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The world has always been
divided into the haves and
have-nots, such as the
people living side by side

in this suburb of Buenos
Aires. Today, as the rich
become super-rich and
poverty remains endemic,
particularly in sub-Saharan
Africa, many economists
argue that the situation is
worse than ever. However,
the global financial
downturn has prompted the
world’s financial institutions
to look toward developing
new systems to replace the
outdated and discredited
models that brought about
the crisis in the first place.

[ It is hard to argue against the assertion that money is the single

greatest invention of the human mind. In the 21st century it exists in
all cultures, from tribes living in the rainforest to the cities of the planet’s
most powerful industrialized nations. Familiar, divisible and acceptable,
money is the lifeblood of the world: oiling the wheels of business and
commerce, acting as a store of value and standing as the essential gauge of
relative value. Like all the great inventions, it is impossible to imagine what

life was like before money came along.

INTRODUCTION

Throughout history the use of money has developed with astonishing speed.
Today is no different. Advances in electronic technology and the Internet
indicate that the days of coins and notes are numbered. First developed in the
1980s, the global customer base for online banking is set to reach over 650
million people by 2015, while the development of near-field technology has
paved the way for "contactless purchasing" via a mobile device. Estimates are

that by 2016 it will be possible to pay for everything in this way.

The global financial crisis

Only time will tell if the recent global financial crisis, which began in 2007, will
be added to the list of major financial disasters. But, painful as it may be, the
economic downturn has forced everyone to look again at the way the world's
economy functions, something that may turn out to be the light at the end of
along tunnel.

As people turn their attention to the world of finance and banking, some
see a world peopled by Masters of the Universe, quaffing champagne while
planning on how to spend their bonuses. Others see gray-haired men in
suits offering prudent advice to be thrifty and pay into your pension pot. The
reality is, of course, somewhere in between. Whatever your viewpoint, most
will agree that money is now housed in a bewildering and complex edifice.
But help is at hand. The Book of Money is a window into that world, shining a
light on all areas of finance and explaining apparently complicated systems in

simple terms.

Macro- and microeconomics

The financial world works at two different levels: macroeconomics is
the study of economics as a whole, evaluating the effectiveness of the
economic policies of the world's government. At the other end of the

scale, microeconomics is concerned with the economic behavior of an



individual unit, maybe a person, a particular household or a particular firm.

By examining both ends of the spectrum, The Book of Money explains the
ways in which they are connected and how in the 21st century the collapse
of a bank in Iceland, for example, can have serious consequences for a family
living in Tokyo or Helsinki.

On a macro scale, the book looks at the various systems by which the
world's governments manage their money, attempting, when all is said and
done, to balance income and expenditure. It also examines the complexities
of the relationship between government and the banks, which it does not
control but upon which a nation's financial well-being depends. On a micro
scale, the book looks at the importance of individual economic decisions and
explains how they play out further down the line. In between the two are the
world's financial markets, which, in today's global environment often appear
to be stages on which the world's destiny is played out, 24/7. However, despite
their reputation, they are nothing more than the name suggests, places to buy

and sell. After all, despite its elaborate wrapping,

there are surprisingly few things we can do with

money: we can spend it, save it or give it away. "THE IMPORTANCE OF MONEY FLOWS
FROM IT BEING A LINK BETWEEN THE

The great divide PRESENT AND THE FUTURE."

In spite of its outstanding qualities, money JOHN MAYNARD KEYNES (1883-1946),

is not without its problems. It has an array POLITICAL ECONOMIST

of characteristics and quirks that render it

unpredictable, mysterious and unreliable. It is

subject to force and to greed and can be at the heart of astonishing pain, both
in its abundance and its scarcity. Of course, there have always been rich and
poor, under every political system ever devised. But, in the second decade

of the 21st century, statistics indicate that the rich are getting richer and the
poor are getting poorer, indeed Barack Obama called financial inequality

"the defining issue of our time."

The financial crisis has put this into sharp focus as the world's seven
billion inhabitants look to find someone to blame. In turn, financial
institutions and companies throughout the world are seeking to get their
houses in order, accepting that financial accountability is increasingly
required by their customers and knowing that if they are to survive they
need to show a higher level of corporate social responsibility. When the
world stood on the edge of the "fiscal cliff" and its governments announced
their latest packages of austerity measures, it is heartening to think that
they remembered the word's of Bill Gates, one of the world's richest men
and its current greatest philanthropist, who said that "with great wealth

comes great responsibility.”
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"MONEY MAY BE THE HUSK OF MANY THINGS
BUT NOT THE KERNEL. IT BRINGS YOU

FOOD, BUT NOT APPETITE; MEDICINE, BUT NOT
HEALTH; ACQUAINTANCE, BUT NOT FRIENDS;
SERVANTS, BUT NOT LOYALTY; DAYS OF JOY,
BUT NOT PEACE OR HAPPINESS."

HENRIK IBSEN (1828-1906], WRITER
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This clay tablet, dated
between 3200-2300 B.C.E.
and found on the site of the
ancient Sumerian city of Susa
[in present-day Iran), records
economic transactions. It is
believed that the Sumerians
developed the world’s first
writing system in response
to an increasingly complex
society in which records
needed to be kept on taxes,
rations, agricultural products
and tributes to keep society
running smoothly.

A BRIEF HISTORY
OF MONEY

' Itis not known exactly when money first appeared in the world, partly
- because it may well pre-date writing, but at least 5,000 years ago ancient
civilizations, much concerned with agriculture, began to "need" some measure
of value for the produce they wished to buy and sell. In other words, people

required a currency, which had its foundations in the simple concept of trust.

The shekel facilitates commerce
The Mesopotamian civilization of around 3000 B.C.E. was the first to develop the
idea of a currency and saw some of the first experiments with what we now call
money. In Mesopotamia, the barter system, the exchange of one item for another
of similar value, and the systems of gift economics, whereby items would be
presented from one person to another, gradually gave way to commodity money,
whose value derived from the material (such as gold or silver) of which it was made.
The Mesopotamians' shekel represented a specific quantity of barley and was
both a unit of currency and of weight and was put to work to allow commerce —

including the import and export of goods — to take place. The shekel made its way
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Mesopotamia, the land that
sits between the Euphrates
and Tigris rivers, is known
as the Fertile Crescent or
the Cradle of Civilization,

and corresponds roughly to
modern-day Irag. The area
first attracted people because
it offered food, turning the
arid regions of western Asia
into a fertile garden. The first
people that laid claim to this
area in around 3500 B.C.E.
were the Sumerians.

into the Old Testament, which includes for example, the story of Joseph being sold

to the Midianites for twenty shekels’ weight in silver.

Ancient Egypt developed an economy that was centrally organized and

strictly controlled. They used a type of barter system with standard weight sacks

of grain and the deben — approximately 91 grams (3 oz) of copper or silver —

as currency. Workers were paid in grain. Prices were fixed across the country

and transactions were recorded to facilitate trade, in which grain was often used

to "buy" other goods.

As such measures of value began to circulate, it was a natural progression

for it to come under the rule of law. In ancient Babylon, King Hammurabi gave

his name to the Code of Hammurabi, which was
drawn up around 1760 B.C.E. and instituted laws
governing interest on debt and the payment of fines
for misdemeanors. Gradually, money became a tool
for transacting business contracts and the sale and

purchase of property.

Shell money

Elsewhere in the ancient world there was use

of shell money, with the cowrie shell making an
appearance in Chinese accounts written up in the
second millennium, in references to payments and
treasure. Shell money, whose value was partly due
to its decorative properties, was used as jewelry
and currency across all the world's continents and
endured, particularly in Africa, for many centuries.
Orne shell even earned the nickname the "'money
cowrlie" — from its Latin name Monetaria moneta —

as it became synonymous with value exchange.

v

Hammurabi [standing),

the sixth king of Babylon,

is credited with issuing

the first set of financial
regulations. Known as the
Code of Hammurabi they
were written on stone tablets
that stood in the city for all
to see.

MONEY
TIMELINE

|

% 9000-6000 B.C.E.

! Domestication of livestock,
particularly cattle, and the

g growing of plant products,
particularly grain, leading to

I trade

6000-3000 B.C.E. Writing
developed in Mesopotamia,
probably for keeping accounts
of barter exchanges. Use of
the shekel - a quantity of
barley - as currency

Discovery of gold

3500 B.C.E. Bronze, an
alloy of copper and tin, first
produced, independently, in
Middle East and Far East

3150 B.C.E. First Egyptian
Dynasty

3000-2000 B.C.E. Banking
invented in Babylonia, with
the use of palaces and
temples as safe places for
the storage of valuable items,
such as grain, livestock,
agricultural implements and
precious metals

2575 B.C.E. Construction of
the Great Pyramid at Giza,
a project requiring state
planning and capital

€.1792-c.1750 B.C.E. Reign
of King Hammurabi in
Babylon; production of the
Code of Hammurabi, which
included laws governing
banking operations

¢.1200 B.C.E. First recorded
use of cowrie shells as money
in China

¢.1100 B.C.E. Decline of
Egyptian dynasties begins
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The most widespread Roman
coins [minted from the
middle of the 3rd century
B.C.E. to the middle of the
3rd century C.E.] included
the aureus' (gold], the
denarius’ [silver], the
sestertius® (brass), the as*
(copper) and the dupondius®
(brass). Inflation, lack of
precious metals and the
vagaries of politics and
trade caused constant
debasement of the Roman

currency.

Once the first forms of money began to be circulated, the idea caught
on quickly, spreading throughout the ancient world. It became
the touchstone for the development of widespread commerce between
countries and one of the foundation stones of organized and increasingly

sophisticated societies, particularly in Italy and Greece.

THE DEVELOPMENT
OF COINAGE

Money developed rapidly in the Greco-Roman world, which stretched from
around the 8th century B.C.E. — (the first Olympic Games were held in Greece in
776 B.C.E.) while Rome was founded, according to legend, in 753 B.C.E. — until
the middle of the first century C.E. It appeared in coin form around 600 B.C.E.
when an uneven lump of gold and silver alloy was minted by King Alyattes in
Sardis, Lydia (in present-day eastern Turkey). Now known as the Lydian Lion,
this can reasonably claim to have been the world's first coin. Experts are divided
as to its buying power: some historians believe it might have provided
a month's living, others that it could buy only one sheep or three jars of wine.

One reason that King Alyattes produced the first coins might have been to
pay Greek mercenaries in his armies who wanted their payment authenticated.
In turn the Greek city-states began to issue their own coins, mainly made by
hand out of silver from the mines at Laurium. As
coin-producing technology developed so did the
organization of mints. Some of the earliest were
found on the island of Crete, which began to
produce coins with a high level of technical and
aesthetic quality.

The minting of money soon became widespread,
as imperial governments sought to issue and
control currency, literally stamping their authority

on pieces of gold, silver and bronze.

Lifeblood of the Roman Empire

Ancient Rome was home to over a million people
and, at its height, was the hub of a vast empire

that spread out from the city and from Ostia,

its major port. Trade — both by sea throughout

the Mediterranean and the Black Sea and, famously,
by the roads that the Romans built for both
commercial and military purposes — was the

Roman Empire’s lifeblood.




AS RICH AS CROESUS

Born about 595 B.C.E., Croesus succeeded his father Alyattes as King of Lydia.
Continuing his father’'s work, Croesus is now credited with issuing the first coins -

made from electrum, an alloy of gold and silver - with a standardized level of purity.

This important development, along with a great many tributes from the subjugated
Lydian peasantry, allowed Croesus to amass enormous riches, some of which he
translated into equally extravagant gifts for the god Apollo, at Delphi. In 546 B.C.E.,
Croesus’ fortunes declined when he was defeated and captured by Cyrus the Great
of Persia. Croesus’ fate is unclear - one account has him being burned alive on a
pyre, while another maintains that he was saved by the grateful Apollo, who sent

a thunderstorm to extinguish the flames.

The Roman Empire ran with admirable efficiency, using a single currency

and keeping customs dues to a minimum and suppressing pirates. It cost a

vast amount of money to run, and trade provided much of the revenue needed.

[t was essential therefore for its armies to provide the
necessary security under which trade could flourish. Vv

The Romans were huge exporters of all manner

of goods, from basic foodstuffs such as corn, beef, end of the Forum in Rome
opposite the Colosseum.

olive oil and wine to wood and metal materials for i
Originally built as a

Trajan’'s Market sits at one

construction to a plethora of luxury items such as marketplace in the center of

papyrus, pottery, glass, silver and perfume. Its main
trading partners were in Spain, France, the Middle
East and North Africa.

the city, as it developed the
area became the economic,
political and religious hub of
the city, and was regarded by

many as the very center of
the Roman Empire.

A BRIEF HISTORY OF MONEY  [EER
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800 B.C.E. Approximate end
of the Greek Dark Ages

776 B.C.E. First Olympic
Games

753 B.C.E. Rome founded
by Romulus

600 B.C.E. Forum built in
Rome. Minting of the first
coin, the Lydian Lion, by King
Alyattes in Lydia [now eastern
Turkey)

600-570 B.C.E. Use of coins
spreads from Lydia to Greece

546 B.C.E. Use of coins
spreads from Lydia to Persia.
Persians mint first pure gold
coins

First silver coins minted

in Greece

500 B.C.E. Classical Greece

406-405 B.C.E. Greeks
produce bronze coins

323 B.C.E. Classical Greece
ends with death of Alexander
the Great

300 B.C.E. Minting of the first
Roman coins

269 B.C.E. Romans issue
silver coins

146 B.C.E. End of Ancient
Greece with defeat of
Macedonia by the Romans

27 B.C.E. Expansion of the
Roman Empire by Augustus,
who reforms the monetary
and taxation systems issuing
new, almost pure gold and
silver coins, and new brass
and copper ones. He also
introduces a general sales
tax, a land tax and a flat-rate
poll tax

e | bllzﬁcal stowoFChrlsfchas:ng

the money lem,iers from th,g

476 C.E. Decline of the
Western Roman Empire when
Romulus Augustus is forced
to abdicate

610 C.E. End of the Classical
Roman state

v
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The foundations of the banking system that we know today lie in the
great cultural melting pot of the Renaissance in 15th-century Italy.
While the Renaissance is mainly associated with art, science, literature and
philosophy, money was, in many cases, the spur: wealth and patronage led to
a flowering of art and architecture. More prosaically, it also gave birth to banks,
which could accept deposits and — crucially — make loans.

THE EMERGENCE
OF BANKING

Money went hand in hand with banking in Renaissance Italy. Indeed, we owe
the word bank to the banca - the wooden bench used by Italian moneymen as
desks and exchange counters. Italy's most famous banking family, the Medici,
grew their eponymous bank to be the biggest and most trusted in Europe, partly
because it dealt only in the fiorino d'oro, the gold florin, which took its name
from the city of Florence. These coins — the equivalent of around $150 today —
were of standard size and quality (54 grains of pure gold) and replaced silver

as the principal currency for business transactions across Europe.

FIRST PRINCIPLES
OF ACCOUNTING

A Renaissance mathematician - Luca Pacioli, born in
Tuscany around 1450 - was one of the most important
contributors to the development of accounting. His

book Summa de Arithmetica, Geometria Proportioni et
Proportionalita, published in 1494, was something of

a bestseller. It taught principles of accounting that
became widespread across Europe, the central tenet

of which was that an inventory of possessions should

be accompanied by accounts of debits and credits. The
key to the system, which had its origins among Venetian
merchants, was "double-entry,” or making every record
of a transaction in the books twice: any debit on the left-
hand side had to be offset by a credit on the other. One
of Pacioli's examples was: "Debit Featherbeds. Credit
Capital for so much in feathers. Record number of
beds, description as per Inventory, and value in Lire,
Grossi, Picioli.” By using this system of bookkeeping,

a "balance” - or a snapshot of the state of the original
inventory - could be seen at any time.




Noblemen in Italy and elsewhere, enriched by
finance and trade, celebrated their success and
perhaps assuaged their guilt (usury, or money
lending, was still regarded as sinful) with lavish
commissions to their finest artists and craftsmen.
Trade guilds, which dominated Renaissance
metropolitan society, acted as a further channel for
money to find expression in beautiful objects. In
Renaissance art, money is never far away, whether
overtly or symbolically in the fine cloth and furs of
costume and in allegorical depictions of the paying

of tributes and gifts.

The world’s oldest bank
While the Medici Bank was the most famous [talian
bank of its day, Banca Monte dei Paschi di Siena,

founded in 1472 to grant loans to "poor or miserable

A BRIEF HISTORY OF MONEY
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Masaccio’s Tribute Money

is a series of frescoes in

the church of Santa Maria
del Carmine in Florence,
depicting a scene from

St Matthew's gospel
concerning Jesus and his
apostles and the paying of

a Roman tax collector. The
frescoes, which pioneered
the use of linear perspective,
were painted around 1427
just as tax reforms were
being debated in the city and,
it is thought, may have been
an encouragement to the
citizenry to pay their dues.

or needy persons” at an interest rate of 7.5 percent, can claim to be the world's

oldest. Its name derives from the heap (monte) of money that was collected to

lend to the poor of Siena, and from the region's state-owned pasturelands (paschi),

which provided income for collateral against the loans. These revenues were

divided into lots worth 100 scudi each and were issued as bonds guaranteeing

a 5 percent annual return. The bank spent its first four hundred years growing

steadily in the provinces of Siena and Grosseto, weathering economic storms,

political reforms and a major earthquake in 1798, before branching out into the

rest of Italy at the beginning of the 20th century. In 1999, the bank went public on

the Borsa, the Milan stock exchange, and today, is Italy’s third largest bank, with

3,000 branches serving 4.5 million customers.

for the start of P
Renaissance, in Florence

E. Masaccio paints

1450 C.E. Luca Pacioli born
in Tuscany
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By the 16th century, the
Portuguese (purple] and

the Spanish (pink] had
developed significant trade
routes to the east and west.
Although the ships that plied
the routes carried spices,
tools, domestic animals,
weapons, tobacco, potatoes
and other crops, by far their
most important cargo was
gold and silver ... and lots of
it. Between 1500 and 1540
an average of over 1,500 kg
of gold arrived in Spain each
year from the New World.

VERACRUZ

HAVANA

PORTOBELO
® CARTAGENA

What is known as the Age of Discovery might also be called the Age of

Greed. The years from the beginning of the 15th century until the 17th
century saw European nations — particularly the Spanish, Portuguese, Dutch
and English — build overseas empires.

BEGINNINGS OF
GLOBALIZATION

They were driven partly by spiritual and strategic motives, but principally by
the lust for gold, silver and other commodities. Rapidly expanding domestic
economies caused shortages of money and of precious metals with which to
mint it. At the same time, advances in navigation and boat-building technology
allowed longer sea voyages — the stars aligned for audacious expeditions into
new worlds.

The Portuguese were among the first to venture forth. They pressed south
along the African coast until, in 1488, Bartolomeu Dias rounded the Cape
of Good Hope, opening up vast opportunities in the Indian Ocean and
beyond. Four years later, in 1492, his Spanish counterpart Cristobal Colon
(Christopher Columbus) left the port of Palos, near Seville, and headed west
across the Atlantic Ocean. Columbus’ discoveries were somewhat accidental —
in what we now know as the Caribbean he believed he had reached Asia —
but admirably single-minded. Wherever he landed, he would show the local
population gold coins and jewelry and ask them whether they had more of
the same.

NAGASAKI

AZORES

MOZAMBIQUE.
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The commercial promise of adventure §

The world, which was far bigger than these early explorers had first imagined,

gradually shrank. Between 1519 and 1522, Portuguese explorer Ferdinand

Magellan made his famous expedition from the Atlantic to the Pacific Ocean

and it became clear that there were continents to be mapped, colonized and,

to a large extent, plundered.

Money played its part from the beginning, both in financing expeditions

by land and sea and then in the transfer of vast
wealth from one part of the globe to another.
These were bold, brutal and dangerous times, as
trade routes were mapped out and appropriated,

colonies defended and empires created, the likes

of which had not been seen since classical times.

Fortunes were made — and lost. The 16th

and 17th centuries continued the age of

"adventuring,” a word full of commercial promise.

Expeditions from Europe to the new worlds

of South and North America were financed

by monarchs, their courtiers and wealthy
merchants, who subscribed for shares in the
companies of trusted sea captains and their
crews. The spoils of such expeditions would

be carefully divided up when — and if - they
returned. All too often these perilous voyages
ended in shipwreck, starvation and bloodthirsty

encounters with natives.

v

The trade in spices -
particularly nutmeg, mace
and cloves - from their only
source in the Maluku and
Banda Islands of Indonesia,
became hugely important
after their appropriation by
the Portuguese in the early
16th century and later on

by the Dutch. The trade in
nutmeg was particularly
fiercely fought over - a small
bag of the precious spice,
which was highly prized as an
aphrodisiac and to ward off
plague, could bring financial
independence for life. The
Dutch monopoly in the spice
caused prices to rocket,
exacerbated by the deliberate
destruction of supplies.

1488 Portuguese explorer
Bartolomeu Dias rounds the
Cape of Good Hope

1492 Spanish explorer
Cristobal Colon (Christopher
Columbus) begins

his discovery of the
American continents

1498 Vasco da Gama arrives
in Calicut, opening up the sea
route from Europe to India

1500-1540 Huge quantities
of New World gold, obtained
by plunder from the Incas and
the Aztecs, arrive in Spain

1519-1522 Portuguese
explorer Ferdinand Magellan
sails from the Atlantic to

the Pacific

1540-1640 Due to the
influx of gold and silver
from the Americas, Europe
experiences a prolonged
period of inflation

1599 The spice trade,
particularly in nutmeg and
pepper, reaches its peak
in Holland

1600 Foundation of the East
India Company to develop
foreign trade

1609 Foundation of the Bank
of Amsterdam, a public bank
intended to provide a superior
and more controlled service
than private banks

1619 Tobacco designated

as the official currency

of Virginia

1659 The first British cheque
is issued: an order for the
London goldsmiths Morris

& Clayton to pay a Mr Delboe
the sum of £400

1663 First British guineas
produced: initially worth £1,
they were coins milled using
gold from West Africa, hence
the name guinea




THE BOOK OF MONEY

[ Money is an almost infinitely flexible tool, which can be used in a

myriad of ways. Even the promise of it (English banknotes still carry
the words "I promise to pay the bearer on demand ...") is a hugely powerful
mechanism. Its protean character was not lost on clever financiers who, at the
beginning of the 18th century, started to put money to work as never before.
Their inventions, notably paper money and bills of credit and exchange,

were much in demand - countries needed money to finance their domestic

economies, their colonies abroad and their wars with each other.

THE BIRTH OF CREDIT

It was a man called John Law, a Scotsman with a knack for playing cards and
charming monarchs and their distrustful finance ministers, who typified the
spirit of the age. A financial buccaneer, he developed systems of credit and
banking for Louis XV of France that were remarkably prescient (and whose
descendants can be seen in the trading business (or divisions) of any modern
financial institution). They were also highly volatile and, as it turned out,
precarious. Law's most notorious creation, the Mississippi Company, which
held trading rights for France's colonies in the West Indies and America,
became bound up in the fortunes of Law's Banque Generale. There was wild
speculation on the shares of the Mississippi Company, which _

promised enormous profits but delivered few, matched
by an avalanche of printed paper money that ultimately
became worthless. Law's audacious experiments with the
French financial system illustrated the so-called madness

of crowds, but also the dangers of credit.

ADVENTURER, GAMBLER,
DUELIST, BANKER

He foun,dgad th,e frrst pgbhc bank in France. p(omqtad\
er money and stabilized the bankrupt
omy. Unfortunately, his desire to
explelt the apparently limitless resources of the
lississippi region of America prompted him
to prdm se to pay off France’s natmnal debt.
Share values soared, speculators decided
in, but when money was not
rthcoming panic set in and the

bank collapsed.
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1694 Bank of England
founded, to raise money
by taxation for war

1705 John Law suggests
in his book Money and
Trade Considered that
banknotes should
replace coinage

1716 John Law creates
the Banque Generale,
France's first public bank

1719-1720 The Mississippi
Bubble and the South Sea
Bubble - both speculative
booms in the shares of
companies with rights

to trade in the colonies,
which burst with dire
consequences for investors
and banks alike

1723 First notes issued in
America by the Pennsylvania
Land Bank

1727 Royal Bank of Scotland
founded. It introduced a
cash-credit system that
allowed certain customers
who had applied for loans
ey b . e 3 R to withdraw cash as required.
Solid financial institutions ~ Interest was paid only on
the amount withdrawn -

) B thisis thought to be the
Although there were still many failures, the 18th were offered to the public origin of the overdraft
in January 1719 at 500 livres
(French currency at the
institutions. In Britain, the Bank of England, time). Demand in Europe

Other bankers learned from Law's mistakes. Mississippi Company shares

century saw the foundations of solid financial W

founded in 1694 to raise money for William III's was immediate and huge, :
pushing the price up to &
10,000 livres by December.

Within a year the shares

1800. Banks brought with them the first banknotes turned out to be worthless

and cheques, but also the threat of forgery and and instead of a promised

fortune, many thousands

of investors, such as

these Dutch merchants

became populist and the general public also put in Amsterdam, were left

war with France, paved the way for scores of

others so that there were 70 in London alone by

of inflation. Gradually, institutions that were

once the preserve of kings and the aristocracy

their faith in the new banking system. However, with nothing.
they learnt to trust only those that had enough
gold in their vaults to balance the issue of their

new-fangled paper notes.

THE 18TH CENTURY WAS THE AGE OF PAPER FORTUNES, STOCK
| MARKET "BUBBLES" AND, ULTIMATELY, SOBER REFLECTION
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4 . The 18th and 19th centuries witnessed not only the Industrial

The Industrial Revolution - Revolution, but also a revolution in money, wealth and finance.
depicted here by film
director Danny Boyle during
the opening ceremony

of the London Olympics

in 2012 - was a major
turning point in history. The REVO LUT I o N
development of machinery

driven by coal revolutionized
manufacturing, mining, This mighty shift into the modern world was driven by technology, transport and

In two hundred years, the world's average per capita income rose tenfold:
as living standards rose, its population increased by a factor of six.

transportation and thinking. Coal replaced wood as the primary fuel for powering machines and
technology. As the price

of machinery and factories ; :
Climbed theindividuat manufacture of textiles was followed by advances in the steel, iron and machine

the invention of steam power revolutionized industrial processes. A boom in the

investors and financiers tools industries as the industrialist replaced the merchant. Cities became more
who had the ability to

provide capital became
increasingly important.

populous as workers — many of them women and children - flocked to the new
mills, factories, blast furnaces and workshops.

The unequal flow of money

Where manufacture and trade occurred, money flowed, albeit unequally.
Industrial entrepreneurism favored owners over workers and, although living
standards rose overall, this age of innovation and industry also saw the rapid
rise of urban slums in overcrowded cities. The divisions between employers
and the employed, who often enjoyed little legal protection, frequently led to
social unrest.

ROCKEFELLER

John Davison Rockefeller was born in Richford, New York State, on July 8, 1839, the
son of a country doctor and farmer. Aged 14, he compared the $50 return he made
from selling turkeys and lending out the cash at 7 percent to the $1.12 he received
for three days’ work digging potatoes and concluded that his future lay in finance.

At 16, he found his first job, as clerk and bookkeeper at the firm of Hewitt & Tuttle,
in Cleveland, Ohio, which owned a wholesale warehouse. Having learned this trade,
he set up a similar venture and set out to make his fortune. When oil was struck in
Pennsylvania in 1859, Rockefeller was not far behind, investing in a small refinery
and embarking on a series of acquisitions that eventually grew into Standard Oil. The
company distributed an astonishing $751 million in dividends between 1882 and 1911,
when it was dissolved by the US Supreme Court.

Rockefeller, who had also diversified into America’s burgeoning railroad industry,
retired at 56, having accumulated around $1.5 billion. Modest and unassuming, much

of his later life was devoted to philanthropy, making donations of more than $500

million. His homespun wisdom on financial matters was much sought after by press
and public: he maintained that hard work and living within one’'s means were the best
foundations for life and business.
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On a day-to-day basis, money was still local, with loans between family
members a more common practice than personal banking. But the rise of
capitalism also created new financial institutions and processes, which laid the
foundations of modern finance. The Industrial Revolution was not all "boom"
however. A long period of growth was followed by a slump at the end of the 19th
century: overproduction and the double-edged sword of free trade provided
a salutary lesson in the downside of a free-market economy.

The concept of capitalism

There have been many claims on the concept of capitalism - essentially, an
economic system in which there is private ownership of the means of production
in a competitive commercial environment or market economy - dating back

to Classical times. But the concept was popularized in the mid-19th century

by philosophers, historians and economists, such as Karl Marx and Friedrich
Engels, not least in their three-volume Das Kapital (1867, 1885 and 1894). Capitalist
economics was posited on the production of capital goods (industrial machines,
vehicles, tools and factories) and consumer goods (a plethora of domestic items).
Production could not take place without labor, land and capital goods, the last two
being owned by capitalists.

v

¢.1760-c.1840 Generally
agreed to mark the era of the
Industrial Revolution in Great
Britain and then Europe

1772 Scotland becomes the
firs intry that can claim a
nationwide network of banks
1775-1783 The American War
of Independence. Congri

i noney to finance the

ort. This leads to a

period of hyperinflation, but
the revolution is successful

1780-1810 Period of rapid
expansion of banks in Europe
and America

1787-1799 The French
Revolution

1799-1815 Napoleonic \
cause many changes to the
financial systems of Britain
and France

1798 Income tax is intro 2d
in Britain by William Pitt the
Younger to raise money for
the Napoleonic w.

1830-1860 Continued
expansion of banking around
the world, particularly in
Germany, India and Russia

1848 Gold Rush in California,
leads to a ma e increase In
the production of gold coins in
the United States

1850-1900 Development

of the US economy,

especially after 1890, s

a huge increase in overseas
estment by British banks

1860-1921 Massive increase
in number of banks across
the US (30,000 in 1921)

1861 Income tax is introduced
by the Union to ra
for the Civil War (186

: 1862 US Treasury issues the

first dollar bills

1871 Unification of Germany,
adopts the mark as its
currency; Japan introduces
the yen

1882 Bank of Japan founded

v
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In the 20th century, money took on further momentum, driven by
unprecedented global conflicts in the form of two World Wars and by
7 astonishing technological advances. At the beginning of the century, money

As the economy has slowed was still being laboriously tallied up by hand, transactions were recorded in
down and fuel and food
costs have soared in the last
few years, many customers
have taken advantage of new buy and sell goods — and pay and receive funds — on a worldwide network

methods of payment in order of computers called the Internet.
to balance their budgets.

Online shopping, paying

credit cards off monthly, MODERN MON EY
direct debit payments

and price comparison

websites are just some

of the ways consumers . _
eh e et e that saw numerous new inventions and processes reach so-called take-off

ledgers and wire transfers unheard of. By the end of it, banks and businesses
routinely moved vast sums electronically, while individuals had begun to

Money joined what has been called the Great Acceleration — a phenomenon

household income. points after the Second World War, and sharply accelerate. Notions of free trade

WHERE THE MONEY GOES

Source: US Dept of Labor, 2010

Expenses and Fuel and motor oil Vehicle purchases
other transport

. TRANSPORT INSURANCE AND
PENSIONS
X L b
PERSONAL CARE AVERAGE ALCOHOL
’ US CONSUMER UNIT
12;;4% Food away Age:_ 45.8 Pensions,
from home Number of vehicles owned: 1.9 Sibil iy
FOOD Food at home Life, other CLOTHING
personal
insurance
i
CASH Percent houseowner: 67% Hf,';f:,ﬂfsaﬂd EDUCATION
SPENDING Number of persons in consumer unit: 2.5 equipment
& Number of earners: 1.3
% Income before taxes: $63,091
Annual average expenditure: $49,638
MISCELLANEOUS HEALTH CARE

ENTERTAINMENT TOBACCO

Utilities. fuels Household Housekeeping

@ Accommodation and public services aperations supplies
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THE WORLD’S MOST VALUABLE COIN

areas and common monetary policies engendered phenomena such as a
large-scale standardized currency: the birth of the euro in 1999 gave the world
anew currency now used by 330 million Europeans and a further 175 million

people worldwide (including 150 million Africans).

Electronic money

Toward the end of the century, money morphed dramatically into forms other

than metal coins, cotton banknotes and paper cheques. Credit and debit cards
combined with automated teller machines (ATMs), chip and PIN terminals
and merchant services to allow people to withdraw, deposit and spend money
without actually seeing it or handing it over. Trust placed in physical money,
which had already partly migrated to bills of exchange and credit notes, moved
further still, to reside in the electronic balances held in online bank accounts.
The century also saw the first widespread experiments in loyalty points and
membership rewards, forms of synthetic money that have evolved into their
own currency, allowing people to buy both more of the same goods, or entirely
different ones. As these developments accelerated, not all of them successful,
people began to talk about the end of money and imagine a world in which

transactions are entirely coin- and banknote-free.
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shells were exchanged — and it is still hurtling forward. In some ways,
Vv however, it has returned to its roots. After a long dalliance with coinage

The Chinese online retailer and paper money and the supremacy of electronic money, there is now an
Dangdang went public in
2010 launching an IPO worth

an estimated $71 billion.
Since then it has profited to be museum pieces.

increasing interest in money-substitutes, which are not such a far cry from

those precious cowrie shells. In fact, the coins in your pocket are soon going

from the country’s strong

economy and the popularity

of online computer and MONEY AND You
mobile phone shopping

:
|
Money has certainly come a long way since the days when cowrie
I
among Chinese people.

|

Some experts predict that Our relationship with the process of buying and selling is changing, too:
the company will soon be

| competing with Amazon
} as the world’s biggest
i
|

increasingly, we may find ourselves bidding for things, rather than paying a
fixed price for them (Google, which was founded at the turn of the century,
online retailer. bases its entire business model on a system of auctions whereby advertisers

bid for its search result inventory). Loyalty points
and membership rewards now play a large part

in consumer spending decisions, which, in turn,
drive economies around the world. Spending habits
have also changed dramatically in this new century.
In many Western countries one out of every ten

units of currency is now spent online.

Collapse of the credit system

As money - and our relationship with it — reshapes,
there are also dangers to contend with. The
ballooning of easy money, debt that built up without
due consideration as to how it would be repaid,
characterized the opening years of the 21st century.
The collapse in 2007-2009 of the credit system that

THE STORY OF PAYPAL
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underpins borrowing by everyone

from a credit card holder, THE TOTAL GLOBAL MONEY

a mortgagee or a large company, SUPPLY FROM THE WORLD’S
was a shock that will stand as one of BIGGEST ECONOMIES

history's greatest financial disasters. (THE UNITED STATES, THE

It was greatly exacerbated by a EUROPEAN UNION, CHINA
peculiarly present-day phenomenon: AND JAPAN]) IS THOUGHT TO
the interconnectedness of modern BE AROUND $50 TRILLION
financial institutions around the

world. In other words, when disaster 7

struck in one place, it caused a domino effect In 2008 the imminent collapse

of the credit system was
illustrated in the media with

pictures of bank employees
swiftly followed by a sovereign debt crisis, in which leaving their places of work

elsewhere and, in some cases, everywhere.

This corporate and household debt crisis was

countries weakened by the recession struggled clutching their worldly
possessions. The greatest
shock to the world’'s economy
since 1929 had serious
systemic weakness in weak economies. By 2011, repercussions: Lehman

to balance their books. Massive government

interventions in the debt markets failed to resolve

huge fissures opened in the Eurozone group of Brothers went bankrupt,
while Merrill Lynch, AlG,

Freddie Mac, Fannie Mae,
Greece, Portugal, Spain and Italy showed signs of HBOS, Royal Bank

17 countries, which was plunged into disarray as

possible default on their governments’ debt. of Scotland and others
all had to be rescued.

THE END
OF CASH

1939 Experimental
bankograph installed by
City Bank of New York,
accepting cheque and cash
deposits only. Removed after
six months due to lack of
customer acceptance

1951 The first official credit
card, the Diners Club card,
introduced in New York City

1958 American Express
card launched

1966 Visa and MasterCards
launched

1972 First modern ATMs
introduced into the UK

1990 Introduction of the debit
card, where customers pre-
paid any given amount and
were able to use their cards
for payment until their credit
ran out

1997 Mobile phone commerce
introduced via two Coca-Cola
vending machines in Helsinki,
Finland, with access via SMS
text messaging

1998 PayPal founded in
Palo Alto, California, which
allowed payments and
money transfers to be made
via the Internet

2003 Oyster cards, which
use "wave and pay”
technology, issued by
Transport for London

2004 Chip and pin system of
payments introduced

2010 French government
launches system of USB
memory sticks for use in
payment for bus and train
journeys in Montpellier

2016 Analysts suggest that
mobile devices will be used
for most everyday purchases

2018 Projected end of the
legal use of cheques as
payment worldwide



RICH WORLD,
POOR WORLD

W We live in an increasingly crowded world. By the end of 2011,
ads in Tokyo. " according to the UN Population Fund, the world’s population
reached seven billion. It was not so much a cause for celebration as for
anxiety. Forecasters reckon it could reach eight billion by 2025 and ten
,V»ﬂe“-[;mmam area. 7 billion by 2083, depending on the availability of birth control, infant
mortality rates and life expectancy, which has itself risen from a average
of 48 in 1950 to 69 today.

What's more, the pace of growth is accelerating: it took until 1804 for the world's

population to reach one billion, but only 123 years to reach two billion, in 1927.
By 1959, a mere 32 years later, it was three billion and by
1974 it passed the four billion mark. Thereafter, the world
THE RICHEST 10 PERCENT OF ADULTS has been growing by a further billion every twelve or
OWN 85 PERCENT OF THE WORLD’S thirteen years.
WEALTH, WHILE 50 PERCENT OWN These very large numbers of people own, in aggregate,
LESS THAN 1 PERCENT OF IT a great deal of what we loosely term wealth. The largest



study to date, published by the World Institute

for Development Economics Research of the
United Nations in 2006 and using detailed data
from 38 countries, showed that the principal
elements of household wealth, including financial
assets and debts, land, buildings and property,
totalled $125 trillion.

The spiraling cost of living
Huge contradictions and inequalities have built
up. Developed nations such as America and Japan

contrast starkly with African countries and the

poorer Asia-Pacific countries and the likes of North Korea.

Growing, longer-living populations bring with them pressing issues
such as housing, food and other natural resources, energy, security and an ever-
increasing gap between rich and poor. The poor look destined to get poorer: the
current trend of demographic growth in sub-Saharan Africa, for example, will
see its 900 million population double over the next forty years, mainly in its

already overcrowded cities.

Such studies can be interpreted in different ways. The most common reaction
to data showing such large disparities is to call for redistribution of the total pot
of wealth. But many economists argue that wealth is a dynamic. The most
important question is not how to separate the wealthy from their money, but how

to help the poor become wealthy themselves.

RICH WORLD, POOR WORLD

WORLD POPULATION
PAST AND PROJECTED
1800-2100

in billions

1600 1900 2000 100

0

Though birth rates have
dropped in the last half-
century, estimates are

that humanity will add
another billion people

to the planet in the next
twelve years or so. Most of
this will occur in developing
countries in Asia, Africa
and Latin America.The
combined populations of
Europe and North America
will remain relatively stable,
though some countries,

In this chapter, we take a look at the whole spectrum of wealth in today's world,  such as Germany, Russia

from the very rich to the very poor, not forgetting a very populous middle chunk
that wields huge purchasing — and voting — power. Despite their very different

and Japan, are poised to
edge downwards.

relationships with money, all are subject to the rise in globalization and the mix

of opportunities and threats it brings with it.

THE WORLD’S NEWEST COUNTRY
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7

The global appeal of sport
has seen a huge rise in

the size of multinational
sportswear companies in
the last twenty years. Adidas
and Nike have led the

way, using golf, tennis and
football stars to enhance
their brand image. The
German company Puma has
joined the race using the
Jamaican sprinter Usain Bolt
as their figurehead.

Globalization has been called the single biggest political, economic and
. social trend of the present day. What does it actually mean? Essentially,
it is the ever-increasing integration of the world'’s trade and flow of people,
goods, services and capital. It has been driven by the liberalization of trade
and finance and improved — and cheaper - transport and communications.
This has also led to a transformation in the way large companies operate and
how their managers think about their customers and their suppliers.

GLOBALIZATION

In practical terms, globalization allows, for example, a sportswear company based
in North America to use European designers, Asian manufacturers and global
logistics companies to make and distribute its products in a seamless operation
within multiple markets.

Equally, a financial institution in one country can route its customer enquiries
through a call center in another and print its annual reports in yet another —
decisions made based on competitive pricing, the best quality and the availability
of the most skilled workforces.

While globalization has been underway since the 1950s, its pace has greatly
accelerated in the last decade, and it shows no signs of slowing down. It has

winners and losers, its supporters and its critics. While major multinational
companies and their shareholders may have benefited hugely from
outsourcing and cheap overseas labor, it could have come at a cost,
not least in the exploitation of that cheap workforce.
Globalization has given rise to the multinational company,
operating in multiple markets and currencies and employing
staff from a multitude of countries and ethnic backgrounds.

GLOBALIZATION MEANS
THAT A COMPANY BASED
IN ONE PART OF THE
WORLD CAN SOURCE

GOODS AND SERVICES
IN ANOTHER AND SELL
THEM IN A THIRD



Truly global companies

According to Fortune magazine, which has tracked

large multinationals for many years, leaders in

the field are the likes of Walmart, the American

supermarket chain, major oil producers such as

Royal Dutch Shell, Exxon Mobil and BP, automobile

manufacturers such as Toyota and Volkswagen and

large financial companies like AXA and Fannie Mae.
In 2011, Walmart led the pack by revenues —

$421 billion - and Nestlé by profits - $33 billion.

Walmart employs
1.6 million

people and is the
largest private
employer

RICH WORLD, POOR WORLD

smaller compan

to global multinatic

provide
flourish t

busine

€

Walmart is a chain of
general merchandise retail
stores started in 1962. Still
controlled by its founders,
the Walton family, it is based
in Bentonville, Arkansas,
and remains the biggest
company in the world

in terms of revenue.
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The ownership of land has been at the center of human progress and

wealth accumulation since human beings first marked out territory
for living, keeping cattle and cultivating crops. And wherever people have
gathered together — in villages, towns or cities — land has swiftly been
parcelled up, bought, sold and fought over.

THE IMPORTANCE OF LAND

As the world shrinks as a result of globalization, land is becoming

7

Land values have rocketed
in the past decade and are

following what investment
managers call a straight- While urban land is fought over with spiralling prices, farmland too is big

increasingly scarce and more valuable, driven by the age-old impetus
of supply and demand. Tiny enclaves of particularly desirable property —

often in sunny, tax-advantageous locations — command exorbitant prices.

line trend ~ upward. While business. Population growth and demographic change - in particular,
Western Europe, the USA,
Canada, Australia and New
Zealand remain the most
valuable areas, central and 70 percent in the next thirty years to meet demand from growing populations

a burgeoning middle class — means increasing demand for food and changing
eating habits. The World Bank reckons that world food production must rise by

Eastern Europe and South and grain-based animal feeds to supply Asian countries with more meat.
America are catching up fast,
while land in sub-Saharan

Africa is also attracting first colonies have given way to huge agricultural concerns, which are often

In America, the tenant farms and smallholdings that characterized the

strong interest. owned by pension funds, hedge funds and church organizations. The two

HOW MUCH DOES LAND COST?
APPROXIMATE LAND VALUES, 2011-2012
in US dollars, per hectare
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biggest owners of American farmland are
thought to be the Mormon Church and

a $500 billion pension fund called TIAA-
CREF, which own billions of dollars of land
holdings. Such investments, which have all
the reassuring characteristics of real assets in a world that has its doubts
about complex and often synthetic financial products, have proved lucrative;
in one year, at the end of the first decade of the 21st century land values

in America rose by 20 percent, the largest single-year rise since the 1970s.
The OECD estimates that $45 billion was invested in agricultural land in 2010
and that this figure will likely double or triple in future years.

Land grab

The land-grab has become a global phenomenon. As first-world territories

have become ever more expensive, investors have turned their attentions to
Second- and Third-World countries. In 2009, sovereign wealth funds acquired
45 million hectares of land (that's double the size of a country such as the UK) in
developing countries, two-thirds of it in Africa.

Rising land values may be good for investors, but are potentially disastrous
for the world's poor and hungry, particularly as some of the land being acquired
is being banked rather than being actively farmed. Crops such as soya, sugar
and maize — soft commodities traded on global exchanges — as well as grassland
for beef cattle have seen dramatic price rises in the past decade, fuelling food
poverty, which can, in turn, lead to social unrest.

None of this is good news for small, sustainable farming or for family-owned

enterprises, which are increasingly being squeezed.

/5

"BUY LAND, THEY'RE NOT MAKING IT ANYMORE"
MARK TWAIN (1835-1910], WRITER

v

Darrell Stevenson (right),

a cowboy from Montana,
spotted a business
opportunity on a visit to
Russia - a trip ruined
because he was unable to
buy a steak. His response
was to buy cheap land in the
Voronezh region of southern
Russia and transport his
entire ranch, 1,400 cattle
and its cowboys, from the
US to set up the Stevenson
Sputnik ranch to supply
those missing steaks.
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Although America still
leads the way, the number
of billionaires in China and
Russia is increasing at a
faster rate. There is rapid
growth too in the success
of entrepreneurs from the
Asia-Pacific region, where
wealth creation is based on

healthy stock market trading.
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The world's very rich are growing both in number and in the

10.9 million people classed as high net worth individuals (HNWIs), who have

amount of wealth they possess. In 2011, there were an estimated

$1 million or more of investible assets, excluding their primary home. This
fortunate group have combined wealth of $42.7 trillion (of which a third is
held in equities). Despite recent economic shocks, the HNWI population

is growing by about 10 percent per annum. They are scattered fairly evenly
around the globe. Of the 10.9 million HNWIs, around 3.1 million live in the
United States, while 3.3 million are spread across the Asia-Pacific region

and 3.1 million in Europe.

THE VERY RICH

After the HNWIs, there are ultra high net worth individuals (UHNWIs), who

comprise people, it is generally held, with $30 million or more in investible

assets. From here it is another leap to the select group that is formed by

the world's billionaires. At the last count, in 2011, there were some 1,210
billionaires, with a total net worth of $4.5 trillion. Those figures do not include
world rulers (and the odd dictator), who form a very exclusive club of multi-
billionaires (one such is the late Muammar Gaddafi, of Libya, who is said

to have died after having amassed an illicit fortune of $200 billion).

The BRICs billionaires

The rise of Brazil, Russia, India and China - the so-called BRIC countries —
has spawned a new generation of wealthy entrepreneurs. In many cases,
they owe their financial success to a wave of internal political upheaval,

as well as to business acumen and, of course, a little luck. While each tells

a very different story, all have seen their respective countries embrace global
capitalism with a vengeance. Brazil's new billionaires have often emerged

as owners of agricultural businesses and commodities, while Russia’s and

China's have made fortunes from newly privatized heavy industry, oil 2 3
and gas. In India, democracy and education have created wealth from
technology and services businesses. [

Often, wealth has flowed from political patronage. Russia’s business .
oligarchs, as the word suggests, owe much of their great wealth to their &
proximity to the ruling class and, in particular to Russian presidents such
as Boris Yeltsin and Vladimir Putin. In the 1990s, Russian politicians set in
motion a wave of privatizations of state-owned enterprises, such as iron,
steel, oil, gas and chemicals firms, which hugely enriched the businessmen

in their inner circle. Many of these original industrial entrepreneurs —

/"«%\
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Mikhail Fridman, Oleg Deripaska, Roman Abramovich and Boris Berezovsky
among them - have since diversified into a plethora of other sectors, including
banking, property, art and sport. There are now over a hundred billionaires

in Russia; their growing presence and conspicuous consumption highlighting

a yawning gulf between the country's rich and poor.

The fastest-growing economies

Brazil has had a more modest trajectory — it is sometimes referred to as a junior
BRIC - although it is also home to around 30 billionaires, concentrated in Sio
Paulo and Rio de Janeiro. Brazil's natural resources and agricultural wealth has
been augmented by a boom in finance, telecoms and media in the last few
decades. It has duly attracted vast amounts of inward foreign investment, further
enriching its burgeoning entrepreneurial class.

In Asia and the Far East, meanwhile, India and China jostle each other for

the title of fastest-growing economy. Their new elites have started from very

different places: democracy in India and communism in China. India has
looked to the United States for a model of capitalism, which has seen fortunes

made in industry, shipping and property, as well as in consumer-led sectors,

e anaes

7

The Lukoil petroleum refinery
in Nizhny Novgorod. Lukoil
is one of Russia’s most
successful oil companies.

It was formed in 1991 when

a decree issued by president
Boris Yeltsin permitted the
privatization and merger of
three state-run companies.
Using a Western-style
business model, the
company integrates the three
branches of the oil industry -
exploration, refining and
distribution. In 2011 its
revenue was $133.6 billion.
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THE WORLD’S RICHEST MAN

Carlos Slim Helu, a 71-year-old, Cohiba cigar-smoking
Mexican businessman with interests in telecoms, banking,
airlines, mining, construction, retail and much more, has
an estimated net worth of $74 billion. Slim’s father Julian
was a Lebanese immigrant who started a successful
general store during the 1910 Mexican Revolution. By the
age of 11, his son Carlos was investing his five pesos weekly
pocket money in government savings bonds and a few
years later he acquired shares in Mexico's largest bank.
At 26, he was worth some $40 million, which allowed him
to take advantage of bargain-priced businesses during
Mexico’s recession in the early 1980s. His rapidly growing
conglomerate was crowned in 1990, when he acquired
Telmex, Mexica’s former national telecoms company,

which now has the largest mobile phone network in Latin
America. More recently, Slim has snapped up stakes in
Citigroup, the American bank, and in Saks, the department
store operator. A man of relatively modest personal tastes -
his own home has only six bedrooms, albeit hung with
world-class art - Slim is famous for running his companies
parsimoniously. "Maintain austerity in prosperous times [in
times when the cow is fat with milk]" - one of the mottoes
he frequently fires out to his employees - continues to
serve him well. Slim's three adult sons help their father
run his sprawling business empire, gathering at home
every Monday evening for a simple family dinner to discuss
strategy - and how best to invest the estimated $30 million
the Slim businesses earn each day.

such as entertainment and information technology by people

TOGETHER THE BRICS
(INCLUDING SOUTH AFRICA)
ACCOUNT FOR 43 PERCENT

OF THE WORLD'S POPULATION
AND 40 PERCENT OF

GLOBAL GDP

such as Lakshmi Mittal and the Ambani brothers. In China, wealth
has come quickly to those who have led the transformation into a
consumer society and embraced the capital markets. Stock market
floatations and the rise of consumer goods empires has created
over a hundred billionaires at the last count, led by Liang Wengen,
a 55-year-old construction equipment magnate worth around
$11 billion.

For all the BRIC countries, great wealth has highlighted the
poverty endemic among the less fortunate. Many BRIC billionaires

have become well-known for their lavish lifestyles; some have
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channelled their wealth into philanthropic projects. As they race toward

JARGON
BUSTER

"with great wealth comes great responsibility.” Acronyms of the world’s

ever-greater wealth and eye each other across the continents, they can probably

agree on one thing, articulated by Bill Gates, one of their fellow-billionaires:

emerging economies:
What’s in a name? BRIC: Brazil,
Russia, India, China
CIVETS: Colombia,

Indonesia, Vietnam,
their claims. South Korea, one of Asia's economic powerhouses, was mooted Egypt, Turkey,

When Goldman Sachs economist Jim O'Neill first coined the acronym

BRIC in 2001, he might have guessed that other countries would also stake

as a possible participant in the group (providing a K to make BRICK). South Africa
In 2010, South Africa, Africa's largest economy and regarded as an entry point

to the vast untapped wealth of that continent, was formally admitted into

the group, which became BRICS. Recently, sub-groups of emerging

economies have also formed. South Africa has also been grouped with

Colombia, Indonesia, Vietnam, Egypt and Turkey to form the CIVETS -

high-growth countries with emerging democracies and increasingly

educated and entrepreneurial populations.

CAN MONEY BUY HAPPINESS?

Economists have spent a long time pondering whether with their lives, but are barely happier than others in
being rich makes you happy and, by extension, whether moment-to-moment experience, tend to be more tense,
rich countries are happier than poor ones. The so-called  and do not spend more time in particularly enjoyable
Easterlin Paradox - Professor Richard Easterlin asked activities.” What do the rich themselves think? Taki

in a 1974 paper "Does Economic Growth Improve the Theodoracopulos, the wealthy author of a celebrated
Human Lot?" - suggests that there is no link between magazine column called "High Life,” is clear on the

a society's economic development and its average
level of happiness. Some disagree. One asked. "Yes." Does money buy
leading American study (the 2006 X A them more fun than you have?
General Social Survey] showed that fw‘ e “You bet.”

people tend to move from pretty ‘ , : ’

happy to very happy the wealthier
they get. But Nobel Prize-winning
economist Daniel Kahneman and
his colleague Alan Krueger say that
although wealthy people are more
likely to say “my life is happy” the
reality is somewhat different:
“People with above-average
income are relatively satisfied

' matter: "Are the rich happy?” he
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While the world's rich exercise a disproportionate fascination

over the rest of its population, the fact is that most people are
neither rich nor particularly poor. The vast majority of the world'’s
population, at least in developed countries, leads a life that, in financial
terms, is modest but comfortable. The French word bourgeois, first used
to describe the wealthier members of France’s pre-Revolutionary Third
Estate (the common people) now captures a more universal class of

aspirational consumers.

7

: Average middle-incomers
~ wwesoow - MIDDLE INCOME EARNERS

is the world's most populous

and carries huge power
with its money and its votes. This enormous demographic group has, in modern times, become a vitally

Thousands of hours and important one, as it makes both short- and long-term purchasing decisions that
millions of dollars are spent

o drive major consumer industries. It includes managers, professional workers,
examining the demographics

of a group that will mete out housewives and househusbands, students and, in rapidly increasing numbers,
its justice at election time. the retired. Endlessly segmented by research groups, the "average’ shopper,
o]
! World &
average v
annual
income
$17,760
Country America Nigeria England france Germany aly Japan Hustralia
Nicknamels) Average JoefJane Juan/Pepe Perez Lagbaja Mrs and Mrs Smith Jean Dupont Maz and Erika Signor and Signora Rossi~ Mrs Watanahe JohnfJane
Mustermann Citizen
Likely White-collar warker Business, induslry Agricultural or serice  White-collar workers— Service induslry Service industry Service industry Housewife White-collar worker
occupation or government industry worker or laborer
professianal
Income per $39,000 $12,600 $900 $36,000 $35.000 $33000 $30.000 $30.000 $36.500
| year [appros]
| Major Properly and retiement  Retirement plans, stocks, Bonds, equities and Property. shares, Family ownzd firms Life insurance and Family firms and Stocks and shares, Praperty and fixed-lerm
‘ imvestments plans, stocks and bonds — shares and bonds microfinance bionds, 1S4s saings government bonds and - foreign currency deposils
savings speculation
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THE TYPICAL CITIZEN

EI i According to National Geographic magazine, the most typical person in the world
LY f

is 28 years old, male, right-handed and of Han Chinese descent (until 2030, when
they are more likely to be of South Asian origin). This picture is a composite
irﬁ:ége of 190,000 such individuals. From a financial point of view, this typical
person earns less than $12,000 per annum, has a mabile telephone but no bank
account (although the "ph‘bhe will very soon allow its user to interact with banking
Services'), He is likely to be better educated than his parents and to have higher

aspirations. This financially independent, technology savwy young man is also at
the mercy of every global brand eager to part him from his $1,000 a month. But
despite the relatively recent arrival of mass consumerism - and mass luxury

in the form of ngba{ high-end brands - young men like our Chinese example
are already showing signs of scepticism, trading brand for value as they make
smarter spending decisions.

spender and saver is the marketing industry's holy grail. They are also much
sought-after by political parties — in times of economic hardship, the middle layer
of society may be relied on not to riot in the streets, but will exercise its vote at
election time to oust governments it regards as having failed in its stewardship

of the economy.

A quiet life is its own reward
Different countries have different stereotypes of this group. In Japan, it is
personified by "Mrs Watanabe," a figure whose surname is one of the country’s
most common. In America, a hugely enthnically diverse country, the "Average
Joe" or "Average Jane," is increasingly difficult to define, but will likely live a
suburban existence on the outskirts of a large city and get by on a modest salary
from a white-collar job. Salaries here, as elsewhere, tend to increase in proportion
to the level of education and professional qualifications.

In Europe, "Mr and Mrs Smith," famous in Great Britain for their middle-market
tastes and way of life, find reasonably common ground with the archetypal

"Signor and Signora Rossi" in Italy, and their counterparts in France and Germany.

These large, developed economies have broadly similar spending and saving

habits. There are, however, very distinct regional differences. The British have a IN GERMANY,

particularly strong culture of home ownership (some 14.5 million or 65 percent BEING AVERAGE

own their own homes), while many other Europeans prefer to rent and invest IS KNOWN AS

their money in other assets. NULL-ACHT-
While it often seems that most people around the world aspire to great wealth, FUNFZEHN,

many are actually quite content being average, indeed, researchers often find that OR "08/15,"

the latter brings stability and peace of mind, particularly in countries which have AFTER A

historically been scarred by war and upheaval. For many, a quiet, if not a particularly STANDARD-
wealthy, life is, it seems, its own reward. ISSUE ARMY
MACHINE GUN
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It is a sad truth that many of the world's people really do live on, or less
than, the proverbial dollar a day, although the World Bank's official

| poverty line is now $1.25 per day. Around 10 percent currently exist at this

| level, while nearly half the world — 3.5 billion people - live on less than $2.50

and at least 80 percent survive on under $10 a day.

THE VERY POOR

The causes of such poverty are, more often than not, depressingly simple.
Inadequate access to water and electricity, taken for granted in the developed
world, remain two of the largest factors. Some 1.1 billion people have poor water
supplies, 2.6 billion lack basic sanitation and 1.6 billion have no electricity.
Many of the world's poorest people struggle to leave a vicious circle whereby
a disproportionate amount of their meager income goes on subsistence — food
and shelter — and there is little chance of saving for capital items such as farming
WHAT equipment, a fishing boat or higher education. Although extreme cases of food
poverty exist in famine-struck countries, more food and better nutrition may not
be the greatest challenges. In fact, there have been dramatic improvements in food
supplies in Third-World countries in recent years. In many cases, the lack of regular
income is a far greater problem and some charities now focus on encouraging

entrepreneurism and microfinance initiatives to lift people out of poverty.

BUYS AROUND
THE WORLD

World Resources Institute Bangladesh (Chittagong] Ghana

research shows a startling 1 DOZEN EGGS 4 1/3 BOTTLES OF COKE

disparity in the dollar’s Kenya Philippines

purchasing power: 8 CUPS OF MILK 4/5 OF A BIG MAC
LIVING ON NOTHING AT ALL
Some people choose to live without money altogether. how he found a home in the form of an unwanted caravan
Daniel Suelo has lived in a cave in Moab, Utah, for and installed a wood-burning stove to provide heat, solar
more than ten years; a wartime refugee now living in panels for electricity and a compost toilet. He washes in
Germany, Heidemarie Schwermer decided to live by a river or a solar shower and uses toothpaste made from
exchanging things in 1994, giving up money completely cuttlefish bone and fennel seeds. As for food, he grows
two years later; and Tomi Astikainen, originally from his own, forages in the wild, barters with others and finds
Finland, lives life on the open road, relying on the waste food. Boyle maintains that his experiment - which
goodness of the people he meets for food and shelter. he has continued - has brought him closer to nature and

Mark Boyle, a business and economics graduate to his fellow human beings: "Where money once provided

from the United Kingdom, gave up both cash and credit me with my primary sense of security, | now find it in

in 2008. In his book The Moneyless Man, Boyle describes friends and the local community.”



Uganda Tanzania (Nzanza)

1/46 OF A BICYCLE 1/3 LITRE OF PESTICIDE

USA India (Andhra Pradesh)

1/3 OF A STARBUCKS TALL LATTE 1/2 UNIT OF BLOOD FOR TRANSFUSION
Burgernomics

The Economist newspaper has produced its Big Mac Index every year since
1986, using hamburger prices around the world to gauge whether currencies
are at their correct level. Based on the theory that in the global marketplace

a burger should cost roughly the same everywhere, the index measures
discrepancies in purchasing-power-parity (PPP). This may indicate that one
currency is over- or undervalued against another. In 2011, the ubiquitous

Big Mac was 44 percent cheaper in China than in the US, indicating that the
Chinese yuan was 44 percent undervalued against the dollar. However, because
labor costs are cheaper in China, it is more accurate to align the index to GDP
and average income. Tweaking the comparisons like this nevertheless shows
that the Brazilian real is the world's most overvalued currency, closely followed

by the euro, while the yuan is fairly valued against the dollar.

Colombia
COFFEE AND COOKIES

t

Rocinha is one of Rio's

de Janeiro's one thousand
favelas. Estimates as to

its population vary from
70,000 to 200,000 and the
vast majority of families that
make their homes in this
small area live well below
the World Bank's official
poverty line of $1.25 per day.
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Funded by a local,
community-owned lending
cooperative, the basic idea
of microfinance is to start a
cycle of positive events that
will, in turn, improve the
local community.

The system is aimed at
asset-poor people who
cannot get a bank loan.

To apply you need to prove
trustworthiness, a good
work ethic and have a sound
business idea. Loans can

be as little as $40, enough
for seed or stock, fertilzer or
basic equipment, such as a
sewing machine, which will
be accompanied by basic
business training.

REPAYS LOAN
AND MONEY
IS RECYCLED

CHILDREN
EDUCATED

FAMILY
GAINS SELF-
SUFFICIENCY

N
BUSINESS N
THRIVES

Source: VisionFund

MICROFINANCE

Sometimes, small amounts of money can be more effective

than large ones. In recent years, microfinance initiatives have
revolutionized aid programs, allowing people in developing countries
to borrow very small sums — typically, under $100 - to establish
entrepreneurial businesses or to buy a telephone, livestock or machinery.

MICROFINANCE

More often than not, such loans are lent against no security, relying on trust
between lender and borrower. Individual initiatives have frequently coalesced
into lending-cooperatives - essentially, community-owned banks - that
make small loans to their members.

Although microfinance has been around in various forms for many years,
it gained new momentum from the work of Dr Muhammad Yunus, who set
up micro-lending schemes for women in the village of Jobra, Bangladesh,
while he was teaching economics at Chittagong University in the 1970s. In
1983, Yunus founded Grameen Bank, which now has more than eight million
borrowers, 96 percent of whom are women, and branches in 80,000 villages.
Since its inception, Grameen has disbursed $11.2 billion, of which $9.99 billion
has been repaid. Yunus' pioneering work was formally recognized in 2006,
when he was awarded the Nobel Peace Price for his efforts to create economic
and social development from below.

How microfinance works
APPLIES FOR Microfinance projects vary, but many attempt

- HOLDEN to kick-start borrowing and lending with

structures that eventually become
RECEIVES

MICROLOAN
TRAINING

self-financing. Based in New York, the
Hunger Project is one charity whose
Microfinance Programme has been

THE

operating in Africa since 1999. It
now has a loan portfolio of around

RECEIVES
MICROLOAN

CYCLE

$2.4 million in countries such as

Benin, Ethiopia, Malawi, Senegal and
Uganda and 45,000 regular savers
in its 21 rural banks. The program has

CREATES/ three elements: first, training its rural
EXPANDS 2 (e :
BUSINESS partners’ to increase and manage their

RECEIVES

COACHING income; second, instilling the habit of saving

(borrowers must save the first 10 percent of any
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future loan); and third, credit. Loans are advanced

only to groups of 5-15 people (to mitigate risk of

non-repayment) and only on condition that all the
borrowers enrol their children in school. To fund
the loans, the charity typically makes an initial
revolving loan fund of $20,000 to each epicenter
and a local committee disburses it, collects the
interest and disburses it again. In its fourth year,
each scheme can apply to become a savings and
credit cooperative — a government-sanctioned rural
bank. And after a further two years, the bank should
become operationally self-sufficient, allowing the

charity to withdraw from the project.

Peer-to-peer lending

Also known as person-to-person, or P2P, peer-to-peer lending (mostly) cuts out
the middleman and allows loans — often of small amounts and over short periods —
to be made between people themselves. Transacting on online platforms, a lender
can choose a borrower, decide how much they wish to lend and on what terms.
Equally, a borrower can set criteria they are comfortable with from the lender.

A matchmaking process puts lenders and borrowers together. This democratization
of lending, mostly in small amounts and for short periods of time, has spawned a
marketplace with some 35 major players that have lent many hundreds of millions of
dollars. One notable entrant into this market is Bitcoin, whose network allows for an
amount specified in Bitcoins to be transferred between participants’ addresses using
digital signatures. Transactions are recorded in a publicly distributed database called
the block chain. The block chain is built using a proof-of-work system

that prevents double-spending and confirms transactions.

CROWD FUNDING

>
See also Alternative
Currencies (pages 72-3)
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Bangladeshi carpenter
Anil Sutradhr, works at
his backyard shop, which
he opened with a small
loan from the Grameen
Bank microcredit project
in Manikgan).



With money comes power.

In the run up of the US
Presidential election during
the second half of 2012,

the Democrats and the
Republicans each spent up to
$1 billion in their bids to take
control of the White House.
Campaign funds, most of
which comes from private
donations, are used for
advertising (TV, posters, lawn
signs), canvassing, campaign
staff, polling and getting

the vote out on election day
among other things.

MONEY AND
GOVERNMENT

Money and power have become inextricably entwined. When a country

elects a government, it is essentially tasking it to perform two very basic
functions: to tax the populace and to spend the proceeds wisely, looking after
it and helping it to develop. Governments’ two key fiscal roles — to tax and to
spend — have been at the cornerstone of every developed civilization. Without

funds from taxation, governments and empires fall and societies disintegrate.

A third element — borrowing — has become an integral part of many government's
modus operandi, particularly in modern times. These three preoccupations place

an onerous burden on politicians and their civil servants, who must manage their
countries’ economies in a prudent way or risk popular discontent and worse — the

wrath of the global stock and bond markets.

Politics is big business
On a more prosaic level, money and power have come together because of the

way power is divided up, elections are managed and leaders are chosen. While
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"WHEN OUR GOVERNMENT IS SPOKEN OF AS SOME MENACING,
THREATENING, FOREIGN ENTITY, IT IGNORES THE FACT THAT
IN OUR DEMOCRACY, GOVERNMENT IS US.”

BARACK OBAMA (B.1961)

we tend to associate the idea of buying votes with unscrupulous dictators, there
are echoes of it in the major First-World countries. In the United States' 2012
presidential election, for example, each of the main candidates spent up

to $1 billion in campaigning. They invested huge sums in television advertising —
over a million ads were shown by the two campaigns between June and
October - social media engagement and by orchestrating networks of field
offices around the country from which to reach out to voters.

Funds for political purposes do not, of course, come from a country's
Treasury, but from private donations and, in large part, from corporate donors.
Some make their donations for altruistic reasons, but many do so because a
particular political party may favor a policy that has commercial implications.

So, politics — and, by extension, government — is big business.

HOW THE ECONOMY WORKS

GLOBAL

ECONOMIES Spending

decisions

Goods and
service providers

EMPLOYER

Salaries

v

Despite appearances,

a nation’s government is
really owned by its people.
Employees earn money
from employers. This
money is then spent on
goods and services provided
by companies who use them
to create more jobs. Every
time money changes hands
the government takes a
proportion of the transaction
in taxes, the revenue from
which is, in turn, used to
fund the government.

$ to spend

EMPLOYEE
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GDP: The monetary value

of all the finished goods
and services produced
within a country’s
borders in a specific
time period (usually
annually). It is commonly
used as an indicator

of economic health.
GNP: GDP, plus any
income earned by
residents from overseas
investments, minus
income earned within
the domestic economy
by overseas residents.

>

Global economic activity
and growth is measured
in a number of ways. One

increasingly useful gauge is
car sales as it encompasses

consumer confidence,
industrial production and
demand for oil all at once
and therefore tends to
indicate which way the
economy is heading.

! What exactly is an economy? The word itself derives from the Greek

o oikonomia meaning "the management of a household" and that
remains a useful analogy. A busy, productive "household" is one that perhaps
grows crops, tends livestock or makes things and this is its economic activity.
It can either consume these goods and services itself or sell them on to other

households. This, in a nutshell, is what a country does, too.

THE ECONOMY

On an annual basis, the total of this activity is called a country’s gross domestic
product, or GDP, and it is the growth (or lack of growth) of GDP that is the
main barometer of economic health. Technically, it can be calculated in
three principal ways: from total output, from income and from expenditure.
(Occasionally, gross national product, or GNP, raises its head, but this includes
production owned by a country's citizens, which may occur outside that
country's borders.)

GDP and its sprawling family tree of other inputs and outputs keep politicians
and their Treasury officials on their toes. They have their hands on the levers not
only of power, but also of money: they can slow an economy down or speed

it up. This is the great balancing act that occupies their every waking moment.

The great balancing act
In times when borrowing has grown too big, a government can embark on a
program of austerity, retrenching and recalibrating by raising taxes or cutting
spending. If, on the other hand, a government fears growth is stalling and its
citizens are heading for a recession it can try to stimulate the economy by cutting
taxes, raising spending and, often, borrowing to fund the attempt.

These initiatives may seem remote from our daily lives, but the devil is in

the details. A slight raise in a tax such as Value Added Tax on everyday goods

can soon make its presence felt in a family’'s budget. And as it does so, it affects
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PRINTING MONEY - THE LAST RESORT

confidence. In an economic slowdown, people may put off buying large items — Vv
a new car or kitchen appliances — or simply stop spending altogether. This can Economists study trade,
spell disaster (and deflation or price falls), as people hoard money in their bank production and consumption

decisions, such as those
that occur in a traditional
marketplace. A market might
economy, in the hope that it will encourage demand for goods and services. deal with a product (such as
the wheat being collected by
" these Palestinian farmers),

accounts and it stops flowing around the system. As a last resort to stem deflation,

a country's central bank may have to print new money and inject it into the

or with services as a factor
, of production (e.g. brick-
N\ \ \ \ ol 4 / laying, book printing, food
oy 2 | 2 S packaging). Together, all
this activity makes up a
nation’s economy.
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N QUICK
REFERENCE

It is the role of a Treasury to balance a government'’s books. As the
name suggests, they are the repositories of a nation'’s treasure —
the "public purse” — which in today’s world largely means its tax receipts.
Having gathered in such taxes, the Treasury, sometimes called the Ministry
of Finance, must then disburse them again, as directed by lawmakers,
politicians and civil servants. The ebb and flow of these public finances
is a Treasury's lifeblood.

TREASURIES

As a general rule, most Treasuries' starting position is that they should not spend
more on government projects (for example, defence, education, health and
social security) than the tax revenues they collect. Often, this proves difficult, if
not impossible, and many spendthrift governments that spend more than they
collect therefore run a deficit. (A deficit differs from a structural deficit, which,
as its name suggests, is more persistent and exists even when an economy is
performing well.) Running a deficit is not necessarily a bad thing, however,
as it allows for flexibility in the economy. If a government can borrow funds
cheaply (i.e, if the bond markets can see future growth and economic stability),
it probably should. This debt funding can be used to initiate large
infrastructure projects — building roads, railways, power stations
and the like - in order to stimulate growth and create jobs in the
great chain of contractors and suppliers.

Although spending differs in countries

across the globe, the chances are that
your taxes will be spent on some or all

of the following:

Defence

Healthcare

Benefits and pensions
Public protection
Government
Transport

Housing

Overseas aid

Debt interest

Industry and the economy

Recreation, sport and culture
Waste and the environment

Funding a deficit

It is a key part of a Treasury's role to address a budget deficit and
to fund it, usually by borrowing from domestic and international
markets. To do this, Treasuries will issue securities — essentially,
government debt — in the form of bonds, which offer interest and
the promise to repay the principal amount at a given future date.
Because a government itself stands behind these bonds, they are —
depending on the government, of course — regarded as being
one of the safest investments. The likelihood of the government
not paying the interest or the principal is thought unlikely and
therefore such bonds are often regarded as being safe-haven
investments. Unlikely, but not impossible. When things go really
badly, governments are unable to meet their obligations on these
bonds - the interest payments or the repayment of the principal —
and are then in default. In recent times, Argentina famously
defaulted in 2001 and Russia in 1998. Nigeria has defaulted
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no fewer than five times since 1960. Further back in history, the list of defaulters

contains such monster economies as China (twice, in 1929 and 1939). "WHICHEVER PARTY
When a country defaults on its debt, drastic action is required. Often, its IS IN OFFICE,

creditors will agree to reschedule or restructure what they are owed, although THE TREASURY

they will invariably lose money in any case, known as "a haircut." Worse, however, IS IN POWER."

is the fact that a country that has defaulted will find it very difficult to sell more HAROLD WILSON,

of its debt to investors. This can create a vicious circle — or "death spiral” - that BRITISH PRIME

can be very difficult to get out of. The predicament that Greece has found itself in MINISTER, 1964-70,
since 2009, over-extended borrowing exacerbated by a chronic inability to collect ~ 1974-76
taxes, has made it almost entirely dependent on the largesse of its Eurozone

neighbors, Germany in particular.

US BUDGET: 2011
$3,818,000,000,000

Source: kleptocracy.us

SPENT PER SECOND SPENT PER DAY SPENT PER YEAR
The US Government spent $121,067 The US Government spent The US Government's budget for 2011
per second. $10,460,188,800 ($10 billion, 460 was $3,818,000,000,000 ($3 trillion,
Of the total money spent per second, miflionlperida e mgilionl |
the government borrowed $52,162. Of the total money spent each day, the Of the total money spent in 2011,
government borrowed $4,506,849,315 $1,645,000,000,000 ($1 trillion, 645

|
($4 billion, 506 million). million or approximately 40 percent) |
was borrowed money.
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The National Debt clock on
Sixth Avenue in Manhattan
in New York City constantly
updates to show the US’
gross national debt and each
American family’s share of
it. The idea came from real-
estate developer Seymour
Durst, who wanted to draw
attention to the rising

debt, and he installed

the first clock in Times
Square in 1989. In 2004

a new clock was installed

in its current location.

The nations of the world have never been more in debt to each other.
. The Economist Intelligence Unit’s debt calculator — modelled on the
famous clock on New York’s Sixth Avenue, which serves as a constant, grim
reminder of the United States’ burgeoning national debt — puts total global
government debt at some $46.7 trillion and counting. The most indebted
nations are those in North America and Europe and the least in Asia and
the Far East.

NATIONAL DEBT

As the EIU helpfully points out, world governments owe this gargantuan
amount to their own citizens, not to Martians who might come calling,
and we are, therefore, all in it together. Nevertheless, there is a downside:
burgeoning public debt often leads to higher taxes, political upheaval and
social unrest — destabilizing effects that keep politicians and economists
alike awake at night.

Government debt manifests itself as bonds, often described as beihg 10Us,
which are sold to investors (whether private individuals, financial institutions or,
indeed, other governments) and pay regular interest until they are redeemed by
the issuer at a given date. These bonds vary considerably from country to country
and their relative attractions to investors are measured by the stability and
creditworthiness of the issuing country.

The debt curse - here to stay?

National debt figures for individual countries
each tell a different story. In Europe, some
countries such as Germany, the Netherlands and
Luxembourg have relatively modest debt levels
(and better-than-average records of investing in
growth), but others such as Greece, Portugal
and Italy have almost buckled under both their
debt levels and the crisis of confidence in their
investors. The bulk of Japan's national debt has
been acquired by internal investors; by contrast,
nearly half of America’s huge debt is foreign-
owned, much of it by China, and the United
Kingdom has also sold vast quantities of its debt
to overseas investors. Elsewhere, the historically
heavily indebted nations such as Brazil, India
and Russia, all of whom suffered debt crises in
recent times, have emerged as stronger relative
to their peers.
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WHO OWES WHAT?
National debt as percentage of GDP @ BELGIUM @ NETHERLANDS [ GERMANY E POLAND @ CHINA
(in US dollars] el he !

Source; E obal
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While national debt is now commonplace — national surpluses have
existed but are even frowned on by many economists — some predict
that the biggest industrialized nations may have to endure a so-called
debt curse for many years to come, as they struggle to rebalance their
economies and bring their debts down to sustainable — around 60 percent

>
See also The Bond Markets

of GDP - levels.

RATING GOVERNMENT DEBT

(pages 92-3) and Bonds
(pages 120-1)

Just as companies receive ratings of their
creditworthiness, so do countries. The three big ratings
agencies - Standard & Poor’s, Moody's and Fitch - keep
a gimlet eye on individual sovereign governments’ debt
piles and, more importantly, their ability to pay interest,
refinance and repay them. The likelihood of default -
missing such repayments - is a specter which haunts
the debt markets and even modest downgrades make

it more expensive for governments to raise further

debt as investors demand more of a risk premium. In
recent times [August 2011), Greece has been given

an unenviably low credit rating - CCC - by S&P, while
even the US has seen its long-term rating downgraded
from gold-plated AAA to AA+ (the joke was that this
was a downgrade from standard to poor]. Bottom of the
pile is North Korea, which has around $12.5 billion in
outstanding debt, but shows little inclination to repay

it and gets a D for default from the ratings agencies.
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Tax is the lifeblood of every
national economy. The
money is collected by a
specialist government
department and then handed
over to the Treasury for
distribution to a huge array
of government departments.
This graphic indicates

how a modern European
government might divide

up its annual expenditure.

WHERE THE MONEY GOES

Tax has attracted more jokes, cartoons and comic turns than almost any

other piece of the money puzzle. It is, of course, gallows humor. Taxes,
along with death, are proverbially the only two certainties in life and so we must
make the best of them. But tax is deadly serious. Without them, governments
and their economies, which rely so heavily on tax revenues, would fail.

TAX

There is a bewildering array of taxes, including tax on income, sales, property,
fuel, alcohol and tobacco, estates and inheritance. Historically, tax has been
levied on such oddball items as windows and hearths (a form of property tax),
wigs and powder (in 18th-century England), text messages (a short-lived tax in
the Philippines, scuppered by a text messaging campaign) and even freedom
(10 percent paid by freed Roman slaves to their former masters).

: y @
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THE TAX-FREE LIFE

Is it possible to be tax resident nowhere
and pay no taxes at all? Yes, but although
it may be in theory, you might have to buy
a boat, preferably registered in a suitably
tax-friendly country such as Liberia or
Panama. You may also be required to hire
some locals to act as crew. Secondly, you
may have to keep afloat and spend only
short periods in any one port so that you
might therefore avoid the attentions of
the local tax authorities who may regard
you as having taken up residency for tax
purposes. Should you tire of this nomadic
life and wish to return home, you might
find that you do not qualify for any of the
benefits that accrue for normal taxpayers
(such as state pensions and the like).

Creative accounting

In many developed countries, the rich pay the most tax (in the UK
for example, the top 1 percent of earners pay nearly a quarter of
the total income tax bill and the top 10 percent pay more than half),
but while this may seem fair, it also presents problems. Tax these
people too much and they may leave the country and seek more

benign fiscal environments, creating an added burden for the poor.

Those who leave are unlikely to head for Belgium or Denmark,
who have the highest personal income tax rates, but they might
head for Japan or the US where rates are more favorable.

Naturally, people who have taxes forced upon them will quickly
try to find ways to avoid paying them for as long as possible —
or at all. Although tax evasion is, in most jurisdictions, a criminal
offence, many tax authorities tolerate a certain amount of
creative accounting.

The possibility of deducting, or offsetting, expenses from tax
bills has stretched human ingenuity, with claims being made for all
manner of business expenses, including cat food, cosmetic surgery,
swimming pools and free beer for garage customers. Equally, many
people overpay tax and do not claim all their entitlements (if you
are dealing in satellites, space stations and spacecraft — including
launch vehicles — for example, these are qualifying assets for roll-

over tax relief in Britain).

MONEY AND GOVERNMENT [l

"GOVERNMENT’S VIEW OF THE
ECONOMY COULD BE SUMMED
UP IN A FEW SHORT PHRASES:
IF IT MOVES, TAXIT. IFIT
KEEPS MOVING, REGULATE
IT. AND IF IT STOPS MOVING,
SUBSIDIZE IT."

RONALD REAGAN (1911-2004),
PRESIDENT OF THE UNITED
STATES, 1981-89
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Sun Bae [left], owner of the
Times Market in Bishop,
Texas, sells lottery tickets

to a customer. In June 2010,
Bishop native Joan Ginther
won $10 million from a ticket
purchased in Bae's store.
Two years before Ginther had

won on another ticket bought
in the same shop.

w».«,\‘\.\(f.

" Lotteries promise instant wealth and freedom from financial worry. For
ig their operators — which are often governments — they are an excellent
way of raising funds for both good causes and, occasionally, nefarious ones
(war, historically, is a favorite). They are, therefore, a "win-win" — assuming you
win. Unfortunately, millions of punters do not. Like any other form of gambling,

lotteries are predicated on odds that will always favor the lottery operator.

LOTTERIES

Critics of lotteries claim they are a form of regressive tax (although arguably a
voluntary one), encouraging poorer people to spend proportionately more of

their incomes on schemes that have little chance of giving them a good return.

Nothing new

Lotteries are not new. The Great Wall of China was partly financed by the
proceeds of the sale of Keno slips during the Chinese Han Dynasty between

205 and 187 BC. They were employed by the Romans and throughout medieval
times, often for the purposes of raising funds to fortify a town. Queen Elizabeth
I sanctioned a lottery in England in 1569 to fund "publique good workes,” which
employed sales agents, essentially the first stockbrokers, and allowed speculators
to purchase shares of individual tickets.

In modern times, lotteries have become more widespread, more sophisticated
and richer, so that prizes running into the multi-millions are seen as the norm.
Many millions of people play on a regular basis, spending an average $4—55
per week. Often, however, winners do not receive the huge lump sums they
see advertised as a jackpot. It is increasingly common for winners to receive

annuity payments for a specified term, sometimes with a balloon payment in

= = | LUCK OR JUDGMENT?

One in eighteen septillion (18, with 24 zeros) - those are the odds that
Joan Ginther, a 63-year-old former maths professor from Las Vegas,
Nevada, beat when she won $5.4 million in 1993, $2 million

ten years later, $3 million two years after that and, finally, in 2010,

a further $10 million. Ginther bought the last two winning tickets,
both $50 scratchcards, from the same mini-supermarket in the
small town of Bishop, Texas, where she grew up. The Texas Lottery
Commission doesn’t suspect any wrongdoing on Ginther's part.

She may have figured out the algorithm that picked the winning
numbers and somehow identified where the tickets were to be sold,
but on the other hand she may just have been very, very lucky.



the final year. And while many countries’ tax authorities regard
lottery winnings as tax-free, others, including the United States,

do not: a jackpot can suddenly seem rather less life-changing.

Olympic innovation
Hosting the Olympics is spectacularly expensive. Since the Los
Angeles games in 1984 (which was paid for entirely from funds
raised through sponsorship) rising costs have been met with
funds raised through a combination of public and private money
and sponsorship. (Beijing 2008 was an anomaly as the Chinese
government, which paid the whole bill, has never released figures.
Some estimates put the cost of those games at $43 billion!). But the
official record for the most expensive games goes to London 2012,
which cost an estimated $14.8 billion.

In an innovative move these latest games introduced a new
funding stream as the UK's National Lottery is said to have
contributed $6 billion for the Olympic and Paralympic Games.
This money included support for 1,200 athletes and grants for the
construction of the various venues. In return, the lottery will share
in the profits made from land and property sales in the future,
which it will use to provide a legacy for the people of east London
and the wider UK.

Rio 2016 intends to go back down the now traditional private-
public partnership route and the search for sponsors is already
underway. It remains to be seen whether the use of lottery funds
has worked, but with bids normally underestimating sharply
escalating costs, it seems a highly effective instrument.

S
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THERE ARE PUBLICLY
OPERATED LOTTERIES IN
AT LEAST 100 COUNTRIES
WORLDWIDE WITH SALES
OF OVER $250 BILLION

THE ESCALATING
COSTS OF HOSTING
THE GAMES
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The leaders of the world'’s
major industrial economies
(G8] meeting at Camp David
in May 2012 to discuss their
response to the possibility of
a full-blown financial crisis
in Europe.

Politics and money make uneasy bedfellows. Nevertheless, as the
world'’s largest economies rely ever more heavily on each other,
governments spend an increasing amount of time negotiating with one
another about money. This manifests itself as trade tariffs (who can sell what
to whom and at what price) and finance treaties such as the Basel agreements
on banking, named after the Swiss city where central bankers gather.
(Basel I1I, for example, which is the latest edict to be put into effect, will
focus on strengthening banks' balance sheets against unforeseen shocks.)

POLITICS

Politicians and their officials have much to discuss, therefore. This has led to the
formation of groups that reflect the size, influence and economic wealth of their

respective nations:

B G7: the seven major industrialized economies, comprising the US, UK, France,
Germany, Italy, Canada and Japan.

B G8: the G7 and Russia.

B G20: the G8 and developing countries like China, India, Brazil and Saudi
Arabia. It gained in significance after leaders agreed how to tackle the 2008-09
financial crisis and recession at G20 gatherings.

The interconnectedness of banking

Each of these groups descends regularly on a designated capital city. In fact, most
of the negotiating will have been done already and these showy events are really
about public relations and to reassure the world that politicians are addressing the
issues of the day. Many of those issues are about money and, in recent times, how
to address financial crises. The interconnectedness of the world's banking system




means that the failure of an institution in a small city in the United States can
have serious ramifications in Tokyo or Frankfurt.

So politicians need to take a global view of money and how it is flowing.
They also need to understand the strengths and weaknesses of other economies,
not least because this quickly affects the currency markets. Equally, when
governments issue debt, much of it may end up in foreign hands. (Of the United
States’ debt of $16.4 trillion, foreigners own $4.45 trillion, some 32 percent. China
alone owns 8 percent of the total.) In other words, one country may actually
become another's bank manager. And if you subscribe to the idea that it pays to
be polite to your bank manager, you can see how important money has become
in the great chess game of national and international politics.
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Since the late 1990s G8/

620 summits have become
the focus of a worldwide
protest movement, under the
banner of anti-globalization.
Rioting has occurred at some
protests, for instance in
Seattle, London, and Genoa,
in Italy, where one man died
and extensive damage was
done to buildings including
McDonald’s and Starbucks.
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It is estimated that the cost
of the conflict in the Middle
East between 1991 and 2010
was $12 trillion. The figure
is calculated by comparing
the current GDP to the
potential GDP in times of
peace. Had there been peace
and cooperation between
Israel and Arab League
nations since 1991, the
average Israeli citizen would
have been earning over
$44,000 instead of $23,000
in 2010. In terms of the
human cost, it is estimated
that the conflict has taken
92,000 lives (74,000 military
and 18,000 civilian between
1945 and 1995).

Wars are mightily expensive. They have a disproportionate effect

on governments’ finances, yet rarely does the cost of war, at least in
modern times, stop a government from pursuing it. War can also actas a
catalyst for change (in 1694, the Bank of England was founded by a group
of British financiers to raise funds for the war against the French), but they
are rarely anything but a huge drain on the public purse.

Ultimately, wars are financed by raising taxes, selling government debt and
increasing the money supply. Aside from the often terrible human cost, wars tend

to lead to inflation, lower living standards and the redirection of resources into
the war effort.

The costs of war
In the 20th century, war wreaked havoc with the global economy. The economic
cost of the First World War is put at around $500 billion, while the Second World
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War has been estimated at $1.5 trillion. Of this, the US spent 21 percent, Britain

20 percent, Germany 18 percent and the USSR 13 percent. Ironically, such costs
can turn into a grim merry-go-round: the massive reparations demanded of
Germany by the terms of the Treaty of Versailles after the First World War, for
example, were indirectly financed by the United States, which lent prodigious
sums to Germany in the years after 1918. In doing so, some historians argue, they
also paid for Germany to re-build its economy and to re-arm itself.

In the late 20th and early 21st centuries, the costs of modern warfare have
risen exponentially — Brown University's ‘Costs of War’ project reckons the total
cost for wars in Irag, Afghanistan and Pakistan is at least $3.2—-%4 trillion.

Taxpayer dollars aside, there are many other costs to war. The human
costs are felt not only in the loss of manpower, but also in those of caring for
the wounded, for veterans and for those who have been displaced. Countries
affected by war must account for similar displacement, as well as huge
environmental and health costs and the costs of rebuilding their physical
infrastructure. Sometimes, of course, war brings benefits - the overturning
of tyranny and the establishment of democracy has been a common theme —

but invariably at huge financial cost.

"TO CARRY ON WAR,
THREE THINGS
ARE NECESSARY:
MONEY, MONEY,
AND YET

MORE MONEY."
GIAN JACOPO
TRIVULZIO
(1440-1518],
ITALIAN GENERAL

CIGARETTE MONEY

War engenders both black market entrepreneurism and own inflation, deflation and feverish trading in times
ingenious opportunism. During the Second World War, of cigarette shortage. It ended in April 1945 with the
an Allied soldier called Robert Radford was incarcerated prisoners’ liberation by the 30th US Infantry Division.
for several years in a German prisoner of war camp. Radford concluded drily: “the ushering in of an age
Radford observed how his 50,000 fellow prisoners traded  of plenty demonstrated the hypothesis that with
clothing, food and swapped items for services such infinite means economic organization and activity

as a haircut, creating the camp’s own micro economy. would be redundant, as every want could be satisfied

Without paper money, the prisoners used the cigarettes without effort.”
donated by the Red Cross as a form of currency.

In 1945, Radford wrote a much-praised article
“The Economic Organization of a POW Camp” in
which he described how simple barter gave way to
rough scales of exchange values: (It was realized
that a tin of jam was worth % lb of margarine plus
something else; that a cigarette issue was worth
several chocolate issues, and a tin of diced carrots
was worth practically nothing"). Soon, the prisoners’
tobacco became the standard of value, with goods
measured in numbers of cigarettes (a shirt, for
example, could be bought for 80 to 120 cigarettes,
depending on its condition; and tea, coffee or
cocoa were two cigarettes a cup). The system
became a mirror of a cash economy, with its
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Do governments lead the markets, or do markets lead governments?

In times of financial crisis, it is often difficult to tell. Sdpowerful have
the bond and, to a lesser extent, equity markets become that it often looks
like the tail is wagging the dbg. :

CRISIS

Ultimately, however, only governments have the heavy lifting gear — whether
legislation, monetary stimulus or swingeing taxes — to sort out financial

part of say, the credit market. Financial institutions' size and
interconnectedness — their reliance on each other as counterparties and

as syndicate partners — means modern crises can escalate very quickly

and dangerously.

approaches to crises. In the short term, governments

invariably have to respond to
= : pa

The current economic

downturn has seen a number

financial crisis by supplying

increased liquidity - cash — into
the markets and by relaxing their of European governments

rules on, for example, overnight putting severe austerity

oils the wheels of their dossid i Al
bottom growth of Greece,
balance sheets. In the Italy and Spain, for example,
medium term, their have hammered market
: confidence. The interest
rat'efs on their sovereign
bonds have soared, making
it difficult for them to borrow
in international markets.
Protests have become a
common sight on the streets
of Europe’s cities as théée
austerity measures bite.



RECESSION AND
DEPRESSION

A recession is usually defined as two
consecutive quarters of negative
growth in the rate of economic

output. There is no real consensus

on what constitutes a depression,
although it is essentially a prolonged
recession. Some have suggested that
it represents a decline in real GDP of
more than 10 percent, or that it is a
recession lasting two years or more.
The Great Depression took its worst
toll in the four years following the
Wall Street Crash of October 1929, but
affected both the United States and
other countries for most of the 1930s.
Global industrial production, wholesale
prices and foreign trade tumbled,
while unemployment soared to as
much as 33 percent in some countries.
Economists differ on how the Great
Depression ended, but many believe
increased spending by governments
during the Second World War kick-
started their economies again.

priority is often to address the solvency of financial institutions - to work out
whether they are still viable, need propping up or, as a last resort, bringing on
to the government's own books by nationalization. Finally, in the longer term,
a government will likely strengthen rules and regulations to try to ensure a
particular crisis does not happen again. Often, however, there is another one

brewing to take its place.

Volatility creates opportunity

While there are many losers in financial crises, there are also some winners. In
the early days of the so-called credit crunch of 2007 to 2009, for example, some
investors made huge profits by betting that debt markets would seize up and that
banks would suffer calamitous losses from their exposures. While the majority

of the financial community dreads such events, some financial speculators,
including some hedge funds, thrive on crisis situations: they create volatility,

which In turn creates opportunity in the markets.

MONEY AND GOVERNMENT [

The Great Depression was
the most widespread and
deepest depression of the
20th century. In the US
unemployment ran at

25 percent for almost a
decade as heavy industry,
construction and farming
virtually collapsed. This
picture sees a long line

of jobless men waiting

to receive cabbage and
potatoes from a federal relief
agency in Cleveland, Ohio.




Xl THE BOOK OF MONEY

v

Belief in the policies

of nationalization and
privatization normally falls
along political lines, and
socialist politicians, such
as former president Hugo
Chavez of Venezuela and
Cristina Kirchner, president
of Argentina, have used
nationalization of a wide
range of businesses, such
as energy, banks and state
pensions, to help their
economies during the
current global downturn.

While the interaction between governments and the economy can

often seem like dark arts, nationalization and privatization are two
practical examples of how a government can influence a company or an
entire industry.

NATIONALIZATION
AND PRIVATIZATION

Nationalization brings a company or a set of assets under state control

and throughout history has been one of the principal strategies pursued

by countries favoring socialism over capitalism (after the end of the

Second World War, for example, Poland nationalized all companies with over
50 employees).

Equally, a state-owned entity can be sold off by a government to generate
funds or to create private-sector competition in a particular industry and this
privatization - literally taking private — has been the hallmark of countries
making the transition to a capitalist society. The vast privatizations of former
state-owned commodities companies in Russia and Ukraine in the 1990s are
just one example.

Historically, large systemically important companies and industries
have been those subject to this governmental tug of war: postal services,
broadcasters, electricity and gas producers, railways, mines and oil producers
have been particular targets. Often, the driver is ideological: left-leaning
politicians have long argued that systemically important industries should
be owned by everyone, rather than just by a handful of private shareholders.
The political right, conversely, maintains that companies flourish in a market
free of the dead hand of government.

Profit and control
While politics has often played its part in both nationalizations
and privatizations, so too has the desire for profit and control.
Nationalizations mostly involve compensation to an owner,
although expropriation, where no recompense is made and
a government simply seizes assets, is not uncommon. If a
company — or bank — is failing and there is a risk that by doing
so, there will be a domino effect that could cause widespread
instability, nationalization is a way of containing risk.
Privatizations, for their part, can generate vast fortunes
for the state (and large fees for investment banks handling
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the process) and, ultimately, for their new owners, by the sale and purchase of

shares. If such a sale is conducted on the public markets, small retail investors can

often participate, allowing them to become investors in, for example, the postal

service or electricity company they may use in their daily lives.

Opinions differ as to whether companies do better with or without state

control. Many state-owned entities thrive in the private sector, but others struggle

to compete with existing rivals and end up being re-nationalized.

HEALING THE WOUNDS

One of privatization's greatest success stories comes
from Rwanda in central Africa. In the late 1980s global
coffee prices plummeted. Economic devastation followed
as the nation’s economy depénde’d'o’h subs tence
farming with coffee and tea as its principal exp or
The consequences were rapid and dramatic, coffee trees
were uprooted and replaced with quick-growing food

ops needed to overcome an

1994 genocide in which 800,000 people died. In 1998

the Tutsi-led government embarked on a major
program of privatization by lowering trade barriers,
which included the coffee industry. The move signaled
the resurgence of economic activity and an annual rise
in GDP. The industry has since created jobs, boosted
small farmer eXpendfture and consumption, and
fostered social reconciliation by reducing ethnic
distance among the Hutus and
Tutsis who work together
harvesting the beans.







® "OVER THE LONG TERM, THE STOCK MARKET
NEWS WILL BE GOOD. IN THE 20TH CENTURY,
THE UNITED STATES ENDURED TWO WORLD
WARS AND OTHER TRAUMATIC AND EXPENSIVE
MILITARY CONFLICTS; THE DEPRESSION;

A DOZEN OR SO RECESSIONS AND FINANCIAL
PANICS; OIL SHOCKS; A FLU EPIDEMIC; AND THE
RESIGNATION OF A DISGRACED PRESIDENT.
YET THE DOW ROSE FROM 66 TO 11,497."
WARREN BUFFETT, QUOTED IN THE NEW

YORK TIMES, OCTOBER 2008
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BANKS AND
BANKING
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[\ Ask a child to draw a picture of a bank and he or she will probably

The Eccles Building in
Washington, DC is the
headquarters of the Federal
Reserve System, which was
established in 1913. The Fed, however, a bank may just as easily be an anonymous office block in a big

still describe a grand stone edifice with pillars and a portico. This
classical bank has its roots in antiquity and in the pictures of the Federal
Reserve or the Bank of England that we see on television. These days,

as itis known informally, city, a sprawling call center in an out-of-town office park or even on the
is the gatekeeper of the US

economy. It is the central .
bank of the United States - Saharan Africa.
the bank of banks and the

mobile phone belonging to someone running a ‘community bank’ in sub-

bank of the US government. What all these examples - including the grand classical bank — have in common
It requlates financial

institutions, manages
the nation’s money and they are individuals, businesses or entire nations, to look after their money.

is the element of trust. They are, variously, trusted by their customers, whether

influences the economy. Their common characteristic is that they are perceived as a safer place to put
money than under the proverbial mattress. In return for this trust, banks offer
a variety of financial incentives and services, ranging from paying interest on

deposits to making available loans and mortgages.




A vital cog in the money machine
Banks and banking are nothing new, but the majority of the world's
population still does not have a bank account. Gradually this is changing.
New recruits will find that their relationship with a bank is heading rapidly
toward being an online one, albeit with support from a branch network
and a call center, possibly thousands of miles away. Most will, however,
never meet a bank manager, the patriarchal figure who once opened
the bank in the morning, welcomed customers and offered friendly,
but prudent, advice.

Although the macro picture suggests they are still catching on, as well
as changing dramatically, banks have become very much part of everyday life

for billions of people. In the commercial

world, they are also the cornerstones of

AT THE LAST COUNT,

THE COLLECTIVE ASSETS
OF THE WORLD’S LARGEST
THOUSAND BANKS
TOTALLED $96.4 TRILLION

business transactions and vital nodes on
the enormous, interconnected network
that forms the international financial

markets. They remain a very important

cog in the global money machine.
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The bank that most
embodies the image of an
impressive stone building
complete with pillars and

a grand portico is the Bank
of England. Established

in 1694, (it is the second
oldest central bank in the
world, the oldest being the
Bank of Sweden), it moved
to its current headquarters
in Threadneedle Street in
1793. This engraving, by
Rowlandson, shows the
main business room in 1808.
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Economist John Maynard
Keynes (1883-1946), (center],
represented the United
Kingdom at the United
Nations International
Monetary and Financial
Conference at Bretton Woods,
New Hampshire in July 1944.
The conference established
the rules for commercial and
financial relations among

the world’s major industrial
states toward the end of the
Second World War. Setting up
a system of rules, institutions,
and procedures to regulate
the international monetary
system, the planners

at Bretton Woods also
established the International
Monetary Fund (IMF).

At the top of the banking tree are so-called supranational banks,

which are institutions often formed — and funded - by groups of
countries to be responsible for global financial stability and liquidity.
Stability means that the financial system is robust and can withstand
shocks, such as stock market falls; liquidity means that there is enough cash
to honor payments, settle trades and, ultimately, that banks lower down the
food chain can repay depositors when they want their money back.

SUPRANATIONAL BANKS

With more or less limitless capacity, they may truly be said to be "too big to
fail" Fundamentally, these banks stand as the world's so-called Lender of

Last Resort. In extremis, countries can turn to them for help, which is offered,
subject to stringent conditions, in the form of emergency short- and long-
term loans - or bailouts - to tide them over.

The International Monetary Fund (IMF)

Best known among these giants is the International Monetary Fund, which

was mooted by a group of 45 countries in 1944 to engender economic
cooperation and lend money after the Second World War. It is now owned
and financed by no less than 187 member countries.

The IMF welcomed its first customer — France — in 1947. Since then there
have been sporadic calls on its services. In 1976, for example, the United
Kingdom negotiated a £2.3 billion loan when inflation reached record levels
and the pound slumped dramatically. During the recent financial crisis, the
IMF has provided rescue loans to the likes of Iceland, Greece, the Irish Republic
and Portugal.



Development banks
While the IMF acts as something of a global financier, the World
Bank has a more developmental role, focusing on poorer countries
that need financial help to combat poverty, malnutrition and lack
of communications and infrastructure. The World Bank has a staff
of more than 10,000 and a huge program: in 2010 alone, it provided
$47 billion for 300 projects in developing countries around the
world. Current initiatives range from AIDS-prevention in Guinea
and school programs in Bangladesh to healthcare in Mexico and
earthquake relief efforts in Gujarat.

Similar to the World Bank, but devoted to European economies,
is the European Bank for Reconstruction
and Development (EBRD), which was 7

The EBRD is the major
funder of a new sarcophagus
to be built over the
Chernobyl nuclear reactor,
scene of the world's worst
nuclear accident in 1986.
i"}j‘."}?ﬁ Workers confirmed that the

: current structure, built in
the immediate aftermath

established by the European Union and
its member countries to promote East-
West economic integration following
the fall of the Berlin Wall.

~tl e pe
f . of the accident to confine
o a."%;;: radioactive leaks, is now
’ [
{ crumbling. It is estimated
{1 that the new construction
S g

will cost some $2 billion.

BANKS AND BANKING

QUICK

'REFERENCE

Leading supranational banks

IMF: The IMF's fundamental mission

is to help ensure the stability of the
international economic system. It does
so in three ways: keeping track of the
global economy and the economies of
member countries, lending to countries
with balance of payments difficulties and
by giving practical help to its members.
Founded: 1944

Who owns it? It has 187 member
countries

Key Player: Christine Lagarde

WORLD BANK: The World Bank is

a source of financial and technical
assistance to developing countries
around the world. It helps governments
in these countries reduce poverty by
providing them with the money and
technical expertise they need for a wide
range of projects - such as education,
health, infrastructure, communications
and government reforms.

Founded: 1944

Who owns it? All 193 members of the
United Nations, plus Kosovo

Key Player: Jim Yong Kim

EUROPEAN BANK FOR
RECONSTRUCTION AND
DEVELOPMENT: The EBRD provides
project financing for banks, industries
and businesses in central Europe, the
western Balkans and central Asia. By
bearing risk on behalf of its clients, it
helps countries in the region become
open market economies.

Founded: 1991

Who owns it? It has 63 member
countries, the European Union and the
European Investment Bank

Key Player: Sir Suma Chakrabarti



However dependent they may be on the world's supranational banks,
& most countries also have their own central bank, which acts both

as a government's banker and the guardian of monetary policy, financial
stability and money supply. In times of crisis, central banks also invariably
assume the role of a nation's Lender of Last Resort, providing liquidity,
guarantees and a safe haven to troubled financial institutions.

CENTRAL BANKS

v Many central banks are technically independent from their governments,
Bob Bernanke (left] former although most are still nominally owned by them. In practice, this means
Chairman of the Federal they are free of political interference to set monetary policy, which might

RSBy, B0 i Menin King; otherwise be used to influence public opinion and win votes.
his counterpart at the Bank of
England, and perhaps the two
most famous faces in world The balance of risks
banking. Central bankers - a
very different breed from
investment bankers - like

to say they have influence an arsenal of economic models to inform their decisions. Central banks

Monetary policy, largely directed at controlling inflation (and deflation),

is at the core of a central bank’s role. Most have an army of economists and

rather than power, but their must constantly gauge the balance of risks when setting interest rates and

forecasts and decisions ! ; : : ;
) managing the money supply (by issuing or removing banknotes and coins
undoubtedly move financial

aTlars Beesise sF this from circulation). In theory, a central bank has unlimited capacity to create
they tend to be secretive new money and to inject it into the economy.

and to pick their words with Central banks try to use these diverse levers to control inflation and maintain
infinite care. Historically, at

the Bank of England, one of
the world's oldest central nevertheless often have immediate and dramatic effects on stock and bond

price stability in the wider economy. Their actions are carefully calibrated, but

banks, even the governor’s markets, as well as on general investors and consumer sentiment.
eyebrows, occasionally raised
in disapproval, have been
interpreted as a barometer
of monetary policy. central banks lend to commercial banks, most of which will have accounts

If central banks rarely sleep, it is because they are often preoccupied with

the fluctuations of the so-called overnight rate, the interest rate at which

at the central bank. This wholesale rate, in turn, influences the rate at which
banks lend to each other - the so-called interbank rate. It is important that this
rate does not deviate too much from the core interest rates L,
that are used in the wider, retail economy, for commercial [
loans, homeowners' mortgages, credit cards and so on.
Besides keeping the economy on track, central
banks are often the custodian of a country's foreign
exchange and gold reserves (collectively known
as reserves). A country's gold, often stored in vaults
in a central bank, is seen as a reassuring presence,

particularly when most currencies are "fiat currencies,




with no intrinsic value (worth nothing if not used as money).
Foreign exchange reserves are mostly held in US dollars - the
world's pre-eminent reserve currency — but central banks also hold

large quantities of sterling, euros, yen and Swiss francs.

Unconventional measures

In times of severe economic hardship, central banks such as the
US Federal Reserve, the Bank of England and the European Central
Bank have added what they call unconventional measures to their
monetary policy toolkit to stimulate growth and avoid deflation.
Known as Quantitative Easing (see page 45) and pioneered

by the Bank of Japan in the 1990s, this involves buying their
government's own debt (or long-term "repos” in the case of the
ECB, since it is not allowed to buy government debt). And lots of it.
The Fed has bought over $2 trillion, while the Bank of England has
purchased $520 billion since 2009.

To do this, the central banks print money and inject it into the
economy by buying government debt from financial institutions
such as pension funds. In theory, these financial institutions will
use the cash to buy riskier assets, boosting prices and encouraging
demand. At the same time, the amount of money circulating in the

financial system increases. QE initiatives have been so large that

BANKS AND BANKING TR

The world’s leading
central banks

US Federal Reserve (The Fed)
European Central Bank (ECB)

Bank of England (BoE])

Bank of Japan (BoJ)

Swiss National Bank (SNB)

Bank of Canada (BoC)

Reserve Bank of Australia (RBA)
Reserve Bank of New Zealand (RBNZ)

Standard duties include: setting
monetary policy, maintaining adequate
reserve backing for a nation’s
commercial banks, acting as custodian
of its reserves and regulating the
exchange rate of its currency.

they also engender a feel-good factor in the financial markets. But they are strong

medicine, with some side effects that can bend the bond markets out of shape.

At some point, too, central bank governors will have to decide how to exit their

positions, thereby tightening (as opposed to easing) policy, by selling their bonds

back into the markets.

THE GLOBAL BANKING POLICEMAN

>
See also The Money Markets
(pages 90-1)
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Production of euro coins is
the responsibility of member
countries, here a worker
examines €1 coins at the
mint in Rome. On January

1, 1999, the euro became
the official currency in 11
countries, including Italy. In
its first issue, Italy produced
almost seven billion coins.
Prior to this the Italians

had not used many coins,
the smallest banknote

was worth L. 1,000, which
was equivalent to ¢50. For
Christmas 1998, the most
popular present for ltalians
was ... a purse.

Despite the increasing number of electronic transactions, banknotes

and coins are still produced in vast quantities, mostly at the direction
of a country’s central bank. Physical production takes place at a mint, the
ancient forerunner of a treasury, which nowadays works with third-party
manufacturers such as De La Rue, a British company that prints banknotes

for around 150 countries.

COINS AND COINAGE

In Europe, where 17 countries share a single currency, the euro, banknotes

are produced jointly by the national central banks, which share the costs and
the burden of forecasting how many notes will be needed across the entire
Eurozone. (Coins, on the other hand, are the responsibility of individual national
governments.) It is an enormous task: at the last count, there were nearly 8.5
billion euro notes, from €5 to €500, in circulation (worth a total of €184.5 billion)

and 52.5 billion coins, from the C1 to the €2 coin.

B 0
! T

Combating the counterfeiters
When the Bank of England was designing its latest £50 note, it incorporated

a groundbreaking security feature in the form of a motion thread, containing
holograms of the £ symbol and the number 50, which move up and down and
from side to side. That's not all. An ultraviolet test shows a scattering of red, blue
and green images which appear only under ultraviolet light; the number 50 and
the words "Bank of England" are in hard-to-reproduce embossed print; hidden
inside the Queen's portrait is microlettering, which is barely visible to the naked
eye; there is a see-through register of irregular shapes, which combine to the

£ symbol; finally there is a watermark of the Queen's head and a metallic thread,
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A woman uses a chiemgauer
note to buy cheese in the
market in Rosenheim,
Bavaria. More than 600
businesses and 2,500

people in the Rosenheim-
Traunstein area of Upper
Bavaria currently use it

for daily transactions.

Some people have experimented with money and localization by
settingu;j their own currency. That is what Christian Gelleri, an
economics schoo]teacher;trom‘Piién"am Chiemsee in Bavaria, Germany, did

in 2003. Devising a classroom project for his 16-year-old pupils, he name‘d
his currency the chiemgauer (after the Chiemgau region) and encouraged
local people and businessés to start using its 1,'2, 5 10, 20, and 50 bankndtes,
with one chiemgauer equalling onefet,iro. 'The‘project, whichfinit,ially had the
schoolchildren designing and distributing vouchers, started slowly - the
currency had a turnover of €75,000 in its 'ﬁr;st_yeax.

ALTERNATIVE CURRENCIES:
THE CHIEMGAUER

Nearly a decade on, the currency's turnover has grown to some €5 million, with
nearly 500,000 chiemgauer in circulation, making it one of the world's most
successful alternative currencies. But what is its p

designed to encourage consumers to use the local businesses, which accept

the currency (and which pay a small charge to join the scheme), and to kejép
currency within the locality. For 200- oddz local non-profit organizations, there is
an added bonus: they can buy 100 chiemga‘u‘er for €97 and resell them for €1OQ,
retaining the difference. Other profit-making businesses pay a small commission,
which covers the cost of administrating the currency, but which may :beioﬁsei:~by

attracting locals to buy their goods and services.
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Although it started as a
school project and was
initially slow to catch

on, with a turnover of

€5.1 million in 2010, the
chiemgauer is now the
most successful alternative
currency in the world.

ALTERNATIVE ALTERNATIVES

Ingenious twist

The chiemgauer has another characteristic, which
is that it loses value if it is not spent, thereby
accelerating its circulation. Users can renew’ their

notes at a charge of 2 percent of their face value

Y Nl

every three months (so, effectively, it depreciates at
a rate of 8 percent per annum). This ingenious twist,
which Gelleri conceived after studying the work of
economists John Maynard Keynes and Irving Fisher,
who had pondered the liquidity-inducing effects of

a rapidly depreciating currency, might not work in a

pusi

large-scale economy, but it has proved a success in
Bavaria. Even local banks have joined in, providing
the means to transact and exchange chiemgauer.

While the currency has spawned some 65 other
regional currencies in Germany, collectively they
remain local rather than national and rely on the
euro as their peg. Nevertheless, given the problems
that have afflicted the Eurozone in recent years, there
may come a time when collective currencies such as
the euro fall out of favor and local currencies find a
much wider audience.

The success of the chiemgauer and its cousins
prompted the Bundesbank, Germany's mighty
central bank (which is responsible for issuing around
€146 billion or a third of the continent’s notes) to
ask in 2007 whether such regional currencies were
"competition for the euro?" The answer was no, not
yet, but they are certainly giving the central bankers
pause for thought.
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1 Although they now offer a bewildering array of services, most banks
%@ still rely heavily on the fundamentals from which they were originally
conceived: deposits and loans. At its simplest level, their business model
depends on charging higher rates of interest on the loans they make than

the rates they pay depositors.

COMMERCIAL BANKS

Unlike most commercial companies selling goods and services, banks' assets are
predominantly debts owed to the banks, such as mortgages. Liabilities in banking

are money they owe to clients, such as to deposit account holders.

A familiar presence

Banks depend on a good deal of trust from their depositors. If they get into
trouble, it does not take long for their customers to demand their money back;
since the majority of their funds are lent out at any one time, a
sudden rush of withdrawals can be fatal. This run on the bank
often results in a bank having to be rescued by a central bank,

or at worst being allowed to go bankrupt. History is littered with

Main functions of commercial banks scenes of angry depositors besieging their banks’ branches,

desperate to salvage their savings.

1. Accepting deposits from the public

for reasons of security, savings and the

convenience of payment.

Thankfully, banks are subject to increasingly tight

regulations, which are designed to protect them and their

2. Advancing loans to the public, both customers. A prime example is the amount of core capital -

secured and unsecured.

3. Advancing loans in the form of overdrafts.
4. Discounting of bills of exchange: a system

known as Tier 1 Capital — they are required to hold (a mixture
of ordinary share capital, reserves and retained profits) as a

buffer against crises of liquidity or of solvency.

used for advancing money to financial

traders for short-term purposes.

Commercial banks are continually looking to expand their

5. Investment: a bank will invest its surplus customer base with innovative ideas. One of the latest is the

funds in securities.

introduction of smart banking, launched by Citibank in Hong

6. Banks will also act as an agency under Kong in 2010. Typically, a smart bank will feature high-tech

instruction from its customers: such as
collecting cheques, dividends, making

digital equipment to allow customers to speak to advisers via

videoconferencing facilities and Wi-Fi, conduct online banking

payments, buying and selling securities and

sending money from one place to another.

and keep up-to-date with the latest financial information on

7. Other functions include: safety deposits, giant screens.
providing references, buying and selling Banks remain an integral feature of the global money
foreign exchange, providing financial advice, machine. Despite the rise in Internet banking, banks’ physical

issuing letters of credit and providing small

loans for consumer durables.

branches are still a familiar presence. The United States boasts
around 82,000, China 67,000 and Japan 12,000. In Europe,
Germany, France and Italy have around 30,000, while the
United Kingdom has around 15,000.

R
y
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THE WORLD'S TOP 20 BANKS

Source: fhe Banker magazine

€

The world's biggest banks are
not necessarily in the world's
biggest countries, but rather
in those that have highly
developed banking models.
So, France and Germany join
the UK in the top five. This
graphic shows the world's
top 20 banks listed in terms
of assets — predominantly
debts owed to the bank,
such as mortgages.

ITALY &

UNITED KINGDOM .

UNITED STATES
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UP AND ATM

Consider the humble cash dispenser - we take this ungainly metal and plastic box
entirely for granted as the easiest way to withdraw cash from our bank accounts.
There are now over two million of them around the world (including one for polar
researchers at McMurdo Station in Antarctical). Credit for inventing the ATM is
claimed by many. An inventor called Luther George Simjian trialled a hole-in-the-
wall machine with an American bank as early as 1939, but found little enthusiasm
for it among the public. There was a flurry of further activity in the late 1960s, when
John Sheppard-Brown, managing director of De La Rue, the banknote printers,
persuaded Barclays Bank to install an ATM in a branch in north London in 1967. In
the same decade another British businessman called James Goodfellow filed patents
lincluding one for the first PIN, or Personal Identification Number). Their American
counterparts, including John D. White who created the Credit Card Automatic
Currency Dispenser in 1970, also joined the race to popularize the machine. But it
was not until the late 1970s that they began to appear on main streets.

Where next for the ATM? Although they have been adapted to dispense everything
from postage stamps to gold ingots, ATMs are probably ultimately destined for the
scrapheap. Just as LPs gave way to CDs, which in turn have bowed to electronic
downloads, so cash may eventually move entirely online.
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This statue, which stands

in Bowling Green Park near
Wall Street in New York, has
become the city's financial
district’s unofficial mascot.
The oversize, 3,200 kg bronze
sculpture, depicts a bull,
the symbol of aggressive
financial optimism and
prosperity, leaning back

on its haunches with its
head lowered as if ready

to charge.

| Investment banks — essentially, banks with corporate rather than retail

customers — are popularly imagined to be hugely powerful money
machines peopled by "Masters of the Universe" — financial geniuses, who
work 24 hours a day and think lunch is for wimps. The truth is more prosaic.
Investment banks are often rather fragile institutions, with relatively weak
balance sheets. And while there are certainly many talented traders and
dealmakers in the front office, there are many more employees in the banks’
administrative departments, whose job it is to ensure regulatory compliance,

settle trades and keep track of complex transactions.

INVESTMENT BANKS

Investment banks still pride themselves on their core mergers and acquisitions
(M&A) advisory work, helping corporate clients initiate, finance and complete
transactions. Investment bankers tend not to sit around waiting for the phone to
ring. They will be out pitching ideas, suggesting Company A restructures itself,
raises debt or equity finance, buys Company B, C and D and so on. When large
transactions between companies happen, an army of investment bankers will
invariably be involved. Some favored bankers get hired by one side simply so that
the other side cannot hire them. In return for their deal-making skills, as well as
their ability to endure interminable meetings and many late nights, bankers get

well paid if a transaction is successful, less so if it is not.




INSIDE AN INVESTMENT BANK
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Technology: the information technology department

2z

Front Office

INVESTMENT BANKING/M&A

INSTITUTIONAL CLIENT SERVICES (inc. Fixed
Income, Commodities and Currencies; Equities)

ASSET/WEALTH MANAGEMENT

Besides this corporate deal-making activity, investment banks have vast
operations that trade in the world's financial markets both for their clients and for
themselves. Many have divisions known as FICC - Fixed Income, Commodities
and Currencies — which trade in bonds, all manner of commodities from gold,
silver and tin to oil, soya beans and energy, and the world's key currencies,
whether the US dollar, Japanese yen, British pound, Brazilian real or Norwegian
krone. Besides their corporate client accounts, many banks have large Proprietary
Trading operations, in which traders use the bank's own balance sheet to take
bets on these and other markets.

\ The third leg of the investment-banking stool is commonly that of Asset
Management and, where this is undertaken for high net-worth private clients,

a Wealth Management. These activities may cross over with their other divisions,
as they seek to build and manage investment portfolios and distribute financial
services products. In some cases, investment banks have gone retail, dispensing

credit cards to their clients and offering them loans and mortgages.

Risky business

Investment banking is a high-stakes business, which makes governments and the
banks' regulators and shareholders uneasy. Various proposals have been made

to limit their riskier activities and to separate retail operations from so-called
‘casino” banking activities. Among the proposals are the so-called Volcker Rule,
put forward by former US Federal Reserve chairman Paul Volcker, that American
banks be prohibited from activities such as proprietary trading (trading using
their own balance sheets) and making investments in hedge funds. The Volcker
Rule echoed the Glass-Steagall Act and the Dodd-Frank Financial Regulatory
Reform Bill, which was passed following the 2007-2009 financial crisis.

BANKS AND BANKING

RISK MANAGEMENT: analyzing credit and market risk for the bank

Finance: responsible for capital management and risk monitoring

OPERATIONS: making sure the bank runs smoothly by submitting trades,
maintaining databases, and transacting required money transfers

Compliance: making sure operations are complying with regulations

Structuring and origination:
creating and marketing
financial products

Research: into industries
companies and products

»

The standard makeup of a
modern investment bank.

The key principle when
one company buys
another is to increase

the shareholder value
over that of the sum of
the two companies.

A merger is when two
companies combine

to make another;

an acquisition is

the purchase of one
company by another in
which no new company
is formed.
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Originally formed in 1692,
Coutts Bank is one of the
heavyWeights of the English
private banking system.
Since 2000 it has been
owned by the Royal Bank of
Scotland, which is currently
'preparing to grow the brand
internationally, opening

an office in Dubai in order
to target high net-worth
individuals in the Middle East,

Eastern Europe and Asia.

Technically, a private bank is simply a bank that is not incorporated. In
. other words, it may be owned by an individual, a family or a partnership.
This structure provides some comfort for the bank’s depositors, in that they have
recourse to both the bank's assets and the owner’s. For the owner, this means
they often have so-called "unlimited liability" for any losses the bank may incur.

PRIVATE BANKS

This banking model has a long history, dating back to the 17th century. In the

United Kingdom, the Bank of England began life as a private bank, in 1649, closely

followed by C. Hoare & Co, which has retained this status since 1672 (along with
such idiosyncrasies as its own interest rate, based on the approximate percentage
growth rate of the trees on its founder's country estate).

Switzerland has many similarly historic private banks — such as Wegelin
& Co, Landolt & Cie and Morgue d'Algue & Cie — which are still family-owned
and maintain their independent stance, despite many changes in the banking
industry that have seen many smaller players swallowed up.
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BUILDING SOCIETIES

Banking for the aristocracy

These private banks, characterized by an air of exclusivity,

discretion and often boasting an aristocratic clientele, have, at

least in part, inspired a vast industry of what is also now called

private banking: this is essentially a personal banking service,

often with preferential borrowing rates and bespoke financial

services, accompanied by all the paraphernalia of exclusive

credit cards and fancy brochures, but unfortunately without

the unlimited liability.

Swiss cities such as Geneva and Zurich remain centers for

such activity — not least because the country offers certain

tax advantages — but private banking has, in the last few

decades, gone global. While it owes much to skilful marketing

and not a little schmoozing, it has also become increasingly

sophisticated and a multi-billion dollar industry in its own

right. Professional private bankers, often attached to large,

multinational investment banks, are proficient in advising

on tax, investments and inheritance matters for their clients.

Often, they act as a switchboard, plugging wealthy individuals

and their families into other parts of a bank's financial services

armory.

Discretion is the watchword

A numbered Swiss bank account is often associated with

shady tycoons or James Bond villains. In fact, it is simply

an account identified by a number rather than a name.

Although a bank must, in most cases, name its customers,

it is not always obliged to link those customers to their

accounts. Only a few countries, such as Switzerland and

Austria, allow this level of secrecy, and there are increasingly

strict regulations to encourage disclosure and to prevent

money laundering. But discretion
is still Swiss banks' watchword

— most will not reveal account
information unless there is proof
of deliberate fraud. In 2009,
however, a one-off agreement
between the USA and Switzerland
forced UBS, a global bank with
Swiss roots, to reveal the identities
of a large number of private
clients, a move that may well be

repeated in the future.

>

Private banking developed
in 17th-century Europe,
catering for the extremely
wealthy. Switzerland's
neutrality, established at
the Congress of Vienna in
1815 and still maintained
today, has provided a stable
political environment that
continues to make it an
attractive destination for
wealthy people’s assets.

If private banks are often associated

with Switzerland, building societies are a
peculiarly British invention. The industrial
city of Birmingham, Britain's second largest
city, can claim to be the birthplace of
“mutual societies” - financial institutions
owned by their members.

The first building society was founded
by a pub landlord, Richard Ketley, as
Ketley's Building Society, which took
members’ subscriptions and used it
as collateral to raise further funding,
all with the aim of building houses for
its members. Eventually, when all the
society’s members were housed, the
society was terminated. This model
continued, although increasingly without
the termination, and soon most towns in
Britain had at least one such society.

Gradually, such societies began
to resemble banks, particularly after
legislation in 1986 allowed them to
demutualize, giving members shares in
a limited company. In the early years of
demutualization, so-called carpet baggers -
investors who would deposit a minimal sum
in a society in the hope of profiting from a
demutualization - became the scourge of
the societies, many of which were forced
to change their membership rules, and the
flurry of demutualizations ended in 2000.




Efl THE BOOK OF MONEY

1 In many developed countries, online or Internet banking use has now
surpassed that of real-world branch banking. What began in the 1980s
as a basic suite of account-checking, bill payments and money transfer
services using telephony and the first home computers has now become
a whole world of banking and financial services on both desktop PCs and

mobile devices.

ONLINE BANKS

Many banks have actively encouraged their customers to move online by offering
better interest rates and other incentives than in their bricks-and-mortar outlets,

thus keeping their own costs down. Some banks have moved entirely online.

Early days

New York witnessed the birth of online banking in 1981, when four banks —
Citibank, Chemical, Chase Manhattan and Manufacturers Hanover — began to offer
customers a system called Videotex, which used modems to send information back

and forth to a television monitor. The UK followed with Prestel (which was also

"CONTACTLESS"
PURCHASING

It is only a small step from banking online
to banking and transacting on your mobile
device. After several false starts and many
years of development, mobile wallets have
now become a reality, allowing a seamless
transaction between a customer, their
bank and a retailer. Already, the global
value of transactions made using mobile
devices is put at $240 billion (Jupiter
Research) - a figure that looks likely

to rocket. As soon as 2016, according

to analysts, it may be possible to use a
mobile device to pay for most everyday
goods and services, with consumers
using contactless chip technology called
near-field communications or NFC. Users
simply wave their handsets at a terminal,
which completes the transaction with the
customer’s bank (or mobile operator] and
beams a receipt back to the handset.
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taken up by Sweden, the Netherlands, Finland and West Germany), while France

added simple banking services to its long-established Minitel system.

Since these first steps in online banking, the explosion in Internet usage has
encouraged banks to invest heavily in new platforms and the integration of suites
of new services, including online brokerages, mortgage and loans distribution
and pension fund management.

Although there are a number of reasons for the extraordinary expansion of
this sector of the industry the global economic downturn must take center stage
as both sides have seen benefits. By developing the online services they offer
the banks have attracted new customers, cut costs and enhanced profit margins.
For their part, customers find the online systems more cost and time-effective,
enabling them to feel more in control of their finances just when they need to.
Customers in the US and the UK remain the largest users of Internet banking

services around the world.

The key issue

Security remains a key issue, however. The most common current security
system is known as PIN/TAN — PIN being a Personal Identification Number,

a numeric password, and TAN being a Transaction Authentication Number.

The latter is now often generated randomly from a small device like a key fob,
which is sent by a bank to its online customers. These TANs are generated using
two-factor authentication (2FA). In addition, banks often utilize SSL secured

connections in web browsers.

BANKS AND BANKING  [EXH
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Standard online financial
transactions work in a very
simple way. Payment is
triggered by the issuing
bank’s server (or payment
gateway) on receipt of the
customer’s account number
and password. The bank,

or banks, involved are
informed of the debit/credit
transaction and the server
will then alert the customer
and the seller when the
transaction has taken place.

ISSUING BANK

R
HEIN

EXPERTS ARE
PREDICTING THAT
THE GLOBAL
CUSTOMER BASE
FOR INTERNET
BANKING WILL
REACH 657.2
MILLION BY 2015
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Occupy New York protestors
gather in Zucolti Park before
marching southwards to
Wall Street. The Occupy
movement began in the US in
September 2011 but spread
quickly to some 95 cities
across 82 countries. Although
its aims are widespread

and disparate, it is mainly a
vehicle for people to express
their dissatisfaction with

the economic and social
inequality brought to a head
by the global economic
downturn and the lack of
accountability of those who

allegedly caused it. Its slogan,
“We are the 99%" refers to

the concentration of wealth
among the top 1 percent of
earners compared to the
other 99 percent.

Capitalism, not to mention Darwinism, may be said to have found

its ultimate expression in the banking world, which encourages
fierce competition, the free market and the survival of the fittest. But not
all banks exist just to make money. Some are managed according to social
and environmental criteria, making investments in sustainable and ethical

businesses and giving shares in their profits to charity.

ETHICAL BANKS

The Norwegian Cultura Sparebank — known as Cultura Bank - is one such
institution. Headquartered in Oslo, Cultura was first conceived in 1982 by an
enlightened group of academics who took inspiration from GLS, the leading
ethical bank in Germany (which in turn has it roots in the anthroposophy

philosophy of Rudolf Steiner, the Austrian philosopher and social reformer).

Positive banking

Having secured a full banking license in 1997, Cultura now offers a range of
ethical products to savers and borrowers. These include loans where a portion
of the interest rate is redirected to charities such as the World

Wildlife Fund and Save the Children.




BANKS - GOD’S WORK OR VAMPIRE SQUIDS

The bank concentrates its commercial lending activity in sectors such as organic
agriculture, healthcare and education, where it believes can make a positive
difference to people’s lives. Equally, it will consider investing in entrepreneurial
businesses that might be turned away by more traditional banks and has a strong

track record of providing microfinance.

There are now many other ethical banks in Europe, North America and Oceania.

CLIMATE CHANGE

MONEY || GLOBAGBANK

TRANSPARENCY IN INVESTMENTS

MONEY [s! GLOBGBANK

BANKS AND BANKING  [EEH
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Concern about the ethics

of banks in the Netherlands
has led to the development
of the Dutch Fair Bank Guide,
a dynamic database that
rates the top 10 consumer
banks on various social,
economic and environmental
issues such as climate
change, transparency in its
investments, human rights,
the arms trade and so on.
The purpose of the website
is not just to allow
customers to make informed
judgments about where they
put their money but also

to inform the banks about
where they should or should
not invest their profits.

@ GooD

© ADEQUATE

@ MODERATE

@ LESS THAN ADEQUATE
@® POOR



THE BOOK OF MONEY

! Islamic banking, which dominates the Middle East and the oil-rich

© Gulf states, has become a major force in world finance, with assets
controlled by Islamic banks estimated to be $200—$500 billion and growing
at 10-15 percent per year. The banking system, which has its roots in ancient
times but blossomed in the 1970s, is founded on Shari'ah law, as laid out

in the Koran.

ISLAMIC BANKING

At its heart is the principle that all forms of interest — known as riba — are
forbidden. Acknowledging that money itself has no intrinsic value, as a matter
of faith a Muslim cannot lend money to, or receive money from someone

and expect to benefit. Instead, a bank and its customer share the risk of any
transaction, dividing profits and losses alike. Equally, Islamic banks are not

allowed to lend to each other and charge interest.

Islamic banking products
While these strictures are widely observed, Islamic banks use a variety of products,
often based on the principle of partnership, to work with counterparties.

A murabahah, in that a commodity such as a metal traded

UNDER SHARI'AH LAW ISLAMIC
BANKS NEVER KNOWINGLY INVEST IN
COMPANIES INVOLVED IN GAMBLING,
ALCOHOLIC BEVERAGES, OR PORCINE

>

One of the fastest-growing
centers of Islamic banking
is the city of Doha, capital

of Qatar. Although Islamic
banking is often thought to
be a recent phenomenon, its
basic principles date back to
the 7th century; in fact, many
believe that its ability to
adhere to both ancient and
modern economic principles
is one of its core strengths.

on an exchange, is used for interbank lending. The
transaction is essentially a loan and any price increase in
the commodity is booked as a profit — instead of interest —
to the lender. The murabahah is widely used for making
loans where a bank might buy goods for a borrower, add

FOOD PRODUCTS

a margin and sell the goods to the borrower in instalments.




SHARI’AH ADVISORY BOARDS

Islamic banks are required to set up advisory boards, also known as religious boards,
to advise and ensure that they maintain adherence to Shari‘ah law - making sure that
investors’ profits are legitimate and that complex financial transactions are compliant
with the concept of PLS, or profit-and-loss-sharing. The committee must certify every
account and service provided by the bank and it cannot introduce a new product or
service without the committee’s approval.

Similarly, a leasing agreement known as fjara enables the financing of so-
called Islamic mortgages, where the bank might buy a property and sell it to
its customer, who can make capital or rental payments, gradually transferring
ownership of the property from the bank to themselves. A further variation is
the widespread practice of musawamah, in which seller and buyer may negotiate
a sale of goods but without the seller being required to disclose the costs of the

items or indeed the asking price.

Interface with international banking

The growth of Islamic banking — Iran, Saudi Arabia, Qatar and Malaysia have
become the largest hubs — has given rise to an entire banking and fund
management sector that has embraced Shari'ah-compliant products: sukuk,
or Islamic bonds, which are widely traded internationally; takaful, a form

of insurance; and wadiah, the concept of safekeeping by a bank, akin to its
acting as trustee. Recognized indices, agreements with international financial

regulators and its own school of economic thought have given Islamic banking

a key role in the financial markets.

BANKS AND BANKING

ljara: a hire purchase,

leasing or rental
arrangement.
Murabahah: commodity
trading, involves client
in cost-plus sale.
Musawamah:

a negotiated sale in
which the seller does
not have to disclose

the original price.

Riba: literally excess;
generally refers

to interest.

Sukuk: Islamic bonds.
Takaful: Islamic
insurance, based

on the concept of
mutual support.
Wadiah: the acceptance
of a sum of money

for safekeeping and a
guarantee on its return.
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Traders at wark on the

floor of the New York Stock
Exchange (NYSE). The world's
largest equities exchange in
the world, situated on Wall
Street in Lower Manhattan,
sees daily trading of around
1.6 billion shares with a value
of more than $45 billion -
more than one-third of the
daily global total.

THE MARKETS

The world's financial markets are just that: places in which to buy

. and sell, to exchange news and information, to gossip and, ultimately,
to trade and make money. Despite their immense scale and the extraordinary
amount of technology employed in them, in the end the markets are still
remarkably human. They are concerned with the fortunes of companies’
equity and debt, the relative values of currencies and the supply of the

world's commodities.

In this chapter, we'll take a look at some of the world's main markets and how
they operate in an increasingly global environment, without borders and, often,
24 hours a day. Trading is the lifeblood of the exchange of securities. Frequent
trading generates liquidity, which in plain terms, means buy and sell prices
that are reasonable close together (known as the spread) so that a buyer can

be assured that he is buying something at a correct price and one at which he
can, if necessary, sell again. Pretty much anything that can be traded is traded

and, increasingly, as much by individuals sitting at a home computer as by
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Since the mid-1980s, when stock markets opened up to non-indigenous players,
exchanges have gone global. Screen-based trading, which replaced old-fashioned
telephone broking and paper-based orders, allowed exchange participants to see
their peers’ and counterparties’ trades and positions. A decade on, in the mid-
1990s, the Internet hastened an even greater degree of transparency and, indeed,
democracy, as individuals (retail in the trade) were able to access similar data and
to trade on multiple exchanges just as easily as the big broking houses and banks
(institutional). These days, both groups can trade around the clock, as the world’s
exchanges open, close and overlap. The boom in so-called stock futures also blurs
the time zones, giving traders an indication of whether a market will trade up or
down as the opening bell nears.

large financial institutions with sophisticated dealing rooms. So, the markets
are becoming more democratic, more transparent and more liquid — although

arguably more volatile and fickle.

The principal markets
There are two principal types of market — Over the Counter and Exchange.
For the former, where securities such as bonds or foreign currencies are
not listed on a centralized exchange, transactions take place between two
counterparties (two banks for example) often via an intermediary called an
interdealer broker.

Stocks and shares and futures are, however, listed on exchanges, which
provide a platform for trading and, crucially, liquidity in what is called the

secondary market (i.e. the market that develops after the initial, or primary,

listing of a security). Such exchanges are available to both institutional and retail

investors to deal on and, by and large, they are remarkably efficient (although
some economists argue otherwise) at allowing buyers and sellers to trade,

thereby fixing a value — known as market capitalization for a security.

THE MARKETS
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Exchanges open and close
according to their trading
hours, but the global
marketplace with multiple
time zones and trading
platforms means that the
business of buying and
selling securities continues
on a more or less 24/7 basis.
Nowadays a trading desk at
an investment bank in, say,
London will simply hand over
its position to colleagues in
New York or Tokyo at closing
time. The Internet and
dedicated trading technology,
including high-frequency
algorithms managed
entirely by computers, mean
that trading (although not
regulatory supervision) now
operates largely without
geographic boundaries.

Equity and debt: the
debt/equity ratio is

seen as a measure of

a company'’s financial
leverage. It is equal to
the company’s long-term
debt divided by common
shareholders’ equity.
Futures: a financial
contract that requires
the buyer to purchase
an asset (or the seller to
sell an asset), such as a
physical commodity or
a financial instrument,
at a specific price on a
predetermined date in
the future.
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Trying to navigate the world's stock, bond and commodities markets
can be confusing even for the most experienced trader. Hence
investors’ reliance on the financial world’s equivalent of a map — the index.
The sheer number of stocks, shares, bonds, units of currency, commodities

and a multiplicity of derivative financial products requires a set of

measurements to keep track of them. Hence indices.

INDICES

An index allows us to get an overview of a basket of similar financial

products, grouping them by genre, sector or geography (once you have
a few indices you can even create an index of the indices and use that to

measure — and trade — the global market). In all cases, they are useful tools

; v to calibrate and compare how the constituents of a particular financial
Atrader in the VIX pit holds
his head. The VIX Volatility ERRLEL Helags.
Index is quoted in percentage
paints and translates the Snapshots

expected movement (or

implied volatility) in the S&P
500 index over the upcoming performance. In the case of stocks, the Dow Jones Industrial Average

30-day period. (United States), the Nikkei (Japan), the FTSE — or "Footsie" (United Kingdom),

Indices have become an indispensible shorthand for financial markets’

THE VIX -
‘THE FEAR INDEX’

The Chicago Board Options Exchange’s
Volatility Index, known as the VIX, has
been based on the S&P 500 stock index
option prices since 1993. Volatility

is, to some extent, an indication of
nervousness in the market. It means
that large numbers of securities are
changing hands and the prices are
moving frequently and, often, in large

jumps. This, in turn, makes investors

nervous. The VIX is, therefore, seen as
a barometer of ‘fear’ or, conversely,
of investor confidence. It is, by its
very nature, volatile and adventurous
investors often place calls and puts -
buys if they are bearish on stocks and
sells if they are bullish - on the VIX.
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the BOVESPA (Brazil) and many other indices allow us to get an instant
overview of an entire economy. Because stock markets have many thousands
of companies listed, indices are often produced showing snapshots of
themselves: such as the FTSE-100 (the largest 100 companies, by market
capitalization, listed in London) or, in France, the CAC-40 (the largest 40).
Equally, the bond and commodity markets have their own indices, each
tailored to the peculiarities of their securities. Bonds, for example, unlike
shares, are partly defined by their duration, so indices sometimes adjust for
maturity dates to give a fair comparison between them. Each index has its own

calculation methodology. It is usually expressed in terms of a change from a base

value - so the percentage change is more important than the actual numeric value.

THE MARKETS IEE
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An electronic stock market
index board in Kuala Lumpur.
A stock market index is

a method of measuring a
section of the market. Many
indices are cited by news or
financial services firms and
are used as benchmarks

to indicate the state of a
nation’s economy or the
global economic situation.

KEY INDICES

N[KKEI 225 -

S&P 500 -

- (Dow Jones lndustrlatAverage named
afte co- founder Charles Dow) -

ations, founded in 1896. :
{founded_by Standard & Poor's) -

( nam'edva‘fter N‘ihon Keiza/' smmbm

30 major us

anies hsted in Sao Paulo. Base
value of 100 set in 1968.

ey

[ u'?:'-‘.m




THE BOOK OF MONEY

v

These Treasury bills
represent money bought
from and guaranteed by

the US government. Valued
at $1,000 each, up to a
maximum of $5 million, they
mature either in one month,
three months or six months.
They are sold at a negotiated
discount and bought back

at maturity for their full

value - therefore the bigger
the discount, the greater the
return to the investor.

' The money market is essentially the market for short-term lending
and borrowing. It is a vitally important part of the great body politic
of the financial system, and is relied on by its participants for liquidity and

to balance their books on a daily and overnight basis.

THE MONEY MARKETS

Private investors can access the money market (for example, if they have a large
amount of cash on deposit for only a few days — perhaps during a house sale and
purchase — and want to earn interest but also have instant access), but by far the
largest users are institutional.

The money market comprises the trading of a wide variety of instruments,
collectively known as "paper,’ including government debt securities (in the United
States, Treasury bills), certificates of deposit and borrowing/lending securities
known as repurchase agreements or repos.

In most cases, such paper is short-dated, in other words it matures in under
one year with the date fixed at issuance. So, this market is highly liquid and fast
moving. It is also low-margin, in that banks that access the money market tend

to use it as a utility rather than to make money.

Interbank lending
While central banks — where financial institutions tend to have their own
current accounts — are the hub of the money market, the real business takes
place between commercial banks
themselves, in interbank lending,
which is, in turn, calibrated by
reference to LIBOR - the London
Interbank Offered Rate.

At the moment LIBOR is fixed
at 1l a.m. each weekday in London
by the British Bankers' Association,
published around 11:45 a.m. and, as its
name suggests, sets the benchmark
for banks to lend to each other.
Ultimately, the LIBOR fix flows down
to the public, in the form of interest
rates set for mortgages, corporate
loans and credit cards. After all,
LIBOR is essentially the wholesale
market for money, which has a direct
domino effect into the retail market:

you and me.



THE LIBOR CALCULATION

BANK 3-MONTH RATE %
HBOS 2.75000
CREDIT SUISSE 2.74000
BANK OF AMERICA 2.73000
J.P. MORGAN CHASE 2.72000

UBS AG 2.71000

ROYAL BANK OF SCOTLAND 2.70500
DEUTSCHE BANK 2.70000
CITIGROUP 2.70000

91

Between 11 and

11:10 a.m. London time,
the 16 banks listed here
report the rates at which
they borrow money from
other banks.

The two center quartiles
are averaged to calculate
the day’s LIBOR rate.

The rate is published at
about 11:45 a.m. GMT.

The 3-month LIBOR
rate in US dollars is:

2.71594%

Source: British Bankers Association: Reuters

{;
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Just as debt ranks ahead of equity in a company, so the bond

markets tower over the equities markets in the global financial
system. Their sheer size — recent estimates put total bond issuance

at around $50 trillion — and the fact that they include many hundreds
of billions of government debt securities mean that they exercise a
profound influence. Indeed, in recent times, as sovereign governments
(which can issue only debt rather than equity) have struggled to finance
themselves, the bond markets have seemed to dictate political policy

rather than follow it.

THE BOND MARKETS

Bonds come in all shapes, sizes and, most importantly, risk levels. Historically,
government bonds, which have a country’'s Treasury standing behind them,
have been considered safe and often highly liquid, so that
investors can buy and sell them easily. Of course, this depends
on the country and its Treasury. Corporate bonds will have the

issuing company's guarantee but, equally, this will devolve to

Bonds: a ‘loan’ from an investor that pays its ability to pay coupons — from its cash flow — and, eventually

a fixed rate of interest to the investor and repay the principal (often by refinancing).

is then repaid at the end of a term.
Corporate bonds: issued by companies in
a variety of tranches, either secured on the
company's assets, or unsecured.

Although government bonds comprise a disproportionate
chunk of the bond markets, corporate debt also figures large.

Large companies issue bonds to raise money for acquisitions

Government bonds: issued by governments and working capital; institutional investors are drawn to
to investors; government bonds are them as sources of regular income — bonds pay six-monthly
comprised of a country’s national debt. or annual interest — and because, if they avoid default, they

Financial bonds: issued by banks and other
financial institutions — make up the biggest
proportion of the global bond market.
Fixed-rate bonds: bonds that pay a fixed

preserve the original principal investment, which is repaid at
the end of the bond's term. That term depends on the issuer

and on investor appetite, but is typically five to ten years.

rate of interest to an investor, normally

annually or semi-annually.

How bonds work

Floating-rate bonds: bonds that pay Bonds trade much like any other security, with a bid and offer

a varying rate of interest, normally pegged

price and, in inverse relation, a yield (the value of the interest).

to an industry rate such as LIBOR.

Retail bonds: bonds available to retail

investors in small amounts.

Invariably issued at an interest rate of 100 percent (known as

par), bonds' prices can — and do - fluctuate during their lifetime,

Inflation-linked bonds: bonds that which in turn affects both their "running yield" (the interest
pay interest rates that are pegged yield on a day-to-day basis) and their "yield to maturity” (the
to inflation (and pay an interest rate yield calculated relative to their maturity date). A bond's interest

higher than inflation).

rate is known as the coupon. It is usually paid annually or
semi-annually and is, in most cases, unchanging. The original
loan amount of a bond, the principal, is repayable in full to the

investor at the end of its term (the redemption).
Ay
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Retail investors

Typically, bonds are only issued by large companies and are aimed at
institutional investors. Because of this they have, historically, only been
available in minimum lots of $50,000 or $100,000; only recently have

bonds been made available to retail investors in smaller denominations —
$1,000 or $2,000 — and with live, quoted prices on the Internet. Still in its
infancy, the market for retail bonds looks set to grow, with major exchanges
now listing bonds from blue-chip companies that can be bought and sold
in small lots.

Equally, there are moves underway to allow smaller companies, known as

small- and medium-sized enterprises or SMEs, to issue bonds, which would allow

them to access capital without surrendering valuable equity or struggling to
secure bank finance. In countries such as Germany, which has a longstanding
tradition of smaller, family-owned business, known collectively as the

Mittelstand, there are already junior bond exchanges for smaller issues.

"I USED TO THINK IF THERE WAS REINCARNATION, | WANTED
TO COME BACK AS THE PRESIDENT OR THE POPE OR A .400
BASEBALL HITTER. BUT NOW | WANT TO COME BACK AS THE
BOND MARKET. YOU CAN INTIMIDATE EVERYBODY."

JAMES CARVILLE, CAMPAIGN ADVISOR TO PRESIDENT BILL
CLINTON, WALL STREET JOURNAL, FEBRUARY 1993
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This is a corporate bond
issued by Vodafone, the
mobile telecommunications
giant. The bond is essentially
a ten-year loan of £450
million ($708 million) to the
company from investors. In
return for their loan, which
was made in November
2008 and will be repaid in
November 2018, the original
investors receive a fixed
coupon (interest) of 8.125
percent per annum. The
bond was issued at just
below par (100.00) and when
this snapshot was taken

it was trading at a price

of around 134.00, a hefty
premium to its issue price
(meaning that the bond’s
yield, which moves inversely
to price, has fallen). A high-
quality bond, it ranks highly
in the capital structure

of the company and is

duly rated A3, A- and A-

by the ratings agencies
Moody's, Standard & Poor’s
and Fitch respectively.
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Few IPOs create such

a stir as the Facebook
flotation in May 2012. The
hype surrounding it led to
an overestimation in the
profits that would follow
and the share price fell
alarmingly in the first few
days of trading. Despite this,
around a thousand of the
company's backers were
made instant millionaires
after shares in the social
media phenomenon went on
sale, while its founder Mark
Zuckerberg pocketed an
estimated $1.15 billion.

While the bond markets continue to intimidate both politicians and
. the public alike, the equities markets have historically been much more
welcoming to investors. Although, when measured by volume, most shares
are still bought and sold in large blocks by institutions, trading "stocks and
shares” (technically stocks refers to holdings in groups of companies, shares
to single company holdings, but they are essentially one and the same thing)
has become something of a national hobby in many countries.

THE EQUITIES MARKETS

The equity markets are a broad church, with megacaps — companies whose share
value runs into the billions of dollars — rubbing shoulders with microcaps, which
may have a capitalization of less than $1 million. They represent the broadest
possible range of industries and sectors.

Stock market flotation

An Initial Public Offering (IPO) is the moment when a privately held company
offers some of its shares to the public via a stock market listing. These can either
be shares held by the founders, who have the opportunity to cash in some of
their investment, or new shares created by the company to expand its capital
base by attracting new investors. An IPO is sometimes thought of as an exit for
the company's founders, but in reality it is more of an entry into a tough, highly
regulated public arena in which their newfound public investors will demand
more of them than ever before. Nevertheless, a public offering does create
liquidity - allowing people to buy and sell a company's stock — and gives them a

FACEBOOK "UNFRIENDED"

The NASDAQ flotation of Facebook, Inc, in May 2012, was the world's largest
ever for a technology company (and the third largest ever, behind Visa and the
power utility Enel]. Its bankers valued the social media giant at $38 a share with
an overall value [its market capitalization) on the first day of $104 billion. But
these huge numbers required investors to believe that the company was worth

some hundred times its annual earnings [not to mention two-and-a-half times

the value of that other tech behemoth Google). The market swiftly decided it was
not and the share price fell by over 10 percent in its first few days of trading. There
followed bitter recriminations and lawsuits, as investors accused the company and
its banks of not sharing all of its information equally. While the IPO made a multi-
billionaire of its founder Mark Zuckerberg and many millionaires among his staff
and early investors, it also exposed them to the full force of the market, forcing the
company to prove every quarter-year that its value is justified by actual, as well as
prospective, growth.




IPO PREPARATION

Corporate due

diligence
and IPO Drafting
preparations sessions

-6 weeks

Organizational
meeting/
management
due diligence
presentations

currency with which to reward employees (who can receive both real shares

and options — the right to buy further shares at a designated time and price in

the future).

While company founders concentrate on ensuring that their business is stable

and growing, IPOs themselves are largely organized by investment banks and
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Preparations for an IPO
begin when the decision

to go public is taken. The
final phase involves a
public announcement of
the flotation, the setting of
the share price, the search
for investors and impact
day when shares are made
available to trade.

7

Since 1985 trading on the
New York Stock Exchange
has begun with the ringing of
the Opening Bell at 9:30 a.m.
More recently executives

or celebrities publicizing a
particular company's IPO
are invited to do the honors.
Here, members of the cast
of TV's Mad Men mark the

lawyers, who will draw up a share prospectus (known in the US as a "Red Herring")  flotation of its production

and build a book of investors who wish to buy the company's stock. At the same company Lionsgate.

time, there are regulatory hoops to go through, to ensure the

company is compliant with stock market listing rules. A successful
IPO - and many are withdrawn because of lack of investor interest
or unfavorable stock market conditions - culminates in what is
called impact day, when shares are made available to trade. The
company will be given a ticker symbol — a market identifier that is
usually an abbreviation of its name — and a welcome to its chosen
stock exchange. The New York Stock Exchange famously rings its

Opening Bell to greet newly listed companies, whose executives

often turn up to do the honors.

FLOTATION - WHAT HAPPENS NEXT?

In the melee that accompanies impact day, the
banks that have run the process for the company
will carefully monitor the new shares’ volatility. In
many cases, they will intervene in a process called
stabilization, where they will buy stock to steady the
price. They can only do so much, however. Eventually,
the market will form its own view of the value of the
newly listed company: the banks will have to let their

protégé both fend for itself and defend its declared
value. In good times, companies see their shares trade
up on their stock market debut, as new investors pile
in; but in more sceptical times, they may see their
stock savaged. For company founders, who tend to

be locked in - forbidden to sell their own stock - for

at least six months, taking this step into the public
markets can be a salutary and brutal process.
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The changing values of

the world’s currencies
provide the basis of forex
trading. The object of this
trading is to exchange one
currency for another in the
expectation that the price
will change, so that the
currency you bought will
increase in value compared
to the one you sold.
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Jun 2008

FXA AUSTRALIAN DOLLAR

! The fluctuations in the value of one currency against another form
g the basis of the foreign exchange market — Forex, or FX for short -
and is driven by traders’ belief that one currency will appreciate or
depreciate against another. So, a typical foreign exchange trade might
be to buy the euro while at the same time selling the US dollar, described
as going long on the EUR/USD, in the hope and expectation that the euro
will appreciate against the dollar.

CURRENCIES/FX

While foreign exchange trading has a huge institutional following and
entire investment bank trading floors devoted to speculation on the changing
value of foreign currencies, it is also a vital conduit for both corporate and
individual transactions. When a company earns revenue in a foreign country,
for example, it must repatriate those funds while limiting its exposure to
market fluctuations.

Similarly, an individual buying a house overseas who needs to change
their home currency will have to transact in the foreign exchange market.
In both cases, if sums are held on deposit, investors may wish to hedge the risk
of currency fluctuations for the duration.

Dec 2008
Jun 2009
Dec 2009
Jun 2010
Dec 2010
Jun 201
Dec 2011
Jun 2012

FXF SWISS FRANC
FXC CANADIAN DOLLAR "

FXE EURO
FXB BRITISH POUND
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CURRENCY DISTRIBUTION Iy
IN THE FX MARKET Currencies are always

quoted in pairs, such as
GBP/USD or USD/JPY. This
is because in every foreign
exchange transaction you are

39.1% 19.0% 12.9% -rucnosyouingone

currency and selling another.

Here forex traders in Tokyo
. . work below a screen showing
usD EUR JPY GBP the price of the yen (the quote

currency] against the dollar
(the base currency).

€«

7.6% 6.4% 5.3% 25.0%  uoushaecining n

recent years, the dollar

‘ is still the world’'s most
@ ® ° traded currency by some
AUD CHF CAD OTHERS considerable distance. It is

followed by the euro, the
yen and the pound while the

US DOLLAR CURRENCY PAIR ‘MAJORS’ AND THEIR Australian and Canadian

MARKET NICKNAMES dollars have recently shown
a considerable increase in

Pairs Nicknames market share.

EUR/USD  Euro vs US Dollar The Anti-Dollar

GBP/USD  Great Britain Pound vs US Dollar Sterling Cable

USD/JPY US Dollar vs Japan Yen The Yen

USD/CHF  US Dollar vs Swiss Franc Swissie

USD/CAD  US Dollar vs Canadian Dollar Loonie

AUD/USD  Australian Dollar vs US Dollar Aussie

NZD/USD  New Zealand Dollar vs US Dollar Kiwi or Kiwi Dollar
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The trading of copper
futures, a material primarily
used in the construction
industry and electrical
communications wiring,

is seen as an accurate
barometer of a country’s
economic growth as
changes in demand suggest
an expansion or contraction
of the economy.

.] The commodities markets have their feet firmly planted in the decidedly

real worlds of agriculture and mining (though some commodities,

notably oil and gold, have become their own markets). So-called soft

commodities include the staples of everyday diet for millions of people around

the world: soya, oilseed, wheat and maize, as well as tea, coffee and even orange

juice. Their cousins, hard commodities such as iron ore, steel and metals such

as copper, nickel and palladium, end up in major industrial processes or as

components in everything from car engines to mobile phone microchips.

COMMODITIES

Exchange, for example, is a
marketplace for producers and
processors of wheat, oats and corn,
while the London Metal Exchange
has become a global hub for traders
of non-ferrous metals such as
aluminum, copper, tin, nickel, zinc,
lead, aluminum alloy, cobalt

and molybdenum.

All these commodities are traded on various specialist exchanges
around the world and have built up their own following of

producers, traders and analysts. The Minneapolis Grain

v

Wheat has always been

of interest to investors
because it represents one
of the single most important
components of the world’s
key staple food products
such as bread, biscuits,
pizzas and pasta.
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Controlling costs

Many commodity trades are in futures and options, which allow both actual

consumers (for example, large companies that rely on a certain metal or

ingredient to manufacture their own goods), as well as speculators to bet on A futures contract
represents an agreement
to buy or sell a financial
product or commodity

at a given price at a

future prices and, if necessary, secure supplies for delivery on a future date.
By planning ahead on their raw materials, manufacturers are able to keep their

costs under control, predict cash flow and, crucially, reassure investors that their

margins can be kept intact. specified day in the
Purely financial investors, which now include large hedge funds who future. The owner of an
devote enormous resources to try to predict the ups and downs of commodity option has the choice

to buy or sell a financial
product or commodity
at a given price at a
specified date in the
advantageous for them
ra ‘ to do so.
Liquid/illiquid: liquidity
is an asset’s ability to be
sold quickly without any
loss of value (cash is the
best examplel; an illiquid
asset is one that cannot
be sold quickly without a
substantial loss in value.

markets, will normally sell or rollover (reinvest) their positions before delivery

takes place.

See also Oil [pages 100-1),
Gold (pages 104-5)

and Carbon Trading
(pages 108-9)




BANKS AND BANKING

MIS FOR MON

which runs from the top to the bottom of the banknote. This sort of technology,
combined with a three-stage printing process to give real notes a high-quality

sheen, is gradually reducing banknote counterfeiting, but there are still around

500,000 counterfeit notes (principally of the £20 denomination) in the UK alone.

SERIAL NUMBER: beginning with WATERMARKS: each euro note contains
a letter, the long serial number at least three watermarks (visible when
on the reverse is its own mini code, held up to the light]: a standard, digital
which is broken by a divisibility rule “digimarc” watermark and infrared/
using the number 9, where ultraviolet watermarks.

the remainder is 0.

4

Banknotes are a paper
version of Fort Knox. This
€100 note has dozens of
security features, including
holograms, watermarks and
microprinting, as well as
some that are kept secret by
the European Central Bank.
The note’s country

of origin is included in

a coded serial number,
rather than being part

of the overall design.

VARIABLE COLOR INK: if the
reverse of the note is viewed
from different angles, the
colors in the lower right-hand-
side corner will appear to
change.

HOLOGRAMS:
holographic bands
contain the note’s

denomination, note-
specific illustrations
and microprinting.

BAR CODE: metallic bars,
which vary according to

the note’s value, are visible
when held up to the light.
The bar code is converted to
Manchester Code, a secure
identifier, on scanning.
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OPEC was founded in
Baghdad in September
1960 by five oil-producing
countries: the Islamic
Republic of Iran, Iraq,
Kuwait, Saudi Arabia and
Venezuela. Today the
organization is 12-strong

with the addition of Algeria,

Angola, Ecuador, Libya,
Nigeria, Qatar and the
United Arab Emirates. Able
to control production and
therefore the price of oil
during the 1970s, its power
has diminished somewhat
following the discovery of
large oil reserves in other
parts of the world.

Oil — properly called crude oil or petroleum — is the world’s most
important source of energy and, as a result, the lifeblood of the global
economy. A fossil fuel because it derives from prehistoric organisms, oil is
essentially a mixture of hydrocarbons that can be separated from each other,
processed and put to work. Its associated gases, such as butane and propane,
are equally useful. Despite the expense of extracting oil and gas and the

rapid rise of alternative energies, they still power the vast bulk of the world's
industry, providing the fuel for its transport and heating and the raw materials

for all manner of consumer goods.

OIL

This billion-dollar industry is served by markets that trade a variety of crude and
refined oil products and act as a barometer of industrial growth, stagnation or
downturn. They are particularly sensitive to supply and demand issues and to
political risk. As such, any indication of a possible interruption to supply - the
threat of war or civil unrest, for example, in a major oil-producing country —
causes price volatility, a scramble to secure supplies and to hedge against future
price rises or falls. High oil prices mean expensive fuel costs and will likely slow
down economic growth; low oil prices, on the other hand, can act as a spur.

That price is invariably the spot price per barrel, a barrel being 159 liters of oil,
quoted on the major exchanges: the New York Mercantile Exchange (NYMEX)
and the Intercontinental Exchange (ICE). Although there are many different
flavors, or grades, of oil, the benchmarks are West Texas Intermediate (WTI),
Brent crude and Dubai/Oman. The global oil price is commonly calculated as
a weighted average price of all oil imported into the United States and is quoted
in US dollars.

>

Given the importance of
crude oil derivative products,
some people may choose
to invest in refineries. To

be useful, crude oil must
be refined into consumable
products, such as gasoline,
diesel and jet fuel,
automotive oil, propane and
kerosene. For this reason,
refineries, like this one in
Richmond, California, are a
critical link in the crude oil
supply chain.




CRUDE OIL PRICE PER BARREL
12 in US dollars

Source: Energy Information Administration and Bureau of Labor Statistics

1987 1992 1997 2002 2007 02

Roller-coaster ride

Oil's post-Second World War history has been fraught with squabbles,
market manipulation and cartels. OPEC, the Organization of the
Petroleum Exporting Countries, was established in 1960 and
managed to impose stability for over a decade. But the oil crisis of
1973 saw huge price fluctuations after OPEC imposed an oil embargo
in response to the United States’ decision to supply Israeli forces
during the Yom Kippur War. A second energy crisis was triggered in
1979 when the Iranian Revolution curtailed vital supplies from the
Gulf to the United States. From then on, the oil market has had

a roller-coaster ride. The oil price hit a low of $17 per barrel in 1999,
due to increased Middle Eastern production and slack demand from
Asia, and then rocketed to $35 in 2000. After 2000, it had a bumpy
but generally upward trajectory, reaching a peak of $145 in July 2008.
A dramatic fall to just $30 followed, but the last few years have

seen a recovery, with the price pushing past $100 in January 2011.

TOP 30 OIL PRODUCERS/
BARRELS PER DAY

— = s = 0 00 oUW -
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Saudi Arabia
Russia

United States
China

Iran

Canada

Mexico

United Arab Emirates
Brazil

Nigeria

Kuwait

Iraq

Venezuela
European Union
Norway

Algeria

Angola

Libya
Kazakhstan
Qatar

United Kingdom
Azerbaijan
Indonesia

India

Oman
Colombia
Argentina
Malaysia

Egypt

Australia

Source: CIA World Factbook 2010

10,520,000
10,130,000
9,688,000
4,273,000
4,252,000
3,483,000
2,983,000
2,813,000
2,746,000
2,458,000
2,450,000
2,408,000
2,375,000
2,276,000
2,134,000
2,078,000
1,988,000
1,789,000
1,610,000
1,437,000
1,393,000
1,041,000
1,030,000
954,000
867,900
800,100
763,600
664,800
662,600
549,200
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Coal is the most abundant
fossil fuel on the planet and
plays a vital role in electricity
generation worldwide.
Coal-fired power plants
currently fuel 41 percent of
global electricity. However,
investors are wary because
even though worldwide
demand is set to grow,
environmental concerns
are making it harder to get
permission to build new
coal-fired facilities.

© While the oil market retains pole position in the group of energy

" commodities, other energy products are also big business. Coal,

mainly used to fire power stations, has historically been cheaper than
oil and gas but remains difficult and expensive to transport.

ENERGY

Mined in around fifty countries, a great deal of its two main types - steam
and coking coal - is exported, but most stays in its home country: in 2010,
overall international trade in coal reached 1,083Mt, which still only accounted
for some 16 percent of the total amount consumed. Because it is such an
expensive commodity to export large distances, the coal market has divided
into two geographic areas — the Atlantic market, made up of importing
countries in Europe including the United Kingdom, Spain and Germany, and
the Pacific market, which includes heavy importers such as Japan and Korea.
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THE ODD ONE OUT

user energy costs.

€«
URANIUM (U308) PRICE ) .
inlS dallars The uranium market is
i Soures UK | unusual in that its only

significant commercial

use is to fuel nuclear reactors
100 and this makes it particularly
vulnerable to geopolitical
interference. The price spiked
in 2007 due to excitement
| about nuclear energy’s
i [ f future. At the same time

one of the world's biggest

AL sources - the Cigar Lake

40 - mine in Saskatchewan,
Canada - was flooded
and production was stopped,
creating fears about
future supplies.
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Traditionally, a nation’s
central bank holds much

of its national reserves in
the form of gold bullion

or bars. This is held as a
hedge: a guarantee to pay
depositors, note holders and
trading peers or to underpin
the nation’s currency. It

is estimated that the total
amount of gold mined during
human history is about
160,000 metric tonnes —

at today’s prices the total

value of this would exceed
$10 trillion.

The gold, or bullion, market has a heritage that few others can claim.

For thousands of years, the yellow metal has exercised a fascination over
investors; but it is for sound commercial reasons as well as for its rather mystical
character. Traditionally, gold has been an important part of countries’ national
reserves, acting as a bulwark against crises and the foundation that underpins
paper money, a so-called value of last resort. Many investors, sometimes known

as "gold bugs," have followed suit, holding gold against a rainy day, or worse.

GOLD

Why? First, gold is mostly tradable even in an emergency: although it is mainly
priced in dollars, it does not defer to a particular currency, and is accepted around
the world. Almost invariably, therefore, the gold price rises when war or financial
catastrophe threatens. Secondly, gold has often kept its value (in terms of its real
purchasing power) in inflationary times and is regarded by many as a hedge

- an insurance — against rising inflation. Finally, gold carries no risk of default.
Unlike, for example, a bond, there is no counterparty risk and trading it does not

engender a liability.

The sceptics’ view

While these characteristics continue to give gold a following, some are sceptical
about the bullion market. Gold, they say, no longer acts as the backstop to the global
financial system in the way it once did and, as for its value, they point to a price that
often responds to rumor and speculation. Sceptics also point out that gold does not
really work for its living — it pays no interest or dividend; equally, it is expensive to

store and to move around.

THE GOLD STANDARD

Confidence in gold goes back to ancient times, but is
still used as a benchmark monetary unit to underpin
coinage and paper money. Measuring gold against
currency units is known as convertibility. This so-
called gold standard monetary system has been
adopted and then unadopted by many countries,

as circumstances dictate. In times of war, when
governments need to spend much but have limited
tax revenues they will often suspend convertibility,
or come off the gold standard, only to resume it at
the end of the crisis (or, more commonly, stay off

it for good). Although being on the gold standard
encourages fiscal prudence, equally, staying on it

can restrict money supply, thwarting attempts
to increase the monetary base.

Its core principle was used in the post-Second
World War Bretton Woods agreements, when numerous
countries fixed their exchange rates to the US dollar
(the new reserve currency). The US fixed its gold at
a certain price - $35 - and therefore all the other
currencies had a gold peg too. The debate over whether
the gold standard represents long-term stability and
controls inflation, or whether it encourages stasis
continues. In the end, the world's supplies of gold may
just be too small to act as a credible monetary base for
the global economy.
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THE GOLD FIX

Each weekday at 10:30 a.m. and 3:00 p.m. GMT, at the it provides a benchmark for gold pricing around the
offices of investment bank NM Rothschild in the City world. The price is announced via a dedicated telephone
of London, the London gold fixes are conducted - in conference facility. The Fix dates back to September
US dollars, euros and pounds sterling - between five 1919, when the gold price per fine ounce (troy ounce)
market-makers who are members of an organization was decided as £4/18/9d. The fix has continued ever
called simply The London Gold Market Fixing Ltd. since, albeit with a long interruption between 1939 and
The company’s primary purpose is to set a price for 1954 when wartime restrictions meant the London gold
contracts on the London bullion market, but in reality market was suspended.
1400
GOLD PRICE PER OUNCE
100 in US dollars
Source: IHS Global Insight
1200
1,000
v
80
A shop assistant in Nanjing,
600 China, helps assemble a

0 MM”J\WN huge display of gold roses.

More than 50 percent of the
w world's gold is used to make
0 jewelry. Rapid growth in the
Ly 198 il L il economies of India and China
have been accompanied by
To counter this the gold market itself has seen considerable innovation in an equally rapid increase in
demand for gold jewelry in

recent years. The plethora of small gold mining companies has lent itself to ihese conrries, helging i

Exchange Traded Funds, which gather together a basket of gold mining stocks maintain its rising value on
and offer a single price for them, allowing investors to spread their risk. Equally, the world’s financial markets.
" the miners themselves have increasingly turned to hedging products to manage

price volatility in the end-market. So gold has caught up with many other
* commodities in this regard.
» . a As the market has modernized and attracted new investors,
particularly retail investors from China and India, over the past
two decades, the price of gold has performed strongly as
the demand for gold has been sustained, in recent
years, heading toward the $2,000 per ounce
figure - an all-time high.
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CDOs played a pivotal role
in financing the housing
bubble that peaked in the
US during 2006. However,
within a year the number
of mortgage defaults had
risen alarmingly and it
became clear that many
CDOs included derivatives
based on mortgages and,
in particular, on subprime
mortgages. By 2008 the
subprime crisis had become
the credit crunch, which
was shortly followed by the
collapse of Bear Stearns,
one of America’s major
investment banks.

The most common financial derivatives

Credit derivatives: relate to loans, bonds and other

debt instruments.

Commodity derivatives: relate to energy (oil, natural
gas and electricity], precious metals, base metals and

agricultural produce.

Equity derivatives: contracts linked to the performance

of equities (shares).

Index options: linked to the performance of an index
of shares like the FTSE, or S&P 500FX options that
relate to foreign currencies.

Weather futures: relate to the climate (a farmer might
use these to hedge against extremes in climate and,

hence, bad harvests).

' The clue to derivatives is really in the name. Literally, these financial

products derive from very basic ones, such as equities, bonds or indices.
They were originally designed to piggyback on their grown-up relations
but as the derivatives market has become ever larger, they have all too often

outgrown — and outfoxed — them.

DERIVATIVES

Many derivatives owe their parentage to the insurance market and were devised
as a form of protection for investors. Take credit default swaps (CDS), for example.
Unravelled, they are literally a swap, or insurance trade, against the risk of ‘default,
or failure to pay a promised return, by a credit, which is a bond. In other words, a
credit default swap can be bought as insurance against a bond defaulting on its
interest payments or on the repayment of its principal.

We may also count futures and options in the increasingly complex
derivatives family. These have long been used by traders to hedge their bets
against price rises — and falls — in the future. An option to buy stock at a specific
price sometime in the future, a very common sort of derivative, can be traded
just like an ordinary equity share. Bundled, synthesized and swapped, such
innocent products can quickly become alarmingly complex to understand.
When a layer of leverage boosts their buying power, they can also become

highly toxic.

B — A




Huge profits v. huge risks

The large investment banks stand at the center of the derivatives
market. When that market functions efficiently, it generates

huge fees — and profits — for them. When it does not, it can be
catastrophic, as witnessed in 2007, when derivatives products such
as Collateralized Debt Obligations and structures such as Special
Investment Vehicles began to falter and fail. But the opacity of such
derivatives and their wrappers is compounded by the fact that there
has often been very little line of sight between participants.

Because derivative instruments have generally been traded

between banks, the risks of failure has often been systemic. To

address this problem, the industry is adopting a new methodology, whereby a

clearinghouse stands between the banks. Traders must post collateral with the

clearinghouse to ensure they can meet their obligations. This lends a degree of

transparency to the derivatives market, although critics point out that oversight

committees at the clearing houses are still peopled with banks' representatives.

UP TO NOW

Buyers and sellers must go through one of

a small group of big banks to trade derivative
contracts. The banks perform bilateral trading
by working among themselves to find a
customer to complete the transaction

NEW METHODOLOGY

Clearinghouses must stand between the banks
that trade derivatives. The banks must post

money with the clearinghouse to meet any debt
obligations they may develop

Murky market: unlike the stock market.
customers cannot see pricing or other trading
information. Buyers and sellers are left not
knowing wh ey have overpaid or made a
good deal

1?1

Systemic risks: as banks trade directly with each
other the risk of one bank failing and bringing
down the others is heightened. The system also
hides the risks that some big players. like hedge
funds, might be taking

Transparent market: clearinghouses make some

information more easily availabl

Quid pro quo: representatives from the banks that
trade derivatives dominate the clearinghouse
committees. Other institutions hav el
allowed to enter the market and trading
information is still not completely transparent

THE MARKETS 107

»

Chief derivatives trader of
Barings Bank in Singapore,
Nick Leeson's unauthorized
speculative trading was
exposed in January 1995.
When a series of bad
investments - eventually
thought to total some

$1.4 billion - that had

been hidden through an
internal company finally
came to light, Leeson was
arrested and sentenced

to more than six years in
prison. In the meantime,
Barings Bank had collapsed.

€«

The new clearinghouse
system, which was adopted
in the US in 2010, has proved
so effective that several of the
most-used clearinghouses
are trading over a trillion
dollars a year. With so much
money at stake they cannot
be allowed to fail when the
only option would be

a government bailout.
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Norfolk Island, has
introduced the world’s first
personal carbon trading
scheme. Residents are
allocated the same number
of carbon units on a credit
card, which they spend
whenever they buy petrol
and power. If they are frugal
with non-renewable energy
consumption, and walk,
cycle or drive an electric car,
they will be able to trade in
leftover carbon credits for
cash at the carbon bank at
the end of a set period. Each
year the quota of carbon
units will be reduced, and
the price of a high carbon
emission lifestyle will rise.

The 1997 Kyoto Agreement, in which an initial 37 countries (now nearly
200) agreed to reductions in the levels of greenhouse gases emitted
into the atmosphere, opened the door to an entirely new market: carbon,
or emissions, trading. This is a market with a conscience, in that it has grown
out of a desire by industrialized countries to reduce their carbon emissions,
and it is supported by the likes of the UN and the World Bank. Importantly,
it is not carbon or CO, that is actually being traded, but the excess emissions or
offsets of greenhouse gas polluters. In this regard, the market has been likened
to a medieval exchange of sin for a pardon.

CARBON TRADING

Not that there is anything medieval about the market itself. Trading volumes
have grown by over 1,000 percent since 2005 and some believe that the
carbon-trading market could eventually be the world's largest commodity
market. In Europe, a landmark was achieved in 2005, with the establishment
of the European Union Emissions Trading System (EUETS), a compliance
system for polluters.

At the crossroads

Carbon trading uses tonnes of CO, as its unit of currency, while the tradable

certificate known as a carbon credit is the permit that allows a country




or a company to emit one tonne of carbon dioxide
(or another greenhouse gas). There are a number

of carbon exchanges around the world, including
the European Climate Exchange, the NASDAQ

OMX Commodities Exchanges and the electronic
Carbon Trade Exchange. However, the recent
economic downturn has seen a collapse in the price
of credits, a situation that many believe will require

government intervention for the system to survive.

THE GROWING TRADE IN CO,

in metric tons
Source: Bloomberg

>

The idea behind carbon
trading is that from the
planet’s point of view where
carbon dioxide comes from is
far less important than total
amounts. So, rather than
rigidly forcing the reduction
of emissions country-by-
country, (or company-
by-company), the market
creates a choice: either
spend the money to cut your
own pollution; or continue

polluting yourself and pay
someone else to cut theirs.

THE MARKETS  [[iE
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The carbon trading market
is growing fast. It's appeal
is twofold: at one end of
the spectrum it is intended
to help mitigate global
warming, at the other it can
help bolster the image of
companies perceived to be
the world's major polluters.
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The estimated total losses to
the world insurance market
from the World Trade Center
terrorist attacks are thought
to be somewhere around
$40 billion.

The insurance market is all about risk. Whether that risk is of a
. life being lost, a ship sinking, a car being damaged, a house being
burgled or a piece of luggage going astray, it will, ultimately, be assessed,
underwritten and bought and sold on the insurance market. And the
chance of these — and a myriad other — events happening, the risk being
crystallized and compensation having to be paid out are the pivots on
which the market turns.

INSURANCE

Insurance contracts, widely known as policies, are the key commodity in the
insurance market and insurers’ business derives from creating such policies,
guaranteeing them in return for a premium. These premiumes, collectively known
as "float," can be invested, meaning that the world’s insurers also constitute some
of its largest investors and fund managers.

Risk assessment

The means by which insurers assess risk — and how they then calculate
insurance premiums — has long been the preserve of actuaries, whose
forecasting models are now hugely sophisticated, if not entirely infallible.
Faced with a request for insurance against a particular peril, actuaries will look
at the frequency and severity of the risk, as well as the historical precedents.

A present value of the risk will then be calculated, allowing the
insurer to price a premium correctly.

The insurance market divides broadly into two: life and non-life.
The former concerns itself with life insurance policies, pensions
and annuities, while the latter comprises a plethora of business
lines, from travel and transport to property and credit.

Cat-modeling

The risk of major catastrophes keeps the insurance industry awake
at night. Whether it is natural disaster (known as "nat cat") such as
hurricane, earthquake or flood damage, or acts of war and terrorism,
the potential payouts to hundreds of thousands of claimants can
make or break an insurance market. As a result, many millions

are poured into cat-modeling wherein sophisticated computer
simulations, which extend into the fields of meteorology and
seismology, are run to try to calculate potential risks. Inevitably, this
is an area of insurance particularly prone to dispute and litigation.
Acts of terror such as the 9/11 attacks on the World Trade Center, in
New York, attracted huge claims from property landlords, which
took years to conclude.




Lloyd's of London [motto ubemmae fidei - "of the
utmost good faith”], the world’s oldest insurance
house, remains a stalwart of the insurance industry. An
insurance and reinsurance market, it brings together
investors and insurance underwriters - known as
Names - to aggregate and trade risk. Located in the
heart of the City of London, Lloyd's traces its hrstary
back to 1688 and Edward Lloyd's coffee house, where
ship-owners and merchants used to gather to swap
news about arrivals and departures from London’s
bustling ports. In modern times it has become a
symbol of the City, housed in its iconic Richard Rogers-
designed inside-out buntdmg*whxch was completed in
1986. Its core business has been to insure all
of risk, from shlppmg to film stars’ legs. Historically,
weatthy mdlvxduals underwrote Lloyd s insurance
policies with unUmlted habl 4ty i.e. they stood to lose
everythmg if the policy fail ed) but that changed in 1994
when a string of natural and industrial dtsasters caused
huge losses and members who would bear only limited
Uabmty were admitted. These days Ltoyd s is l ]
a corporate world with a small nir )
investors, although it still wields enormou’s‘power in the
insurance market.
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THE STORY OF LLOYD’S
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Marine insurance is the
oldest in the world; hardly
surprising as the UN
estimates that there are
more than three million
shipwrecks on the ocean
floor. When a ship sinks,

like the oil tanker Prestige,

which sank off the coast
of Spain in 2002, a raft of
business activities begins:
including insurance

(hull, cargo and crew),
salvage operations and
the determination of the
ecological costs of

the disaster.
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"WALL STREET IS THE ONLY PLACE THAT PEOPLE
RIDE TO IN A ROLLS-ROYCE TO GET ADVICE FROM
THOSE WHO TAKE THE SUBWAY."

WARREN BUFFETT (B. 1930],

THE TAO OF WARREN BUFFETT, 2008
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The world's stock markets
are vibrant places, full

of the hustle, bustle and
noise of commerce. At the
center of each is a trading
pit, so-called because of the
apparent chaotic nature of
its routine.

INVESTING
AND FINANCE

Left to its own devices, money tends to atrophy. In inflationary times,
its purchasing power will diminish: currencies fluctuate, sometimes
dramatically; and cash per se, while it certainly has its uses as an asset
class, is not particularly productive. Putting it to work — investing - is both
an art and a science. Even the science, which has become astonishingly
sophisticated, is far from perfect: the investment strategy that can genuinely
offer an absolute return (a return regardless of market conditions) has yet to

be discovered.

While we wait for this breakthrough — and it may never come - there is a virtually
limitless universe of single investments, collective schemes and a plethora of
exotic opportunities designed to get the most out of money. Many of them
depend on building value in physical assets, but many others are decidedly
synthetic, responding to minute movements in prices, the probability of events
occurring (or not occurring) and, indeed, the entirely unexpected. Of course,

it could be argued that this uncertainty is exactly what makes it so attractive.
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A delicate balance

But before dipping a toe in these shark-infested waters, it is worth bearing in
mind that capital preservation — making sure that money does not lose value —
is, in many ways, just as important as capital appreciation. Which brings us

to the very human emotions that run through the entire world of investing
and finance: greed and fear. Of course, we want money to grow but, equally,
we fear losing it. Some neuroeconomic studies conclude that there is some
primacy of emotion over cognition in the decison-making process. Whatever
the truth, this delicate balance still drives the vast majority of investment
decisions and, indeed, informs the financial markets themselves: when enough
people act together — exhibiting the herd instinct — prices rise or fall. And en
masse that causes market rallies and market crashes — the greatest expression
of accurmulation or destruction of the value of investments.

Trying to predict and exploit the drivers of those emotions is the
preoccupation of a large part of the financial industry. No one, however, has
ever really bettered the legendary American J. Pierpont Morgan, of banking fame,
who, when asked "What will the market do?" replied, "It will fluctuate.”

(74
"WALL STREET NEVER CHANGES, THE POCKETS CHANGE, THE Financier and philanthropist
SUCKERS CHANGE, THE STOCKS CHANGE, BUT WALL STREET John Pierpont Morgan
NEVER CHANGES, BECAUSE HUMAN NATURE NEVER CHANGES." fe”te” Ve atte
athers of corporate finance
JESSE LIVERMORE (1877-1940), STOCK SPECULATOR S

company, J.P. Morgan &
Co., had a great impact

on enterprises such as
railroads, steel, mining and
other utilities that helped
establish the United States
as an industrial power.
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If investing was all about the
numbers then the majority
of traders would be very
rich. They are not. Anything
involving winning or losing
money becomes emotionally
charged. Though there is

no perfect formula, success
in investing involves a
psychological commitment
to the purpose and a potent
mix of information, judgment,
confidence, discipline and
consistency ... even then
success is not guaranteed.

No two investors are alike, but many have common.characteristics
. that derive from basic human characteristics. The psychology of
investing has spawned its own highly developed academic discipline,
known as behavioral finance, which studies the cognitive and emotional
factors that play a part in investment decisions.

PSYCHOLOGY

Making judgment calls

Even unconsciously, investors are often prone to reaching decisions based on
heuristics — approximations rather than strictly logical steps. Equally, they will
frequently employ framing, using a set of familiar scenarios, to make sense of
rapidly moving events in the market. Investors, who observe their stocks and
shares rise and fall, making and losing them money, run the whole gamut of
emotions and even the most rational can make entirely irrational judgment calls.
One of the most obvious and frequently cited is groupthink, also known
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as herding, when a particular theory about the way the market is heading
influences large numbers of investors.

Groupthink can sometimes lead to stock market bubbles - the 1999 dot-com
bubble in technology stocks, which investors piled into without much thought, is
a classic example. Behaviors vary widely, however. So-called contrarian investors
take conscious decisions to unfollow the herd, often buying cheap, unwanted
stocks in unloved sectors and selling those they feel are overly popular. Warren
Bulffett is a famous contrarian. His belief is that the best time to invest in a stock
is when the shortsightedness of the market has beaten down the price.

FEAR, HOPE AND GREED

Source: Raymond James research
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The roller coaster of
ANIMAL SPIRITS emotions that drives stock
The eminent economist John Maynard Keynes reckoned that what he termed “animal market investing has been

described in many ways;
here’s one way of looking

at the cycle of fear, hope
and greed that accompanies
the ups and downs of the
markets.

spirits” - innate human emotions - contributed greatly to financial matters. In his
1936 book The General Theory of Employment, Interest and Money, he wrote that it
was this "spontaneous urge to action rather than inaction” that drove what he called
“positive activities ... whether moral or hedonistic or economic.” Alan Greenspan, the
famously gloomy former head of the Federal Reserve, referred to a similar sense of
“irrational exuberance” in boom times. On the other hand, animal spirits have also

been credited with driving rebounds in moribund stock markets, as investors prefer to

take an optimistic view of economies emerging from recession into recovery.
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THE DOW JONES’
15-MINUTE CRASH
in points

Source: Bloomberg

of these episodes certain assets become more attractive and others less so, either
because they are perceived to be less risky or to offer more value. It's no surprise,
for example, that in an economic slowdown investors shift their money into
high-quality assets such as government bonds (which are guaranteed by the
issuing government); as a recession unfolds, they will seek out so-called growth
stocks, which will power the recovery. Equally, when that recovery arrives and
when there is more optimism in the air, investors are tempted into riskier assets

such as small-cap stocks.

THE GLOBAL ECONOMIC CYCLE

VALUE STOCKS
MUNICIPALS

EARLY CYCLE SECTORS
SMALL CAP
HIGH-YIELD BONDS

COMMODITIES
OVERSEAS EQUITIES
LATE CYCLE SECTORS
TIPS*

LARGE CAP

CORPORATE BONDS

RATE SENSITIVE
SECTORS

GROWTH STOCKS

SHORT-TERM TREASURIES
DEFENSIVE SECTORS
HIGH-QUALITY ASSETS
LONG-TERM TREASURIES

*Inflation protected bonds

INVESTING AND FINANCE

119

€«

The Merrill Lynch investment
clock hinges on cyclical
investing, believing that
different asset classes will
outperform one another
depending on the economic
condition or cycle. During
recession it advises
investment in bonds, as

the economy recovers

then stocks become more
attractive, during the boom
time go for commodities, but
as the economy slows down
then long-term investments
and the money market are
often suggested.
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A bond is often described as an IOU — a promise by a borrower to

pay a lender back. The borrower is the company that issues the bond;
the lender is the investor who buys it. The main characteristics of a bond
are (1) the principal amount, which is repaid to the investor by the issuer
at the end of the bond's term; and (2) interest payments on the principal
amount, which are made to the investor by the issuer at regular intervals
during the bond'’s term. In many cases, these interest payments are fixed —
for example, at 5 percent per annum. These fixed payments have given bonds
their generic names Fixed Interest or Fixed Income (which are the same

thing).

BONDS

Besides (1) the principal amount; and (2) interest payments, a bond also has

(3) a price. Almost all bonds are initially issued at a price of 100.00. After issue,
abond's price can - and does — move up and down. It is quite common to see
a bond trading at, say, 85.00 or at 115.00. This is because it is being bought and
sold in the bond market in just the same way as a share in the equity or stock
markets. Although it may move up and down like this throughout its life, the
bond will almost always be bought back at the end of its term at 100.00 again.
The final characteristic of a bond is (4) its yield - the value of the interest —

which is connected to (3), its price.

Ups and downs
Interest payments are paid by a bond's issuer to an investor. The rate of this
interest depends on the creditworthiness of the issuer and the length of the
term of the bond, as well as the overall economic climate.

The rate of interest a bond pays is known as its

coupon and, typically, it will be paid annually or

KEY
FEATURES

There are four key
characteristics of a
bond: principal amount,
interest payments,

semi-annually. So, a $10,000 bond with an annual

coupon of 5.625 percent will pay the bondholder

$562.50 per annum, every year for the life of the

bond. It will remain the same amount, no matter

what the price and the yield of a bond are. In this

price and yield. The example, a bond with a semi-annual coupon would
principal amount and pay $281.25 every six months.
the interest payment The Scylla and Charybdis of the bond world are

are fixed, while the
price and yield move up
and down.

interest rates (that is, central bank interest rates) and
inflation. Like any other investment, bonds must
compete to provide better returns than an investor
would receive elsewhere. So, low central bank interest

rates mean that bonds often provide better returns




than simply keeping money in the bank. But higher central bank rates are good for
savers who will often leave bonds in favor of bank deposit accounts.

Equally, inflation reduces the real value - the purchasing power — of money.
If inflation rises, investors demand a higher return on their money. Because
the interest and repayment value of bonds are fixed, the real value of money
invested in them can erode very quickly if inflation rises. If this happens,

investors demand a higher yield, which in turn, means bond prices fall.

Maturity dates

Almost all bonds have a maturity date, which is the date that the principal
amount will be repaid in full by the issuer. Bonds are issued with a wide range
of maturity dates — it is possible to buy bonds that will run for as little as six
months or as much as thirty years. As the bond gets nearer to its maturity date,
its price may move closer to its 100.00 issue price, reflecting the gradually
diminishing risk of the issuer not being able to pay back the principal.
Conversely, a long-dated bond may be trading at a substantial discount or
premium to that 100.00 issue price, which, in part, reflects the long-term

uncertainty of a distant redemption date.

BOND VALUE PYRAMID ¢

Source: OppenheimerFunds.com
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There are several types

of bond, each may offer
different levels of return

with corresponding levels of
default risk. At the bottom
are government bonds, which
are often considered safe

but offer a smaller return on
investment. At the top are
high-yield bonds, which carry
a much higher risk but can

potentially offer more growth.
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Credit spreads: often
known just as "spreads”
- are used to define the
differential in yields of
different corporations’

or countries’ bonds
compared to a
benchmark, often a
ten-year government
bond. Spreads are
measured in basis
points, and either widen
or tighten, depending
on the perceived risk
compared to the safe
equivalent duration
government bond.
Basis points: many
securities, rates and
credit spreads move
around in very small
increments commonly
measured in hundredths
of percentage points.
These are known as
basis points. One

basis point equals 0.01
percent, so one hundred
basis points equals 1
percent. The shorthand
for basis points is bps
and the abbreviation is
pronounced bips.

>
See also The Bond Markets
[pages 92-3)
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[/ Bonds and issuers are graded according to their perceived quality and

this grading is an important factor in how bonds behave in the market.
The concept of quality is strongly linked to the characteristics of a bond itself
and to the creditworthiness of its issuer.

CREDIT RATINGS

The overriding concern of any investor, of course, is that the bond he or

she has bought will do what it has promised: repay its principal amount
when it says it will and, in the meantime, honor its interest payments.

The grading system for calibrating the likelihood of a bond's possible default
is fairly straightforward, running from AAA downwards. A bond rated AAA
has been given the highest possible rating. This means it is regarded as
virtually impossible that it will default on any and all of its obligations. At the
other end of the scale, a bond rated D will already have defaulted and is likely

to do so again.

INVESTMENT GRADE RATINGS

+ —> THE BEST QUALITY COMPANIES, RELIABLE AND STABLE

In between these
categories, there are
intermediate modifiers,
as follows: AA+, AA, AA-,
A+ A A- BBB+, BBB,
BBB- etc.

QUALITY COMPANIES, BUT RISKIER THAN AAA

ECONOMIC SITUATION CAN AFFECT FINANCE

MEDIUM-CLASS COMPANIES, SATISFACTORY NON-INVESTMENT
GRADE RATINGS (ALSO KNOWN AS JUNK BONDS):

MORE PRONE TO CHANGES IN THE ECONOMY

FINANCIAL SITUATION VARIES NOTICEABLY

VULNERABLE AND DEPENDENT ON GOOD ECONOMIC CONDITIONS
TO MEET COMMITMENTS

HIGHLY VULNERABLE, VERY SPECULATIVE BONDS

HIGHLY VULNERABLE, PERHAPS IN BANKRUPTCY OR IN ARREARS
BUT STILL CONTINUING TO MEET OBLIGATIONS

& ol HAS DEFAULTED ON OBLIGATIONS AND WILL PROBABLY DEFAULT
ON MOST OR ALL

NOT RATED (OFTEN BECAUSE THE ISSUER IS TOO SMALL OR
OBSCURE TO MERIT ANALYSTS’ ATTENTION)




Rating agencies

Credit ratings are marks given by
independent ratings agencies (principally
Moody's, Standard & Poor's and Fitch) to
individual bonds, as well as to companies
and sovereign governments. Their ratings

are grouped into two — Investment Grade
and Non-Investment Grade — which already
give some indication of risk; Non-Investment
Grade is clearly inferior and has acquired the
nickname "junk." Agencies typically receive
payment for their services either from the
borrower that requests the rating or from
subscribers who receive the published
ratings and related credit reports.

Although credit quality is important, some
investors actively seek out bonds with lower -
or no - ratings because they are often priced
attractively with high interest rates. This high
yield group of bonds has become an entire

investment class of its own.

THE KING OF JUNK

The financier Michael Milken is credited with coining the term "junk bonds,” which
describes high-yield debt that is considered below - and, in some cases, well below,
investment grade. Milken pioneered the issuance of junk bonds by cash-strapped
companies in the 1980s, which rose from a mere $1.5 billion in 1981 to $16 billion
three years later and $33 billion by 1986. Often the debt raised, which attracted
investors because it paid a much higher coupon, or interest rate, than normal debt,

was used for a spree of mergers and acquisitions in corporate America. The party,
which earned millions of dollars in fees for bankers such as Milken, continued
until the end of the decade, when the global economy slowed and the junk bond
market collapsed. Many bond issuers, unable to meet their repayments, defaulted
and losses were put at some $20 billion. When the dust settled, it became clear
that Milken and his fellow financiers such as Ivan Boeskey had overstated the
investments and were either jailed or paid huge fines. Reflecting on this

bond bubble, commentators note that although junk bonds heralded an

age of irresponsibility (in an up until now, sedate corner of the investment world],
they did provide much-needed financing for America’s burgeoning computer
and telecommunications industries, which used the proceeds to roll out their
new technologies.

INVESTING AND FINANCE
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Open outcry is the

name of the method of
communication between
professionals on a stock or
futures exchange. Traders
usually flash the signals
quickly across a room.
Signals that occur with
palms facing out and hands
away from the body are

an indication the gesturer
wishes to sell. When traders
face their palms in and hold
their hands up, they are
gesturing to buy.

Stocks and shares remain the security of choice for many investors.

Mostly straightforward, easy to buy and sell and widely issued by a
multitude of companies around the world, equities are the foundation of
individual investors’ portfolios, long-term investment plans and pensions
schemes alike.

EQUITIES

These slivers — literally shares — of a company's value or equity have proved
remarkably popular with investors over the long-term, in the hope and
expectation — not always realized — that, in time, a company's value will
grow, that it will pay dividends from profits and that, one day, its shares may
be acquired in their entirety for a premium. While this can and does happen,
equally there are many instances of companies failing and their shares
becoming worthless.

Types of stocks and shares

Ordinary shares — also known as common stock — not only confer a degree
of ownership over a company for an investor (unless the wily founders own
all the voting shares in another class of share), but also allow them to vote

at annual meetings on issues of company governance and the directors’
remuneration. Shareholders voting
together wield considerable power
and, if they feel like it, can remove
a company's chief executive or,
indeed, an entire board.

Not content with ordinary
shares, some investors prefer
preferred stock, which allows
them certain defined privileges:
the right to a dividend, for
example, or the ability to get their
money out of a company ahead of
ordinary shareholders in the event
that it should fail. Warming to this
theme, many investors — and their
lawyers — have decorated their
shares with all sorts of provisions
to protect their positions and
enhance their putative returns.
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DAY TRADING

While the professionals like Warren Buffett (right) prefer long-term investing, the
advent of the Internet, providing cheap real-time equities prices and execution-only
li.e. no advice is given to investors on which stocks to buy and sell] stockbroking
services, has brought a new breed of home-based investors who often trade intra-
day, that is they do not hold positions overnight but liquidate them to cash before the
market closes. Often utilizing spread-betting to provide leverage to their positions
and to maximize tax advantages on their gains, such trading is particularly risky and
short-term. Strategies are often event-driven, where traders will follow a company’s
announcement, invest heavily and take any profits on any uplift in prices almost
immediately. Day traders may work singly or sometimes in groups, often swapping
investment ideas on online bulletin boards.

So equity shares are a highly flexible investment mechanism,

even if they always rank behind the taxman, debt (bonds and "WHETHER WE'RE TALKING

bondholders) and, in the case of banks and other financial ABOUT SOCKS OR STOCKS,

institutions, depositors. | LIKE BUYING QUALITY
MERCHANDISE WHEN IT

Buffettology IS MARKED DOWN."

Many investors prefer the homespun wisdom — known as

Buffettology — of their hero Warren Buffett to the fancy investment ~ “IF A BUSINESS DOES

banks of Wall Street, Tokyo and the City of London. Buffett, who WELL, THE STOCK

resides in Nebraska and is fondly known as The Sage of Omaha, EVENTUALLY FOLLOWS."

has spent his entire life investing for long-term growth in an

eclectic mix of companies and industries, including insurance "IT’S FAR BETTER TO BUY

and financial services. In recent years he has placed big bets on A WONDERFUL COMPANY

American behemoths such as General Electric, IBM and, saving AT A FAIR PRICE THAN

it from a wobbly moment during the financial crisis, Goldman A FAIR COMPANY AT A

Sachs. Buffett invests for the long-term: he declares his preferred WONDERFUL PRICE."

investment horizon is forever.

His annual letter to shareholders in his holding company "I TRY TO BUY STOCK IN
Berkshire Hathaway contains his wit and wisdom, often BUSINESSES THAT ARE SO
peppered with quotations from the Bible, and those shareholders WONDERFUL THAT AN IDIOT
loyally make a pilgrimage to Nebraska for the company's CAN RUN THEM. BECAUSE
idiosyncratic annual meeting. A modest man, in spite of the SOONER OR LATER, ONE WILL."
many billions of dollars to his name, Buffett continues to
acknowledge his mentors Benjamin Graham and David Dodd WARREN BUFFETT (B. 1930J,
Business School in the late 1940s); his overriding philosophy PHILANTHROPIST

remains that "the basic ideas of investing are to look at stocks
as business, use the market's fluctuations to your advantage,

(authors and academics whom Buffett studied at Columbia BUSINESSMAN, INVESTOR,
and seek a margin of safety.” ‘
|
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Private equity traditionally
has large cash flows
allowing for capital
expenditures. Additionally,
private equity firms
generally know how to run
organizations successfully.
With huge costs, the need
for long-term investment
and huge potential profits,
the healthcare industry is a
popular option for this type
of company.

ossL07Y

There is no shortage of terminology to describe financial transactions
. and investment classes, but private equity has always been a puzzle. The
phrase grew out of the fact that this part of the investment community uses
private funds, or equity, often drawn from wealthy individual investors, to buy

into growing companies.

PRIVATE EQUITY

However, as the industry has matured and the transactions have become more
complicated, private equity investors have relied as much upon debt as equity to
finance their acquisitions. In fact, the availability or unavailability of debt, in the
form of bank loans, has tended to give the private equity industry its famously
cyclical nature, with years of plenty often followed by lean periods.

In recent years, too, private equity investors have strayed beyond their
normal hunting ground — the arena of privately held companies - into the
public markets, sometimes investing their funds in companies already quoted
on the stock market in what are called PIPE deals — private investment in

public equity.

s
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VENTURE CAPITAL

This is private equity’s little brother, although it now comprises its own asset class and often makes up part of a
balanced investment portfolio. Typically, venture capitalists invest relatively small sums (typically $250,000 to $1
million) in start-up or very early stage companies - the technology and biotech sectors are favorites - in return for
sizeable equity stakes and often-onerous follow-on rights and other provisions. For entrepreneurs this is expensive
fundraising, but often vital nevertheless to grow their company from its embryonic first stages. Venture capital is now
a mature industry, with its own legends (Silicon Valley start-up investors such as Kleiner Perkins Caufield & Byers,
which has invested in over 500 companies including Amazon and Google] often generating astronomical returns for
its partners, but with many failures, too. A sub-set of the venture sector are so-called angel investors, who are mostly
wealthy individuals who act alone or club together to make investments in small companies that catch their eye.

Private equity firms are built around their funds,
which comprise long-term (typically seven-year)
commitments from pension funds, wealthy families
and individuals, who are known as the fund's limited
partners or LPs. The private equity fund manager
will put this money to work; building a portfolio of
businesses that can eventually be sold on, generating

returns for their investors.

Superior returns

While some of their investment parameters have
blurred, private equity fund managers are still quite a
recognizable breed. These firms tend to be tight-knit
and entrepreneurial, with teams often drawn from
investment banking or accounting backgrounds.
They will tend to specialize in a particular industry
sector, such as technology, healthcare, retail or
services business and become expert in spotting fast-growing companies

with strong management teams that need development capital.

The private equity industry has grown very considerably in recent decades,
driven in large part by the superior returns that fund managers have been able
to generate from their investors' equity. But this has often been achieved
by loading their investments with unsustainable levels of debt. Debt is cheap
(in that it does not involve giving away valuable shares in the company),
but it must still be repaid. Where companies slow down and cannot generate
enough cash to service their debt, the private equity model has often
become overstretched.

Despite these large pitfalls, private equity has scored huge successes
for some investors, particularly those fortunate enough to be in early on

investments that have grown into industry leaders. As the industry has grown

At

Institutional investors and
wealthy individuals are
often attracted to private-
equity investments. Their
money represents a source
of funding for early-stage,
high-risk ventures. Often,
the money will go into
new companies believed
to have significant growth
possibilities such as
computer hardware and
software developers.
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Seen regularly on the

red carpet at the Oscars,
immortalized by TVs Sex and
the City and the go-to shoes
of the world’s glitterati,
Jimmy Choo shoes are one
of private equity’s greatest
success stories. Tamara
Mellon, one of a number

of "seed corn” investors,
put in $200,000 when she
co-founded the company in
1996.1n 2011, she sold her
stake for $130 million as
part of a $800 million deal.

= "] wouldn't necessarily recommend bringing private equity into your business,” she

it has divided into, broadly, three layers: at the top are large buyout funds, which
may deploy several hundred million dollars of equity in a single transaction;
these are followed by mid-market funds, which tend to target medium-sized
companies and deals of between $50 million and $250 million and by venture
capital funds (now an entire industry of its own), which spot much smaller deals

in early stage companies and start-ups.

THE PRIVATE EQUITY MACHINE

Private equity can seem like a game of pass-the-parcel. Companies invested in by
one private equity fund are often sold to another, larger fund with deeper pockets to
help it grow, before being sold on to another fund and so on. Take a fashion brand
like Jimmy Choo. No Hollywood starlet would be seen without her Jimmy Choo shoes
but, despite the money-can’t-buy celebrity endorsement, the business also owes

its iconic brand status to the private equity machine. The original Jimmy Choo, a
Malaysian shoemaker who set up shop in London in 1996, raised seed capital from
investors including Tamara Mellon (below), its longstanding creative director. In

2001 the business received further investment from Equinox Luxury Holdings. It was
sold to Lion Capital for around $187 million in 2004. In 2007 Lion Capital sold it to
TowerBrook Capital for $364 million and in 2011 TowerBrook sold it on to Labelux

for $800 million. For Mellon, riding the private equity train for a decade had its
compensations (her stake became worth around $130 million], but also its drawbacks:

told a conference after her exit, "because they don’t put capital in for growth, they
have short time frames. Their main goal is to show a return for their investors, not the
long-term growth of your business.”



Hedge funds have a not-wholly-deserved reputation as being the
- investment community’'s Wild West. The very first hedge fund was
developed in the United States in 1949 by Alfred Winslow Jones, who
pioneered the idea of hedging risk by guarding against a potential loss
if the market moved away from an investor. Using borrowed money
(leverage) and placing bets that both maximized upside and protected
downside, Jones laid the foundations of the modern hedge fund industry.

HEDGE FUNDS

Jones' investment methods found their way into investment banks and, for the
next forty-odd years, were the preserve of trading desks using both client and

proprietary (i.e. home) funds to generate returns.

Coming in from the warmth

By the early 1990s, some of these traders were becoming restless. Talented equity,
bond and derivatives traders (soon joined by all manner of other disciplines)
began setting up shop on their own. These traders — now hedge fund managers —
offered investors big-bank expertise and boutique-style service. They also offered

risk, but — crucially — hedged or constrained risk.
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Most often set up as private
investment partnerships,
hedge funds are only open to
a limited number of investors
and require a very large
minimum investment. Hedge
funds aggressively manage

a portfolio of investments
and use advanced financial
strategies with the goal of
generating high returns.
Here is a simple diagram that
shows the entities typically
involved in a hedge fund and
what each contributes.
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Volatility

Low volatility: low risk
and steady returns.
Medium volatility:
some risk in order to
improve returns.

High volatility: higher
risk in order to
maximize returns.

For the adventurous investor, they represented a way to play the markets with
potentially very large returns. As a result, from the 1990s until the early 2000s,
the industry boomed, with some funds ballooning to manage billions of dollars
apiece, often funded by wealthy families as well as by institutions seeking better-
than-average returns, often from investments of high volatility.

This heady mix was not always to the taste of financial regulators and the
hedge fund industry has often preferred to be off-grid and offshore, at the very
least to protect its investors’ returns. With maturity, it has, however, gradually
come in from the warmth (most funds gravitated to the Caribbean tax havens
such as the Cayman Islands for their administrative headquarters) and submitted
itself to increased regulatory oversight.

Beating the market average
But what does a hedge fund do, exactly? The mystique that surrounds them
is largely undeserved. In reality, most continue to trade bonds, equities and
derivatives using a variety of industry-standard strategies. The best known of
these are long-only, where a fund manager will buy securities in the hope they
will rise in value; long-short, where a manager will also short some securities
in the expectation they will fall; absolute return, where techniques are employed
to ensure a positive return whatever the fluctuations of the market (in fact, very
few absolute return funds always deliver positive returns); and, finally, multi-
strategy — known as "multi-strat” — which combines all of a fund's best ideas.
What gives hedge funds their edge? Ultimately, it is their star managers' ability
to generate so-called "alpha,” winning strategies that beat the market average.
Such star managers - an eclectic crowd of larger-than-life traders and reclusive
mathematical geniuses — have become the stuff of legend. Particularly sought-
after funds, which often charge fees of 2 percent of funds under management
and hefty performance fees - rarely accept new investors, never advertise and
prefer to keep out of the media spotlight.

BLACK BOXES AND HIGH FREQUENCIES
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GOING SHORT

This is a technique used by investors who think the
price of an asset, such as shares or oil contracts,
will fall. They borrow the asset from another investor
and then sell it - known as shorting - in the relevant
market. The aim is to buy back the asset at a lower
price and return it to its owner, pocketing the
difference. Naked short-selling is a version of short-
selling, illegal or restricted in some jurisdictions,
where the trader does not first establish that he is
able to borrow the relevant asset before selling it on.
Where hedge funds place unusually large short bets,
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the sheer weight of downward pressure on a stock
or an index can make it fall; in times of stock market
crisis - in the autumn of 2008, for example -
some stock exchanges introduced temporary bans
on short-selling to prevent the shares of banks
and other financial institutions, which investors
deemed precarious, from collapsing. These moves
caused fierce debate, with some arguing that the
market should be allowed to operate freely; others
maintained that short-sellers are invariably also
short-term players who should be discouraged.

€

A hedge fund’s success
depends on the ability of its
managers to deliver high
returns. Although there
are limits to what they can
do, hedge funds are not
regulated. The implications
of this are that an investor
should be properly informed !
about a hedge fund, its

strategy and the character

of its management team

before investing.

While there have been wild successes, there have also been spectacular failures

when managers have miscalled the market. A prime (or more accurately sub-

prime) example of the former came in 2007, when Paulson & Co, a New York-
based hedge fund famously anticipated the credit crunch and made millions for
its investors by betting against overvalued but low-grade mortgage securities.
Others were less prescient. The ensuing credit crisis caused a huge shakeout

in the hedge fund industry as returns plummeted, investors rushed to redeem
their money (many found them frozen and had to pursue the fund managers
through the courts) and funds folded. A gradual recovery in the market has been
accompanied by a more cautious approach, demands for greater transparency
and better regulation. But the risk — hedge funds' stock-in-trade — remains.
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Art sits at the top end of the
investment spectrum. Unlike
other investments, art has
an advantage over other
hard assets because

it can be enjoyed and confers
status - so called wall

power - on its owner. Art

is also increasingly viewed
as a good way to diversify a
portfolio, because although
prices appear to move
independently of stocks,
they perform at least as well
in the long term.

" Inevery asset management pie chart, which contains segments labelled
. equities, bonds, cash and so on, there is invariably a chunk called
alternatives, which covers a multitude of other assets, from property and
land to art and vintage wines, racehorses, classic cars, jewelry and coins

and stamps.

ALTERNATIVES

Historically, investors turn to these assets when the equity and bond markets are
suffering from prolonged periods of uncertainty or volatility, and they are seeking
tangible items that may hold and also appreciate in value. Although many such
assets are uncorrelated to financial markets, they can still suffer dramatic swings

in value and are by no means immune to their own shocks.

Rocking the foundations

Property remains the alternative asset of choice, particularly in Western
economies although increasingly so in rapidly developing countries such

as China and India. Property’s long-term value trend is undeniably upward,
notwithstanding some fairly severe corrections along the way. Ultimately, as with
many alternative assets, property values depend on supply and demand although,
unlike many, also on the availability of leverage — that is, mortgages or simply
debt. Property investors have long been indulged by banks willing to lend against
(essentially, take a charge over) bricks and mortar. But since the financial crisis of

2007-2009, during which many mortgagees defaulted, such debt has been harder

to come by. The trickle-down effect of this will be felt for many years, as younger
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buyers at the bottom of the property ladder, who are essential to
stabilize the higher echelons of the market, are denied access.
| As an asset class, property has moved from being a fairly sure-fire

| long-term bet to being prone to boom and bust.

The attraction of collectables
Art has become an increasingly popular investment, at the very

| least because it can be bought in one currency and, if the market
moves, sold on in another. So a Picasso, a Monet or a Warhol

‘ acquired in New York in US dollars may be disposed of at auction
in London or Hong Kong in sterling or yen, making the most

’ of the relative strength or weakness of the latter currencies against
the dollar. Even for investors who do not play the currency game,
art has proven to be a good investment, with some indices that
track sales at auction showing double-digit annual returns in
recent years.

While the art world, particularly the rarefied world of
Impressionist, Modern and Contemporary art, has seen spectacular
gains, fine wine has also benefited from the surge of interest from
China, Japan and Russia. The most sought-after first growth

Bordeaux vintages have seen their values rocket year-by-year as

inherently limited supply meets more or less unlimited demand.
While some investors choose to build their own cellar collections,
others have flocked to specialist wine funds, set up to provide

returns from a broad spread of wines, which are traded by portfolio

managers just as they might otherwise do with equities or bonds.

0

Property investments are
popular because some
investors believe they offer
stability, simplicity and a
good rate of return. No other
investment allows you to
purchase with other people's
money [the bank's]. At the
top end, however, property is
incredibly expensive, like this
townhouse on Fifth Avenue
in New York, bought by
Carlos Slim [see page 34)
for $44 million in 2010.

D ——




S 2

0

Nearly 400 years ago, Avedis
Zildjian founded a cymbal-
manufacturing company

in Istanbul. Around 1928,
Avedis Ill decided to relocate
to the USA to develop the
business. Today the company
- now the oldest in the

world - is based in Norwell,
Massachusetts. It controls
65 percent of the world’s
cymbal market and took in
more than $50 million in
revenues in 2011.

MONEY AND
BUSINESS

Though a fact easy to forget, money is not an end in itself, but rather

a medium for the exchange of goods and services. This system of
exchange, in which each product or service is given a perceived value agreed
by both buyer and seller, is what we commonly call business. A complex dance
is played out between buyers in search of good value and sellers seeking the

maximum profit, and it is fair to say that this merry jig helps the world go round.

Business sectors
A business is any enterprise engaged in industrial, professional or commercial
activity, either for-profit or not-for-profit. The organization itself may be in
private hands or state-owned. However, in recent times the traditional public/
private divide has blurred with the emergence of Public-Private Partnerships.
Typically, in such an alliance a private enterprise works with a government body
to complete a public project in return for future operating profits.

In our interconnected world, everyone from the individual selling

sandwiches from a van to the CEO of the biggest supranational firm can claim
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a vital role in the global dance of business. Traditionally, the business world
is considered to have three distinct sectors:
B The primary sector: dealing in natural resources and raw materials.

B The secondary sector: in which raw materials are manufactured into

v

In the richest country (USAJ,

most people work in the
comprising everything from banking and insurance to cleaning. tertiary sector. In the poorest

finished products.

B The tertiary sector: comprising all those businesses offering services,

Broadly, the primary sector remains most important in developing economies, country (Nepall, most people
work in the primary sector.

In Brazil, the labor force
is more evenly distributed
work in services. between the three sectors.

while the tertiary sector has come to dominate the economies of developed

nations. For instance, some three-quarters of employees in the USA now

COMPARISON OF EMPLOYMENT STRUCTURES

Source: BBC

2%

2‘3% 1 6%

3%

BRAZIL

75% 53% 81%

OPEN FOR BUSINESS S .

TERTIARY

Quite when the first formal business emerged is a fact long lost in the mists of
time, but it is fair to assume that as soon as a caveman came back from a hunt
with some spare meat, and another had gathered some particularly tasty vegetation,
and a third realized they had superior skills in preparing the food, a business
environment emerged. The emergence of money, of course, made it easier to
set a value on each of these goods and services, so facilitating a move away from
a barter-based economy.

The oldest-established business still in operation today is Nisiyama Onsen
Keiunkan, a hotel established in Japan in 705 AD. It took the title from Kongo
Gumi, a construction company also based in Japan, which ceased trading as an
independent company in 2006 after 1,428 years. Kongd Gumi nonetheless continues
as a wholly owned subsidiary of Takamatsu Corporation. By comparison, the USA's
oldest extant company, the Avedis Zildjian Company (manufacturers of cymbals),
is relatively youthful, tracing its origins only to 1623 in Istanbul.
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Companies offer their
employees and their
suppliers and customers

a degree of security.

A company will continue

to exist unless it is wound up.
Employees will have a legal
contract of employment,
are likely to receive
training, work experience
and a regular wage; while
suppliers and customers
will be able to do business
with the company for as
long as they want.

Limited liability: if a
company has limited
liability, its shareholders
are not responsible for
any debts beyond the
nominal value of their
shareholding.
Unlimited liability: in a
company with unlimited
liability, shareholders
lack the security of

a limit to the level of
company debt for which
they are liable. This
added risk can make

it difficult to attract
investors and generate
new funds.

Commerce can be conducted by individuals (sole traders) who are

legally indistinct from their business, but many businesses choose
to structure themselves as companies. While a sole trader can make a good
living, the company has proved to be a far more efficient way of doing

profitable, commercial business.

THE COMPANY

The word "company" derives from the French word compagnie, meaning "a group
of soldiers." A company is a legally constituted body, distinct from the individuals
within it. Iri the eyes of the law it is a legal personality, allowing more than one
individual to act together under the banner of a single entity.

Thus a company can own property, enter into contracts and employ people. It can
also sue other legal entities (though, of course, the company may be sued itself) and is
subject to taxation. The owners, the management and the employees may change, but

the company will live on unless it is formally wound up (undergoing insolvency). As

" such, companies offer a degree of security to those within it and those dealing with it.

Ownership and structure

Companies are typically owned by their members who, in the case of joint-stock
companies, are the shareholders. This illustrates another great advantage of the
company — the ability to pool together funds from multiple sources. In return
for their investment, shareholders can expect to receive a dividend (a share of

the company's profits divided in proportion to the number of shares owned).

A company’s members appoint a board of directors to run it. Sometimes members
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IN GOOD COMPANY

Co perative soc:ety
«by its employees or credltors

will themselves sit on the board, but it is quite possible to have a company with v
thousands of shareholders, none of whom serve as directors. Most companies follow a

Shareholders retain the right to sell their shares to other shareholders or to new broadly pyramidal structure,
with very few people at the

top but more the further
however, if not, they may want to rid themselves of stock of declining value. down the arganization you

buyers. If the company is doing well, the seller can expect to make a healthy profit,

go. This graphic, for the
imaginary Hungry Bunny
Catering Services, gives an
idea of how the classic
top-down model works.

ORGANIZATION CHART

Director
of Operations

i

Director
of Marketing

Director
of HR
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