounts
of credit than banks are allowed to provide. There are numerous types of NBFI.

® Commercial loan providers e ® Peer-to-peer lenders ®

These provide funding to businesses but These lenders act as middlemen, uniting

may not accept deposits from the public, lenders with borrowers. The idea is that each
and they are not allowed to provide will receive a better rate—lenders receive more
overdrafts. Their lending criteria may be interest than they would on a bank savings

less stringent than that of a bank. Their account, while borrowers will often pay less
services are not aimed at individuals. interest than they would on a bank loan.

vvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvvv
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CREDIT UNIONS

These are member-owned,
financial cooperatives that
are nonprofit and supported
by an affiliated group.

SPECIALTY LENDERS
Able to charge high rates of
° interest, they may target those
with poor credit ratings or with
court orders against them.

— ]

— dn

The kinds of NBFI available will vary from country to country.

SAVINGS AND LOAN
ASSOCIATIONS

Accepts savings deposits and
the funds are used to make
mortgages and other loans.

PAWNBROKERS

These offer secured loans to
people who put up an asset,
such as a car or jewelry, as
collateral on the debt.

O warnine

NBFIs are not accompanied by the
same guarantees and protections
that are built into products and
companies regulated by the
government watchdog, the Federal
Reserve System, in the US. For the
borrower, terms and conditions
may be less favorable, while
lenders may find it difficult

to establish the creditworthiness
of those to whom they are lending.

L T Y

® (Crowdfunding @

This is an emerging means
of raising capital in which
small projects or businesses
can seek investment from
individuals, bypassing
traditional finance sources.
Crowdfunding platforms
allow investors to spread
risk between projects,
though there is a chance
the investment will fail.

427

of consumers have
used NBFIs in the last
12 months

Banks can hold individuals' money on deposit,
and they can also process payments, lend to
individuals, and offer products like credit cards,
loans, mortgages, and current accounts. They are
covered by strict regulations.

O N R Y]
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:.!\ The money
supply

The money supply is the total amount of money in the economy at a given

time. The government monitors this supply, because of its impact on economic
activity and on price levels. It may decide to change financial policy to influence
the money supply—for example, by raising or lowering the amount that banks
must hold in reserve as actual cash. If the money supply is too low, such as during
a recession, or a depression, the government may take steps to try and increase it.

How the money
supply is measured

Types of money in an economy are
classified in “M” groups. The most
liquid, or spendable, form of money
is called “narrow” money, and include
classes MO and M1. The definition
of “broad money” includes other less
liquid, less convertible forms. These
are classed as M2, M3, and also M4.
How these classes are defined, and
what they include or exclude, varies
from country to country.

“He who controls
the money
supply of a
nation controls
the nation”

James Garfield

M1 MO + money equivalents readily converted into cash

MO Physical currency in circulation

Bills and coins in
general circulation
Physical currency
used as tender.

Narrow money

rsl

7

Physical assets

in banks

Hard currency held
in bank reserves.

. Traveler’s checks

~ Representative
money that can
be readily exchanged
for cash.

Instant access
savings
Deposits in bank

® accounts that allow

ready access.

MO and M1 make up the narrow money group. This is money in a form
that can be readily used as a medium of exchange, and includes bills,
coins, traveler’s checks, and some types of bank accounts.

MORE LIQUID
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Unlike a currency backed by a
commodity, such as gold, fiat
money does not represent
anything, nor can it be redeemed
for a set amount of another
commodity. The word fiat is Latin
for “let it be done,” and refers to
the fact that fiat money is legal
tender only because it is backed
by a government decree.

It has no intrinsic value.

- Commodity-backed
a .
Currency used to be backed
by gold, which was known

as the gold standard.

2 Based on a commodity The value of
money is tied to that of a commodity,
such as gold.

2 Redeemable Currency is redeemable
for an equivalent amount of gold.

> Limited Money supply is limited by
the supply of gold.

Government-backed (fiat)
The state backs paper and
digital money—another type

of fiat currency (see pp.88-89).

2 Not based on a commodity Value
is based on faith in the government
and economy.

D Notredeemable Fiat money is
not redeemable for anything.

Y Unlimited The government is free
to print more if it wishes.

Broad money
M2, M3, and M4 constitute broad money. This includes forms of
money that are not immediately available in a spendable format,
and which take time to access.

S ussuguo

The government or the central
bank decides which definition of
money to use when assessing the
money supply. For instance, the
US government measures supply
by M2, and, since 2006, no longer

includes data on M3.
Once the data is
gathered, the state
may decide to make
changes to the reserve
amount that banks
must hold (see
pp.90-91) or increase
the money supply

(see pp.92-95).




Increasing money
circulation

Most of the money in the economy occurs in the form of bank
deposits—the appearance of funds in bank accounts. Banks

increase money circulation whenever they make loans.

How it works

When a bank decides to give a
customer a loan, it will credit their
account with the agreed amount.
From the moment the loan shows
up electronically in that customer's
account, they will expect to be able
to withdraw it as cash, so the bank
must have that cash available in
order to be able to hand it over to
the customer on demand. Similarly,
if the customer wants to use the
loan to pay money into a different

bank account in a different bank—
having for example paid for goods
with a debit card—the issuing
bank must be able to persuade

the second bank to accept the
transfer of credit money. Because
the issuing bank is liable to meet
demands such as these, the deposit
money that it has credited to the
customer’s account is seen as a
liability as the bank will have to
pay this money out. By contrast,
the loan is regarded as an asset for

the bank. This is because the bank
can expect to recoup the money it
has issued as a loan, along with the
accrued interest, and it has a legal
right to enforce the repayment
should the customer refuse to pay.
The bank records this transaction
using a system of accounting called
double entry bookkeeping, which
reflects the equal and opposite
effects that the issuing of the loan
will have on the bank's acconting

Assets

An asset is something that is
owned that can be used to pay
debts. Assets usually produce a
return over time. A bank’s most
important asset is its customer
loan book, since customers pay
interest on loans.

Liabilities

Aliability is an obligation that is
legally due to be paid. A bank’s
major liabilities are its customers’
bank accounts, since all of its
customers expect to be able to
withdraw their money at some
moment in time.

g
\

Balancing the books

Banks increase money circulation when they issue a loan
in the form of money deposited in a customer’s account.
Although the loan and its repayment is an asset, the extra
account money is a liability, because if the bank fails to
make the money available on demand, it could collapse.
To prevent this from occurring, banks maintain tight
control of their balance sheets, making sure their
liabilities always match their assets. They carefully assess
customers who apply for loans to ensure they will be
able to make repayments. Central banks (see pp.100-103)
exist to oversee the whole system and support banks

when they face difficulties.

books (see right).

ASSETS

US currency

circulation



The balance
sheet
records
assets in one
column and
liabilities in
the other.

The value
of the
loanin the
customer's
bank
account.

Further
sums
borrowed
by the
customer
add to the
bank’s assets.

GOVERNMENT FINANCE AND PUBLIC MONEY
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BANK BALANCE SHEET: LOANS

Creating credit A balance sheet shows how
liabilities are balanced by assets. When a bank
makes a loan to a customer, the asset to the bank
(the amount of the loan) is balanced exactly by the
liability to the bank (the credit deposited in the

customer’s account).
Assets

Loan to customer

$1,000

The loan to the
customer is an asset
on which interest
will be paid.

Assets

Additional loan to
customer

$100

Total loan to customer

$1,100

The bank is now
owed an additional
$100 on which
interest will be paid.

Liabilities

New money in the
customer’s account

$1,000

The creditin the
customer’s account
is a liability that
could be demanded
in cash at any time.

Liabilities

Additional new money
in the customer’s
account

$100

Total new money

$1,100

The bank is now
liable to pay an
additional $100.

In accounting, this bookkeeping
system requires that every business
transaction is entered twice in at
least two accounts to demonstrate
that each entry has an equal and
opposite effect. In practice this
means that every debit in an
account must be matched and
offset by a credit. The sum of all
debits must therefore equal the
sum of all credits.

The value
of credit
in the
customer's
bank
account.

S)

Further

sums lent to

the customer

add to the

bank’s

liabilities.

LIABILITIES



a Banking reserves

Banks are not allowed to loan out all the money they receive as deposits,
but instead are required by law to hold a specific percentage of their
deposits in reserve as hard currency, that is available to depositors.

How it works

The central bank sets the reserve
requirement for commercial banks.
This is the minimum percentage
of total deposits that banks must
hold as actual currency, in case
some depositors wish to withdraw
deposits as cash. Reserve amounts
of hard currency may be stored in
bank vaults on site, or held by the

central bank in the form of deposits.

The reserve amount held by a bank
is usually around 10 percent of

its total deposits. The remaining
90 percent of deposits, the excess
reserve, can be loaned out to other
customers. Freeing up capital for
loans helps to create wealth in the

economy. However, it also means
that commercial banks would be
unable to honor all withdrawals
should all of its depositors try to
withdraw their money as cash at
the same time. This is a scenario
that commercial banks count on

as very unlikely; however, in such
an event, they can appeal to the
central bank for additional reserves.
The central bank manipulates the
reserve rate to influence how much
money commercial banks are able
to loan. In theory, a low reserve rate
makes it cheaper for banks to lend,
and vice versa (see pp.100—103).
Banks are also paid interest on
their reserves at the central bank.

u NEED TO KNOW

> Reserve requirement or
reserve ratio The percentage
of total deposits that a bank must
keep in reserve as hard currency.

) Vault cash Hard currency kept
in reserve inside a bank vault.

D Excess reserves The amount
of a deposit remaining, once the
reserve has been set aside, and
which may be loaned out to
other customers.

) Deposit liabilities Money
deposited in the bank, which the
bank must pay back in the future.

--------------------------------------

How fractional reserves work

A reserve rate of five percent means that a bank must
retain five percent of a $100,000 deposit, that is, hold
$5,000 in reserve. The depositor’s account will then be
credited with the full amount of $100,000 that they
deposited. The bank then loans out $95,000 to another
customer, crediting their account with $95,000. Now the
bank holds $5,000 in cash against claims of $195,000.

$95,000

Excess reserves are
loaned out to other
customers, or can

be used by the bank
to make investments.

ICOMMERCIAL BANK I ) .
| $5,000

Required reserves
are held in a bank’s
vault as hard currency
(and used for cash
withdrawals), or held
with the central bank.

CENTRAL
BANK SETS
RESERVE AT

5%

Total bank reserves

$100,000
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THIS IS A SIMPLIFIED EXPLANATION OF THE MULTIPLIER EFFECT
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BANKA

7

fractional reserve cycle

money to yet more borrowers.

The multiplier effect of the

Wealth is created by loaning out
most of a deposit. This original sum
is then multiplied many times over

as borrowers deposit their loan into
other banks, which, in turn, loan

N

$1,000 is deposited in Bank A
by Customer A, and her account
is credited with $1,000.

Bank A holds $50 of this
depositas a 5% reserve.

BANKB

deposit as a 5% reserve

—=

Customer C.

Bank B holds $47.50 of the $950

$902.50 of the deposit
is loaned by Bank B to

Bank B holds $47.50 as
cash reserves against
claims of $1,852.50.

Bank D holds $42.87 in reserve
against claims of $1,671.87.

v

The initial deposit of $1,000 results
in total claims (all deposits and loans)
of $7,234.24. The collective cash

reserve is $185.50.
&

n

v

Ny

~
Banks | Reserves|Deposits | Loans

A $50.00 [$1,000 [$950.00
B $4750  [$950.00 [$902.50
C $4513  [$902.50 [$857.37
D $42.87 |$857.37 |$814.50

Totals | $18550 14370987 |$3,524.37

N

v

$950 of the
deposit is credited
to Customer B's
account in the
form of a loan.

The initial $1,000 deposit has
been credited to two accounts
at once (bar the $50 reserve), so
$950 is unbacked. Bank A holds
$50 in cash against claims of
$1,950—the deposit and loan.

d

Customer B spends $950 in
businesses that eventually
deposit cash in Bank B.

BANK C

i

Customer C spends $902.50
in businesses, which eventually
deposit cash in Bank C.

Bank C holds $45.13 of
the $902.50 deposit
as a 5% reserve.

g $857.37 of

the deposit

_ can now be

loaned out to

r Customer D.

Bank C holds
$45.13 in cash
reserves against

ENNEE BENER
$ [ | |

Bl

Bank D holds $42.87 Customer D spends s‘flla;?; g;
of the $857.37 deposit $857.37 in businesses VTR
asa 5% reserve, and that eventually deposit
loans out $814.50. cash in Bank D.



Recession and

The way money is used in an economy will change depending on how
well or badly that economy is performing. In a recession, the money
supply is restricted, which affects the whole economy.

o & a )
Recessmnary CYCIe If the money supply slows,
Everything in the economy the wheels of the economy
is linked to everything else through turn more slowly, further
buying and selling, so it is possible for restricting the movement
an economic downturn to lead to an of money around the
ongoing pattern of decline—known economy, which creates s ’
as a recessionary cycle. Once a a recessionary cycle. Consumers have less money to
few households or firms (or the spend. They feel less confident
government) begin to cut their about the future, and so may try
spending, other firms will start to to save more and spend less.
sell less. In turn, they will want to - s
reduce the amount they are spending
on labor, or raw materials, to limit the ?U%T’E\‘((

impact of falling sales. They

may also put off making longer-
term investment decisions as profits
are uncertain, meaning that they
contribute even less money to

the economy. This can add up

to a powerful negative cycle.

u [
HAEEEE

In response to decreased
demand, producers cut wages
and hours, lay off workers, and
buy fewer raw materials.

In the early 2000s, banks and other | form of “subprime mortgages,”
financial institutions began lending | where people who were denied a
money on a very large scale. conventional mortgage by banks
Regulations were loosened and were loaned money by “subprime
low interest rates encouraged lenders.” When a number of these SUSEN
borrowing. The US and UK were borrowers were unable to repay ]
especially affected, with easily their loans, the whole system = = ==
available credit encouraging was at risk. Financial institutions
spending by consumers and stopped lending to each other,
causing rapid economic growth. and consumer lending dried up \
However, the very large amount in the “credit crunch” of 2008. As Investors fear that company
of lending by banks meant that money was harder to get hold of, profits, and the value of stocks,
some loans were going to riskier spending slowed and the global will decrease, and are less willing
borrowers. In the US, this took the | economy fell into a recession. to invest in new companies.

. w
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How it works

A recession is a period during which the economy,

as measured by its GDP, is shrinking, meaning that
less is being bought and sold in that economy. This
will usually also lead to falling wages or higher
unemployment. As more people are out of work, or
earning less than they previously were, they have less

money to spend. They begin to save their money,
fearing for their economic future, which has a further
negative effect on the economy as a whole, as it
reduces the overall money supply. Demand for goods
falls further, companies are forced to cut costs and
production, and the recession can worsen. This sets
up a vicious circle of decline.

money is less likely to repay it.

Unemployed workers
' have less money to spend,
and by spending less they
cause demand for consumer goods to
fall still further. Workers on reduced
hours and lower wages will also spend
less and try to save more.

< -| fewer consumer goods,

k tm Companies produce

which further reduces their
demand for labor and raw materials,
slows their growth rate, and causes
their profits to fall. Firms begin to fear
for their futures and invest even less.

\— Fewer capital goods,
% such as machinery and
M equipment, are sold as
scompanies reduce investment and
spending. This hits the profits of the

companies producing capital goods
and reduces their demand for labor.

-
As economic activity
decreases, people’s
w expectations about the
future worsen. They borrow
’ less money and banks, in turn, may cut
lending for fear that anyone borrowing

u NEED TO KNOW

) Expansionary policy Attempts
by a government to make an
economy grow faster—for
example by cutting taxes, raising
government spending, cutting
interest rates, or making money
easier to borrow.

> Contractionary policy Attempts
by a government to slow an
economy down, usually to try to
avoid inflation—for example by
raising taxes, cutting government
spending, or both. It usually
involves raising interest rates and
making money harder to borrow.

$ 9000909009099 3000005 00008008 sTRRERRTETYS
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4%

the amount
by which the
US economy
grew in 2015



Recession to
depression

A sustained period of deep recession is known as a depression. During
this time a country’s GDP falls for repeated consecutive months by up
to 10 percent and unemployment levels soar.

B 4
1. Prosperity in the US during the “Roaring Twenties” 2. By late 1929 there are signs the US economy is in
leads to overconfidence and reckless investment. trouble: unemployment is rising, consumer spending

Thousands of ordinary Americans buy stocks and is declining, and farms are failing. But still confident
the increasing demand for shares inflates their value. of getting rich quick, some people continue to invest.

A 4. There are a series of runs on the

WALL STREET banks, as shaken customers want to
hold on to all their cash (see right). ‘{
Many banks lose their reserves and by = b, |
1933 more than half have shut. Banks |
H contract their loans, and the deposits

they create, further reducing the US
money supply.

>
3. Over six days in October 1929, 5. Loss of confidence, less money, and increased borrowing costs result
shares on Wall Street’s New York in reduced spending and demand for goods. Manufacturing slows, workers
Stock Exchange crash. In total are laid off, and wages are lowered, further reducing spending power.
$25 billion is lost, and with it
people’s confidence in the stock
market. Many investors go
bankrupt, banks lose money;,
and trade collapses.




How it works

A depression occurs following a protracted period of
deep recession, and when an economy is stuck in a
perpetual cycle of decline there can be catastrophic
results. Banks crash, stock markets plummet, the
money supply shrinks, prices fall, investments are
rendered almost worthless, there is an increase in

6. The depression spreads
around the world as the US,
having lent a lot of money to
European countries, recalls loans,
pulls out of foreign investments,
and increases taxes on foreign
imports. European banks collapse
and unemployment rises.

GOVERNMENT FINANCE AND PUBLIC MONEY
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defaults and bankruptcies, and unemployment levels

NEW DEAL

=

7.In 1932, US President Franklin
D. Roosevelt introduces the

New Deal, to fight the depression
through economic and social
reforms. In Europe, right wing
parties emerge, such as Hitler’s
National Socialist Party, which
promises to restore the economy.

8. Countries that leave the gold standard early, and so can depreciate
their currencies to combat deflation, tend to begin recovery sooner. For
the US, WWII brings an increase in employment (in industrial production
and military service) and government spending, which speeds recovery.

rise as individuals and businesses stop spending.
Government attempts to stimulate the economy by
pumping more money into it no longer work, and
low interest rates no longer encourage consumer
spending. Instead, government investment to
stimulate employment and growth is needed.

0%

the amount the
average US income
fell between 1929
and 1932

People tend to hold on to money
in economically unstable times
because it is a reliable store of
wealth that can be exchanged
quickly for other assets—a good
insurance against an uncertain
future. Holding on to money also
becomes more profitable when
prices are dropping, as a given
amount of money will buy ever
more goods.

When the desire to save is so
great that it overwhelms normal
spending activity, the economy can
become stuck in a liquidity trap.
Any increase in the money supply
fails to stimulate economic activity,
as people continue to hoard money
while they wait for the economy to
improve. However, this hoarding
slows the economy further and can
trap it in a depression.




| Managing
111111 state finance

In spending money to provide the services that people expect, governments must
aim for maximum cost efficiency. They therefore plan to finance the budget from

a combination of taxation, borrowing, and (very occasionally) printing new money.
Taxation in all its forms is the primary source of funding, with borrowing used as
a means to make up the shortfall. Printing money is rare as it risks undermining
confidence in the value of the currency itself.

Balancing the books

Government spending today is largely to meet demand,
and typically accounts for around one-third of a country’s
economy. In some countries (such as those in Scandinavia),
government spending accounts for a much greater
proportion than this. Financing this degree of spending can
be a difficult task. While governments aspire to balance
their budgets, most borrow a proportion. What matters is
that the level of borrowing is controlled so that people have

confidence that government debts will always be repaid. —
CENTRAL BANK -
In the US, the central bank is the M ZRINT MONEY
Federal Reserve, known as the Fed. © err|1 goyernments
A country’s central bank manages Ve lElEly [l vEITEusy

the currency and money supply, to finance themselves,

holds central bank reserves, and since doing so carries
implements economic targets set

significant risks.

by the government. See pp.124-125
See pp.100-103 k

Government revenue

adl
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Governments can issue their own money, either by
printing it or by creating it electronically. However, .

creating money in this way carries a risk. Since money
depends on trust, when a government issues increasing
amounts of currency, people may have less confidence

in the value of that currency. If their trust collapses t r I | | I O n

completely, hyperinflation may occur (see pp.132-135).

This is what took place

in Germany in the 1920s, the amount the US
government spent in 2016

for example.

o
CONSUMPTION
AND INVESTMENT
Government spending is a
mixture of paying for the
immediate costs of running
services, and investment in things
such as roads, hospitals, and
universities. Services such as
pensions, healthcare, education,
welfare, and defense are all major

elements of annual spending.
See pp.130-131




- | Governments
il and money

A country’s government and central bank play a key role in the circulation
of money in the economy. They monitor money supply, send funding to key
sectors of society, and ensure that cash flows back to them for state spending.

How it works

A healthy economy requires a good money supply.
Although it is difficult to control the supply of money
directly, government monetary policy can help to
influence it. The most important institution in
monetary policy is the central bank (see pp.100-103),
which is critical in determining interest rates and
can be used to inject more money into the economy

Money supply and
a healthy economy

As a healthy body depends on a good
blood supply to receive nutrients, so

a healthy economy requires a good
money supply to keep the cycle of
spending going: as one person spends,
another earns, then spends, and so on.
If this cycle slows, the economy may
begin to decline. The government, via
the central bank—which is like the
beating heart of the economy—helps

to keep money flowing. Meanwhile,
the government also ensures that
funding reaches key areas of society,
while collecting revenues for state
spending. Economic policies around
interest rates, reserve ratios, open
market operations, and quantitative
easing are all focused on maintaining
money supply. A body may have optimal
blood supply, but it is down to the cells
to effectively utilize the nutrients. In the
same way, while a government can
improve money supply, economic
growth then depends on how effectively
individuals and businesses are able to
convert this money into useful goods
and services to raise living standards.

via open market operations (see pp.102—103) or through

Money flows out

The central bank uses financial institutions
as a conduit to increase the money supply.
At the same time, government spending
makes up a huge part of the economy.

Interest rates

Control of
capital reserves

o=

Monetary policy

Open market

Quantitative operations
easing
Money flows in

The central bank receives money
from investments and borrowing.
Money also flows back to the state
in the form of taxation.

{

quantitative easing (see pp.124-125). Governments
may also control the flow of money via taxes and other
capital controls, and by restricting borrowing and
lending. However, these mechanisms are imperfect in
the modern monetary system, since commercial banks
are largely free to decide the terms of their lending.
Attempts to directly control money supply tend to fail.

S
ot
L
Financial institutions

are like the arteries
of the body

<

Money printed
by central bank

Central
bank

Money printed
by central bank
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) Money supply The total amount
of money circulating in a country,
from currency to less liquid forms.

) Central bank An institution that
provides financial services to the
government and commercial
banks, implements monetary
policies, sets interest rates, and
controls money supply.

) Currency in circulation Money
that is physically used to conduct
transactions between customers
and businesses.

Many central banks were made independent of the government in the early
2000s, although they are still required to be both transparent and accountable.
The 2008 crash led some to question whether independent banks are desirable.

D Monetary policy can be more
impartial as banks have no interest
in maintaining electoral popularity.

D As they are unaffected by the
electoral cycle they can plan and
implement long-term policies.

) Independent banks have tended
to maintain lower rates of inflation.

) Unelected banks cannot be
voted out, arguably making
them less accountable.

) Central bank controls may not
be enough to avert financial
crises without government aid.

) Governments may blame banks
for recessions, so eroding trust.

! BORROWING

“Monetary policy is not a panacea”

Ben Bernanke

KEY

@mmmmm»  OUTFLOWS
e INFLOWS
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. The central bank

A central bank is the “bankers’ bank,” acting as guarantor for the rest
of the banking system by supplying extra funding when it’s needed.
Central banks play a critical role in setting a country’s monetary policy.

How it works

A central bank manages a country’s
currency, money supply, and
interest rates, and holds central
bank reserves. Commercial banks
rely on these central bank reserves
to support their day-to-day
operations. By altering the amount
of the reserves, and the cost of
borrowing from them (via the rate
of interest, known as the reserve
rate or base rate), central banks can
assert control over the country’s
money supply.

The base rate is usually the
cheapest rate of interest available
for its currency, and because
central bank reserves are

Because banking contains an
element of risk, the stability of the
system depends on an institution
that can provide protection to banks
threatened with failure. Central
banks, with their potentially
unlimited quantities of central

fundamental to commercial
banks’ ability to lend, the central
bank helps to set interest rates for
the entire economy. When the
reserve rate rises or falls, interest
rates on commercial bank loans do
the same. As with the supply and
demand of other commodities,
when demand for reserve money
is high, its price (here the reserve
rate or base rate) rises. Conversely,
when the demand for reserve
money is low, its price falls.
Central banks often focus on
regulating other specific economic
targets—most typically the rate of
inflation. They do this by meeting
preset, publicly displayed targets.

reserves, play the role of “lender of
last resort.” When a failing bank
presents too risky a prospect for
lenders, it can still rely on loans
from the central bank. This provides
a safeguard against financial collapse
that could damage the economy.

in the

share

a single central bank: the

u NEED TO KNOW

D Reserve rate The interest rate
set by the central bank that all
commercial banks must pay to
borrow central bank reserves.
Itis also known as the base rate.

) Open Market Operations The
buying or selling of securities by
the central bank on the open
market in order to influence
money supply.

Y Inflation targeting A central
bank monetary policy in which
a specific target inflation rate is
set and made public, with the
intention of stabilizing prices.

R R )

Monetary targets

A central bank’s monetary policy
objective is usually to deliver price
stability (low inflation) and to support
the government’s economic objectives.
Price stability has a role in achieving
economic stability more generally, and
in providing the right conditions for
sustainable growth. Central banks have
a range of strategies to achieve this.
One is to target the total amount of
money in the economy: the money
supply. A second strategy is to target a
particular exchange rate by altering the
amount of currency in circulation to
affect the foreign exchange markets,
and a third is to target a particular
interest rate, as illustrated opposite.



Reserve rate

too high

When there is high
demand for central
money, the re.serve
interest rate rises.

pbank

B
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The central bank creates and supplies reserve
money to commercial banks, giving it huge power
over the day-to-day workings of the banking
system. Usually, the central bank will try to
maintain its target interest rate by pumping
reserve money into or out of the banks. This
affects demand for reserve money and, therefore,
the price the central bank can charge commercial
banks to borrow—the reserve rate.

Reserve rate
too low

When the demand for
central bank money js
low, the reserve

int
rate falls, erest

-
PUSHING RATE DOWN
The central bank buys
securities from the
commercial banks, so
increasing the amount
of central bank reserves
in the system. As more
money is available, the
cost of borrowing—the
interest rate—decreases.

The central bank pumps
more of its money into
commercial bank reserves,
lowering the interest rate
and bringing it back in line
with the target interest rate.

- TARGET RESERVE

The central bank
sucks reserve money
out of the system,
bringing the base
rate up and back in
line with its target.

INTEREST RATE

PUSHING RATE UP

To increase the interest
rate, it sells securities to
commercial banks, so
reducing the quantity of
central bank reserves in
the system. As a result,
demand for money and
the cost of borrowing it
goes up.

R N R RN



Managing the

monetary system

By raising or lowering its reserve
rate of interest, a central bank can
influence the size of commercial
banks’ reserves, and thus their
borrowing and lending rates and
the amount of money in circulation.

This affects spending, and inflation,

because when interest rates are
lower, saving is less and borrowing
more attractive, and when interest

rates are higher, the opposite is true.

u NEED TO KNOW

) Secondary market The forum in
which investors buy and sell bonds
issued by the government.

Y Inflation A general increase in
prices and fall in the purchasing
value of money.

) The spread The difference
between the cheapest and the
most expensive interest rate.

) Credit guidance A form of
cheaper lending by the central
bank that is designed to meet wider
government objectives such as
boosting key industries.

) Reserveratio The percentage of
depositors’ balances that a bank
must keep as cash. The reserve ratio
is set by the central bank.

$ 9 0000080300000 0000000000000000000T000000E00000000E0000E0E0000008000000800000S

Increasing money in circulation

Lowering the reserve (base) rate of interest

The central bank can cut the reserve rate of interest to make it cheaper
for commercial banks to borrow from its reserves. The idea is that the
commercial banks will then in turn reduce their interest rates to the public.

( Central bank )

J

@ LOWer interest

rates paid

\(_)

Lower interest rates make central
bank loans more affordable

C Commercial banks H General public Money supply

Commercial banks’
reserves increase

Lower interest rates make
loans more affordable

I

'\
B~y
E

—

77 )

e

More money
circulates

Open market operations: buying bonds

The central bank buys bonds on the open market using newly created
reserves. Investors’ deposits from the sale increase the amount of reserve
money in the open market, which leads to a lowering of the short-term rate.

Investorsin

( Central bank i
government bonds

Central bank creates money
and buys bonds

Q "‘# [o]-»
VT

Investors deposit their
payments in commercial banks

Commercial banks’
reserves increase

]—( Commercial banks )—( General public )—( Money supply )

“'"—/s ~ 6]
— ==
-)- ]

Lower interest rates make ~ More money
loans more affordable circulates
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Credit guidance Open market operations

The central bank’s control of The central bank buys and sells

commercial banks' licences helps bonds in the open market to affect the year that the

it to influence how those banks the short-term rates of interest.

lend. tcan, for example. gve em | Crods aceocs oldest central bank
incentives to offer very low interest

rates to important sectors of The central bank can restrict in the WO rld , the

the economy. commercial banks’ access to credit,

for example by raising the amount of SWEd iSh Ri kaan k,

deposits they must hold as reserves.

: J was established

Decreasing money in circulation

Raising the reserve (base) rate of interest

The central bank can curtail commercial banks’ lending to the public by raising its
reserve rate of interest. This makes it more expensive for commercial banks to borrow
from central bank reserves. Commercial banks in turn raise interest rates for borrowers.

Central bank \ ( Commercial banks )—( General public Money supply

Higher interest
I rates paid

Higher interest rates make central Commercial banks’ Higher interest rates Less money
bank loans more expensive reserves decrease make loans more expensive circulates

Open market operations: selling bonds

The central bank sells bonds back to the market in exchange for money, causing
investors to make withdrawals to buy the bonds, lowering the amount of money
in the banking system. Commercial banks respond by raising interest rates.

government bonds

Central bank )—( Investors in r( Commercial banks )—( General public )—( Money supply )

Hﬂ I

The central bank sells Investors withdraw money Commercial banks’ Higher interest rates Less money
bonds to investors from banks to buy bonds reserves decrease make loans more expensive circulates




Budget constraint

Governments have financial constraints just as individuals and
companies do. When spending exceeds income, the government
may need to borrow—or even print—money to cover the shortfall.

How it works

Governments need to pay for the public services they
provide and for any other financial commitments
they may have. To do this they tax the population,
and borrow money if additional funds are needed.

In extreme cases it is even possible for governments
to print their own cash. Each strategy has its own
costs—but printing money is so risky that it is very
rarely used directly.

The difference between a government’s tax revenues
and its spending is known as its budget (or fiscal)
deficit. The budget deficit shows how much extra
money the government needs to borrow (or print) to
finance its spending. It is typical for some governments
to run a small budget deficit on an ongoing basis.

Spending and
the deficit

Ideally a government’s spending
commitments (inside the circle)
should be covered by tax revenue
and other forms of income.
However, when a proportion of
spending is not covered (budget
deficit), the extra funding has to
be raised either from borrowing
or by printing additional money.
Small deficits can usually be dealt
with by borrowing alone, but if a
deficit grows too large, then the
government may find itself in
financial difficulties as it may need
to borrow increasing amounts
simply to keep up with existing
payments (see pp. 146-7).

----------------------------------------------------------------------

@f\,

GOVERNMENT
BUDGET

----------------------------------
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of GDP: Libya’s
budget deficit—
the worst

in the world

Governments can raise funds to meet their spending
commitments in three different ways. Each strategy
has advantages and disadvantages.

2 Taxes Governments

can levy taxes on

what the population

earns and owns, and

on foreign trade.

Taxes are safe, but w

unpopular.

SAFE UNPOPULAR

) Borrowing
Governments can
borrow from their
own citizens—through
pension funds for

example—or from v

abroad. But loans

incur interest charges. Low
& POLITICAL INTEREST
RISK PAYMENTS

) Printing money

A government can

print its own money.

This seemingly simple

solution is rare because

of the risks it entails N

144-5).
(See PP ) LOOKS HIGH

EASY FINANCIAL RISK
W




How tax works

Taxation is the main way in which governments raise revenue needed
to pay for public spending. Governments may tax the public directly
(for instance, through income tax) or indirectly (via VAT for example).

How it works

Governments have the unique Direct and indirect taxes
privilege of being able to demand

that anyone in their country pay People have to pay taxes on either their income, or on
taxes. These can be divided into what they spend. Some typical taxes on an individual

“direct” taxes, which are paid from in the US are shown below.

earnings, either by people or
institutions, and “indirect” taxes, DIRECT TAXES
which are paid for out of consumer
spending. Taxes can be levied as a
share of spending or income, or as
a flat rate. A progressive tax system
is one in which richer individuals
pay proportionately more tax.
Questions surrounding the level
of taxation are hotly debated. As a
result, levels of taxation, and laws
about who or what pays for which
taxes, vary significantly from
country to country.

Some taxes are designed to reduce
the amount of revenue that goods
earn. Because a newly-levied or
increased tax on a product puts up
its price, that item becomes less
attractive to buy. Where a product
is harmful, higher taxes—such as on
cigarettes—can be a way to reduce
public consumption. In cases where
consumer behavior does not alter
much in response to higher pricing,
however, the extra tax is likely to
raise much more money. This can
make some taxes very appealing for
governments looking for revenues.

NET INCOME
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S21 trillion  Wesme=
. thought to be hidden i
in tax havens abroad

D Taxrate The amount at which an
individual or a company is taxed;
rates vary according to a person’s
income or a company’s returns.

Y International agreements
Contracts that act as a restraint
on taxation, such as in stopping
import duties from being levied.

INDIRECT TAXES

ssssssss sssssssssscssssnss ssssssssssse

Because tax systems vary so
widely from country to country,

it is possible to exploit the
differences in international tax
rates in order to reduce the total
amount of tax due. This is termed
tax “evasion” when it is done
illegally, and tax “avoidance” when
performed legally, although in
practice the boundaries between
the two are blurred. Some
jurisdictions deliberately set very
low tax rates to attract investment;
some also provide secrecy around
the identity of those investing
there. This has led to accusations
that such areas are acting as “tax
havens.” This means that, instead
of providing a legitimate location
for economic activity, they are
allowing major corporations and
the very wealthy to avoid paying
taxes they should be paying.




Government
| borrowing

Government borrowing is the main way that governments pay for any
spending that is not already covered by taxation. However, excessive
borrowing will result in high levels of government debt.

Managing the debt

Governments keep a careful eye on
their overall level of debt, since high
levels of debt mean greater interest
repayments are necessary. Very
elevated levels of debt may become
impossible to repay if tax revenue
proves insufficient to keep pace
with interest rates. Furthermore, a
heavily indebted country that investors
see as a risky prospect may find it
difficult to borrow enough to cover
day-to-day spending.

Borrowing

Governments typically borrow
money by issuing bonds to
individuals and financial
institutions in exchange for a
loan. The government will
then pay a fixed rate of
interest over a period of time
to the investor, paying the
bond back in full when
it reaches maturity.

Government funds

A typical government receives
J most of its financing in the

form of taxes, but borrowing is
also often necessary in order \
\\ to meet planned expenditures. § I . . I l I
Any borrowed money will /
need to be repaid eventually
and so a significant portion of

the government’s budget is
reserved for debt payments.
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How it works maintain spending, and continue to provide services
Governments will often want to spend more than they  with the aim that debts will eventually be repaid with
earn in taxes. This may happen during a recession, tax revenue. Most governments run a deficit from time
when there is higher unemployment and therefore to time, and may run one most of the time. If debts
lower tax revenues. The gap between government can be repaid, and interest payments are not large,
tax revenue and what it spends is called the deficit. this is not a problem, but there is a risk of default
Governments borrow in order to cover the deficit, when repayment cannot keep pace with borrowing.

“A national
debt, ifitis
not excessive,
will be to us

a national
blessing”

Alexander Hamilton, first US
Secretary of the Treasury

. o A i /

Repaying the deficit // / b / / p / s g / 05

The higher the deficit, the more money of
a government'’s budget is required in order
to pay it off. Governments with a surplus A
can give more to their debt payments. (Er .

L2 s N

100001 l)N Government default

If a government fails or refuses to pay back a debt in full DANGER

\ it is said to have defaulted. This means that it is unable OF DEFAULT
to keep up repayments on some of the debt it owes.




Public debt

Public debt is the total amount of money owed by a country’s
government, and includes historic debt. Nations with big economies and
large tax-paying populations can carry more debt than those without.

How it works in one year, it will be in deficit. Any money it borrows
The total amount borrowed by a country’'s government  to cover this is then added to the public debt. When
(and by its previous governments) is known as the the government spends less than it collects in taxes in
public or national debt. This is generally calculated as a year, it has a “surplus,” which can be used to pay
the total debt minus the government’s liquid assets. down the debt. Inflation can also help reduce a debt
Interest is due on this debt, and it can be substantial. burden. A state that becomes unable to pay its debt is
If a government spends more than it collects in taxes said to “default,” and will find it hard to borrow again.
Carrying debt

Governments usually repay debt using
taxes. The more money they raise, the
faster they can repay it. The larger

a country’s economy, the more debt

it can safely hold, since a bigger economy
can gather more taxes.

Medium

=’ 315

Asmaler of total global debt

economy can

Tebver aebrs is owed by the US
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War imposes exceptional demands on government spending. Governments
typically finance this by borrowing money. The first ever government debts
were a direct result of borrowing to fund military campaigns.

GOVERNMENT

> Public/national/sovereign debt
Total debt owed by a government.
Y Internal debts Money that
is borrowed from within a
government’s own country.
Y External debts Money that
is borrowed from abroad.

Weak J-J

economy
A struggling
economy is
liable to
default.




Accountability

Responsibility for economic policy is usually shared between a country’s
government and its central bank. By reporting their decisions to the public and
to democratic institutions, they can be made more accountable to the people.

How it works scrutinized. Before the 2008 crash, monetary policy
Democratic countries typically insist that governments  had been increasingly left to central banks. However,
report annually to their legislative bodies about since then the policy and the banking system’s role in
taxation and spending plans for the next year. This it have been subject to more rigorous examination, and
annual budget has become the central instrument of taxation and spending plans now tend to dominate the
government fiscal policy, and its contents are widely debate during national elections.

FISCAL IMPACT
’ Government policymakers take a
E\NS long-term perspective. To achieve

N the best economic outcomes,

/ ) central bank policymakers need
= = to be guided by this perspective.

4

Legislative body
Media reports approves budget -
on budget A country’s legislative body,

The media reports typically an elected

on changes to the parliament, will debate the - -
government budget budget and potentially I

and how they will make changes. T’ Vaa® b CS e

affect the public.

c - o
Public adjusts its Government draws
spending habits up a budget
Knowledge about the n Typically an annual budget

budget may inform
decisions by households
and firms on spending .

and saving money. -
4 \

o

allocates spending across
different resources.

MONETARY IMPACT

Auditors inspect Central bank decisions on

public finances monetary policy affect -
Many countries have government spending due 4 =
an independent to the impact of interest
body that inspects rates on employment and

the government'’s

inflation in particular.
financial decisions.
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The current trend in many countries | Transparency Accountability
:: for an :,:df'sﬁ ntde:t c<tenrt]rarlnbank. D Increased openness is expected to ) Rigorous standards of conduct
s essential that an autonomous lead to better-informed decisions. for the central bank’s staff should
central bank is able to coordinate . . lead to high litv decisi
) Political, economic, and procedural €ad 1o higher-quality decisions.

effectively with the government and
keep it, and the public, appraised of
plans and projections. To this end, a D Regular and comprehensive
central bank must demonstrate both reports must be made available ) Operating expenses and revenue
transparency and accountability. to the public and the government. should be disclosed.

policies should all be clearly outlined. | » Audited financial statements
should be made publicly available.

Central bank also oversees
commercial banks Oversight
of commercial banks gives the
central bank large power in
shaping the economy.

EXTERNAL FACTORS

Central bank decision-making
must also take into account factors
such as social attitudes, business
considerations, and the volatility
of the financial markets.

Central bank sets
interest rates

Having consulted a range of
financial indicators, the central
bank decides on a target rate
of interest.

IMPACT ON THE PUBLIC IMPACT ON MONEY MARKETS
Interest rates affect saving, Interest rates affect the price of
borrowing, and spending financial assets and the exchange

- decisions. These feed through into ‘ rate, which affect consumer and
output and employment, then business demand and the return
producers’ costs and prices, and on a country’s assets relative to

eventually consumer prices. their foreign-currency equivalents.




-+ Attempting
1) control

Governments can attempt to manage the economy by adjusting policies such as
taxes and influencing interest rates. Each adjustment can affect a small part of the
complete economic machine. However, the economy is usually beyond the direct
control of a country’s government, and its different elements interact with each
other in different ways. Forecasting its behavior is difficult, and attempting to
balance competing demands for resources requires clear political judgment.

Economic machine

This design is based on a real machine,
the MONIAC, a hydraulic simulation
of the UK economy built in 1949 by
economist Bill Phillips. Based on the
theory of national income, it showed
the connections between the different
parts of the economy using a system
of tanks, pumps, and tubes, and could
be used to make simple forecasts
resulting from policy changes. I

INCOME
Total earnings in
the economy.

DISPOSABLE
INCOME
Earnings left
after taxes have

ECONOMIC INDICATORS

Each part of the machine has a reading
associated with it. In an actual
economy, the indicators these readings
represent are collected and produced
by the country’s national statistical
bureau, generally using survey data to
assess levels of spending, employment,
and so on. One problem for the

INVE&TMENT
Spending on
investment by firms.

government is the delay between CONSUMPTION
actual events in the economy, and EXPENDITURE
processing and receiving indicators. Household income

See pp.116-119 minus household savings.
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National income

Income equals expenditure

National income is the total
amount earned by every sector
of the economy and from the
foreign balance (also known

as the balance of payments).
National income accounting

is a method that a national
government uses to measure the
level of a country’s economic
activity in a given time period.

The idea of national income
means that every penny spent
in one part of the economy
must equate to a penny earned
elsewhere, and the total
earnings of the economy must
match the total spending of the
economy. This idea allows
economists to build models
such as the MONIAC machine.

.

DOMESTIC
EXPENDITURE

Amount spent by
households,

S4.29
trillion

Japan’s Gross National
Income (GNI) in 2015

GOVERNMENT
REVENUE

Amount taken by the
government in taxes.

\Essausle’

I S0

FOREIGN BALANCE
Difference between
exports and imports.

RN T

NATIONAL INCOME

Total earned by households,
firms, the government, and the
foreign balance.

L ipapistanne®




" Reading economic
indicators

Using a few key indicators of performance, governments can monitor
how parts of the economy are working and whether there are potential
problems ahead. However, such indicators must be read with care.

Measuring performance

Indicators are usually shown as the rate of change over ,
time, because the economy is very dynamic. But this
means indicators are only estimates, based on surveys

taken at a particular pointin time.

S

‘

7,
<z

This

is how

quickly prices

are rising on
average. Inflation

is typically defined
according to the
percentage increase
in price of a “basket
of goods,” which is
selected by looking
at what products
people typically
buy over

ayear.

This is

measured by

the growth of
“Gross Domestic
Product.” GDP is
the total value of
all of the goods and
services produced
by a country in

one year.
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How it works

The main indicators governments use to monitor

the economy are based on surveys of individuals,
businesses, and government departments. A national
statistics agency is usually charged with running the
survey, and then calculating the figures. The agency
will look at the economy, business, industry and trade,

the year the

riemmingeonior 1 10 /117 DI
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the employment and labor markets, and society in
general. The “headline indicators” generally relate

to parts of the economy that have the most impact

on people’s daily lives, and might include assessments
of the likelihood that individuals will find employment,
whether their pay will go up or down, and whether
businesses will be able to expand.

was formed to analyze data

This is the
proportion of
those who could
work and who
want to work, but
are not currently
employed. It is
measured as a
percentage and
varies widely
across different
countries.

Overviews

of wages are
usually shown

as a growth figure.
As prices rise due
to inflation, wages
must rise even faster
in order to ensure
that living
standards are
improving.



Deciding on

economic policy

Governments closely monitor data on the economy to establish which
policies might improve its performance. There are numerous ways of
intervening, each with their own pros and cons.

=

With high inflation and low ) )
Inflation unemployment, the government

raises taxes to reduce money in

the system and reduce inflation. ‘ /

TARGET VALUE Less money in circulation means lower
inflation but also encourages lay-offs,
and unemployment rises.

Unemployment / . \

Calibrating the \9&;{’

economic machine

Governments have a number of different controls they
can adjust to help the smooth running of the economy.
The biggest are taxes, spending decisions, and interest
rates. Each of these controls affects the economy in
many different ways, and governments have to consider
these when taking action. 0
Increasing tax
The government can try to slow
down the economy by raising
taxes, a measure taken when

3 inflation is a risk. An increase in
I nﬂatl on taxes reduces spending. When
taxation spending falls, suppliers are less

likely to put up their prices, since
they risk losing a market, and

i m posed inflation therefore slows. Cutting
Without |egiS|ati0n" taxes has the opposite effect.

Milton Friedman
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How it works inflation and unemployment, with low unemployment
Economic policy making has been compared to trying coming at the cost of high inflation, and vice versa (see
to operate a finely balanced machine. By adjusting pp.132—-135). More recently, economists have concluded
various policy “dials," the government aims for the that economies run best by themselves, with limited
best combination of key economic variables—usually, intervention. Other institutions have control over policy,
a combination of low inflation and unemployment levels. while the state concentrates on “supply-side policies,"
However, economists point to a trade-off between such as making markets more efficient.

To reduce unemployment, the
government increases spending in
areas such as infrastructure to increase
the number of construction jobs.

With unemployment low, the \

government raises interest rates,
increasing the cost of borrowing and
reducing the amount of money in
circulation to try and lower inflation.

Higher spending pumps money into
the economy, raising inflation.

. % |

3 \ /

| J
T /
; : 4
@ =
Increasing spending Raising interest rates

When the economy slows

down and there is a risk of rising
unemployment, the government
can try to stimulate the economy
by increasing spending. By
encouraging public spending,

the state increases the likelihood
of firms employing more people
to meet the extra demand. Cutting
spending has the opposite effect.

A government that directly controls
the central bank (see pp.100-103)
can try and move interest rates.
When interest rates rise, borrowing
becomes more expensive, leading
people to spend less money, and
businesses may feel pressure to
reduce their prices, thereby
lowering inflation. Cutting interest
rates has the opposite effect.
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Interest rates

Interest is effectively the price charged by a lender to a borrower for
the use of funds. The national reserve interest rate, set by the central
bank, affects how easy it is to borrow or lend money in a country.

How it works made if the money had been invested elsewhere.
Lenders charge interest on the money or other assets Interest charges with banks and other financial or
that they loan. This is a charge levied to cover risks to business institutions are normally calculated as a
the lender, should the borrower fail to repay the loan. percentage of the borrowed amount and expressed

Borrowers perceived to present a greater risk of failing as a yearly figure—the annual percentage rate or
to repay a loan may be charged more. Interest charges  APR (see p.210). In the US, the Fed plays a key role
also compensate lenders for profits that they may have  in setting national interest rates (see pp.100—-103).

_
How interest rates are set
The base rate of interest is set by a country’s central bank in response to inflation
targets set by its government. Commercial banks respond to changes in the base
rate by adjusting the interest rates of the different products that they offer.
8 \ [ ™
{ Base rate
Raising the base rate
means that commercial
banks pay higher interest
on money they borrow from
Government Central bank the cent&;, ba’:]k' making it
Each year, the government sets out ’ The government’s inflation target ’] more expensive for them to
its goals for economic growth and is noted by the central bank, who borrow. Lowering the base rate
rates of employment. One such then sets the base rate—the interest means that commercial banks
aim is to achieve price stability, as rate that the central bank charges pay less interest on reserves
this makes for stable economic commercial banks to borrow from they borrow from the central
growth. Prices are kept steady when it. The central bank does this in bank, which makes their
inflation occurs at a limited rate, order to encourage commercial borrowing cheaper.
so the government sets an inflation banks to adjust their rates in line
target, beyond which prices should with the base rate, as bank rates
not rise or fall. This is announced determine the ease with which
annually, expressed as a percentage customers and businesses can
of the Consumer Price Index (CPI). borrow and so affects investment,
The CPl is the cost of a basket of spending, employment rates, and
representative goods bought by a wage levels in the wider economy.
household, measured periodically. This in turn influences the prices
The 2016 inflation target for the US, charged for products, which
Eurozone, and Japan was 2 percent. affects inflation (see pp.122-123).
. 7 . w
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Interest rates affect inflation and the
converse is also true: inflation affects
interest rates. Inflation is the decline
of a currency's purchasing power
due to an oversupply of money

(see pp.132-135). A limited supply

of goods and services, along with

an oversupply of money, means

that money devalues and more of
itis required to obtain products. A

loan is a product and the interest rate
the price paid for it, so if the value of
money decreases, then commercial
banks may charge a higher interest
rate on their loans. Higher charges
will make borrowing more expensive,
resulting in fewer loans being taken
out. This may ultimately impact
spending, causing the money supply
to fall, as well as the rate of inflation.

Commercial banks

Banks need to make a profit, so if
the cost for them of borrowing
from the central bank increases
(as the base rate goes up), or the
interbank lending rate increases,
they need to reflect this in the
interest rates that they charge
customers for borrowing.
Commercial banks set interest
rates according to their own needs
so some banks may choose not to
pass lower interest rates on to
customers taking out loans, while
other banks may offer a higher
interest rate on savings in order to
attract new customers’ money.

u NEED TO KNOW

) Nominal rate An advertised
interest rate, which does not factor
in the effect of inflation (or fees, or
the effect of compound interest).

> Real rate Of particular interest to
investors, this rate takes inflation
into account and is calculated by
subtracting the inflation rate from
the nominal rate.

*ssevsssrsvesresnee snee

LOANS HAVE HIGHER
INTEREST RATES
THAN SAVINGS/
DEPOSITS

Unsecured loans

Unsecured loans

do not have
gﬁ%‘; guarantors or
assets to act as
collateral. This
makes them

riskier to lenders,
who may charge
higher interest
rates as a result.

PERSONAL
LOAN

. w

INTERBANK Banks lend to each

LENDING RATE

other at a slightly higher
rate than the base rate.

Secured loans
are backed by
collateral, such
as property.
Mortgages

are secured by
houses. Banks do
not have to pass
base rate changes
on unless the
borrower has a
tracker mortgage
(see pp.214-215).

30-YEAR
FIXED
MORTGAGE

15-YEAR
FIXED
MORTGAGE

Savings

Interest paid out on savings

is kept lower than the interest
rate charged on loans, so that
the bank can profit from the
difference between them.
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The impact of changing interest rates

If interest rates fluctuated all the time, the economy
would become volatile. This is why the government
and central bank work together to keep inflation and
interest at stable rates. Every time the interest rate is
changed, it sends a signal to society to either spend or
save—and may also increase or decrease confidence
in the state of the economy. A rise in interest rates
encourages saving, since higher interest will be paid
on money in savings accounts, and investments can
grow. Meanwhile, borrowing becomes less attractive
as interest repayments are steeper, and banks more

When interest rates
are raised

Higher interest rates make loans less
affordable, while high interest on
savings accounts encourages saving
rather than spending. As spending
slows, so does the economy, with
demand for goods and services
decreasing. This eventually affects
businesses and employment levels.

o

Central bank
raises the base
interest rate

Economy
expected to grow

HOW THIS EFFECTS THE ECONOMY

Commercial banks
raise interest rates;
loans become more
expensive, but savers
are rewarded

()} TIME (YEARS)

of currency
increases

/' Investment

' Household

selective about whom they lend to. This impacts the
affordability of obtaining or repaying an existing loan,
such as a mortgage. By contrast, a drop in interest
rates is intended to cause an increase in spending,
since borrowers are able to take out loans more
cheaply. For those with mortgages tracking the base
rate, interest repayments will drop. At the same time,
savers will tend to spend or invest deposits that are
attracting little interest. While discouraging saving
through very low interest rates might stimulate the
economy, this can ultimately negatively impact
long-term savings plans, such as pensions.

Imports
increase

Unemployment
rises

Export Exports
prices rise fall

decreases due to
costly loans and
low confidence

Demand falls
overall in the
economy

Inflation falls
consumption

decreases, with

less spending

and more saving

/ Companies may

find they are less
profitable as it gets
harder to find loans
and investors

1 2
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In some countries, the central bank discourage savers from hoarding O
has experimented with cutting base cash. Commercial banks, however, . O
interest rates to a negative figure, for | usually tend to be reluctant to
instance, -0.01 percent. If this rate pass negative interest charges on H !
is passed on by commercial banks, to customers, particularly small Argentl nas rate
it means that depositors must pay a businesses, as small depositors may H H o
percentage of their deposit to the be driven to withdraw their savings as Of Inflatlon in
bank. A central bank might imposea | cash to avoid fees. Large depositors *
negative interest rate to encourage will pay negative rates to gain security Ap rll 201 6, the
spending and investment, and and a stable currency account. I .

1 J world’s highest

When interest rates
are lowered

wv
Lower interest rates make it cheaper E
to take out loans, and hence to spend Imports o
i decrease ]
more money. Saving becomes less Q
attractive as interest rates are low. <
With more money in circulation, g
demand for products and services ; u‘ «
rise, stimulating businesses and
increasing employment. Value
of currency Export Exports Unemployment
decreases prices fall increase falls
g Investment o v
Economy Central bank 8 'ﬂ;ﬁig?i;ﬂ Demand rises 5
expected to reduces the base . neap loal overall in the -
- w high confidence iy
contract interest rate z economy o
o &
S E—— =
1 E o " . Z
V s Household Inflation rises
= consumption
= increases with
E more spending
o and less saving
i O
Commercial banks Companies may E
reduce interest rates; become more '&‘
loans are cheaper, but profi_table as loans )
saving becomes less and investors are
rewarding easier to secure

e
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Quantitative easing

Quantitative easing is a 21st-century strategy aimed at boosting
the economy. It uses central bank’s powers to create new money in an
effort to reduce interest rates and increase investment and spending.

How it works

Governments use a number of tools to try to manage
the growth of the economy in a stable and balanced
way. One of their key tools is their influence, via central
banks, over interest rates. Lowering interest rates can
encourage financial institutions to lend more to
businesses and individuals, which encourages those

individuals and businesses to spend rather than to save.

In recent times, quantitative easing (QE) has been
used when econommic activity is sluggish and there is a
fear of deflation or recession. QE involves the creation
of new money—usually in the form of electronic

currency—which the central bank then uses to

buy government bonds or bonds from investors such
as banks or pension funds. The aim is to increase
the liquidity of money in the economy which will in
turn lower interest rates and make lending easier
and more attractive. This, in turn, should encourage
businesses to invest and consumers to spend more,
thus boosting the economy.

QE is still very much a monetary policy experiment
in progress. There are concerns that it could lead to an
inflation problem, and its detractors point out that its
benefits are felt only in selected sectors of the economy.

CENTRAL BANK

How QE is supposed to work

Ideally, money passed on to banks should trickle down to
all sectors, leading to spending, which boosts the economy.

sl o]l o ]lo m)

Central bank creates
new money

[e]le]le]

Central bank uses
new money to buy
assets, increasing the
size of commercial

banks’ reserves. COMMERCIAL BANK

Commercial banks
sell assets, usually
government bonds,
to the central banks.
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QE is a new strategy and its effects are hard to measure. There is still disagreement UK
about whether it can stimulate the economy without taking too many risks.

S

)

(
-

The UK began a QE program in
early 2009, after interest rates were
cut to almost zero. Most of the new
money has been used to purchase
;_I_ government debt. The effects of QE
L1 depend on what sellers do with the
money they receive from selling
assets, and what banks do with the
additional liquidity they obtain.

The economy may Inflation may occur Banks don't always The Bank of England believes QE
not respond as due to increased pass on the money has boosted growth, but at the cost
expected even to very money supply, but it to businesses in need, '

of higher inflation and increasing

large amounts of new is unlikely to lead to but hoard it or invest inequality of wealth, as prices rise.

money being created. hyperinflation. it elsewhere.

S3.5 trillion

spent on QE purchases by the US government

P R RN

- COMPANY -

'

AWONOD3 ¥3dIm

INTEREST
RATES
REDUCED

Increased reserves reduce Individuals and businesses Increased spending
interest rates (see pp.101- use loans to buy goods and and business investment
101), leading individuals and services and invest in boosts economic activity.

businesses to borrow more. businesses.

---------------------------------------------------------------------------------------------------------------------------------



The level of taxation

It is difficult for governments to establish how much tax to levy. Too
low, and the government cannot provide the services people want.
Too high, and people will be unwilling to pay the tax.

How it works
Governments can impose taxes on a person’s earnings,

their buildings and homes, savings and investments, Drinks with over 8g of sugar o
pensions, inherited property, or on what they spend. per 3% ounces could be g
Most governments rely heavily on income taxes, taxed at $.08 per can/ m ﬁ
usually with different proportionate levels for different carton—or $.24 per liter. -3
levels of earnings. This makes the tax system fairer, _ '
but introducing more complexity also increases the Carib

. Ginger
chances of tax avoidance. However, some taxes are Ale
levied 11T1 ordgr to change behavior. By taxing 10.68 -
something viewed as bad, such as tobacco or alcohal, - -

the government can help to persuade people to
consume less of those things.

Drinks with 5-8g of sugar per

i
3% ounces could be taxed at

Pigouvian taxes $.06 per can/carton—or $.18
Standard economic theory says that if consuming a good or c perlieers
service causes harm, a tax should be applied to it until the

value of the tax matches the cost of the harm done. As shown
to the right, a government could impose a tax on sugar to Cafteen

match the cost to public health services of obesity. In the US,
some states tax sugary drinks, but the percentage varies.

u NEED TO KNOW Milk- and fruit-based drinks,
teas, and coffees might not be

1101
taxed, regardless of sugar content. -

| J1azoowyds

Sea
Mist

Honesto
LER:T4 smoothie

) Effective tax rate Many tax systems allow different
“reliefs"—such as investment relief to encourage
investment. More than one tax may also be levied at
once, for example income and corporation tax. As a
result, the effective (average) tax rate may differ from
the headline (basic) rate.

2 Marginal tax rate Describes the additional tax paid
from undertaking a small amount of extra activity—for
example the extra tax paid in earning $1 more. Decisions
made “at the margin” influence the behavior of
individuals and businesses, such as whether it is worth
working longer hours.

2 Gray economy People who work for cash wages or
fees and do not declare their income, in order to avoid
paying tax.

----------------------------------------------------------
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The Laffer curve, named after US economist Arthur Laffer,
illustrates the idea that there is an optimum level of
taxation to maximize revenues. This is because at very
high rates of taxation, more people will be looking to

. avoid or reduce the tax than will pay it. So, although tax
Unintended effects of tax revenues initially increase with rising tax rates, eventually
they will decline. Controversy surrounds the idea because
it is very hard to know where this optimum point might
be and also because it would seem to legitimize non-
payment of taxes by high net-worth individuals, and tax
avoidance by ordinary people who start to participate in
the “gray economy.”

2 Some US cities are assessing the
tax by the ounce. This might
encourage people to drink less.

2 Consumers may turn to sugary
untaxed drinks such as
ilkshakes and smoothies.

EEEEEEN
EEEEEEN

' GOVERNMENT REVENUE

TAX RATE

4%

estimated percentage
of economic activity

in Greece that went
undeclared and untaxed
in 2013




Government
spending and cuts

Governments today spend a large part of what an economy
produces, using taxes to prioritize political commitments and
potentially boosting their country’s economy in the process.

F [
o

How it works
Modern governments are expected
to pay for a range of services
that typically includes education,
healthcare, pensions, and welfare
payments. The electorate may also
expect them to invest in roads,
airports, water, electricity and gas
supply, and other infrastructure.
However, governments cannot
simply spend whatever they want.
Healthy tax revenues are dependent
on a thriving economy. Most
governments attempt to prioritize
their spending depending on their
political commitments, setting an
annual budget to allocate spending
from taxes they expect to receive.

Government spending can directly
support the economy, such as
expenditure on transportation and
communications. Scientific
research is often funded by the
government, and spending on
education helps to train workers.
Some governments also subsidize
and support key industries.
However, many governments since
the 2008 financial crash have tried
to cut their spending to reduce
their deficits (see pp.146-147).
These decisions are controversial,
as the long-term effects on the
economy are still unknown.

Typical government
spending

How a government spends money
depends on its political priorities,
the size of the government relative
to the economy, and its level of debt.
For instance, Scandinavian countries
famously prioritize significant
welfare spending. Government
spending can also boost the
economy. By spending on
infrastructure, governments can
help to sustain economic activity.
Funding scientific research aids
product invention, feeding into

economic growth, while spending S" 0 _
on education can provide the ‘“‘ete “‘.s 6 (? ,,,,
training to make a workforce vme _,——"0, o
more productive. pa‘ ,,,,,, 1;//’

United States

-----------------------------------------------------------------------------------------
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The size of a government’s budget,
relative to its economy, can vary. Typically,
governments spend around 40 percent

of GDP. The graph below shows some of
the variation. South Korea’s government
spends 30 percent of GDP, but Denmark’s
spends 58 percent.

COUNTRY

(C)

SIZE OF GOVERNMENT SPENDING
AS % OF TOTAL ECONOMY




provide for the future

Government spending can help to shape how an economy develops.
By investing in productive activities, as well as day-to-day items,
governments can help their economies to grow.

How governments

How it works railways, electricity and gas supplies, and roads.

As well as providing services like education and Sometimes, governments will also invest in housing.
healthcare, governments also usually take Spending on this is government investment, and
responsibility for providing the buildings public appears as its “capital” spend in the national budget.
services use, and for essential infrastructure like It is equivalent to spending by private companies and

Government investment and returns

Governments can invest in many different areas of
economic activity. The returns, such as those below,
can benefit the government, or wider society.

; l
g
@

$
$
-5

[ -
ELECTRICITY WATER, WASTE,
TRANSPORT AND
e 1 BENEEONN O
(
FLOODING
<& %@ < @ < @
Returns to government Returns to government Returns to government
) Direct Passenger fares > Direct Energy bills paid 2 Direct Utility bills paid
» Short-term Tax on increased > Short-term Lower energy D Short-term Cheaper
spending near stations costs utility costs
> Long-term New businesses D Long-term More investment 2 Longer-term Health and
move in in infrastructure by business environmental benefits
? Indirect Economic growth 2 Indirect Economic growth 2 Indirect Growth of cities



individuals on things such as
machinery and buildings, and in
the same way the investment will
produce a return over its lifetime.
Sometimes this return is paid
directly (for instance in passenger
fares) and sometimes it appears
indirectly (for instance in the
economic benefits of a new road,
helping businesses to trade and
resulting in more tax revenues).
Governments justify spending by
showing the returns it will produce.

"I‘k R

SOCIAL HOUSING
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To fund their capital spending,
governments (just like businesses)
will often borrow money. This means
adding to their overall debt, so
governments concerned with cutting
debts will often look first at ways of
reducing capital spending. However,
this means missing out on the returns
of an investment, so in order to lower
the costs, many governments have
used private funding. This allows the

private investors to share in the
returns. In some cases this means full
privatization, in which a government
allows a private firm to build and run
the investment outright. When this

is not possible or desirable, private
investment may take the form of a
deal between government and
private investors to split the costs,
risks, and profits of building and
running the investment.

e
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SCHOOLS AND
EDUCATION

SCIENCE AND
INNOVATION
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Returns to government Returns to government Returns to government

Y Direct Rentfrom tenants

) Short-term Cheaper rents;
less homelessness; more stable
society

> Longer-term Growing towns
Y Indirect Economic growth

> Direct None
> Short-term Public opinion

) Longer-term More
productive workforce; better
social cohesion

Y Indirect Economic growth

D Direct Revenue from research
D Short-term Tax revenues

D Longer-term New markets;
investment in business

Y Indirect Faster economic
growth



| Inflation

The general increase of average prices in an economy, accompanied
by a decrease in the purchasing power of money, is called inflation.
This leads to a rise in the cost of living.

How it works and services, and of money, have a demand for goods exceeds the
Inflation is the year-on-year rise major impact. There are two main company'’s ability or willingness

in general prices. This increase is types of inflation: “cost-push” to provide them. Rather than
usually measured by the cost of a and “demand-pull.” Cost-push increasing supply to match demand,

basket of representative household inflation is driven by rising costs to businesses instead raise their prices.
goods. As more money is needed to businesses, which are then passed This alone would not cause demand-

buy the same goods and services, on to their customers. A business’s pull inflation, but if there is also an
the value of money decreases, and costs might go up for a number of oversupply of money in the economy,
day-to-day living becomes more reasons, such as arise in the price of  consumers will continue to pay
expensive. There are various factors  a raw material or the need to raise elevated prices, increasing them
that influence inflation, but changes the wages of employees. Demand- further—a case of too much money

in the supply and demand of goods pull inflation happens when a high chasing too few goods.

Cost-push inflation

Several factors can cause costs to rise. An increase in the price of a raw
material, for instance, can have a ripple effect, leading to a rise in prices
throughout the economy. Increased energy and transportation costs can
also push prices up. Higher salaries and taxes are other examples of expenses
that are ultimately passed on to customers in the form of rising prices.

The availability of an essential F S

commodity, oil, becomes limited, raising
its price and the cost of transportation,

Cost of components increases
The rising price of oil increases

heating, and manufacture. This has an
immediate and widespread impact on
basic costs for businesses, particularly
those that require the commodity for

the costs involved in making the
components that are used to
manufacture cars, raising the
business’s production costs.

Cost of raw materials increases .

production, such as this car factory.



GOVERNMENT FINANCE AND PUBLIC MONEY 1 3 2 / 1 3 3 )).
Attempting control

2000000080000 8009000080 TR0 EEPINEaRE0r00s00E00E00A0000E0S00000E0E000000000000808080008008000

“Inflation is always and everywhere
a monetary phenomenon”

Milton Friedman

Price of product rises Rate of inflation accelerates
Manufacturers respond If the price of goods and
to higher production services increases across
costs by passing some the economy, a higher rate
of this on to customers. of inflation results.
The employees demand The government raises
better pay, as it appears the sales tax on the car. Cost-push inflation is driven by a rise in running costs
that prices are rising. The The company offsets this for businesses. This can have a number of causes.
company agrees and their by passing the cost on ) .
overall costs increase. to consumers. J Costs of raw materials Increases might be duetoa

scarcity resulting from a natural disaster, or an artificial
limitimposed by a monopoly—for instance, the oil
embargo in the 1970s, which tripled prices.

u 2 Labor costs Strikes, low unemployment—meaning that
NEED TO KNOW companies need to pay more in order to attract skilled

labor—strong unions, and staff expectation that general

2 Nominal values Prices, wages, and other economic . e . o .
variables that are not ad'ustgd in order to take account prices will rise can all result in the company's increasing
of inflation J wages and shifting the cost to customers.

i ion.
4 s I D Exchange rates When a country’s currency drops

> Rial vlalukg S adquted fotr’llnflatlon and ys:jad f against a trading partner, more money is required to
N 2 G P s S A purchase goods from abroad, which can cause inflation.

time to determine whether increases are influenced

by inflation or economic growth. D Indirect taxes A rise in excise taxes or other tax on a

product might be passed on to the customer.

R R R RN



Inflation and the velocity
of money circulation

It is not just the supply of money
that affects growth in an economy,
but also the rate at which money
changes hands. This is called the
“velocity” of money. It is a measure
of how many times a unit of money
has been used in transactions for
goods and services over a period of
time. For instance, if the same unit
of money, such as $1, is spent three
times in one year in three separate
transactions, the velocity of money
will be three. If the money supply
increases rapidly, as well as the
velocity of money, the supply of
goods and services may not be

Demand-pull inflation

able to keep pace with demand—
there will be more money buying
fewer goods. This can happen if
the economy expands too rapidly,
perhaps due to a sudden increase
in money supply as a result of
monetary policy. Companies
respond by raising their prices,
kickstarting demand-pull inflation.
However, a higher money supply
may not necessarily result in an
increase in velocity. If confidence
in the economy is low, banks may
limit loans, while individuals and
businesses may hoard rather than
spend their money. If there is
less money pumping around an
economy, inflation reduces.

In an expanding economy, a phone company experiences a sudden increase in

demand for their product. However, since the company’s resources are already at full
capacity, they cannot increase their supply. Instead, they raise their product’s price.

u NEED TO KNOW

) Market power A company's
capacity to raise a product’s price
by manipulating levels of supply,
demand, or both. Increased
market power due to a strong
brand may result in lower output.

) Effective demand This is an
indication of what consumers are
actually buying, dictated by their
willingness to spend, available
income, and need.

) Latent demand This represents
customers who have a desire to
buy a product, rather than those
making actual purchases.

8090900000000 0000000I0E00TIRRO0ROTRS

Demand rises

With more money available in the
economy, there is a willingness to
spend more money on products in
general. This brand of mobile phone, a

market leader, is particularly in demand.

. B
® <

Manufacture at maximum capacity
The factory is already producing at

full capacity, with full employment.
Without investment to increase
production, which takes time, the
supplier is unable to produce more.

Demand outstrips supply
Suppliers cannot increase
output in the short term so
consumer demand exceeds
the number of products that
can be supplied.
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When an economy expands too rapidly, | » Lower tax A decrease in direct or
or unsustainably, an excess money indirect taxes can increase income.

supply can cause customer demand ) Consumer confidence If consumers
to overtake the supply of goods and and companies feel confident about
services. An increase in spending is the future, they may spend money
O caused by several factors. they would otherwise have saved.
) Monetary policy A cutin interest ) Property prices High house prices
O rates leading to a relaxation of loan can cause home owners to feel more
restrictions can increase money wealthy, increasing their willingness

supply, leading to more borrowing to spend and thus their demand for
the US fEderal and spending. consumer goods.
’ > Government spending Increased Y Rapid growth abroad High export
gove rnment’s investment and spending by the state salgs c:i increase the amoEnt ofp

can expand the money supply, money flowing into the country, with
target Ievel Of resulting in consumer activity. aripple effect on inflation.

inflation

Rising rate of inflation
If consumer spending
increases generally

Prices increase

With an increased money supply across the economy,

and high consumer confidence, and t?U_S'neSS_eS respond
customers seem willing to pay by raising prices, rather
more for a limited supply of the than output, then a higher
product, so the company increases rate of inflation will result.

its price. How high a price rises
depends on consumer demand for

Effective demand the product; if price elasticity of
The rise in customer demand has an demand is inelastic—the item is
impact on the product’s price, as it is something that customers need
an “effective demand”: customers have and cannot do without—the price
the income to meet a higher price point may be pushed higher.

point and are willing to pay more for
a product they perceive as valuable.



Balance of
payments

A country’s balance of payments (BOP) is a record of its international
transactions over a set period of time. This record tracks goods,
services, and investment into, and out of, the country.

How it works

A country’s balance of payments account provides
a record of all of its international credits and debits.

Transactions that result in money flowing into a
country will appear as a credit, while transactions
moving money out of the country will appear as

a debit. The BOP account has three parts:
the current account, which measures goods
and services; the capital account, which
tracks the movement of capital and
nonfinancial assets; and the financial
account, a subdivision of the capital account,

which looks at investment.

In theory, a country’'s BOP should total zero,
as each credit to the current account will
correspond with a debit to the capital account,
and vice versa. Realistically, as a result of
variations in accounting practices and exchange
rate fluctuations, this rarely happens.

A balance of payments account
is separated into three main
accounts, each of which track
different types of international
transactions into and out of

the country. The three main
accounts are, in turn, divided into
subaccounts, to chart specific
areas of expenditure.

Current account

2 Raw materials and merchandise

D Services, such as business,
tourism, or transportation

> Income, including from property
and shares

2 Unilateral or one-way transfers,
such as foreign aid or gifts

Capital account

> Capital transfers, such as money
transfers or assets of migrants

2 Nonproduced, nonfinancial
assets, such as natural resources
and land

Financial account

D Assets held abroad, such as bonds,
investment, and foreign currency

D Foreign-owned assets at home,
including bonds, investment,
and local currency

International flow

A country’s balance of payments
includes transactions by individuals,
businesses, and the government.
Tracking these transactions helps the
government determine how much
money is coming into and leaving
the country, and in which economic
areas there is a deficit or surplus.

CURRENT CAPITAL FINANCIAL
ACCOUNT ACCOUNT ACCOUNT
Credit Debit Debit
+$2bn -$1bn -$1bn
TOTAL: 0




Goods and
services

$3bn
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Current account

The current account is
mainly concerned with the
international exchange of

goods and services.

$3bn - $1bn = $2bn

+

Capital account

This account is chiefly for
recording the movement of
money and nonfinancial,
nonproductive assets.

$1bn - $2bn = $-1bn

o

Financial account

This account monitors
international positions in
local and foreign currency,
bonds, and investment.

$1bn - $2bn = $-1bn

S

lQ‘:-:

= B
K

Currency and
stocks
$2bn

[ Balance of payment i

The sum of the “balance of
payment” should equal zero,
but this rarely turns out to be

the case.

— A




International currency
fluctuations

A

Exchange rates fluctuate according to supply and demand. ~
If one country has a stronger, more stable economy than its
trading partners, then its currency will be valued more highly.

How it works

A country’s economic conditions
change from day to day, which is
why exchange rates also fluctuate
continuously. These currency
fluctuations are determined in
foreign exchange markets around
the globe when currencies are
traded (a buyer selling one
currency to buy another).

Buyers base their trading
decisions primarily on the
performance of a country’s
economy. They examine real-
time data such as interest rates,
and political and commercial
events that will affect economic
performance—such as elections,
the crash of a financial institution,

u NEED TO KNOW

> Dovish A cautious government
monetary policy that encourages
lower interest rates.

> Hawkish An aggressive
government monetary policy
that is likely to lead to higher
interest rates.

) Capital flight The movement
of money invested in one
country’s currency to another;
usually caused by a drop in
investor confidence.

or news of increased investment
in manufacturing facilities. Four
key economic factors—gross
domestic production (GDP),
inflation, employment, and
interest rates—indicate how well
a country’s economy is performing,
and determine its exchange rates.
Political stability is also crucial.
If investors fear that a government
is not capable of managing its
country’s economy, they will lose
confidence, sell their investments
in that country, and exchange the
local currency for other currencies.
This in effect pushes down the
value of the local currency by
increasing the supply of it and
reducing the demand for it.

Currency
fluctuations

The state of the economy in any
country will dictate whether its
currency will rise or fall against
other currencies. Interest rates,
inflation, productivity, and
employment will all have a
bearing on currency. Investor
confidence also affects
exchange rates—investors
favor countries with a sound
political regime, efficient
infrastructure, educated
workforce, and social stability.

L N NN
o0 000

Weak currency

These economic factors—either
by themselves or combined with
each other—can trigger a fall in
the value of a country’s currency.

LOW INTEREST RATES
Low rates encourage
domestic growth, but

% do not attract investors
to buy currency.

HIGH INFLATION
Inflation increases the cost
of export goods, lowering
— demand for them and for
the exporter’s currency.

FALLING GDP

Shrinking production
indicates that demand for
a country’s exports, and so
for its currency, has fallen.

HIGH UNEMPLOYMENT
Rising unemployment
may signal falling
production and a lack

of competitiveness.

LOW CONFIDENCE
Nervous investors
sell local currency

and so depress the
exchange rate.
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$5.3
_trillion

the typical

value of foreign

; / exchange trades
made each day
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e currency. Reserve currency is a recognized safe
// foreign currency held by a country’s
et ga central bank and financial institutions
AT /// and used to make trade payments.
infl ,/,// hell Using the reserve currency avoids the
ot /// ,///, need to change payments into local
A L currency, minimizing the exchange-

/// rate risk for both countries. Many
/ central banks set a reserve ratio—the
percentage of domestic currency
that the bank must hold. The US dollar
is the currency most commonly held in
reserves worldwide.

)
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Managing state
pensions

Most governments use taxpayer money from current workers
to fund pensions for those who have retired. Some governments
invest taxpayer money to increase the overall pension fund.

How it works reach the age for Social Security. Measuring how well pension funds
In most countries, it is the current Governments need to ensure there are likely to meet current and future
working generation that is funding is enough moneyto go around, a liabilities is key to the successful
the pensions of those who have task that is all the more challenging management of state pensions.
reached retirement age, as well as because in most developed

the pensions of those who are due countries the population is aging,

to retire. This is the case in the US, which means that fewer and fewer
where Social Security contributions  workers will be funding the
from current workers fund pensions of an increasing
retirement benefits for those who number of older people.

Managing contributions

In some countries, such as Chile and Japan, and at a state level in the
US, pension managers invest the funds collected from taxpayers
with the aim of keeping the amount of available money high
enough to meet predicted demand. In other countries, any surplus
in the pension fund (such as the National Insurance Fund in the
UK) may be lent to the government, but in general it is simply used
to pay for the pensions of people who have already retired.

¢ <
F{‘. =

mm EMPLOYEE
CONTRIBUTIONS
can be increased
to meet shortfall.

. MONEY .,
MARKET
GOVERNMENT
BONDS
STOCKS
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SHARES
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“A pension is nothing [I WARNING

more than deferred

compensation”

Elizabeth Warren

LIABILITIES
Payments to pensioners will
appear as a liability on the
government balance sheet.
Demographics influence the
amount of money needed
to meet this liability. For
example, if the population is
projected to live longer in
old age, the amount needed
for future payments will rise.

) Overinvestment in equity
(stocks and shares), which can
promise high returns, poses a
potential risk to any pension
fund, and can be especially
damaging to state pension
funds. Japan discovered this
after the nation’s Government
Pension Investment Fund lost
5.6 percent of its value in the
third quarter of 2015 due to
stock market investments.

) Government priorities

can influence the way pension
contributions are invested—not
necessarily in the best interests
of the pension pool

or its future ability to make
payments. In some countries,
a percentage of pension
contributions are lent to the
government for other
purposes, or invested in public
projects such as housing.

S P R RN
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Measuring health

Sufficient money must come in to the pension
fund to maintain or improve it. The fund’s
performance can be assessed in two ways:

) Funding level The amount of money in a pension
fund compared to the amount of pension that
needs to be paid out. This can be expressed as a
percentage or as a ratio (the assets divided by the
liabilities). A funding level of 100%, or a ratio above
1, means that there will be enough money in the
pension fund to meet the payment obligations.

A funding level below 100%, or a ratio below 1,
means there is not enough.

) Deficit The difference between the liabilities and
assets in a pension fund—i.e. the shortfall between
the money coming in and the money due to be

paid out. This is also known as unfunded liability.




Why governments
fail financially

It is possible for a government to fail financially, and there are two main ways this
can happen. The first is when it loses the ability to meet its obligations to repay
its debt, potentially leading to a default. The second is when it fails to reassure
the public that the value of its currency, or money itself, can still be trusted,
potentially leading to hyperinflation. Fundamentally both causes are due to a

loss of public trust. So, if a government cannot be trusted, it is more likely to fail.

GOVERNMENT

UNPAYABLE DEBTS
The government
cannot pay its debts

DEBT DEFAULT
The government
cannot keep

and higher interest up with debt
payments are repayments.
demanded by It has to default,
lenders who no failing to pay

longer trust it. back those who

THE REST OF THE ECONOMY

Uncontrollable debt and default

If a government has taken on excessive borrowing and
cannot repay its creditors, it may cut spending and raise
taxes, but if it cannot shift the burden, a default becomes
inevitable. See pp.146-147

loaned it money.

=

OUTCOME

Loss of public trust
and financial failure

When a government and the
institutions of government
lose trust through their own
incompetence, corruption, or
as a result of losing a war, there
is a major crisis. To prevent
this loss of trust

becoming disastrous,

a democracy may

seek to remove

its government.
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Gaining trust

Trust is critical to making money and for governments to work properly. It

cou ntri es h ave never is necessary for economic growth. If people do not believe a government’s

financial promises, it may lose control of the economy. Trust is hard to

defau Ited on thei r win, and usually comes from political stability over a period of time.

Losing trust

dEbt: N ew Zealand, Governments can lose trust in many different ways. A weak government
. might decide to issue more money to meet the demands made on it,
AUStI’a| la., Canada, instead of raising taxes. A government unable to repay its own debts,

especially those owed to other countries, may decide that defaulting

Th al Iand, Den mark, on the debt is easier than trying to levy taxes to pay. In both cases,

trust in the government and its money will be undermined.

and the US . P

GOVERNMENT
1 1D 1D 1 e D) D

LOSS OF TRUST
As money floods the economy,

PRINTING MONEY
A weak government
prints money instead
of collecting taxes.

|
| E it becomes worth less and less until
Ll o confidence in it collapses completely
= B and hyperinflation sets in.
L] >
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|
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Hyperinflation

When a currency’s value falls sharply,
prices rise quickly and goods become
scarce. A government may print more
money to steady prices, but this
undermines trust. See pp.144-145



How governments fail:
hyperinflation

Public confidence in a country’s currency can collapse, resulting in
exceptionally high rates of inflation. These episodes of hyperinflation
are comparatively rare, but always very serious.

How it works public spending, printing money to pay for it instead.
Trust in the value of a currency is essential to maintain  Prices can thus rise very rapidly as citizens refuse to
price stability in modern economies. Governments believe that money has any value, and so they demand
therefore seek to control money supply in order to more of it in any sale. Governments can subsequently
prevent dramatic price fluctuations that could erode feel pressured to issue more and more money in order
trust. But when governments are weak or not trusted, to keep the economy moving. When this happens,
these controls can break down. A weak government, hyperinflation sets in, and it can be very hard for

for example, may be unwilling to raise taxes to pay for governments to regain control.

War debts
G —>
Public services

oG-

Reparations
;& —>

1. Following war defeat, Germany’s 2. The German government starts 3. By 1922, Germany cannot pay
new government is unstable. It using the money it prints to purchase reparations. France and Belgium
prints money to pay for war debts, foreign currency, causing a collapse in || occupy the Ruhr to enforce payment

reparations, and public services. the value of the German mark. in goods instead of money.

4. German workers in the Ruhr 5. As the economy collapses, 6. Domestic prices in Germany
go on strike. The government prints the German government explode as confidence in the
more money to pay their wages. continues to print money. currency evaporates.




covsmmar s sp rmcuoNtt 144/ 145 )R

------------------------------------------------------------------------------------

Credibility

Because hyperinflation is based on expectations about the future, with
people believing prices will carry on rising rapidly, it can also be halted
rapidly (in theory). If the government can credibly commit to ending
inflation (for example, by introducing a new currency and tight rules on
issuing it), it can stop hyperinflation with limited costs. However, fulfilling
that commitment can be challenging, particularly for weak governments.

Dictatorship

One controversial argument is that because hyperinflation results from
weak governments, ending hyperinflation requires a strong
government—even one that ends democracy. Economist Thomas Sargent
has made this argument for central Europe in the 1920s, where a series of
hyperinflationary episodes were halted by authoritarian governments.

460 scptillion

the number of Hungarian pengo
to 1US$ at the height of
hyperinflation in July 1946

8. A new government is formed in November 1923, with a new
president of the German central bank. The central bank stops
paying government debts with printed money. A new currency,
the Rentenmark, is introduced, replacing the near-worthless paper
mark. The Rentenmark is backed by mortgages on land, while

the new central bank president promises to fix its exchange rate
against the dollar. These measures restore public confidence in
the currency. Some of Germany’s war debts are written off and
reparations reduced in 1924-25. The situation is stabilized.

v
—

. ==
1922 TIME 1923

7. Hyperinflation sets in and prices
rise faster than people can spend their
money. In 1922, a loaf of bread cost
163 marks—by November 1923 this
had risen to 200,000,000,000 marks.




How governments fail:
=+ debt default

A government can find its debts spiraling out of control, as interest
payments rise faster than it can raise taxes. Once this happens, the

government is on the path to default.

How it works

Ideally, government borrowing should remain stable.
Sometimes, however, even a well-run government can
be hit by an unexpected and costly event, such as a
currency crisis or a sharp recession. When this
happens, the government may find itself borrowing
increasing amounts to try and keep up with interest
payments due on its existing debt.

To alleviate this pressure, a government may
increase taxes and cut public spending to bring in
money. In practice this may mean government
employees accepting payment as an IOU in lieu of cash,
or a reduction in public services. If these measures fail,
a government may eventually be forced to default on
the debt and admit that it cannot pay. Governments
that default on a debt will find it very difficult to borrow
in the future, since trust in the country’s economic
stability will be low. However, countries that default on
their debts do sometimes recover very rapidly.

Those lending money to countries will charge more if
they think the risk of a default is high, to compensate for
that risk. The danger for any country with large amounts
of debt is that this means a debt spiral can become a
self-fulfilling prophecy. As lenders lose confidence and
demand more in interest payments, the debt becomes
more difficult to control, and default is more likely.

Argentina 1998-2001

The debt spiral in which Argentina
found itself from 1998 until 2001
resulted in what was the largest default
in history at that time (it has since been
dwarfed by the 2012 “restructuring” of
Greece's debt). Argentina owed a large
amount of money, and was borrowing
more from other countries and the
International Monetary Fund (IMF),
until a recession prevented it from
repaying its debts fully and
the country defaulted.

Borrowing

increases

DEBT RISES

IMF World
Bank US

{3
Recession

1. Following a period
of hyperinflation during
the 1990s, Argentina
attempts to implement
IMF rules. It finds itself
having to borrow
substantially from
official institutions
such as the IMF, and
from other countries
such as the US.

6. The economic
downturn in the
country worsens.

5. Argentina’s
government implements
austerity measures in an
attempt to cut costs.
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Borrowing

7. Argentina’s
repayments are
still too small to
control rising
levels of debt.

increases

3. Itsrepayments
fail to bring debt
under control.

2. Argentina
borrows heavily
from elsewhere
in the world.

Borrowing
increases

DEBT RISES

4.The countries it has
borrowed from lose
faith in Argentina’s
ability to pay.

Argentin® ©

DEBT RISES

i f Greek deb
D] 2mount of Greek deb

8. Argentina fails
to meet conditions
set out by the IMF

9. The IMF on deficit targets.
withdraws
its economic e [y
support. ﬁTﬁ;‘\" =
PP 10. Argentina

cannot repay its
$120 billion debt,

and defaults.

Argentina
defaults

11. The value of

the currency

plummets.
12. Argentinian
unemployment
reaches 20%.

o
13. Arun on the it R

banks leads to .
the government " &=
freezingdeposits. &

14. Civil unrest
and rioting
break out.

15. A period of

political instability = pe_
setsin. Sos,

16. Agreements
on repayments
in 2002 help
promote a boom.
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Worth, wealth,
<54 and Income

Wealth is a measure of the value of the assets owned by an individual, group, or
country. An individual's net worth is the value of any assets owned, minus any
debt owed or personal liabilities. Income is earned through working and can also
be gained from assets owned. Being aware of their net position can make it much
easier for individuals to set financial goals, establish effective investment
strategies, and achieve financial independence on or before retirement.

Planning for financial independence

To gain financial independence a person must have sufficient money
to be able to pay their living expenses without work, for example after
retirement. This can be achieved by saving and investing well, so
accumulating enough wealth to live on, or by generating a passive
income that will continue paying out when retirement age is reached.

START

Increase savings from income

Set financial goals Save from income and evaluate
Assess situation Start by establishing retirement savings regularly to ensure they are
Calculate the value of assets such age. Assess how much income performing efficiently—the higher
as cash, stocks, bonds, property, will be needed to maintain a good the yield, the better chance of
and retirement funds. Then subtract standard of living in retirement. reaching the financial goal.
liabilities—loans, credit card debts, and See pp.154-155

mortgage. See pp.152-153
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A financial advisor assesses their
client’s circumstances and identifies
mortgage, pension, and investment
products that best meet their
financial goals. This is useful for
people who do not have time to
research markets. It is possible to
take action against an advisor if poor
advice was given or a person feels
that a product has been mis-sold.

Financial advisors have a limited role
and do not advise on day-to-day
money issues, such as finding the
best savings rates or reducing
household expenses, but this
information can be easily found in
newspapers or online. Financial
advice can also be expensive—
advisors might charge an hourly fee
or based on commission—or both.

Manage debt

Pay off credit cards and loans
as quickly as possible. Look for
cheaper interest rates that can
bring down the cost of loans
and that can also help reduce
mortgage debt more quickly.
See pp.156-157
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Use investment payouts

When investments produce additional
income, use the funds to reduce any
debt, as well as reinvesting to build up
assets. See pp.160-161

number of
pre-retirees
who use a
financial advisor

Financial
independence

Financial independence

Effective investment over a lifetime
builds up wealth or passive income.
If successful, an individual can
maintain a good standard of living
without the need to work.
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Calculating and
Jkl analyzing net worth

A person’s wealth—or net worth—can be calculated by adding
up all of the assets they own and subtracting from this total the
amount of any debt that they owe.

Net worth statement

Individuals can calculate their net worth at any given time —\
by subtracting debts from assets. They can then compare
statements over months or years to track any changes.

/ ASSETS - DEBT = NET WORTH

Convertible to cash in

> Cash in hand the short or long term
Y Cash held in current account 2 Term deposits held at the bank
» Cash value of life insurance Y Securities, stocks, shares, or bonds

2 Money market funds
) Certificates of deposit
) Short-term investments

) Investment real estate
) Endowment policies
) Retirement funds

—

Short-term liabilities ' Long-term liabilities
....... Payable within the next 12 months .. Payable over more than 12 months
> Credit card interest and capital ) Mortgage or rental payments
repayments Y Child support or alimony if separated
2 Repayments on a personal or student loan or divorced
> Current monthly household bills (e.g., for o > Children’s education through to college

utilities, communications, and insurance)

2 Payments to a pension fund
2 Unpaid personal income tax for the year

> A hire-purchase contract or lease for a car
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How it works

The net worth figure tells financial institutions a lot
about an individual's financial status. Over time, a
person’s net worth can fluctuate—for example, total
assets will be boosted if bank deposits earn interest,
or the level of debt will increase if a new mortgage is

taken out. If a person’s net worth figure increases,
it means they are enjoying good financial health;
if the figure decreases, the opposite is true.

Net worth is a more relevant indicator of financial
health than income or wealth because it takes into
account any debt that may be owed or that will accrue.

S30 million

liquid asset value of ultra-high net worth individuals

NEED TO KNOW
iy ) Positive net worth High net worth
' When assets are greater individual (HNWI)
than debts. A person with very high

Can be sold for cash
but may take time

) Home, which can be sold if downsizing

levels of liquid assets,
commonly viewed
as over $1 million.

Y Negative net worth
When debts are greater
than assets.

> Additional property such as a vacation home

)Art,jewelry, and other valuables $ 9808082000000 E000800E00NEesNE00sas00Es0Is0e0A00sE000BARES

D Furniture, especially collectable pieces

> Vehicles (although they lose value quickly)

This figure—assets
minus debt—can be
used by anyone to
assess an individual’s

) If the figure is positive,
assets are greater than
the value of debts and
financial health is OK

? Contingent liabilities

May be owed in the future

) Taxes such as capital gains

) Car or other loan guarantees for children
who may fail to pay

> Damage claims such as lawsuits
) Attorney fees for personal legal disputes

wealth at any point
in time.

) If the figure is negative,
debts are greater than
the value of assets and
financial health is poor.

) Financial advisors

or good.

suggest calculating net
worth once a year.

Although net worth is a useful measure of current
wealth, liquidity tells savers and investors how much
cash they could access in an emergency. It is worth
keeping a proportion of investments in a form that
can be easily converted into cash.




Income and wealth

Two of the key concepts of personal finance, income and wealth,
represent different states of an individual’s finances. Income is
moving and often unstable, while wealth is mainly static and stable.

Income

Income is money that flows into a household.
Itis used to pay for housing, bills, food, and other
essential needs as well as nonessentials

such as vacations.

INCOME (AFTER TAX)

o OUTGOINGS
Turning income

into wealth Earnings

Income also includes any

Unless they inherit a large sum of
money, or win it in a lottery, most
people need to rely on creating
wealth through savings. The formula
is simple but requires patience and
discipline. The amount of money
going out each week or month
(outgoings) must be kept lower

than the amount coming in (income)
over the same period, and the
difference should be saved and
invested as soon as possible.

---------------------------------------

benefits or tax allowances as

well as returns on investments.

o
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INTEREST
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RENTAL INCOME
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SHARE DIVIDENDS

Costs
Q Household expenditure can be
regulated via a budget, which will

help pinpoint where economies
can be made.
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How it works

Wealth is the value of a person’s assets, savings, and
investments, while income is the money received
regularly in return for work, from investments, or as a

PERSONAL FINANCE
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benefit or pension. Recognizing the difference between
the two concepts is key to both building and protecting
wealth. Income that is closely managed and carefully
invested can create wealth over time.

'"

7

Wealth

Wealth is the value of assets already owned

by a household or an individual. It can be savings
alone if these are sufficient, or it can be amassed
from savings, investments, and inheritance. Wealth
is rarely used for day-to-day expenses unless

income stops.

n

Debt should be paid off as
quickly as possible unless
there are tax advantages in
spreading repayments.

) (4

-

CREDIT CARD LOANS
i B
B P
MORTGAGE EDUCATION

=

WEALTH

INVESTED
INTO

Assets

The most efficient
investments generate income
and boost savings as well as
increasing in value over time.

Savings

The amount left after costs
and debt commitments are
met is savings. This should

be invested into assets as soon

as possible. , _
“ e
s ) | &
PROPERTY SHARES

3

JEWELRY




Converting income
into wealth

High earnings alone do not guarantee wealth. Keeping outgoings
lower than income, accruing savings, and investing them wisely
are key to long-term financial security.

How it works maintain their lifestyle during retirement. The danger
There is no formula to determine how much wealth for this group is that high wages can lead to a false

is enough, or how much income is needed to build sense of affluence, resulting in big spending on
wealth. It depends on the individual. High earners tend lifestyle but little set aside in savings.

to have higher lifestyle expectations than those on In order to start building wealth, a proportion of
lower incomes. They must therefore save more, and after-tax income should be saved regularly. Some
invest more, to generate the wealth they need to financial advisers suggest a goal of one-third.

When a high income
fails to produce wealth

A top salary will not ensure a secure retirement if saving habits are
poor. To set aside a third of after-tax income each month might
seem an impossible target, but even saving as little as 10 percent
can create a decent stockpile of cash for investment over time.

7 o Cy of the richest Americans
O claim to be self-made

----------------------------------------------------------------------------------



worn, weatth and ncome. 100 / 157 )M

5000000090080 8003000080080000E0RI00E0E0000800E000000000 0000000008000 00088000000308008008080

There are many ways in which household spending can be curtailed in the pursuit of

wealth—even the smallest changes can be significant when continued year after year

because any reduction in spending can be invested in savings. Setting and sticking to

a budget will help meet savings goals. Other savings strategies include:

) Setting financial goals, such » Deciding on a percentage 2 Comparing insurance rates and
as buying a house or funding of income to save each month, switching to a cheaper insurer;
a masters’ degree. and setting up a direct debit for comparing deals from different

) Drawing up a spending plan for that amount to go straight into a energy suppliers to cut utility bills.
expenditures such as housing, food, savings account. ) Shopping with a list to eliminate
transportation, and debt repayments.| 2 Finding cheaper accommodation, impulse buys, and buying in bulk in

) Monitoring budgets weekly or or refinancing a mortgage to achieve order to take advantage of cheaper
monthly to keep track of spending. acheaper rate. prices or sales.

N w

Retirement

Upon retirement, A sees a dramatic drop in
income. Having no wealth to rely on, she
spends her retirement in poverty.

Attitude to debt

Because credit is easily available to high
earners, A gets deep into debt.

B ensures that her outgoings are always
lower than her incomings.

B enjoys comfortable
retirement years.




Generating income

Earning sufficient income to ensure regular savings and investments
is the basis of building wealth. The more sources of income the better,
especially if some of those sources are passive, or unearned.

How it works Passive income includes rent from property and
Wealth can be built in various ways, almost all of portfolio income, such as dividends from stocks and
which rely on income. Inheriting money, property, or shares or interest from bonds. Regardless of the source
other assets is the fast track to wealth, but for anyone of income, if an individual's earnings are not high

who does not have an inheritance, savings and enough to cover expenses and still have some left over,
investments are the two principal strategies. Income it becomes almost impossible to build wealth. With
can be earned in two main ways. The more common this in mind, any goal of becoming wealthy must be
route is via active or earned income, such as wages, underpinned by a strategy for generating and

which usually involve a degree of exertion to generate. sustaining enough income to allow savings.

Earning
active income

Money is received in
exchange for work. Services
are performed for an employer,
client, or customer in return
for financial reward in the
form of salaries and wages,
tips, commissions, or other

forms of income.



worin,wealth nd meome. 108 / 159 )N

5000000090080 8003000080080000E0RI00E0E0000800E000000000 0000000008000 00088000000308008008080

s Savings accounts Blogging on a Royalty payments
@ can offer modest to . popular subject can be negotiated for
a high returns, but savers can be monetized photography, writing,
should know their other in various ways. or other creative work.
terms before investing.
Rent from a house Online market places, - Focus and market
—=@ . orspareroom | sgne | garage sales and { research groups
e can provide individuals auctions can raise . pay individuals to test
—i— with a regular source - funds through selling \\h M,,fi new products.
of funds. unwanted items.
, - >
u NEED TO KNOW
) Portfolio income Money earned
from interest, dividends, or capital
gains. This is recognized as a
. separate type of income by tax
authorities in some countries, such
as the US.

) Capital gain The profit earned
from the sale of an asset, such as
a house or art, that has gone up
in value since it was first bought.

Earning g

. ) Unearned income Money
passive 7 :
H rom investments, pension funds,
income

alimony, interest, or rental property.
Money is received

in exchange for little
ongoing effort. It is
earned from investments,
which require some work
to set up but then need less
attention. The term can also be
used to refer to money-making
activities undertaken on the side.
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Generating wealth

The billionaires who appear on annual lists of the world’s wealthiest
individuals may have built their empires in different ways, but almost
all relied on starting with at least a little cash to invest.

Building wealth

Most people begin by earning an income and saving a portion

of it to build wealth, ensuring they have financial security in

the future. Generating enough money for business ventures or

investments goes hand in hand with creating wealth. Making

small changes in lifestyle can cut spending and increase savings

so even people on the lowest incomes can take their first v

steps on the road to affluence.
N\

P

= 2. Store and save

A strict household budget will
reduce outgoings, which can
then be reinvested.

) Track spending Monitoring
money going out will indicate
where costs can be cut.

) Setabudget Sticking to a plan
makes it easier for individuals to
see the path to personal wealth.

Y Build credit High savings and
low debt ensure a better credit
rating, as does paying your bills on
time, allowing options for future
investment borrowing.

R RA RN RA LR AR AR AR AR RARARARARY AR RANARARARE
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How it works

Building wealth requires discipline and a long-term
strategy for optimum results. For most people wealth
is amassed over time using funds saved from income,

3. Invest wisely

Investing is a balancing act—the
nearer a person is to retirement
the less risk they can afford.

) Factor in retirement age
Starting early gives savers
greater flexibility.

) Consider options Cash
savings, shares, property, and
pensions offer differing returns.

D Assess therisk factors Itis

important to balance the yield
versus risk of each option.

‘4

4. Maintain and
manage wealth

Decisions made at the start
will determine how quickly
a person can build wealth.

D Reevaluate investments
Moving funds may mean
better returns and lower fees.

D Time decisions Global political
and economic events affect
when to sell, cash in, or reinvest.

Y Make a will A tax-efficient
will ensures that wealth can be
passed on.

which are then invested to make even more money. It
is a good idea to spread investments over a variety of
financial instruments and if a person is not confident
initially, it is worth seeking professional guidance.

lose wealth
second
generation

The aim of investing is to make
money and there are ways to do it
to suit your lifestyle and interests.

Traditional investment
Asset values fluctuate

with economic changes,

so many investors watch
events closely to try to time
their investments.

Through property
Residential property can
provide capital growth

or a steady rental income.
Vacation homes generate
less capital growth, buta
potentially high income.

In businesses Ideas
require little to no
investment and there can
be long-term potential.
Investing in a start-up can
result in big gains, but
many fail so it can be risky.




’! Investments
for income

The main aim of personal finance planning is to ensure that there is enough money
to buy a larger house if an individual’'s family grows, to provide for children’s
education, and ultimately to have a healthy income in retirement. To achieve this,
individuals should invest in assets that will generate a stream of cash in the future.
Many investors use a management service to look after their money in return for a
percentage of returns; others prefer to research and invest directly on their own.

b b B i 0 i 1 | ~

Returns vs risk

Investments can be used to

build wealth over time, but = =
they can also provide an
income. Investments

promising high income are

often high-risk, whereas

safer options, such as putting S
surplus money into a savings

account, usually provide a

® lower level of income.

One common strategy is = u

to create an investment MEdlum l‘lSk
III portfolio spread across a
II I variety of assets with

differing risk levels, such as ’
Ill m shares, property, and bonds.

L g

[l ]

a1 §--| INENE NEEED
am ]| B | Lower risk
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This is an investment strategy that a Mo
changes the ratio of different assets «
according to an individual’s age. For

example, when young, the investor may

"Risk comes put 100 percent of assets into high-risk

investments such as futures. But funds

are increasingly transferred into less risky
from nOt investments such as bonds as a person
1 nears retirement. Moving money from ‘
knOWI ng Wha't higher-risk to lower-risk investments can

] H n” be preset to happen automatically, for
you're doing. ; ppen automaticaly 4

example 10 years before a person retires. AGE (YEARS)
Warren Buffet 8
f,/ ”
“A Shares
Higher risk, potential for higher income
) Ordinary See pp.246-247 ) Futures See pp.246-247
) Preference See pp.246-247 ) ynits in managed
) Options See pp.246-247 share funds See pp.168-169 NEED TO KNOW
D Investment income A regular
flow of money from investments
such as rent, interest, dividends,
Property and capital gains.
Medium risk, potential for steady income D Netincome The money left after
A . ) ) tax and business expenses.
D Rent from residential, ) Profit from buying e :
commercial, industrial and selling 2 Equities An alternative term for
See pp.170-171 See pp.176-179 stocks and shares.

D Diversification The investment

of money in a variety of ways to
minimize risk and maximize
- returns by spreading the risk
Q Interest-paying across different investments.

Lomwer fek potential for some ncome |

) Savings accounts
See pp.166-167 ) Debentures

) Term deposits ) Bonds See pp.166-167
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Dividends from shares

A dividend is a regular payment made to a company shareholder that
is usually based on the amount of profit the company has made that
year. Dividends provide a reliable stream of income for many investors.

How it works
Investors buy shares for two main
reasons. The first is in anticipation

of the share price going up in value,

meaning that it can be sold for
profit. The second is to earn an
income from dividend payouts.

For investors who rely on dividend
income, it is important to choose

shares in companies that prioritize
generous dividend payments for
shareholders, and to consider the
type of shares bought, since not
all shares guarantee a dividend.

Investors may choose preference

shares (see “Need to know”) or rely pl us—t h e avera ge
on judgment and research to pick °
S&P 500 yield

dividend-producing shares.

Generous dividends likely

What makes a company
likely to pay dividends?

Investors can use several measures to work
out which shares will provide the safest bet,
with likely regular income now and in the
future. Generally speaking, they will look
for companies in good financial health
with a history of steady dividend
payouts over several years.

INVESTOR

Company A
Y A history of paying
decent cash dividends
with no dramatic rises
or falls in payout.

) Healthy cash reserves
to fall back on.
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A EARNINGS VS DIVIDENDS PER

Can a comp?qy ' A , SHARE, S&P 500 COMPANIES

afford the dividends .

- - Z

it promises? i

. , L 2 .

By comparing a company’s profitwith @& < ‘ok\‘

the amount it pays in dividends over =

several years, investors can judge if S .

that company is a good long-termbet =

for providing a future income stream. E = Dividend——

Older, larger, and more established =1 % s = % s K

companies with steady earnings ol SN S

tend to pay healthy dividends, == =

although their share value may not = ——

rise by much. — — = — S

2010 2011 2012 2013 2014 YEAR
u NEED TO KNOW
) Preferred share ) Dividend cover

Share that entitles How many times over
the holder to a fixed the dividend could be
dividend that is paid out of the
prioritized over ordinary company’s profit.

share dividends.

----------------------------------------------------------

Poor dividends likely

S S

2 The company reduces the
dividend—a signal of rocky
financial times ahead.

Company B
) Much-hyped float on
the stock exchange.
) Offers high dividends
but value soon falls.
S § 8

D There s a fall in profits and the
company must borrow in order
to cover its dividend payouts.

S S S

2 The share value falls, meaning
the initially high yield offered on
dividends is short-lived.



% Earning income
¥l from savings

Putting money into savings accounts and fixed-term deposits is low-risk,
making them safer options for wary investors. But investors also need
to consider if their money is likely to “earn” enough income to live on.

Which savings or deposit account?

All'investment products offer a trade-off between risk and return, and savings
or deposit accounts are no exception. As a rule, such investments carry the
least risk, but the downside is that they may not provide a very good return;
the products with the best return tend to be the most risky. New products
such as peer-to-peer lending show the strongest potential for gains.

INSTANT ACCESS NOTICE SAVINGS
SAVINGS ACCOUNTS ACCOUNTS

> Low return, 2 Low to medium
low risk return, low risk

MINIMUM MONTHLY
DEPOSIT ACCOUNTS
Y Low to medium

return, low risk

Y Higher interest
rates, but with
restrictions

CERTIFICATES
OF DEPOSIT
D Low to medium

return, low risk

D Fixed interest rate

2 Cash not instantly
accessible as held
for fixed term
(from one month
to five years)

2 No minimum 2 May require
investment minimum deposit

> Cash can be ) Cash withdrawals
withdrawn on must be arranged
demand in advance

 Significant deposit
needed to earn
decent income
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How it works

Savings accounts and fixed-term deposits traditionally
provide a guaranteed return with little of the risk
associated with more volatile investment products
such as shares or managed funds. However, when
interest rates are low, it can be hard to find a savings
or deposit product that offers high enough returns to

TAX-FREE
DEPOSITS
Y Medium to high
return

> Advantage of
tax saved on
certain types of
bonds, which
means earnings
not depleted

provide a decent income. Many investors use
fluctuating interest rates to their advantage,
continually monitoring the latest offers to ensure
their money is always earning the maximum
interest possible. With a substantial deposit,
even small changes in the interest rate can
make a significant difference to earnings.

6 million

US adults have no savings

PEER-TO-PEER
LENDING

Y Medium to high
return

2 Medium risk, but
strong potential
for gains

2 Provides capital
and interest
payments



% Investing in
¥'Imanaged funds

Investors in managed funds do not have direct control over what
happens to their money. Instead they rely on an investment

manager to invest on their behalf.

How it works

When an investor puts money into a managed fund,
the money is pooled with money from other investors.
An investment fund manager then invests the money
in the fund in shares or other assets, such as bonds or
property loans. As the funds earn interest, the interest
money is paid out to the different investors relative to
their original investment.

The process

Investors who decide to invest in a managed fund
need to make a series of decisions to ensure their
investment is as profitable and safe as possible.

Types of managed fund
Active Passive
The fund li\’.' Assets &
manager ® . perform
proactively according
buys and to a particular
sells to outperform benchmark such
the market. as Standard & Poor’s 500.
Single asset Multisector —-—
All the money Investments g ®
is invested in @ are spread W
one type of across different

asset such as asset types.
bonds or shares.

Listed Unlisted
Funds
Investments b
in funds can be
areimn bought and

that are listed
and tradeable on
the share market.

sold only through
a share manager.

I R R RN

Investors can choose from either a single asset fund or
a multisector fund, in which their money is invested
across different assets. This has an advantage as poor
performance by one asset will be balanced out by high
returns from another (see pp.188-189). Funds may be
actively or passively managed. An actively managed
fund tries to outperform the market, while a passive
one aims to perform in line with the market at low cost.

Choosing a fund

Risk Investors must decide how much
of their investment they are prepared
to risk losing.

Time frame The period of time over
which the investment is made will
affect the terms of the investment.

Product disclosure Details of fees and
penalties, insurance against loss, and
performance guarantees must be
understood in advance of investment.

Long-term performance Investors

research the market to identify funds
that consistently perform well.
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RETURNS

 RISK AND REWARD OF MANAGED FUNDSECTORS  yep 70 Know

Generally, the more volatile the asset, the better the return. Spreading
investments helps achieve high returns while minimizing risk.

) Market index A statistical
measurement reflecting the
performance of stocks, shares,
and bonds in a single market.

Y Index arbitrage An investment
strategy of profiting from the
price difference in buying and
selling futures in the same stock
index. See pp. 68-69.

Y Index fund An investment fund
consisting of stocks in one
particular market index, such as
Standard & Poor’s 500.

Buying a fund

The fund
manager should
be registered with
the SEC under the
Advisor’s Act.

Direct
D investment
through an online

o platform is possible
via a broker.

How many units
to buy and how
much to spend is
best determined
with expert advice.

Indexes to know

D FTSE 100 Top 100 UK ) Standard & Poor’s 500
companies. Top 500 US companies.

D FTSE All-share All ) Wilshire 5000 Total
companies on London US stocks.
stock exchange. ) MSCI EAFE Equity

Diversification
should be kept
within limits to
spread risk, but
not over-diversify.

Fees will affect
returns: the
greater the fee,
the lower the
return.

Withdrawal
rights should

be checked: there
may be penalties
for early
termination.

2 Dow Jones Top 30
US companies.

markets in 21 European
and Pacific countries.

Managing a fund
gy Regular performance
S reports Figures received

4.~ every month or quarter

should be reviewed.

Warning signs These might
include the promise of high
returns with little or no risk

and should be investigated.

Statements Brokerage

& ”: receipts, annual summaries,
and other statements
should be filed.

P N R R



Rental income
from property

Potentially one of the most lucrative investments for generating
income, property can also be risky because, unlike financial products
such as bonds, it also generates expenses, and requires maintenance.

_Q_e-

High rental yield

An investor buys a house and becomes a landlord in
an industrial town with a high population of seasonal
workers. Demand for short-term rentals is strong.

Low rental yield

SOLD
$500,000

An investor buys a house and becomes a landlord in
a booming city. House prices are high, but people are
only renting in the short term before they buy.

RENT
$14,400
SOLD@
$200,000 ﬂ

In the first year, the investor-landlord has to repair
the heating system, on top of meeting insurance costs
and mortgage interest payments.

RENT
$17,000

The investor-landlord has to pay for repainting.
Their interest payments are high because the deposit
amount was minimal and the loan amount is large.
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How it works

Buying property to rent has become a popular choice
for investment in many parts of the world thanks to
low interest rates on mortgages and comparatively
high rents. However, landlords will need to spend
money on a regular basis on mortgage interest,
insurance, agency fees, maintenance, and repairs,

and may also need to spend time managing the
property. There is also the risk that the landlord can
lose out financially if their property remains empty,
or if tenants default on their rental payments or cause
damage the property. Landlords base the success

of their investment on the value of the regular

rental yield it produces.

 Propertycost €9 100 (&)  Rentalyied

$14,400 - $1,200

x 100
$200,000

After deducting expenses, the rental income
as a percentage of the property cost—the yield—
is high compared with the national average.

$17,000 - $2,000
$500,000

x 100

After deducting expenses, the rental income
as a percentage of the property cost—the yield—is
relatively low compared with the national average.

High rental yields
can indicate:

) The presence of large
immigrant or transient
populations, who seek short-
term housing while they take
advantage of local opportunities,

) and are unwilling or unable to

purchase property.

D Rents are steady and property
prices have fallen—for example,
in a booming town offering
high wages, which attracts
new residents who fuel local
rental demand.

RENTAL
YIELD

~ A
Low rental yields
can indicate:

) Rents are steady and property
prices have risen—for example,
when low interest rates fuel a
property bubble, driving up the
cost of houses relative to rent
and income.

Y Rental demand has fallen, so
that rents have risen more
slowly than property prices—for
example, in a city with low
unemployment when interest
rates are low, encouraging
renters to buy.

RENTAL
YIELD




Although life assurance will not usually produce income for the
policyholder until after their death, it will benefit family members,
who can receive regular payments or a lump sum.

nce 2

How it works . “5“13

- S

Although the two terms are . ‘e

sometimes used interchangeably, \

life assurance is different from life \’ Decreasin g
insurance. Assurance protects the term life

holder against an inevitable event— .

their death—while insurance Hi?.&. ti-ll-’:: F\:\?Kicézt;r:fr:lscfhz:irr\e
protects against the possibility that 'S) prer’nium e e e
their death might happen within % torllevelstermlinsurance.
a set timeframe—for example, 50

years from the date the policy was

purchased. So if a policyholder with Family

50-year life insurance dies before e ol o T e .
the term is up, their beneficiaries Life insurance

receive a payout. If, however, they This pays outan agreed Also called term insurance
die 51 years after the policy was Dl e e GR ek hi he holder f '
taken out, there is no payout at all of the claim to the end of the t 'IS cover_st of time, (?r ;

: pay : term. Premiums are lower, fixed period of time, with

In contrast, a life assurance but this type of policy their estate receiving a
policy will pay out when the el et dlegra payout if they die within the
policyholder dies, whenever that mortgage. term §tated in the contract.
happens, or provide a lump sum if Premiums are cheap but if
the holder outlives the policy term. they outlive the agreed

period they get nothing.
g Most mortgage agreements
Variable stipulate that the borrower

life must have a life insurance
S v This is a permanent policy in place.

) Life settlement The sale of life insurance policy
a policyholder’s life insurance with an investment
policy to a third party for more component. The policy
than its cash value, but less than has a cash value account—a
: , o , Level-
its net death benefit, providing tax-sheltered investment lif
alump sum. People may sell a which is invested in term fife
policy because they no longer sub-accounts. This policy pays out a
want it, they wish to purchase a fixed lump sum if death
different policy, or they cannot occurs during the policy term.
afford the premiums. The sum does not change over

) Viatical settlement This is the time so the holder knows
same as a life settlement, only - exactly what funds will
the policyholder sells their policy (IIID be left in the event of
because they have a terminal or their death.
life-threatening illness. S n
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\ Life assurance

A life assurance policy promises
the holder a payout—either when
they die, or when the term of the

policy comes to an end. It can
also be used to pay any future
inheritance tax. The fact that a
payout is guaranteed inevitably
means that monthly or annual
premiums are higher for life
assurance than with life
insurance. It is an investment
for the long term.

Whole of life

This policy provides
coverage for the holder’s
entire lifetime with no set

term, guaranteeing a

lump sum at whatever
age they dieaslongas
premiums have been
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CLIENT WEALTH

Wealth-building
4 Investments

The purpose of investing is either to generate an income (for example in
retirement), or to build wealth, although the two functions often overlap. When an
investment asset produces income—in the form of interest, dividends, rent, and so
on—the money can be reinvested in order to build wealth, instead of being taken
as cash for living expenses. Other types of wealth-building investments do not
produce income, but grow in value over time and can be sold for profit.

Building wealth
through investments

Financial advisors agree that the best way to
build wealth is by investing savings to make
more, and by buying investments that will
generate income and/or gain in value over
time. To build wealth, investments need

to match or outstrip the cost of living,

so investors need to watch the markets
closely and keep up to date with

economic news, especially changes

in interest rates and inflation.

BUILD MONITOR AND

PRESERVE

EXPAND

INVESTMENT PHASE
Income-producing Close monitoring Reinvesting
investments and of investments, and income from

investments that
pay interest,
dividends, or rent,
maximizes returns.

other investments
that will grow in value
over time provide the
building blocks.

selling those that fail
to perform, helps to
maintain and
enhance wealth.

Investments that
produce income

Some investments produce
income in the form of annual,
quarterly, or monthly revenue. If
this income is reinvested, rather
than spent, then the asset’s value
will continue to grow, building
greater wealth in the long term.

§SES

SUPERANNUATION
Purpose-designed to
generate income at

retirement, these plans also

often offer tax-saving
incentives, adding to
income potential.

CASH IN BANK
ACCOUNTS
Long-term accounts, many
of which have penalties for
withdrawing cash early,
generally pay higher rates
of interest.

MANAGED FUNDS
These carry higher risk
than bank savings, but

can produce greater

income if fund managers

invest successfully.
See pp.184-185



average annual gain made
by a stock portfolio held

for over 20 years
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SHARES
Those that pay regular dividends
(income) and are likely to appreciate in
the long term offer the best wealth-
building potential. See pp.182-183

PROPERTY

Property can appreciate in
value and, in the case of rental
property, produce a regular
source of income too.

See pp.176-181

ANTIQUES
Investors must be
confident they can
recognize a genuine
article, and be willing to
spend time scouring
markets.

\4
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GEMS
These generally
appreciate at the rate of
inflation. Best bought as
loose stones from a
wholesaler, they are not
easy to sell quickly.

PERSONAL FINANCE
Wealth-building investments

2 An early start Investors who start young
generally have more flexibility to take risk—
and more time to recover from any errors.

2> A measured approach Individuals must
ascertain their financial situation and investment
goals before they begin to construct a portfolio.

D Asimple plan The less complex the plan, the
easier it is to monitor and manage, and the more
likely to succeed in its objectives.

2 A balanced portfolio Regular buying and selling
of portions of the portfolio “rebalances” it, helping
to keep risk levels and goals in line with the
investor’s original design. This may incur fees.

ART

Works by up-and-
coming artists who
are still early in their
careers are good starting
points for investment
in art.

GOLD
This precious metal
generally holds its value
over time, but is best
viewed as a long-term

investment. Unlike gems, it

is easy to sell quickly.

Investments
that appreciate

These investments do
not produce income,
but their value can
increase significantly
over time.
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__|in property

Investing

There are various ways to make money from
property, but each involves a lot of research
and management and, potentially, risk.

How it works
Unlike many other types of
investment, such as buying shares
or bonds, the investor does not
need to come up with the full sum
to buy property, just enough for
a deposit. Most lenders require, on
average, 20 percent of the value
and a loan (mortgage) can be
obtained to pay for the balance.
The aim of investing in property to
build wealth is to buy when the
value is low and sell for a profit, then
use any profit to finance additional
property purchases. There are
several ways to do this. A person can
buy and remodel a house then sell it
for a profit, or buy in an inexpensive
area and wait for the area to rise in

value. Buying in a depressed market
can reap rewards when conditions
improve. Buying to rent a property
can generate an income that pays
the mortgage and excess can be
used for a deposit for another
property when prices have risen.

2004 to 2009

u NEED TO KNOW

Y Market value The amount thata
buyer would be willing to pay for
a property (or other asset) at any
given time.

) Below market value (BMV)
The pricing of a property that is
much lower than the average
price of other similar type properties
in the area (i.e. those priced at
market value).

) Buy-to-rent (BTR) mortgage
A mortgage for investors who are
buying a property with a plan to
rent it out for a period of time.

) Buy-to-sell mortgage A mortgage
designed for investors who are
buying property that will be sold
shortly afterward.

) Capitalization rate The rate of
potential return on an investment
property; the higher the better.

) Operating expenses The cost
of the day-to-day administration
of a property (or business).

) Capital gains The increase in value
of a property (or other asset) from its
purchase price; this can be short-
term (under one year) or long-ter<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>