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8 9HOW MONEY WORKS
Introduction

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

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

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

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

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

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

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

Barter  
(10,000–3000BCE) 
In early forms of trading, specific 
items were exchanged for others 
agreed by the negotiating parties  
to be of similar value. See pp.14–15

Evidence of trade records 
(7000BCE) 
Pictures of items were used to record 
trade exchanges, becoming more 
complex as values were established 
and documented. See pp.16–17

Coinage 
(600BCE–1100CE) 
Defined weights of precious metals 
used by some merchants were later 
formalized as coins that were usually 
issued by states. See pp.16–17

US_012-013_OV_Evolution_of_money.indd   12 13/10/2016   16:15
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Bank notes 
(1100–2000) 
States began to use bank notes, 
issuing paper IOUs that were traded 
as currency, and could be exchanged 
for coins at any time. See pp.18–19

Digital money 
(2000 onward) 
Money can now exist “virtually,” on 
computers, and large transactions can 
take place without any physical cash 
changing hands. See pp.222–223

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

SUPPLY AND DEMAND

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

Macroeconomics

This measures changes in 
indicators that affect the 

whole economy. 

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

❯❯ Unemployment  The number of 
people who cannot find work.

❯❯ Inflation  The amount by which 
prices rise each year.

Microeconomics

This examines the effects 
that decisions of firms and 

individuals have on the economy. 

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

❯❯ Wages  The impact that salary 
levels, which are affected by  
labor and production costs,  
have on consumer spending.

$

 $80.9
 trillion
estimated amount of money 
in existence today
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Tra
ding with IOUs

Barter, IOUs, and money

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

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

PROS AND CONS  
OF BARTER

Pros

❯❯ Trading relationships  Fosters 
strong links between partners.

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

Cons

❯❯ Market needed  Both parties  
must want what the other offers.

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

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

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

Direct Trade

Complex trading with IOUsSimple exchange  
One party directly  

swaps its item (a cow)  
for the other party’s 

goods (wheat) 

Summer  Wheat is 
delivered in exchange  
for an IOU for a cow.

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

COW

IOU

COW

IOU

US_014-015_Barter.indd   14 13/10/2016   16:15
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How it works
In its simplest form, two parties to a barter transaction 
agree on a price (such as a cow for wheat) and physically 
hand over the goods at the agreed time. However, this 
may not always be possible—for example, the wheat 
might not be ready to harvest, so one party may accept 

an IOU to be exchanged later for the physical goods. 
Eventually these IOUs acquire their own value and the 
IOU holder could exchange them for something else of 
the same value as the original commodity (perhaps 
apples instead of wheat). The IOUs are now performing 
the same function as actual money.

Complex trading with IOUs

Trading in IOUs  
IOUs can be exchanged 

between different parties, 
or for a variety of items 
(not necessarily the one 

first agreed on). 

Money  A universal  
IOU that has an agreed 

value in terms of  
the goods it can be  

exchanged for.

$

WHEAT

IOU

FIREWOOD

IOU

APPLES

IOU
COW

IOU

IOU

FENCE BUILDING

CLOTHES

IOU
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Timeline of artifacts

How it works
Bartering was a very immediate form of 
transaction. Once writing was invented, records 
could be kept detailing the “value” of goods 
traded as well as of the “IOUs.” Eventually 
tokens such as beads, colored cowrie shells,  
or lumps of gold were assigned a specific value, 
which meant that they could be exchanged 
directly for goods. It was a small step from this 
to making tokens explicitly to represent value  
in the form of metal discs—the first coins—in 
Lydia, Asia Minor, from around 650 BCE. For 
more than 2,000 years, coins made from 
precious metals such as gold, silver, and (for 
small transactions) copper formed the main 
medium of monetary exchange. 

Artifacts  
of money

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

Barter  
Early trade involved 
directly exchanged 

items—often 
perishable ones  
such as a cow.

Cowrie shells  
Used as currency 

across India and the  
South Pacific, they 
appeared in many 
colors and sizes. 

Athenian drachma 
The Athenians used 
silver from Laurion 
to mint a currency 
used right across 
the Greek world.

Sumerian 
cuneiform tablets 

Scribes recorded 
transactions on clay 
tablets, which could 
also act as receipts. 

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

Characteristics of money
Money is not money unless it has all of the 
following defining characteristics: Money must 
have value, be durable, portable, uniform, 
divisible, in limited supply, and be usable as  
a means of exchange. Underlying all of these 
characteristics is trust—people must be 
confident that if they accept money, 
they can use it to pay for goods.

5,000bce 4,000bce 1,000bce 600bce 600bce

Item of worth
Most money originally had  

an intrinsic value, such as that  
of the precious metal that was 

used to make the coin. This  
in itself acted as some  

guarantee the coin would  
be accepted.

US_016-017_Artefacts_of_money.indd   16 13/10/2016   16:15
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Arabic dirham 
Many silver coins 
from the Islamic 

empire were carried 
to Scandinavia  

by Vikings.

Roman coin  
Bearing the head of 
the emperor, these 

coins circulated 
throughout the 
Roman Empire. 

Anglo-Saxon coin 
This 10th century 

silver penny has an 
inscription stating 
that Offa is King 
(“rex”) of Mercia.

Han dynasty coin 
Often made of 

bronze or copper, 
early Chinese coins 
had holes punched 

in their center.

Byzantine coin 
Early Byzantine 
coins were pure 

gold; later ones also 
contained metals 
such as copper.

GEORG SIMMEL AND  
THE PHILOSOPHY OF MONEY

Published in 1900, German sociologist Georg Simmel’s book The 
Philosophy of Money looked at the meaning of value in relation to 
money. Simmel observed that in premodern societies, people made 
objects, but the value they attached to each of them was difficult to  
fix as it was assessed by incompatible systems (based on honor, time, 
and labor). Money made it easier to assign consistent values to objects, 
which Simmel believed made interactions between people more 
rational, as it freed them from personal ties, and provided greater 
freedom of choice.

200bce 27bce 700ce 900ce 900ce

Unit of 
account

Money can be used to record 
wealth possessed, traded, or 

spent—personally and nationally. 
It helps if only one recognized 

authority issues money—if 
anybody could issue it, then 

trust in its value would 
disappear.

Means of 
exchange

It must be possible to 
exchange money freely and 

widely for goods, and its value 
should be as stable as possible.  

It helps if that value is easily 
divisible and if there are 

sufficient denominations so 
change can be given. 

Store of value
Money acts as a means by 

which people can store their 
wealth for future use. It must not, 

therefore, be perishable, and it 
helps if it is of a practical size 

that can be stored and 
transported easily.

$

$

€

$
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ARTIFACTS OF MONEY

COPPER

 
1540-1640

Potosi inflation
The Spanish discovered 

silver in Potosi, Bolivia, and 
caused a century of inflation 

by shipping 350 tons of 
the metal back to 
Europe annually.  GOLD AND SILVER FROM 

THE NEW WORLD

1970

Great inflation
In the US, inflation 

accelerated quickly.  
The stock market 

plummeted 40% in an 
18-month period.

FROM 1844

Gold Standard
The British pound was tied 

to a defined equivalent 
amount of gold. Other 

countries adopted a 
similar Gold Standard.

1542–1551

The great 
debasement

England’s Henry VIII 
debased the silver penny, 
making it three-quarters 

copper. Inflation 
increased as trust 

dropped.

1990S

Digital money
The easy transfer of  

funds and convenience  
of electronic payments 

became increasingly 
popular as internet  

use increased.

1970S

Credit cards
The creation of credit 

cards enabled consumers 
to access short-term credit 
to make smaller purchases.  

This resulted in the   
growth of personal 

debt.

$¥

£

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

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

US_018-019_Artefacts_of_Money_2.indd   18 13/10/2016   16:15
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1999

Euro
Twelve EU countries 
joined together and 

replaced their national 
currencies with the Euro. 

Bank notes and coins 
were issued three 

years later.

1775

US dollar
The Continental 

Congress authorized the 
issue of United States dollars 
in 1775, but the first national 

currency was not minted 
by the US Treasury 

until 1794.

MONEY BASICS
The evolution of money

1696

The  
Royal Mint

Isaac Newton became 
Warden and argued that 

debasing undermined 
confidence. All coins were 

recalled and new silver 
ones were minted.

1694

Bank of England
The Bank of England  

was created as a body that 
could raise funds at a low 
interest rate and manage 

national debt. 

JOINT-STOCK 
COMPANY

2008

Bitcoin
Bitcoin—a form of 

electronic money that 
exists solely as encrypted 

data on servers—is 
announced. The first 

transaction took place 
in January 2009.

1553

Early joint-stock 
companies

Merchants in England  
began to form companies in 

which investors bought 
shares (stock) and 
shared its rewards.

GRESHAM’S LAW

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

$

 16 billion
the number of bitcoins 
in circulation in 2016—
worth $9 billion
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How it works
With the massive expansion of trade that accompanied 
the discovery of the Americas and the growth of 
nation states in Europe in the 16th and 17th centuries, 
individuals began to think in more detail about the 
idea of economics. They variously suggested that 
controlling the level of imports (mercantilism), trading 
only in the goods a country made best (comparative 
advantage), or choosing not to intervene in the markets 

(laissez-faire) might improve their people’s economic 
well-being. In the 18th century, economist Adam Smith 
proposed that government intervention—controlling 
wages and prices—was unnecessary because the 
self-interested decisions of individuals, who all want  
to be better off, cumulatively ensure the prosperity  
of their society as a whole. In addition, he believed that 
in a freely competitive market, the impetus to make 
profit ensures that goods are valued at a fair price. 

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

Adam Smith’s 
“invisible hand”
In his book The Wealth of Nations 
(1776), the Scottish economist Adam 
Smith suggested that the sum of the 
decisions made by individuals, each  
of whom wanting to be better off, 
results in a country becoming more 
prosperous without those individuals 
ever having consciously desired that 
end. According to Adam Smith, where 
there is demand for goods, sellers will 
enter the market. In the pursuit of 
profit they will increase the production 
of these goods, supporting industry.

Furthermore in a competitive 
market, a seller’s self-interest limits the 
price rises they can demand in that if 
they charge too much, buyers will 
stop purchasing their goods or lose 
sales to competitors willing to charge 
less. This can have a deflationary 
effect on prices and ensures that the 
economy remains in balance. Smith 
referred to this market mechanism, 
which turns individual self-interest 
into wider economic prosperity, as an 
“invisible hand” guiding the economy. 

Seller A is charging too much 
for his goods but still makes sales 
because he is the only seller and 
enjoys an effective monopoly.

SELLER B
$2$4

Seller B sees an opportunity to 
enter the market and sets up her 
own stall, selling at a lower price 
in order to undercut A. 

SELLER A

Emergence of modern 
economics

Buyers reduce their 
purchases as prices are  
prohibitively high.

BUYER

As Seller B’s price is lower, 
buyers begin to buy from her 
instead of Seller A.

NEW!
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“By pursuing his  
own interests, he 
frequently promotes 
that of the society 
more effectually  
than when he really 
intends to promote it” 
Adam Smith, The Wealth of Nations (1776)

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

SELLER A
$3 $3

Seller A drops his price slightly  
in order to regain customers  
and compete with Seller B. 

Seller B sees she can raise her 
price slightly and her goods will 
still be in demand.

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

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

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

NEED TO KNOW

PROTECTIONISM AND MERCANTILISM

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

decrease its imports, as exports 
brought money into a country, 
while imports enriched foreign 
merchants. This theory led to 
strict governmental trade 
controls—the Navigation Acts 
forbade trade between Britain 
and its colonies in anything 
other than British ships.

Mercantilism began to go out 
of fashion in the late 18th 
century under the pressure of 
new ideas about economic 
specialization put forward by 
Adam Smith and David Ricardo.

SELLER B
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Economic theories  
and money

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

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

Fisher’s quantity theory of money
The most common version of this theory was articulated 
by Irving Fisher, who argued that there is a direct link 
between the amount of money in the economy and price 
level, with more money in circulation increasing prices.

Marx’s labor theory of value
The German economist Karl Marx argued that the real 
price (or economic value) of goods should be determined 
not by the demand for those goods, but by the value of  
the labor that went into producing it. 

GOVERNMENT
When output is shrinking and 

unemployment rising, a government  
must decide how to react.

INVESTMENT AND SPENDING
As demand falls, firms reduce 

production, which raises 
unemployment and lowers demand.

STIMULATING DEMAND
The government increases its spending, 

for example on infrastructure. This 
reduces unemployment.
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22 23

Interest rates  
cut to 0.25%

Interest rates  
raised to 1%

MONEY BASICS
The evolution of money

Scholars in the early 16th century were the first to note 
that the abundance of silver coming into Spain from 
the New World led to increased prices. Economists
of the 18th-century Classical School believed that the 
market would correct for such imbalances, reaching 

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

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

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

BUSINESSES SPEND MORE
With demand rising, firms invest  

more, opening more factories and 
providing more employment.

ECONOMY IN BALANCE
With levels of investment and production high, and 

employment and wages rising, the stimulation of 
extra government spending is no longer needed.
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PRODUCTION INCREASE
With more people in employment, 
consumer spending rises. Increased 

demand leads to increased production.
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$100
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pays supplier $100

Supplier pays 
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paid $100

Saves $50 and 
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employees $50
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$
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Corporate 
accounting

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

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

Smoothing earnings
This business practice, aimed at 
reducing volatility in income and 
reported profit, uses accounting 
techniques to limit fluctuations 
in company earnings.
See pp.34–35

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

Income = $10,000
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Depreciation
This is a measure of how much the value 
of an asset falls over time, often due to 
use or “wear and tear.” Companies can 
record the reduction in the value of 
assets such as vehicles, machinery, or 
other equipment as depreciation in 
their accounts. This will then reduce  
the company’s tax liability and reduce  
their taxable profit. See pp.32–33

Expenses
These are the costs a 
business incurs on a 
regular basis. They 
might include staff 
wages, insurance 
premiums, utility bills, 
and other expenses 
involved in the running 
of the company.  

Assets 
These are the items that a 
company owns, some of 
which generate income, 
and many of which may 
appreciate in value. 
Businesses often choose 
between buying assets 
that will fall in value or 
leasing equipment.

Expensing vs Capitalizing 
When a business incurs a cost or an expense it needs  
to record it in the company accounts, either by showing 
the full amount at the time it happens, or by spreading  
the cost over a number of years. See pp.30–31

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

Debt = $2,000

THE 
ACCOUNTANT

 $216 billion 
cash reserves held by Apple in April 2016,  
out of $1.7 trillion held by US nonfinancial  
companies at that time
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TOTAL REVENUE 

$100,000

How it works
If businesses were simply to report the money they  
had earned, this would give an unrealistic picture of  
the underlying health of the business. For example,  
a business could be earning plenty of revenue, but  
also incurring a lot of expenses via investment in  
new markets, premises, or machinery at the same time.

In order for investors to work out whether a company 
is financially healthy, therefore, they need to be able to 
see how it is managing costs, and whether it is 
spending money in the right way.

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

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

Calculating net 
income 
For investors trying to decide whether 
a particular company represents a 
good investment opportunity, net 
income helps them to understand the 
way the business is run and is a guide 
to the real profit the company is 
making, rather than just the revenues  
it is generating. Revenue earned is  
the starting point, and the cost of  
tax, banking and interest charges, 
depreciation of assets, staff costs,  
and any other expenses involved in 
operating the business are deducted 
from this figure.

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

Materials

Staff

Tax

Net income

$20,000

$40,000

$5,000

$35,000
REVENUE — EXPENSES = 

NET INCOME

Expenses

Bottom  
line

PROPERTY DEVELOPER
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INFLATING EARNINGS

Some companies omit certain expenses 
from their calculations to make net income 
appear higher, while others inflate earnings 
to make profits appear higher, for example 
by including projected future earnings. This 
is at best unethical, and potentially illegal. 
In 2014, British grocery chain Tesco 
launched an investigation after discovering 
its first-half earnings estimate had been 
inflated by around $407 million due to 
alleged accounting errors. So, while net 
income is an important indicator of a 
company’s financial health, it should not be 
used as the only means of assessment.

Rent

Staff

Stock purchased

Tax

Net Income

$10,000

$30,000

$22,000

$20,000

$18,000

COSTS

Bottom  
line

Expenses

COSTS

RETAILER

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

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

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

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

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

NEED TO KNOW

TOTAL REVENUE 

$100,000

$18.4 
billion 
Apple’s first quarter 
net income in 2016 − 
the highest quarterly 
profits in history
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Expensing vs 
capitalizing 

Capitalizing  
and expensing  
in practice
All companies have costs and 
expenses. Some such as electricity and 
other utilities, insurance, staff wages, 
and food need to be paid for upfront, 
so these are expensed. To qualify as 
capital expenditure, an asset must  
be useful for more than one year. 
Businesses have to decide which 
option best fits their business model.  
A ski resort buys a new ski lift, 
snowplow, and bus, as well as some 
furniture, and capitalizes the cost.  

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

Capitalizing
A business may decide to capitalize a cost, and then 
spread it over a number of years. Capitalizing means 
recording an expense as an asset, and then allowing for 
its depreciation, or fall in value, over time. Accounting this 
way may be the difference between reporting a profit  
or a loss if the cost or expense is particularly large. Whether a cost incurred can 

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

WARNING

Assets

SNOWPLOW
The snowplow is 

paid off over 
several years, as 
deductions from 
annual income.

SKI LIFT 
The significant 
cost of building 
the lift is spread 
over a number 

of years.

PASSENGER  
BUS 

The passenger bus 
is recorded as a 

depreciating asset 
as its value will fall. 

FURNITURE
Furniture appears 

on the balance 
sheet as a cost 

spread over  
three years.

When to capitalize

For businesses wanting to have a 
smoother flow of reported income 
and for start-up businesses, it  
can be attractive to capitalize 
purchases because by keeping 
costs down, a business can  
report a higher income in its  
early years. However, there are  
tax implications if it is making a 
larger profit as a result. 

When to expense

If a firm expenses some of its costs, 
its profitability may be lower. This 
may be useful in order to reduce 
tax; lower profits mean lower 
taxation. A company may also 
choose to expense a cost if it  
has had a good year and wants  
to show high profitability in  
later years. Some costs, such as 
staff payments, must be expensed.

THE BALANCE SHEET
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How it works
Business owners and managers have a choice. They 
can record an expense as it occurs or at the time of 
payment and reduce the annual profit accordingly.  
This practice, known as expensing, will show up 
immediately in the account. If the expense will  

provide value for more than one year, it can be 
recorded as an asset once depreciation is accounted for. 
Known as capitalizing, this practice has the advantage 
of taking costs out of the business gradually, rather 
than in one lump sum. The profit-and-loss account is 
not as dramatically affected in this case.  

Expensing
With ongoing expenses, a business 
will either record the cost at the time 
it is incurred, or at the time when it is 
actually paid. This is likely to lead to 
more volatility in reported earnings, 
but may be useful if the company  
is trying to keep its profits down, for 
example for tax purposes. 

Assets

INGREDIENTS 
Ingredients for the 
chalet meals must 

appear on the 
balance sheet in full.

STAFF 
Staff are an ongoing 
cost, but they must 

be paid immediately 
and are therefore  

an expense.

INSURANCE 
Insurance appears as 

an expense that is 
accounted for in full 
in the financial year.

ELECTRICITY/
UTILITIES 

Bills must be paid 
at once and can’t 
be capitalized.

Expenses
“Stressing accounting 
appearance over 
economic substance 

achieves neither”
Warren Buffett
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Depreciation, 
amortization, depletion

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

USEFUL ECONOMIC  
LIFE (YEARS)

ANNUAL 
DEPRECIATION ($)

=

PURCHASE  
VALUE

SCRAP  
VALUE

− 

ANNUAL 
AMORTIZATION ($)

=
INITIAL COST
USEFUL LIFE

Calculating depreciation
A delivery company buys a van for $25,000. Over time, the 
vehicle will need to be replaced. The company can record  

the reduction in the value of the vehicle in its accounts as depreciation.

Calculating amortization
A company buys the patent for a computer design. The initial 
cost of this intangible asset can be gradually written off over 

several years and can be used to reduce the company’s taxable profit.

VALUE ($)

$25,000

$20,000

$15,000

$10,000

$5,000

1 20

$21,000

VALUE ($)

$25,000

$20,000

$15,000

$10,000

$5,000

1 2 30

5
$4,000 =

$25,000 $5,000− 

$3,000=$21,000
7

Calculating depletion
A forestry company knows that it has a finite number of trees. 
Depletion records the fall in value of the forest with its 

remaining reserves, as the product—wood pulp—is extracted over time.

60,000

50,000

40,000

30,000

20,000

1 2 30

DEPLETION 
EXPENSE ($)

UNITS EXTRACTED =XCOST − SALVAGE VALUE
TOTAL UNITS

$900,0006,000 =X$10,000,000 − $1,000,000
60,000

NUMBER  
OF TREES

$10 

MILLION
$9.1 

MILLION
$8.2 

MILLION

$7.3 

MILLION

$21,000

$18,000
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How it works
Depreciation is used to calculate the declining value  
of tangible assets (such as a machine or vehicle). It  
is a measure of how much the value of an asset falls 
over time, particularly due to use, or wear and tear. 
Amortization is a term used in accounting to describe 
how the initial cost of an intangible asset (one without 

a physical presence, such as a patent) can be gradually 
written off over a number of years. Depletion is the 
reduction in value of an asset that is a natural  
resource. Unlike amortization, which deals with 
nonphysical assets, depletion records the fall in  
value of actual reserves. It could be applied to coal or 
diamond mines, oil and gas, or forests, for example. 

❯❯ Country differences   There  
are different ways of allowing for 
depreciation, and accounting 
methods vary from one country 
to another. When working out 
how much a company is allowing 
for the cost of depreciation, it is 
important to know which method  
is being used in its accounts.

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

WARNING

2 3 4

 60%
the value the 
average car  
loses after  
3 years on  
the road

TIME (YEARS)5

$5,000
$9,000$13,000

$17,000

3 74 5 6

4 5 6 7 8 9

TIME (YEARS)

TIME (YEARS)

10

$6.4 

MILLION

$7.3 

MILLION

$5.5 

MILLION

$4.6 

MILLION
$3.7 

MILLION
$2.8 

MILLION
$1.9 

MILLION $1 

MILLION

$18,000

$15,000

$9,000

$6,000

$3,000

$12,000
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Smoothing earnings

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

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

been low, they can instead make 
provision for those costs in a 
subsequent year, when the 
company’s income has increased.

Smoothing earnings is generally 
a legal and legitimate practice and 
is a way of spreading profits over  
a number of years. By using this 
accounting practice, the financial 
statements of a company will show 
regular and steady growth, which 
encourages people to invest in it. 
However, it can also be used 
illegally, to disguise or hide losses 
and encourage investors to buy  
into a company that is insolvent.

This is a business practice aimed at reducing volatility in company 
income and reported profit. Smoothing involves the use of accounting 
techniques to limit fluctuations in a company’s earnings. 

SPEND

Good times:  
company spends  
Profits are higher than 
anticipated, so the 
company spends money 
on new equipment, staff 
bonuses, and advertising. 
It does not keep any 
money in reserve.

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

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

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

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

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

NEED TO KNOW

EMPTY

Volatile earnings
Company A does not keep money in reserve to pay 
for large expenses or to cover its running costs in 
case of a downturn in profits. It is therefore more 
vulnerable to fluctuations in its income.  
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Figures are managed   
Income is higher than usual, 
so the extra revenue is 
stockpiled and then pushed 
on to the following year. 
Profits therefore appear to 
be steadily increasing.

FAMOUS ACCOUNTING SCANDALS

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

ENRON (2001)
Shareholders in this 

large US company lost 
a combined $74 billion. 

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

debts that had not 
been declared.

LEHMAN BROTHERS 
(2008)

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

of worthless assets
on its balance sheet.
It went bankrupt, a 
major factor in the 

global financial crisis.

WORLDCOM (2006)
This communications 
company appeared  

to have far more assets 
than it actually owned, 
thanks to false entries 

detailing sales that 
never existed. It  

may have inflated  
its assets by as much  

as $11 billion.

BERNIE MADOFF 
(2008)

Investors were paid 
returns out of their 

own money, and the 
business was only 

sustained by  
new investors being 

recruited. Investors in 
the scheme lost 

around $65 billion.

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

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

“We’re not 
managing 
profits, we’re 
managing 
businesses.”
Jack Welch

US_034-035_Smoothing_Earnings.indd   35 13/10/2016   16:15



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

Sales revenue
Cash for goods and services sold

❯❯ Revenue generated by core operations

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

❯❯ Payment received for goods and services provided 

❯❯ Also known as cash flow from operating activities

Capital
Investment and lump sums 

❯❯ Main source of cash inflow for start-ups

❯❯ Additional cash injection after the initial start-up 

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

❯❯ Also known as cash flow from investing activities

Overheads
Payment of bills

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

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

Loan repayments
Debt servicing and     
shareholder profit

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

❯❯ Repayments on loans

❯❯ Commission paid to factoring 
(payment-collecting) companies

❯❯ Share repurchases and dividend 
payments to shareholders

Cash in hand 

Salaries and wages
Payments to employees

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

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

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

CASH OUT CASH OUT CASH OUT

CA
SH

 IN

CA
SH

 IN
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How it works 
Cash flow is the movement of cash into and out of a 
business over a set period of time. Cash flows in from 
the sale of goods and services, from loans, capital 

investment, and other sources. It flows out to pay rent, 
utilities, employees, suppliers, and interest on loans. 
Timing income to correspond with outgoings is key. 

Loans
Bank loans and overdrafts

❯❯ Working-capital loans to meet shortfalls, using 
anticipated income as collateral

❯❯ Advances on sales invoices from factoring 
(payment-collecting) companies

❯❯ Short-term overdrafts

❯❯ Also known as cash flow from financing activities

Suppliers
Payments for materials  
and services

❯❯ Cost of raw materials needed to 
manufacture goods for sale

❯❯ Cost of stock—local or imported

❯❯ Fees for services (consulting or 
advertising) to generate revenue

❯❯ Payments to contractors involved 
in providing goods and services

Tax
Payments to tax authorities

❯❯ Corporation tax based on profits 
shown in annual financial 
statements

❯❯ Payroll tax paid by employers on 
behalf of employees

❯❯ Sales tax and/or VAT on goods  
or services

❯❯ The type and rate of taxes vary 
depending on national tax laws

Equipment
Purchase of fixed assets

❯❯ Cost of building and equipment, 
such as computers and phones, 
office furniture, vehicles, plant, 
and machinery

❯❯ Offset by depreciation.  
See pp.32–33.

CA
SH

 IN

CA
SH

 IN

CASH OUT CASH OUT CASH OUT

or stock

Other revenue
Grants, donations, and windfalls

❯❯ Grants from government or other institutions  
– usually for research and development

❯❯ Donations and gifts (not-for-profit 
organizations)

❯❯ Sales of assets and investments

❯❯ Repayment received for loans made  
to other organizations

❯❯ Tax refunds
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CASH FLOW

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

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

Cash flow management 
The survival of a business depends 
on how it handles its cash flow.  
A company’s ability to convert its 
earnings into cash—its liquidity— 
is equally important. No matter  
how profitable a business is, it  
may become insolvent if it cannot 
pay its bills on time. A new 
business may even become a 
victim of its own success and  
fail through “insolvency by 
overtrading” if, for example, it 
spends too much on expansion 
before payments come in, and  
then runs out of cash to pay  
debts and liabilities.  

In order to manage cash flow, it is 
essential for companies to forecast 
cash inflows and outflows. Sales 
predictions and cash conversion 
rates are important. A schedule  
of when payments are due from 
customers, and of when a business 
has to pay its own wages, bills, 
suppliers, debts, and other costs, 
can help to predict shortfalls.  
If cash flow is mismanaged, a 
business may have to hand out 
money before it receives payment, 
leading to cash shortages. Smart 
businesses, such as supermarkets, 
receive stock on credit, but are paid 
in cash—generating a cash surplus.

Top five cash flow problems

❯❯ The slow payment of invoices.

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

❯❯ A decline in sales due to the 
economic climate, competition, or 
the product becoming outmoded.

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

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

WARNING

Positive and negative cash flow

CASH 
OUT

CASH OUT

CASH IN HAND 
STABLE

CASH INCASH IN

CASH IN HAND 
INCREASES
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Negative cash flow
Less cash is flowing into the business 
than is flowing out. Over time, the 
stock of cash will decrease and the 
business will face difficulties.

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

 80%
of small business 
start-ups fail due 
to poor cash flow 
management

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

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

❯❯ Accounts receivable  Payments      
a business is due to receive.

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

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

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

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

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

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

NEED TO KNOW

A business with a cash   
surplus might:

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

❯❯ Upgrade equipment to improve 
production efficiency.

❯❯ Take on new staff, develop 
products, or buy other companies 
to expand the business.

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

A business with a cash 
shortage might:

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

❯❯ Invoice promptly and chase 
outstanding payments.

❯❯ Ask suppliers to extend credit.

❯❯ Offer discounts in return for 
quicker payment. 

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

❯❯ Continue to forecast cash flow 
and plan to avert future problems.

HANDLING THE FLOW

CASH 
OUT NO 

CASH 
OUT

CASH IN HAND 
DECREASES

CASH DRIES UP

NO  
CASH INCASH IN
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Equity finance (shares)

Gearing ratio 
and risk

Capital gearing is the balance between the capital a 
company owns and the funding it gets from short- or long-
term loans. Investors and lenders use it to assess risk.

LONG-TERM DEBT

SHARE CAPITAL + 
RESERVES +  

LONG-TERM DEBT

$1.2 MILLION

$2 MILLION + $2.455 MILLION +  
$1.2 MILLION

21.2%

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

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

 100  100× × = 

Pros

❯❯ Low gearing is seen as a measure  
of financial strength

❯❯ Low risk attracts more investors 
and boosts credit rating 

❯❯ Finance from shares does not have 
to be repaid 

❯❯ Shareholders absorb losses

❯❯ Angel investors share expertise

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

Cons 

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

❯❯ Profit is shared in return for 
investors risking their funds

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

❯❯ Complex to set up

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

    High gearin
g

  

     
       

 DEBT

    
  EQUITY

    
     

    EQUITY

COMPANY HAS MORE DEBT
A high proportion of debt to equity 
is also described as a high degree of 
financial leverage. Typical examples 
of debt are loans and bonds.
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❯❯ Interest cover ratio  An 
alternative method of calculating 
gearing: operating profit divided 
by interest payable.

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

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

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

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

NEED TO KNOW

$360 MILLION

$82 MILLION + $120 MILLION +  
$360 MILLION

100 64%

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

 25% 
 the ratio at  
or below which  
a company is 
traditionally  
said to have  
low gearing 

× = 

Pros 

❯❯ Debt payments do not change 
with profitability

❯❯ Interest payments are tax 
deductible

❯❯ Debt does not dilute ownership 

❯❯ Company retains control of 
decision-making

❯❯ Repayment is a known amount 
that can be planned for

❯❯ Quicker and simpler to set up

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

Cons

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

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

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

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

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

Debt finance (loans)

    High gearin
g

  

     
       

 DEBT

    
     

    EQUITY

COMPANY HAS LESS DEBT 
A low proportion of debt to equity is  
also described as a low degree of financial 
leverage. Equity typically comes from 
reserves and share capitals.

    
     

  DEBT
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Business expansion 
Some companies, for example those 
in air travel, car manufacturing, or 
house building, tend to have higher 
levels of debt because they have  
to purchase stock, raw materials,  
or land well before they sell their 
products or services.

How it works
By taking on debt—in other words, 
borrowing money—a firm receives 
a lump sum of cash, paying back 
the full amount with interest in 
regular payments over a fixed  
term to its creditors. It also retains 
control over its business strategy, 
unlike when shares are sold. 

By issuing shares, a company is 
selling ownership (equity) stakes 
in the business. A firm that raises 

money via issuing shares may  
have to allow larger shareholders a  
say in how the business is run. If 
the company then makes a profit,  
it may have to pay dividends to 
shareholders. Unlike loans, shares 
do not get “paid off”; dividends 
are paid as long as shares exist. 

Firms may use both methods  
to fund investment, and each 
approach has different pros and 
cons, but without the facility to 

borrow, a company would be 
unable to take on large projects  
and make long-term commitments. 

If a lender is concerned about 
how a company is being run, or  
its future ability to pay its debt, it 
may have the option to withdraw 
the loan or ask the company  
to reschedule its debt, thereby 
paying a higher rate of interest  
to compensate the lender for the 
increased potential risk.

How companies  
use debt

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

AIR Planes wants to expand its 
operations because it foresees  

greater demand from customers  
in the future.

It plans to construct a new 
manufacturing plant and needs  

to raise money to buy the  
site and build the factory.

AIR
A I R

$?
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GETTING THE BALANCE RIGHT 

$

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

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

❯❯ Dividends  Profits paid to a 
company’s shareholders.

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

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

NEED TO KNOW

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

shares in its ownership. 

The firm opts for a debt package 
from three different banks. Each 
charge different rates and terms.  

A contract is drawn up.

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

end of its respective term.

SHARES
VS

BANK LOAN

$ $

AIR

AIR

LOAN
A

A

B

C

LOAN
B

LOAN
C

BANK 1

BANK 2

BANK

BANK 3

Length
Length

Length

3%

5%

7%

PROFIT

In five years AIR is in profit.

DEBT

DEBTASSETS

Too 
risky!

LENDER ASSETS

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

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

$

$

$

$

$

$

$

US_042-043_How_companies_use_debt.indd   43 13/10/2016   16:16



Financial reporting

How it works
There are legal requirements around financial 
reporting to ensure that a company gives a full and 
fair statement of its financial affairs. The company 
must show its performance over the year or half  
year, any significant changes to its financial position, 
and whether it has made money or incurred liabilities 
or losses during the year.

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

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

Financial reporting is when a company 
publishes statements showing its assets 
(what it owns), its liabilities (what it 
owes), and its financial status. This 
information is used by investors to 
keep track of the company’s progress. 

Case study: balance sheet

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

Fixed assets   

Intangible assets 0  0

Tangible assets 2,167.1  2,069.2

Investments – –

Current assets

Stock and work in progress  7.0  6.3

Debtors  162.6  153.9

Cash at the bank and in hand  181.0 211.0

Total current assets                350.6                  371.2

Creditors—amounts coming due within one year            (198.8)                (171.7)

Creditors—amounts coming due after more  (1,891.5) (1,811.9) 
than one year

Provisions for liabilities and charges (114.9) (115.3)

Retirement benefit obligations (93.1) (83.0)

Deferred income (17.2) (17.9)

Stockholders’ equity

Issued share cap 81.3 81.3

Retained profit (or earnings) 120.9 159.3

Net assets  202.2 240.6

Shareholders’ funds 202.2 240.6

Net current assets                  151.8                  199.5

Total assets less current liabilities  2,318.9 2,268.7

ASSETS, LIABILITIES, AND CAPITAL

SYMBOLS FOR DEBITS AND CREDITS
Accountants use a number of different terms and symbols to 
indicate debits and credits. Some use “Dr” for debits and “Cr” for 
credits, others use “+” for debits and “–” for credits. On this balance 
sheet, brackets are used to show credits (negative numbers).

$

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

WARNING
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Fixed assets   

Intangible assets 0  0

Tangible assets 2,167.1  2,069.2

Investments – –

Current assets

Stock and work in progress  7.0  6.3

Debtors  162.6  153.9

Cash at the bank and in hand  181.0 211.0

Total current assets                350.6                  371.2

Creditors—amounts coming due within one year            (198.8)                (171.7)

Creditors—amounts coming due after more  (1,891.5) (1,811.9) 
than one year

Provisions for liabilities and charges (114.9) (115.3)

Retirement benefit obligations (93.1) (83.0)

Deferred income (17.2) (17.9)

Stockholders’ equity

Issued share cap 81.3 81.3

Retained profit (or earnings) 120.9 159.3

Net assets  202.2 240.6

Shareholders’ funds 202.2 240.6

Net current assets                  151.8                  199.5

Total assets less current liabilities  2,318.9 2,268.7

Year 2013 
$m

 Year 2012 
$m

ASSETS, LIABILITIES, AND CAPITAL

Current assets include all assets that could be 
converted into cash—cash reserves within the 
business and petty cash; stock; insurance claims; 
office equipment; accounts receivable.

Debtors are individuals or companies that owe the 
firm money. Debtors will usually have an agreement 
with their creditors about terms of payment.

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

Creditors are the individuals or organizations to 
which the company owes money. Here, the money 
must be repaid in the current financial year.

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

Total assets less current liabilities are all the 
assets that the company owns that are not likely to 
be exchanged for cash, as well as cash, and other 
liquid assets, minus liabilities.

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

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

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

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

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

Intangible assets are assets that are not physical—
for example intellectual property (IP) or trademarks. 
They have a value but are distinct from tangible 
assets such as stock, property, and premises.
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A financial instrument is something that has value  
and can be traded. This might be cash or currency, 
shares, assets, or debts and loans. It can include 
evidence of an ownership of interest in a company  
or other entity. Many records of financial instruments 
are now held electronically.

How they work
Financial instruments are legal agreements that require one party to pay  
(or promise to pay) money—or something else that has a value—to another 
person or organization. There are usually conditions attached to an agreement. 
These conditions might cover the amount and timing of payments of interest, 
cash, capital gains, premiums, or provision of insurance cover as part of the 
agreement. As proof that you own a financial instrument, you might hold an 
actual document, such as a share certificate, an insurance policy, or a contract 
for a debt or a loan, but shares can also be held in an online account.

Growth and dividends

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

Risk control

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

Preparing for the unexpected

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

WHY HOLD FINANCIAL 
INSTRUMENTS?

Shares

Companies issue shares to 
investors in return for money.  
A legal agreement between  

a company and a shareholder 
might include the payment of 

dividends (when and if the 
company can afford to do so),  

or perks for as long as the 
investor holds the shares.  

See pp.48–49

Currency
Different currencies can be 

held and traded by investors 
to exploit movements in 
exchange rates for profit.  

See pp.58–59

Financial 
instruments

$
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Insurance
An insurance policy involves a 
company or individual paying  

a premium to an insurance 
company, entering into a 

contract that promises monetary 
compensation in the event  

of them suffering a pre-agreed 
loss scenario. See pp.78–79

Derivatives— 
options and futures

The value of derivatives  
depends on the performance  
of an underlying asset. They  
are traded to provide capital 
growth, or to limit risk within  

a business or a portfolio. 
Professional investors may use 
them to hedge their portfolios. 

See pp.52–53

Bonds and  
loans 

These are IOUs between  
a company and an investor.  

The investor effectively loans  
a company or government 
money and, in return, the 

borrower pays interest to the 
investor over a set period, at  

a set rate, with a specified date 
for the return of the capital.  

See pp.50–51

 16%
rise in the value 
of Google shares 
in a single day 
on Friday, July 
17th, 2015

$

Funds
An investment fund (such  

as an ETF fund) is a supply of 
capital belonging to a group of 

investors. This money is invested 
by the fund in the hope that the 
fund’s share price will increase, 
netting the investors a capital 
gain. It may also pay interest.  

See pp.80–81

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

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

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

NEED TO KNOW
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How it works
Shareholders are investors who buy 
the shares a company creates, and 
who therefore own a part of the 
company. When shareholders buy a 
share, it is usually an “ordinary 
share” or “common share,” which 
means that they can vote in the 
election of the company’s executive 
team, approve or vote against new 
share issues and other money-
raising activities, and in some cases 
receive payouts known as dividends. 
Shareholders are entered on the 
company’s shareholder register, 
which is a list of all the investors 
who hold a stake in it. Investors buy 

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

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

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

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

NEED TO KNOW

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

Issuing shares
Companies issue shares when  
they need money to invest or pay
off costs. When an investor buys  
a share, they become a shareholder
and own a small part of the company. COMPANY

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

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

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

COMPANY

COMPANY SHARES

Share

$1.33

$10 per 

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

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

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

UNDERSTANDING SHARES

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

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

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

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

Shareholders buy 
part of a company. 
If share values fall, 
there is no guarantee 
that they will get 
their money back. 

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

DEC

COMPANY

Company 

issues $1 

dividend

 $169 
 billion 
average daily  
trading value of  
the New York Stock 
Exchange, the 
largest in the world

$

$

!

Share

$11

(value rise
s  

$1 per sh
are)

JUNESTOCK EXCHANGE

Shares for sale

100p per 

share

COMPANY SHARES

Share
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Current yield 
The interest rate the 

bond is paying expressed 
as a percentage of its 

market value.

Year 1 yield = $100  
The market value of  

the bond is $1,000, and it  
is paying 10% in interest,  

so the yield is $100. 

10% 
interest

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

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

Bonds

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

Investing in bonds
When choosing a bond, investors  

must balance the total sum received  
in interest against the likelihood of  

the capital sum (initial cash investment) 
actually being repaid at the end of the 
term. They must also decide whether a 
bond offers good value by analyzing its 
current yield. This compares the interest 
paid by the bond with its current value 
on the secondhand market. Although 

bondholders have a slightly higher 
chance of being paid than shareholders 

if a company collapses, there is no 
guarantee of payment.

Bond market value: $1,000

Water Company

The coupon is 10%, which 
means the water company 

regularly pays out 10% of the 
face value of the bond—the 

price at which it was sold—as 
interest. As the face value is 
$1,000, the coupon is $100. 

Investors could also sell their 
bond certificates for $100. 

YEAR 1

By issuing bonds at $1,000, a 
water company receives loans 

of $1,000 from investors for 
each bond they wish to buy. In 
addition to promising to repay 

the loan, the company regularly 
pays interest, known as the 
coupon, to bondholders.

WATER 
COMPANY

Investors pay into a 
company, receiving a bond 

certificate in return.

$1,000  
from 

investor

Yield calculation 

Coupon amount  
bond price

=  yield %100
1

x

Yield calculation

$1,000  
10

=  10%100
1

x
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Year 2 yield = 8.33% 
At $1,200, the interest  

remains the same but the 
bond yield falls to 8.33% as 
the bond provides 10% of 

$1,000 on a $1,200 
investment. 

Year 3 yield = 12.5% 
The interest the bond  

pays remains at $100, but  
the bond can now be bought 
for $800. The yield therefore 

rises to 12.5%. 

$100 
interest

$100 
interest

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

❯❯ Market or par value  The price at 
which a bond is traded.

❯❯ Coupon  The amount of interest 
paid to bond investors.

❯❯ Yield  A general term that relates  
to the return on the capital invested 
in a bond. 

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

❯❯ Securities  Financial instruments, 
such as bonds, that can be traded.

❯❯ Junk bonds  Bonds of highly risky 
companies.

❯❯ Default  When a company fails to 
honor a repayment on a bond that it 
has sold to an investor.

NEED TO KNOW

Repayment 
$1,000

Return on bond = $300  
The bondholder receives  

the full redemption of 
$1,000, plus the total 

interest of $300 that has 
been accrued over  

the three years. 

Bond market value: Maturity

Water Company

At the end of the bond’s 
term, the company repays the 
original capital sum, plus any 
interest that has accrued, on a 
specified date known as the 

maturity date. The bondholder 
receives no further interest 

once the bonds have matured. 

Bond market value: $800

Water Company

After a difficult year the 
company looks less reliable, so 
the market value of its bonds 

decreases. The bond still 
provides regular interest. Any 
new investors would receive 
the same interest payment—a 
higher rate of regular interest 
for a lower initial investment.   

Bond market value: $1,200

Water Company

The company does well and  
is seen as a safe investment  
so the bond’s market value— 
the price other investors will 
pay for it—increases. Some 

investors may choose to sell 
their bond certificates for a 

20% profit, but others will keep 
them for the regular interest. 

YEAR 2 YEAR 3 YEAR 4

Yield calculation

100  
$1,200

=  8.33%100
1

x

Yield calculation

$100  
$800

=  12.5%100
1

x

 16.5%
highest ever bond 
rate offered by  
US banks due to 
high interest rates 
in the 1980s
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A US-based airline company reviews 
its stock levels and decides that it will 
need to buy jet fuel for its fleet of 
planes in three months’ time.

To protect itself from potential future price increases, it can buy fuel
at today’s prices for delivery and payment at a future date, known as
a forward transaction. If the price of fuel then falls instead of rising, 
however, the company will be locked in to paying a higher price.

How it works
Investors may buy derivatives in order to reduce the 
amount of volatility in their portfolios, since they can 
agree on a price for a deal in the present that will, in 
effect, happen in the future, or to try to increase their 
gains through speculation. Derivatives can enable an 

investor to gain exposure to a market via a smaller 
outlay than if they bought the actual underlying asset. 
The most common are futures and options—leveraged 
products in which the investor puts down a small 
proportion of the value of the underlying asset and 
hopes to gain by a future rise in the value of that asset.

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

TIME (IN MONTHS)

P
R

IC
E

1 2 3

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

AIRLINE COMPANY

$ 
UP

$ 
D

O
W

N
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An investor notices a company’s 
share price going up and buys 
an option on the shares—a right 
to buy shares at a future date.

If share prices do rise, the investor 
can profit by buying at the fixed 
option price and selling at the 
current higher price.

If share prices fall, the investor 
can sell the option or let it lapse, 
losing a fraction of the value of 
the asset itself.

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

Derivatives

Referred to as financial weapons of 
mass destruction, derivatives can be 
volatile. Relying on debt leverage, they 
use complex mathematical models and 
not all traders clearly understand the 
risks they are taking. They can suffer 
large and catastrophic losses as a result.

WARNING

PROFIT

SMALL 
LOSS$

$

AIRLINE 
COMPANY

AIRLINE 
COMPANY

Options to buy

Available for limited  
time period: $.50 option  

on $5 share price.

Expired

$5

Options to buy

$5

$1

$1
0

 $6.2 billion 
was lost on derivative trading  
by JP Morgan Chase & Co.

$.50

US_052-053_Derivatives_Market.indd   53 07/11/2016   14:35



Financial 
markets 

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

Financial markets 
in action
Thanks to the global financial 
markets, money flows around  
the world between investors, 
businesses, customers, and
stock markets. Investors are not 
restricted to placing their money 
with companies in the country 
where they live, and big businesses 
now have international offices, so 
money needs to move efficiently 
between countries and continents. 
It is also important for the growth 
of the global economy that people 
are able to invest money outside  
of their domestic markets. 

Inside the stock exchange

¥ $

Brokers trade shares  
(also known as stocks), bonds, 

commodities (raw materials), and 
specialty financial products such  

as futures and options.

Buying and selling 
occurs in real time, 
and prices change 

by the second.

Investors buy via 
brokers, who set 
prices and make 

commission  
on sales.

Buyers specify 
which share or 
asset to buy, at 
what price, and  
in what volume.

A stock is known 
by its “ticker”—

usually a shortened 
version of its 

trading name.

When shares are easy to buy  
and sell, the market is said to be 

liquid. When there are fewer 
buyers and sellers, the market  

is said to be illiquid.

Buying shares or options
Investors study data to decide 
whether to buy or sell financial 

assets. Data is updated regularly 
to reflect changes in supply and 

demand.  See pp.62–63
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New York, US

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

Toronto, Canada

The Toronto Stock Exchange (TSE)  
in Canada is run by the TMX Group  
($1.45 trillion).

Tokyo, Japan

The Japan Exchange Group (JPX), 
based in Tokyo, is the largest 
exchange in Asia ($3.73 trillion). 

China

China has three stock exchanges:  
the Shanghai Stock Exchange (SSE),  
($2.9 trillion); Shenzhen Stock 
Exchange (SZSE) ($2.36 trillion);  
and the Stock Exchange of Hong 
Kong (SEHK) ($2.32 trillion).

London, UK

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

European Union 

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

Frankfurt, Germany

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

FINANCIAL MARKETS AROUND THE WORLD

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

PROFITING
Large gains may 

be made by 
buying a share  
at a low price, 

then selling it as 
it rises but 

before it peaks.  
See pp.68–69

ROGUE TRADER
A trader who 

makes high-risk, 
speculative, 

unauthorized 
trades, usually 

financial.
See pp.66–67

$

€

London New York Tokyo

London New York Tokyo

¥

£

$

$
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The money market

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

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

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

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

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

BANKS
If demand for long-term loans 
and mortgages is not covered 

by deposits from savings 
accounts, banks may then issue 

certificates of deposit, with a 
set interest rate and fixed-term 

maturity of up to five years.

COMPANIES
When companies need to 
raise money to cover their 
payroll or running costs, 

they may issue commercial 
paper—short-term, 
unsecured loans for 

$100,000 or more that 
mature within 1−9 months.

FOR 
QUICK ACCESS TO 

SHORT-TERM 
MONEY

COMMERCIAL PAPER

C
ER

TIFIC
A

TES O
F D

EP
O

SIT

MONEY

M
O

N
EY

Money             market

COMMERCIAL 
PAPER

MONEY

$
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WHAT IS TRADED ON THE  
MONEY MARKET?

COMPANIES
A company that has a cash 

surplus may “park” money for a 
time in short-term, debt-based 
financial instruments such as  
treasury bills and commercial 
paper, certificates of deposit,  

or bank deposits.

INVESTORS
Individuals seeking to 
invest large sums of 

money at relatively low 
risk may invest in 

financial instruments. 
Sums of less than 

$50,000 can be invested 
in money market funds. 

FOR  
SHORT-TERM,  

 LOW RISK 
INVESTMENT

❯❯  Money market funds  Collectives that offer “baskets” 
of financial instruments to individual investors, allowing 
them to invest in the money market with a sum of less 
than $50,000.

❯❯ Federal funds rate  The rate at which financial 
institutions borrow and lend to each other overnight. It 
is a very influential interest rate in the US economy—if 
the rate goes up, so does the cost of borrowing.

NEED TO KNOW

Stirling  
& Co.

 Stir  ling  
&   Co.

FIN
A
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INSTRUMENTS

MONEY

MONEY

Money             market

COMMERCIAL 
PAPER

TREASURY  
BILLS

BANK  
DEPOSITS

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

❯❯ Certificates of deposit  Fixed-term 
savings certificates issued with a set  
interest rate by banks. Rates depend  
on length of maturity, with longer  
terms getting better rates. The main  
risks are being locked in to low interest 
rates if rates rise, and early withdrawal 
penalties.

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

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

LEAST  
RISK

MEDIUM 
RISK

HIGH  
RISK$
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Forex profit and loss
A trader wants to sell some UK pound 
sterling (GBP) and buy euros (EUR) 
because they think that the value  
of the pound is going to fall against 
the euro. If their prediction is right, 
they can sell the euros for a profit,  
but if their prediction is wrong, they 
will take a loss when they sell. 
Investors who wish to speculate on 
the forex market may use a forex 
broker and give them a deposit, or 
borrow money (known as margin) 
from them to buy currency.

Foreign exchange 
and trading

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

£

£

€

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

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

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

FOREX  
INVESTOR 

A

FOREX  
INVESTOR 

B

FOREX  
INVESTOR 

AFOREX BROKER

€
100,000

£
79,000

Forex markets usually trade on 
small differences—for example  
the US dollar–euro rate changing 
by a few cents—so sudden shocks 
can catch investors unprepared.On 
January 15, 2015, the Swiss National 
Bank (SNB) unexpectedly 
announced that it would no longer 
hold the Swiss franc at a fixed 
exchange rate with the euro.  
This caused panic in the forex 
markets. At one point on that day 
the Swiss franc rose by 30 percent 
against the euro and 25 percent 
against the US dollar.

WARNING

DEPOSIT

BORROWED 
MONEY

FOREX  
INVESTOR 

A

Currency trading at: Buying £0.79/€1, Selling £0.77/€1

1

2

3

US_058-059_Forex_and_the_Interbank_Market.indd   58 13/10/2016   16:16



PROFIT-MAKING AND FINANCIAL INSTITUTIONS
Financial markets 5958

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

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

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

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

Investor A sees that the 
price to sell EUR/GBP is 
now £0.81 so she sells  
her stake to Investor C  
for £81,000, making   
a profit of £2,000 by 
taking advantage  
of small price 
differences,
after paying 
commission
to the broker.

Investor A sees that the price to sell EUR/GBP is now £0.76 and 
decides to sell her euros to Investor C for £76,000 before the  
rate slides any lower, making a loss of £3,000. She still has to pay 
commission to the broker even though she lost money on the trade.

FOREX
INVESTOR A

FOREX  
INVESTOR 

C£
81,000

€
100,000

PROFIT

2,000
£ £

79,000

BROKER

FOREX
INVESTOR A

FOREX  
INVESTOR 

C£
76,000

€
100,000

£
79,000 BROKER

LOSS OF £3,000

 10%
drop in value of 
UK£ against US$ 
the morning after 
Brexit vote

O
ut

co
m

e 
A

O
ut

co
m

e 
B

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

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

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

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

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

NEED TO KNOW

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

Sterling rises against euro. 
New selling price £0.76 to €1.00
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Broker

Public

Primary and  
secondary markets

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

Primary market 
A private company may decide 
to issue shares because it needs 
money to expand and grow,  
and it wants access to a wide 
pool of potential investors.  
The company sells (or “floats”) 
these new shares in the primary 
market in an Initial Public Offering 
(IPO). A company that is preparing 
to float will use the services of 
several investment banks to gauge 
and gather support for the sale of 
its shares from institutional and 
private investors before setting
a price. The shares are then sold
to the public and institutional 
investors by the company using 
the services of a specialty broker. 

$2

$2

Company
The public and investors 

can buy shares of a  
public company in the  

primary market.

$2

Investor

$2

$2

$2

  S

HARES

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

WARNING

MANAGING THE SALE
Prospective buyers of the shares  
will be able to read about the 
company in its prospectus. 
Specialty brokers handle the sale.

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

 802 billion 
The number of shares traded
on the NYSE in 2008
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THIRD AND FOURTH MARKETS

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

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

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

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

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

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

Stock exchange

Broker

Investor

$3

  S

HARES

$3 $3

$3

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

$3

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

Being able to predict what might happen in the 
stock market is extremely useful to investors 
looking to profit from buying financial assets.

How it works
Investors use analysis to try to 
understand where a company, share, 
or stock market might be heading.  
They want to determine whether it is 
likely to increase in value or whether 
there are factors that signal an 
impending fall in price or downward 
cycle. Investors also need to know 
how markets and economies are 
behaving, and how that behavior  
is likely to affect the performance of 
other sectors or companies, before 
deciding to buy shares of companies 
that they think will do well in the 
hope of achieving capital growth. 

However, prediction techniques 
are far from foolproof and there is no 
statistically significant evidence to 
show that correct predictions are 
based on anything other than luck.

Predicting the  
stock market 
Accurate market analysis and 
forecasting can help investors buy or 
sell shares at the right time, invest in the 
right sectors or geographical regions, 
and limit their shares’ downside while 
maximizing their potential profit.

Professional traders have developed 
ways to evaluate the future direction  
of a company, share, or index. Two 
approaches are often used: technical 
analysis and fundamental analysis.

Company A

Company B

vs

Costs

Debt

Sales
Investm

ent

P
ro

d
u

ctio
n

Technical analysis

   
   

   
  F

undamental analysis

$-
-

Investors use 
fundamental  

analysis to educate 
themselves about a 

company’s challenges, 
profits, market position, and 

prospective growth. They 
study its annual and interim 

reports and balance sheet, and 
analyse its past and projected 

performance. They compare its 
revenues with its costs and debt, 

look at its profit margins, and 
take into account the quality 

and experience of its 
management to help them 

gauge its probable  
future profitability.

IN
TERIM

 REPO
RTS

Financial results give investors 

potentially valuable inform
ation 

about a com
pany’s profits, 

challenges, m
arket position, and 

prospective grow
th.

COMPETITORSInvestors can gain clues to 
help predict price movements  by tracking the fortunes  of rival firms.

REVENUES

Investo
rs 

can asse
ss 

a company’s 

financial h
ealth

 by examining th
e 

fundamentals: 
how m

uch debt 

 and in
come a company has.
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GLOBAL DATA ANALYSIS

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

2016

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

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

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

NEED TO KNOW

Technical analysis

   
   

   
  F

undamental analysis
$-

-$-
-$-

-$-
-$-

-$-
-$-

-

$-
-

$-
-

$-
-

$-
-

Technical 
analysis involves 
examining price data 
and trading volumes in 
an effort to predict the 
movements of shares, an 
index, or other financial 
instruments. The approach 
aims to identify patterns that 
may indicate future behavior. 
Investors use it to help them  
determine which way a  
share is trending, and to 
prepare them to respond  
to market signals that 
indicate whether the  
share is likely to go up 
or down in value.
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TECHNICAL PREDICTIONS

Rather than looking at a company’s 

detailed financial data to determine 

its worth, investors use price charts 

to help predict movements. 

TRADING VOLUM
ES

Investors use trading volumes as 

well as price data to help predict 

the movements of shares, an index, 

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

HIGH-FREQUENCY 
TRADERS (HFT)

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

New York Stock Exchange

NEW YORK

Today’s exchange rate

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

$1 = £0.76  
(£1 = $1.31)

B
U

Y

1. Buy share  
at US price.

Company A

$

$2.99

$ £
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How it works
Arbitrage is the practice of buying a tradeable asset  
in one market and almost simultaneously selling it at  
a higher price in a different market. Conversely, it is 
also the practice of selling an asset in one market and 

buying it for a cheaper price in another. Arbitrage,
as currently practiced in stock and bond markets,
is only possible due to the computing power now 
available, so large volumes of transactions can
exploit small differences in prices within milliseconds.

The automated  
program carries out  

the transactions within  
a fraction of a second

Program loading...

OK Cancel

 60%
of US equity trading 
was estimated to 
be High-Frequency 
Trading at its height 
in 2009 

LONDON

WHEN ARBITRAGE  
GOES WRONG

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

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

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

Company A

London Stock Exchange

SE
LL

2. Sell share at UK
price to make a small

profit—in this case, 
$0.023 per share  

exchanged.

3. Receive profit

£2.30
= 

$3.013
 =  

PROFIT OF 
$0.02 PER 

SHARE

£2.30
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Manipulating  
the stock market

How it works
A trader can manipulate the market 
by processing a lot of small sell 
orders in an attept to drive down 
the price of a share. This  
can cause other shareholders to 
panic and sell their shares, sending 
the price down even further.

Conversely, a lot of small buy 
orders may push up a share price to 
convince other investors that good 
news is about to be announced. 
Market manipulation is highly 
unethical but not always illegal. 

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

SELL!

THE MARKET

PUSHING SHARE PRICES DOWN

SELL  
NOW

TRADER

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

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

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

Pushing share prices down
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THE LIBOR SCANDAL

Manipulation can affect other 
areas of the market as well. A 
recent example is the Libor rigging 
scandal. Libor is a benchmark rate 
that banks charge each other for 
short-term loans and is regarded  
as an important measure of trust 
between major global banks.  
The scandal involved traders at  
10 firms, which the UK’s Serious 
Fraud Office alleged had conspired 
to manipulate the Libor benchmark 
between 2006 and 2010 in order  
to keep it artificially low.

BUY!PUSHIN
G SHARE PRICES UP

GO FOR 
GOLD

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

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

Pushing share prices up

Posting negative or positive information
Investors often like to discuss shares they own  
or are thinking of buying with other like-minded 
individuals on bulletin boards and investment 
forums. These can be a good source of 
investment ideas but they can also be used by 
unscrupulous traders who post negative or 
positive information to inflate or deflate prices.

WARNING
              TRADER
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Day trading

Liquid shares
Day traders favor shares that are 
liquid—those that are easy to buy 
and sell in the secondary market. 

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

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

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

At market opening, a day trader looks at the price of 
BigBank shares, knowing that the bank has just reported 
increased profits.

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

10,000

Quantity

BigBank
$490

$490$490

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

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

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

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

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

WARNING

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

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

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

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

NEED TO KNOW

$500 $490

$100,000 minus: 
COMMISSION,   

STAMP DUTY, FEES

-
=

PROFIT

X  10,000 

SELL PRICE BUY PRICE

$10

$10 =

PROFIT

(minus fees)
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Receives interest on loans, 
which it invests

Receives premiums, which it 
invests for interest and growth$ $

$ $

IN
VESTMENT IN

VESTMENT

$
$

$
$ $

$
$

$
$ $

Financial 
institutions

Around the globe, money moves between banks, businesses, governments,  
organizations, and individuals, crossing time zones, continents, and cultures.
At the heart of the global financial systems are the banks, hedge funds, pension 
funds, and insurance companies that hold and invest the world’s money. Without 
the liquidity that banks provide, organizations and individuals would find it hard  
to borrow or save money, invest in existing businesses, or start up new businesses.

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

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

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

Public and 
investors

Non-bank  
financial institution

Insurance  
company

Commercial 
bank

$$$ $$$

$$ $$

PREMIUMSLOAN

INSURANCE 
PAYOUTS

INTEREST
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Invests cash from deposits 
and interest payments

Profits from brokerage and 
corporate advisory roles$

$
$

$
$

$ $

Financial 
institutions

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

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

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

Insurance  
company

Brokerage

Commercial 
bank

Investment  
Bank$

BROKER

COMPANY

$

$$ $

INTEREST  
ON LOANS

LOANS AND 
MORTGAGES

MONEY GOES 
TO COMPANY

BONDS SOLD  
TO PUBLIC

COMMISSION
TO BROKER

$

BOND  
A

BOND  
A

INTERRELATED INSTITUTIONS

IN
VESTMENT

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

❯❯  When Greece was renegotiating  
its debt write-off the European stock markets 
were negatively affected, especially when it 
seemed as if Greece might leave the euro.

❯❯ Fears that the Chinese economy was slowing 
down fed into fears about global market growth. 

❯❯ The result of the Brexit vote in 2016 led  
to a sharp drop in the value of the pound. 

 $639  
 billion  
value of Lehman Brothers 
investment bank when it  
filed for bankruptcy in 2008
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Commercial and 
mortgage banks

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

How it works
Banks need to continually make  
money in order to pay costs and 
expenses, make profits, maintain  
or increase their market share,
and make regular dividend 
payments to shareholders.

Commercial banks provide  
loans to individuals and sell 
products to customers including 
loans, savings accounts, credit 
cards, overdrafts, and mortgages 
for prospective home buyers. 

Commercial banks advise and 
lend to businesses, to retail or 
small-business customers, to 

business start-ups that need capital 
to grow, and to large businesses 
that need multimillion dollar 
funding for major projects.

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

 10%
capital reserve 
requirement of 
largest US banks 

A fine balance
The banking business is constantly  
in flux, but banks must protect 
themselves against a sudden 
significant outflow of savers’ money. 
If this happened it could lead to a  
run on the bank, which might in  
turn cause the bank to collapse.  
In order to guard against this, banks 
keep capital reserves and offer 
competitive savings rates in notice 
accounts. Notice, usually of between 
30 and 180 days, has to be given 
before money can be withdrawn 
from such accounts.

PROFITABLE INTEREST RATES

MORTGAGE  
INTEREST  
RECEIVED

3% 
PROFIT MARGIN

SAVINGS 
INTEREST  

PAID

2%

=

Banks constantly adjust the 
interest rates they charge on 
debt and the interest they  
pay on savings and current 
account balances, depending 
on market factors and their 
business objectives. To make  
a profit, a bank needs to lend 
money at a higher rate than  
it pays on the savings and 
deposit accounts it offers. In 
the example on the right, the 
bank pays savers and deposit 
holders 2% on the money they 
hold with it. At the same time 
the bank charges mortgage 
borrowers 5%, enabling it to 
achieve an overall profit 
margin of 3%. 

5%
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Attracting  
new customers

It is cheaper and easier for banks  
to sell products to existing customers—a 

practice known as cross-selling—since they 
know more about those customers’ individual 

financial circumstances.

INTEREST PAID  
ON LOANS

OVERDRAFT 
CHARGES

ANNUAL FEES  
AND MONTHLY 

CHARGES ON  
CREDIT CARDS

INTEREST RATES  
ON SAVINGS 
ACCOUNTS

DIVIDENDS TO 
SHAREHOLDERS

Making money
Banks make money from 

loans by charging 
interest, from current 

accounts by charging fees 
and overdraft penalties, 

and from business 
accounts through 

transaction charges.

Capital reserve 
A sum of money that a bank is not 
permitted to lend or invest. Banks  

keep capital reserves to protect 
themselves from mass withdrawals  
by customers or heavy losses from  

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

Paying money
Banks pay interest on savings  

accounts, and usually on credit 
balances in current accounts. They 
also pay dividends to shareholders  

out of their profits. 

Bank

$
INTEREST PAID ON 

MORTGAGES

$

$

$

$

CHARGES FOR 
TRANSACTIONS  

ON BUSINESS 
ACCOUNTS

MONTHLY OR 
ANNUAL FEES  
ON SAVINGS 
ACCOUNTS
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Investment banks

Areas of business
While the brokerage and corporate advising divisions  
of an investment bank are theoretically distinct, there 
is inevitably overlap between the two areas of, for example, 
market-making and underwriting new share issues, or 
mergers and acquisitions advising and research.

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

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

An investment bank offers distinct financial 
services, dealing with larger and more 
complicated financial deals than retail banks.

Acting as  
a broker
Banks can match 
investors who want  
to buy shares with 
companies wanting to 
sell them, in order to 
create a market for 
those shares (known  
as market-making).

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

Brokerage

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

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

WARNING

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

SECURITY
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Bringing 
companies to 

market
Investment banks can 

raise funds for new 
issues, underwriting 

Initial Public Offerings 
(IPOs) in exchange for  

a cut of the funds  
they raised.

Bringing 
companies 

together
Banks facilitate mergers 
and acquisitions (M&A)

by advising on the 
value of companies, 

the best way to 
proceed, and how   

to raise capital.

Structuring 
products

Clients who want  
to sell a financial 

product to the public 
may bring in an 

investment bank to 
design it and target the 

retail or commercial 
banking market.

Corporate  
advising

HOW BANKS MAKE AND  
LOSE MONEY

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

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

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

NEED TO KNOW

Making money

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

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

Losing money

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

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

❯❯ In a year of little corporate activity, 
banks may have to rely on trading profits 
to bolster their returns.

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

SECURITY

$

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

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

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

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

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

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

Se
ll

s 
fo

r 
$4

0
0

WHY THE BID−OFFER SPREAD MATTERS

It is important to be aware of the 
bid−offer spread when trading 
securities or other financial products.
This is the difference between the 
buying and selling price of a security. 
For example, one investor wants  
to buy shares and is given a price— 
the offer price—of $210. Another 
investor wants to sell and is quoted a 
sell, or bid price, of $208. The $2 
difference is the bid−offer spread. 
Securities that are frequently traded, 
for example those listed on the  

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

$

x100

year the first online 
broker launched1994
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$ $

B
u

ys fo
r $420

$20

Seller
Contacts broker,  
who may provide 
recommendations  
or simply process 

trades for a fixed fee. 

Buyer
Must be in credit 

before the brokerage 
puts through a  

buy order. Corporate 
clients may be able 
to negotiate loans  

or credit.

Broker
Acts as an intermediary, 
charging a flat fee and/or 

commission on the trades they 
execute, as well as profiting 
from the bid−offer spread.

Real-time trading

If a retail investor is  
using an online trading  
platform, the price at  
which they can buy or  
sell the security is displayed 
online. They have a finite 
amount of time to decide 
whether or not to accept that 
price and trade at that level.

OFFER PRICE  
$420

BID PRICE  
$400

Bid−offer 
spread: $20

Transaction 
fee: $20

Commission: 
1% = $4.00

Total: $24.00

$$$

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

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

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

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

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

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

Insurance risk  
and regulation

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

Insuring a business 
If a business wants to insure 
against the risk of adverse events, 
such as a fire destroying its 
premises, it pays a premium to
an insurance company, which 
promises to pay out a certain 
amount of money should an 
adverse event happen. The 
circumstances on which the 
insurance company will pay out 
are listed in the contract between 
the business and the insurance 
company, known as the policy 
schedule. The premium gives 
cover for all the risks specified
in the policy schedule. Risks
that are not covered are
classed as “exclusions.”

$

$ $ $ $ $

$ $ $ $

INSUREES
Individuals or businesses will 
each pay a premium—a fraction 
of the financial value of risk 
insured—to cover them against 
fire, death, accidental damage 
to their house or car, and theft.

POLICY SCHEDULE

Shows cover extent, 

limits, e
xclusions,  

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

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

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

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

NEED TO KNOWREGULATION

It is important for the insurance 
industry to be well regulated in 
order for it to work properly.

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

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

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

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

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

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

Pooled premiums
The insurance company pools the receipts from premiums, 

investing the premiums in the expectation of making money 
from investment returns. It pays out in the event of a claim. 

$

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

CLAIMANTS
If an adverse event happens to a claimant, 
they receive monetary compensation from 
the insurance company. As part of the 
contract between the insurer and the 
insuree, all risks must be disclosed at the 
start of the policy or a claim may be invalid.
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Investment companies
Investment companies buy and sell equities, bonds, and other financial 
assets on behalf of their clients, and with their clients’ cash. Investors 
buy a stake in a fund and their money is pooled to buy a range of assets. 

Investment companies and diversification 
Diversified investment companies invest in a wide range of assets and in various 
securities (cash, bonds, and stocks) within each kind of asset, whereas non-
diversified companies invest in a single industry or asset. A diversified portfolio 
will spread risk, and limit the impact of any market volatility. 

If the property market  
is expected to do well, the 

fund manager might create a 
portfolio with more exposure to 
it. Holding an excess amount of 
a particular security is known 

as being “overweight.”

A fund manager will buy 
commodities—income-

producing assets like gold, 
natural gas, or beef not usually 

traded alongside bonds and 
equities. Investing in them  

can be a good way of 
diversifying a portfolio. 

Investment 
fund

A fund manager’s 
objective is to create 

capital growth, or 
income, or both, for 
their shareholders 

and investors. They 
assess and adjust 

investments  
as required.

FUND MANAGER’S FEE

IN
VESTO

RS’ IN
PUT

Commodities

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

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

WARNING

Shares are selected  
by company, country, or 

sector. The fund may be an 
income fund that pays out 

dividends on shares, or a capital 
growth fund, which aims  

to grow the original  
sum invested. 

The fund manager aims to 
spread risk while creating 

returns. Fixed income from 
interest payments is provided 

by bonds that form part of  
the investors’ portfolio.

Return
The income and 

growth from a fund 
is known as the 

return. This is the  
net amount after 

dealing costs, fund 
management fees, 
and other costs are 

deducted. These  
are charged to the 
fund, regardless of 
whether or not the 

underlying asset 
value has fallen. 

AMOUNT RETURNED 
TO INVESTORS

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

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

Bonds

Shares

5% the maximum amount  
of total assets a diversified 
investment company can  
hold in a single security 
according to US law

REINVESTED IN FUND
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As a consequence of the financial crisis of 2008–2009, 
regulatory authorities have been reconsidering their 
approach to financial supervision. In the UK, banks  
are now required to be more stringent about their 
lending criteria and to hold higher levels of reserve 
cash. They are also required to conduct credit checks 

on their borrowers. In meeting these requirements, 
traditional banks have tended to reduce the number  
of customers on their books who are at a medium or 
high risk of not being able to pay back their loan or 
mortgage. Increasingly, nonbank lenders have moved 
into the space that has been vacated by the banks.

Nonbank financial 
institutions

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

These provide funding to businesses but 
may not accept deposits from the public, 
and they are not allowed to provide 
overdrafts. Their lending criteria may be 
less stringent than that of a bank. Their 
services are not aimed at individuals.

These lenders act as middlemen, uniting  
lenders with borrowers. The idea is that each 
will receive a better rate—lenders receive more 
interest than they would on a bank savings 
account, while borrowers will often pay less 
interest than they would on a bank loan.

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

Commercial loan providers Peer-to-peer lenders

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

WARNING

Crowdfunding

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

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

Bank

OTHER TYPES OF NBFI

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

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

SAVINGS AND LOAN 
ASSOCIATIONS
Accepts savings deposits and 
the funds are used to make 
mortgages and other loans.

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

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

42% of consumers have 
used NBFIs in the last  
12 months

$
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The money 
supply

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

How the money 
supply is measured
Types of money in an economy are 
classified in “M” groups. The most 
liquid, or spendable, form of money  
is called “narrow” money, and include 
classes M0 and M1. The definition 
of “broad money” includes other less 
liquid, less convertible forms. These 
are classed as M2, M3, and also M4. 
How these classes are defined, and 
what they include or exclude, varies 
from country to country.

M1

M2

M3

MORE LIQUID

Physical currency in circulation

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

Narrow money
M0 and M1 make up the narrow money group. This is money in a form 
that can be readily used as a medium of exchange, and includes bills, 
coins, traveler’s checks, and some types of bank accounts.

M0

M0 + money equivalents readily converted into cash

M1 + Short-term time deposits in banks, 24-hour money-market funds

M2 + Longer-term deposits and over 24-hour–maturity money market funds

$

$

$

$

$

$“He who controls 
the money  
supply of a  
nation controls  
the nation”
 James Garfield

Traveler’s checks 
Representative  
money that can  
be readily exchanged 
for cash.

Physical assets  
in banks 
Hard currency held 
in bank reserves.

Instant access 
savings 
Deposits in bank 
accounts that allow 
ready access.
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LESS LIQUID

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

M0 + money equivalents readily converted into cash

M0

M1

M2

M3

Deposit accounts 
Accounts specifically for 
saving money, rather than 
for daily use.

Government 
repurchase agreement 
Securities that are sold 
and then bought back  
a day later.

Deposits with short 
notice periods 
Savings accounts with a 
small notice period, such 
as 30 days, needed before 
funds can be accessed.

Deposits with longer 
notice periods 
Deposits that are not 
accessible for a long 
period of time.

24-hour–maturity  
money market fund 
Mutual funds invested in 
the money market for a 
quick 24-hour turnaround.

Over 24-hour maturity 
money market fund 
Mutual funds invested  
in the money market  
for periods of time that 
are over 24 hours.

FIAT CURRENCY VS REPRESENTATIVE CURRENCY

Unlike a currency backed by a 
commodity, such as gold, fiat 
money does not represent 
anything, nor can it be redeemed 
for a set amount of another 
commodity. The word fiat is Latin 
for “let it be done,” and refers to 
the fact that fiat money is legal 
tender only because it is backed 
by a government decree.  
It has no intrinsic value.

Government-backed (fiat)

The state backs paper and 
digital money—another type 

of fiat currency (see pp.88–89).

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

❯❯ Not redeemable  Fiat money is  
not redeemable for anything.

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

Commodity-backed

Currency used to be backed 
by gold, which was known  

as the gold standard.      

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

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

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

$ $

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

includes data on M3. 
Once the data is 
gathered, the state 
may decide to make 
changes to the reserve 
amount that banks 
must hold (see 
pp.90–91) or increase 
the money supply  
(see pp.92–95). 

TAKING THE MEASURE 
OF THE ECONOMY
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Increasing money 
circulation 

Most of the money in the economy occurs in the form of bank 
deposits—the appearance of funds in bank accounts. Banks  
increase money circulation whenever they make loans. 

ASSETS

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

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

bank account in a different bank— 
having for example paid for goods 
with a debit card—the issuing  
bank must be able to persuade  
the second bank to accept the 
transfer of credit money. Because 
the issuing bank is liable to meet 
demands such as these, the deposit  
money that it has credited to the 
customer’s account is seen as a 
liability as the bank will have to 
pay this money out. By contrast, 
the loan is regarded as an asset for 

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

Assets

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

Liabilities

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

BANK ASSETS AND 
LIABILITIES

$

   $1.2 trillion
the amount of US currency  
in circulation
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In accounting, this bookkeeping 
system requires that every business 
transaction is entered twice in at 
least two accounts to demonstrate 
that each entry has an equal and 
opposite effect. In practice this 
means that every debit in an 
account must be matched and 
offset by a credit. The sum of all 
debits must therefore equal the 
sum of all credits. 

DOUBLE ENTRY 
BOOKKEEPING

LIABILITIESASSETS

BANK BALANCE SHEET: LOANS

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

Loan to customer

$1,000

Additional loan to 
customer

$100
Total loan to customer

$1,100 Total new money

$1,100

$

New money in the  
customer’s account

$1,000

Additional new money 
in the customer’s 

account

$100

The loan to the 
customer is an asset 

on which interest 
will be paid.

The balance 
sheet 

records 
assets in one 
column and 
liabilities in  
the other.

The value  
of the  

loan in the 
customer's 

bank 
account.

Further 
sums 

borrowed 
by the 

customer 
add to the  

bank’s assets.

The value  
of credit  

in the 
customer's 

bank 
account.

Further 
sums lent to 
the customer 

add to the 
bank’s 

liabilities.

The bank is now 
owed an additional 

$100 on which 
interest will be paid.

The credit in the 
customer’s account 

is a liability that 
could be demanded 
in cash at any time.

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

$

Assets

Assets

Liabilities

Liabilities
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$5,000
Required reserves 
are held in a bank’s 
vault as hard currency 
(and used for cash 
withdrawals), or held 
with the central bank.  

How it works
The central bank sets the reserve 
requirement for commercial banks. 
This is the minimum percentage  
of total deposits that banks must 
hold as actual currency, in case 
some depositors wish to withdraw 
deposits as cash. Reserve amounts 
of hard currency may be stored in 
bank vaults on site, or held by the 
central bank in the form of deposits. 
The reserve amount held by a bank 
is usually around 10 percent of  
its total deposits. The remaining  
90 percent of deposits, the excess 
reserve, can be loaned out to other 
customers. Freeing up capital for 
loans helps to create wealth in the 

Banking reserves

economy. However, it also means 
that commercial banks would be 
unable to honor all withdrawals 
should all of its depositors try to 
withdraw their money as cash at 
the same time. This is a scenario 
that commercial banks count on  
as very unlikely; however, in such 
an event, they can appeal to the 
central bank for additional reserves. 
The central bank manipulates the 
reserve rate to influence how much 
money commercial banks are able 
to loan. In theory, a low reserve rate 
makes it cheaper for banks to lend, 
and vice versa (see pp.100–103). 
Banks are also paid interest on 
their reserves at the central bank. 

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

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

$95,000
Excess reserves are 
loaned out to other 
customers, or can  
be used by the bank 
to make investments.

CENTRAL  
BANK SETS  
RESERVE AT

5%

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

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

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

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

NEED TO KNOW

COMMERCIAL BANK

Total bank reserves

$100,000
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$

$

$

BANK A

$

$

BANK B

$

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

is credited with $1,000.

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

$950 of the 
deposit is credited 

to Customer B’s 
account in the 
form of a loan.  

Customer B spends $950 in 
businesses that eventually 

deposit cash in Bank B.

Bank B holds $47.50 of the $950 
deposit as a 5% reserve.

$902.50 of the deposit 
is loaned by Bank B to 

Customer C.

Customer C spends $902.50  
in businesses, which eventually 

deposit cash in Bank C.

BANK C

Bank C holds $45.13 of 
the $902.50 deposit 

as a 5% reserve.

$
$857.37 of 
the deposit 
can now be 

loaned out to 
Customer D.

Customer D spends 
$857.37 in businesses 
that eventually deposit 

cash in Bank D.

BANK D

Bank D holds $42.87  
of the $857.37 deposit  

as a 5% reserve, and  
loans out $814.50.  

Bank C holds 
$45.13 in cash 

reserves against 
claims of 

$1,759.87. 

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

The initial $1,000 deposit has 
been credited to two accounts 

at once (bar the $50 reserve), so 
$950 is unbacked. Bank A holds 

$50 in cash against claims of 
$1,950—the deposit and loan.  

The multiplier effect of the 
fractional reserve cycle
Wealth is created by loaning out 
most of a deposit. This original sum 
is then multiplied many times over  
as borrowers deposit their loan into 
other banks, which, in turn, loan 
money to yet more borrowers. 

C

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

$

Reserves
$50.00 
$47.50 
$45.13 
$42.87 
 
$185.50

Loans
$950.00 
$902.50 
$857.37 
$814.50 
 
$3,524.37

Deposits
$1,000 
$950.00 
$902.50 
$857.37 
 
$3,709.87

Banks 
A 
B 
C 
D 
 
Totals

The initial deposit of $1,000 results 
in total claims (all deposits and loans) 

of $7,234.24. The collective cash 
reserve is $185.50.

$

THIS IS A SIMPLIFIED EXPLANATION OF THE MULTIPLIER EFFECT
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Recession and  
the money supply

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

Recessionary cycle
Everything in the economy
is linked to everything else through 
buying and selling, so it is possible for
an economic downturn to lead to an 
ongoing pattern of decline—known
as a recessionary cycle. Once a  
few households or firms (or the 
government) begin to cut their 
spending, other firms will start to  
sell less. In turn, they will want to 
reduce the amount they are spending 
on labor, or raw materials, to limit the 
impact of falling sales. They  
may also put off making longer- 
term investment decisions as profits 
are uncertain, meaning that they 
contribute even less money to  
the economy. This can add up  
to a powerful negative cycle. 

THE CREDIT CRUNCH

In the early 2000s, banks and other 
financial institutions began lending 
money on a very large scale. 
Regulations were loosened and 
low interest rates encouraged 
borrowing. The US and UK were 
especially affected, with easily 
available credit encouraging 
spending by consumers and 
causing rapid economic growth. 
However, the very large amount  
of lending by banks meant that 
some loans were going to riskier 
borrowers. In the US, this took the 

form of “subprime mortgages,” 
where people who were denied a 
conventional mortgage by banks 
were loaned money by “subprime 
lenders.” When a number of these 
borrowers were unable to repay 
their loans, the whole system  
was at risk. Financial institutions 
stopped lending to each other,  
and consumer lending dried up  
in the “credit crunch” of 2008. As 
money was harder to get hold of, 
spending slowed and the global 
economy fell into a recession.

Consumers have less money to 
spend. They feel less confident 
about the future, and so may try 
to save more and spend less.

If the money supply slows, 
the wheels of the economy 
turn more slowly, further 
restricting the movement
of money around the 
economy, which creates  
a recessionary cycle. 

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

Investors fear that company 
profits, and the value of stocks, 
will decrease, and are less willing 
to invest in new companies.

EC
ONOMY

MONEY 
SUPPLY
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How it works
A recession is a period during which the economy,  
as measured by its GDP, is shrinking, meaning that 
less is being bought and sold in that economy. This 
will usually also lead to falling wages or higher 
unemployment. As more people are out of work, or 
earning less than they previously were, they have less 

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

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

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

NEED TO KNOW

 2.4% 
the amount  
by which the
US economy  
grew in 2015

Companies produce  
fewer consumer goods, 
which further reduces their 

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

Fewer capital goods,  
such as machinery and 
equipment, are sold as 

companies reduce investment and 
spending. This hits the profits of the 
companies producing capital goods 
and reduces their demand for labor.

As economic activity 
decreases, people’s 
expectations about the 
future worsen. They borrow 

less money and banks, in turn, may cut 
lending for fear that anyone borrowing 
money is less likely to repay it.

Unemployed workers  
have less money to spend, 
and by spending less they 

cause demand for consumer goods to 
fall still further. Workers on reduced 
hours and lower wages will also spend 
less and try to save more.
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Recession to 
depression

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

1. Prosperity in the US during the “Roaring Twenties” 
leads to overconfidence and reckless investment. 
Thousands of ordinary Americans buy stocks and  
the increasing demand for shares inflates their value. 

2. By late 1929 there are signs the US economy is in 
trouble: unemployment is rising, consumer spending  
is declining, and farms are failing. But still confident  
of getting rich quick, some people continue to invest. 

3. Over six days in October 1929, 
shares on Wall Street’s New York 
Stock Exchange crash. In total  
$25 billion is lost, and with it 
people’s confidence in the stock 
market. Many investors go 
bankrupt, banks lose money,  
and trade collapses. 

4. There are a series of runs on the 
banks, as shaken customers want to 
hold on to all their cash (see right). 
Many banks lose their reserves and by 
1933 more than half have shut. Banks 
contract their loans, and the deposits 
they create, further reducing the US 
money supply. 

5. Loss of confidence, less money, and increased borrowing costs result  
in reduced spending and demand for goods. Manufacturing slows, workers 
are laid off, and wages are lowered, further reducing spending power. 

Case study: The Great Depression, 1929–41
The worst economic crisis of the 20th century, economists still debate what caused  
the Great Depression, how it spread around the world, and why recovery took so long.

$

CLOSED

CLOSED

WALL STREET

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

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

LIQUIDITY TRAP

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

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

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

7. In 1932, US President Franklin 
D. Roosevelt introduces the  
New Deal, to fight the depression 
through economic and social 
reforms. In Europe, right wing 
parties emerge, such as Hitler’s 
National Socialist Party, which 
promises to restore the economy.

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

40%
the amount the 
average US income 
fell between 1929 
and 1932

NEW DEAL
WALL STREET

US_094-095_Depression_and_money_supply.indd   95 13/10/2016   16:18



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

Managing  
state finance

In spending money to provide the services that people expect, governments must 
aim for maximum cost efficiency. They therefore plan to finance the budget from  
a combination of taxation, borrowing, and (very occasionally) printing new money. 
Taxation in all its forms is the primary source of funding, with borrowing used as  
a means to make up the shortfall. Printing money is rare as it risks undermining 
confidence in the value of the currency itself.

PRINT MONEY
Modern governments  

very rarely print currency  
to finance themselves,  
since doing so carries  

significant risks.  
See pp.124–125

TAXES
Taxation is the safest 

means of raising 
money, but is 

unpopular as it 
represents a loss of 

money to the  
people being taxed.   

See pp.106–107

BORROWING
This is a costly option as 
interest will be charged, 
and money borrowed  

must be paid back.  
See pp.108–109

Government revenue

$

$

$

CENTRAL BANK
In the US, the central bank is the 

Federal Reserve, known as the Fed. 
A country’s central bank manages 
the currency and money supply, 
holds central bank reserves, and 
implements economic targets set

by the government. 
See pp.100–103
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PRINTING MONEY

 $6.7 
trillion  
the amount the US 
government spent in 2016  

Governments can issue their own money, either by 
printing it or by creating it electronically. However, 
creating money in this way carries a risk. Since money 
depends on trust, when a government issues increasing 
amounts of currency, people may have less confidence 
in the value of that currency. If their trust collapses 
completely, hyperinflation may occur (see pp.132–135). 
This is what took place  
in Germany in the 1920s,  
for example.

CONSUMPTION  
AND INVESTMENT

Government spending is a 
mixture of paying for the 

immediate costs of running 
services, and investment in things 

such as roads, hospitals, and 
universities. Services such as 

pensions, healthcare, education, 
welfare, and defense are all major 

elements of annual spending. 
See pp.130–131

DEBT REPAYMENT
Governments must  

repay their debts. Paying 
interest on debt can be a 
significant budget cost.  

See pp.110–111

A BUDGET  
IN BALANCE 

The government 
budget balance  

is the overall 
difference between 
its revenues and its 

spending.

Government revenue Government spending

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

via open market operations (see pp.102–103) or through 
quantitative easing (see pp.124–125). Governments 
may also control the flow of money via taxes and other 
capital controls, and by restricting borrowing and 
lending. However, these mechanisms are imperfect in 
the modern monetary system, since commercial banks 
are largely free to decide the terms of their lending. 
Attempts to directly control money supply tend to fail. 

Governments  
and money

Money supply and  
a healthy economy
As a healthy body depends on a good  
blood supply to receive nutrients, so 
a healthy economy requires a good 
money supply to keep the cycle of 
spending going: as one person spends, 
another earns, then spends, and so on.
If this cycle slows, the economy may 
begin to decline. The government, via 
the central bank—which is like the 
beating heart of the economy—helps
to keep money flowing. Meanwhile,
the government also ensures that 
funding reaches key areas of society, 
while collecting revenues for state 
spending. Economic policies around 
interest rates, reserve ratios, open 
market operations, and quantitative 
easing are all focused on maintaining 
money supply. A body may have optimal 
blood supply, but it is down to the cells 
to effectively utilize the nutrients. In the 
same way, while a government can 
improve money supply, economic 
growth then depends on how effectively 
individuals and businesses are able to 
convert this money into useful goods 
and services to raise living standards.

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

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

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

PENSIONS

Money printed  
by central bank

Money printed  
by central bank

Control of 
capital reserves

Interest rates

Open market 
operations

Monetary policy

Quantitative 
easing

Central 
bank

Financial institutions 
are like the arteries  
of the body

W
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THE CASE FOR INDEPENDENT CENTRAL BANKS 

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

❯❯ Money supply  The total amount 
of money circulating in a country,  
from currency to less liquid forms.

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

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

NEED TO KNOW

“Monetary policy is not a panacea”
Ben Bernanke

OUTFLOWS

Pros

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

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

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

Cons

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

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

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

HOSPITALS AND SCHOOLS

OTHER FORMS OF TAX

PO
LICE, M

ILITARY, AND CIVIL SERVICE

INCOME TAX

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

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

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

fundamental to commercial  
banks’ ability to lend, the central 
bank helps to set interest rates for 
the entire economy. When the 
reserve rate rises or falls, interest 
rates on commercial bank loans do 
the same. As with the supply and 
demand of other commodities, 
when demand for reserve money  
is high, its price (here the reserve 
rate or base rate) rises. Conversely, 
when the demand for reserve 
money is low, its price falls. 

Central banks often focus on 
regulating other specific economic 
targets—most typically the rate of 
inflation. They do this by meeting 
preset, publicly displayed targets. 

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

The central bank

LENDER OF LAST RESORT

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

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

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

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

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

NEED TO KNOW

in the European Union share  
a single central bank: the  
European Central Bank

19countries

US_100-101_Central_bank.indd   100 13/10/2016   16:18



100 101GOVERNMENT FINANCE AND PUBLIC MONEY
Managing state finance

Central bank
The central bank creates and supplies reserve 

money to commercial banks, giving it huge power 
over the day-to-day workings of the banking 
system. Usually, the central bank will try to 
maintain its target interest rate by pumping 
reserve money into or out of the banks. This 

affects demand for reserve money and, therefore, 
the price the central bank can charge commercial 

banks to borrow—the reserve rate.  

The central bank pumps 
more of its money into 

commercial bank reserves, 
lowering the interest rate 
and bringing it back in line 
with the target interest rate. 

TARGET RESERVE INTEREST RATE

Com
mercial bank reserves

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

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

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

Reserve rate  

too high

When there is high 

demand for central bank 

money, the reserve 

interest rate rises.

Reserve rate  too low
When the demand for central bank money is low, the reserve interest rate falls.
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THE CENTRAL BANK

Managing the  
monetary system 
By raising or lowering its reserve 
rate of interest, a central bank can 
influence the size of commercial 
banks’ reserves, and thus their 
borrowing and lending rates and 
the amount of money in circulation. 
This affects spending, and inflation, 
because when interest rates are 
lower, saving is less and borrowing 
more attractive, and when interest 
rates are higher, the opposite is true. 

Increasing money in circulation

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

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

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

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

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

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

NEED TO KNOW

Central bank creates money
and buys bonds

Lower interest rates make central 
bank loans more affordable

$

$

$

$

$

$

Investors deposit their 
payments in commercial banks

Commercial banks’ 
reserves increase

Commercial banks’ 
reserves increase

Lower interest  
rates paid

Lower interest rates make 
loans more affordable

Lower interest rates make 
loans more affordable

More money  
circulates

More money  
circulates

$

$

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

$

$

$

Central bank General public Money supplyCommercial banksInvestors in  
government bonds

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

Decreasing money in circulation

 1668 
the year that the 
oldest central bank 
in the world, the 
Swedish Riksbank, 
was established 

Higher interest rates make central 
bank loans more expensive

The central bank sells  
bonds to investors

$

$

$

$

$
$

$

$ $

$
$

Investors withdraw money 
from banks to buy bonds

Less money  
circulates

Commercial banks’ 
reserves decrease

Higher interest  
rates paid

Commercial banks’ 
reserves decrease

Higher interest rates  
make loans more expensive

Higher interest rates  
make loans more expensive

$$$

$$$

Less money  
circulates

Credit guidance

The central bank’s control of 
commercial banks’ licences helps  
it to influence how those banks  
lend. It can, for example, give them 
incentives to offer very low interest 
rates to important sectors of  
the economy.

Open market operations

The central bank buys and sells 
bonds in the open market to affect 
the short-term rates of interest. 

Credit access

The central bank can restrict 
commercial banks’ access to credit, 
for example by raising the amount of 
deposits they must hold as reserves.

CENTRAL BANK CONTROLS

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

Central bank General public Money supplyCommercial banksInvestors in  
government bonds

Money supplyGeneral publicCommercial banksCentral bank

US_102-103_How_CB_dictates.indd   103 13/10/2016   16:18



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

How it works
Governments need to pay for the public services they 
provide and for any other financial commitments  
they may have. To do this they tax the population,  
and borrow money if additional funds are needed.  
In extreme cases it is even possible for governments  
to print their own cash. Each strategy has its own  
costs—but printing money is so risky that it is very 
rarely used directly.

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

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

The 
government 

spends money on 
public services and 

other financial 
commitments.

              BUDGET DEFICIT

In
te

rest repayments

Pu
blic

 law and order

Education

GOVERNMENT 
BUDGET

$

C
O

V
ER

ED SPENDING

The 
government  

needs to raise  
money in order to 
meet its spending 

commitments.

Taxes

$

     
      Welfare 

US_104-105_Budget_constraint.indd   104 13/10/2016   16:18



105104GOVERNMENT FINANCE AND PUBLIC MONEY
Managing state finance

HOW GOVERNMENTS RAISE MONEY

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

When 
proposed 

spending is greater 
than income, the 

government may need 
to borrow or even 

print money.  75%
of GDP: Libya’s 
budget deficit— 
the worst  
in the world

              BUDGET DEFICIT

Printing money

Borrowing money

Education

Healthcare

Housing and

the environ m

en
t

$

C
O

V
ER

ED SPENDING
     

      Welfare 

  Defense

❯❯ Taxes  Governments 
can levy taxes on 
what the population 
earns and owns, and 
on foreign trade. 
Taxes are safe, but 
unpopular.

❯❯ Borrowing  
Governments can 
borrow from their  
own citizens—through 
pension funds for 
example—or from 
abroad. But loans  
incur interest charges.

❯❯ Printing money   
A government can  
print its own money. 
This seemingly simple 
solution is rare because 
of the risks it entails  
(see pp.144–5).

SAFE  

LOW 
POLITICAL 

RISK

 LOOKS 
EASY

UNPOPULAR

INTEREST 
PAYMENTS

HIGH 
FINANCIAL RISK
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How it works
Governments have the unique 
privilege of being able to demand 
that anyone in their country pay 
taxes. These can be divided into 
 “direct” taxes, which are paid from 
earnings, either by people or 
institutions, and “indirect” taxes,  
which are paid for out of consumer 
spending. Taxes can be levied as a 
share of spending or income, or as  
a flat rate. A progressive tax system 
is one in which richer individuals 
pay proportionately more tax.

Questions surrounding the level 
of taxation are hotly debated. As a 
result, levels of taxation, and laws 
about who or what pays for which 
taxes, vary significantly from 
country to country.

How tax works

Direct and indirect taxes
People have to pay taxes on either their income, or on 
what they spend. Some typical taxes on an individual  
in the US are shown below.

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

TAXES AND BEHAVIOR

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

DIRECT TAXES

FICA tax 15.3%
This tax is a combination of social security tax 
(12.4%) and Medicare (2.9%), both half paid by 
the employer and half by the employee.

Net income
Once taxes on earnings  
have been paid out, the 
amount remaining is  
called “net” income.

NET INCOME

$

$

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

TAX EVASION AND 
AVOIDANCE

INDIRECT TAXES

Excise tax
An indirect tax that applies to 
specified goods, such as 
gasoline, or activities, like 
highway usage by trucks.

Other variables
There are a variety of taxes in the 
US, including capital gains, gifts, 
imports, and much more.

❯❯ Tax return  A document used  
by individuals and businesses to 
record income.

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

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

NEED TO KNOW

TAX

 $21 trillion
thought to be hidden  
in tax havens abroad

$

$

Sales tax
This tax is applied  
at the state level  
and varies by state. 
Not all states have 
sales tax.
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Government funds
A typical government receives 

most of its financing in the 
form of taxes, but borrowing is 
also often necessary in order 

to meet planned expenditures. 
Any borrowed money will 

need to be repaid eventually 
and so a significant portion of 

the government’s budget is 
reserved for debt payments. 

Government  
borrowing

Government borrowing is the main way that governments pay for any 
spending that is not already covered by taxation. However, excessive 

borrowing will result in high levels of government debt.

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

Borrowing
Governments typically borrow 

money by issuing bonds to 
individuals and financial 

institutions in exchange for a 
loan. The government will 

then pay a fixed rate of 
interest over a period of time 

to the investor, paying the 
bond back in full when  

it reaches maturity.  

TAX
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Repaying the deficit
The higher the deficit, the more money of 
a government’s budget is required in order 
to pay it off. Governments with a surplus 

can give more to their debt payments. 

How it works
Governments will often want to spend more than they 
earn in taxes. This may happen during a recession, 
when there is higher unemployment and therefore 
lower tax revenues. The gap between government  
tax revenue and what it spends is called the deficit. 
Governments borrow in order to cover the deficit, 

maintain spending, and continue to provide services 
with the aim that debts will eventually be repaid with 
tax revenue. Most governments run a deficit from time 
to time, and may run one most of the time. If debts  
can be repaid, and interest payments are not large, 
this is not a problem, but there is a risk of default 
when repayment cannot keep pace with borrowing.

Repayment
Any debt that a government takes on  
must eventually be repaid, along with 
interest on that debt. A certain level  

of debt repayment must always be 
maintained by the government  

to avoid default or excess 
interest incurred on 

that debt. 

Government default
If a government fails or refuses to pay back a debt in full 
it is said to have defaulted. This means that it is unable 
to keep up repayments on some of the debt it owes. 

DANGER  
OF DEFAULT

“A national  
debt, if it is  
not excessive,  
will be to us  
a national 
blessing”
Alexander Hamilton, first US 
Secretary of the Treasury

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

 31%
of total global debt  
is owed by the US

How it works
The total amount borrowed by a country’s government 
(and by its previous governments) is known as the 
public or national debt. This is generally calculated as 
the total debt minus the government’s liquid assets. 
Interest is due on this debt, and it can be substantial.  
If a government spends more than it collects in taxes 

Big economy  
A larger economy, 

such as the US,  
can safely carry a 

larger debt, since it 
has more capacity  

to raise taxes. 

in one year, it will be in deficit. Any money it borrows 
to cover this is then added to the public debt. When 
the government spends less than it collects in taxes in 
a year, it has a “surplus,” which can be used to pay 
down the debt. Inflation can also help reduce a debt 
burden. A state that becomes unable to pay its debt is 
said to “default,” and will find it hard to borrow again.

DEBT

Carrying debt
Governments usually repay debt using 
taxes. The more money they raise, the 
faster they can repay it. The larger  
a country’s economy, the more debt
it can safely hold, since a bigger economy 
can gather more taxes.

Medium 
economy  
A smaller 

economy can 
only support 
lighter debts.

DEBT DEBT
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Inflation can 
reduce debt 
Rising prices 

reduce the value 
of money, 

lightening the 
weight of debt 

repayment.

❯❯ Public/national/sovereign debt  
Total debt owed by a government.

❯❯ Internal debts  Money that  
is borrowed from within a 
government’s own country.

❯❯ External debts  Money that  
is borrowed from abroad.

NEED TO KNOW

DEBT DEBT

GOVERNMENT DEBTS RISE IN WARTIME

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

INFLATION INFLATION

Weak 
economy  

A struggling 
economy is 

liable to 
default.

DEBT

DEBT

DEBT

DEBT

GOVERNMENT
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NEWS

Accountability

How it works
Democratic countries typically insist that governments 
report annually to their legislative bodies about 
taxation and spending plans for the next year. This 
annual budget has become the central instrument of 
government fiscal policy, and its contents are widely 

scrutinized. Before the 2008 crash, monetary policy 
had been increasingly left to central banks. However, 
since then the policy and the banking system’s role in 
it have been subject to more rigorous examination, and 
taxation and spending plans now tend to dominate the 
debate during national elections. 

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

Media reports  
on budget 

The media reports  
on changes to the 

government budget 
and how they will 
affect the public.

Legislative body  
approves budget

A country’s legislative body, 
typically an elected 

parliament, will debate the 
budget and potentially 

make changes.

Auditors inspect 
public finances 
Many countries have 
an independent 
body that inspects 
the government’s 
financial decisions.   

Public adjusts its 
spending habits 
Knowledge about the 
budget may inform 

decisions by households 
and firms on spending 

and saving money.

Government draws  
up a budget

Typically an annual budget 
allocates spending across 

different resources.

FISCAL IMPACT
Government policymakers take a 
long-term perspective. To achieve 
the best economic outcomes, 
central bank policymakers need  
to be guided by this perspective. 

$
MONETARY IMPACT
Central bank decisions on 
monetary policy affect 
government spending due  
to the impact of interest  
rates on employment and 
inflation in particular.
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TRANSPARENCY AND ACCOUNTABILITY IN CENTRAL BANKS

Transparency

❯❯ Increased openness is expected to 
lead to better-informed decisions.

❯❯ Political, economic, and procedural 
policies should all be clearly outlined.

❯❯ Regular and comprehensive 
reports must be made available  
to the public and the government.

Accountability

❯❯ Rigorous standards of conduct 
for the central bank’s staff should 
lead to higher-quality decisions.

❯❯ Audited financial statements 
should be made publicly available.

❯❯ Operating expenses and revenue 
should be disclosed.

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

Impact of 
policy is 

monitored  
and quantified
Financial institutions 

and the specialty 
press pay especially 
close attention to 
the central bank’s 

decisions.

Report justifies and 
explains decisions

The central bank governor 
appears before the  

committee to give further 
explanation when required.

Minutes of policy  
meeting published

Reports of the central bank’s 
decision-making process  

are publicly available.

Central bank sets  
interest rates

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

of interest. 

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

The current trend in many countries 
is for an independent central bank.  
It is essential that an autonomous 
central bank is able to coordinate 
effectively with the government and 
keep it, and the public, appraised of 
plans and projections. To this end, a 
central bank must demonstrate both 
transparency and accountability. 

IMPACT ON MONEY MARKETS
Interest rates affect the price of 
financial assets and the exchange 
rate, which affect consumer and 
business demand and the return 
on a country’s assets relative to 
their foreign-currency equivalents. 

IMPACT ON THE PUBLIC
Interest rates affect saving, 
borrowing, and spending 
decisions. These feed through into 
output and employment, then 
producers’ costs and prices, and 
eventually consumer prices. 
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Attempting 
control

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

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

ECONOMIC INDICATORS
Each part of the machine has a reading 
associated with it. In an actual 
economy, the indicators these readings 
represent are collected and produced 
by the country’s national statistical 
bureau, generally using survey data to 
assess levels of spending, employment, 
and so on. One problem for the 
government is the delay between 
actual events in the economy, and 
processing and receiving indicators.  
See pp.116–119

INCOME
Total earnings in 
the economy.

DISPOSABLE 
INCOME
Earnings left  
after taxes have 
been paid.

CONSUMPTION 
EXPENDITURE
Household income
minus household savings.

INVESTMENT
Spending on 
investment by firms.

Tax
Total tax paid  
to the government.  
See pp.126–127

Interest rates
Amount paid for 
borrowing money.  
See pp.120–123

Quantitative 
easing
Government-created 
money. See pp.124–125
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DOMESTIC 
EXPENDITURE
Amount spent by 
households, 
government, and firms.

FOREIGN BALANCE
Difference between 
exports and imports.

NATIONAL INCOME
Total earned by households, 
firms, the government, and the 
foreign balance.

Government 
spending
Amount spent by  
the government.  
See pp.128–129

Imports
Purchases from the 
rest of the world.  
See pp.136–137

Exports
Purchases by the  
rest of the world.  
See pp.136–139

National income

National income is the total 
amount earned by every sector 
of the economy and from the 
foreign balance (also known  
as the balance of payments). 
National income accounting  
is a method that a national 
government uses to measure the 
level of a country’s economic 
activity in a given time period. 

Income equals expenditure

The idea of national income 
means that every penny spent 
in one part of the economy 
must equate to a penny earned 
elsewhere, and the total 
earnings of the economy must 
match the total spending of the 
economy. This idea allows 
economists to build models 
such as the MONIAC machine.

NATIONAL INCOME ACCOUNTING

 $4.29 
trillion 
 Japan’s Gross National 
Income (GNI) in 2015

GOVERNMENT 
REVENUE
Amount taken by the 
government in taxes.
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Reading economic 
indicators

Measuring performance 
Indicators are usually shown as the rate of change over  
time, because the economy is very dynamic. But this  
means indicators are only estimates, based on surveys  
taken at a particular point in time. 

Using a few key indicators of performance, governments can monitor 
how parts of the economy are working and whether there are potential 
problems ahead. However, such indicators must be read with care.

   
    

    
 Growth

   
   

    
   In

flation

This is 
measured by  
the growth of 
“Gross Domestic 
Product.” GDP is  
the total value of  
all of the goods and 
services produced 
by a country in  
one year.

This  
is how 
quickly prices 
are rising on 
average. Inflation  
is typically defined 
according to the 
percentage increase 
in price of a “basket 
of goods,” which is 
selected by looking 
at what products 
people typically  
buy over  
a year.
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How it works
The main indicators governments use to monitor  
the economy are based on surveys of individuals, 
businesses, and government departments. A national 
statistics agency is usually charged with running the 
survey, and then calculating the figures. The agency 
will look at the economy, business, industry and trade, 

the employment and labor markets, and society in 
general. The “headline indicators” generally relate  
to parts of the economy that have the most impact  
on people’s daily lives, and might include assessments 
of the likelihood that individuals will find employment, 
whether their pay will go up or down, and whether 
businesses will be able to expand. 

    
     

 Wages

   
 U

nemployment

the year the US Bureau of Labor 
Statistics was formed to analyze data1884

This is the 
proportion of 
those who could 
work and who 
want to work, but 
are not currently 
employed. It is 
measured as a 
percentage and 
varies widely 
across different 
countries.

Overviews   
of wages are  
usually shown  
as a growth figure. 
As prices rise due 
to inflation, wages 
must rise even faster 
in order to ensure 
that living 
standards are 
improving. 
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Deciding on 
economic policy

Calibrating the  
economic machine 
Governments have a number of different controls they 
can adjust to help the smooth running of the economy.  
The biggest are taxes, spending decisions, and interest 
rates. Each of these controls affects the economy in 
many different ways, and governments have to consider 
these when taking action.  

Governments closely monitor data on the economy to establish which 
policies might improve its performance. There are numerous ways of 
intervening, each with their own pros and cons. 

Increasing tax
The government can try to slow 
down the economy by raising 
taxes, a measure taken when 
inflation is a risk. An increase in 
taxes reduces spending. When 
spending falls, suppliers are less 
likely to put up their prices, since 
they risk losing a market, and 
inflation therefore slows. Cutting 
taxes has the opposite effect.

“Inflation is the one 
form of taxation  
that can be imposed 
without legislation”
Milton Friedman

TARGET VALUE

Unemployment

$

Less money in circulation means lower 
inflation but also encourages lay-offs, 

and unemployment rises. 

With high inflation and low 
unemployment, the government 
raises taxes to reduce money in
the system and reduce inflation.

Inflation
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How it works
Economic policy making has been compared to trying  
to operate a finely balanced machine. By adjusting 
various policy “dials," the government aims for the
best combination of key economic variables—usually,
a combination of low inflation and unemployment levels. 
However, economists point to a trade-off between 

inflation and unemployment, with low unemployment 
coming at the cost of high inflation, and vice versa (see 
pp.132–135). More recently, economists have concluded 
that economies run best by themselves, with limited 
intervention. Other institutions have control over policy, 
while the state concentrates on “supply-side policies," 
such as making markets more efficient.

Raising interest rates
A government that directly controls 
the central bank (see pp.100–103) 
can try and move interest rates. 
When interest rates rise, borrowing 
becomes more expensive, leading 
people to spend less money, and 
businesses may feel pressure to 
reduce their prices, thereby 
lowering inflation. Cutting interest 
rates has the opposite effect.

Increasing spending
When the economy slows  
down and there is a risk of rising 
unemployment, the government 
can try to stimulate the economy 
by increasing spending. By 
encouraging public spending,
the state increases the likelihood  
of firms employing more people  
to meet the extra demand. Cutting 
spending has the opposite effect.

$

To reduce unemployment, the 
government increases spending in 
areas such as infrastructure to increase 
the number of construction jobs. 

Higher spending pumps money into 
the economy, raising inflation.

With unemployment low, the 
government raises interest rates, 
increasing the cost of borrowing and 
reducing the amount of money in 
circulation to try and lower inflation. 
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Interest rates 

How it works
Lenders charge interest on the money or other assets 
that they loan. This is a charge levied to cover risks to 
the lender, should the borrower fail to repay the loan. 
Borrowers perceived to present a greater risk of failing 
to repay a loan may be charged more. Interest charges 
also compensate lenders for profits that they may have 

made if the money had been invested elsewhere. 
Interest charges with banks and other financial or 
business institutions are normally calculated as a 
percentage of the borrowed amount and expressed  
as a yearly figure—the annual percentage rate or  
APR (see p.210). In the US, the Fed plays a key role  
in setting national interest rates (see pp.100–103).  

Interest is effectively the price charged by a lender to a borrower for 
the use of funds. The national reserve interest rate, set by the central 
bank, affects how easy it is to borrow or lend money in a country. 

How interest rates are set
The base rate of interest is set by a country’s central bank in response to inflation 
targets set by its government. Commercial banks respond to changes in the base 
rate by adjusting the interest rates of the different products that they offer.

Government 
Each year, the government sets out 
its goals for economic growth and 
rates of employment. One such  
aim is to achieve price stability, as 
this makes for stable economic 
growth. Prices are kept steady when 
inflation occurs at a limited rate,  
so the government sets an inflation 
target, beyond which prices should 
not rise or fall. This is announced 
annually, expressed as a percentage 
of the Consumer Price Index (CPI). 
The CPI is the cost of a basket of 
representative goods bought by a 
household, measured periodically. 
The 2016 inflation target for the US, 
Eurozone, and Japan was 2 percent.  

Central bank
The government’s inflation target  
is noted by the central bank, who 
then sets the base rate—the interest 
rate that the central bank charges 
commercial banks to borrow from 
it. The central bank does this in 
order to encourage commercial 
banks to adjust their rates in line 
with the base rate, as bank rates 
determine the ease with which 
customers and businesses can 
borrow and so affects investment, 
spending, employment rates, and 
wage levels in the wider economy. 
This in turn influences the prices 
charged for products, which 
affects inflation (see pp.122–123).

 
Base rate

Raising the base rate  
means that commercial  

banks pay higher interest  
on money they borrow from  
the central bank, making it  

more expensive for them to 
borrow. Lowering the base rate 
means that commercial banks  

pay less interest on reserves  
they borrow from the central 

bank, which makes their 
borrowing cheaper. 

%
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❯❯ Nominal rate  An advertised 
interest rate, which does not factor 
in the effect of inflation (or fees, or 
the effect of compound interest). 

❯❯ Real rate  Of particular interest to 
investors, this rate takes inflation 
into account and is calculated by 
subtracting the inflation rate from 
the nominal rate.

NEED TO KNOW

Commercial banks
Banks need to make a profit, so if 
the cost for them of borrowing 
from the central bank increases  
(as the base rate goes up), or the 
interbank lending rate increases, 
they need to reflect this in the 
interest rates that they charge 
customers for borrowing. 
Commercial banks set interest 
rates according to their own needs 
so some banks may choose not to 
pass lower interest rates on to 
customers taking out loans, while 
other banks may offer a higher 
interest rate on savings in order to 
attract new customers’ money. 

LOANS HAVE HIGHER 
INTEREST RATES 
THAN SAVINGS/
DEPOSITS

 
Base rate

Raising the base rate  
means that commercial  

banks pay higher interest  
on money they borrow from  
the central bank, making it  

more expensive for them to 
borrow. Lowering the base rate 
means that commercial banks  

pay less interest on reserves  
they borrow from the central 

bank, which makes their 
borrowing cheaper. 

Unsecured loans 

Secured loans

Savings
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CREDIT 
CARDS

30-YEAR 
FIXED 
MORTGAGE

Interest paid out on savings  
is kept lower than the interest  
rate charged on loans, so that 
the bank can profit from the 
difference between them. 

15-YEAR 
FIXED 
MORTGAGE

Unsecured loans 
do not have 
guarantors or 
assets to act as 
collateral. This 
makes them 
riskier to lenders, 
who may charge 
higher interest 
rates as a result. 

PERSONAL 
LOAN

Secured loans  
are backed by 
collateral, such  
as property. 
Mortgages  
are secured by 
houses. Banks do 
not have to pass  
base rate changes 
on unless the 
borrower has a 
tracker mortgage 
(see pp.214–215). 

INTERBANK 
LENDING RATE

Banks lend to each 
other at a slightly higher 
rate than the base rate. 

HOW INFLATION AFFECTS INTEREST RATES

Interest rates affect inflation and the 
converse is also true: inflation affects 
interest rates. Inflation is the decline 
of a currency's purchasing power  
due to an oversupply of money  
(see pp.132–135). A limited supply  
of goods and services, along with  
an oversupply of money, means  
that money devalues and more of  
it is required to obtain products. A  

loan is a product and the interest rate 
the price paid for it, so if the value of 
money decreases, then commercial 
banks may charge a higher interest 
rate on their loans. Higher charges 
will make borrowing more expensive, 
resulting in fewer loans being taken 
out. This may ultimately impact 
spending, causing the money supply 
to fall, as well as the rate of inflation.

%

$

$

$
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Investment 
decreases due to  
costly loans and 
low confidence

Export 
prices rise

Exports 
fall

Import 
prices fall

Imports 
increase

Household 
consumption 
decreases, with 
less spending  
and more saving

Economy 
expected to grow

Commercial banks 
raise interest rates; 

loans become more 
expensive, but savers 

are rewarded

Demand falls 
overall in the 

economy

Inflation falls  

Unemployment 
rises

INTEREST RATES

The impact of changing interest rates
If interest rates fluctuated all the time, the economy 
would become volatile. This is why the government 
and central bank work together to keep inflation and 
interest at stable rates. Every time the interest rate is 
changed, it sends a signal to society to either spend or 
save—and may also increase or decrease confidence 
in the state of the economy. A rise in interest rates 
encourages saving, since higher interest will be paid 
on money in savings accounts, and investments can 
grow. Meanwhile, borrowing becomes less attractive 
as interest repayments are steeper, and banks more 

selective about whom they lend to. This impacts the 
affordability of obtaining or repaying an existing loan, 
such as a mortgage. By contrast, a drop in interest 
rates is intended to cause an increase in spending, 
since borrowers are able to take out loans more 
cheaply. For those with mortgages tracking the base 
rate, interest repayments will drop. At the same time, 
savers will tend to spend or invest deposits that are 
attracting little interest. While discouraging saving 
through very low interest rates might stimulate the 
economy, this can ultimately negatively impact 
long-term savings plans, such as pensions. 

When interest rates 
are raised
Higher interest rates make loans less 
affordable, while high interest on 
savings accounts encourages saving 
rather than spending. As spending 
slows, so does the economy, with 
demand for goods and services 
decreasing. This eventually affects 
businesses and employment levels.           Value  

of currency 
increases
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Companies may 
find they are less 
profitable as it gets 
harder to find loans 
and investors

21TIME (YEARS)0

$

$$$

Central bank 
raises the base 

interest rate
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%
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Investment 
increases due to 
cheap loans and 
high confidence

Export 
prices fall

Exports 
increase

Import 
prices rise

Imports 
decrease

Household 
consumption 
increases with 
more spending 
and less saving
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Economy 
expected to 

contract

Unemployment 
falls

Inflation rises 

Demand rises 
overall in the 

economy
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When interest rates 
are lowered
Lower interest rates make it cheaper 
to take out loans, and hence to spend 
more money. Saving becomes less 
attractive as interest rates are low. 
With more money in circulation, 
demand for products and services 
rise, stimulating businesses and 
increasing employment.           Value  

of currency 
decreases
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Companies may 
become more 
profitable as loans 
and investors are 
easier to secure

21TIME (YEARS)0
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Central bank 
reduces the base 

interest rate

NEGATIVE INTEREST RATE POLICY (NIRP)

In some countries, the central bank 
has experimented with cutting base 
interest rates to a negative figure, for 
instance, –0.01 percent. If this rate  
is passed on by commercial banks,  
it means that depositors must pay a 
percentage of their deposit to the 
bank. A central bank might impose a 
negative interest rate to encourage 
spending and investment, and 

discourage savers from hoarding 
cash. Commercial banks, however, 
usually tend to be reluctant to  
pass negative interest charges on  
to customers, particularly small 
businesses, as small depositors may 
be driven to withdraw their savings as 
cash to avoid fees. Large depositors 
will pay negative rates to gain security 
and a stable currency account.

Commercial banks 
reduce interest rates; 

loans are cheaper, but 
saving becomes less 

rewarding

%

40.5%
Argentina’s rate  
of inflation in 
April 2016, the 
world’s highest

%
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Quantitative easing is a 21st-century strategy aimed at boosting  
the economy. It uses central bank’s powers to create new money in an 
effort to reduce interest rates and increase investment and spending.

Quantitative easing

CENTRAL BANK

COMMERCIAL BANK

Central bank uses 
new money to buy 
assets, increasing the 
size of commercial 
banks’ reserves. 

How it works
Governments use a number of tools to try to manage 
the growth of the economy in a stable and balanced 
way. One of their key tools is their influence, via central 
banks, over interest rates. Lowering interest rates can 
encourage financial institutions to lend more to 
businesses and individuals, which encourages those 
individuals and businesses to spend rather than to save.

In recent times, quantitative easing (QE) has been 
used when economic activity is sluggish and there is a 
fear of deflation or recession. QE involves the creation 
of new money—usually in the form of electronic 

currency—which the central bank then uses to  
buy government bonds or bonds from investors such  
as banks or pension funds. The aim is to increase  
the liquidity of money in the economy which will in 
turn lower interest rates and make lending easier  
and more attractive. This, in turn, should encourage 
businesses to invest and consumers to spend more, 
thus boosting the economy.

QE is still very much a monetary policy experiment  
in progress. There are concerns that it could lead to an 
inflation problem, and its detractors point out that its 
benefits are felt only in selected sectors of the economy.

Commercial banks 
sell assets, usually 
government bonds, 
to the central banks.

How QE is supposed to work
Ideally, money passed on to banks should trickle down to 
all sectors, leading to spending, which boosts the economy.

Central bank creates  
new money

$ $ $

$ $ $
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Increased reserves reduce 
interest rates (see pp.101-
101), leading individuals and 
businesses to borrow more. 

INTEREST 
RATES 

REDUCED 

Individuals and businesses 
use loans to buy goods and 
services and invest in 
businesses.

DANGERS OF QUANTITATIVE EASING

UK

The UK began a QE program in 
early 2009, after interest rates were 
cut to almost zero. Most of the new 
money has been used to purchase 
government debt. The effects of QE 
depend on what sellers do with the 
money they receive from selling 
assets, and what banks do with the 
additional liquidity they obtain. 
The Bank of England believes QE 
has boosted growth, but at the cost 
of higher inflation and increasing 
inequality of wealth, as prices rise.

CASE STUDY

Increased spending  
and business investment 
boosts economic activity. 

The economy may 
not respond as 
expected even to very 
large amounts of new 
money being created.

Banks don’t always 
pass on the money 
to businesses in need, 
but hoard it or invest 
it elsewhere.

Inflation may occur 
due to increased 
money supply, but it  
is unlikely to lead to 
hyperinflation. 

QE is a new strategy and its effects are hard to measure. There is still disagreement 
about whether it can stimulate the economy without taking too many risks.

spent on QE purchases by the US government 
$3.5 trillion
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The level of taxation

Pigouvian taxes
Standard economic theory says that if consuming a good or 
service causes harm, a tax should be applied to it until the 
value of the tax matches the cost of the harm done. As shown 
to the right, a government could impose a tax on sugar to 
match the cost to public health services of obesity. In the US, 
some states tax sugary drinks, but the percentage varies.

How it works
Governments can impose taxes on a person’s earnings, 
their buildings and homes, savings and investments, 
pensions, inherited property, or on what they spend. 
Most governments rely heavily on income taxes, 
usually with different proportionate levels for different 
levels of earnings. This makes the tax system fairer, 
but introducing more complexity also increases the 
chances of tax avoidance. However, some taxes are 
levied in order to change behavior. By taxing 
something viewed as bad, such as tobacco or alcohol, 
the government can help to persuade people to 
consume less of those things. 

It is difficult for governments to establish how much tax to levy. Too 
low, and the government cannot provide the services people want. 
Too high, and people will be unwilling to pay the tax. 

Drinks with over 8g of sugar 
per 3½ ounces could be 
taxed at $.08 per can/
carton—or $.24 per liter.

Drinks with 5-8g of sugar per 
3½ ounces could be taxed at 
$.06 per can/carton—or $.18 
per liter.

Milk- and fruit-based drinks, 
teas, and coffees might not be 
taxed, regardless of sugar content.

Carib
Ginger 
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No  
Bull

Sug  
Nite
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BroPeppy

Uvena

D
extro
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e

15.2g
10.3g
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10.6g 10.6g

Dr.  
Jones Orango

Cafteen

Sea  
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Honesto 
smoothie
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Lifta
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o
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6.3g 6.5g

7.5g
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Chocolate 
milk

Smooch
Skydosh Monkey

Chai latteFrothacino
9.3g

13.7g 13.8g

$$$

❯❯ Effective tax rate  Many tax systems allow different 
“reliefs”—such as investment relief to encourage 
investment. More than one tax may also be levied at 
once, for example income and corporation tax. As a 
result, the effective (average) tax rate may differ from  
the headline (basic) rate.

❯❯ Marginal tax rate  Describes the additional tax paid 
from undertaking a small amount of extra activity—for 
example the extra tax paid in earning $1 more. Decisions 
made “at the margin” influence the behavior of 
individuals and businesses, such as whether it is worth 
working longer hours.

❯❯ Gray economy  People who work for cash wages or 
fees and do not declare their income, in order to avoid 
paying tax.

NEED TO KNOW

US_126-127_Setting_Taxation_levels.indd   126 13/10/2016   16:18



126 127GOVERNMENT FINANCE AND PUBLIC MONEY
Attempting control

 24%
estimated percentage
of economic activity  
in Greece that went 
undeclared and untaxed
in 2013 

THE LAFFER CURVE

The Laffer curve, named after US economist Arthur Laffer, 
illustrates the idea that there is an optimum level of 
taxation to maximize revenues. This is because at very 
high rates of taxation, more people will be looking to 
avoid or reduce the tax than will pay it. So, although tax 
revenues initially increase with rising tax rates, eventually 
they will decline. Controversy surrounds the idea because 
it is very hard to know where this optimum point might 
be and also because it would seem to legitimize non-
payment of taxes by high net-worth individuals, and tax 
avoidance by ordinary people who start to participate in 
the “gray economy.”

Unintended effects of tax 
❯❯ Some US cities are assessing the 
tax by the ounce. This might 
encourage people to drink less.

❯❯ Consumers may turn to sugary 
untaxed drinks such as 
milkshakes and smoothies.

❯❯ The tax increase may hit poorer 
consumers harder, making it a 
regressive tax.

❯❯ Share prices and profits of drinks 
companies may fall, affecting 
government tax revenue.

❯❯ If businesses are affected, this 
may lead to the loss of jobs.

❯❯ In Mexico, a 10 percent tax on 
soft drinks has raised more than 
$2 billion since 2014, but sales 
have started to rise again after  
an initial drop.
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SPENDING VS CUTS

Government spending can directly 
support the economy, such as 
expenditure on transportation and 
communications. Scientific 
research is often funded by the 
government, and spending on 
education helps to train workers. 
Some governments also subsidize 
and support key industries.
However, many governments since 
the 2008 financial crash have tried 
to cut their spending to reduce 
their deficits (see pp.146–147). 
These decisions are controversial, 
as the long-term effects on the 
economy are still unknown.

Government  
spending and cuts

Typical government 
spending 
How a government spends money 
depends on its political priorities,  
the size of the government relative 
to the economy, and its level of debt. 
For instance, Scandinavian countries 
famously prioritize significant 
welfare spending. Government 
spending can also boost the 
economy. By spending on 
infrastructure, governments can  
help to sustain economic activity. 
Funding scientific research aids 
product invention, feeding into 
economic growth, while spending 
on education can provide the 
training to make a workforce  
more productive. 

Governments today spend a large part of what an economy 
produces, using taxes to prioritize political commitments and 
potentially boosting their country’s economy in the process. 

Interest 

payments 6%

Medical 

programs 

25%

Transport 2
%

Defe
nse

 16
%
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How it works
Modern governments are expected 
to pay for a range of services  
that typically includes education, 
healthcare, pensions, and welfare 
payments. The electorate may also 
expect them to invest in roads, 
airports, water, electricity and gas 
supply, and other infrastructure.

However, governments cannot 
simply spend whatever they want. 
Healthy tax revenues are dependent  
on a thriving economy. Most 
governments attempt to prioritize 
their spending depending on their 
political commitments, setting an 
annual budget to allocate spending 
from taxes they expect to receive.

trillion 
the United States federal 
government’s budget for 2017

$4.15
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The size of a government’s budget, 
relative to its economy, can vary. Typically, 
governments spend around 40 percent  
of GDP. The graph below shows some of 
the variation. South Korea’s government 
spends 30 percent of GDP, but Denmark’s 
spends 58 percent.

GOVERNMENT SPEND 
RELATIVE TO ITS ECONOMY

SOUTH KOREA 
30% 

AUSTRALIA
36% 

RUSSIA
39%

JAPAN
43%

GERMANY
45%

UK
45%

ITALY
51%

FRANCE
57%

DENMARK
58%

GREECE
61%

US
20% 

SIZE OF GOVERNMENT SPENDING  
AS % OF TOTAL ECONOMY
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How it works
As well as providing services like education and 
healthcare, governments also usually take 
responsibility for providing the buildings public 
services use, and for essential infrastructure like 

railways, electricity and gas supplies, and roads. 
Sometimes, governments will also invest in housing.

Spending on this is government investment, and 
appears as its “capital” spend in the national budget.
It is equivalent to spending by private companies and 

How governments 
provide for the future

Government investment and returns
Governments can invest in many different areas of  
economic activity. The returns, such as those below,  
can benefit the government, or wider society. 

Government spending can help to shape how an economy develops.  
By investing in productive activities, as well as day-to-day items, 
governments can help their economies to grow.

Returns to government
❯❯ Direct  Passenger fares

❯❯ Short-term  Tax on increased 
spending near stations 

❯❯ Long-term  New businesses 
move in

❯❯ Indirect  Economic growth

Returns to government
❯❯ Direct  Energy bills paid 

❯❯ Short-term  Lower energy 
costs

❯❯ Long-term  More investment 
in infrastructure by business 

❯❯ Indirect  Economic growth

Returns to government
❯❯ Direct  Utility bills paid

❯❯ Short-term  Cheaper  
utility costs 

❯❯ Longer-term  Health and 
environmental benefits 

❯❯ Indirect  Growth of cities
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CAPITAL SPENDING AND BORROWINGindividuals on things such as 
machinery and buildings, and in 
the same way the investment will 
produce a return over its lifetime. 
Sometimes this return is paid 
directly (for instance in passenger 
fares) and sometimes it appears 
indirectly (for instance in the 
economic benefits of a new road, 
helping businesses to trade and 
resulting in more tax revenues). 
Governments justify spending by 
showing the returns it will produce.

Returns to government
❯❯ Direct  Rent from tenants 

❯❯ Short-term  Cheaper rents; 
less homelessness; more stable 
society

❯❯ Longer-term  Growing towns 

❯❯ Indirect  Economic growth

Returns to government
❯❯ Direct  None

❯❯ Short-term  Public opinion

❯❯ Longer-term  More 
productive workforce; better 
social cohesion

❯❯ Indirect  Economic growth

Returns to government
❯❯ Direct Revenue from research

❯❯ Short-term  Tax revenues 

❯❯ Longer-term  New markets; 
investment in business

❯❯ Indirect  Faster economic 
growth
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To fund their capital spending, 
governments (just like businesses)  
will often borrow money. This means 
adding to their overall debt, so 
governments concerned with cutting 
debts will often look first at ways of 
reducing capital spending. However, 
this means missing out on the returns 
of an investment, so in order to lower 
the costs, many governments have 
used private funding. This allows the 

private investors to share in the 
returns. In some cases this means full 
privatization, in which a government 
allows a private firm to build and run 
the investment outright. When this  
is not possible or desirable, private 
investment may take the form of a 
deal between government and 
private investors to split the costs, 
risks, and profits of building and 
running the investment.
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Cost-push inflation
Several factors can cause costs to rise. An increase in the price of a raw 
material, for instance, can have a ripple effect, leading to a rise in prices 
throughout the economy. Increased energy and transportation costs can 
also push prices up. Higher salaries and taxes are other examples of expenses 
that are ultimately passed on to customers in the form of rising prices. 

Inflation 

Cost of components increases
The rising price of oil increases  
the costs involved in making the 
components that are used to 
manufacture cars, raising the 
business’s production costs.

Cost of raw materials increases
The availability of an essential 
commodity, oil, becomes limited, raising 
its price and the cost of transportation, 
heating, and manufacture. This has an 
immediate and widespread impact on 
basic costs for businesses, particularly 
those that require the commodity for 
production, such as this car factory.

How it works 
Inflation is the year-on-year rise  
in general prices. This increase is 
usually measured by the cost of a 
basket of representative household 
goods. As more money is needed to 
buy the same goods and services, 
the value of money decreases, and 
day-to-day living becomes more 
expensive. There are various factors 
that influence inflation, but changes 
in the supply and demand of goods 

and services, and of money, have a 
major impact. There are two main 
types of inflation: “cost-push” 
and  “demand-pull.” Cost-push 
inflation is  driven by rising costs to 
businesses, which are then passed 
on to their customers. A business’s 
costs might go up for a number of 
reasons, such as a rise in the price of 
a raw material or the need to raise 
the wages of employees. Demand-
pull inflation happens when a high 

demand for goods exceeds the 
company’s ability or willingness  
to provide them. Rather than 
increasing supply to match demand, 
businesses instead raise their prices. 
This alone would not cause demand-
pull inflation, but if there is also an 
oversupply of money in the economy, 
consumers will continue to pay 
elevated prices, increasing them 
further—a case of too much money 
chasing too few goods.

The general increase of average prices in an economy, accompanied 
by a decrease in the purchasing power of money, is called inflation.  
This leads to a rise in the cost of living.

$

$

US_132-133_Inflation-1.indd   132 13/10/2016   16:19



132 133GOVERNMENT FINANCE AND PUBLIC MONEY
Attempting control

Higher wages 
The employees demand  
better pay, as it appears  
that prices are rising. The  
company agrees and their 
overall costs increase. 

Price of product rises
Manufacturers respond 
to higher production 
costs by passing some 
of this on to customers.

Rate of inflation accelerates
If the price of goods and 
services increases across  
the economy, a higher rate  
of inflation results. 

$

$

CAUSES OF COST-PUSH INFLATION

❯❯ Costs of raw materials  Increases might be due to a 
scarcity resulting from a natural disaster, or an artificial 
limit imposed by a monopoly—for instance, the oil 
embargo in the 1970s, which tripled prices. 

❯❯ Labor costs  Strikes, low unemployment—meaning that 
companies need to pay more in order to attract skilled 
labor—strong unions, and staff expectation that general 
prices will rise can all result in the company’s increasing 
wages and shifting the cost to customers. 

❯❯ Exchange rates  When a country’s currency drops 
against a trading partner, more money is required to 
purchase goods from abroad, which can cause inflation.

❯❯ Indirect taxes  A rise in excise taxes or other tax on a 
product might be passed on to the customer.

Indirect tax increase
The government raises 
the sales tax on the car. 
The company offsets this 
by passing the cost on 
to consumers.

Cost-push inflation is driven by a rise in running costs  
for businesses. This can have a number of causes.

❯❯ Nominal values  Prices, wages, and other economic 
variables that are not adjusted in order to take account 
of inflation. 

❯❯ Real values  Figures adjusted for inflation and used 
when looking at economic variables over a period of 
time to determine whether increases are influenced  
by inflation or economic growth.

NEED TO KNOW

“Inflation is always and everywhere  
a monetary phenomenon”
Milton Friedman
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INFLATION

Demand-pull inflation
In an expanding economy, a phone company experiences a sudden increase in 
demand for their product. However, since the company’s resources are already at full 
capacity, they cannot increase their supply. Instead, they raise their product’s price. 

Inflation and the velocity 
of money circulation
It is not just the supply of money  
that affects growth in an economy, 
but also the rate at which money 
changes hands. This is called the 
 “velocity” of money. It is a measure 
of how many times a unit of money 
has been used in transactions for 
goods and services over a period of 
time. For instance, if the same unit 
of money, such as $1, is spent three 
times in one year in three separate 
transactions, the velocity of money 
will be three. If the money supply 
increases rapidly, as well as the 
velocity of money, the supply of 
goods and services may not be  

able to keep pace with demand—
there will be more money buying 
fewer goods. This can happen if  
the economy expands too rapidly, 
perhaps due to a sudden increase 
in money supply as a result of 
monetary policy. Companies 
respond by raising their prices, 
kickstarting demand-pull inflation.

However, a higher money supply 
may not necessarily result in an 
increase in velocity. If confidence  
in the economy is low, banks may 
limit loans, while individuals and 
businesses may  hoard rather than 
spend their money. If there is  
less money pumping around an 
economy, inflation reduces. 

Demand outstrips supply
Suppliers cannot increase 
output in the short term so 
consumer demand exceeds 
the number of products that 
can be supplied.

Demand rises
With more money available in the 
economy, there is a willingness to  
spend more money on products in 
general. This brand of mobile phone, a 
market leader, is particularly in demand.

Manufacture at maximum capacity 
The factory is already producing at  
full capacity, with full employment. 
Without investment to increase 
production, which takes time, the 
supplier is unable to produce more.

❯❯ Market power  A company’s 
capacity to raise a product’s price 
by manipulating levels of supply, 
demand, or both. Increased 
market power due to a strong 
brand may result in lower output. 

❯❯ Effective demand  This is an 
indication of what consumers are 
actually buying, dictated by their 
willingness to spend, available 
income, and need.

❯❯ Latent demand  This represents 
customers who have a desire to 
buy a product, rather than those  
making actual purchases. 

NEED TO KNOW
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Prices increase
With an increased money supply 
and high consumer confidence, 
customers seem willing to pay 
more for a limited supply of the  
product, so the company increases  
its price. How high a price rises 
depends on consumer demand for 
the product; if price elasticity of 
demand is inelastic—the item is 
something that customers need 
and cannot do without—the price 
point may be pushed higher. 

Rising rate of inflation 
If consumer spending 
increases generally  
across the economy,  
and businesses respond 
by raising prices, rather 
than output, then a higher 
rate of inflation will result.

 2%
the US federal 
government’s 
target level of 
inflation

Effective demand
The rise in customer demand has an 
impact on the product’s price, as it is  
an “effective demand”: customers have 
the income to meet a higher price 
point and are willing to pay more for  
a product they perceive as valuable.

CAUSES OF DEMAND-PULL INFLATION

When an economy expands too rapidly, 
or unsustainably, an excess money 
supply can cause customer demand  
to overtake the supply of goods and 
services. An increase in spending is 
caused by several factors. 

❯❯ Monetary policy  A cut in interest 
rates leading to a relaxation of loan 
restrictions can increase money  
supply, leading to more borrowing  
and spending. 

❯❯ Government spending  Increased 
investment and spending by the state 
can expand the money supply, 
resulting in consumer activity.

❯❯ Lower tax  A decrease in direct or 
indirect taxes can increase income.

❯❯ Consumer confidence  If consumers 
and companies feel confident about 
the future, they may spend money 
they would otherwise have saved.

❯❯ Property prices  High house prices 
can cause home owners to feel more 
wealthy, increasing their willingness  
to spend and thus their demand for 
consumer goods.

❯❯ Rapid growth abroad  High export 
sales can increase the amount of 
money flowing into the country, with  
a ripple effect on inflation.
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THE THREE PARTS OF A BOP ACCOUNT 

How it works
A country’s balance of payments account provides 
a record of all of its international credits and debits. 
Transactions that result in money flowing into a 
country will appear as a credit, while transactions 
moving money out of the country will appear as  
a debit. The BOP account has three parts:
the current account, which measures goods  
and services; the capital account, which  
tracks the movement of capital and 
nonfinancial assets; and the financial 
account, a subdivision of the capital account, 
which looks at investment. 

In theory, a country’s BOP should total zero, 
as each credit to the current account will 
correspond with a debit to the capital account,  
and vice versa. Realistically, as a result of 
variations in accounting practices and exchange 
rate fluctuations, this rarely happens.

A balance of payments account  
is separated into three main 
accounts, each of which track 
different types of international 
transactions into and out of  
the country. The three main 
accounts are, in turn, divided into 
subaccounts, to chart specific 
areas of expenditure. 

Current account

❯❯ Raw materials and merchandise

❯❯ Services, such as business, 
tourism, or transportation

❯❯ Income, including from property 
and shares

❯❯ Unilateral or one-way transfers,  
such as foreign aid or gifts 

Capital account

❯❯ Capital transfers, such as money 
transfers or assets of migrants

❯❯ Nonproduced, nonfinancial 
assets, such as natural resources 
and land

Financial account

❯❯ Assets held abroad, such as bonds, 
investment, and foreign currency

❯❯ Foreign-owned assets at home, 
including bonds, investment,  
and local currency

Balance of 
payments

A country’s balance of payments (BOP) is a record of its international 
transactions over a set period of time. This record tracks goods, 
services, and investment into, and out of, the country.

International flow
A country’s balance of payments  
includes transactions by individuals, 
businesses, and the government.  
Tracking these transactions helps the 
government determine how much 
money is coming into and leaving  
the country, and in which economic  
areas there is a deficit or surplus.  

COUNTRY 

COUNTRY’S BOP
CURRENT 
ACCOUNT

CAPITAL 
ACCOUNT

TOTAL: 0

FINANCIAL 
ACCOUNT

Credit Debit Debit

+$2bn –$1bn –$1bn
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REST OF  
THE WORLD

This account monitors 
international positions in 

local and foreign currency, 
bonds, and investment.

The sum of the “balance of 
payment” should equal zero, 
but this rarely turns out to be 

the case. 

$1bn - $2bn = $-1bn

Goods and 
services 

$1bn

Money transfers 
and land 

$2bn

Capital and 
financial accounts 

–$2bn

Current account 
$2bn

Zero

Currency and 
stocks
$1bn

$ $

Financial account

Balance of payment

Goods and 
services 

$3bn

Money transfers 
and land 

$1bn

$

Currency and 
stocks 
$2bn

This account is chiefly for 
recording the movement of 

money and nonfinancial, 
nonproductive assets.

$1bn - $2bn = $-1bn

Capital account

The current account is 
mainly concerned with the 
international exchange of 

goods and services.

$

$3bn - $1bn = $2bn

Current account

$ $

EXPORT
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How it works
A country’s economic conditions 
change from day to day, which is 
why exchange rates also fluctuate 
continuously. These currency 
fluctuations are determined in 
foreign exchange markets around 
the globe when currencies are 
traded (a buyer selling one 
currency to buy another). 

Buyers base their trading 
decisions primarily on the 
performance of a country’s 
economy. They examine real- 
time data such as interest rates, 
and political and commercial 
events that will affect economic 
performance—such as elections, 
the crash of a financial institution, 

or news of increased investment 
in manufacturing facilities. Four 
key economic factors—gross 
domestic production (GDP), 
inflation, employment, and 
interest rates—indicate how well 
a country’s economy is performing, 
and determine its exchange rates.

Political stability is also crucial. 
If investors fear that a government 
is not capable of managing its  
country’s economy, they will lose 
confidence, sell their investments 
in that country, and exchange the 
local currency for other currencies. 
This in effect pushes down the 
value of the local currency by 
increasing the supply of it and 
reducing the demand for it.

International currency 
fluctuations

❯❯ Dovish  A cautious government 
monetary policy that encourages 
lower interest rates. 

❯❯ Hawkish  An aggressive 
government monetary policy  
that is likely to lead to higher 
interest rates.

❯❯ Capital flight  The movement    
of money invested in one 
country’s currency to another; 
usually caused by a drop in 
investor confidence.

NEED TO KNOW

Exchange rates fluctuate according to supply and demand.
If one country has a stronger, more stable economy than its 
trading partners, then its currency will be valued more highly. 

Weak currency
These economic factors—either 
by themselves or combined with 
each other—can trigger a fall in 
the value of a country’s currency.

%

Currency 
fluctuations 
The state of the economy in any 
country will dictate whether its 
currency will rise or fall against 
other currencies. Interest rates, 
inflation, productivity, and 
employment will all have a 
bearing on currency. Investor 
confidence also affects 
exchange rates—investors  
favor countries with a sound 
political regime, efficient 
infrastructure, educated 
workforce, and social stability.

$

CLOSED

$ $

LOW INTEREST RATES
Low rates encourage 
domestic growth, but 
do not attract investors 
to buy currency.

HIGH INFLATION
Inflation increases the cost 
of export goods, lowering 
demand for them and for 
the exporter’s currency.

FALLING GDP
Shrinking production 
indicates that demand for  
a country’s exports, and so 
for its currency, has fallen.

HIGH UNEMPLOYMENT
Rising unemployment 
may signal falling 
production and a lack  
of competitiveness.

LOW CONFIDENCE
Nervous investors 
sell local currency 
and so depress the 
exchange rate. 
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Bank 
counteractions
When a country’s 
central bank expects  
the currency’s value to 
drop, it tries to shrink 
the money supply.

Strong currency
These factors signal a booming 
economy, and boost demand  
for the country’s currency as  
well as increasing its value.

INCREASING  
INTEREST RATES
Increasing interest rates 
attracts investors to buy 
the country’s currency as 
they will be rewarded with 
high rates of interest.

Bank

%
THE IMPORTANCE OF 
RESERVE  CURRENCY

Reserve currency is a recognized safe 
foreign currency held by a country’s 
central bank and financial institutions 
and used to make trade payments. 
Using the reserve currency avoids the 
need to change payments into local 
currency, minimizing the exchange-
rate risk for both countries. Many 
central banks set a reserve ratio—the 
percentage of domestic currency  
that the bank must hold. The US dollar 
is the currency most commonly held in 
reserves worldwide. 

$

$

VIP

 $5.3
 trillion 
the typical  
value of foreign  
exchange trades  
made each day

$ $

HIGH INTEREST RATES
Higher rates attract  
foreign investors and 
increase the value of  
the currency.

STABLE INFLATION
Stable or falling 
inflation can help
to boost the value
of the local currency.

RISING GDP
High production rates 
demonstrate demand 
for a country’s products, 
and thus its currency.

LOW UNEMPLOYMENT
Employment is linked  
to GDP, indicating that  
a country’s products 
 are in demand.

HIGH CONFIDENCE
Confidence in a 
nation’s economy can 
be enough to keep its 
currency buoyant. 

SELLING FOREIGN 
RESERVES
Selling foreign reserves 
and retaining domestic 
currency increases 
demand for the  
domestic currency.
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How it works
In most countries, it is the current 
working generation that is funding 
the pensions of those who have 
reached retirement age, as well as 
the pensions of those who are due 
to retire. This is the case in the US, 
where Social Security contributions 
from current workers fund 
retirement benefits for those who 

reach the age for Social Security. 
Governments need to ensure there 
is enough moneyto go around, a 
task that is all the more challenging 
because in most developed 
countries the population is aging, 
which means that fewer and fewer 
workers will be funding the 
pensions of an increasing 
number of older people. 

Managing state 
pensions

Most governments use taxpayer money from current workers
to fund pensions for those who have retired. Some governments 
invest taxpayer money to increase the overall pension fund.

$

$

$

$
$

A
ss

et
s

CORE 
INVESTMENTS

GOVERNMENT 
BONDS

MONEY 
MARKET

EMPLOYEE 
CONTRIBUTIONS
can be increased  
to meet shortfall.

Measuring how well pension funds 
are likely to meet current and future 
liabilities is key to the successful 
management of state pensions.

CURRENT WORKERS

Managing 
investments

In countries with sovereign wealth funds, 
the government invests taxpayers’ 

contributions to increase the available 
money in the fund. Investment is usually in 
core assets, which are less risky but can still 

fluctuate. If stock markets rise, so do 
pension funds, and vice versa.

STOCKS 
AND 

SHARES

INFRASTRUCTURE ASSET INVESTMENTS

Managing contributions
In some countries, such as Chile and Japan, and at a state level in the 
US, pension managers invest the funds collected from taxpayers 
with the aim of keeping the amount of available money high 
enough to meet predicted demand. In other countries, any surplus 
in the pension fund (such as the National Insurance Fund in the 
UK) may be lent to the government, but in general it is simply used 
to pay for the pensions of people who have already retired.

$

$
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SOCIAL SECURITY  
BENEFITS

LIABILITIES
Payments to pensioners will 
appear as a liability on the 
government balance sheet. 
Demographics influence the 
amount of money needed  
to meet this liability. For 
example, if the population is 
projected to live longer in 
old age, the amount needed 
for future payments will rise. 

$

$

$

$

$

$ $

❯❯ Overinvestment in equity 
(stocks and shares), which can 
promise high returns, poses a 
potential risk to any pension 
fund, and can be especially 
damaging to state pension 
funds. Japan discovered this 
after the nation’s Government 
Pension Investment Fund lost 
5.6 percent of its value in the 
third quarter of 2015 due to 
stock market investments.

❯❯ Government priorities   
can influence the way pension 
contributions are invested—not 
necessarily in the best interests 
of the pension pool  
or its future ability to make 
payments. In some countries,  
a percentage of pension 
contributions are lent to the 
government for other 
purposes, or invested in public 
projects such as housing. 

WARNING

Managing 
investments

In countries with sovereign wealth funds, 
the government invests taxpayers’ 

contributions to increase the available 
money in the fund. Investment is usually in 
core assets, which are less risky but can still 

fluctuate. If stock markets rise, so do 
pension funds, and vice versa.

INFRASTRUCTURE ASSET INVESTMENTS

Measuring health
Sufficient money must come in to the pension 
fund to maintain or improve it. The fund’s 
performance can be assessed in two ways:  

❯❯ Funding level  The amount of money in a pension 
fund compared to the amount of pension that 
needs to be paid out. This can be expressed as a 
percentage or as a ratio (the assets divided by the 
liabilities). A funding level of 100%, or a ratio above 
1, means that there will be enough money in the 
pension fund to meet the payment obligations.      
A funding level below 100%, or a ratio below 1, 
means there is not enough. 

❯❯ Deficit  The difference between the liabilities and 
assets in a pension fund—i.e. the shortfall between 
the money coming in and the money due to be 
paid out. This is also known as unfunded liability.

$

“A pension is nothing 
more than deferred 
compensation”
Elizabeth Warren
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Why governments 
fail financially

It is possible for a government to fail financially, and there are two main ways this 
can happen. The first is when it loses the ability to meet its obligations to repay  
its debt, potentially leading to a default. The second is when it fails to reassure  
the public that the value of its currency, or money itself, can still be trusted, 
potentially leading to hyperinflation. Fundamentally both causes are due to a  
loss of public trust. So, if a government cannot be trusted, it is more likely to fail.

DEBT DEBT

GOVERNMENT

THE REST OF THE ECONOMY

Loss of public trust 
and financial failure
When a government and the 
institutions of government  
lose trust through their own 
incompetence, corruption, or  
as a result of losing a war, there  
is a major crisis. To prevent  
this loss of trust 
becoming disastrous, 
a democracy may 
seek to remove  
its government.

Uncontrollable debt and default 
If a government has taken on excessive borrowing and 
cannot repay its creditors, it may cut spending and raise 
taxes, but if it cannot shift the burden, a default becomes 
inevitable. See pp.146–147

UNPAYABLE DEBTS
The government 
cannot pay its debts 
and higher interest 
payments are 
demanded by 
lenders who no 
longer trust it.

DEBT DEFAULT
The government 
cannot keep  
up with debt 
repayments.  
It has to default, 
failing to pay  
back those who  
loaned it money.

GOVERNMENT 
TRUST

O
U
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O
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A
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Why governments 
fail financially Gaining trust

Trust is critical to making money and for governments to work properly. It 
is necessary for economic growth. If people do not believe a government’s 
financial promises, it may lose control of the economy. Trust is hard to 
win, and usually comes from political stability over a period of time.

Losing trust

Governments can lose trust in many different ways. A weak government 
might decide to issue more money to meet the demands made on it, 
instead of raising taxes. A government unable to repay its own debts, 
especially those owed to other countries, may decide that defaulting  
on the debt is easier than trying to levy taxes to pay. In both cases,  
trust in the government and its money will be undermined.

THE IMPORTANCE OF TRUST

LOSS OF TRUST
As money floods the economy,  

it becomes worth less and less until 
confidence in it collapses completely  

and hyperinflation sets in.

GOVERNMENT

Hyperinflation
When a currency’s value falls sharply, 
prices rise quickly and goods become 
scarce. A government may print more 
money to steady prices, but this 
undermines trust. See pp.144–145

PRINTING MONEY
A weak government 
prints money instead 
of collecting taxes.

O
U

TC
O

M
E

B

$
$

$

$
$

$

$

$ $

$
$

$ $

$

$

$

$

$

$

$
$

$

$
$

$

$
$

$

$
$

$

$
$

$

 6 
countries have never 
defaulted on their 
debt: New Zealand, 
Australia, Canada, 
Thailand, Denmark, 
and the US
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How it works
Trust in the value of a currency is essential to maintain 
price stability in modern economies. Governments 
therefore seek to control money supply in order to 
prevent dramatic price fluctuations that could erode 
trust. But when governments are weak or not trusted, 
these controls can break down. A weak government, 
for example, may be unwilling to raise taxes to pay for 

public spending, printing money to pay for it instead. 
Prices can thus rise very rapidly as citizens refuse to 
believe that money has any value, and so they demand 
more of it in any sale. Governments can subsequently 
feel pressured to issue more and more money in order 
to keep the economy moving. When this happens, 
hyperinflation sets in, and it can be very hard for 
governments to regain control.

How governments fail: 
hyperinflation

Public confidence in a country’s currency can collapse, resulting in 
exceptionally high rates of inflation. These episodes of hyperinflation 
are comparatively rare, but always very serious.

1. Following war defeat, Germany’s 
new government is unstable. It  
prints money to pay for war debts, 
reparations, and public services.

2. The German government starts 
using the money it prints to purchase 
foreign currency, causing a collapse in 
the value of the German mark.

3. By 1922, Germany cannot pay 
reparations. France and Belgium 
occupy the Ruhr to enforce payment 
in goods instead of money.

4. German workers in the Ruhr  
go on strike. The government prints 
more money to pay their wages. 

5. As the economy collapses,  
the German government  
continues to print money.

6. Domestic prices in Germany 
explode as confidence in the 
currency evaporates. 

COLLAPSE IN TRUST
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Case study: Hyperinflation in Germany, 1921–24
Germany experienced an infamous period of hyperinflation after World War I.
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STOPPING HYPERINFLATION

7. Hyperinflation sets in and prices 
rise faster than people can spend their 
money. In 1922, a loaf of bread cost 
163 marks—by November 1923 this 
had risen to 200,000,000,000 marks.

8. A new government is formed in November 1923, with a new 
president of the German central bank. The central bank stops 
paying government debts with printed money. A new currency, 
the Rentenmark, is introduced, replacing the near-worthless paper 
mark. The Rentenmark is backed by mortgages on land, while  
the new central bank president promises to fix its exchange rate 
against the dollar. These measures restore public confidence in  
the currency. Some of Germany’s war debts are written off and 
reparations reduced in 1924–25. The situation is stabilized.

HYPERINFLATION

163 MARKS

200,000,000,000 
MARKS

TIME1922 1923

P
R

IC
E

Credibility   

Because hyperinflation is based on expectations about the future, with 
people believing prices will carry on rising rapidly, it can also be halted 
rapidly (in theory). If the government can credibly commit to ending 
inflation (for example, by introducing a new currency and tight rules on 
issuing it), it can stop hyperinflation with limited costs. However, fulfilling 
that commitment can be challenging, particularly for weak governments.

Dictatorship   

One controversial argument is that because hyperinflation results from 
weak governments, ending hyperinflation requires a strong 
government—even one that ends democracy. Economist Thomas Sargent 
has made this argument for central Europe in the 1920s, where a series of 
hyperinflationary episodes were halted by authoritarian governments.

DM

10,000 MARKS

100,000 MARKS

R
M $

NEW GOVERNMENT

  460 septillion 
the number of Hungarian pengö  
to 1US$ at the height of 
hyperinflation in July 1946
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How it works
Ideally, government borrowing should remain stable. 
Sometimes, however, even a well-run government can 
be hit by an unexpected and costly event, such as a 
currency crisis or a sharp recession. When this 
happens, the government may find itself borrowing 
increasing amounts to try and keep up with interest 
payments due on its existing debt.

To alleviate this pressure, a government may 
increase taxes and cut public spending to bring in 
money. In practice this may mean government 
employees accepting payment as an IOU in lieu of cash, 
or a reduction in public services. If these measures fail, 
a government may eventually be forced to default on 
the debt and admit that it cannot pay. Governments 
that default on a debt will find it very difficult to borrow 
in the future, since trust in the country’s economic 
stability will be low. However, countries that default on 
their debts do sometimes recover very rapidly.

Those lending money to countries will charge more if 
they think the risk of a default is high, to compensate for 
that risk. The danger for any country with large amounts 
of debt is that this means a debt spiral can become a 
self-fulfilling prophecy. As lenders lose confidence and 
demand more in interest payments, the debt becomes 
more difficult to control, and default is more likely.

How governments fail: 
debt default

Argentina 1998−2001
The debt spiral in which Argentina 
found itself from 1998 until 2001 
resulted in what was the largest default 
in history at that time (it has since been 
dwarfed by the 2012 “restructuring” of 
Greece’s debt). Argentina owed a large 
amount of money, and was borrowing 
more from other countries and the 
International Monetary Fund (IMF),  
until a recession prevented it from 
repaying its debts fully and  
the country defaulted.

A government can find its debts spiraling out of control, as interest 
payments rise faster than it can raise taxes. Once this happens, the 
government is on the path to default.

DEBT

Borrowing 
increases

DEBT RISES

1. Following a period 
of hyperinflation during 
the 1990s, Argentina 
attempts to implement 
IMF rules. It finds itself 
having to borrow 
substantially from 
official institutions
such as the IMF, and 
from other countries 
such as the US.

5. Argentina’s 
government implements 
austerity measures in an 
attempt to cut costs.

6. The economic 
downturn in the 
country worsens.

IMF World 
Bank US
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Borrowing 
increases

DEBT RISES

Borrowing 
increases

DEBT RISES

7. Argentina’s 
repayments are 
still too small to 
control rising 
levels of debt.

3. Its repayments 
fail to bring debt 
under control.

4. The countries it has 
borrowed from lose 
faith in Argentina’s 
ability to pay. 

2. Argentina 
borrows heavily 
from elsewhere 
in the world.

$

$

$
$

$
$

DEBT

8. Argentina fails 
to meet conditions  
set out by the IMF  
on deficit targets.9. The IMF 

withdraws  
its economic 
support. 

11. The value of 
the currency 
plummets.

13. A run on the 
banks leads to 
the government 
freezing deposits.

10. Argentina 
cannot repay its 
$120 billion debt, 
and defaults.

12. Argentinian 
unemployment 
reaches 20%. 

14. Civil unrest 
and rioting 
break out. 

Argentina 
defaults

15. A period of 
political instability  
sets in.

16. Agreements
on repayments  
in 2002 help 
promote a boom.Argentina enters
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€107 billion amount of Greek debt 
written off in 2012 
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PERSONAL 
FINANCE 
❯  Worth, wealth, and income  ❯  Investments for income   
❯  Wealth-building investments  ❯  Managing investments     
❯  Pensions and retirement  ❯  Debt  ❯  Money in the digital age 
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Assess situation
Calculate the value of assets such  
as cash, stocks, bonds, property,  
and retirement funds. Then subtract 
liabilities—loans, credit card debts, and 
mortgage. See pp.152−153

Set financial goals  
Start by establishing retirement 
age. Assess how much income  
will be needed to maintain a good 
standard of living in retirement. 

Increase savings from income  
Save from income and evaluate 
savings regularly to ensure they are 
performing efficiently—the higher 
the yield, the better chance of 
reaching the financial goal.  
See pp.154−155

Worth, wealth, 
and income

Wealth is a measure of the value of the assets owned by an individual, group, or 
country. An individual’s net worth is the value of any assets owned, minus any 
debt owed or personal liabilities. Income is earned through working and can also 
be gained from assets owned. Being aware of their net position can make it much 
easier for individuals to set financial goals, establish effective investment 
strategies, and achieve financial independence on or before retirement.

Planning for financial independence 
To gain financial independence a person must have sufficient money 
to be able to pay their living expenses without work, for example after 
retirement. This can be achieved by saving and investing well, so 
accumulating enough wealth to live on, or by generating a passive 
income that will continue paying out when retirement age is reached. 

STOCKS
INCOME

LOANS

START
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DEBT

DEBT

Financial independence  
Effective investment over a lifetime 
builds up wealth or passive income. 
If successful, an individual can 
maintain a good standard of living 
without the need to work.

Manage debt  
Pay off credit cards and loans  
as quickly as possible. Look for 
cheaper interest rates that can 
bring down the cost of loans  
and that can also help reduce 
mortgage debt more quickly.  
See pp.156−157

Use investment payouts  
When investments produce additional 
income, use the funds to reduce any 
debt, as well as reinvesting to build up 
assets. See pp.160−161

Financial 
independence

Worth, wealth, 
and income

PROS AND CONS OF A FINANCIAL ADVISOR

Pros

A financial advisor assesses their 
client’s circumstances and identifies 
mortgage, pension, and investment 
products that best meet their 
financial goals. This is useful for 
people who do not have time to 
research markets. It is possible to 
take action against an advisor if poor 
advice was given or a person feels 
that a product has been mis-sold.  

Cons

Financial advisors have a limited role 
and do not advise on day-to-day 
money issues, such as finding the 
best savings rates or reducing 
household expenses, but this 
information can be easily found in 
newspapers or online. Financial 
advice can also be expensive—
advisors might charge an hourly fee 
or based on commission—or both.
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 52%
number of  
pre-retirees  
who use a 
financial advisor
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Assets

Easily accessible sources of cash

❯❯ Cash in hand

❯❯ Cash held in current account

❯❯ Cash value of life insurance

❯❯ Money market funds

❯❯ Certificates of deposit

❯❯ Short-term investments

Liquid assets

Net worth statement
Individuals can calculate their net worth at any given time 
by subtracting debts from assets. They can then compare 
statements over months or years to track any changes. ASSETS − DEBT = NET  WORTH

Debts

Convertible to cash in  
the short or long term

❯❯ Term deposits held at the bank

❯❯ Securities, stocks, shares, or bonds

❯❯ Investment real estate

❯❯ Endowment policies

❯❯ Retirement funds

Investment assets

Payable within the next 12 months

❯❯ Credit card interest and capital 
repayments 

❯❯ Repayments on a personal or student loan 

❯❯ Current monthly household bills (e.g., for 
utilities, communications, and insurance)

❯❯ Unpaid personal income tax for the year

Short-term liabilities

Payable over more than 12 months

❯❯ Mortgage or rental payments

❯❯ Child support or alimony if separated  
or divorced

❯❯ Children’s education through to college

❯❯ Payments to a pension fund

❯❯ A hire-purchase contract or lease for a car

Long-term liabilities

Calculating and  
analyzing net worth 

A person’s wealth—or net worth—can be calculated by adding  
up all of the assets they own and subtracting from this total the 
amount of any debt that they owe.

$
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Can be sold for cash  
but may take time

❯❯ Home, which can be sold if downsizing 

❯❯ Additional property such as a vacation home

❯❯ Art, jewelry, and other valuables

❯❯ Furniture, especially collectable pieces

❯❯ Vehicles (although they lose value quickly)

Personal assets

May be owed in the future

❯❯ Taxes such as capital gains

❯❯ Car or other loan guarantees for children 
who may fail to pay 

❯❯ Damage claims such as lawsuits

❯❯ Attorney fees for personal legal disputes

Contingent liabilities

Net worth

This figure—assets 
minus debt—can be 
used by anyone to 
assess an individual’s 
wealth at any point  

in time.

❯❯ If the figure is negative, 
debts are greater than 
the value of assets and 
financial health is poor. 

❯❯ If the figure is positive, 
assets are greater than  
the value of debts and 
financial health is OK  
or good. 

❯❯ Financial advisors 
suggest calculating net 
worth once a year.

How it works
The net worth figure tells financial institutions a lot 
about an individual’s financial status. Over time, a 
person’s net worth can fluctuate—for example, total 
assets will be boosted if bank deposits earn interest,
or the level of debt will increase if a new mortgage is 

taken out. If a person’s net worth figure increases,  
it means they are enjoying good financial health;  
if the figure decreases, the opposite is true. 

Net worth is a more relevant indicator of financial 
health than income or wealth because it takes into 
account any debt that may be owed or that will accrue. 

❯❯ Positive net worth   
When assets are greater 
than debts.

❯❯ Negative net worth   
When debts are greater 
than assets. 

High net worth   
individual (HNWI)   
A person with very high 
levels of liquid assets, 
commonly viewed  
as over $1 million.

NEED TO KNOW

LIQUIDITY AND NET WORTH

Although net worth is a useful measure of current 
wealth, liquidity tells savers and investors how much 
cash they could access in an emergency. It is worth 
keeping a proportion of investments in a form that  
can be easily converted into cash.

?

 $30 million
liquid asset value of ultra-high net worth individuals
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Income and wealth
 Two of the key concepts of personal finance, income and wealth, 
represent different states of an individual’s finances. Income is  
moving and often unstable, while wealth is mainly static and stable. 

Income
Income is money that flows into a household.  
It is used to pay for housing, bills, food, and other 
essential needs as well as nonessentials  
 such as vacations. 

Turning income  
into wealth
Unless they inherit a large sum of 
money, or win it in a lottery, most 
people need to rely on creating 
wealth through savings. The formula 
is simple but requires patience and 
discipline. The amount of money 
going out each week or month 
(outgoings) must be kept lower  
than the amount coming in (income) 
over the same period, and the 
difference should be saved and 
invested as soon as possible.  

Earnings
Income also includes any 
benefits or tax allowances as 
well as returns on investments.

Costs
Household expenditure can be 
regulated via a budget, which will 
help pinpoint where economies 
can be made.

OUTGOINGSINCOME (AFTER TAX)

FOOD HOUSING

TRANSPORTATION CLOTHES

SALARY

SHARE DIVIDENDS

RENTAL INCOME

INTEREST 

$

$
$

US_154-155_Income_and_wealth.indd   154 13/10/2016   16:19



154 155PERSONAL FINANCE
Worth, wealth, and income

How it works
Wealth is the value of a person’s assets, savings, and 
investments, while income is the money received 
regularly in return for work, from investments, or as a 

benefit or pension. Recognizing the difference between 
the two concepts is key to both building and protecting 
wealth. Income that is closely managed and carefully 
invested can create wealth over time.  

Wealth
Wealth is the value of assets already owned  
by a household or an individual. It can be savings 
alone if these are sufficient, or it can be amassed 
from savings, investments, and inheritance. Wealth 
is rarely used for day-to-day expenses unless 
income stops.

Debts
Debt should be paid off as 
quickly as possible unless  
there are tax advantages in 
spreading repayments.

Savings
The amount left after costs 
and debt commitments are 
met is savings. This should  
be invested into assets as soon 
as possible.

WEALTHOUTGOINGS

Assets
The most efficient 
investments generate income 
and boost savings as well as 
increasing in value over time. 

CREDIT CARD PROPERTY SHARESLOANS

MORTGAGE ARTEDUCATION JEWELRY

$

INVESTED 
INTO

$

$
$

$
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How it works
There is no formula to determine how much wealth  
is enough, or how much income is needed to build 
wealth. It depends on the individual. High earners tend 
to have higher lifestyle expectations than those on 
lower incomes. They must therefore save more, and 
invest more, to generate the wealth they need to 

maintain their lifestyle during retirement. The danger 
for this group is that high wages can lead to a false 
sense of affluence, resulting in big spending on 
lifestyle but little set aside in savings.

In order to start building wealth, a proportion of 
after-tax income should be saved regularly. Some 
financial advisers suggest a goal of one-third. 

Converting income 
into wealth

When a high income  
fails to produce wealth
A top salary will not ensure a secure retirement if saving habits are 
poor. To set aside a third of after-tax income each month might 
seem an impossible target, but even saving as little as 10 percent 
can create a decent stockpile of cash for investment over time.

High earnings alone do not guarantee wealth. Keeping outgoings 
lower than income, accruing savings, and investing them wisely
are key to long-term financial security.  

High-income 
earners

Two senior managers at 
the same company earn 

identical salaries. 
However, they use their 
money differently, with 

contrasting results.

Earner B invests in a retirement fund and 
shares, and saves in a high-interest account.

High-income earner A is accustomed  
to spending money on goods with little  

long-term value.

A
A

B

B

Spending levels

$

$

$
$

$

of the richest Americans 
claim to be self-made70%
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A PERSONAL BUDGET

There are many ways in which household spending can be curtailed in the pursuit of 
wealth—even the smallest changes can be significant when continued year after year  
because any reduction in spending can be invested in savings. Setting and sticking to  
a budget will help meet savings goals. Other savings strategies include: 

❯❯ Setting financial goals, such  
as buying a house or funding  
a masters’ degree.

❯❯ Drawing up a spending plan for 
expenditures such as housing, food, 
transportation, and debt repayments.

❯❯ Monitoring budgets weekly or 
monthly to keep track of spending.

❯❯ Deciding on a percentage  
of income to save each month,  
and setting up a direct debit for  
that amount to go straight into a 
savings account.

❯❯ Finding cheaper accommodation, 
or refinancing a mortgage to achieve 
a cheaper rate.

❯❯ Comparing insurance rates and 
switching to a cheaper insurer; 
comparing deals from different 
energy suppliers to cut utility bills.

❯❯ Shopping with a list to eliminate 
impulse buys, and buying in bulk in 
order to take advantage of cheaper 
prices or sales.

$  IN $  OUT

B enjoys comfortable  
retirement years.

Upon retirement, A sees a dramatic drop in 
income. Having no wealth to rely on, she 

spends her retirement in poverty.

Because her income is high, A doesn’t feel 
the need to save for retirement.

Because credit is easily available to high  
earners, A gets deep into debt.

B uses some of her savings to  
invest in a house.

B ensures that her outgoings are always  
lower than her incomings.

A

B

A

A

B B

Attitude to debt Investment Retirement

$ $
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How it works
Wealth can be built in various ways, almost all of 
which rely on income. Inheriting money, property, or 
other assets is the fast track to wealth, but for anyone 
who does not have an inheritance, savings and 
investments are the two principal strategies. Income 
can be earned in two main ways. The more common 
route is via active or earned income, such as wages, 
which usually involve a degree of exertion to generate. 

Earning sufficient income to ensure regular savings and investments 
is the basis of building wealth. The more sources of income the better, 
especially if some of those sources are passive, or unearned. 

Generating income

Passive income includes rent from property and 
portfolio income, such as dividends from stocks and 
shares or interest from bonds. Regardless of the source 
of income, if an individual’s earnings are not high 
enough to cover expenses and still have some left over, 
it becomes almost impossible to build wealth. With 
this in mind, any goal of becoming wealthy must be 
underpinned by a strategy for generating and 
sustaining enough income to allow savings. 

Earning  
active income

Money is received in  
exchange for work. Services  

are performed for an employer, 
client, or customer in return  
for financial reward in the  

form of salaries and wages,  
tips, commissions, or other 

forms of income.
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EARNING PASSIVE INCOME

Savings accounts 
can offer modest to 
high returns, but savers 
should know their other 
terms before investing.

Blogging on a  
popular subject  
can be monetized  
in various ways.

Royalty payments  
can be negotiated for 
photography, writing,  
or other creative work.

Rent from a house  
or spare room  
can provide individuals 
with a regular source
of funds.

Online market places, 
garage sales and 
auctions can raise  
funds through selling 
unwanted items. 

Focus and market 
research groups  
pay individuals to test 
new products.  

❯❯ Portfolio income  Money earned 
from interest, dividends, or capital 
gains. This is recognized as a 
separate type of income by tax 
authorities in some countries, such 
as the US.

❯❯ Capital gain  The profit earned 
from the sale of an asset, such as  
a house or art, that has gone up  
in value since it was first bought.

❯❯ Unearned income  Money  
from investments, pension funds, 
alimony, interest, or rental property.

NEED TO KNOW

Earning 
passive 
income
Money is received 
in exchange for little 
ongoing effort. It is 
earned from investments, 
which require some work
to set up but then need less 
attention. The term can also be 
used to refer to money-making 
activities undertaken on the side.

$

$
$

$
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Generating wealth
The billionaires who appear on annual lists of the world’s wealthiest 
individuals may have built their empires in different ways, but almost 
all relied on starting with at least a little cash to invest. 

Building wealth
Most people begin by earning an income and saving a portion  
of it to build wealth, ensuring they have financial security in  
the future. Generating enough money for business ventures or 
investments goes hand in hand with creating wealth. Making  
small changes in lifestyle can cut spending and increase savings 
so even people on the lowest incomes can take their first 
steps on the road to affluence. 

1. Earn income
Converting income to wealth  
is crucial. Working to earn  
an income, whether actively, 
passively, or a combination  
of the two, brings essential 
money into the household  
on a regular basis.

2. Store and save
A strict household budget will 
reduce outgoings, which can  
then be reinvested.

❯❯ Active earnings  Saving can 
maximize money received  
and workers can relocate for  
a potentially higher income.

❯❯ Passive income  Income can be 
boosted with investments, and  
by buying and selling possessions.

❯❯ Track spending  Monitoring 
money going out will indicate 
where costs can be cut.

❯❯ Set a budget  Sticking to a plan 
makes it easier for individuals to 
see the path to personal wealth.

❯❯ Build credit  High savings and  
low debt ensure a better credit 
rating, as does paying your bills on 
time, allowing options for future 
investment borrowing.
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How it works
Building wealth requires discipline and a long-term 
strategy for optimum results. For most people wealth  
is amassed over time using funds saved from income, 

which are then invested to make even more money. It 
is a good idea to spread investments over a variety of 
financial instruments and if a person is not confident 
initially, it is worth seeking professional guidance.  

 70%
of US families  
lose wealth  
by the second 
generation

$

The aim of investing is to make 
money and there are ways to do it 
to suit your lifestyle and interests.

Traditional investment
Asset values fluctuate  
with economic changes,  
so many investors watch 
events closely to try to time 
their investments.

Through property
Residential property can 
provide capital growth  
or a steady rental income. 
Vacation homes generate 
less capital growth, but a 
potentially high income.

In businesses  Ideas 
require little to no 
investment and there can 
be long-term potential. 
Investing in a start-up can 
result in big gains, but 
many fail so it can be risky.

DIFFERENT ROUTES 
TO BUILDING WEALTH

3. Invest wisely
Investing is a balancing act—the 
nearer a person is to retirement 
the less risk they can afford. 

4. Maintain and  
manage wealth
Decisions made at the start  
will determine how quickly  
a person can build wealth. 

❯❯ Factor in retirement age  
Starting early gives savers 
greater flexibility.

❯❯ Consider options  Cash 
savings, shares, property, and 
pensions offer differing returns. 

❯❯ Assess the risk factors  It is 
important to balance the yield 
versus risk of each option.

❯❯ Reevaluate investments  
Moving funds may mean  
better returns and lower fees.

❯❯ Time decisions  Global political 
and economic events affect 
when to sell, cash in, or reinvest.  

❯❯ Make a will  A tax-efficient  
will ensures that wealth can be 
passed on. 
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Investments  
for income

The main aim of personal finance planning is to ensure that there is enough money 
to buy a larger house if an individual’s family grows, to provide for children’s 
education, and ultimately to have a healthy income in retirement. To achieve this, 
individuals should invest in assets that will generate a stream of cash in the future. 
Many investors use a management service to look after their money in return for a 
percentage of returns; others prefer to research and invest directly on their own. 

Returns vs risk
Investments can be used to 
build wealth over time, but 
they can also provide an 
income. Investments 
promising high income are 
often high-risk, whereas 
safer options, such as putting 
surplus money into a savings 
account, usually provide a 
lower level of income.  
One common strategy is  
to create an investment 
portfolio spread across a 
variety of assets with 
differing risk levels, such as 
shares, property, and bonds.

Higher risk

Medium risk

Lower risk
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“ Risk comes  
from not 
knowing what 
you’re doing.”
Warren Buffet

This is an investment strategy that 
changes the ratio of different assets 
according to an individual’s age. For 
example, when young, the investor may 
put 100 percent of assets into high-risk 
investments such as futures. But funds 
are increasingly transferred into less risky 
investments such as bonds as a person 
nears retirement. Moving money from 
higher-risk to lower-risk investments can 
be preset to happen automatically, for 
example 10 years before a person retires.

LIFESTYLING

❯❯ Ordinary See pp.246−247

❯❯ Preference See pp.246−247

❯❯ Options See pp.246−247

❯❯ Futures See pp.246−247

❯❯ Units in managed  
share funds See pp.168–169

Shares 
Higher risk, potential for higher income

Property 
Medium risk, potential for steady income

Interest-paying 
Lower risk, potential for some income

$

$

$

$

AGE (YEARS)

R
IS

K
❯❯ Investment income  A regular 
flow of money from investments 
such as rent, interest, dividends, 
and capital gains.

❯❯ Net income  The money left after  
tax and business expenses.

❯❯ Equities  An alternative term for 
stocks and shares.

❯❯ Diversification  The investment 
of money in a variety of ways to 
minimize risk and maximize 
returns by spreading the risk 
across different investments.

NEED TO KNOW

❯❯ Rent from residential, 
commercial, industrial 
See pp.170–171

❯❯ Profit from buying  
and selling  
See pp.176–179

❯❯ Savings accounts  
See pp.166–167

❯❯ Term deposits  

❯❯ Debentures

❯❯ Bonds See pp.166–167
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How it works
Investors buy shares for two main 
reasons. The first is in anticipation 
of the share price going up in value, 
meaning that it can be sold for 
profit. The second is to earn an 
income from dividend payouts.
For investors who rely on dividend 
income, it is important to choose 

shares in companies that prioritize 
generous dividend payments for 
shareholders, and to consider the 
type of shares bought, since not  
all shares guarantee a dividend. 
Investors may choose preference 
shares (see “Need to know”) or rely 
on judgment and research to pick 
dividend-producing shares.

Dividends from shares

What makes a company  
likely to pay dividends?
Investors can use several measures to work 
out which shares will provide the safest bet, 
with likely regular income now and in the 
future. Generally speaking, they will look 
for companies in good financial health 
with a history of steady dividend 
payouts over several years.

A dividend is a regular payment made to a company shareholder that 
is usually based on the amount of profit the company has made that 
year. Dividends provide a reliable stream of income for many investors. 

INVESTOR

Company A
❯❯ A history of paying 
decent cash dividends 
with no dramatic rises 
or falls in payout.

❯❯ Healthy cash reserves 
to fall back on.

$ $ $ $ $ $ $

$ $ $ $ $ $ $

$ $ $ $ $ $ $

$ $ $ $ $ $ $

$ $ $ $ $ $ $

Generous dividends likely

 3%
plus—the average 
S&P 500 yield

❯❯ The amount of the company’s 
income that it pays as a dividend 
(dividend payout ratio) is steady.

❯❯ The company’s dividend 
payouts have grown by more 
than 5% year on year.

❯❯ The dividend yield—the 
dividend price divided by the 
share price—is above 2%.

❯❯ The company has a comfortable 
profit barrier (enough to pay 
dividends without borrowing).

❯❯ The company’s additional 
profit is sufficient to preserve its 
current dividend level.
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Can a company 
afford the dividends 
it promises?
By comparing a company’s profit with 
the amount it pays in dividends over 
several years, investors can judge if 
that company is a good long-term bet 
for providing a future income stream. 
Older, larger, and more established 
companies with steady earnings
tend to pay healthy dividends, 
although their share value may not 
rise by much.
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2010 2011 2012 2013 2014

EARNINGS VS DIVIDENDS PER 
SHARE, S&P 500 COMPANIES

YEAR

Prof t

Dividend

❯❯ Preferred share    
Share that entitles         
the holder to a fixed 
dividend that is 
prioritized over ordinary 
share dividends.

❯❯ Dividend cover         
How many times over  
the dividend could be 
paid out of the 
company’s profit.

NEED TO KNOW

Company B
❯❯ Much-hyped float on 
the stock exchange.

❯❯ Offers high dividends 
but value soon falls.

$

$

$

$ $

Poor dividends likely

$ $

$ $ $

$ $ $

❯❯ The company reduces the 
dividend—a signal of rocky 
financial times ahead.

❯❯ There is a fall in profts and the 
company must borrow in order 
to cover its dividend payouts. 

❯❯ The share value falls, meaning 
the initially high yield offered on 
dividends is short-lived. 

PERSONAL FINANCE
Investments for income
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Earning income  
from savings

Putting money into savings accounts and fixed-term deposits is low-risk, 
making them safer options for wary investors. But investors also need 
to consider if their money is likely to “earn” enough income to live on.

Which savings or deposit account?
All investment products offer a trade-off between risk and return, and savings 
or deposit accounts are no exception. As a rule, such investments carry the 
least risk, but the downside is that they may not provide a very good return;
the products with the best return tend to be the most risky. New products  
such as peer-to-peer lending show the strongest potential for gains.

❯❯ Low return,  
low risk 

❯❯ No minimum 
investment  

❯❯ Cash can be 
withdrawn on 
demand

❯❯ Low to medium 
return, low risk

❯❯ May require 
minimum deposit  

❯❯ Cash withdrawals 
must be arranged 
in advance 

❯❯ Low to medium 
return, low risk 

❯❯ Higher interest 
rates, but with 
restrictions

❯❯ Significant deposit 
needed to earn 
decent income

❯❯ Low to medium 
return, low risk

❯❯ Fixed interest rate

❯❯ Cash not instantly 
accessible as held 
for fixed term 
(from one month 
to five years) 

Ta
x

Tax

Inf ation

In

f a
ti

on

Inf ation

INSTANT ACCESS 
SAVINGS ACCOUNTS

NOTICE SAVINGS 
ACCOUNTS

MINIMUM MONTHLY 
DEPOSIT ACCOUNTS

CERTIFICATES  
OF DEPOSIT
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x
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How it works
Savings accounts and fixed-term deposits traditionally 
provide a guaranteed return with little of the risk 
associated with more volatile investment products 
such as shares or managed funds. However, when 
interest rates are low, it can be hard to find a savings 
or deposit product that offers high enough returns to 

❯❯ Medium to high 
return

❯❯ High risk, but some 
banks offer FDIC- 
insured accounts

❯❯ High interest but 
high deposit and 
often limited term

❯❯ Medium to high 
return

❯❯ Advantage of  
tax saved on 
certain types of 
bonds, which 
means earnings 
not depleted

❯❯ Medium to high 
return

❯❯ Can be high risk, 
but some banks 
insure deposits

❯❯ High interest rates; 
some funds 
reinvest interest

❯❯ Medium to high 
return

❯❯ Medium risk, but 
strong potential 
for gains

❯❯ Provides capital 
and interest 
payments

provide a decent income. Many investors use 
fluctuating interest rates to their advantage, 
continually monitoring the latest offers to ensure  
their money is always earning the maximum  
interest possible. With a substantial deposit,  
even small changes in the interest rate can  
make a significant difference to earnings.

In

f a
ti
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Ta
x

Inf ation

66 million
US adults have no savings    

MONEY MARKET 
DEPOSITS

TAX-FREE  
DEPOSITS

FIXED-RATE  
BONDS

 PEER-TO-PEER 
LENDING
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How it works
When an investor puts money into a managed fund,  
the money is pooled with money from other investors. 
An investment fund manager then invests the money 
in the fund in shares or other assets, such as bonds or 
property loans. As the funds earn interest, the interest 
money is paid out to the different investors relative to 
their original investment. 

Investing in  
managed funds

Investors in managed funds do not have direct control over what 
happens to their money. Instead they rely on an investment  
manager to invest on their behalf. 

Investors can choose from either a single asset fund or 
a multisector fund, in which their money is invested 
across different assets. This has an advantage as poor 
performance by one asset will be balanced out by high 
returns from another (see pp.188–189). Funds may be 
actively or passively managed. An actively managed 
fund tries to outperform the market, while a passive 
one aims to perform in line with the market at low cost.

The process
Investors who decide to invest in a managed fund  
need to make a series of decisions to ensure their 
investment is as profitable and safe as possible. 

Choosing a fund

Types of managed fund

Active  
The fund  
manager  
proactively  
buys and  
sells to outperform  
the market.

Passive  
Assets  
perform  
according  
to a particular  
benchmark such  
as Standard & Poor’s 500.

Single asset  
All the money  
is invested in  
one type of  
asset such as  
bonds or shares.

Multisector  
Investments  
are spread  
across different  
asset types.

Listed  
Investments  
are in funds  
that are listed  
and tradeable on  
the share market.

Unlisted  
Funds  
can be  
bought and  
sold only through  
a share manager.

Risk  Investors must decide how much  
of their investment they are prepared  
to risk losing. 

Time frame  The period of time over 
which the investment is made will 
affect the terms of the investment.

Product disclosure  Details of fees and 
penalties, insurance against loss, and 
performance guarantees must be 
understood in advance of investment.

Long-term performance  Investors 
research the market to identify funds 
that consistently perform well.

1

2
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Buying a fund

Managing a fundThe fund 
manager should 
be registered with 
the SEC under the 
Advisor’s Act.

Diversification 
should be kept 
within limits to 
spread risk, but 
not over-diversify.

Direct 
investment  
through an online 
platform is possible 
via a broker.

Fees will affect 
returns: the 
greater the fee, 
the lower the 
return. 

How many units 
to buy and how 
much to spend is 
best determined 
with expert advice. 

Withdrawal 
rights should  
be checked: there 
may be penalties 
for early  
termination.

Regular performance 
reports  Figures received 
every month or quarter 
should be reviewed.

Warning signs  These might 
include the promise of high 
returns with little or no risk 
and should be investigated. 

Statements  Brokerage 
receipts, annual summaries, 
and other statements 
should be filed.

❯❯ FTSE 100  Top 100 UK 
companies.

❯❯ FTSE All-share  All 
companies on London 
stock exchange. 

❯❯ Dow Jones  Top 30  
US companies.

❯❯ Standard & Poor’s 500 
Top 500 US companies.

❯❯ Wilshire 5000  Total  
US stocks. 

❯❯ MSCI EAFE  Equity 
markets in 21 European 
and Pacific countries.

Indexes to know

Generally, the more volatile the asset, the better the return. Spreading 
investments helps achieve high returns while minimizing risk.

RISK AND REWARD OF MANAGED FUND SECTORS

SHARES

LISTED PROPERTY

FIXED INTEREST

CASH

V
O

LA
TI

LI
T

Y

RETURNS

❯❯ Market index  A statistical 
measurement reflecting the 
performance of stocks, shares, 
and bonds in a single market.

❯❯ Index arbitrage  An investment 
strategy of profiting from the 
price difference in buying and 
selling futures in the same stock 
index. See pp. 68–69.

❯❯ Index fund  An investment fund 
consisting of stocks in one 
particular market index, such as 
Standard & Poor’s 500.

NEED TO KNOW
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Rental income  
from property

Potentially one of the most lucrative investments for generating 
income, property can also be risky because, unlike financial products 
such as bonds, it also generates expenses, and requires maintenance.

An investor buys a house and becomes a landlord in 
an industrial town with a high population of seasonal 
workers. Demand for short-term rentals is strong. 

An investor buys a house and becomes a landlord in     
a booming city. House prices are high, but people are 
only renting in the short term before they buy.

High rental yield

Low rental yield

$1,200 expenses

In the first year, the investor-landlord has to repair 
the heating system, on top of meeting insurance costs 
and mortgage interest payments.

The investor-landlord has to pay for repainting. 
Their interest payments are high because the deposit 
amount was minimal and the loan amount is large.

Landlord expensesRental income

SOLD
$200,000

SOLD
$500,000

$

$

$2,000 expenses

$14,400
RENT

$17,000
RENT
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How it works
Buying property to rent has become a popular choice
for investment in many parts of the world thanks to 
low interest rates on mortgages and comparatively 
high rents. However, landlords will need to spend 
money on a regular basis on mortgage interest, 
insurance, agency fees, maintenance, and repairs, 

and may also need to spend time managing the 
property. There is also the risk that the landlord can 
lose out financially if their property remains empty,
or if tenants default on their rental payments or cause 
damage the property. Landlords base the success
of their investment on the value of the regular  
rental yield it produces.

After deducting expenses, the rental income 
as a percentage of the property cost—the yield— 
is high compared with the national average.

After deducting expenses, the rental income  
as a percentage of the property cost—the yield—is 
relatively low compared with the national average.

Low rental yields  
can indicate:

❯❯ Rents are steady and property 
prices have risen—for example, 
when low interest rates fuel a 
property bubble, driving up the 
cost of houses relative to rent 
and income.

❯❯ Rental demand has fallen, so 
that rents have risen more 
slowly than property prices—for 
example, in a city with low 
unemployment when interest 
rates are low, encouraging 
renters to buy.

$1,200 expenses High rental yields  
can indicate:

❯❯ The presence of large 
immigrant or transient 
populations, who seek short-
term housing while they take 
advantage of local opportunities, 
and are unwilling or unable to 
purchase property.

❯❯ Rents are steady and property 
prices have fallen—for example,  
in a booming town offering  
high wages, which attracts  
new residents who fuel local  
rental demand.

RENTAL  
YIELD 

RENTAL  
YIELD 

Property cost 100 Rental yield

6.6%

$2,000 expenses

3%

$14,400 − $1,200

$200,000
x  100

$17,000 − $2,000

$500,000
x  100

PERSONAL FINANCE
Investments for income
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Life assurance 

How it works
Although the two terms are 
sometimes used interchangeably, 
life assurance is different from life 
insurance. Assurance protects the 
holder against an inevitable event— 
their death—while insurance 
protects against the possibility that 
their death might happen within  
a set timeframe—for example, 50 
years from the date the policy was 
purchased. So if a policyholder with 
50-year life insurance dies before 
the term is up, their beneficiaries 
receive a payout. If, however, they 
die 51 years after the policy was 
taken out, there is no payout at all.

In contrast, a life assurance 
policy will pay out when the 
policyholder dies, whenever that 
happens, or provide a lump sum if 
the holder outlives the policy term.

Although life assurance will not usually produce income for the 
policyholder until after their death, it will benefit family members, 
who can receive regular payments or a lump sum.

  L
ife

 insurance

Life insurance
Also called term insurance, 
this covers the holder for a 
fixed period of time, with 

their estate receiving a 
payout if they die within the 
term stated in the contract. 
Premiums are cheap but if 

they outlive the agreed 
period they get nothing. 

Most mortgage agreements 
stipulate that the borrower 
must have a life insurance 

policy in place.

SELLING A LIFE 
INSURANCE POLICY

❯❯ Life settlement  The sale of         
a policyholder’s life insurance 
policy to a third party for more 
than its cash value, but less than 
its net death benefit, providing  
a lump sum. People may sell a 
policy because they no longer 
want it, they wish to purchase a 
different policy, or they cannot 
afford the premiums.

❯❯ Viatical settlement  This is the 
same as a life settlement, only  
the policyholder sells their policy 
because they have a terminal or             
life-threatening illness.

Decreasing  
term life

The payouts reduce over 
time, which means that the 
premiums are lower than 
for level-term insurance.

Variable 
life

This is a permanent 
life insurance policy 
with an investment 

component. The policy 
has a cash value account—a 
tax-sheltered investment 

which is invested in 
sub-accounts. 

Level-
term life

This policy pays out a 
fixed lump sum if death 

occurs during the policy term. 
The sum does not change over 

time so the holder knows 
exactly what funds will 
be left in the event of 

their death. 

$

$

$

$

 
Family    

income benefit
This pays out an agreed 

monthly income from the date 
of the claim to the end of the 

term. Premiums are lower, 
but this type of policy 

would not clear a 
mortgage.

Life assurance
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Whole of life
This policy provides 

coverage for the holder’s 
entire lifetime with no set 

term, guaranteeing a 
lump sum at whatever  
age they die as long as 
premiums have been  

paid continuously  
from the start.

  L
ife

 insurance

Life assurance
A life assurance policy promises 

the holder a payout—either when 
they die, or when the term of the 

policy comes to an end. It can  
also be used to pay any future 
inheritance tax. The fact that a 
payout is guaranteed inevitably 
means that monthly or annual 

premiums are higher for life 
assurance than with life 

insurance. It is an investment 
for the long term.

Both

Endowment
These are effectively 
investment plans with 
life coverage attached. 

They used to be popular 
with interest-only mortgage 
holders who used them to 
build up savings to repay 
their mortgage capital. 

Universal
This gives flexible 

coverage with a savings 
element that is invested  
to provide a cash value. 

Policyholders can use interest 
from their accumulated savings 

to help pay  
the premiums 

over time.

Maximum 
coverage

This policy offers a high initial 
level of coverage for a low 
premium, until a review. 

Premiums will probably greatly 
increase to provide the same 

level of coverage.

Final 
expense

This type of policy 
includes some coverage  
for burial, funeral, and 

bereavement costs. It 
has a relatively low 

cost and lacks 
prescreening for 

health 
conditions.

With 
profit

A with-profit whole-
of-life policy includes an 
investment element, so 
that the payout on death 

is the sum assured, plus 
any investment profits 

allocated to the 
policy. 

$ $

$

$
$

$$

PERSONAL FINANCE
Income-generating investments

$
$

$

Balanced cover
    This has a premium set high 

enough by the provider so  
as to stay the same for  
the length of the policy. 
Some of the premium  
is invested to give 
additional coverage 

over time.

Life assurance
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Wealth-building 
investments

 The purpose of investing is either to generate an income (for example in 
retirement), or to build wealth, although the two functions often overlap. When an 
investment asset produces income—in the form of interest, dividends, rent, and so 
on—the money can be reinvested in order to build wealth, instead of being taken 
as cash for living expenses. Other types of wealth-building investments do not 
produce income, but grow in value over time and can be sold for profit.

Building wealth  
through investments 
Financial advisors agree that the best way to  
build wealth is by investing savings to make  
more, and by buying investments that will 
generate income and/or gain in value over 
time. To build wealth, investments need  
to match or outstrip the cost of living,  
so investors need to watch the markets 
closely and keep up to date with 
economic news, especially changes  
in interest rates and inflation. 

SUPERANNUATION
Purpose-designed to 
generate income at 

retirement, these plans also 
often offer tax-saving 
incentives, adding to 

income potential.

CASH IN BANK 
ACCOUNTS

Long-term accounts, many 
of which have penalties for 

withdrawing cash early, 
generally pay higher rates 

of interest.

MANAGED FUNDS
These carry higher risk 
than bank savings, but 
can produce greater 

income if fund managers 
invest successfully.

See pp.184−185

Investments that 
produce income
Some investments produce 
income in the form of annual, 
quarterly, or monthly revenue. If 
this income is reinvested, rather 
than spent, then the asset’s value 
will continue to grow, building 
greater wealth in the long term.

Income-producing 
investments and 
other investments 
that will grow in value 
over time provide the 
building blocks. 

Close monitoring  
of investments, and 
selling those that fail 
to perform, helps to 
maintain and 
enhance wealth. 

Reinvesting 
income from 
investments that 
pay interest, 
dividends, or rent, 
maximizes returns.

INVESTMENT PHASE

C
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EN
T 

W
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LT
H

BUILD MONITOR AND 
PRESERVE

EXPAND

$

$
$

$
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ANTIQUES
Investors must be 
confident they can 

recognize a genuine 
article, and be willing to 

spend time scouring 
markets.

GEMS
These generally 

appreciate at the rate of 
inflation. Best bought as 

loose stones from a 
wholesaler, they are not 

easy to sell quickly.

GOLD
This precious metal 

generally holds its value 
over time, but is best 

viewed as a long-term 
investment. Unlike gems, it 

is easy to sell quickly.

PROPERTY
Property can appreciate in  

value and, in the case of rental 
property, produce a regular 

source of income too. 
See pp.176−181

SHARES
Those that pay regular dividends 

(income) and are likely to appreciate in 
the long term offer the best wealth-
building potential. See pp.182−183

❯❯ An early start  Investors who start young 
generally have more flexibility to take risk— 
and more time to recover from any errors.

❯❯ A measured approach  Individuals must 
ascertain their financial situation and investment 
goals before they begin to construct a portfolio. 

❯❯ A simple plan  The less complex the plan, the 
easier it is to monitor and manage, and the more 
likely to succeed in its objectives. 

❯❯ A balanced portfolio  Regular buying and selling 
of portions of the portfolio “rebalances” it, helping 
to keep risk levels and goals in line with the 
investor’s original design. This may incur fees.

BUILDING WEALTH  
THROUGH INVESTMENT

 7.2%
average annual gain made 
by a stock portfolio held  
for over 20 years 

Investments  
that appreciate
These investments do 
not produce income, 
but their value can 
increase significantly 
over time.

ART
Works by up-and-
coming artists who  
are still early in their 

careers are good starting 
points for investment  

in art. 
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How it works
Unlike many other types of 
investment, such as buying shares 
or bonds, the investor does not 
need to come up with the full sum 
to buy property, just enough for  
a deposit. Most lenders require, on 
average, 20 percent of the value 
and a loan (mortgage) can be 
obtained to pay for the balance. 

The aim of investing in property to 
build wealth is to buy when the 
value is low and sell for a profit, then 
use any profit to finance additional 
property purchases. There are 
several ways to do this. A person can 
buy and remodel a house then sell it 
for a profit, or buy in an inexpensive 
area and wait for the area to rise in 

value. Buying in a depressed market 
can reap rewards when conditions 
improve. Buying to rent a property 
can generate an income that pays 
the mortgage and excess can be 
used for a deposit for another 
property when prices have risen.  

Investing  
in property 

❯❯ Market value  The amount that a 
buyer would be willing to pay for  
a property (or other asset) at any 
given time. 

❯❯ Below market value (BMV)  
The pricing of a property that is 
much lower than the average  
price of other similar type properties 
in the area (i.e. those priced at 
market value). 

❯❯ Buy-to-rent (BTR) mortgage   
A mortgage for investors who are 
buying a property with a plan to 
rent it out for a period of time.

❯❯ Buy-to-sell mortgage  A mortgage 
designed for investors who are 
buying property that will be sold 
shortly afterward.

❯❯ Capitalization rate  The rate of 
potential return on an investment 
property; the higher the better.

❯❯ Operating expenses  The cost  
of the day-to-day administration  
of a property (or business).

❯❯ Capital gains The increase in value 
of a property (or other asset) from its 
purchase price; this can be short-
term (under one year) or long-term. 

NEED TO KNOW

There are various ways to make money from 
property, but each involves a lot of research  
and management and, potentially, risk.

Property prices can sometimes 
shift dramatically up or down 
from year to year. Investors can 
profit from significant hikes by 
selling at the optimum point.

 30%
the value lost
on house prices 
in the US from 
2004 to 2009

How to invest 
Making money from property is  
a game of ups and downs that can 
entail short-term setbacks as well 
as gains on the road to the finish 
line. Success in the long run relies 
on the investor’s strategy. There 
are several factors to consider: 
careful financial planning; good 
timing (to take advantage of rises 
and falls in the property market); 
thorough research of locations; 
appraisal of commercial versus 
residential investment options;  
and a clear understanding  
of economic indicators such  
as interest rates. 

Start

Monitor market prices

HOUSE PRICES DROP
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Save

Build a good team Specialize in a type

Buy

Look at budgetResearch

Maintain the property

Maintenance is essential to preserve 
the capital investment. A property 
must be inspected on a regular basis. 
Receipts need to be kept as proof of 
work as well as for tax purposes.

Buyers should compare prices, 
risks, and returns for a variety  

of properties—both apartments  
and houses—and consider 

numbers of bedrooms.

   Protect credit rating

Keep? Sell

Reinvest

Undervalued areas 
with signs of growth, 
such as new shopping 
centers, can be a 
good investment. 

A mortgage broker and solicitor are 
essential from the outset. In addition, 
it is important to find an accountant 
and a team of tradespeople—even a 
property manager can be useful.

It is a good plan to concentrate  
on one type of property, such as 
student housing. 

SOLD

The bigger the deposit  
the better the chance  
of a good mortgage 
offer with preferential 
interest rates. 

Operating expenses  
and cost of mortgage 
repayments need to 
balance rental income 
and/or capital gain.

A buyer should get a copy  
of their credit report—free 
at www.annualcreditreport.
com—and find out how to 
improve it if necessary. 

Interest

Rises (and falls)  
in interest rates  
can affect cost  
of mortgage 
repayments. 

Finish
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SGOOD MORTGAGE BROKER HELPS FIND A SUITABLE MORTGAGE

INTEREST

When prices stagnate or 
increases are minimal, it is worth 
keeping a property until the 

market improves.
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Sell?or

Whether investing  
long- or short-term,  
selling at the right  
time releases equity 
for further purchases. HOUSE PRICES DROP

Choose 
mortgage

Before beginning, a 
buyer must look at 
mortgage options, 
confirm their 
eligibility, and find 
out what can  
be borrowed.
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INVESTING IN PROPERTY

Buying and selling for profit
Knowing when to buy and sell is the key to amassing 
wealth through property. As with the financial markets, 
prices in the property market are cyclical, going up or 
down depending on the state of the economy. Factors 
such as interest rates and inflation, GDP growth, 
employment, infrastructure, and immigration can all 
affect property prices. The trick to successful property 
investing is knowing how to assess the market and 
identify the right time to invest, the right type of 
investment, and the right time to sell.

COMMERCIAL VS RESIDENTIAL

Increasing  

sales; property  

prices rise

Property  

investors buy

Easier to get  

a mortgage

C
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Too many houses;  construction  slows; rents fall

H
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More buyers 

than se
llers

Affordability 

crisis; too hard to  

get mortgage

Rents  increase

Se
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arket Seller’s m
arket

Commercial property

As an investment, commercial property can offer 
much higher rental returns than residential property 
and longer leases, but capital growth is less likely.  
It can be harder to obtain a mortgage on a 
commercial property, but investment can also  
be made via commercial property funds.

Residential property

Investing in residential property generally offers a 
more predictable return than commercial property,  
both on rentals and resale, although location is key  
as always. Residential property can be valued  
more easily than commercial property, which  
can help when selling. 

The property cycle
Economics experts who have studied real estate 
trends over more than a century have concluded that 
property prices rise and fall in distinct patterns, 
triggered by economic and social events and trends. 
A property boom is followed by a slowdown and a 
slump. Eventually the housing market recovers and 
begins to boom again.

Buyer’s m
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            Slow dow
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Surge in  

building activity
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THE 18-YEAR REAL-ESTATE CYCLE

The idea that ups and downs in the real estate market 
run in an 18-year cycle is based on US studies of the 
property market over two centuries by economic 
forecaster Phillip J. Anderson. He demonstrated that land 
sales and property construction peak on average every  
18 years—14 years up and four years down.
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7 years 7 years 4 years

TIME (YEARS)

Property  

investors buy
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Too many houses;  construction  slows; rents fall
Abundance of  

tradespeople as  

construction  

prices fall

Valuations  

fall

Affordability 

crisis; too hard to  

get mortgage

M
ore sellers  

than buyers

No confidence  

in market

Rents  increase
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❯❯ Appreciation  Rise in the value of a property over time.

❯❯ Depreciation  Fall in the value of a property over time.

❯❯ Capital gain  The increase in value of a property (or 
other asset) from its purchase price; this can be short 
term (under one year) or long term.

❯❯ BRR  Buying, Refurbishing, and Refinancing strategy.

NEED TO KNOW
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Home equity
 The amount of equity in a home is a measure of a property’s 
value. It is the realizable amount an owner could expect if, 
after taking debts against it into account, a property was sold.

How it works
The equity of a property is calculated 
by subtracting all debts incurred on 
behalf of that property from its actual 
value. The amount of equity rises as 
the mortgage (loan) is paid down, and/
or the property’s value increases.

Financial institutions work out home 
equity as a loan-to-value (LTV) rate, 
which is arrived at by dividing any 
remaining loan balance by the current 
market value of the property. A low 
LTV (less than 80 percent) is seen as 
lower risk for further lending.

Positive equity 
If the actual market value of a property is greater than  
the amount of debt owed on it in the form of a mortgage, 
then the property is said to be in positive equity. 

 $11.9 
trillion
US mortgage debt  
at the end of 2008

$

$❯❯ Collateral  A property or asset that a 
lender will take if a borrower fails to 
pay a loan.

❯❯ Home equity loan  A loan that uses 
equity in a property as collateral.

❯❯ Equity  A property’s equity is equal 
to the current value of the property 
minus the outstanding loan amount. 

NEED TO KNOW

Loan
As the mortgage is 
paid down, loan-to- 
value decreases.

$160,000 Loan 

$40,000 Equity 

$147,000 Loan 

$153,000 Equity 

House value = $200,000

$13,000 of loan paid 
off over five years

New house value = $300,000
minus new loan value = $147,000

$100,000 
increase in 

market value

Equity = 
house value - loan
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Negative equity 
If the value of a property falls, generally as the result of a real estate 
slump, to the point where it is lower than the amount of loan owed on 
it, then the property is said to be in negative equity, or “under water.” 

$

$

$

Equity
As the mortgage is paid 
down and/or the property’s 
value increases, the level of 
equity goes up.
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LOANS, VALUE, AND EQUITY

Equity fluctuates depending on the market value of a property and 
the amount of any mortgage held against it. If a house is bought  
for $500,000, with a loan of $400,000, the equity in it is $100,000.  
If after five years, the loan has been paid down to $300,000, but  
the value falls below $300,000, then the house is in negative equity 
as the loan is greater than the market value. 

 Equity

 Loan

$147,000 Loan 

 -$27,000 Equity

$160,000 Loan 

$40,000 Equity 

House value = $200,000

$80,000 decrease 
in market value

$13,000 of loan paid 
off over five years

New house value = $120,000
minus new loan value = $147,000
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Shares

How to buy shares
Investing in the stock market can be
a good way for individuals to grow
their wealth. There are a number
of ways in which shares can be
bought and held.

How it works
Companies issue shares (or equities) to raise money. 
Investors buy shares in a business because they 
believe the company will do well and they want to 
share in its success.

It is not necessary for a company to be listed on the 
stock market to issue shares. Some start-ups raise 
money from a small number of outside investors,
who are given a share of the company in return. 

When a company wants to raise money more widely, 
it can apply to become publicly listed—or quoted— 
on a stock exchange, such as the New York Stock 
Exchange. The company will need to go through an 
approval process in order to be listed. Once listed, the 
company’s shares are described as “quoted” because 
their prices are quoted daily on the stock exchange. 
Trading in shares is executed by stockbrokers, who 
buy and sell shares on behalf of investors.

Shareholders are entitled to a say in the running
of the business in which they own shares: for example, 
they can vote on directors’ appointments and their
pay packages. 

When individuals invest in shares, they are buying “a share” of a 
business, meaning that they have part ownership of that company. 
Shares can be bought and sold, and their price can go up or down.

Low-cost online, discount, or execution-
only stockbrokers allow investors to buy 
and sell shares simply, and usually 
without receiving any specific guidance 
or advice on investments.

Some companies offer their 
employees the opportunity
to purchase shares in the business. 
The shares might be offered at a 
discount to the market price, and  
are often paid for via deductions  
from employees’ monthly salaries.

Online share dealing platform

Employee stock option plan

Bull market

Several months or years  
of rising stock prices 
characterized by high sales 
volumes and a generally 
strong economy. Investors 
are optimistic, and buy 
stocks expecting the price 
to keep rising. 

Bear market 

A general decline in the 
stock market over a period 
of time, with falling prices, 
stagnant sales volumes, 
and little optimism. This 
leads to a weak economy, 
falling business profits, 
and high unemployment. 

BULL AND BEAR MARKETS

$$
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WHY SHARE  
PRICES MATTER

❯❯ Investors focusing on capital 
growth will only make a profit  
if the share price of their stock 
increases. They may also lose 
money if the share price falls.

❯❯ A falling share price can impact 
the reputation of a company and 
its management, and also on its 
ability to borrow money.

❯❯ Public traded companies with   
a falling share price can become 
takeover targets for wealthy 
shareholders or rival companies.

❯❯ The value of pension savings  
pots linked to the stock market 
will fall if the underlying share 
prices fall. This is bad news for 
those nearing retirement.

❯❯ When stock markets in a 
country fall, foreign investors 
often remove money from that 
country altogether, reducing  
the value of its currency.

Investor

A “full service” broker offers advice on 
what to buy and sell, as well as executing 
the trade. They are more expensive than 
online brokers and typically charge a 
percentage of the purchases as a fee. 

When a company first floats  
on the stock market, it is not  
always possible—or may be  
very difficult—to apply for  
shares directly because the 
company is looking for investors  
to buy large amounts. 

Shares can be purchased indirectly by 
individuals buying units in a managed 
fund. Funds may focus on certain 
industry sectors or geographical areas, 
and are often used as a way to diversify 
an investment portfolio or manage risk.

Through a stockbroker

Initial Public Offering

Invest in a fund

  1987
marked the 
beginning of the 
longest US bull 
market to date, 
lasting 13 years 
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Managed funds

How it works
Managed funds offer a simple way for investors
to access a variety of investment markets. As well
as the advantage of having the fund managed by 
investment professionals, investing via a fund is
a straightforward way of diversifying investments.

In many cases only a small initial amount of money
is required to get started and further investments
can either be made by lump sum or regular (monthly) 
contributions. Managed funds are traditionally set
up as “unit trusts,” with each investor owning a 
number of units (or shares). 

Inexperienced or time-poor individuals often opt to invest in a 
managed fund, where numerous people pool their money and  
invest in a variety of markets. The fund is managed by an expert.

The fund manager distributes the 
pooled money between a range of 
investments, for example shares, 
property, companies, and cash. 

Most funds issue new units to investors  
for a certain amount of time before closing.  
The investors pay regular management fees  
to the fund manager for their services.

FUND MANAGER
Pools investors’ money to 
invest in a variety of stocks, 
assets, and global regions.

INVESTOR
Buys into the fund. The number 
of units they receive depends 
on the unit price that day. 
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Unit trusts
When an individual invests in a managed fund, they  
are usually allocated a number of units based on the 
amount they invest and the current unit price. The unit 
price reflects the value of the fund’s investments and 
rises, or falls, in line with those investments. Investors 
realise gains from managed funds by selling units.

FOR SALE Today’s price1 UNIT = $Unit = total value of the fund liabilities divided by total number of units.

$

$

$

$

$$ $
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Investors can make a profit by selling 
units for a higher price (known as the exit 
unit price) than they paid to buy into the 
fund (the entry unit price).

After a fixed period of 
time, if the value of the 
fund has grown, each 
investor will receive a 
dividend which they can 
choose to keep or reinvest.

MANAGED FUND STRATEGIES

Index funds

These funds aim to match the 
performance of a particular financial 
index, such as the FTSE 100. 

Actively managed funds

These aim to deliver higher than 
average returns. Active managers 

analyze, research, and forecast 
markets to make investment 
decisions on which securities to
buy and hold, or sell off.

Absolute return funds

These funds aim to deliver consistent 
returns regardless of whether the 
stock market rises or falls.

❯❯ The value of investments will 
fluctuate depending on the stock 
market, which will cause fund 
prices to fall as well as rise.

❯❯ Fluctuations mean that investors 
may not get back the original 
amount of capital invested.

WARNING
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Regular savings plan
Many people invest in funds  
via regular savings plans.
A regular savings plan can help 
investors to maximize potential 
investment growth in the long term,  
as investing regularly can help smooth 
out the ups and downs of the markets.

FOR SALE 

Today’s price

1 UNIT = $$$$$

12 MONTHS  
LATER

$$$$

$

$
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Managing 
investments

Investments are something individuals buy or put money into in order to make  
a profit, or “return.” There are different types of investments—known as asset 
classes—each of which offers a different type of return. Investors may receive 
interest (from cash or bonds), dividends (from shares), rent (from property), or capital 
gains when they sell the asset (the difference between the purchase and sale 
price). Investors can manage their own investments or pay someone else to do it.

Investing money for the first time is a big 
step, and it is essential to prepare well. 
Investing means taking a risk with money, 
and it is possible to lose some or all of the 
capital invested. Before deciding what to 

invest in, anyone looking to invest must 
assess the state of their personal finances. 
They should pay off any outstanding debts 
and loans first, and maintain access to a 
source of cash in case of emergency.

Personal investment basics

Asset allocation
Asset classes are simply different categories  
of investments. The four main asset classes  
are cash, bonds (or fixed-interest securities),  
shares (or equities), and property. 

Asset diversification
Diversification means investing in different asset classes. 
It helps to spread risk because there is less potential to 
lose everything if things go wrong if money invested is 
spread across assets and not channeled into one class. 

CASH 
Money held in savings accounts is secure 
and accessible. However, returns are low 
and could be wiped out by inflation.

BONDS 
Fixed-interest securities such as bonds and 
gilts provide regular income and are generally 
a lower risk than investments such as shares.

SHARES  
Buying shares means investing in a company 
and thereby owning a part of it. Shares may 
pay regular dividends or gain capital value.

PROPERTY 
Residential housing and commercial units can 
provide a good rental income and high returns 
when sold, but property is relatively illiquid.

$ $

$

$

$
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$

Managing 
investments  2,175 

S&P 500 record high,  
July 2016; S&P 500 closes 
above 100 for the first 
time on June 4, 1968

HOW TO INVEST

❯❯ Take a DIY approach  This is an investment method in which 
an investor, without professional advice, builds and manages 
his or her own investment portfolio. 

❯❯ Consult a financial advisor  This is a professional  
who can give advice on which assets to buy and when, based 
on goals and risk tolerance.

❯❯ Buy from a fund supermarket or discount broker  These 
financial companies offer “execution-only” services, without 
advice, allowing individuals to buy and sell shares or funds.

❯❯ Invest in a fund company  These investment firms spread 
risk by pooling investors’ money and buying units in a fund 
that invests in a number of companies.

Dollar cost averaging
Also known as unit cost 
averaging, dollar cost averaging 
is the practice of buying a fixed 
monetary amount of an 
investment gradually over time, 
rather than investing the desired 
total in one lump sum. This 
strategy can reduce the average 
cost per share of an investment 
as more units may be purchased 
when the price is low, and fewer 
when the price is high. See 
pp.190–191

❯❯ Dollar cost averaging is also 
known as “drip feeding” money. 

❯❯ Using this approach means that 
investors don’t have to monitor 
market movements and time 
their investments strategically.

❯❯ Most investment companies 
offer regular savings plans  
that allow investors to take  
advantage of dollar cost 
averaging, also enabling  
them to save a little at a time.

Risk tolerance/risk-return trade-off
The possibility of losing some or all of a capital 
investment is risk. An acceptable level of risk  
must be decided before investments are chosen. 
See pp.192–193

The optimal portfolio
A portfolio in which the risk-reward combination 
yields the maximum returns possible is known  
as an optimal portfolio. Optimal portfolios differ 
between investors with different attitudes to risk.  
See pp.194–195

Risk

INVESTMENTS

Reward

❯❯ Portfolio “weight” is the 
percentage of a particular 
holding in a portfolio.

❯❯ Investors should reassess  
and rebalance their 
portfolios annually.

❯❯ All investments carry a 
degree of risk, but some 
have the potential to be 
much riskier than others.

❯❯ A financial advisor can  
help to build a portfolio  
to match an investor’s  
risk tolerance.

$$ $
€$

$

$

$

$

$

MONTH 1

MONTH 2

MONTH 3

MONTH 4

$

$ $
$
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Asset allocation  
and diversification

To reduce the risk of their investment, investors often try to diversify 
their portfolio, spreading the risk they are exposed to by investing in 
different assets, sectors, or regions. 

$$$ $$$

STOCKS

STOCKS STOCKS
PROPERTY

PROPERTY

PROPERTYSTOCKS STOCKS

STOCKS

20%

$$$

BONDS

BONDS
40%

BON

BONDSBON

CASH

20%

Alternative assets

Hedge fund  A collective 
fund investing in complex 
investments.

Wine   An investment in 
wine in a warehouse or 
via a wine fund.

Art   The collection of 
work by emerging and 
established artists.

Stamps   The buying  
and selling of rare or 
collectable stamps.

Crowdfunding   
Investment in projects 
with other individuals.

$$$

$ $ $

$ $

$

$

$
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MARKET 
CAPITALIZATION

The total value of a company—its 
market capitalization—is equal to 
the total number of its shares 
multiplied by the price of one of 
those shares. For example, if a 
company had 100 shares and one 
share in that company was worth 
$50, its market capitalization would  
be $5,000 (100 x $50).

The investment industry refers to 
the size of market capitalization 
when it talks about large- (or “blue 
chip”), medium- and small-cap 
companies. Large caps are usually 
more stable but offer limited 
growth opportunities. Medium  
and small caps can be riskier,  
but can grow quickly.

Strategic asset 
allocation 
A defensive investor may choose to 
use strategic asset allocation. This 
involves investing in a combination  
of assets, taking into account the 
expected returns for each asset class, 
and therefore the overall expected 
return of the investment. In the 
illustration on the right, the expected 
returns of stocks are 10 percent, so  
by allocating 20 percent of the 
portfolio to stocks, the investor will 
expect them to contribute 2 percent 
to the returns.
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How it works
Asset classes are different categories of investment. 
Investors diversify by investing in different asset 
classes, or investing in different companies, industries, 
markets, regions, or countries, within an asset class. 
Another strategy, known as asset allocation, attempts 
to balance risk versus reward by setting the 

percentage of each asset class in an investment 
portfolio—stocks, bonds, property, cash, and 
alternative assets—according to the investor’s risk 
tolerance, goals, and investment time frame. The 
percentage of a particular holding in a portfolio is 
known as the “portfolio weighting.” Diversification 
helps reduce the risk of each asset class in the portfolio.

CASHCASH CASH CASH

PROPERTY

PROPERTY

PROPERTY

PROPERTY

PROPERTY

PROPERTY

$$$ $$$

BONDS
40%

CASH

20%

PR
O
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 2

0%

Defensive investment
In this illustration, the investor 
has chosen to invest 40 
percent of capital in bonds, 
and 20 percent each in stocks, 
property, and cash. 

ASSET ALLOCATION 
MODELS

❯❯ Defensive  A small proportion of 
equities (stocks and shares) with 
the bulk of the capital invested in 
less volatile asset classes such as 
bonds and cash.

❯❯ Income  Most of the investment  
is in bonds and alternative assets. 
This model is designed for income- 
seeking investors willing to take  
on a reasonable degree of risk 

❯❯ Income and growth  Around half 
of the fund is in equities, with the 
remainder in bonds and 
alternative assets. This model 
focuses on a return composed of 
both capital growth and income. 

❯❯ Growth  Most of the investment is 
in equities, but some in bonds and 
alternative assets. This model aims 
for longer-term capital growth.

Liquidity
This term describes the degree to which an asset 
or security can be bought or sold in the market 
without affecting the asset’s price.

$$$

INVESTMENT 
RETURNS

Expected returns  
of asset classes
Stocks   10% 
Property  8% 
Bonds  5% 
Cash  3%

Average 6.5%

Investor’s  
expected returns

20% of 10%  2% 
20% of 8%   1.6% 
40% of 5%   2% 
20% of 3%   0.6%

Total   6.2% 

“Have a strategic  
asset allocation 
mix that  
assumes you 
don’t know what 
the future holds.”
Ray Dalio
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How it works
Catching the bottom of the market to get the best unit 
price is difficult, and even the experts get it wrong 
sometimes. One way for investors to smooth out the 
market’s highs and lows is to spread or drip-feed 
money into investments instead of investing it all  
in one go. This is known as dollar cost averaging. For 
example, if $100 a month is invested into a fund, the 

sum of money would buy fewer fund units when the 
cost is high and more units when the cost is low. The 
average cost per share over time is the mean of highs 
and lows. As well as freeing investors from having to 
second-guess market movements, this approach 
encourages regular investing each month. Dollar  
cost averaging can be especially beneficial in  
a falling market, as the cost per unit is then lower.

Dollar cost  
averaging

SHARE  
PRICE ($)

January

$35

$30

$25

$20

$15

$10

$5

0

Dollar cost averaging vs lump-sum investing 
One key argument for regular drip-feed investing is the effect of dollar cost averaging. 
Dollar cost averaging allows savers to benefit from market volatility because by 
investing a small amount regularly, it allows them to buy units more cheaply on average.

Dollar cost averaging (DCA) is the practice of building up  
investment capital gradually over time, rather than investing  
an initial lump sum.

February March April

Investor A
Lump sum 
investment

Investor A has a lump sum of 
$1,400 to invest and is trying  
to “time the market.” At the time 
of the investment, each share 
costs $20 so the lump-sum 
investment buys 70 shares.

Investor B
Dollar cost averaging

Investor B also has $1,400 to 
invest but decides to feed the 
money into the market at $200  
a month. This buys a varying 
number of shares each month.

INVESTOR B
$200 dollars 
buys 12 shares

INVESTOR B
$200 dollars 
buys 13 shares

INVESTOR B
$200 dollars 
buys 6 shares

INVESTOR B
$200 dollars 
buys 10 
shares

INVESTOR A
$1,400 dollars 
buys 70 shares

VS
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MONTHMay June July

INVESTOR B
$200 dollars 
buys 10 shares

Investor A
$1,400 buys 70 
shares

Investor B
$1,400 buys 73 shares

AVERAGE 

PRICE $19.18

$20

VS

Gains three  
extra shares  

for same 
investment

INVESTOR B
$200 dollars 
buys 12 shares

INVESTOR B
$200 dollars 
buys 10 shares

❯❯ DCA can limit gains  
in a booming market.

❯❯ If the share price rises 
gradually over time, 
DCA means paying 
more per share on 
average.

WARNING

❯❯ Timing the market to 
get the best unit price is 
very tricky.

❯❯ A fluctuating share 
price means a lump sum 
pays more per share on 
average.

WARNING

“ The individual investor should act consistently
as an investor and not as a speculator.”
Benjamin Graham

WHAT IS MARKET VOLATILITY?

Volatility is the degree of variation 
in a trading price over time. It is 
measured by looking at the 
standard deviation of returns—
that is how spread out returns are 

from an average value. Lower 
volatility means a share’s price 
does not fluctuate dramatically, 
but changes in value at a  
steady pace.

❯❯ Lump-sum investing  Although high 
returns are possible, putting large single 
sums into the market tends to require a 
more impulsive, or short-term approach, 
which may be counterproductive. 

❯❯ Market conditions  Dollar-cost 
averaging means investors do not have 
to study the details of market behavior to 
maximize their returns. 

❯❯ Investments from income  By regularly 
investing directly from regular income, 
investors can keep cash on hand for 
other purposes or emergencies.

NEED TO KNOW
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5 KEY FACTORS THAT AFFECT RISK TOLERANCE

Investors need to consider these 
factors and choose investments     
to fit the risk–return trade-off     
that they are comfortable with.

Time frame  The period 
over which investment 
will be made. More risk 
may be taken over a 
longer time frame.

Experience  An investor’s 
understanding of assets 
and risk, and experience
of past investments.

Investment goals
Objectives such as 
funding for education
or retirement. 

Risk capital  The money 
available to invest or trade 
which, if lost, should not 
affect an investor’s 
lifestyle.

Risk attitude  An 
investor’s stance on losing 
his or her investment 
capital.

$

$

How it works
To assess risk tolerance, investors 
should review worst case scenarios 
for different asset classes to see 
how much money they might lose 
in bad years, and gauge how 
comfortable they feel about such 
losses. Factors affecting risk 
tolerance include timescales, future 
earning capacity, and personal 
circumstances. In general, the 
longer the timescale the more risk 
an investor can take. Investors also 
need to assess how much money 
they can afford to lose without it 
affecting their lifestyle. Even for 
high net worth individuals with 
very large sums available as  
liquid assets, investing a small 
percentage of capital is wiser  
than investing a large one. 

Assessing risk tolerance is an important consideration when 
investing. Investors should have a realistic understanding of their 
ability to cope with large swings in the value of their portfolio.

Risk tolerance

Investor types 
Fund managers and financial advisers 
often provide risk-profile questionnaires 
to individual investors to help them 
determine which investments best suit 
them. The questionnaires examine  
an investor’s tolerance to risk, time  
frame, objectives, and investment 
knowledge.

Conservative
Investors who are unwilling  
to take much risk and are happy to 
accept lower returns as a result might 
prefer a portfolio that has a significant 
proportion in cash or assets with 
guaranteed returns such as bonds.
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❯❯ Capital risk  The possibility  
of losing the initial capital  
(money) invested. With more  
risky investments, capital could 
grow significantly but it could  
also be dramatically reduced.

❯❯ Inflation risk  The threat of  
rising prices eroding the buying 
power of money. If the returns  
on investments do not match or 
beat inflation, they will effectively 
be losing value each year.

❯❯ Interest  risk  The possibility    
that a fixed-rate debt instrument, 
such as a bond, will decline in 
value as a result of a rise in interest 
rates. If new bonds are issued   
with a higher interest rate, the 
market price of existing bonds   
will decrease. 

❯❯ Negative interest  Currently tens 
of billions are invested in Europe 
at negative interest rates simply to 
provide low risk and security.

NEED TO KNOW

$

“The only 
strategy  
that is 
guaranteed to
fail is not taking 
any risks.”
Mark Zuckerberg, founder of Facebook

Balance
Investors who are happy to invest  
in more shares and property are  
likely to want only a small proportion 

of their capital in cash in fixed-
interest accounts.

High risk
Investors who are willing to accept 
more risks for potentially higher 
returns might consider including 
emerging markets and alternative 
asset classes in their portfolios.

Cautious
Investors who are  
more willing to take 
some risk in return  
for a profit are likely 
to go for a mix of 
growth and defensive 
assets, and invest 
more in shares than  
in bonds.
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The optimal portfolio
A portfolio consists of a selection of different assets. The optimal 
portfolio achieves the ideal trade-off between potential risk and likely 
reward, depending on an investor’s desired return and attitude to risk. 

Efficient frontier
The efficient frontier is considered 
the optimum ratio between risk and 
reward—that is, the highest expected 
return for a defined level of risk, or 
the lowest risk for a given level of 
expected return. Portfolios that lie 
below the efficient frontier are 
suboptimal, either because they do 
not provide enough return for that 
risk level, or because they have too 
high a level of risk for a defined rate 
of return. Asset correlation, a 
measure of the way investments 
move in relation to one another, is 
important to the efficient frontier.   
A portfolio is better balanced if the 
prices of its securities move in 
different directions under similar 
circumstances, effectively balancing 
risk across the portfolio.

How it works
The optimal portfolio is a mathematical model that 
demonstrates that an investor will take on increased 
risk only if that risk is compensated by higher expected 
returns, and conversely, that an investor who wants 
higher expected returns must accept more risk. 

The optimal portfolio reduces risk by selecting and 
balancing assets based on statistical techniques that 

quantify the amount of diversification between  
assets. A key feature of the optimal portfolio is that  
an asset’s risk and return should not be assessed on its 
own, but by how it contributes to a portfolio’s overall 
risk and return. The main objective of the optimal 
portfolio is to yield the highest return for a given risk or 
the lowest risk for a given return, these being investors’ 
most common goals.
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Investor A is on the efficient frontier and 
getting the highest return possible for 
their accepted level of risk. This smart 
investor is maximizing returns while 
limiting exposure to volatility. 

 1952 
the year Nobel Laureate 
Harry Markowitz 
introduced the  
efficient frontier 
concept

The optim
al ratio between risk and reward
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❯❯ Weighting  The percentage of a 
portfolio consisting of particular 
assets. Calculated by dividing the 
current value of each asset by the 
total value of the portfolio.

❯❯ Variance  The measure of how 
the returns of a set of securities 
making up a portfolio fluctuate 
over time.

❯❯ Standard deviation  A statistical 
measurement of the annual rate 
of return of an investment that 
can give an indication of the 
investment’s volatility. 

❯❯ Expected return  The estimated  
value of an investment, including 
the change in price and any 
payments or dividends, calculated 
from a probability distribution 
curve of all of the possible rates  
of return.

❯❯ Asset correlation  A statistic that 
measures the degree to which  
the values of two assets move in 
relation to each other. A positive 
correlation means that assets 
move in the same direction; a 
negative correlation means that 
they diverge. 

NEED TO KNOW

RISK, MEASURED BY THE STANDARD DEVIATION OF ANNUAL RETURNS
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REBALANCING A PORTFOLIO

Investments in a portfolio will 
perform according to the market. 
Over time this will cause the 
portfolio’s asset allocation, which 
was originally tailored to the 
investor’s preferred level of  
risk exposure, to shift. If left 
unadjusted, the portfolio will 
either become too risky or too 
conservative. In order to maintain 
a portfolio’s risk profile 

reasonably close to an investor’s 
level of risk tolerance, it should 
be reviewed regularly and 
rebalanced when necessary. 

The goal of rebalancing is to 
move the asset allocation back  
in line with the original plan.  
This approach is one of the main 
dynamic strategies for asset 
allocation and is known as a 
constant-mix strategy.

Investor C is also on the efficient frontier.  
C has a high-risk portfolio but is compensated 
by receiving higher returns.

$

Investor B has a suboptimal portfolio. If  
happy with the risk level, B should rebalance the 
portfolio closer to C’s position to achieve higher 
returns. Alternatively, to lower the risk for the 
same rate of return, B should adjust the asset 
allocation closer to A’s position.

$

The efficient 
frontier flattens  
as it goes higher 
because there  
is a limit to the 
returns that 
investors can 
expect, so there is  
no advantage in 
taking more risk.

The optim
al ratio between risk and reward
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Pensions and 
retirement

A pension plan is a type of savings plan to help save money for retirement. Pensions 
enable workers to save a proportion of their income regularly during their working 
life so that they can have an income when they retire. It is important for workers to 
think about starting to make pension contributions when they are young, rather 
than when they are approaching retirement age. In many countries, pensions have 
certain specific tax benefits in comparison with other forms of savings.

Employee contributes  
a % of salary monthly

Company contributes  
an additional % to 
employee pension

15% of  
monthly salary

10% of  
monthly salary

Employees and employers 
make monthly payments into  
a fund managed by a pension 
company. They may also 
receive government tax relief.

DIY pensions allow workers to 
choose their own investments 
and pension company. They 
may also be able to claim 
government tax relief.

Individual makes a
monthly contribution

WORKING LIFE

Saving
Early investment
Jane, age 25, wants to retire  
at 68 with a $15,000-a-year 
pension. She needs to save $165 
a month. See pp.198–199

Later investment
Paul, age 45, wants to retire  
at 68 with a $15,000-a-year 
pension. He needs to save 
$322 a month. See pp.198–199

$

$

$

$

Tax contributions  
for a number of years

25

45

Pension plan

In most countries there is a minimum age that must be 
reached before an individual can access any of their 
private pensions—in the US it was 65, but the age is 
increasing; the Social Security benefits program is 
changing the age requirement. The US Census Bureau 
reports that retirement age ranges from 62 to 65, and it 
varies by state. The average age is expected to climb as 
Baby Boomers postpone retirement to improve their 
financial situation. See pp.202–203

Changing age of retirement

Contributions are taken from 
taxpayers by the government. 
People who have contributed 
enough then receive a state 
pension at retirement age. 

State pension

Company pension

Private pension
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Pension pays  
out income

Employees and employers 
make monthly payments into  
a fund managed by a pension 
company. They may also 
receive government tax relief.

Pension pays  
out income

Retirement

$

$

$

State pays a set  
monthly income

Some companies offer 
“defined benefit” pension 
plans, which guarantee a 
set pension payment 
determined by salary, age, 
and length of employee 
service. However, some 
company pensions have a 
funding shortfall: this may 

mean that retirees will 
receive less than expected.  
 Some workers may pay  
into “defined contribution” 
pensions. Poor investment 
performance can also 
affect pension payouts 
from these funds. See 
pp.200−201

WARNING 

Shortfall

ACCESSING YOUR PENSION OR SOCIAL SECURITY (SS)

Pension plan

Pension  
age $ $

Different countries have different rules 
about when, and how, to access pensions 
or IRAs. In the US, SS can be accessed at 
62, and access to an IRA begins at 59½. 
There are three main options:

❯❯ Option 1   Take 100% (also called a 
lump-sum payout) of the pension  
as cash to spend or invest. With a 
lump-sum payment, the employer is 
required to hold back 20% of the 
payment for federal income taxes. 

❯❯ Option 2   Buy an annuity. This is  
an insurance product that provides a 
fixed amount of cash every year for 
life. An annuity means the money 
won’t run out, but the rate of income 
will be lower. 

❯❯ Option 3   Use income drawdown. 
This means withdrawing invested 
money as and when it is needed. 
There is the risk of running out of cash 
if the fund performs badly.

“You can be 
young without 
money, but 
you can’t be 
old without it.”
Tennessee Williams, US playwright

US_196-197_OV_Pensions.indd   197 13/10/2016   16:21



Saving and investing 
for a pension

How it works
Some countries pay retirees a  
state pension based on taxpayers’ 
contributions. However, a state 
pension only provides enough 
money for a very basic standard
of living, and many countries 
encourage people to save money 
while they are working to provide 
them with additional income for
a more comfortable retirement. 

Saving into a private pension is the 
most common way of doing this. A 
pension is a long-term savings plan 
in which the money is invested in 
shares, bonds, or other types of 
assets with the aim of providing a 
return on the money invested. The 
more money saved while working, 
and the better the investments 
perform, the more money there  
will be to live on in retirement. 

❯❯ State pension Pension payout 
determined by the taxpayer’s 
regular contributions.

❯❯ Defined contribution    
Pension payout determined  
by the amount paid in and the 
investment fund’s performance.

❯❯ Defined benefit   Pension payout 
from an employer determined  
by final or average salary. 

❯❯ IRAs   Individuals contribute and 
pay tax upon withdrawal.

NEED TO KNOW

$1,980 

PER YEAR

RENT MORTGAGE 
AND CHILDREN

Early investment for 
maximum return
The earlier a saver starts saving for a pension, 
the better. Firstly, the saver will need to save 
less each month to reach their desired sum 
for retirement. Secondly, some employers 
also contribute to employees’ pension 
savings, while some governments offer tax 
advantages on pension savings. Thirdly, 
investments will have more time to ride out 
the ups and downs of the capital markets, 
and savers will benefit from more interest
as it accrues over the years.

Saving at 25
25-year-olds may 
struggle to save $165  
a month but they should 
still aim to save a little, 
increasing the amount  
if earnings increase.

ROUTE TO 
RETIREMENT  
FUND

A pension is a savings plan or investment designed to 
provide a retirement income, based on how much has 
been saved and how well the investment performs.

$

$ $

$

          
       L

arger       
     contributions   

     
needed

Smaller contrib
utions needed

45 40 35

AGE AT START  
OF INVESTMENT

YEARS OF  
INVESTMENT

3525 30

50

20
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PENSION CONTRIBUTIONS

Calculations by a British consumer association reveal that 
to achieve an annual pension income of $15,000 by age 
68, savers starting at age 25 need to save $165 a month. 
Starting at 35 would mean having to save $215 a month.

 50% of one’s age 
when starting to save is  
the percentage of salary  
to save for retirement. 

RETIREMENT 
FUND 

A professional financial advisor  
can calculate exactly how much an 
individual needs to save to meet their 
retirement goals, and offer advice on  
the different types of pensions and 
investments available. 

$2,580 

PER YEAR

MORTGAGE 
AND CHILDREN

Very late starters will 

need to contribute large 

percentages of their

salaries—20% if age 40 

compared to 10% age 20.

$

Saving at 50+
Savers over 50 may  
no longer be paying  
a mortgage but may 
still need to balance 
pension contributions 
with other financial 
burdens, such as  
paying their children’s 
college fees or caring 
for elderly parents.$3
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SAVING AND INVESTING FOR A PENSION

Defined benefit vs defined contribution
Company pension plans that promise a fixed monthly 
pension are known as defined benefit plans. These are risky 
for employers, who have to pay out regardless of how the 
pension investments perform. This “pension promise” has 
led to some pension funds having insufficient funds  
to meet their commitments as a result of poor financial 
management of the pension plans. With defined 
contribution plans, it is the employee who carries the 
investment risk. The success of both plans hinges on the 
investments in the pension performing well, but if defined 
contribution funds lose money, an individual’s pension pot 
may be smaller than expected when they retire.

Why pensions fail
It is important for individuals to take professional financial 
advice at various stages in their lives to ensure that their pension 
is on track to pay out the desired level of income. A financial 
adviser can provide guidance on how much to save, the best 
way to pay money into a pension fund, and any steps that can 
be taken to reduce the risk of a pension failing. In some cases it 
may be advisable for savers to increase their contributions or 
diversify their pension investments. 

5. High inflation
Increases in the cost of living  
need to be reflected in the value 
of the pension pot to ensure it  
will provide adequate income  
in retirement.

1. Business failure
Company pension funds can be 
lost if an employer goes bust and 
the money is not ring-fenced 
(financially separate from other 
assets and liabilities).

3. Taxes
Pensions are usually taxed  
as income, so relevant taxes 
should be factored in when  
a pension is designed.

$
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2. Pension fund management
Poor decisions by the pension fund managers 
can lead to low returns, as with any investment.

4. Stock market crash
Investments losing value over the 
long term or in a crash can mean 
that the value of a pension fund will 
also fall.

PENSION 
FUND 

Pension pathway

AGING POPULATION

The population is aging in most 
countries. According to global 
averages, a child born in 1960  
could have expected to live for 52 
years. But if that child were born 
today, he or she could expect to 
live to the age of 69. By the middle 
of the century, average lifespan is 
likely to be higher still: well over 70.  
An aging population has dramatic 
consequences for state pensions, as 
current workers’ contributions are 
not invested by the state to pay for 
future pensions but are instead 
used to simply pay the pension 
benefits of current pensioners.  
As the number of pensioners 
increases, the shortfall between  
tax income and pension payouts 
will increase. 

 2030
the year by which  
one in six people  
will be aged 60+  

US_200-201_Why_pensions_fail.indd   201 13/10/2016   16:21



Cash lump sum

How it works
There are two main options for turning pension 
savings into income. The first involves buying an 
insurance product that will provide a fixed sum as  
either a monthly or annual income for life. This is 
called an annuity, and may also be known as “steady 
payments” or “a retirement income stream.”

The second option is to take out pension savings  
as cash, in one or more lump sums, with the  
rest of the money remaining invested. 
Withdrawing money and leaving some 
invested in this way is called income 
drawdown. Savers may combine an 
annuity with cash withdrawals.

Converting pensions 
into income

On retirement, savers can invest the money in their pension to give 
themselves a fixed regular income, withdraw cash in one or more 
lump sums, or arrange a combination of both options.

Pension fund options
The options available to retirees will depend on the  
type of pension they have (defined benefit or defined 
contribution), the size of their pension pot, and the  
laws and tax rules of the country they live in.

Some pension plans allow savers to take some or all  
of their pension fund as a cash lump sum on retirement. 
Retirees can then spend, invest, or save their pension 
money as they see fit. However there is the risk with  
this approach that, sooner or later, the fund will run 
out, especially if they live a long life. 

PENSION POT AT RETIREMENT AGE

$

Tax-free percentage

The way in which pension savings are taxed varies from 
country to country. In the US, individuals can roll the lump 
sum into an IRA account to avoid paying taxes on a large 
amount. Taxes are assessed on the amounts withdrawn. 
There are penalties if the money is withdrawn before 
591⁄2 unless a personal hardship is proven. $$

$$

T A X M A N

T A X M A N
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Annuities

HOW TO CONSOLIDATE PENSIONS

Most people will have paid into different workplace 
pensions over the years as they move from employer to 
employer. As a result it can be hard to keep track of how 
each pension fund is being run, how much has been 
saved into it, and how it is currently performing. 
Consolidating pensions into one plan makes it easier  
for savers to keep track of their pension savings—and  
it may save money too, through reduced fees and 
administration costs. But some older pension plans have 
better benefits that may be lost if all pension plans are 
consolidated into a single pot.

 59.5
the minimum age at 
which savers can unlock 
their pensions in the US

An annuity is an insurance product that offers a fixed 
monthly or annual income for life. Use of annuities varies 
from country to country. For example, about 80 percent  
of pension funds are converted to annuities in Switzerland, 
but far fewer are in Australia. A rule change in the UK 
means that savers are no longer legally obliged to 
buy an annuity on retirement.

Income drawdown

Some pension plans offer the option of keeping  
money invested—and hopefully producing decent 
returns—with cash sums withdrawn as necessary.  
If too much cash is withdrawn, or the investments 
perform badly, however, there is a risk of the saver 
running out of money.

$

$$

$$

T A X M A N

WARNING

All pension plans have 
very strict rules, so if a 
saver receives a letter, call, 
or email suggesting they 
can break these rules 
penalty-free, they should 
be very suspicious. 
Fraudsters try to tempt 
savers into handing over 
their pension funds by 
talking about: 

❯❯ A money-making 
investment or other 
business opportunity 

❯❯ New ways to invest  
their pension money

❯❯  Accessing their  
pension money  
before retirement age

$

T A X M A N
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Debt
This is an amount of money borrowed by one party from other parties. Borrowing 
is the way in which corporations and individuals make large purchases that would 
otherwise be unaffordable. They pay interest, a fee charged for the privilege of 
borrowing money, which is normally a percentage of the money borrowed. Banks 
and other financial institutions offer various different types of consumer debt 
products, ranging from bank overdrafts and credit cards to mortgages and loans.

Statement

DESCRIPTION

MORTGAGE

CREDIT CARD

CAR LOAN

SALARY

CASH

OVERDRAFT FEE

CURRENT TOTAL

CLOSING BALANCE

TRANSACTIONS

Ways to borrow money
There are various institutions willing and able to lend 
consumers money, and each will offer a number of 
different financial products. Borrowers need to research 
the best options for their circumstances. 

Loans
Personal loans allow consumers to borrow a 
lump sum of money that will be repaid at set 
intervals over a pre-agreed period of time. Loans 
can be secured or unsecured. See pp.210−211

❯❯ Types of loans  There are many types such as car, 
student, debt consolidation, and payday loans. 

❯❯ Who offers loans  Banks, credit unions, and 
other financial institutions all offer loans.

Credit cards
These allow a type of revolving credit that allows 
users to make purchases without using their own 
money, which can be paid back monthly, or later 
for an additional fee. Transactions are processed 
by global payment networks. See pp.218−219

❯❯ Installment credit  The opposite of revolving 
credit—the money is paid back in installments.

❯❯ Dual-purpose cards  In some countries, banks 
issue cards with both debit and credit facilities.

$
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 $12.29 
trillion the debt  
owed by US consumers  
at the end of July 2016

Statement Big Bank

CREDIT

$4,000

$4,000

$260

$3,740

DEBIT

$1,200

$300

$200

$2,000

$40.00

Mortgages
A mortgage is a longer-term loan used to 
purchase a property, which is secured against  
it. The lender can repossess the property if the 
mortgage is not repaid as agreed. See pp.212−215

❯❯ Mortgage payments  These consist of the 
capital repayments—against the amount 
borrowed—plus the interest charged. 

❯❯ Loan-to-value  (LTV) This is the mortgage value 
as a percentage of the property’s purchase price.

Credit unions
Credit unions are not-for-profit community 
organizations that provide savings, credit, and 
other financial services to their members. 
Borrowers need to be members of a credit union 
to be able to borrow money from it. See 
pp.216−217

❯❯ Size and assets  Credit unions vary.

❯❯ Ownership  Credit unions have no 
shareholders, only members.

$

$$$

CREDIT RATING

A credit rating is an estimate by a lender of the ability of a 
person or organization to fulfill financial commitments, 
based on their credit history. It can be used to help lenders 
decide who to lend money to, how much to lend them, 
and in some cases how much interest to charge. 
  High levels of existing debt, missed or late payments on  
a loan or credit card, and a history of multiple applications 
for credit can all negatively affect an individual’s credit rating.

Individuals can check their credit report via a number of 
different websites, such as myFICO.com, and if necessary, 
take steps to improve their credit rating.
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Why we use debt

How it works
Countries, companies, and 
individuals all use debt in order  
to function. Debt can be a useful 
way of spreading the cost of 
purchases, make investments, or 
manage finances. However, it is 
dangerous if it cannot be repaid. 
Taking out a mortgage to buy a 
property is an example of “good 
debt,” as few people are able to  
buy a house outright.

 There are plenty of examples of 
 “bad debt” where people borrow 
money, often at high interest rates, 
to make arguably unnecessary 
purchases. Those who do can find 
that simply paying the interest on 
their loans is more than they can 
manage. This can lead to taking  
out more loans just to pay off the 
interest, and the borrowers never 
make an indent into the capital 
borrowed in the first place.

People use debt to buy things they could not normally afford. As 
well as for purchasing consumer goods, debt can be used to make 
investments, however, debts have to be repaid in full with interest.

$50,000 
TO INVEST

$50,000 
TO INVEST

SELLERS
DOWN- 

PAYMENT  
10 X $5,000

$450,00
BORROWED

BANK 

$50,000

$50,000$50,000 $50,000

$50,000$50,000 $50,000

$50,000$50,000 $50,000

$50,000

$50,000 

E-TYPE 

E-TYPE E-TYPE E-TYPE 

E-TYPE E-TYPE E-TYPE 

E-TYPE E-TYPE E-TYPE 

E-TYPE 

Buyer A pays seller  
the full $50,000

Buyer A buys an 
E-type Jaguar

Buyer B buys  
10 E-type Jaguars

A

B

❯❯ Cost of borrowing  The costs  
can be higher than the income 
from the assets purchased.

❯❯ Asset value can fall  If this 
happens, the sale of the assets  
will not repay the original debt.

❯❯ Interest rates can increase   
This can mean the borrowing 
costs being greater than the value 
of the assets even if it rises.

WARNING

Leverage
Leverage, or gearing, is the use  
of borrowed money to multiply 
gains (or losses). It is used on the 
stock market, by companies, as  
well as by individuals. 

USING BORROWED 
MONEY
Leverage involves buying 
more of an asset by using 
borrowed funds, with the 
belief that the asset will 
appreciate in value by 
more than the cost of  
the loan. In this example, 
Buyer B buys 10 E-type 
Jaguars by splitting his 
$50,000 cash (equity) 
into ten $5,000 
down-payments and 
borrowing the extra 
$450,000. This means  
the buyer is “highly 
geared” as there is a high 
proportion of debt to 
equity. This is risky as the 
$450,000 borrowed (plus 
any interest) will have to 
be repaid regardless of 
the sale prices of the cars.

CASH PURCHASE
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INTEREST AND 
BANKRUPTCY

Interest  

This is the cost paid to borrow money.   
It is expressed as a percentage of the 
capital borrowed. Various debt 
products have different interest rates. 
The rate might be fixed for a set period 
of time or “variable,” meaning it can 
change. It is important for individuals 
to take interest costs into account 
when borrowing to invest.

Bankruptcy  

This is a legal process that releases a 
person (or company) from almost all 
of their debts. People (and companies) 
can declare bankruptcy if they do not 
have a realistic chance of repaying 
their debts depending on the type of 
bankruptcy filed. Although it can offer 
a fresh start, the financial consequence 
can be that it adversely affects a 
person’s credit rating, and therefore 
their ability to borrow in the future.

$55,000 $55,000

$55,000 $55,000

$55,000 $55,000

$55,000$55,000$55,000 $55,000

$55,000 

E-TYPE E-TYPE 

E-TYPE E-TYPE 

E-TYPE E-TYPE 

E-TYPE E-TYPE E-TYPE E-TYPE 

E-TYPE 

Buyer A  
Sells E-type Jaguar 

for $55,000, making 
profit of $5,000

Buyer B 
makes  
a gross 
profit of 
$50,000

One year later

One year later

$5,000

$50,000

A

B

CARS INCREASE IN VALUE
Buyer B makes a larger profit as the 
gains are multiplied when selling the 
cars at a profit of $5,000 each. His 
gross profit is $50,000; net profit can 
be calculated by deducting interest 
payments. However, there is also 
the possibility of losing money.

 $729
 billion
credit card  
debt owed by  
US consumers
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Interest and  
compound interest 

The snowball effect 
If a snowball is rolled down a hill, it 
gets bigger and bigger as it gathers 
more snow. In addition, the rate at 
which the snowball grows increases
as it rolls down the hill because there 
is a greater surface area for the snow 
to stick to. So, given enough time,
a tiny snowball can become a giant 
one. Compound interest has been 
described as a “snowball effect” as
it works in much the same way, 
meaning that a small investment
can provide bigger returns than an 
investment where the interest sum
is paid out to the investor annually. 

When money is saved it “earns” interest. Compound 
interest accrues if the investor reinvests it, as 
opposed to withdrawing the interest.

$1,000

$1,100

END OF YEAR 1 
COMPOUND 

INTEREST 
= 10%

COMPOUND 

INTEREST 
= 10%

CAPITAL

INTEREST  
PAID = $100

INITIAL INVESTMENT
A principal amount of 
$1,000 is deposited into a 
savings account that pays
10 percent per annum, 
compounded annually.
At the end of year one,
$100 (10 percent of $1,000)  
is credited to the account.

Compound interest formula
“A” is the final amount in the savings 
account after “T” years’ interest 
compounded “N” times, at interest rate 
“R” on the starting amount of “P”.

A = P (1 + R/N) NT

Final  
amount

Principal
(original) sum

Rate of 
interest

Time in 
years

Number of times 
per year interest is 

compounded

INVESTMENT GROWS
The savings account 
now has $1,100, then 
earns $110 (10 percent 
of $1,100) interest in the 
second year. By the end 
of year two the account 
has a balance of $1,210.

❯❯ Principal amount  The original 
capital sum invested or borrowed. 

❯❯ Compounding frequency  
The number of times that interest  
is added to the principal amount 
in one year. For example, if 
interest is added monthly, the 
compounding frequency is 12.

❯❯ Annual percentage rate (APR)
The annual rate of interest 
payable on mortgages, credit 
cards, etc. It includes the rate as 
well as fees, such as annual fees.
APR can be referred to as the 
annual equivalent rate (AER), 
effective interest rate (EIR), or 
effective annual rate (EAR).

NEED TO KNOW

END OF  
YEAR 2
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How it works
Interest is the cost of borrowing 
money, for example from a bank, 
and it is calculated as a percentage 
of the capital. When money is
saved it is effectively being lent
to the institution, which then pays 

interest to the investor, so the 
capital “earns” interest. 

With simple interest, money  
is paid out to the investor each  
year. Compound interest is interest 
paid on reinvested simple interest, 
and works for both saving and 

borrowing. The interest from the 
first year is added to the initial sum, 
so in the second year interest is 
paid on the capital plus the interest 
accrued. In the third year it is paid 
on the capital plus the first two 
years’ interest, and so on.

$1,100

$1,210

$1,331

$31 extra earned  
through compound  

interest

COMPOUND 

INTEREST 
= 10%

COMPOUND 

INTEREST 
= 10%

INTEREST  
PAID = $110

INTEREST  
PAID = $121 

INTEREST  
PAID = $100

CAPITAL GROWS
The third year now 
begins with a balance  
of $1,210, which  
earns $121 in interest  
(10 percent of $1,210), 
resulting in an end of  
year balance of $1,331.

IMPROVED GROWTH 
Compound interest results
in a gain of $331, $31 more than 
if simple interest had been 
applied to the initial deposit at 
the same rate of interest for the 
same period, which would have 
resulted in a gain of $300.

END OF  
YEAR 2

END OF YEAR 3 

“Compound interest is the 
eighth wonder of the world. 
He who understands it, earns 
it; he who doesn’t, pays it.”
Albert Einstein 

US_208-209_Interest_Compound_interest.indd   209 14/10/2016   13:07



Loans

How it works
Loans allow individuals to borrow  
a lump sum to use in the short 
term, which they then repay in 
installments at set intervals over  
an agreed longer-term period. For 
example, a person might borrow 
$10,000 to be repaid over five  
years. As well as repaying the 
capital, the borrower also pays 
interest on the loan. Periodic 
repayments are calculated so that 
the borrower repays some of the 
capital and some of the interest 
with each payment.

Loans can be used as a cheaper 
alternative to other borrowing 

Loans offer a fixed sum of money to be repaid, plus interest, over a fixed 
period of time. Personal loans can be used at the borrower’s discretion 
but some other loan types have a defined purpose. 

Loan repayments

For loans with a fixed monthly repayment of 
principal plus interest, payments will first consist 
mainly of interest. This is because the amount of 
interest paid each month is a percentage of the 
outstanding balance of the loan. As each payment 
also repays some of the principal, the outstanding 
balance (and interest) decreases each month while 
more of the payment goes to reducing the loan. 
Final payments will consist of a larger proportion 
of principal to interest (as interest is paid on ever 
smaller outstanding balances). 

CASE STUDY

facilities such as overdrafts and 
credit cards. If a loan is “secured” 
on an asset (such as a house), and 
the loan is not repaid on time, the 
lender is entitled to take the asset. 
Typically a secured loan is less 
expensive to the borrower than an 
unsecured loan. A mortgage is a 
type of secured loan used to buy a 
property without paying the entire 
value of the purchase up front. 

Various institutions including 
banks, payday lenders, credit 
unions, supermarkets, and peer-to-
peer lenders sell loans. Loan 
brokers may also offer loans from  
a range of different providers. 

M
O

N
TH

LY
 P

A
Y

M
EN

T

TIME (MONTHS)

1 2 3 4 5 6 7 8 9 10 11 12

Payday loans are designed  
to cover short-term financial 
shortfalls. The idea is that people 
repay the debt on their next 
payday. Customers typically pay 
around a $15 fee for every $100 
borrowed. A two-week loan equals 
an APR of 400%. They are also 
charged fees for missed payments 
or to extend the loan. 

WARNING

❯❯ APR (Annual Percentage Rate)  
The annual rate of interest payable 
(on loans), taking into account 
other charges. 

❯❯ AER (Annual Equivalent Rate)  
Used for savings accounts, the  
AER takes into account how    
often interest is paid, as well as  
the impact of compound interest.

NEED TO KNOW

APR of UK payday loan company 
Wonga before new rules applied in 2014

5,583%
INTEREST PRINCIPAL
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Loan agreement Abank

3. REPAYMENT
The Borrower will repay the amount of this loan in 60 equal continuous monthly  
installments of $392.23 each on the 4th day of each month preliminary on the 4th day  
of April 2017, and ending on the 4th day of April 2022.

4. PREPAYMENT
The Borrower has the right to pay back the whole amount at any time, but a charge may be 
levied for early repayment: $1,360.00

5. LATE CHARGE
Any installment not paid within 15 days of its due date shall be subject to a late 
charge of 4% of the payment: $15.69

6. DEFAULT
If for any reason the Borrower fails to make any payment on time, the Borrower shall be in 
default. The Lender can then demand immediate payment of the entire remaining unpaid 
balance of this loan without giving further notice.

This Loan Agreement (“Agreement”) is made and will be effective on 04-04-17.

TERMS AND CONDITIONS

1. PROMISE TO PAY

Within 60 months from today, the Borrower promises to pay the Lender the sum of $20,000 
and interest and other charges stated below.

A loan agreement is a formal document provided by the lender that sets 
out the terms and conditions of the loan.

BETWEEN Lender:  (“A Bank”) AND Borrower:  (“A Person”)

The Borrower agrees to repay the  
full amount of capital borrowed, plus 
fees and charges, the interest rates,  
the monetary amount of interest,  
and the total amount repayable. 

Term of loan  The length  
of time over which the loan 
will be repaid in regular 
installments. This is normally 
expressed in months. 

Amount  The capital 
originally borrowed and 
advanced to the borrower. 
It is expressed in the 
currency of the loan, such 
as pounds, euros, or dollars.

Total amount repaid  The 
total capital, interest, and 
fees paid by the borrower 
to the lender over the 
whole term. 

APR  The annual 
percentage rate: a 
calculation that takes into 
account the interest rate 
plus fees and charges such 
as arrangement fees.

Regular payments  The 
periodic installments in 
which the loan will be 
repaid, for example, weekly, 
monthly, or quarterly. 

Early repayment charge  
An additional charge 
applied if the borrower 
redeems (repays) the loan 
before the end of the term.

Late fees  An additional 
charge applied if the 
borrower does not pay  
the installment on the 
agreed date. The borrower 
continues to be charged 
until the original payment 
schedule is restored.

Default  The failure to meet 
the legal conditions of a 
loan puts the borrower in 
default. A loan agreement 
sets out the consequences 
of a default.  

2. DETAILS OF LOAN 

Amount of loan:  $20,000.00

Other (such as arrangement fee):         $200.00

Amount financed: $19,800.00  

Total of payments: $23,533.94
 
Annual rate:             6.8%
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Mortgages

Mortgage types
Different countries have different 
types of mortgage, and different rules 
governing their issue. The amount that 
can be borrowed will depend on the 
property, individual circumstances, 
and prevailing economic conditions, 
but all loans will eventually need to  
be repaid with interest. Islamic law 
prohibits interest being charged on 
home loans so sharia-compliant 
mortgages involve a lease agreement, 
with the property given to the owner 
as a “gift” at the end of the term.

How it works
The word mortgage is derived  
from an old French term used  
by English lawyers in the Middle 
Ages, literally meaning “death 
pledge,” because the deal dies 
when the debt is paid or a payment 
fails. A mortgage is secured on the 
borrower’s property, which means 
that a legal mechanism is put in 
place that allows the lender to take 
possession in the event that the 
borrower defaults on the loan or 
fails to abide by its terms. This  
is known as repossession or 
foreclosure. Most mortgage lenders 
require borrowers to put down a 
percentage of the property value
as a deposit (or down payment) 
before they will be given a 
mortgage, and the bigger the 
deposit is, the less they will  
need to borrow. 

A mortgage is a long-term loan that enables the borrower to 
purchase property or land. A mortgage is made up of the amount 
borrowed—the principle—plus the interest charged on the loan. 

Fixed rate mortgages

Adjustable-rate mortgage (ARM)

❯❯ This is the most common type of 
mortgage in the US.

❯❯ First, the bank checks the 
borrower’s background to  
ensure they can afford the  
loan repayments. 

❯❯ The borrower then puts down  
a deposit, and the bank lends 
them the remainder of the 
purchase price. For example, if 
the purchase price of a property 
is $300,000, the borrower may 
put down a 5% deposit ($15,000) 
and borrow the remaining 

$285,000 from the bank. This 
amount is known as the principle, 
or capital.

❯❯ The bank charges the specified 
interest rate and the buyer makes 
monthly payments. The payment 
includes the principle plus the 
interest amount. 

❯❯ The borrower pays back both the 
principle and the interest via 
monthly repayments. When they 
have repaid the total amount 
borrowed, plus the interest, they 
own the property outright.

❯❯ This loan doesn’t have a fixed 
interest rate. The interest rate and 
the monthly principal and interest 
(P&I) remains the same for a set 
number of years. After that, the 
rate is adjusted annually. 

❯❯ While the rate is difficult to predict 
in the long-term, ARMs can be 
appealing because the rate is usually 
lower than a traditional mortgage. 

❯❯ There are different types of ARMs. 
For instance, a hybrid ARM has an 
initial fixed rate for a period of time 
and then the interest rate is 

adjusted manually. Another type is 
the Payment-Option ARM. With 
this mortgage, you choose among 
several payment options. Choices 
with a payment-option ARM 
include paying only the interest or 
paying an amount that covers both 
the principal and the interest.

❯❯ Be aware that some of these loans 
come with a prepayment penalty. If 
the house will be sold or refinanced, 
then this penalty could apply. Be 
sure to read the contract and ask  
that the penalty be removed.
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Interest-only mortgage

Reverse mortgages

❯❯ Loan-to-value ratio (LTV)  
Percentage of a property’s value 
borrowed as a mortgage.

❯❯ Security  Collateral for the loan; 
for mortgages, the property.

❯❯ Remortgage  A different or 
additional loan taken out on  
a property.

❯❯ Term  Years over which the 
mortgage is repaid. 

❯❯ Equity  Value of the property over 
the mortgage amount.

❯❯ Negative equity  Value of the 
property being less than the 
mortgage amount.

❯❯ Guarantor  A person who agrees 
to be responsible for meeting the 
mortgage repayments if the 
borrower fails to do so.

NEED TO KNOWthe average number of years 
between house moves13

The basic principle of an Islamic 
mortgage is that no interest should 
be paid. There are three types of 
Islamic mortgage:

❯❯ The bank purchases a property  
on behalf of a buyer, and leases    
it to them. At the end of the lease 
term, ownership is transferred to 
the buyer/tenant.  

❯❯ A buyer purchases a property 
jointly with the bank, and pays 
rent on the portion they do not 
own. They then buy shares in    
the remaining portion of the 
property, and as their share 
increases, their rent decreases.

❯❯ The bank buys a property and 
sells it to a buyer, who makes  
fixed monthly repayments at a 
higher price than the original 
purchase cost.

ISLAMIC MORTGAGES

❯❯ Interest-only mortgages allow 
borrowers to repay just the 
interest on the amount they  
have borrowed, and not the 
principle itself.

❯❯ The bank gives the borrower a 
mortgage, for example $240,000, 
to purchase a property, and  
the borrower repays the  
interest on this amount via 
monthly repayments.

❯❯ Borrowers will need to ensure that 
they will be able to repay the 
mortgage at the end of the term.

❯❯ The amount paid each month will 
be lower than for repayment 
mortgages, but borrowers will 
usually need to put down larger 
deposits, demonstrate higher 
earnings, or have a better-than-
average FICO score, in order to be 
given an interest-only mortgage.

❯❯ At the end of the loan period,  
the borrower either pays back  
the entire principle loan amount, in 
this case $240,000, or the property 
is sold in order to raise the money 
needed to repay the loan.

❯❯ This type of mortgage allows a 
homeowner to access the value    
of a property that they fully own.

❯❯ People who opt for a reverse 
mortgage are usually elderly—in 
the UK, borrowers must be at least 
55 years old to qualify for this type 
of mortgage, whereas in the US 
they must be at least 62.

❯❯ The bank lends the homeowner 
money against the value of their 
property (the equity) but there are 
usually high fees involved.             

❯❯ The bank then pays this money     
to the homeowner in monthly 
installments, or occasionally in         
a lump sum.

❯❯ When the homeowner dies, their 
property is sold in order to repay 
the loan amount.

❯❯ Any remaining money from the 
sale of the property, after the  
loan amount has been repaid,  
goes to the beneficiaries in the 
homeowner’s will.
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Mortgage rates
Banks offer a range of mortgages 
with different interest rates, each
of which offers a different ratio of 
risk to affordability. 

Fixed-rate mortgages offer the 
borrower fixed monthly payments 
for a set period of time. In the US, 
fixed rates of 10, 15, or 30 years are 
common. The borrower either then 
remortgages to a new fixed-rate 
mortgage product or the original 

mortgage defaults to a variable rate. 
Fixed rates are not altered by 
changing interest rates or other 
economic conditions. This means 
the lender, not the borrower, carries 
the main interest rate risk.

Variable rates
Variable- or adjustable-rate 
mortgages have rates that can 
change during the mortgage term, 
sometimes tracking a market index 

such as the country’s central bank 
base rate. Monthly mortgage 
payments will therefore increase
or decrease depending on 
fluctuations in the base rate. This 
means the interest rate risk is 
carried by the borrower, who will 
need to be sure they can still 
afford the mortgage should the 
interest rate increase. Incidences 
of variable-rate mortgages vary 
from country to country. 

Types of mortgage rates
Generally, the greater the guarantee of security for the borrower,  
the higher the fees involved. Somedeals also lock borrowers in to  
a particular rate, offering less flexibility. 

Why interest matters
Small variations in the interest 
rate can make a big difference to 
the total amount of interest paid 
over the mortgage term.

Mortgage 
deal 1

Fixed-rate mortgages
❯❯ The interest rate is set for a period or for the life of the 
loan, regardless of the base rate. This offers certainty, 
as borrowers pay a set monthly amount.

❯❯ These often have higher down payments and fees, 
and payments will stay fixed even if the base rate falls.

Adjustable-rate mortgages (ARMs)
❯❯ The lender can raise and lower interest rates, which      
may be influenced by the central bank’s base rate,          
but can also be changed regardless of the base rate.

❯❯ These are usually less expensive than fixed-rate mortgages, 
but borrowers are vulnerable to interest rate increases.

BASE RATE BASE RATE

Usually for a set period of time Indefinite time period

Jan

4% 4%

8% 8%

Monthly repayments  
to bank over 25 years

$948
Loan 

$200,000 

over 25 years

Total repayment = $284,400

3% interest
Interest = $84,400

BANK
BANK

FIXED RATE AT 3%

ARM
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SUBPRIME MORTGAGES AND CREDIT CRUNCH

Mortgage 
deal 2

Tracker mortgages
❯❯ Available in the UK, this mortgage rate is variable and 
tracks a rate or index, e.g., the central bank’s base rate.

❯❯ Arrangement fees for tracker mortgages tend to be 
lower than for fixed rate mortgages, but if the interest 
rate rises, so will the amount borrowers must pay.  

Discount mortgages
❯❯ The mortgage rate is variable and set at an amount below 
the lender’s standard variable rate (SVR). 

❯❯ If interest rates are cut, borrowers’ rates will probably fall, 
but there is no guarantee. The SVR can also rise, which will 
affect interest rates on the mortgage.

Jan

4%4%

8%8%

Monthly repayments  
to bank over 25 years

$1,678
Loan 

$200,000 

over 25 years

Total repayment = $503,400

9% interest
Interest = $303,400

BANK
BANK

The subprime mortgage crisis began 
in 2007 and led to fundamental 
changes in mortgage products and 
their regulation. In the US, mortgages 
had been sold to people without the 
income to repay them. When the 
housing bubble burst, this led to
a wave of repossessions and bank 
losses. Mortgage-backed bonds lost 
value and several banks went bust.

❯❯ Credit crunch  Banks and other 
lenders reduced the amount of 
credit available for mortgages      
and other loans. 

❯❯ Recession  The subprime crisis  
led to a recession or slowdown  
in several countries. As well as 
property repossessions, banks  
and other businesses collapsed.

 2007
the year that 
defaults on US 
subprime loans 
became a crisis

BASE RATE

TRACKER − 1% ABOVE 
BASE RATE

1 year to the total life of loan

DISCOUNTED 
RATE − 1% 

BELOW SVR

SVR

Usually for 2–5 years

US_214-215_Mortgages_2.indd   215 13/10/2016   16:22



Credit unions

Not-for-profit
Credit unions are owned by their members 
(customers), who each have one vote to elect  
a board of directors to run the organization.  
Unlike large, retail banks, credit unions generally 
focus on community banking services that  
benefit members rather than on profit and 
returns to external shareholders. Surplus 
revenue is invested back in the credit union  
to provide personalized service, financial 
advice, better products, and rates that are  
as competitive as possible. 

How it works
Originating in Germany in the mid-19th century, 
credit unions are nonprofit financial cooperatives 
set up by members who share a “common bond” 
for their mutual benefit. The connection between 
members may, for example, be living in the same 
town, working in the same industry, or belonging 
to the same trade union or community group.

Traditionally very small organizations, today 
around 217 million people worldwide are 
members of a credit union. Some of the larger 
unions have hundreds of thousands of members 
and assets worth several billion dollars. 

Credit unions are most prevalent in low-income 
areas and can be especially useful to those with 
lower credit scores who fail to qualify for loans from 
large retail banks, or who are charged increased 
rates on those loans because of their scores. Unions 
pool their members’ savings deposits to finance 
their own loan portfolios rather than relying on 
outside capital. Some unions require members to 
save with them before they can borrow money. 
Savings are covered up to set limits by government-
backed statutory compensation plans in the event 
that the credit union ceases trading, and members 
pay fewer fees on average. 

Member-owned, not-for-profit financial  
organizations, credit unions provide savings, credit, 
and other financial services to their members.

Credit Union

Owned by members
Shareholders elect a board 
of directors to run the 
business. Each member 
has one vote.

Not-for-profit
The aim is to serve 
members, not to make a 
profit. Any surplus revenue 
is reinvested in running  
the business. 

Community orientated
Members share a common link 
such as employment, religion, 
or the area where they live.

Personalized service
Staff are committed to helping 
members improve their 
financial situation. 

Financially inclusive
Customers are often from 
financially disadvantaged 
groups who fail to qualify for 
mainstream financial products.

$
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❯❯ Loan rates and terms may be 
attractive compared to loans, but 
rates and terms can get high for 
those with below-average credit. 

❯❯ Maximum loan amounts are 
comparatively low. Approval is  
often conditional on having saved 
with the credit union.

❯❯ As nonprofit organizations, credit 
unions often have limited capital to 
install ATMs in convenient locations 
or to invest in technology such as 
websites or online account access.

WARNING

CREDIT UNION 
PRODUCTS

❯❯ Loans  There are no hidden charges, 
and loans can often be repaid early 
without a penalty charge. Some loans 
include life insurance. 

❯❯ Savings  Deposits are made available 
to members who need to borrow 
money. Returns can be low and will 
be paid either by interest or by 
annual dividend. Some credit unions 
have maximum savings limits.

❯❯ Current accounts  No credit checks 
are required, there is no monthly fee 
for the account, and no overdraft is 
available. Some accounts offer 
budgeting facilities and advice. 

Bank

Owned by private 
companies/shareholders
Banks are run by highly paid 
directors, and voting rights depend 
on the amount of stock owned.

Business orientated
Banks develop and sell 
money-making products to 
return a profit to shareholders.

More online services
Run partly or completely online, 
banks offer little face-to-face or 
personalized service.

Focus on creditworthy 
customers 
Customers who don’t meet 
the bank's preferred credit 
profile are routinely rejected.

For-profit
The goal is to make money and 
maximize profit for owners and 
shareholders. The organization's 
own goals and interest are put 
before those of its customers. $

$$$

 57,000 
number of credit unions in 105 
countries around the world
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Credit cards

Minimum 
repayments
Unlike loan and mortgage 
borrowers, credit card users can 
choose how much over and above 
the prescribed minimum 
repayment they repay each 
month. The minimum repayment 
is the lowest amount users must 
repay each month in order to 
avoid a fine. If they pay only the 
minimum amount each month, 
however, the remaining unpaid 
balance will continue to accrue 
interest, and the amount they owe 
will increase. This means that their 
debt will last for longer than it 
would if they were to repay a 
larger, fixed amount each month, 
or if they paid off the monthly 
balance in full. 

A credit card account allows an individual to make 
purchases on credit up to an agreed maximum limit. 
Users can spend as much as they want up to that limit 
without being charged—as long as they pay off the 
balance (accrued debt) in full by an agreed date each 
month. Interest is charged on any outstanding balance 
beyond this point, but users are obliged to meet only  
a minimum repayment (see below). The minimum 
amount may vary, but generally users pay a percentage 

of the remaining balance or a fixed minimum amount, 
whichever of the two is higher, plus the interest and 
any default charges. 

There is not usually a deadline by which a credit 
card debt must be repaid in full—it is up to the users
to make repayments as they see fit—but repaying only 
the credit card’s minimum payment each month is one 
of the most expensive ways to manage credit card bills, 
as interest will build up on the unpaid amount. 

Issued by lenders such as banks or credit unions, wallet-sized plastic 
credit cards function as flexible borrowing facilities that allow their 
holders to purchase goods or services on credit.
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TIME (YEARS)

REVOLVING CREDIT

A credit card is a form of revolving credit. This is an arrangement that allows 
for a loan amount to be withdrawn, repaid, and then redrawn again any 
number of times. The borrower can withdraw funds up to a set limit.

❯❯ Balance transfer  Using a 
balance transfer credit card that 
has a 0% APR intro rate is one 
strategy to get out of debt.

❯❯ Cash advance  The use of a credit 
card to withdraw cash from an 
ATM. A credit card company 
normally charges more interest 
and additional fees when cards 
are used in this way.

❯❯ Revolving credit  A line of credit 
that allows customers to use  
funds when they are needed.  
However, the interest starts right 
away, and may be a poor choice 
when you need cash.

❯❯ Credit limit  The maximum 
amount an individual can  
borrow at any one time.

NEED TO KNOW

$1,000

$1,000

CREDIT LIMIT

CREDIT LIMIT

LENDER

LENDER

Borrows $400

Borrows $400

Repays $300

Repays $400

BILL PAID

An individual spends $400 on  
a credit card, and repays $300, 
leaving $100 in outstanding 
debt on the total bill.

The user then spends another 
$400, and repays $400, but the 
outstanding $100 remains and 
will continue to accrue interest.

WARNING
Credit card fraud involves using a 
credit card as a fraudulent source of 
funds in a transaction.
  In the simplest form of the crime, the 
fraudster obtains an individual’s credit 
card details and uses them over the 
phone or on the internet to make 
purchases in the cardholder’s name.  
   At the other extreme, the fraudster  
may use the cardholder’s details to 
assume his or her identity and 
fraudulently open bank accounts, 
obtain credit cards, or take out loans 
and other lines of credit in the 
cardholder’s name. 
   It’s a good idea to check online credit 
card accounts a few times a week to 
look for fraudulent purchases. 

debt $100 
accrues interest

US_218-219_Credit_Cards.indd   219 13/10/2016   16:22



$

$

Traditional finance
Conventional money unique 
to a country or region. Also 
called fiat currency, from the 
Latin word fiat meaning “let 
it be done,” a term used 
when making a government 
decree. Fiat currency is 
minted by the central banks 
of individual countries and 
its value is determined by 
supply and demand.

Money in the 
digital age

In the same way that the internet revolutionized communication and made 
globalization possible, digital money, also known as cryptocurrency, promises to 
change the way people pay for goods and services. Digital money offers a single 
international “currency” that is not under the control of any financial institution. 
Instead of notes and coins being printed and minted by individual national banks, 
computers are used to generate units of digital money.

Breaking free
The money of the future, 
cryptocurrency, is a medium of financial 
exchange produced digitally by teams  
of experts known as “miners.” The  
miners use specialized hardware to 
process secure transactions by solving 
the complex mathematical puzzles  
that encrypt the electronic currency. 
Cryptocurrencies can be traded 
between individuals, and bought  
and sold through online exchanges. 
Cryptocurrency can also be used for 
new methods of exchange such as 
peer-to-peer lending and crowdfunding.

 26%
of Millennials  
are expected to  
be using digital 
currencies  
by 2020
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TIMELINE OF DIGITAL MONEY

TIME (YEARS)

Digital currency
Money that can be traded on 
exchanges directly between 
individuals using a computer 
or mobile device that is 
connected to the internet. 
Digital currency can also  
be bought and sold using 
conventional currencies.  
See pp.222–225

Peer–to–peer lending
Loans arranged by online 
marketplaces who match 
would-be borrowers with 
lenders. Peer-to-peer lending  
is usually subject to fewer 
regulations than with 
conventional lending. 
Borrowers are screened for risk, 
which is reflected in the interest 
rate they pay. See pp.228−229

Crowdfunding
A way for individuals and 
groups to raise donations 
from donors via the internet, 
bypassing banks, charitable 
organizations, or government 
institutions. It is managed via 
on online intermediary who 
takes a percentage as a fee. 
See pp.226–227

Bitcoin 
introduced 

October 2008

Highest value of 
Bitcoin to date

November 29, 2013

Eretheum 
released

August 2015

Since the technology for digital money was perfected, many cryptocurrencies 
have been released—although Bitcoin remains the largest. Now even central 
banks have begun investigating the potential of digital money. 

First Bitcoin 
transaction

May 2010

Ripple  
launched 

September 2013

Mazacoin 
introduced

February 2014

Bank of England 
announces RSCoin 

March 2016
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How it works
There are two main features of a cryptocurrency. The 
first is that it exists only in the form of virtual “coins.” 
Instead of being generated by a national central bank, 
it is created digitally by teams of specialists known  
as “miners,” who use dedicated computer hardware. 
Encrypted in constantly changing digital codes  
to reduce the risk of counterfeiting, cryptocurrency  
can be transferred online between individuals 
independently of financial or government institutions. 

The second feature is that the total amount of a 
cryptocurrency is capped. Each “coin” created by  
a “miner” is listed on a virtual public ledger called a
 “blockchain.” Every coin spent is registered on the 
same ledger, so unlike currencies generated by central 
banks, once this cap is reached no more coins can be 
created. As a result, cryptocurrencies are considered 
less prone to the pressures of inflation and deflation 
resulting from political and economic changes that 
affect conventional currency. 

A form of encrypted digital currency, a cryptocurrency is created, regulated, 
and kept secure by a network of computers. Bitcoin was the first example  
of a cryptocurrency, but there are now several thousand types.

Cryptocurrency

Conventional currency 
and cryptocurrency
The appeal of a cryptocurrency is that  
it can be used to make direct financial 
transactions anywhere without requiring 
a bank account. Transactions are virtually 
anonymous, there is no central control 
from banks or governments, and fees are  
minimal. Cryptocurrencies differ from 
national currencies in every way, such  
as how they are valued, generated, and 
controlled, to their storage and transfer.

$

CONTROL
Retail banks 
continually monitor 
transactions for signs  
of suspicious activity.  
Anticounterfeit  
technology is built into the 
currency in the form of 

watermarks and 
security threads.

STORE
Money is held in 

banks with records 
of account 

holders.
TRANSFER
Transactions 

are only possible via 
a bank account and 
they can be traced. 

Fees for international 
transfers can be high.

VALUE
Determined by 

economic factors and 
the amount of money 

in circulation. Central 
banks can devalue  

a currency by 
printing more 

of it.

MAKE
Central banks 

print notes and 
mint coins that are  

then released into the 
economy, largely by 

retail banks in the form 
of loans.

❯❯ Cryptocurrency balance is 
stored on a computer  If the 
currency holder’s computer 
crashes and there is no back-up  
of the transactions, there is no 
proof of cryptocurrency funds 
held by that person.

❯❯ Not many retailers accept 
cryptocurrency  In general, the 
more retailers that accept it, the 
better, but some cryptocurrencies 
have specialty uses. 

WARNING
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Look at market capitalization 
and daily trading volume

A high market capitalization can 
indicate a high value per “coin,” or  
it can simply mean that there are a  
lot of coins in circulation. The daily 
trading volume is an indicator of the 
number of coins that change hands 
in a day. It is best to review the two 
statistics together. A cryptocurrency 
that has a substantial trading volume 
as well as a high market capitalization  
is likely to have a high value.

Find out how transfers  
are verified

Different cryptocurrencies have 
varying ways of verifying and 
securing transactions. The systems 
rely on complex mathematical 
problems, and their effectiveness is 
based on the time a transaction takes 
and its vulnerability to attack. Most 
currencies use one of two systems, 
Proof of Work (bitcoin) or Proof of 
Stake, or a combination of both, to 
ensure the best network security.

HOW TO VALUE CRYPTOCURRENCY

 700+
number of 
cryptocurrencies 
available for 
trading

CONTROL
Secure encryption 
is built in to the code 
of each virtual coin. 
Continually changing 
complex mathematical 
puzzles reduces 

counterfeiting. 

STORE
Cryptocurrencies are 

held in the digital 
wallets of individuals. 

Records are kept 
on a virtual 

public ledger.  

TRANSFER
Anyone with 

online access can 
make transfers. Such 
transfers are virtually 
anonymous and fees 

low or negligible.

VALUE 
Cryptocurrencies 

become more valuable 
when they are easier to 
use, transaction time is 
faster and more secure, 

and the number  
of retailers using 

them rises.

MAKE
“Miners” create 

virtual “coins” using 
special hardware.  

The coins are then 
registered on an online  

public ledger.

C

   
   

Cryptocurrency
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Bitcoin

How it works
Launched in 2009, Bitcoin was the first 
ever cryptocurrency and is still the 
most widely used. Unlike conventional 
currency, which is backed by the state, 
a bitcoin is based on cryptography, a 
system that creates mathematical 
codes to provide high levels of security. 
This makes it almost impossible for 
anyone to spend funds from another 
user’s digital wallet, or to corrupt 
transactions, as each transaction 
needs to be verified by other users. 
This is done by users transforming it 
into a piece of unique digital code 
using open source software. Users who 
verify transactions are rewarded with 
bitcoins. Coins can be traded on
digital exchanges or by individuals.

Bitcoin and other cryptocurrencies  
are generated online. They can be 
transferred directly from one person to 
another across the internet, or bought 
with and sold for conventional currency. 

A bitcoin 
transaction
Bitcoin users first set up a virtual 
“wallet,” downloaded from various 
online providers. This acts like a 
highly secure online bank account 
for sending, receiving, and storing 
bitcoins. When bitcoins are moved 
from one wallet to another, 
individuals in the Bitcoin network, 
called “miners,” compete with one 
another to be the first to verify the 
transactions. Once verified, the funds 
will appear in the recipient’s Bitcoin 
wallet. Transactions are sometimes  
free but usually buyers pay a small  
fee of about one percent, which is 
distributed among the miners.

2. Mining for bitcoins 
To prove that the transactions contained 
in the block are legitimate, and do not 
contain coins that have already been 
spent elsewhere, bitcoin miners use 
computer programs to solve the complex 
mathematical puzzles protecting the 
block. The first miner to do so is 
rewarded with new bitcoin—this is 
how currency is issued—and the 
block joins the blockchain. 

1. Buyer pays seller for item
A buyer pays a seller in bitcoins 
using an online transaction form, 
stating the wallet of the recipient 
and the amount to send. The 
transaction becomes visible to the 
buyer, and to everyone on Bitcoin’s 
network. It contains a secret code 

called a private key, showing 
which wallet it is from.  

It is grouped with  
other transactions 
from a set period  
into an encoded list 
called a “block.”

BITCOIN TRANSACTION

M
IN

ERS

MINERS

Buyer
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3. Blockchains 
The blockchain is a bit like  
a public ledger that can be 
viewed online. Each verified 
block is added to the previous 
one. As the “hash” or signature 
of each file is generated using 
part of the previous block’s 
signature, it timestamps each 
transaction. This makes them  
very difficult to tamper with.

4. Bitcoins arrive for use
Once bitcoins arrive in the seller’s 
account, they can be used to 
make purchases through a 
retailer, or sold through an 
exchange or directly to an  
online buyer. Using websites  
such as LocalBitcoins.com and
Meetup.com, users can make 
face-to-face transactions, 
bringing their digital wallets (on a 
mobile device) to make the trade. 

VALUE OF BITCOINS

The number of bitcoins that can 
ever be produced is limited to 21 
million. This is intended to prevent 
a devaluation of the currency due 
to oversupply. In addition, as the 
number of bitcoin in circulation 
increases, the program will make 
verification more difficult, 
meaning the mining process will 
take longer, fewer coins will be 
produced, and the limited supply 
will ensure the value of the 
currency remains high. 

SellerM
IN

ERS

WHY BITCOIN IS SO SECURE

As all transactions must be verified, it is difficult 
for individuals to tamper with the system. If an 
attacker does attempt to interfere with a 
transaction in the blockchain, it will change the 
resulting hash and invalidate all following blocks. 
In addition, as users are only known by a public 
key, transactions can be kept anonymous. 

MINERS

10 MINUTES TO VERIFY
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Crowdfunding

How it works
Most fundraising focuses either on charitable causes or on 
investment in a worthwhile or potentially lucrative venture.  
In the days before social networking, fundraising was typically 
organized through a third party such as a bank or a charity,  
through a subscription plan, or by asking family and friends 
for financial help. Crowdfunding is an evolution of these that  
mostly takes place online instead of face-to-face. 

Unlike conventional fundraising, crowdfunding allows 
anyone to raise money directly from potential donors—
often online via social media. It works on the principle  
of asking many people to make a small contribution.

Crowd advantage
Crowdfunding differs from conventional fundraising in 
that it cuts out the “middleman,” ensuring that more of  
the donated money goes to the cause. It also enables 
anyone, regardless of their venture, to petition online for 
money, and it can reach a much wider audience than, say, 
enticing potential investors via a subscription plan. 

 

Screening process
Crowdfunding platforms screen 
applicants before they launch a 
campaign. As with banks, some 

platforms have stricter  
criteria than others.

Creating a pitch
The pitch, designed to appeal to as 
many potential donors as possible, 
sets out the project or charitable 

cause to be funded, and  
usually stipulates a  

financial target.

  

Choice of platform
Usually crowdfunding platforms  
offer templates, donation tallies, 
and automatic reminders. Some 

specialize in charity cases, 
others in investment 

projects.
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Launching online 
Digital marketing techniques help  

target those who are most likely to 
contribute. Reward incentives 

offering pledgers a return  
for their investment can  

help maximize  
donations.

 $2.6 billion 
plus - the amount pledged on 
Kickstarter since its launch in  

April 2009

Online pledges 
Most donations are made in the 

early part of a launch, but it  
is important to keep the 

campaign “live” with 
reminders, updates,  

and new posts. 

Follow-up
When the campaign closes,  
the funds go to the host or  
are returned to the donors, 

depending on the agreement. 
The host might then prepare 

donors for the next 
venture.

$ FEES

Fees for crowdfunding platforms vary, but are 
typically around five percent excluding any 
design charges or fees for payment processing, 
which can be 3–5%. Some platforms offer an 
“all or nothing” structure, where the funds 
donated are returned to donors if the money 
raised falls short of the target.  
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Peer-to-peer lending
Also known as crowdlending, peer-to-peer lending is a way to match savers 
looking for a return on their cash with borrowers or companies that require 
investment. A relatively new form of lending, it can offer good returns on savings.

How it works
Like a virtual dating agency for 
borrowers and lenders, peer-to-peer 
lending bypasses banks and other 
financial institutions by using a  
dedicated crowdlending broker to  
vet potential borrowers and match 
them up with investors who are 
prepared to loan their spare cash. 

The appeal for investor-lenders  
is higher rates of return than they 
would receive from banks—typically 
twice the rate. Borrowers, on the 

other hand, may benefit from  
lower rates on their loans (unless 
they are considered high risk due to 
a low credit score.) The broker runs 
credit checks on borrowers and 
offers some protection by holding 
funds in trust to cover any bad 
debts. It also usually charges a fee 
to both borrower and lender. While 
P2P lending has exploded since the 
2008 crash, it is relatively untested 
and unregulated, meaning that 
there are potential risks for lenders.

Lenders
A P2P lender is a type of 
investor. They specify the level 
of credit risk they are prepared 
to withstand and funds are then 
typically pooled and spread 
among different borrowers to 
minimize risk, since P2P loan 
brokers are not backed by  
bank deposit guarantees. 

Lender receives 6%  
return on investment

Website takes  
1% of lender 
amount + 2% 

from borrower

Lender matched 
with borrower 

by website

Using peer-to-peer lending 
Any individual or business can register with a peer-to-peer lending 
company. Loan terms are usually between one and five years, and 
interest rates and fees vary. This is a typical scenario.

❯❯ P2P  Abbreviation of peer- 
to-peer; any network allowing 
computers to communicate 
directly with no central server. 

❯❯ Crowdlending  Another term for 
P2P lending.

❯❯ Safeguard  Protection offered to 
lenders by an online P2P broker in 
the form of funds held in reserve. 

NEED TO KNOW

$
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Borrowers
After being subject to a credit 
check and graded for credit  
risk, borrowers usually receive 
funds a few days after applying, 
although the transfer may take 
up to 14 days. Borrowers 
usually require a credit score of 
640. The loans made range 
from $1,000 upward.

Lenders to borrower The 
amount loaned to an individual 
borrower is pooled from the 
funds of several lenders.

Lenders to borrowers Lenders 
spread the amount they are  
willing to lend among several 
borrowers, reducing their risk.

Borrower pays  
back loan + 9%  

interest on repayments

SPREADING YOUR RISK

Some lenders reduce their risk by actively managing their 
loans, providing a portion of what they are willing to lend to 
one borrower, and leaving other lenders to provide the rest.  

❯❯ Defaults  A P2P lender risks not 
being repaid if the borrower 
defaults on their loan.

❯❯ Intermediary only  P2P firms  
do not have large cash reserves.

❯❯ Protection  Savings are not 
FDIC-insured.

❯❯ Liability  If a P2P firm goes  
bust, lenders are then liable for 
collecting the loans themselves.

❯❯ Untested  As P2P is a relatively 
new form of lending, it has not yet 
been tested in a tough climate 
such as a recession.

WARNING

LENDERS BORROWER LENDERS BORROWERS

$1 trillion the forecasted value of 
global P2P lending by 2025
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New York Stock Exchange
The center of the US financial world is the New York 
Stock Exchange (NYSE) on Wall Street in New York 
City. It is the world’s largest stock exchange in terms of 
market capitalization, which is the market value of the 
company shares traded on the exchange.

The market capitalization of the NYSE was listed at 
$19.3 trillion as of June 2016. The average daily trading 
value in 2013 was $169 trillion. The NYSE, called “the 
Big Board,” lists close to 1,900 companies, of which 
about 400 are outside the US. It is owned by 
Intercontinental Exchange, a US holding company.

The NYSE is an auction market where brokers buy 
and sell securities on behalf of investors. The goal is to 
match the highest bidding price to the lowest selling 
price. In addition, the NYSE sells securities such as 
options, mutual funds, bonds, derivatives, exchange-
traded funds (ETFs), warrants, commodities, and US 
Treasury bonds.

There are two major markets to consider: the primary 
market and the secondary market.

Primary market
In the primary market, companies sell new issues of 
common and preferred stocks, also called an Initial 
Public Offering (IPO), as well as notes, government 
bonds, corporate bonds, and bills. This facilitates 
funding for business expansions and is usually done 
through investment banks (or securities dealers), 
which set the price for the IPO and administer the sale. 
Trading then takes place on the secondary market.
 
Secondary market
Most sales occur on the secondary market, which is so 
named because it’s where investors buy and sell 

Stock exchanges

securities they already own. The sale is the second 
transaction the security has gone through. 

Secondary markets operate as marketplaces that 
compete with each other. Each secondary market has 
its own requirements for listing on the exchange. A 
company can appear on more than one exchange. 

NYSE   To be listed on the NYSE, a company must 
meet certain standards. The application includes 
details such as articles of incorporation, bylaws, 
confirmation that shareholder requirements are met, 
and information about key executives. A security 
underwriter confirms that the company meets the 
standards for listing. 
   In addition, a company must have a combined pretax 
income for the last three years of at least $10 million 
and earned at least $2 million in the previous two 
years. (Or have earned $12 million in pretax dollars in 
the past three years with at least $5 million in the most 
recent year and $2 million in the year before that.) 
   At least 400 shareholders need to own more than 100 
shares of stock each. There must be 1.1 million publicly 
held shares and a market value of the public shares 
must be at least $40 million (with stock trading for at 
least $4 per share).

Nasdaq   Unlike the NYSE, the Nasdaq (National 
Association of Securities Dealers Automated Quotation 
System) has a virtual presence only. It operates via a 
telecommunications network for listing and trading 
securities. The NYSE operates on an auction system, 
but the Nasdaq utilizes dealers or “market makers.” 
   The Nasdaq is known for attracting firms in the 
high-tech industry. An estimated 3,100 companies are 
listed on the exchange. About 2 billion shares are 
traded daily and, among the US exchanges, it handles 
the most IPOs. 

Stock exchanges enable companies to raise money, increase their profiles, and 
obtain market valuation. The main exchanges in the US are the New York Stock 
Exchange, NASDAQ, and NYSE MKT and NYSE Amex Options.
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To apply to be on the list, a company must have a 
minimum of 1,250,000 publicly traded shares and the 
bid price of at least $4 per share. Other requirements 
include a minimum of 2,200 total shareholders, or 550 
total shareholders with 1.1 million average trading 
volume over the past year. 
   The pretax earnings requirement is a combined $11 
million for the past three years, with $2.2 million in 
earnings for the prior two years. Over the last 12 
months, the average market capitalization must be 
$550 million, with at least 1.1 million in trading volume.  
There cannot be a net loss in the previous three years, 
and aggregate cash flow, revenues, and operating 
income standards must be met. 

NYSE MKT and NYSE Amex Options  Formerly 
known as the American Stock Exchange (AMEX),  
the NYSE united with AMEX in 2008. Both the NYSE 
MKT and NYSE Amex Options are owned by 
Intercontinental Exchange.

The AMEX market was renamed NYSE MKT in 2012. 
It was created with young, high-growth companies in 
mind. Companies listed on the NYSE MKT benefit from 
using the NYSE’s fully integrated platform. This union 
enhanced the NYSE’s role in exchange traded funds 
(ETFs), cash equities, options, and more.

Other exchanges   Other exchanges include the 
Philadelphia Stock Exchange (PHLX), Chicago Stock 
Exchange (CHX), International Securities Exchange 
(ISE), National Stock Exchange (NSX), and the Boston 
Stock Exchange (BSE).

In Canada
The Toronto Stock Exchange (TSX) is the largest 
exchange market in Canada. It is overseen by the 
Ontario Securities Commission. There is also the 
Canadian Securities Exchange (CSE) as well as  
stock markets in Vancouver and Montreal.

VALUATION AND REGULATION

Stock indexes attempt to measure the value of a section 
of the stock market. Indexes are tools used by financial 
managers and investors.  

Nasdaq Composite

The Nasdaq Composite is an index of the securities listed 
on the exchange.

Standard & Poor’s 500 (S&P)

The S&P is comprised of the top 500 companies that are 
listed on either the NYSE or the Nasdaq. They are the 
largest companies, based on market capitalization.

Dow Jones Industrial Average (DJIA)

The DJIA includes the 30 largest (and most influential) 
companies in the US. The companies are considered to 
have “blue chip” stocks. They are very large corporations 
with good reputations.. With only 30 companies 
included in the index, the DJIA isn’t considered an 
indicator for the entire market. But the companies are 
considered stable and offer the possibility of dividends 
as well as less risk for an investor.

The Securities and Exchange Commission (SEC)

The SEC is designed to protect investors and to maintain 
orderly and efficient markets. Public companies are 
required to disclose financial information to the public. 
The goal is to give investors accurate data so they have 
what they need to make investment decisions. 
   The SEC oversees the securities exchanges, brokers, 
dealers, funds, and investment advisors to push 
transparency for the public. The SEC is authorized to 
bring action to companies (and individuals) who break 
the laws. For example, insider trading, deceptive 
information about securities, and accounting fraud.

MONEY IN THE US 
Corporate finance
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The Fed and CFPB  
The Fed investigates claims made by individuals who 
have been treated unfairly. Complaints can be filed on 
the Fed’s website or by phone, mail, or fax. 
    The Consumer Financial Protection Bureau  
(CFPB), is an independent agency funded by the US 
Federal Reserve. The CFPB was created to protect 
consumers from deceptive and unfair treatment 
practiced by financial institutions, including banks, 
payday lenders, credit unions, mortgage lenders, and 
debt collectors.  

OCC
The Office of the Comptroller of the Currency (OCC) is 
an independent bureau that operates within the US 
Department of Treasury. The OCC has the ability to 
charter, supervise, and regulate national banks and 
federal savings associations (and branches and 
agencies of foreign banks). The mission of the OCC is 
to make sure that banks treat all customers fairly and 
that they comply with applicable laws and regulations. 

Individual state regulators
Each state has a government agency that regulates 
state-chartered banks, trust companies, and credit 
unions. These agencies often also monitor and regulate 
state business by insurance companies, bail bond 
agents, mortgage bankers, and more.  

FDIC
The Federal Deposit Insurance Corporation (FDIC) 
encourages public confidence in the US financial 
system by insuring some bank deposits up to $250,000. 
The FDIC insures a variety of savings accounts, 
including certain retirement accounts, joint accounts, 

employee benefit plan accounts, and revocable (and 
irrevocable) trust accounts. Consumers with FDIC-
insured banks are protected in case of a bank failure. 

FASB
The Financial Accounting Standards Board (FASB) 
establishes the standards for financial reporting in the 
US. FASB standards are known as “generally accepted 
accounting principles,” or GAAP. 

These standards are created to ensure accurate and 
acceptable accounting practices by corporations, which 
provide transparent information for investors. The 
standards help prevent accounting fraud. 

In Canada
OSFI The Office of the Superintendent of Financial 

Institutions (OSFI) is an independent agency that 
reports to Parliament via the Minister of Finance.  
The OSFI regulates financial institutions and private 
pensions subject to federal oversight.

FRAS The Financial Reporting & Assurance 
Standards (FRAS) is the Canadian version of the US’s 
Financial Accounting Standards Board. As in the US, 
the organization’s purpose is to establish standards on 
accounting and auditing to protect the public interest 

OCA The Office of Consumer Affairs (OCA) 
protects the interests of Canadian consumers and 
provides valuable information to help educate 
consumers about credit cards, debt, credit scores, 
collection agencies, and more.  

Banking regulations
Some complaints don’t involve securities, so the Federal Reserve System (the Fed) 
responds to problems with banks and other types of financial institutions. Other 
federal regulatory agencies include the OCC, FDIC, and the FASB. 
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Types of companies 
The filing procedure to register a business name  
varies by state, although forms are usually filed  
with a state’s Secretary of State. Businesses can 
register as a corporation, LLC or other partnership,  
S corporation, or sole proprietorship. 
    If a business is under the owner’s name, registering 
a trade name is not required, but is advisable. Some 
sole proprietors set up an LLC, corporation, or 
partnership due to the legal protections these offer. 

All businesses must get an IRS Federal Employee 
Identification Number (FEIN). The EIN is used for 
financial purposes, such as filing tax returns and 
applying for business licenses. 

The accounting year 
The IRS has an accounting and tax filing calendar for 
businesses and the self-employed. Estimated taxes are 
filed quarterly. International businesses that operate 
under the Foreign Account Tax Compliance Act 
(FACTA) must also meet IRS tax requirements. 

Most businesses use the calendar year for accounting 
and tax purposes. The year runs from January 1 
through December 31. Businesses using a year-end 
date that isn’t December 31 follow a “fiscal year.” To 
use a fiscal year, the business needs IRS approval.

Large corporations have flexibility when choosing 
their calendar year, and the taxes required on income 
differ by the type of corporation. For instance, an S 
corporation doesn’t pay corporate income tax. The 
income and expenses are passed through to the 
shareholders as dividends, which are taxable.

A “short tax year” is another accounting year. It 
applies to businesses operating for less than a year.

 Companies 
A company doing business in the  
US must register its business name  
to comply with the law. 

CALENDAR AND RESOURCES

Corporate tax rates

The US federal corporate tax rate is 35%, but there’s an 
additional state and municipal corporate tax rate that 
varies by state and that pushes up the rate to about 39%. 
Branch profits tax adds an additional 30% tax on foreign 
corporations engaged in US business or trade.

Federal due dates for estimated corporate taxes

Date  Action

March 15  File Form 1120 and pay taxes due

April 18   Deposit first installment of estimated  
  income tax for the year

June 15  Deposit 2nd installment of estimated  
  income tax for the year

September 15  Deposit 3rd installment of estimated  
  income tax for the year

December 15th Deposit 4th installment of estimated  
  income tax for the year

Due dates, timing, and required forms differ, depending 
on the type of business entity. These also vary for fiscal 
year taxpayers. Forms required for each type of business 
entity can be found on the IRS website: www.irs.gov.

Find filing requirements and rules of regulation by state 
on the Small Business Associations website: www.sba.gov.

MONEY IN THE US 
Corporate finance
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Revenue from US taxes 
In 2015, the federal government spent $37 trillion on 
services for the public. These services included 
Medicare and Medicaid programs, infrastructure 
improvements, and social security benefits.

According to the Office of Management and Budget, 
47 percent of the 2015 revenue came from individual 
income tax. Payroll tax was next, at 33 percent, and 
corporate income tax came in at 11 percent. The 
remaining revenue, 9 percent, was from excise and 
other taxes. Other revenue sources are profits on 
assets that are held by the Federal Reserve, regulatory 
fees, and custom duties. 

Policies used to deal with the Great Recession of 
2008 are one reason the share of revenue from 
individual income taxes and payroll taxes is so high. 
 
Payroll tax  
Payroll taxes are paid by corporations and by 
individuals. They are calculated based on a percentage 
of an employee’s income. Employers collect several 
types of taxes.

Federal taxes are collected by employers from 
employees’ paychecks. Employees must also pay part 
of their income for social security taxes and Medicare. 
For 2016, the social security tax rate was 6.2 percent 
each for the employer and employee (12.4 percent total). 
This tax is capped once the employee’s wages reach 
$118,500. The Medicare tax rate is 1.45 percent for both 
employer and employee (2.9 percent total).

Self-employed individuals must pay a self-
employment tax (a Social Security/Medicare tax for the 
self-employed) as well as income tax. Self-employed 
individuals must file annual returns, but also pay 
estimated quarterly taxes.

The US tax system

Excise tax 
The US does not impose a Value Added Tax (VAT), but 
does levy excise tax on some products. Excise taxes 
are paid when purchases are made. 

Revenue from highway-related excise tax made up 
38 percent of excise tax revenue in 2014. Revenue from 
gasoline and diesel taxes make up 90 percent of the 
Highway Trust Fund revenue.

The second-largest amount of excise revenue comes 
from tobacco taxes—$15.6 billion in 2014. Tobacco tax 
is collected by the the US Treasury Department. The 
tax for other goods is collected by the Internal Revenue 
Service (IRS). Aviation, alcohol, and health care (the 
Affordable Care Act, or ACA) also have excise taxes.

Capital gains tax 
A capital gain is realized when an asset is sold for more 
than an individual or a corporation paid for it. This 
type of profit is common with investments and 
property. There are two types of captial gains.

Short-term capital gains are from assets held for a 
year or less, and are taxed at the same rate as income. 
Long-term capital gains are from assets that were held 
longer than a year. The tax rate on a net capital gain 
(the gain minus capital losses) depends on income. The 
maximum tax rate is usually 20 percent. However, for 
high-income taxpayers and for certain types of net 
capital gains, the tax can be up to 28 percent.

State taxes
Some states levy tax on income and impose other 
taxes, such as sales tax. As of 2016, 43 states collected 
income tax; seven did not. Forty-one states tax wage 
and salary income. Two tax dividend and interest 
income only. 

Money the government receives in federal income taxes comes from three main 
sources: individual income taxes, payroll taxes, and corporate taxes. Other 
revenue sources include estate tax, excise taxes, and other fees and taxes.
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Individual income tax is one of the biggest sources of 
revenue for most states. Tax rates vary widely among 
states. Florida has no income tax, but California has a 
13.3 percent income tax rate.  

Differences exist in other taxes, such as sales taxes, 
that are collected by states. Five states do not impose 
any statewide sales tax: Alaska, Delaware, Montana, 
New Hampshire, and Oregon. However, Montana and 
Alaska do let sales tax be charged at the local level.

Forty-five states collect statewide sales taxes and  
38 states impose only local sales taxes. The five states 
with the highest average combined state-local sales 
tax rates are Tennessee (9.45 percent), Arkansas (9.26 
percent), Alabama (8.91 percent), Louisiana (8.91 
percent), and Washington (8.89 percent).

It is essential to understand how the tax system 
works in the state where a person lives. Differences 
occur not only in what type of tax is collected, but also 
at what level (state versus local) the tax is levied.

State governments use the tax collected to meet the 
needs of that state. The 50 states (and the District of 
Columbia) spent $1.1 trillion in state revenues in fiscal 
year 2013, according to the most recent survey by the 
National Association of State Budget Officers (NASBO).

For most states, the largest area for spending is 
education (K-12 education), Medicaid, and children’s 
health programs. Other areas include higher education, 
transportation, corrections, and public assistance.

In Canada
The Canada Revenue Agency is the Canadian version 
of the IRS. Taxes are levied at the federal, provincial, 
and municipal levels. Common taxes include sales tax, 
property tax, business tax, and income tax.

The federal income tax rates for Canadians in 2016 
was 15 percent on the first $45,282 of taxable income 
and up to 33 percent of taxable income over $200,000. 
Some indirect taxes paid by Canadians include the 
goods and services tax (GST), the harmonized sales 
tax (HST) systems, and provincial sales taxes (PSTs). 

GOVERNMENT SPENDING

How revenue is spent

Sources of excise tax revenue in 2014:

Revenue received by the government through taxation 
funds public spending. Most revenue goes to meeting 
social security obligations, social welfare programs, and 
public sector pensions. Defense spending makes up 16 
percent of the budget. The charts above and below reflect 
data from the Office of Management and Budget.

Highway 38%

Tobacco 17%

Aviation 14%

ACA 14%

Alcohol 11%

Other 6%

Defense  
16% 

All other 
3%

Non-security 
international

1%

Science and medical 
research

2%

Medicare, 
Medicaid, 
CHIP, etc.  
25%

Social 
Security  
24% 

Safety net 
programs 

10%

Interest 
on debt

6%

Education
3%

Infrastructure
2%

Benefits for 
federal 

retirees and 
veterans

8%

MONEY IN THE US
Public finance

40

35

30

25

15

10

5

0

20

US_232-247_Country_specific_section.indd   237 07/11/2016   11:22



The national debt 
The national debt is the result of the US government 
borrowing money to cover years of operating with a 
budget deficit. When there is a deficit, the US has to 
borrow the money by selling Treasury securities to 
the public. For instance, selling savings bonds and 
Treasury bills. All of this becomes part of the debt.

The national debt in early October 2016 was over 
$19.5 trillion. The debt grows larger every second due 
to the interest owed. The interest paid on the debt in 
2015 was $402 billion.

Handling a budget this way is similar to a consumer 
charging items to a credit card, and when the bill 
comes due borrowing to pay part of the balance. Now, 
they have a balance and loan accruing interest.

The national debt does impact consumers. It 
increases the cost of living and slows the economy. 
Issuing Treasury securities is one way to produce a 
revenue stream that can be used to fund budget 
deficits, specific projects, unemployment benefits, or 
whatever is needed at the time.

Government securities
A government security is a bond that is issued by the 
government. There is a promise of repayment when 
the bond matures. Examples of other securities are 
Treasury Bills, Treasury Bonds, and savings bonds.

US Savings bonds are appealing to some because 
they have a fixed (but low) interest rate for a period of 
time. But they must also be held for a minimum of 12 
months. Savings bonds can be redeemed (return of 
the investor’s principal in a fixed-income security) 
after the 12-month period. However, redeeming the 
bond during the first five years results in a three-
month interest penalty. 

The government  
debt market

There are two different types of savings bonds:  
Series EE and Series I bonds. The Series EE bonds  
pay a fixed rate. The Series I bonds earn interest  
from a combination of a semiannual inflation rate 
and a fixed rate. 

Rates for savings bonds are set on May 1 and 
November 1 each year. As of May 2, 2016, Series EE 
bonds earn an annual fixed rate of 0.10 percent. The 
Series I bond earns a composite rate of 0.26 percent (a 
portion is indexed to inflation every six months). Both 
types have an interest-bearing life of 30 years.

Clearly, no one gets wealthy by investing in savings 
bonds, but they used to be a popular gift. This is one 
way the government borrows money from the public.

The government also issues many other types of 
securities including Treasury Bonds (T-bonds), 
Treasury Bills (T-bills), and Treasury Notes (T-notes). 
T-bonds mature in 10 to 30 years. T-notes are called 
intermediate-term bonds because they mature 
between one year and 10 years but not more than 10 
years from the issue date. T-bills have maturities of 
less than a year. Treasury bonds and notes pay a 
fixed rate of interest semiannually.

Floating Rate Notes (FRNs) and TIPS
A Treasury FRN has a price that is determined by 
auction. They have a term of two years and they can 
be bought in multiples of $100.

An FRN has an interest rate that “floats” over the 
life of the security. The rate is the sum of an index 
rate and a spread. FRNs are indexed to the highest 
accepted discount margin of the most recent 13-week 
Treasury Bill. The spread will stay the same until 
maturity. Interest rate is applied to the par amount of 
the FNR every day. Interest is paid quarterly.

When a country spends more money than it takes in, the result is a budget deficit, 
which creates national debt. Sometimes, the US national debt is referred to as “the 
deficit,” although debt and deficit are not the same thing.
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Treasury Inflation-Protected Securities (TIPS) are 
slightly different securities. The principal amount is 
adjusted by the changes in Consumer Price Index. 
TIPS do pay interest at a fixed rate, but the amount of 
the interest payment will vary from month to month.

If inflation is involved, the investor gets a bigger 
interest payment. But if the opposite happens—
deflation—the investor’s interest payment goes down.

The interest rate is set by an auction and TIPS are 
issued at five, 10, and 30 years. It’s possible to bid for 
TIPS via a TreasuryDirect account.

There are two types of bids: noncompetitive and 
competitive. With a noncompetitive bid, the investor 
must accept the rate that’s determined at auction. 
With a competitive bid, the investor is the one who 
decides what the yield must be. A competitive bid 
requires the use of a bank or broker.

Municipal bonds
There are investment opportunities at the state 
government level, too. Municipal bonds (called 

“munis”) are debt securities issued by state 
governments and local governments, such as cities 
and counties that need to sell bonds for funds. 

A benefit for the investor who buys munis is that 
the interest is exempt from federal income tax. The 
bondholder is repaid the principal amount of the bond 
plus interest covering a specified number of years. 

Two types of munis are commonly bought: General 
obligation bonds and Revenue bonds.

General obligation bonds are not secured by assets. 
The investor relies on the reputation and credibility 
(referred to as “full faith and credit”) of the issuer to 
repay the debt. These bonds are issued by states, 
cities, and counties. The issuer has the power to 
impose a tax, if necessary, to pay back the public.

Revenue bonds are backed by the revenues that 
come from a specific project or source, such as a local 
stadium, highway tolls, or even a hospital. Revenue 
bonds are riskier so interest rates are higher. 

PUBLIC FINANCE RESOURCES

MONEY IN THE US
Public finance

Internal Revenue Service (IRS)

Filing income taxes to the IRS can be done online, by 
mail, by using commercial tax software, or by a tax 
preparing service: www.irs.gov

The IRS website has current information about excise 
taxes and what forms to file: www.irs.gov/businesses/
small-businesses-self-employed/excise-tax

State Taxes

For information about state income taxes and filing 
options by state, visit the Federation of Tax 
Administrators (FTA): www.taxadmin.org/state-tax-forms

National Debt

The Office of Management and Budget (OMB) assists  
the president in meeting budget, policy, and regulatory 
objectives: www.whitehouse.gov/omb

To track the US debt, visit www.usdebtclock.org 

To bid for TIPS via a TreasuryDirect account: https://www.
treasurydirect.gov/indiv/myaccount/myaccount_
treasurydirect.htm

The Federal Reserve Bank 

The Fed’s goal is to keep the economy of the US stable 
and secure.  It also offers valuable information for 
consumers to help them understand personal finance: 
www.federalreserve.gov

 
Spending and interest on federal debt in 2015

Discretionary spending $1.1 trillion 29.34%

Interest on the debt $229.15 billion 6.03%

Mandatory spending $2.45 trillion 64.63%
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The Fed and the US economy 
The Federal Reserve Act produced a decentralized 
bank that could also handle the competing interests of 
popular sentiment and financial institutions and banks.

The Federal Reserve Bank (the Fed) uses policy to 
subtly impact economic conditions. In 1929, the market 
crashed and the US plunged into what would be 
known as the Great Depression. During the next few 
years, 10,000 banks failed. The Fed was criticized for 
not taking action to avert the crash.

This event led to Congress passing the Glass-
Steagall Act in 1933. This law requires a separation of 
commercial banks and investment banks. It also 
required that government securities would be used as 
collateral for Federal Reserve notes. The Glass-Steagall 
Act also created the Federal Deposit Insurance 
Corporation (FDIC), which insures bank deposits up to 
a certain amount. In 2106, that amount is $250,000 per 
single account. For joint accounts, it’s $250,000 for 
each owner.

Another major piece of legislation is the Full 
Employment and Balanced Growth Act, which is  
often referred to as the Humphrey-Hawkins Full 
Employment Act. It was signed by President Jimmy 
Carter on October 27, 1978. Part of this legislation 
mandates that the Fed must pursue a monetary policy 
that encourages long-term growth and controls 
inflation. If this is done well, it promotes maximum 
employment and stable prices.
 
Role of the Fed
The Fed has four primary roles: regulating banks and 
financial institutions, using monetary policy to prevent 
an unstable economy and unstable financial markets, 
using policy to influence the credit environment, 

Federal reserve

employment numbers, and price and money,  
and providing the US government with certain 
financial services.  

Interest rates
The Fed also has another important role. It sets  
what’s called the federal funds rate and the discount 
rate. The federal funds rate is the rate in which banks 
can lend money to each other overnight. The Fed can 
affect this rate by lowering the the discount rate, or the 
interest rate charged by the Fed, below the federal 
funds rate. This makes banks want to borrow from the 
Fed as opposed to other banks due to the lower rate. 
Thus, it puts pressure on banks to lower their 
overnight rates.

The law requires banks to also have a reserve 
amount at all times. Since the banks don’t earn  
interest on their own reserves, they like to lend the 
money to other banks and earn some interest.

The current interest rate set by the Fed for banks  
to borrow money from each other is 0.50 percent.  
If the Fed decides to increase the rate, it’s passed  
on to consumers and it makes borrowing money  
more expensive. If the Fed lowers the rate, it makes 
borrowing less expensive and so more consumers 
borrow money.

The prime rate, which is of interest to consumers,  
is published by The Wall Street Journal every day.  
This rate is the index used by credit card companies, 
for instance, to set APRs for their credit card products. 
It’s also the benchmark for loan companies, lines of 
credit, home equity loans, and more. Changes in the 
federal funds rate impact the prime rate. 

The current prime rate is 3.50. A credit card issuer 
will use 3.5 percent as the base rate and add a range to 

The Federal Reserve System was established as the US Central Bank by Congress 
on December 13, 1913. Signed into law by President Woodrow Wilson, the Federal 
Reserve Act was the response to a period of financial instability and panic. 
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that. The APR might be 3.5 percent + 10.5 percent, or 
14 percent. If the prime rate goes up (prodded by the 
increase in the federal funds rate), then the 14 percent 
APR will increase by the same amount.

The money supply
The US Treasury is responsible for the actual printing 
of money, but it’s the Fed that is in charge of the money 
supply. To increase the money supply, the Fed might 
change the reserve amount that banks must have on 
hand. If the reserve amount is lowered, banks can lend 
out more money. 

The Fed can also change interest rates. If the 
discount rate is lowered, then it lowers the cost of 
borrowing and increases economic activity. But this 
move could also lead to inflation, so it is done carefully 
and with great thought.

Another way to increase the money supply in  
the economy is to conduct open market operations. 
This action impacts the federal funds rate. Simply 
put, to increase the money supply, the Fed buys 
government bonds. 

The Fed might want to decrease the money supply.  
If so, then it does the opposite of what’s required to 
increase the supply. One way for the Fed to decrease 
the money supply is to change the reserve amount  
that banks must have on hand. If the reserve amount  
is increased, banks are forced to decrease lending.  
Again, the Fed could also change interest rates. If  
the discount rate is raised, then it decreases the  
money supply and dampens economic activity. 

FED ACTIVITIES

Quantitative easing

Sometimes, a policy called Quantitative Easing (QE) is 
used to influence interest rates. The Fed buys 
government securities (a bond-buying program) from 
the market to try and lower interest rates and increase 
the money supply. This, in turn, can lead to a more 
robust economy as consumers find credit cheaper and 
start borrowing again.

This action is considered unconventional and it’s used 
when more conventional methods haven’t stimulated 
the economy. Since the 2008 recession, the Fed has used 
a QE policy more frequently than in the past.

After 9-11

On September 11, 2001, terrorists attacked New York 
City, Washington, D.C., and Pennsylvania, killing many 
Americans. This tragic event also disrupted the financial 
markets. The Fed took action to contain the damage and 
prevent further market instability during a difficult time 
in American history. Some of the actions included 
lowering interest rates and loaning billions to financial 
institutions. Within a few weeks, the US economy had 
stabilized from the attacks. The Fed played a big role in 
helping America maintain an even footing during a 
frightening and unpredictable time.

MONEY IN THE US
Public finance
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Mortgages
There are many different types of mortgage lenders in 
the US, from banks to credit unions to nonbank 
lenders, such as Quicken Loans. Competition is fierce, 
which helps to stabilize rates for consumers.

Although a vast number of lenders operate in the 
US, a few dominate the industry. During the fourth 
quarter of 2015, Wells Fargo originated twice as many 
mortgages as Chase, according to Mortgage Daily, an 
industry publication. Wells Fargo totaled $47 billion 
in originations and Chase originated $23 billion. 

As of June 30, 2016, the total mortgage balances on 
consumer credit reports was $8.36 trillion, according 
to the Federal Reserve Bank of New York’s Household 
Debt and Credit Report. 

Several types of mortgages are available in the US.  
Deciding between a fixed- and adjustable-rate 
mortgage is one of the first decisions a borrower has to 
make. With a fixed rate, which is the most common 
choice, the interest stays the same for the entire 
repayment of the loan. Most fixed mortgages are either 
for 30 or 15 years. Many borrowers opt for the 30-year 
fixed mortgage to secure a lower monthly payment.

An adjustable rate mortgage (ARM) has an interest 
rate that “adjusts” over the period of the loan. With a 
hybrid ARM, the rate is usually fixed for a certain 
number of years and then it is subject to change. 

There are also government-insured loans such as 
FHA loans, VA loans, and USDA/RHS loans, which 
are programs for income-eligible buyers in rural areas.

Mortgage eligibility
Lenders consider many factors when determining the 
eligibility of buyers. One of the requirements for a 
mortgage is an acceptable credit score. The credit 

Mortgages

score required for approval of a mortgage varies among 
lenders. With a FICO score that is 720 or higher, the 
buyer gets the most favorable rates and terms. But 
according to the Federal Deposit Insurance 
Corporation (FDIC), if the score is below 660 (or down 
to 620 if the economy is good), the buyer is considered 
a subprime customer. Subprime borrowers can still get 
mortgages, but the rates and fees are higher.

But a borrower also needs a favorable loan-to-value 
ratio (LTV), which shows how much the property is 
worth compared to the amount you need to borrow. 
The more favorable the ratio, the better.

It is also best to have the down payment, preferably 
around 20 percent, on hand before applying for a 
mortgage. Knowing the down payment helps buyers 
determine how expensive a house they can afford.

Once the mortgage shopping has begun, 
preapprovals are necessary. This is when the lender 
will look at the borrower’s credit report and check the 
credit score. While this does result in a hard inquiry 
on the credit report, the good news is that the FICO 
score, the score used most often by lenders, 
recognizes inquiries that are the result of mortgage 
rate shopping and treats multiple rate inquiries as 
only one inquiry that impacts the score.

Another test for eligibility is the debt-to-income 
ratio. Mortgage lenders like to see a debt-to-income 
ratio of less than 36 percent of the buyer’s gross 
monthly income. Mortgage payments will be higher 
though when taxes and property insurance are added.

Lenders also take into account the employment 
history of borrowers. A stable history is considered to 
be positive. Those who are self-employed may need to 
provide tax returns or bank statements to show they 
have a stable financial situation.

The United States has one of the most diverse and innovative mortgage markets  
in the world, offering a wider range of products and lenders than are available  
in most countries. 
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Mortgage Trends
The housing market has improved to the point where 
new home sales have hit their highest levels since 
April, 2008. In 2008, the housing market as well as 
the US economy went into a downward spiral. In the 
mid-2000s, many subprime mortgages had been 
approved and this contributed to the mortgage crisis.

The housing market is now rebounding and this 
encourages home sales. The best selling time is in 
the spring and summer because it allows families to 
get settled into a new home before the start of the 
school year.

Currently, down payments range from zero 
(unlikely, but not impossible) to about 20 percent. 
Most lenders require at least 3 percent and FHA 
loans require at least 3.5 percent.

Long-term mortgage rates were around 3.42 percent 
at the end of 2016, according to the big mortgage 
lender, Freddie Mac. The 15-year mortgage, which is 
popular with refinancers, was at 2.81 percent. 

MORTGAGE ASSISTANCE

Government programs for mortgage assistance

Several programs designed to help homeowners are 
available. Here’s an overview, and for more details, go to 
the Making Home Affordable website: www.
makinghomeaffordable.gov

HOME AFFORDABLE MODIFICATION PROGRAM (HAMP) 
Helps those who need lower monthly payments so they 
continue to pay their mortgage in the long-term.

HOME AFFORDABLE REFINANCE PROGRAM (HARP)  
Assists those who are current on their mortgages, but have 
had difficulty refinancing the loan. 

HOME AFFORDABLE FORECLOSURE ALTERNATIVES 
PROGRAM (HAFA) 
Advises homeowners who need to exit their homes and be 
relieved of their remaining mortgage debt either via a 
short sale or a deed-in-lieu of foreclosure (DIL). HAFA 
provides $10,000 for relocation expenses.

HOME AFFORDABLE UNEMPLOYMENT PROGRAM (UP) 
This program reduces or even suspends monthly mortgage 
payments for job hunters.

FEDERAL HOUSING ADMINISTRATION SHORT 
REFINANCE FOR BORROWERS WITH NEGATIVE EQUITY 
(FHA SHORT REFINANCE)  
For those who are up-to-date on payments, but owe more 
than their home is worth (called an underwater mortgage). 

HARDEST HIT FUND PROGRAMS (HHF) 
These programs in 18 states and the District of Columbia 
were designed to help homeowners who have issues such 
as unemployment, inability to pay mortgages, and finding 
a new affordable home to move to. Program details  
vary by state.

MONEY IN THE US
Personal finance
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Credit debt 
In 2000, there were 1.4 billion credit cards in 
circulation. Fast forward 12 years to 2012 and there 
were 1.17 billion credit cards in circulation, according 
to data from the US Census Bureau. The number of 
credit cards decreased during the recession years, 
which occurred around 2008 to 2010. Today, issuers 
are pickier about who they approve for a card, and 
many young adults are postponing the use of credit. 

The average credit card debt per household is $9,600. 
In 2009, during the recession, 44 percent of Americans 
were carrying a balance. In 2014, the proportion of 
Americans carrying a balance was down to 34 percent. 
Those who carry a balance pay interest on their 
balances. This compound interest can increase the 
debt on the card quickly.

Calculating interest
Interest on accounts that are not paid in full can be 
calculated in a few different ways. The most commonly 
used methods are “average daily balance” and “daily 
balance.” With average daily balance, the interest 
charged depends on whether the credit card company 
adds in new purchases or excludes them. With daily 
balance, the company charges interest for each day’s 
balance and then adds it together to get the total 
finance charge.

Credit card companies don’t start charging interest 
on credit cards as soon as a purchase is made unless 
the card is already carrying a balance. There’s an 
interest-free grace period of between 21 and 25 days, 
which is the time between the purchase date and the 
payment due date. This offers consumers an interest-
free period. But this is only applicable if the balance  
of each payment cycle starts at zero. 

Credit CARD Act  
The Credit CARD Act of 2009 offered significant  
new consumer protections. Credit card issuers were  
no longer permitted to do many activities, including  
the following: suddenly raise annual percentage rates 
(APRs) without a 45-day notification, inflict retroactive 
rate increases on an outstanding balance (except  
under certain circumstances), charge special fees  
on subprime cards, and give away “freebies” on 
college campuses. 

The CARD Act helps to protect college students by 
prohibiting issuers from giving credit cards to anyone 
under 21 unless they have the income to pay back any 
debt. Issuers are no longer allowed to set up tents on 
campuses and give away incentives to get students to 
sign up for cards.

The Act also made the terms and conditions for 
credit cards more transparent. Consumers receive 
clearer due dates than before, explanations for changes 
to the terms, and the right to have highest-interest 
balances paid first.

 Credit cards
The US has a highly developed credit card market, with more than a billion  
credits cards in use. The credit card market has, however, gone through major 
changes in recent years. 
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Social Security 
Americans pay a special tax on their income under 
the Federal Insurance Contributions Act (FICA).  
Also referred to as the Social Security tax, it is used  
to fund US social programs. Included is a hospital 
insurance tax, which is also known as the  
Medicare tax. 

There’s a limit on the amount of earnings subject to 
FICA taxes. In 2016, the limit is $118,500. So income 
exceeding that amount is not subject to FICA. So for 
the year 2016, the Social Security tax rate was 6.2 
percent on the first $118,500 of earned income. The 
Medicare tax rate is 1.45 percent on the first $200,000 
and 2.35 percent above $200,000.

Social Security benefits are based on the total  
of your past earnings. The exact amount you’ll  
get every month when you’re eligible is calculated 
based on a formula that uses the Average Indexed 
Monthly Earnings (AIME). The formula favors  
people with lower incomes.

The Social Security system also calculates your 
benefit based on the age you start receiving money 
from the system. The longer you work, the more likely 
you are to have a higher monthly benefit. Benefits are 
also adjusted for inflation.

A divorced spouse might qualify for survivor  
benefits if the marriage lasted at least 10 years. But 
there are other conditions that must be met. For 
example, the surviving spouse must be unmarried  
and be 60 years old for survivor benefits and at least  
62 for spousal benefits.

It’s possible to track your Social Security benefits 
online. Having access to the amount of your benefit 
can help you plan how much income will be needed 
from additional sources when you’re older. 

IRA and Roth IRA  
Some people set up an Individual Retirement Account 
(IRA). An IRA is an excellent investment in the future. 
There are two major types of IRAs: Traditional IRAs 
and Roth IRAs.

Contributions to traditional IRAs are taxed when 
you withdraw the funds, ideally after retirement. If 
money is withdrawn before the age of 59½, there 
might be an additional 10 percent tax to pay. 

The point is that your future earnings will be  
lower than they were when you were in the prime of 
life and working many hours. So earnings will be 
taxed at a lower rate in the future. There are 
limitations to the amount of contributions that can be 
made each year.

Contributions to a Roth IRA are made after taxes 
are paid. But once your contributions are in the fund, 
the interest or investment earnings are tax-free when 
you retire. To set up a Roth IRA, your income must  
not exceed the amount that is set by the IRS. This 
limit depends on how you’re filing as well as other 
factors. For more details, go to www.rothira.com/
roth-ira-eligibility. 
 
401(K) 
Another type of retirement plan is a 401(K). Taxes on 
contributions are not paid until its later withdrawn. 
These plans are sponsored by employers, who 
sometimes match the employee’s contribution as a 
company benefit. With a 401K, the employee controls 
how the money is invested.

There are limits to what you can contribute. In 2016, 
for those under 50, the maximum contribution to the 
401K was $18,000. For those over 50, an additional 
$6,000 (up to $24,000) was allowed.

Retirement
Preparing for the golden years can be complex. Most Americans find that  
they need their own retirement funds to supplement the amount they receive  
in Social Security benefits. 

MONEY IN THE US
Personal finance
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Taxing savings and investments  
Savings accounts, in general, have low returns right 
now, but the amount is still taxable. This requires 
submitting a 1099-INT form to the IRS. Interest income 
is taxed at marginal rates, which means your interest 
income is taxed at your personal income tax rate.

Examples of interest taxed as ordinary income 
include: interest on deposit accounts (such as checking 
and savings accounts), the value of gifts received for 
opening an account, dividends on deposit or share 
accounts in cooperative banks, credit unions, and other 
banking associations, interest on certificates of deposit 
(CDs), and interest on insurance dividends. 

Different rules apply to dependents’ accounts. 
Federal filing is required in the following cases: The 
dependent had unearned income of more than $1,000, 
or had earned income of more than $6,200. Gross 
income total is also a factor. If the dependent’s  
gross income total was more than $1,000 or the 
dependent had earned income up to $5,850 plus $350.

Parents can give a child up to a $14,000 gift before 
taxes must be paid. The gift tax is complex and might 
need to be discussed with an attorney if there are 
several children involved as well as ex-spouses and 
remarried spouses. Likewise, trust funds have many 
rules, depending on the specific type of trust.

Tax breaks on investments
Income earned from certain types of investments are 
treated differently than ordinary income in terms of 
taxation. There is exempt interest income as well as 
deferred interest income.

Examples of exempt interest income include: 
exempt-interest dividends from a mutual fund, 
municipal bond interest (depending on the state, it 

Taxes and investments

might also be exempt from state tax), and private 
activity bonds. Private activity bonds might be taxable 
as an alternative minimum tax (AMT) so seek expert 
advice about this type of bond.

Examples of deferred interest income include some 
US savings bonds, interest earned on tax-deferred 
accounts, such as 401(K)s and traditional IRAs (until 
earnings are withdrawn), and interest income on 
fixed-income instruments, which must be reported 
when paid upon maturity. 

College savings
College education in the US has become expensive and 
one way to save for this is to start a 529 Plan, which is 
a savings plan operated by a state or educational 
institution. The goal is to set aside funds to pay for 
college expenses. It’s advisable to start as early as 
possible so the amount can grow.

The earnings in a 529 Plan are tax-free and it will not 
be taxed when the money is withdrawn to pay for 
college. Note that the money from the plan must be 
used for college to be tax-free. Check with the state to 
find out details regarding funding, tax implications, 
and the specific type (either prepaid tuition plans or 
savings plans) of the 529 Plan that’s available. It’s  
also possible to choose a plan from a state where you 
don’t reside.

It’s common for close relatives and friends to set up 
an account for a child. Grandparents often do this to 
help contribute to their grandchild’s college education.

Property tax 
Property tax is payable on property owned in the US. 
The tax is set by and levied by the governing authority 
of the jurisdiction where the property is located.

Any US resident who earns interest on a savings account or investments in other 
financial products is subject to tax on income received from these activities. With 
some retirement accounts, such as IRAs, the interest is tax-deferred. 
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INHERITANCE AND ESTATE TAX

Inheritance tax

In the US, inheritance tax is levied by the state. It applies 
when you inherit money or property from a deceased 
person. The beneficiary is the one who is deemed 
responsible for paying the tax. As of 2015, however,  
only eight states imposed this tax.

There are some exemptions to the inheritance tax rule. 
Some states exempt the surviving spouse from paying 
the tax. Children and other dependents may also qualify 
as exempt, depending on the state.

Estate tax

A similar tax is the estate tax. This differs from 
inheritance tax in a significant way. Estate tax is paid by 
the estate of the deceased instead of by the beneficiary. 
There are also thresholds that must be reached before 
tax is imposed.. With estate tax, the heir isn’t responsible. 
The estate pays the tax, which is a flat 40 percent.

Every American has a federal tax exemption amount, 
which in 2016, was $5.45 million. The 40 percent tax rate 
is applied to the amount that exceeds the threshold.  
The good news is that each spouse gets that threshold 
amount.  So a couple has an exemption of $10.9 million.

State taxes might also be due, but it depends on the state 
and whether there’s an estate tax levied there. Most 
Americans are not affected by estate tax because the 
threshold values are so high.

   According to RealtyTrac’s US Property Tax Rates 
Report for 2014, the average effective property tax rate 
for single family homes was 1.29 percent in 2014. The 
report showed that owners of high-end homes and 
owners of low-end homes tend to pay the most 
property tax rates. 
   Of course, rates also vary by geographic location.  
States with the highest average property taxes were  
New York ($15,625), New Jersey ($8,108), New 
Hampshire ($5,795), Connecticut ($5,646), and Hawaii  
($5,024). 
   The lowest were Alabama ($618), West Virginia  
($931), New Mexico ($1,096), Tennessee ($1,116),  
and Indiana ($1,418). 

Tax on digital currency
Digital currency is money exchanged via the internet. 
An example is Bitcoin. A digital asset, it isn’t printed 
like paper currency. Bitcoin uses a peer-to-peer 
payment network. 

The community of digital currency users is growing. 
As of August 2013, the value of bitcoins in circulation 
exceeded $1.5 billion. Millions of dollars worth of 
bitcoins are exchanged daily via the payment network. 

For federal tax purposes, the IRS treats bitcoin  
as property. The general tax principles that apply  
to property transactions also apply to virtual  
currency transactions. 

MONEY IN THE US
Personal finance
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Central bank
The central bank creates and supplies reserve 

money to commercial banks, giving it huge power 
over the day-to-day workings of the banking 
system. Usually, the central bank will try to 
maintain its target interest rate by pumping 
reserve money into or out of the banks. This 

affects demand for reserve money and, therefore, 
the price the central bank can charge commercial 

banks to borrow − the reserve rate.  

The central bank pumps 
more of its money into 

commercial bank reserves, 
lowering the interest rate, 
bringing it back in line with 
the target interest rate. 

TARGET RESERVE INTEREST RATE

Com
mercial bank reserves

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

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

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

Reserve rate  

too high

When the demand for 

central bank money is 

high, the reserve interest 

rate rises.

Reserve rate  too low
When the demand for central bank money is low, the reserve interest rate falls.
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THE CENTRAL BANK

Managing the  
monetary system 
By raising or lowering its reserve 
rate of interest, a central bank can 
influence the size of commercial 
banks’ reserves, and thus their 
borrowing and lending rates, and 
the amount of money in circulation. 
This affects spending, and inflation, 
as when interest rates are lower, 
saving is less appealing and 
borrowing more, and when interest 
rates are higher, the opposite is true. 

Increasing money in circulation

Open market operations: buying bonds 
The central bank buys bonds on the open market. Investors deposit the  
money from the sales, which increases the amount of reserve money in  
the open market. Commercial banks then respond by lowering interest rates.

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

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

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

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

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

NEED TO KNOW

Central bank creates money
and buys bonds

Lower interest rates make central 
bank loans more affordable

€

€

€

€

€

€

Investors deposit their 
payments in commercial banks

Commercial banks’ 
reserves increase

Commercial banks’ 
reserves increase

Lower interest  
rates paid

Lower interest rates make 
loans more affordable

Lower interest rates make 
loans more affordable

More money  
circulates

More money  
circulates

€

€

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

€

€

€

Central bank General public Money supplyCommercial banksInvestors in  
bonds

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

Decreasing money in circulation

 1668 
the year that the 
oldest central bank 
in the world, the 
Swedish Riksbank, 
was established 

Higher interest rates make central 
bank loans more expensive

The central bank sells  
bonds to investors

€

€

€

€

€
€

€

€ €

€
€

Investors withdraw money 
from banks to buy bonds

Less money  
circulates

Commercial banks’ 
reserves decrease

Higher interest  
rates paid

Commercial banks’ 
reserves decrease

Higher interest rates  
make loans more expensive

Higher interest rates  
make loans more expensive

€€€

€€€

Less money  
circulates

Credit guidance

The central bank’s control of 
commercial banks’ licences means 
that it is able to influence how 
commercial banks lend. It can, for 
example, give commercial banks 
incentives to encourage them  
to offer very low interest rates to 
important sectors of the economy.

Open market operations

The central bank buys and sells 
bonds in the open market to affect 
the short-term rates of interest. 

Credit access

The central bank can restrict access 
to credit for commercial banks, for 
example by raising the amount of 
deposits they must hold as reserves.

CENTRAL BANK CONTROLS

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

Central bank General public Money supplyCommercial banksInvestors in  
bonds

Money supplyGeneral publicCommercial banksCentral bank
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Budget constraint
Governments have financial constraints just as individuals and 
companies do. When spending exceeds income, the government  
may need to borrow − or even print − money to cover the shortfall.

How it works
Governments need to pay for the public services they 
provide and for any other financial commitments  
they may have. To do this they tax the population,  
and borrow money if additional funds are needed.  
In extreme cases it is even possible for governments  
to print their own cash. Each strategy has its own  
costs – but printing money is so risky that it is very 
rarely used by governments.

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

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

The 
government 

spends money on 
public services and 

other financial 
commitments.

              BUDGET DEFICIT

In
te

rest repayments

Pu
blic

 law and order

Education

GOVERNMENT 
BUDGET

¥

C
O

V
ER

ED SPENDING

The 
government  

needs to raise  
money in order to 
meet its spending 

commitments.

Taxes

¥

     
      Welfare 
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HOW GOVERNMENTS RAISE MONEY

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

❯❯ Taxes  Governments 
can levy taxes on 
what the population 
earns and owns, and 
on foreign trade. 
Taxes are safe, but 
unpopular.

❯❯ Borrowing 
Governments can 
borrow from their  
own citizens – through 
pension funds for 
example – or from 
abroad. But loans  
incur interest charges.

❯❯ Printing money  
A government can  
print its own money. 
This seemingly simple 
solution is rare because 
of the risks it entails  
(see pp.144–5).

SAFE  

LOW 
POLITICAL 

RISK

 LOOKS 
EASY

UNPOPULAR

INTEREST 
PAYMENTS

HIGH 
FINANCIAL RISK

When 
proposed 

spending is greater 
than income, the 

government may need 
to borrow or even 

print money.  75%
of GDP: Libya’s 
budget deficit – 
the worst  
in the world

              BUDGET DEFICIT

Printing money

Borrowing money
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Healthcare
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How it works
Governments have the unique 
privilege of being able to demand 
that anyone in their country pay 
taxes. These can be divided into 
 “direct” taxes, which are paid from 
earnings, either by people or by 
institutions, and “indirect” taxes,  
which are paid for out of consumer 
spending. Taxes can be levied as a 
share of spending or income, or as  
a flat rate. A progressive tax system 
is one in which richer individuals 
pay proportionately more tax.

Questions surrounding the level 
of taxation are hotly debated. As  
a result, taxation rates, and laws 
about who or what pays for which 
taxes, vary significantly from 
country to country.

How tax works

Direct and indirect taxes
People have to pay taxes on either their income, or on 
what they spend. Some typical taxes on an individual  
in the UK are shown below.

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

TAXES AND 
BEHAVIOUR

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

DIRECT TAXES

National insurance 12.5%
This is a tax on earnings levied on 
employees and employers to pay 
for social services.

Income tax 20%
Income tax is paid 
directly out of an 
individual’s earnings.

Net income
Once taxes on earnings  
have been paid out, the 
amount remaining is  
called “net” income.

NET INCOME

£

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

TAX EVASION AND 
AVOIDANCE

INDIRECT TAXES

Excise duty
Many goods, particularly  
imported ones, attract an 
additional tax, known  
as an excise duty.

VAT 20%
Value Added Tax  
adds an extra 20  
per cent on top  
of the cost of a 
product or service.

Other variables
Taxes can be applied to anything. 
Germany has a tax on dogs and 
the UK once taxed windows. 

❯❯ Tax return  A document used to 
record individual and company 
income and calculate the tax due.

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

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

NEED TO KNOW

TAX

 US$21 trillion
thought to be hidden  
in tax havens abroad

£

£
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Government funds
A typical government receives 

most of its financing in the 
form of taxes, but borrowing is 
also often necessary in order 

to meet planned expenditures. 
Any borrowed money will 

need to be repaid eventually 
and so a significant portion of 

a government’s budget is 
reserved for debt payments. 

Government  
borrowing

 The main way that governments pay for any spending, not already covered 
by taxation, is through borrowing. However, excessive borrowing will 

result in high levels of government debt.

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

Borrowing
Governments typically borrow 

money by issuing bonds to 
individuals and financial 

institutions in exchange for a 
loan. The government will 

then pay a fixed rate of 
interest over a period of time 

to the investor, paying the 
bond back in full when  

it reaches maturity.  

TAX
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Repaying the deficit
The higher the deficit, the more of a 

government’s budget is required in order 
to pay it off. Governments with a surplus 

can give more to their debt payments. 

How it works
Governments will often want to spend more than they 
earn in taxes. This may happen during a recession, 
when there is higher unemployment and therefore 
lower tax revenues. The gap between government  
tax revenue and what it spends is called the deficit. 
Governments borrow in order to cover the deficit, 

maintain spending, and continue to provide services 
with the aim that debts will eventually be repaid with 
tax revenue. Most governments run a deficit from time 
to time, and may run one most of the time. If debts  
can be repaid, and interest payments are not large, 
this is not a problem, but there is a risk of default 
when repayment cannot keep pace with borrowing.

Repayment
Any debt that a government takes on  
must eventually be repaid, along with 
interest on that debt. A certain level  

of debt repayment must always be 
maintained by the government  

to avoid default or excess 
interest incurred on 

that debt. 

Government default
If a government fails or refuses to pay back a debt in full 
it is said to have defaulted. This means that it is unable 
to keep up repayments on some of the debt it owes. 

DANGER  
OF DEFAULT

“A national  
debt, if it is  
not excessive,  
will be to us  
a national 
blessing”
Alexander Hamilton, first US 
Secretary of the Treasury

GOVERNMENT FINANCE AND PUBLIC MONEY
Managing state finance
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Public debt
Public debt is the total sum of money owed by a country’s government, 
including its historic debt. Nations with big economies and large tax-
paying populations can carry more debt than those without.

 31%
of total global debt  
is owed by the US

How it works
The total amount borrowed by a country’s government 
(and by all its previous governments) is known as the 
public or national debt. This is generally calculated as 
the total debt minus the government’s liquid assets. 
Interest is due on this debt, and it can be substantial.  
If a government spends more than it collects in taxes 

Big economy  
A larger economy, 

such as the US,  
can safely carry a 

larger debt, since it 
has more capacity  

to raise taxes. 

in one year, it will be in deficit. Any money it borrows 
to cover this is then added to the public debt. When 
the government spends less than it collects in taxes in 
a year, it has a “surplus”, which can be used to pay off 
the debt. Inflation can also help reduce a debt burden. 
A state that becomes unable to pay its debt is said to  
 “default”, and will find it hard to borrow again.

DEBT

Carrying debt
Governments usually repay debt using 
taxes. The more money that they raise,  
the faster they can repay it. The larger  
a country’s economy, the more debt it  
can safely hold, since a bigger economy  
is able to gather more taxes.

Medium 
economy  
A smaller 

economy can 
only support 
lighter debts.

DEBT DEBT
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Inflation can 
reduce debt 
Rising prices 

reduce the value 
of money, 

lightening the 
weight of 

internal debt 
repayment.

❯❯ Public/national/sovereign debt  
Total debt owed by a government.

❯❯ Internal debts  Money that  
is borrowed from within a 
government’s own country.

❯❯ External debts  Money that  
is borrowed from abroad.

NEED TO KNOW

DEBT DEBT

GOVERNMENT DEBTS RISE IN WARTIME

War imposes exceptional demands on government spending. Governments 
typically finance this by borrowing money. The first ever government debts, 
in the 17th century, were a result of borrowing to fund military campaigns.

INFLATION INFLATION

Weak 
economy  

A struggling 
economy is 

liable to 
default.

DEBT

DEBT

DEBT

DEBT

GOVERNMENT

110 111GOVERNMENT FINANCE AND PUBLIC MONEY
Managing state finance

110-111_Public_Debt.indd   111 13/10/2016   15:35



NEWS

Accountability

How it works
Democratic countries typically insist that governments 
report annually to their legislative bodies about their 
taxation and spending plans − their fiscal policy. The 
annual budget has become the central instrument of 
governments’ economic policy, and its contents tend 

to dominate the debate during national elections. 
Before the 2008 crash, monetary policy − changing 
interest rates and influencing the money supply − had 
been increasingly left to central banks. However, since 
the crash, the policy, and the banking system’s role in 
it, have been subject to more rigorous examination. 

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

Media reports  
on budget 

The media reports  
on changes to the 

government budget 
and how they will 
affect the public.

Legislative body  
approves budget
A country’s legislative  

body, typically an elected 
parliament, will debate the 

budget and potentially 
make changes.

Auditors inspect 
public finances 
Many countries have 
an independent 
body that inspects 
the government’s 
financial decisions.   

Public adjusts its 
spending habits 

Knowledge about  
the budget may inform 

decisions by households 
and firms on spending 

and saving money.

Government draws  
up a budget

Typically an annual budget 
allocates spending across 

different resources.

FISCAL IMPACT
Government policymakers take a 
long-term perspective. To achieve 
the best economic outcomes, 
central bank policymakers need  
to be guided by this perspective. 

$
MONETARY IMPACT
Central bank decisions on 
monetary policy affect 
government spending due  
to the impact of interest  
rates on employment and 
inflation in particular.
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TRANSPARENCY AND ACCOUNTABILITY IN CENTRAL BANKS

Transparency

❯❯ Increased openness is expected to 
lead to better-informed decisions.

❯❯ Political, economic, and procedural 
policies should all be clearly outlined.

❯❯ Regular and comprehensive 
reports must be made available  
to the public and the government.

Accountability

❯❯ Rigorous standards of conduct 
for the central bank’s staff should 
lead to higher-quality decisions.

❯❯ Audited financial statements 
should be made publicly available.

❯❯ Operating expenses and revenue 
should be disclosed.

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

Impact of 
policy is 

monitored  
and quantified
Financial institutions 

and the specialist 
press pay especially 
close attention to 
the central bank’s 

decisions.

Report justifies and 
explains decisions

The central bank governor 
appears before the  

committee to give further 
explanation when required.

Minutes of policy  
meeting published

Reports of the central bank’s 
decision-making process  

are made publicly available.

Central bank sets  
interest rates

Having consulted a range of 
financial indicators, the central 

bank decides on a set  
rate of interest. 

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

The current trend in many countries 
is for an independent central bank.  
It is essential that an autonomous 
central bank is able to coordinate 
effectively with the government and 
keep it, and the public, appraised of 
economic projections. To this end, a 
central bank should demonstrate both 
transparency and accountability. 

IMPACT ON MONEY MARKETS
Interest rates affect the price of 
financial assets and the exchange 
rate, which affect consumer and 
business demand, and the return 
on a country’s assets relative to 
their foreign-currency equivalents. 

IMPACT ON THE PUBLIC
Interest rates affect saving, 
borrowing, and spending 
decisions. These feed through into 
output and employment, then 
producers’ costs and prices, and 
eventually consumer prices. 
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Attempting 
control

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

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

ECONOMIC INDICATORS
Each part of the machine has a reading 
associated with it. In a real economy, 
the indicators these readings represent 
are collected and produced by the 
country’s national statistical bureau, 
generally using survey data to assess 
levels of spending, employment, and so 
on. One problem for the government  
is the delay between actual events in 
the economy, and processing and 
receiving indicators.  
See pp.116–119

INCOME
Total earnings  
in the economy.

DISPOSABLE 
INCOME
Earnings left 
after taxes have 
been paid.

CONSUMPTION 
EXPENDITURE
Household income
minus household savings.

INVESTMENT
Spending on 
investment by firms.

Tax
Total tax paid  
to the government.  
See pp.126–127

Interest rates
Amount paid for 
borrowing money.  
See pp.120–123

Quantitative 
easing
Government-created 
money. See pp.124–125

114-115_OV_Attempting_control.indd   114 13/10/2016   15:36



114 115GOVERNMENT FINANCE AND PUBLIC MONEY
Attempting control

DOMESTIC 
EXPENDITURE
Amount spent by firms, 
households, and the 
government.

FOREIGN BALANCE
Difference between 
exports and imports.

NATIONAL INCOME
Total earned by households, 
firms, the government, and  
the foreign balance.

Government 
spending
Amount spent by  
the government.  
See pp.128–129

Imports
Purchases from the 
rest of the world.  
See pp.136–137

Exports
Purchases by the  
rest of the world.  
See pp.136–137

National income

National income is the total 
amount earned by every sector 
of the economy and from the 
foreign balance (also known  
as the balance of payments). 
National income accounting  
is a method that a national 
government uses to measure the 
level of a country’s economic 
activity in a given time period. 

Income equals expenditure

The idea of national income 
means that every penny spent 
in one part of the economy 
must equate to a penny earned 
elsewhere, and the economy’s 
total earnings must match its 
total spending. This basic idea 
allows economists to build  
and study models such as  
the MONIAC machine.

NATIONAL INCOME ACCOUNTING

 US$4.29 
trillion 
 Japan’s Gross National 
Income (GNI) in 2015

GOVERNMENT 
REVENUE
Amount taken by the 
government in taxes.
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Reading economic 
indicators

Measuring performance 
Indicators are usually shown as the rate of change over  
time, because the economy is very dynamic. But this  
means indicators are only estimates, based on surveys  
taken at a particular point in time. 

Using a few key indicators of performance, governments can monitor 
how parts of the economy are working and whether there are potential 
problems ahead. However, such indicators must be read with care.

   
    

    
 Growth

   
   

    
   In

flation

This is 
measured by  
the growth of 
“Gross Domestic 
Product”. GDP is  
the total value of  
all of the goods and 
services produced 
by a country in  
a single year.

The rate at 
which prices 
are rising on 
average. Inflation is 
usually defined 
according to the 
percentage increase 
in price of a “basket 
of goods”, which is 
based on products 
people typically  
buy over  
a year.
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How it works
The main indicators governments use to monitor  
the economy are based on surveys of individuals, 
businesses, and government departments. A national 
statistics agency is usually charged with running the 
survey, and then calculating the figures. The agency 
will look at the economy, business, industry and trade, 

the employment and labour markets, and society in 
general. The “headline indicators” generally relate  
to parts of the economy that have the most impact  
on people’s daily lives, and might include assessments 
of the likelihood that individuals will find employment, 
whether their pay will go up or down, and whether 
businesses will be able to expand. 

    
     

 Wages

   
 U

nemployment

the year the US Bureau of Labor 
Statistics was formed to analyse data1884

This is the 
proportion of 
those who could 
work and who 
want to work, but 
are not currently 
employed. It is 
measured as a 
percentage and 
varies widely 
from country  
to  country.

Data on  
wages are 
usually shown  
as a growth 
figure. As prices 
rise due to inflation, 
wages must rise 
even faster in order 
to ensure living 
standards are 
continually 
improving. 
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Deciding on 
economic policy

Calibrating the  
economic machine 
Governments have a number of different controls they 
can adjust to help the smooth running of the economy.  
The biggest are taxes, spending decisions, and interest 
rates. Each of these controls affects the economy in 
many different ways, and governments have to consider 
a range of potential outcomes when taking action.  

Governments closely monitor data on the economy to establish which 
policies might improve its performance. There are numerous ways of 
intervening in the economy, each with their own pros and cons. 

Increasing tax
The government can try to slow 
down the economy by raising 
taxes, a measure taken when 
inflation is a risk. An increase in 
taxes reduces spending. When 
spending falls, suppliers are less 
likely to put up their prices, since 
they risk losing a market, and 
inflation therefore slows. Cutting 
taxes has the opposite effect.

“Inflation is the one 
form of taxation  
that can be imposed 
without legislation”
Milton Friedman, US economist

TARGET VALUE Less money in circulation means lower 
inflation but also encourages lay-offs, 
and unemployment rises. 

With high inflation and low 
unemployment, the government 
raises taxes to reduce money in the 
system and reduce inflation.

Unemployment

Inflation

$
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How it works
Economic policy-making has been compared to trying  
to operate a finely balanced machine. By adjusting 
various policy “dials”, the government aims for the
best combination of key economic variables − usually,
a combination of low inflation and unemployment levels. 
However, economists point to a trade-off between 

inflation and unemployment, with low unemployment 
coming at the cost of high inflation, and vice versa. 
More recently, economists have concluded that 
economies run best by themselves, with institutions 
such as central banks controlling monetary policy, 
while the state concentrates on “supply-side policies” 
such as making markets more efficient.

Raising interest rates
The government, by setting its 
inflation targets, directs the central 
bank to change the base rate, which 
in turn influences interest rates. 
When rates rise, borrowing costs 
becomes more expensive, people 
spend less money, and businesses 
may feel they need to reduce their 
prices, so lowering inflation. Cutting 
rates has the opposite effect.

Increasing spending
When the economy slows down 
and there is a risk of a rising rate of 
unemployment, the government 
can try to stimulate the economy 
through increasing spending. By 
encouraging public spending,
the state increases the likelihood  
of firms employing more people  
to meet the extra demand. Cutting 
spending has the opposite effect.

To reduce unemployment, the 
government increases spending in 
areas such as infrastructure to increase 
the number of construction jobs. 

Higher spending pumps money into 
the economy, raising inflation.

With unemployment low, the 
government raises interest rates, 
increasing the cost of borrowing and 
reducing the amount of money in 
circulation to try and lower inflation. 

$
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Interest rates 

How it works
Lenders charge interest on the money or other assets 
that they loan. This is a charge levied to cover risks to 
the lender, should the borrower fail to repay the loan. 
Borrowers perceived to present a greater risk of failing 
to repay a loan may be charged more. Interest charges 
also compensate lenders for profits that they may have 

made if the money had been invested elsewhere. 
Interest charges with banks and other financial or 
business institutions are normally calculated as a 
percentage of the borrowed amount and expressed  
as a yearly figure – the annual percentage rate or  
APR (see p.210). The central bank plays a key role  
in setting national interest rates (see pp.100–103).  

Interest is effectively the price charged by a lender to a borrower for 
the use of funds. The national reserve interest rate, set by the central 
bank, affects how easy it is to borrow or lend money in a country. 

How interest rates are set
The base rate of interest is set by a country’s central bank in response to inflation 
targets set by its government. Commercial banks respond to changes in the base 
rate by adjusting the interest rates of the different products that they offer.

The government 
Each year, the government sets out 
its goals for economic growth and 
the rate of employment. One such  
aim is to achieve price stability, as 
this makes for stable economic 
growth. Prices are kept steady when 
inflation occurs at a limited rate, and  
so the government sets an inflation 
target, beyond which prices should 
not rise or fall. This is announced 
annually, expressed as a percentage 
of the Consumer Price Index (CPI). 
The CPI is measured as the cost of a 
selection of representative goods 
and services bought by a household, 
including food, transportation, 
clothing, and entertainment. 

The central bank
The government’s inflation target  
is passed on to the central bank, 
who then set the base rate – the 
interest rate that the central bank 
charges commercial banks to 
borrow from it. The central bank 
does this in order to encourage 
commercial banks to adjust their 
rates in line with the base rate. 
Commercial bank rates determine 
the ease with which customers and 
businesses can borrow, so it affects 
investment, spending, employment 
rates, and wage levels in the wider 
economy. These in turn influence 
prices charged for products, which 
affects inflation (see pp.122–123).

 
Base rate

Raising the base rate  
means that commercial  

banks pay higher interest  
on money they borrow from  
the central bank, making it  

more expensive for them to 
borrow. Lowering the base rate 
means that commercial banks  
pay less interest on the reserves  

they borrow from the central 
bank, which makes their 

borrowing cheaper. 

%
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❯❯ Nominal rate  An advertised 
interest rate, which does not factor 
in the effect of inflation (or fees, or 
the effect of compound interest). 

❯❯ Real rate  Of particular interest to 
investors, this rate takes inflation 
into account and is calculated by 
subtracting the inflation rate from 
the nominal rate.

NEED TO KNOW

Commercial banks
Banks need to make a profit, so  
if the cost for them of borrowing 
from the central bank increases  
(as the base rate goes up), or the 
inter-bank lending rate increases, 
they need to reflect this in the 
interest rates that they charge 
their customers for borrowing. 
Commercial banks set interest 
rates according to their own needs 
so some banks may choose not  
to pass lower interest rates on to 
customers taking out loans, while 
other banks may offer a higher 
interest rate on savings in order  
to attract new customers’ money. 

LOANS HAVE HIGHER 
INTEREST RATES 
THAN SAVINGS/
DEPOSITS

 
Base rate

Raising the base rate  
means that commercial  

banks pay higher interest  
on money they borrow from  
the central bank, making it  

more expensive for them to 
borrow. Lowering the base rate 
means that commercial banks  
pay less interest on the reserves  

they borrow from the central 
bank, which makes their 

borrowing cheaper. 

Unsecured loans 

Secured loans

Savings
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CREDIT 
CARDS

MORTGAGE  
WITH 10% 
DEPOSIT

Interest paid out on savings  
is kept lower than the interest  
rate charged on loans, so that 
the bank can profit from the 
difference between them. 

MORTGAGE 
WITH 50% 
DEPOSIT

Unsecured loans 
do not have 
guarantors or 
assets to act as 
collateral. This 
makes them 
riskier to lenders, 
who may charge 
higher interest 
rates as a result. 

PERSONAL 
LOAN

Secured loans  
are backed by 
collateral, such  
as property. 
Mortgages  
are secured by 
houses. Banks  
do not have to 
pass on base rate 
changes unless 
the borrower  
has a tracker 
mortgage  
(see pp.214–215). 

INTER-BANK 
LENDING RATE

Banks lend to each 
other at a slightly higher 
rate than the base rate. 

HOW INFLATION AFFECTS INTEREST RATES

Interest rates and inflation are closely 
linked, and a change in one influences  
the other. Inflation is the decline  
of a currency's purchasing power  
due to an oversupply of money  
(see pp.132–135). A limited supply  
of goods and services, along with  
an oversupply of money, means  
that money devalues, and so more  
of it is required to obtain products.  

A loan is a product and an interest rate 
the price paid for it, so if the value of 
money decreases, then commercial 
banks may charge a higher interest 
rate on their loans. Higher charges 
will make borrowing more expensive, 
resulting in fewer loans being taken 
out. This may ultimately impact on 
spending, causing the money supply 
to fall, as well as the rate of inflation.

%

£

£

£
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Investment 
decreases due to  
costly loans and 
low confidence

Export 
prices rise

Exports 
fall

Import 
prices fall

Imports 
increase

Household 
consumption 
decreases, with 
less spending  
and more saving

Economy 
expected to grow

Commercial banks 
raise interest rates; 

loans become more 
expensive, but savers 

are rewarded

Demand falls 
overall in the 

economy

Inflation falls  

Unemployment 
rises

INTEREST RATES

The impact of changing interest rates
If interest rates fluctuated all the time, the economy 
would become volatile. This is why the government 
and central bank work together to keep inflation and 
interest stable. Every time the interest rate is changed, 
it sends a signal to consumers to either spend or save – 
and may also increase or decrease confidence in the 
state of the economy. An increase in interest rates 
encourages saving, since higher interest will be paid 
on money in savings accounts, and investments can 
grow. Meanwhile, borrowing becomes less attractive 
as interest repayments increase, and banks are more 

selective about whom they lend to. This impacts on 
the affordability of obtaining or repaying an existing 
loan, such as a mortgage. By contrast, a drop in 
interest rates is intended to stimulate spending, since 
consumers can take out loans more cheaply, while 
savers will tend to spend or invest deposits that are 
attracting little interest. Interest repayments will also 
drop for those with mortgages tracking the base rate, 
leaving more cash for spending. While encouraging 
spending through very low interest rates might boost 
the economy, it can ultimately impact negatively on 
long-term savings plans, such as pensions. 

When interest rates 
are raised
Higher interest rates make loans less 
affordable, while high interest on 
savings accounts encourages saving 
rather than spending. As spending 
slows, so does the economy, with 
demand for goods and services 
decreasing. This eventually affects 
businesses and employment levels.           Value  

of currency 
increases
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Companies may 
find they are less 
profitable as it gets 
harder to find loans 
and investors

21TIME (YEARS)0

£

£££

The central bank 
raises the base 

interest rate

%

%
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Investment 
increases due to 
cheap loans and 
high confidence

Export 
prices fall

Exports 
increase

Import 
prices rise

Imports 
decrease

Household 
consumption 
increases with 
more spending 
and less saving
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Economy 
expected to 

contract

Unemployment 
falls

Inflation  
rises 

Demand  
rises overall  

in the economy
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40.5%
Argentina’s rate  
of inflation in 
April 2016, the 
world’s highest

When interest rates 
are lowered
Lower interest rates make it cheaper 
to take out loans, and hence to spend 
more money, while saving becomes 
less attractive as interest rates are low. 
With more money in circulation, 
demand for products and services 
rise, stimulating businesses and 
increasing employment.           Value  

of currency 
decreases
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Companies may 
become more 
profitable as loans 
and investors are 
easier to secure

21TIME (YEARS)0

£££

£

The central bank 
reduces the base 

interest rate

NEGATIVE INTEREST RATE POLICY (NIRP)

In some countries, the central bank 
has experimented with cutting base 
interest rates to a negative figure, for 
instance, − 0.01 per cent. If this rate  
were passed on by commercial banks,  
it would mean that depositors must 
pay a percentage of their deposit to 
the bank. But while a central bank 
might impose a negative interest  
rate to encourage spending and 

investment, and discourage savers 
from hoarding cash, commercial 
banks usually tend to be reluctant  
to pass negative interest charges  
on to customers, and particularly 
small businesses, as depositors may 
be driven to withdraw their savings in 
cash to avoid fees. Large depositors, 
however, may pay negative rates for 
security and a stable currency account.

Commercial banks 
reduce interest rates; 

loans are cheaper, but 
saving becomes less 

rewarding

%

%
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Quantitative easing is a 21st-century strategy aimed at boosting the 
economy. It uses the central bank’s powers to create new money in an 
effort to reduce interest rates and increase investment and spending.

Quantitative easing

CENTRAL BANK

COMMERCIAL BANK

The central bank 
uses new money to 
buy assets, increasing 
the size of commercial 
banks’ reserves. 

How it works
Governments use a number of tools to try to manage 
the growth of the economy in a stable, balanced way. 
One of their key tools is their influence, via central 
banks, over interest rates. Lowering interest rates  
can encourage financial institutions to lend more to 
businesses and individuals, which encourages them  
to spend rather than to save.

In recent times quantitative easing (QE) has been 
used when economic activity is sluggish and there is a 
fear of deflation or recession. QE involves the creation 
of new money – usually taking the form of electronic 

currency – which the central bank then uses to  
buy government bonds, or bonds from investors such  
as banks or pension funds. The aim is to increase  
the liquidity of money in the economy, which will in 
turn lower interest rates and make lending easier  
and more attractive. This, in turn, should encourage 
businesses to invest and consumers to spend more, 
thus boosting the economy.

QE is still very much a monetary policy experiment  
in progress. There are concerns that it could lead to an 
inflation problem, and its detractors point out that its 
benefits are not being felt across the whole economy.

Commercial banks 
sell assets, usually 
government bonds, 
to the central banks.

How QE is supposed to work
Ideally, money passed on to banks should trickle down to 
all sectors, leading to spending, which boosts the economy.

The central bank  
creates new money

$ $ $

$ $ $

124-125_Quantitative_easing.indd   124 13/10/2016   15:36



124 125

COMPANY

COMPANY
COMPANY

GOVERNMENT FINANCE AND PUBLIC MONEY
Attempting control

Increased reserves reduce 
interest rates (see pp.100-
101), leading individuals and 
businesses to borrow more. 

INTEREST 
RATES 

REDUCED 

Individuals and businesses 
use loans to buy goods  
and services and to invest  
in businesses.

POTENTIAL DANGERS OF QE

UK

The UK began a QE programme in 
early 2009, after interest rates were 
cut to almost zero. Most of the new 
money has been used to purchase 
government debt. The effects of  
QE depend on sellers passing on 
the money that they receive from 
selling assets, and banks investing 
the additional liquidity they obtain. 
The Bank of England believes QE 
has boosted growth, but at the cost 
of higher inflation and increasing 
inequality of wealth, as prices rise.

CASE STUDY

Increased spending  
and business investment 
boosts economic activity. 

The economy may 
not fail to respond as 
expected even to very 
large amounts of new 
money being created.

Banks don’t always 
pass on the money 
to businesses in need, 
but hoard it or invest 
it elsewhere.

Inflation may occur 
due to high money 
supply – although it is 
unlikely to lead to 
hyperinflation. 

QE is a relatively new strategy so its effects are hard to measure. It is therefore 
still not known whether it can stimulate the economy without excessive risk.

spent on QE purchases by the US government 
US$3.5 trillion
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The level of taxation

Pigouvian taxes in action
Standard economic theory says that if consuming goods or 
services causes harm, a tax should be applied to them until 
the value of the tax matches the cost of the harm done – 
for example, a tax on sugar should match the cost to public 
health services of obesity. This is a “Pigouvian tax”, named 
after Arthur Pigou, the economist who proposed the idea. 

How it works
Governments can impose taxes on a person’s earnings, 
their buildings and homes, savings and investments, 
pensions, inherited property, or on what they spend. 
Most governments rely heavily on income taxes, 
usually with different proportionate levels for different 
levels of earnings. This makes the tax system fairer; 
however, introducing more complexity also increases 
the chances of tax avoidance. Some taxes are also 
levied in order to change behaviour. By taxing 
something viewed as negative or unhealthy, such  
as tobacco or alcohol, the government can help to 
persuade people to consume less of those things. 

It is difficult for governments to establish how much tax to levy. Too 
low and the government cannot provide the services people want. 
Too high and people will be unwilling to pay the tax. 

Drinks with over 8g of sugar 
per 100ml are taxed at 8p per 
can/carton – or 24p per litre.

Drinks with 5-8g of sugar per 
100ml are taxed at 6p per can/
carton – or 18p per litre.

Milk- and fruit-based drinks, 
teas, and coffees are not taxed, 
regardless of sugar content.

Carib
Ginger 

Ale

No  
Bull

Sug  
Nite

Fiasco
BroPeppy

Uvena

D
extro

zad
e

15.2g
10.3g

11g
10.6g 10.6g

Dr  
Jones Orango

Cafteen

Sea  
Mist

Honesto 
smoothie

Juniper 
juice

Lifta

Sch
m

o
o

zer 

6.3g 6.5g

7.5g

11g

13.6g

6.6g

5.1g

10.6g

9.9g
11g

Chocolate 
milk

Smooch
Skydosh Monkey

Chai latteFrothacino
9.3g

13.7g 13.8g

£££

❯❯ Effective tax rate  Many tax systems allow different 
“reliefs” – such as investment relief to encourage 
investment. More than one tax may also be levied at 
once, for example income and corporation tax. As a 
result, the effective (average) tax rate may differ from  
the headline (basic) rate.

❯❯ Marginal tax rate  Describes the additional tax paid for 
undertaking a small amount of extra activity – for 
example the extra tax paid in earning £1 more. Decisions 
made “at the margin” influence the behaviour of 
individuals and businesses, such as whether it is worth 
working longer hours.

❯❯ Grey economy  People who work for cash wages or 
fees and do not declare their income, in order to avoid 
paying tax.

NEED TO KNOW
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 24%
estimated percentage
of economic activity  
in Greece that went 
undeclared and  
untaxed in 2013 

THE LAFFER CURVE

The Laffer curve, named after US economist Arthur Laffer, 
illustrates the concept that there is an optimum level of 
taxation to maximize revenues. This is because at very 
high rates of taxation, more people will be looking to 
avoid or reduce the tax than will pay it. So, although  
tax revenues initially increase with rising tax rates, they  
will eventually decline. Controversy surrounds the idea 
because it is very hard to know where this optimum point 
might lie and also because it would seem to legitimize 
non-payment of taxes by high net-worth individuals, and 
tax avoidance by ordinary people who start to participate 
in the “grey economy”.

Unintended effects of tax 
❯❯ Drinks taxed at the higher rate 
are actually taxed less per gram 
of sugar than those at the lower 
rate – so consumers may switch 
to more sugary drinks.

❯❯ Consumers may turn to untaxed 
sugary drinks such as milkshakes 
and smoothies.

❯❯ The tax increase may hit poorer 
consumers harder, making it a 
regressive tax.

❯❯ The profits of drinks companies 
may fall, affecting government 
tax revenue.

❯❯ If businesses are affected, this 
may lead to the loss of jobs.

❯❯ In Mexico, a 10 per cent tax on 
soft drinks has raised more than 
US$2 billion since 2014. While 
sales initially dropped they  
have started to rise again.

£££
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SPENDING VS CUTS

Government spending can directly 
support the economy,  
such as expenditure on transport 
and communications. Scientific 
research is often funded by 
government, and spending on 
education helps to train workers. 
Some governments also subsidise 
and support key national industries.
However, many governments since 
the 2008 financial crash have tried 
to cut their spending to reduce 
their deficits (see pp.146–147). 
These decisions are controversial, 
as the long-term effects on the 
economy are still unknown.

Government  
spending 

Typical government 
spending 
How a government spends money 
depends on its political priorities,  
the size of the government relative 
to the economy, and its level of debt. 
For instance, Scandinavian countries 
famously prioritize high welfare 
spending. Government spending  
can also boost the economy. By 
raising spending on infrastructure, 
governments can help to sustain 
economic activity. Funding scientific 
research aids product invention, 
feeding into economic growth, while 
spending on education can provide 
the training to make a workforce 
more productive. 

Governments today spend a large part of what an economy 
produces, using money from taxes to prioritize their political 
commitments and potentially boost their country’s economy. 

Interest 

payments 5%

Health 22%

Transport 3
%

Def
en

ce
 6%

How it works
Modern governments usually  
pay for a range of services that 
might typically include education,  
healthcare, pensions, and welfare 
payments. The electorate may also 
expect them to invest in roads, 
airports, water, electricity and gas 
supply, and other infrastructure.

However, governments cannot 
simply spend whatever they want. 
Healthy tax revenues depend on a 
thriving national economy. Most 
governments attempt to prioritize 
their spending depending on their 
political commitments, setting an 
annual budget to allocate spending 
from taxes they expect to receive.

“Never spend  
your money
before you  
have it”
Thomas Jefferson, former US president
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The size of a government’s budget in 
relation to its economy, can vary. 
Typically, governments spend around 40 
per cent of GDP. The graph below shows 
some of the variation. In South Korea the 
government spends 30 per cent of GDP, 
while in Denmark it spends 58 per cent.

GOVERNMENT SPEND 
RELATIVE TO ITS ECONOMY

SOUTH KOREA 
30% 

AUSTRALIA
36% 

RUSSIA
39%

JAPAN
43%

GERMANY
45%

UK
45%

ITALY
51%

FRANCE
57%

DENMARK
58%

GREECE
61%

USA
20% 

SIZE OF GOVERNMENT SPENDING  
AS % OF TOTAL ECONOMY
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TRANSPORT

How it works
Governments usually take responsibility for providing 
the buildings public services use, and for building and 
maintaing essential national infrastructure such as 
railways, electricity and gas supplies, and roads. 

Sometimes, governments will also invest in building 
new housing or sponsor research. 

Spending on this is government investment, and 
appears as its “capital” spend in the national budget.
It is equivalent to spending by private companies and 

How governments 
provide for the future

Government investment and returns
Governments can invest in many different areas of  
economic activity. The returns, such as those below,  
can benefit the government, or wider society. 

Government spending can help to shape how an economy develops.  
By investing in productive activities, as well as day-to-day items, 
governments can help their economies to grow.

Returns to government
❯❯ Direct  Passenger fares

❯❯ Short-term  Tax on increased 
spending near stations 

❯❯ Long-term  A growth in 
businesses activity

❯❯ Indirect  Economic growth

Returns to government
❯❯ Direct  Cash from energy bills 

❯❯ Short-term  Lower energy 
costs for government

❯❯ Long-term  More investment 
in infrastructure by business 

❯❯ Indirect  Economic growth

Returns to government
❯❯ Direct  Cash from utility bills

❯❯ Short-term  Cheaper  
utility costs for government

❯❯ Longer-term  Health and 
environmental benefits 

❯❯ Indirect  Growth of cities
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GAS AND 
ELECTRICITY WATER, WASTE, 

AND

FLOODING
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CAPITAL SPENDING AND BORROWINGindividuals on things such as 
machinery and buildings, and in 
the same way the investment will 
produce a return over its lifetime. 
In some cases this return is paid 
directly (for instance in passenger 
fares) and sometimes it appears 
indirectly (for instance in the many 
economic benefits of a new road, 
helping businesses to trade and 
resulting in more tax revenues). 
Governments justify such spending 
by showing it will produce returns.

Returns to government
❯❯ Direct  Rent from tenants 

❯❯ Short-term  Cheaper rents 
leading to a more stable 
society with less homelessness

❯❯ Longer-term  Growing towns 

❯❯ Indirect  Economic growth

Returns to government
❯❯ Direct  None

❯❯ Short-term  Public opinion

❯❯ Longer-term  A more 
productive workforce; better 
social cohesion

❯❯ Indirect  Economic growth

Returns to government
❯❯ Direct Revenue from research

❯❯ Short-term  Tax revenues 

❯❯ Longer-term  New markets; 
investment in business

❯❯ Indirect  Faster economic 
growth
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SOCIAL HOUSING

SCIENCE AND   
INNOVATION 

SCHOOLS AND  
EDUCATION

To fund their capital spending, 
governments (just like businesses)  
will often borrow money. This means 
adding to their overall debt, and so 
governments concerned with cutting 
debts will often look first at ways of 
reducing capital spending. However, 
this means missing out on the returns 
of an investment so, in order to lower 
the costs, many governments have 
began to use private funding. This 

allows the private investors to share 
in the returns. In some cases this 
means full privatization, in which  
a government allows a private firm  
to build and run the investment 
outright. When this is not possible  
or desirable, private investment may 
take the form of a deal between 
government and private investors  
to split the costs, risks, and profits of 
building and running the investment.
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Cost-push inflation
There are several factors that can cause costs to rise. An increase in the price 
of raw materials, for instance, can have a knock-on effect, leading to a rise  
in prices throughout the economy. Increased energy and transport costs can 
also push prices up. Higher salaries and taxes are other examples of expenses 
that are ultimately passed on to customers in the form of rising prices. 

Inflation 

Cost of components increases
The rising price of oil increases  
the costs involved in making the 
components that are used to 
manufacture cars, raising the 
business’s production costs.

Cost of necessary materials increases
The availability of an essential commodity, 
oil, becomes limited, raising its price  
and the cost of transport, heating, and 
manufacture. This has an immediate  
and widespread impact on basic costs  
for businesses, particularly those that 
require the commodity for production, 
such as this car factory.

How it works 
Inflation is the year-on-year rise  
in general prices. This increase is 
usually measured by the cost of a 
basket of representative household 
goods. As more money is needed to 
buy the same goods and services, 
the value of money decreases, and 
day-to-day living becomes more 
expensive. There are various factors 
that influence inflation, but changes 
in the supply and demand of goods 

and services, and of money, have    
a major impact. There are two 
main types of inflation: “cost-push” 
and  “demand-pull”. Cost-push 
inflation is driven by businesses 
experiencing rising costs, which are 
then passed on to their customers. 
A business’s expenses might go  
up for a number of reasons, such 
as an increase in production costs 
or the need to raise the wages of 
employees. Demand-pull inflation 

comes about when a high demand 
for goods exceeds firms’ ability or 
willingness to provide them. Rather 
than increasing supply to match 
rising demand, businesses raise 
their prices instead. This alone 
would not cause demand-pull 
inflation, but if there is also an 
oversupply of money in the 
economy, then consumers will 
continue to pay elevated prices, 
raising them further.

The general increase of average prices in an economy, accompanied 
by a decrease in the purchasing power of money, is called inflation.  
This leads to a rise in the cost of living.

$

$
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Higher wages 
The employees demand  
better pay, as it appears  
that prices are rising. The  
company agrees and their 
overall costs increase. 

Price of product rises
Manufacturers respond 
to higher production 
costs by passing some 
of this on to customers.

Rate of inflation accelerates
If the price of goods and 
services increases across  
the economy, a higher rate  
of inflation results. 

$

$

CAUSES OF COST-PUSH INFLATION

❯❯ Costs of raw materials  Rises might be due to a scarcity 
resulting from a natural disaster, or an artificial limit 
imposed by a monopoly – for instance, the oil embargo 
in the 1970s, which tripled prices. 

❯❯ Labour costs  Strikes, low unemployment − meaning 
that firms need to pay more in order to attract skilled 
labour − strong unions, and staff expectation that 
general prices will rise can all result in firms raising 
wages and shifting the extra cost to customers. 

❯❯ Exchange rates  When a country’s currency drops 
against a trading partner, more money is required to 
purchase goods from abroad, which can cause inflation.

❯❯ Indirect taxes  A rise in VAT or other tax on a product 
might be passed on to the customer.

Cost-push inflation is driven by a rise in running costs  
for businesses. This can have a number of causes.

❯❯ Nominal values  Prices, wages, and other economic 
variables that are not adjusted in order to take account 
of inflation. 

❯❯ Real values  Figures adjusted for inflation and used 
when looking at economic variables over a period of 
time to determine whether increases are influenced  
by inflation or economic growth.

NEED TO KNOW

“Inflation is always and everywhere  
a monetary phenomenon”
Milton Friedman, US economist
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INFLATION

Demand-pull inflation
In an expanding economy, a phone company experiences a sudden increase in 
demand for their product. However, since the firm’s resources are already at full 
capacity, they cannot increase their supply. Instead, they raise their product’s price. 

Inflation and the velocity 
of money circulation
It is not just the supply of money  
that affects growth in an economy, 
but also the rate at which money 
changes hands. This is called the 
 “velocity” of money. It is a measure 
of how many times a unit of money 
has been used in transactions for 
goods and services over a period of 
time. For instance, if the same unit 
of money, such as $1, is spent three 
times in one year in three separate 
transactions, the velocity of money 
would be three. If the money supply 
increases rapidly, as well as the 
velocity of money, the supply of 
goods and services may not be  

able to keep pace with demand – 
there will be more money chasing 
fewer goods. This can happen if  
the economy expands too rapidly, 
perhaps due to a sudden increase 
in money supply as a result of 
monetary policy. Companies 
respond by raising their prices, 
kickstarting demand-pull inflation.

However, a higher money supply 
may not necessarily result in an 
increase in velocity. If confidence  
in the economy is low, banks may 
limit loans, while individuals and 
businesses may hoard rather than 
spend their money. If less money is 
pumping around an economy, then 
inflation reduces. 

Demand outstrips supply
Suppliers cannot increase 
output in the short term so 
consumer demand exceeds 
the number of products that 
can be supplied.

Demand rises
With more money available in the 
economy, there is a willingness to  
spend more money on products in 
general. This brand of mobile phone, a 
market leader, is particularly in demand.

Manufacture at maximum capacity 
The factory is already producing at  
full capacity, with full employment. 
Without investment to increase 
production, which takes time, the 
supplier is unable to produce more.

❯❯ Market power  A company’s 
capacity to raise a product’s price 
by manipulating levels of supply, 
demand, or both. Increased 
market power due to a strong 
brand may result in lower output. 

❯❯ Effective demand  This is an 
indication of what consumers are 
actually buying, dictated by their 
willingness to spend, available 
income, and need.

❯❯ Latent demand  This represents 
customers who have a desire to 
buy a product, rather than those  
making actual purchases. 

NEED TO KNOW
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Prices rise
With an increased money supply 
and high consumer confidence, 
customers seem willing to pay 
more for a limited supply of the  
product, so the company raises  
its price. How high a price may rise 
depends on consumer demand  
for the product; if of demand is 
inelastic – the item is something 
that customers need and cannot 
do without – the price point may 
be pushed higher. 

Rising rate of inflation 
If consumer spending 
increases generally  
across the economy,  
and businesses respond 
by raising prices, rather 
than output, then 
inflation will rise.

 2%
the US federal 
government’s 
target level of 
inflation

Effective demand
The rise in customer demand has an 
impact on the product’s price, as it is  
an “effective demand”: customers have 
the income to meet a higher price 
point and are willing to pay more for  
a product they perceive as valuable.

CAUSES OF DEMAND-PULL INFLATION

When an economy expands too rapidly, 
or unsustainably, an excess money 
supply can cause customer demand  
to overtake the supply of goods and 
services. A rise in spending is caused  
by several factors.  

❯❯ Monetary policy  A cut in interest 
rates, leading to a relaxation of loan 
restrictions, can increase the money  
supply, and result in more borrowing  
and spending. 

❯❯ Government spending  Increased 
investment and spending by the  
state can expand the money supply, 
resulting in more consumer activity.

❯❯ Lower tax  A decrease in direct or 
indirect taxes can increase income.

❯❯ Consumer confidence  If consumers 
and firms feel confident about the 
future, they may spend money they 
would otherwise have saved.

❯❯ Property prices  High house prices 
can cause home owners to feel more 
wealthy, increasing their willingness  
to spend and thus their demand for 
consumer goods.

❯❯ Rapid growth abroad  High export 
sales can increase the amount of 
money flowing into the country,  
with a knock-on effect on inflation.
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THE THREE PARTS OF A BOP ACCOUNT 

How it works
A country’s balance-of-payments account provides 
a record of all of its international credits and debits. 
Transactions that result in money flowing into a 
country will appear as a credit, while transactions 
moving money out of the country will appear as  
a debit. The BOP account has three parts: the 
current account, which measures goods and 
services; the capital account, which tracks  
the movement of capital and non-financial 
assets; and the financial account, which 
looks at investment. 

In theory, a country’s BOP should total 
zero, as each credit to the current account will 
correspond with a debit to the capital account,  
and vice versa. In reality, as a result of variations 
in accounting practices and regular exchange rate 
fluctuations, this rarely happens.

A balance of payments account  
is separated into three main 
accounts, each of which track 
different types of international 
transactions into and out of the 
country. The three main accounts 
are, in turn, divided into sub-
accounts, to chart specific areas  
of expenditure. 

Current account

❯❯ Raw materials and merchandise

❯❯ Services, such as business, 
tourism, or transportation

❯❯ Income, including from property 
and shares

❯❯ Unilateral or one-way transfers,  
such as foreign aid or gifts 

Capital account

❯❯ Capital transfers, such as money 
transfers or assets of migrants

❯❯ Non-produced, non-financial 
assets, such as natural resources 
and land

Financial account

❯❯ Assets held abroad, such as bonds, 
investment, and foreign currency

❯❯ Foreign-owned assets at home, 
including bonds, investment,  
and local currency

Balance of 
payments

A country’s balance of payments (BOP) is a record of its international 
transactions over a set period of time. This record tracks goods, 
services, and investment into, and out of, the country.

International flow
A country’s balance of payments  
includes transactions by individuals, 
businesses, and the government.  
Tracking these transactions helps the 
government determine how much 
money is coming into and leaving  
the country, and in which economic  
areas there is a deficit or surplus.  

COUNTRY 

COUNTRY’S BOP
CURRENT 
ACCOUNT

CAPITAL 
ACCOUNT

TOTAL: 0

FINANCIAL 
ACCOUNT

Credit Debit Debit

+€2bn –€1bn –€1bn
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REST OF  
THE WORLD

This account monitors 
international positions in 

local and foreign currency, 
bonds, and investment.

The sum of the “balance  
of payment” should equal 
zero, but this rarely turns  

out to be the case. 

€1bn - €2bn = €-1bn

Goods and 
services 

€1bn

Money transfers 
and land 

€2bn

Money out 
–€5bn

Money in 
€5bn

Zero

Currency and 
stocks
€1bn

€ €

Financial account

Balance of payment

Goods and 
services 

€3bn

Money transfers 
and land 

€1bn

€

Currency and 
stocks 
€2bn

This account is chiefly for 
recording the movement of 
money and non-financial, 

non-productive assets.

€1bn - €2bn = €-1bn

Capital account

The current account is 
mainly concerned with the 
international exchange of 

goods and services.

€

€3bn - €1bn = €2bn

Current account

€ €

EXPORT
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How it works
A country’s economic conditions 
change from day to day, which is 
why exchange rates also fluctuate 
continuously. These currency 
fluctuations are determined in 
foreign exchange markets around 
the globe when currencies are 
traded (a buyer selling one 
currency to buy another). 

Buyers base their trading 
decisions primarily on the 
performance of a country’s 
economy. They examine real- 
time data such as interest rates, 
and political and commercial 
events that will affect economic 
performance − such as elections, 
the crash of a financial institution, 

or news of increased investment 
in manufacturing facilities. Four 
key economic factors – GDP (gross 
domestic production), inflation, 
employment, and interest rates – 
indicate how well a country’s 
economy is performing, and 
determine its exchange rates.

Political stability is also crucial. 
If investors fear that a government 
is not capable of managing its  
country’s economy, they will lose 
confidence, sell their investments 
in that country, and exchange the 
local currency for other currencies. 
This in effect pushes down the 
value of the local currency by 
increasing the supply of it and 
reducing the demand for it.

International currency 
fluctuations

❯❯ Dovish  A cautious government 
monetary policy that encourages 
lower interest rates. 

❯❯ Hawkish  An aggressive 
government monetary policy  
that is likely to lead to higher 
interest rates.

❯❯ Capital flight  The movement    
of money invested in one 
country’s currency to another; 
usually caused by a drop in 
investor confidence.

NEED TO KNOW

Exchange rates fluctuate according to supply and demand.
If one country has a stronger, more stable economy than its 
trading partners, then its currency will be valued more highly. 

Weak currency
Several economic factors – 
either by themselves or 
combined – can trigger a fall in 
the value of a country’s currency.

%

Currency 
fluctuations 
The state of the economy in any 
country will dictate whether its 
currency will rise or fall against 
other currencies. Interest rates, 
inflation, productivity, and 
employment will all have a 
bearing on currency. Investor 
confidence also affects 
exchange rates – investors 
favour countries with a sound 
political regime, efficient 
infrastructure, educated 
workforce, and social stability.

$

CLOSED

$ $

LOW INTEREST RATES
Low rates encourage 
domestic growth, but 
do not attract investors 
to buy currency.

HIGH INFLATION
Inflation increases the cost 
of export goods, lowering 
demand for them and for 
the exporter’s currency.

FALLING GDP
Shrinking production 
indicates that demand for  
a country’s exports, and so 
for its currency, has fallen.

HIGH UNEMPLOYMENT
Rising unemployment 
may signal falling rates of 
production and a lack  
of competitiveness.

LOW CONFIDENCE
Nervous investors 
sell local currency 
and so depress the 
exchange rate. 
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Bank actions
When a country’s 
central bank expects  
the currency’s value to 
drop, it tries to shrink 
the money supply. 

Strong currency
Several economic factors can 
signal a booming economy, and 
boost demand for the country’s 
currency and increase its value.

INCREASING THE  
INTEREST RATE
Raising the interest rate 
attracts investors to buy 
the country’s currency as 
they will benefit from the 
higher rate of interest.

Bank

%
THE IMPORTANCE OF 
RESERVE  CURRENCY

Reserve currency is a recognised safe 
foreign currency held by a country’s 
central bank and financial institutions 
and used to make trade payments. 
Using the reserve currency avoids the 
need to change payments into local 
currency, minimizing the exchange-
rate risk for both countries. Many 
central banks set a reserve ratio –  
the percentage of deposits that the 
bank must hold. The US dollar is  
the currency most commonly held  
in reserves worldwide. 

$

$

VIP

 US$5.3
 trillion 
the typical  
value of foreign  
exchange trades  
made each day

$ $

HIGH INTEREST RATES
Higher rates attract  
foreign investors and 
increase the value of  
the currency.

STABLE INFLATION
Stable or falling 
inflation can help
to boost the value
of the local currency.

RISING GDP
High production rates 
demonstrate demand 
for a country’s products, 
and thus its currency.

LOW UNEMPLOYMENT
Employment is linked  
to GDP, indicating that  
a country’s products  
are in demand.

HIGH CONFIDENCE
Confidence in a 
nation’s economy can 
be enough to keep its 
currency buoyant. 

SELLING FOREIGN 
RESERVES
Selling foreign reserves 
and retaining domestic 
currency increases 
demand for the  
domestic currency.
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How it works
In most countries, it is the current 
working generation that is funding 
the pensions of those who have 
reached retirement age, as well as 
the pensions of those who are due 
to retire. This is the case in the  
UK, where National Insurance 
contributions from current workers 
go towards pensions for those who 

have retired. Governments need  
to ensure there is enough money
to go around, a task that is all the 
more challenging because in most 
developed countries the population 
is ageing, which means that fewer 
workers are funding the pensions 
of an increasing number of older 
people. Measuring how well 
pension funds are likely to 

Managing state 
pensions

Most governments use taxpayer money from current workers
to fund pensions for those who have retired. Some governments 
also invest taxpayer money to increase the overall pension fund.

¥

¥

¥

¥
¥

A
ss

et
s

CORE 
INVESTMENTS

GOVERNMENT 
BONDS

MONEY 
MARKET

EMPLOYEE 
CONTRIBUTIONS
can be increased  
to meet shortfall.

meet current and future liabilities is 
key to the successful management
of state pensions.

CURRENT WORKERS

Managing 
investments

In countries with state-owned investment 
funds, the government invests taxpayers’ 

contributions to increase the available 
money in the fund. Investment is usually in 
core assets, which are less risky but can still 

fluctuate. If stock markets rise, so do 
pension funds, and vice versa.

STOCKS 
AND 

SHARES

INFRASTRUCTURE ASSET INVESTMENTS

Managing contributions
In some countries, such as Chile and Japan, and at state level in the 
US, pension managers invest the funds collected from taxpayers 
with the aim of keeping the amount of available money sufficiently 
high to meet predicted demand. In other countries, any surplus in 
the pension fund (such as the National Insurance Fund in the UK) 
may be lent to the government, but in general it is simply used  
to pay for the pensions of people who have already retired.

¥

¥
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PENSIONERS

LIABILITIES
Payments to pensioners will 
appear as a liability on the 
government balance sheet. 
Demographics influence the 
amount of money needed  
to meet this liability. For 
example, if the population is 
projected to live longer in 
old age, the amount needed 
for future payments will rise. 

¥

¥

¥

¥

¥

¥ ¥

❯❯ Over-investment in equity 
(stocks and shares), which can 
promise high returns, poses a 
potential risk to any pension 
fund, and can be especially 
damaging to state pension 
funds. Japan discovered this 
after the nation’s Government 
Pension Investment Fund lost 
5.6 per cent of its value in the 
third quarter of 2015 due to 
stock market investments.

❯❯ Government priorities   
can influence the way pension 
contributions are invested. 
These are not always in the 
best interests of the pension 
pool or its future ability to 
make payments. In some 
countries, a percentage of 
pension contributions are lent 
to the government for other 
purposes, or invested in public 
projects such as housing. 

WARNING

Managing 
investments

In countries with state-owned investment 
funds, the government invests taxpayers’ 

contributions to increase the available 
money in the fund. Investment is usually in 
core assets, which are less risky but can still 

fluctuate. If stock markets rise, so do 
pension funds, and vice versa.

INFRASTRUCTURE ASSET INVESTMENTS

Measuring health
Sufficient money must come in to the pension 
fund to maintain or improve it. The fund’s 
performance can be assessed in two ways:  

❯❯ Funding level  The amount of money in a pension 
fund compared to the amount of pension that 
needs to be paid out. This can be expressed as a 
percentage or as a ratio (the assets divided by the 
liabilities). A funding level of 100%, or a ratio above 
1, means that there will be enough money in the 
pension fund to meet the payment obligations.      
A funding level below 100%, or a ratio below 1, 
means there is not enough. 

❯❯ Deficit  The difference between the liabilities and 
assets in a pension fund − i.e. the shortfall between 
the money coming in and the money due to be 
paid out. This is also known as unfunded liability.

¥

“A pension is nothing 
more than deferred 
compensation”
Elizabeth Warren, US politician
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Why governments 
fail financially

It is possible for a government to fail financially, and there are two main ways this 
can happen. The first is when it loses the ability to meet its obligations to repay  
its debt, potentially leading to a default. The second is when it fails to reassure  
the public that the value of its currency, or money itself, can still be trusted, 
potentially leading to hyperinflation. Fundamentally both causes are due to a  
loss of public trust. So, if a government cannot be trusted, it is more likely to fail.

DEBT DEBT

GOVERNMENT

THE REST OF THE ECONOMY

Loss of public trust 
and financial failure
When a government and the 
institutions of government  
lose trust through their own 
incompetence, corruption, or  
as a result of losing a war, there  
is a major crisis. To prevent  
this loss of trust from 
becoming disastrous 
a democracy may 
seek to remove  
its government.

Uncontrollable debt and default 
If a government has taken on excessive borrowing and 
cannot repay its creditors, it may cut spending and raise 
taxes, but if it cannot shift the burden, a default becomes 
inevitable. See pp.146–147

UNPAYABLE DEBTS
The government 
cannot pay its debts 
and higher interest 
payments are 
demanded by 
lenders who no 
longer trust it.

DEBT DEFAULT
The government 
cannot keep  
up with debt 
repayments.  
It has to default, 
failing to pay  
back those who  
loaned it money.

GOVERNMENT 
TRUST
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Why governments 
fail financially Gaining trust

Trust is critical to making money and governments work properly. It is 
also crucial for economic growth. If people do not believe a government’s 
financial promises, it may lose control of the economy. Trust is hard to 
win, and usually comes from political stability over a period of time.

Losing trust

Governments can lose trust in many different ways. A weak government 
might decide to issue more money to meet the demands made on it, 
instead of raising taxes. A government unable to repay its own debts, 
especially those owed to other countries, may decide that defaulting  
on the debt is easier than trying to levy taxes to pay. In both cases,  
trust in the government and its money will be undermined.

THE IMPORTANCE OF TRUST

LOSS OF TRUST
As money floods the economy,  

it becomes worth less and less until 
confidence in it collapses completely  

and hyperinflation sets in.

GOVERNMENT

Hyperinflation
When a currency’s value falls sharply, 
prices rise quickly and goods become 
scarce. A government may print more 
money to steady prices, but this may 
undermine trust. See pp.144–145

PRINTING MONEY
A weak government 
prints money instead 
of collecting taxes.
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 6 
countries have never 
defaulted on their 
debt: New Zealand, 
Australia, Canada, 
Thailand, Denmark, 
and the US
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How it works
Trust in the value of a currency is essential to maintain 
price stability in modern economies. Governments 
therefore seek to control money supply in order to 
prevent dramatic price fluctations that could erode 
trust. But when governments are weak or not trusted, 
these controls can break down. A weak government, 
for example, may be unwilling to raise taxes to pay for 

public spending, printing money to pay for it instead. 
Prices can thus rise very rapidly as citizens refuse to 
believe that money has any value, and so they demand 
more of it in any sale. Governments can subsequently 
feel pressured to issue more and more money in order 
to keep the economy moving. When this happens, 
hyperinflation sets in, and it can be very hard for 
governments to regain control.

How governments fail: 
hyperinflation

If public confidence in a country’s currency collapses, it can result in 
exceptionally high rates of inflation. These episodes of hyperinflation 
are comparatively rare, but always very serious.

1. Following the war, Germany’s 
new government is unstable. It  
prints money to pay for war debts, 
reparations, and public services.

2. The German government starts 
using the money it prints to purchase 
foreign currency, causing a collapse  
in the value of the German mark.

3. By 1922, Germany cannot pay its 
war reparations. France and Belgium 
occupy the Ruhr valley to enforce 
payment in goods instead of money.

4. German workers in the Ruhr  
go on strike. The government prints 
more money to pay their wages. 

5. As the economy collapses, the 
German government continues  
to print money.

6. Domestic prices in Germany 
explode as confidence in the 
currency evaporates. 

COLLAPSE IN TRUST
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Case study: Hyperinflation in Germany, 1921–24
Germany experienced an infamous period of hyperinflation after World War I.
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STOPPING HYPERINFLATION

7. Hyperinflation sets in and prices 
rise faster than people can spend their 
money. In 1922, a loaf of bread costs 
163 marks – by November 1923 this 
has risen to 200,000,000,000 marks.

8. A new government is formed in November 1923, with a new 
president of the German central bank. The central bank stops 
paying government debts with printed money. A new currency, 
the Rentenmark, is introduced, replacing the near-worthless paper 
Mark. The Rentenmark is backed by mortgages on land, while  
the new central bank president promises to fix its exchange rate 
against the dollar. These measures restore public confidence in  
the currency. Some of Germany’s war debts are written off and 
reparations reduced in 1924–25. The situation is stabilized.

HYPERINFLATION

NEW GOVERNMENT

163 MARKS

200,000,000,000 
MARKS

TIME1922 1923

P
R

IC
E

Credibility   

Because hyperinflation is based on expectations about the future, with 
people believing prices will carry on rising rapidly, it can also be halted 
rapidly (in theory). If the government can credibly commit to ending 
inflation (for example, by introducing a new currency with tight rules on 
issuing it), it can stop hyperinflation with limited costs. However, fulfilling 
that commitment can be challenging, particularly for weak governments.

Dictatorship   

One controversial argument is that as hyperinflation results from weak 
governments, ending hyperinflation requires a strong government – 
perhaps even one that ends democracy. The economist Thomas Sargent 
has made this argument for central Europe in the 1920s, where a series 
of hyperinflationary episodes were halted by authoritarian governments.

DM

10,000 MARKS

100,000 MARKS

R
M $

  460 septillion 
the number of Hungarian pengö  
to a single US$ at the height of 
hyperinflation in July 1946
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How it works
Ideally, government borrowing should remain stable. 
Sometimes, however, even a well-run government  
can be hit by an unexpected and costly event, such  
as a currency crisis or a sharp recession. When this 
happens, the government may find itself borrowing 
increasing amounts to try to keep up with interest 
payments that are due on its existing debt.

To alleviate this pressure, a government may raise 
taxes and cut public spending to bring in money.  
In practice, a government may have to reduce public 
services or pay its employees with IOUs in lieu of cash. 
If these measures fail, a government may eventually be 
forced to default on the debt and admit that it cannot 
pay. Governments that do this will find it very difficult 
to borrow in the future, because trust in the country’s 
economic stability will be low. However, countries that 
default on their debts do sometimes recover very 
rapidly afterwards.

Those lending money to countries will charge more if 
they think the risk of a default is high, to compensate for 
that risk. The danger for any country with large amounts 
of debt is that a debt spiral can become a self-fulfilling 
prophecy. As lenders lose confidence and demand more 
in interest payments, the debt becomes more difficult to 
control, and default is more likely.

How governments fail: 
debt default

Argentina 1998−2001
The debt spiral in which Argentina 
found itself from 1998 until 2001 
resulted in what was the largest default 
in history at that time (it has since been 
dwarfed by the 2012 “restructuring” of 
Greece’s debt). Argentina owed a large 
amount of money, and was borrowing 
more from other countries and the 
International Monetary Fund (IMF),  
until a recession prevented it from 
repaying its debts fully and  
the country defaulted.

A government can find its debts spiralling out of control, if interest 
payments rise faster than it can raise taxes. Once this happens, the 
government is on the path to default.

DEBT

Borrowing 
increases

DEBT GROWS

1. Following a period 
of hyperinflation during 
the 1990s, Argentina 
attempts to implement 
IMF rules. It finds itself 
having to borrow 
substantially from 
official institutions
such as the IMF, and 
from other countries 
such as the US.

5. Argentina’s national 
government implements 
austerity measures in an 
attempt to cut costs.

6. The economic 
downturn in the 
country worsens.

IMF World 
Bank US
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Borrowing 
increases

DEBT 
GROWS

Borrowing 
increases

DEBT GROWS

7. Argentina’s 
repayments are 
still too small to 
control rising 
levels of debt.

3. Its repayments 
fail to bring the debt 
under control.

4. The countries it has 
borrowed from lose 
faith in Argentina’s 
ability to pay. 

2. Argentina 
borrows heavily 
from elsewhere  
in the world.

$

$

$
$ $

$

DEBT

8. Argentina fails 
to meet conditions  
set out by the IMF  
on deficit targets.9. The IMF 

withdraws its 
economic support. 

11. The value  
of the peso 
plummets.

13. A run on the 
banks leads to the 
government 
freezing deposits.

10. Argentina 
cannot repay its 
US$120 billion 
debt, and defaults.

12. Argentinian 
unemployment 
reaches 20%. 

14. Civil unrest 
and rioting break 
out. 

Argentina 
defaults

15. A period of 
political instability  
sets in.

16. Agreements
on repayments  
in 2002 help 
promote a boom.Argentina enters
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€107 billion amount of Greek debt 
written off in 2012 
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Assess situation
Investors calculate the value of assets 
such as cash, stocks, bonds, property,  
and retirement funds. Then subtract 
liabilities – loans, credit card debts, 
and mortgage. See pp.152−153

Set financial goals  
Savers have to set a realistic age  
at which to retire. To do this they 
assess how much income they will 
need to maintain a good standard 
of living in retirement. 

Increase savings from income  
By converting a portion of income 
into savings, and ensuring their 
investments perform efficiently, 
savers stand a better chance of 
reaching their financial goals.  
See pp.154−155

Worth, wealth, 
and income

Wealth is a measure of the value of the assets owned by an individual, group, or 
country. An individual’s net worth is the value of any assets owned, minus any 
debt owed or personal liabilities. Income is earned through working and can  
also be gained from assets owned. Being aware of their net position can make it 
much easier for individuals to set financial goals, establish effective investment 
strategies, and achieve financial independence on or before retirement.

Planning for financial independence 
To gain financial independence a person must have sufficient money 
to be able to pay their living expenses without work, for example  
after retirement. This can be achieved by saving and investing well  
to accumulate sufficient wealth to live on, or by generating a passive 
income that will continue paying out during retirement. 

STOCKS
INCOME

LOANS

START
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DEBT

DEBT

Financial independence  
Effective investment over a lifetime 
builds up wealth or passive income. 
If it is successful, an individual can 
maintain a good standard of living 
without the need to work.

Manage debt  
Wise savers pay off loans and 
credit cards as quickly as possible 
and look for cheaper interest 
rates that can bring down the cost 
of borrowing and help reduce 
mortgage debt more quickly.  
See pp.156−157

Use investment pay-outs  
When investments produce additional 
income, individuals can use the funds to 
reduce any debt, as well as reinvesting 
to build up their assets. See pp.160−161

Financial 
independence

Worth, wealth, 
and income

PROS AND CONS OF A FINANCIAL ADVISER

Pros

A financial adviser assesses their 
client’s circumstances and identifies 
mortgage, pension, and investment 
products that best meet their 
financial goals. This is useful for 
people who do not have time to 
research markets. When a client feels 
an adviser has given them poor advice 
or potentially mis-sold a product, it 
is possible to take legal action.  

Cons

Financial advisers have a limited role 
and do not advise on day-to-day 
money issues, such as finding the 
best savings rates or reducing 
household expenses, but this 
information can easily be found in 
newspapers or online. Financial 
advice can also be expensive – 
advisers will typically charge about 
one per cent of any assets managed.
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 52%
of pre-retirees  
in the US use a 
financial adviser
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Assets

Easily accessible sources of cash

❯❯ Cash in hand

❯❯ Cash held in current account

❯❯ Cash value of life insurance

❯❯ Money market funds

❯❯ Certificates of deposit

❯❯ Short-term investments

Liquid assets

Net worth statement
Individuals can calculate their net worth at any given time 
by subtracting their debts from their assets. They can then 
compare figures over months or years to track any changes. ASSETS − DEBT = NET  WORTH

Debts

Convertible to cash in  
the near or long term

❯❯ Term deposits held at the bank

❯❯ Securities, stocks, shares, or bonds

❯❯ Investment real estate

❯❯ Endowment policies

❯❯ Retirement funds

Investment assets

Payable within the next 12 months

❯❯ Credit card interest and capital 
repayments 

❯❯ Repayments on a personal or student loan 

❯❯ Current monthly household bills – for 
example for utilities, communications,  
and insurance

❯❯ Unpaid personal income tax for the year

Short-term liabilities

Payable over more than 12 months

❯❯ Mortgage or rental payments

❯❯ Child support or alimony if separated  
or divorced

❯❯ A child’s education through to university

❯❯ Payments to a pension fund

❯❯ A hire-purchase contract or lease for a car

Long-term liabilities

Calculating and  
analysing net worth 

A person’s wealth – or net worth – can be calculated by adding  
up all of the assets they own and subtracting from this total the 
amount of any debt that they owe.

$
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Can be sold for cash  
but may take time

❯❯ A home, which can be sold if downsizing 

❯❯ Additional property such as a holiday home

❯❯ Art, jewellery, and other valuables

❯❯ Furniture, especially collectable pieces

❯❯ Vehicles (although they lose value quickly)

Personal assets

May be owed in the future

❯❯ Taxes such as capital gains

❯❯ A car or other loan guarantees for children 
who may not be able to keep up with 
repayments 

❯❯ Damage claims such as lawsuits

❯❯ Solicitor fees for personal legal disputes

Contingent liabilities

Net worth

This figure – assets 
minus debt – can be 
used by anyone to 
assess an individual’s 
wealth at any point  

in time.

❯❯ If the figure is negative, 
then their debts are 
greater than assets and 
financial health is poor. 

❯❯ If the figure is positive, 
their assets are greater 
than the value of their 
debts and their financial 
health is good. 

❯❯ Financial advisers 
suggest that their clients  
calculate their net worth 
once a year.

How it works
The net worth figure tells financial institutions a lot 
about an individual’s financial status. Over time, a 
person’s net worth can fluctuate – for example, their 
total assets will grow if bank deposits earn interest,
and their level of debt will increase if they take out a 

new mortgage. If a person’s net worth increases,  
it means they are enjoying good financial health;  
if it decreases, the opposite is true. 

Net worth is a more relevant indicator of financial 
health than income or wealth because it takes into 
account any debt that is owed. 

❯❯ High net worth   
individual (HNWI)   
A person with liquid 
assets that are worth over 
US$1 million.  

❯❯ Very high net worth 
individual (VHNWI)   
An individual with liquid 
assets that are worth at 
least US$5 million.

NEED TO KNOW

LIQUIDITY AND NET WORTH

Although net worth is a useful measure of current 
wealth, liquidity tells savers and investors how much 
cash they could access in an emergency. It is always 
worth keeping a proportion of investments in a form 
that can be easily converted into cash.

?

 US$30 million
liquid asset value of ultra-high net worth individuals
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Income and wealth
 Two of the key concepts of personal finance, income and wealth, 
represent different states of an individual’s finances. Income is  
moving and often unstable, while wealth is mainly static and stable. 

Income
Income is money that flows into a household.  
It is used to pay for housing, bills, food, and  
other essential needs as well as non-essentials  
 such as holidays. 

Turning income  
into wealth
Unless they inherit a large sum of 
money, or win it in a lottery, most 
people need to rely on creating 
wealth through savings. The method 
is simple but requires patience and 
discipline. The amount of money 
going out each week or month 
(outgoings) must be kept lower  
than the amount coming in (income) 
over the same period, and the 
difference should be saved or 
invested as soon as possible.  

Earnings
Income includes any benefits or 
tax allowances as well as returns 
on investments.

Costs
Household expenditure can be 
regulated via a budget, which will 
help pinpoint where savings can 
be made.

OUTGOINGSINCOME (AFTER TAX)

FOOD HOUSING

TRANSPORT CLOTHES

SALARY

SHARE DIVIDENDS

RENTAL INCOME

INTEREST 

€

€
€
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How it works
Wealth is the value of a person’s assets, savings, and 
investments, while income is the money received 
regularly in return for work, from investments, or as a 

benefit or pension. Recognising the difference between 
the two concepts is key to both building and protecting 
wealth. Income that is closely managed and carefully 
invested can create wealth over time.  

Wealth
Wealth is the value of assets already owned  
by a household or an individual. It might take  
the form of savings alone, or it can be amassed 
from savings, investments, and inheritance.  
Indivuals rarely use wealth for day-to-day expenses 
unless income has stopped.

Debts
Debt should be paid off as 
quickly as possible unless  
there are advantages in 
spreading repayments.

Savings
The money left after costs  
and debt commitments are 
met is savings. This could be 
invested into assets.

WEALTHOUTGOINGS

Assets
The most useful investments 
generate income in addition 
to increasing in value. 

CREDIT CARD PROPERTY SHARESLOANS

MORTGAGE ARTEDUCATION JEWELLERY

 

INVESTED 
INTO

€

€
€

€€
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How it works
There is no easy way to determine how much wealth  
is sufficient for retirement. It depends on the individual. 
High earners tend to have higher lifestyle expectations 
than those on lower incomes. They must therefore save 
more, and invest more, to generate the wealth they 
need to maintain their lifestyle during retirement.  

The danger for this group is that high wages can lead 
to a false sense of affluence, resulting in big spending 
on lifestyle but little set aside in savings.

In order to start building wealth, individuals should 
save a proportion of their after-tax income regularly. 
Many financial advisers recommend setting a goal to 
save one-third of regular income. 

Converting income 
into wealth

When a high income  
fails to produce wealth
Even an individual earning a high salary is not guaranteed a secure 
retirement if they have poor saving habits. Setting aside a third of 
after-tax income might seem impossible, but even saving 10 per 
cent can create a decent stockpile of cash for investment over time.

High earnings alone do not guarantee wealth. Keeping outgoings 
lower than income, accruing savings, and investing them wisely
are key to long-term financial security.  

High-income 
earners

Two senior managers  
at the same company 
earn identical salaries. 

However, they use their 
money differently, with 

contrasting results.

Earner B invests in a retirement fund and 
shares, and saves in a high-interest account.

High-income earner A is accustomed  
to spending money on goods with  

little long-term value.

A
A

B

B

Spending levels

of the richest Americans 
claim to be self-made70%

$

$

$
$

$
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A PERSONAL BUDGET

There are many ways in which household spending can be curtailed in the pursuit of 
wealth – even the smallest changes can be significant when continued year after year,  
as any reduction in spending can be invested in savings. Setting and sticking to a 
budget will help meet savings goals. Other savings strategies include: 

❯❯ Setting financial goals, such  
as buying a house or funding  
a masters’ degree.

❯❯ Drawing up a spending plan for 
expenditures such as housing, food, 
transport, and debt repayments.

❯❯ Monitoring budgets weekly or 
monthly to keep track of spending.

❯❯ Deciding on a percentage  
of income to save each month,  
and setting up a direct debit for  
that amount to go straight into a 
savings account.

❯❯ Finding cheaper accommodation, 
or refinancing a mortgage to get a 
cheaper rate.

❯❯ Comparing insurance rates and 
switching to a cheaper insurer; 
reviewing deals from different energy 
suppliers to cut utility bills.

❯❯ Shopping with a list to eliminate 
impulse buys, and buying in bulk in 
order to take advantage of cheaper 
prices or sales.

$  IN $  OUT

B enjoys comfortable  
retirement years.

On retirement, A sees a dramatic drop in  
her income. Having no wealth to rely on,  

she spends her retirement in poverty.

Because her income is high, A doesn’t feel 
the need to save for retirement.

Because credit is easily available to high  
earners, A gets deep into debt.

B uses some of her savings  
to invest in a house.

B ensures that her outgoings are always  
lower than her income.

A

B

A

A

B B

Attitude to debt Investment Retirement

$ $
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How it works
Wealth can be amassed in various ways, almost all of 
which rely on income. Inheriting money, property, or 
other assets is the fast track to wealth, but for anyone 
who can not rely on a large inheritance, savings and 
investments are the two principal strategies. Income 
can be earned in two main ways. The most common 
route is via active or earned income, such as wages, 
which usually involve a degree of exertion to generate. 

Earning sufficient income to ensure regular savings and investments 
is the basis of building wealth. The more sources of income the better, 
especially if some of those sources are passive, or unearned. 

Generating income

Passive income includes rent from property and 
portfolio income, such as dividends from stocks and 
shares or interest from bonds. Regardless of the source 
of income, if an individual’s earnings are not high 
enough to cover expenses and still have some left over, 
it becomes almost impossible to build wealth. With 
this in mind, the goal of building wealth must be 
underpinned by a strategy for generating enough 
income to allow saving. 

Earning  
active income

Money is received in  
exchange for work. Services  

are performed for an employer, 
client, or customer in return  
for financial reward in the  
form of salaries or wages,  

tips, commissions, or other 
forms of income.
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EARNING PASSIVE INCOME

Savings accounts 
can offer high returns, 
but it is important to 
know how easy it is  
to access money.

Blogging on a  
popular subject  
can be monetized  
in various ways.

Royalty payments  
can be negotiated for 
photography, writing,  
or other creative work.

Rent from a house  
or spare room  
can provide individuals 
with a regular source
of funds.

Online market places, 
car boot sales, and 
auctions can raise  
funds through selling 
unwanted items. 

Focus and market 
research groups  
pay individuals to  
trial new products.  

❯❯ Portfolio income  Money earned 
from interest, dividends, or capital 
gains. This is recognized as a 
separate type of income by tax 
authorities in some countries, such 
as the US.

❯❯ Capital gain  The profit earned 
from the sale of an asset, such as  
a house or art, which has gone up  
in value since it was first bought.

❯❯ Unearned income  Passive income 
from investments, pension funds, 
alimony, interest, or rental property.

NEED TO KNOW

Earning 
passive 
income
Money is received 
in exchange for little 
ongoing effort. It is 
earned from investments, 
which require some work
to set up but then need less 
attention. The term can also be 
used to refer to money-making 
activities outside employment.

$

£
£

£
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Generating wealth
The billionaires who appear on annual lists of the world’s wealthiest 
individuals may have built their empires in different ways, but almost 
all started with at least a little bit of cash to invest. 

Building wealth
Most people begin by earning an income and saving a portion  
of it to build wealth, ensuring they have financial security in  
the future. Generating enough money for business ventures or 
investments goes hand in hand with creating wealth. Making  
small changes in lifestyle can limit spending and increase 
savings so that even people on the lowest incomes can 
take their first steps on the road to affluence. 

1. Earning income
Converting income to wealth  
is crucial. Working to earn  
an income, whether actively, 
passively, or a combination  
of the two, brings essential 
money into the household  
on a regular basis.

2. Storing and saving
A strict household budget  
will reduce outgoings, which  
can then be reinvested.

❯❯ Active earnings  Saving can 
maximize money received  
and workers can relocate for  
a potentially higher income.

❯❯ Passive income  Income can be 
boosted with investments, and  
by buying and selling possessions.

❯❯ Tracking spending  Monitoring 
money going out will highlight 
where costs can be cut.

❯❯ Budgeting  Sticking to a plan 
makes it easier for individuals to 
see the path to personal wealth.

❯❯ Building credit  High savings and 
low debt ensure a better credit 
rating, allowing options for future 
investment borrowing.
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How it works
Building wealth requires discipline and a long-term 
strategy for optimum results. For most people wealth  
is amassed over time using funds saved from income, 

which are then invested to make even more money. It 
is a good idea to spread investments over a variety of 
financial instruments and, if a person is not confident 
initially, it is worth seeking professional guidance.  

 “If you would  
be wealthy,  
think of saving 
as well as getting”
Benjamin Franklin, US polymath

£

The aim of investing is to make 
money. There are various options 
to suit different lifestyles.

Traditional investment  
Asset values fluctuate  
with economic changes,  
so many investors watch 
events closely to try to  
time their investments.

Property  Residential 
property can provide 
capital growth or a steady 
rental income. Holiday 
homes generate less capital 
growth, but a potentially 
high income.

Business  Ideas require 
little to no investment and 
there can be long-term 
potential. Investing in a 
start-up can result in big 
gains, but many fail so it 
can be risky.

DIFFERENT ROUTES 
TO BUILDING WEALTH

3. Investing wisely
Investing is a balancing act – the 
nearer a person is to retirement 
the less risk they can afford. 

4. Maintaining and  
managing wealth
Investors frequently reevaluate 
their portfolios to ensure they 
perform efficiently. 

❯❯ Factoring in retirement age  
Starting early gives savers 
greater flexibility.

❯❯ Considering options  Cash 
savings, shares, property, and 
pensions offer differing returns. 

❯❯ Assessing the risk factors  It is 
important to balance the yield 
versus risk of each option.

❯❯ Monitoring investments  
Moving funds may mean  
better returns and lower fees.

❯❯ Timing decisions  Global 
political and economic events 
affect when to sell or reinvest.  

❯❯ Making a will  A tax-efficient  
will ensures that wealth can be 
passed on. 
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Investments  
for income

The main aim of personal finance planning is to ensure that there is enough money 
to buy a larger house if an individual’s family grows, to provide for children’s 
education, and ultimately to have a healthy income in retirement. To achieve this 
individuals should invest in assets that will generate a stream of cash in the future. 
Many investors use a management service to look after their money in return for a 
percentage of the returns; others prefer to research and invest directly on their own. 

Returns vs risk
Investments can be used to 
build wealth over time, but 
they can also provide an 
income. Investments that 
promise high income are 
often high-risk, whereas 
safer options, such as putting 
surplus money into a savings 
account, usually provide a 
lower level of income. One 
common strategy is to create 
an investment portfolio that 
is spread across a variety of 
assets with differing risk 
levels, such as shares, 
property, and bonds.

Higher risk

Medium risk

Lower risk
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PERSONAL FINANCE
Investments for income

“ Risk comes  
from not 
knowing what 
you’re doing.”
Warren Buffet, US billionaire investor

This is an investment strategy that 
changes the ratio of different assets 
according to an individual’s age.  
Moving money from higher-risk to 
lower-risk investments can be preset  
to happen automatically. For example, 
when young an investor may put 100 
per cent of assets into high-risk 
investments such as futures. But more 
and more of their funds will transfer  
into safer, less risky investments such as 
government bonds as retirement nears. 

LIFESTYLING

❯❯ Ordinary See pp.182−183

❯❯ Preference See pp.164−165

❯❯ Options See pp.52−53

❯❯ Futures See pp.52−53

❯❯ Units in managed  
share funds See pp.168–169

Shares 
Higher risk, potential for higher income

Property 
Medium risk, potential for steady income

Interest-paying 
Lower risk, potential for some income

❯❯ Savings accounts  
See pp.166–167

❯❯ Term deposits  
See right

❯❯ Debentures See right

❯❯ Bonds See pp.166–167

¥

¥

¥

¥

AGE (YEARS)

R
IS

K
❯❯ Term deposits  A cash investment 
held at a bank or financial 
institution for a fixed term, usually 
between a month and a few years. 
Traditionally offer slightly higher 
interest rates than ordinary 
savings accounts.

❯❯ Debentures A long-term security 
issued by a company, yielding a 
fixed rate of interest. In the UK, 
debentures are secured against 
company assets; in the US they 
are unsecured.

NEED TO KNOW

❯❯ Rent from residential, 
commercial, industrial 
See pp.170–171

❯❯ Profit from buying  
and selling  
See pp.176–179
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How it works
Investors buy shares for two main 
reasons. The first is in anticipation 
of the share price going up in value, 
meaning that it can be sold for 
profit. The second is to earn an 
income from dividend payouts.
For investors who rely on dividend 
income, it is important to choose 

shares in companies that prioritize 
generous dividend payments for 
shareholders, and to consider the 
type of shares bought, since not  
all shares guarantee a dividend. 
Investors may choose preference 
shares (see opposite) or rely on  
their research judgment to pick 
dividend-producing shares.

Dividends from shares

What makes a company  
likely to pay dividends?
Investors can use several measures to  
work out which shares will provide the 
safest bet, with likely regular income now 
and in the future. Generally speaking, 
they will look for companies in good 
financial health with a history of steady 
dividend payouts over several years.

A dividend is a regular payment made to a company shareholder that 
is usually based on the amount of profit the company has made that 
year. Dividends provide a reliable stream of income for many investors. 

INVESTOR

 3%
plus − the average 
dividend yield  
of the FTSE 100

Company A
❯❯ A history of paying 
decent cash dividends 
with no dramatic rises 
or falls in payout.

❯❯ Healthy cash reserves 
to fall back on.

£ £ £ £ £ £ £

£ £ £ £ £ £ £

£ £ £ £ £ £ £

£ £ £ £ £ £ £

£ £ £ £ £ £ £

Generous dividends likely

❯❯ The amount of the company’s 
income that it pays as a dividend 
(dividend payout ratio) is steady.

❯❯ The company’s dividend 
payouts have grown by more 
than 5% year on year.

❯❯ The dividend yield − the 
dividend price divided by the 
share price − is above 2%.

❯❯ The company has a comfortable 
profit barrier (enough to pay 
dividends without borrowing).

❯❯ The company’s additional 
profit is sufficient to preserve its 
current dividend level.

164-165_Dividends_from_Shares.indd   164 13/10/2016   15:37



165164

Can a company 
afford the dividends 
it promises?
By comparing a company’s profit with 
the amount it pays in dividends over 
several years, investors can judge if 
that company is a good long-term bet 
for providing a future income stream. 
Older, larger, and more established 
companies with steady earnings
tend to pay healthy dividends, 
although their share value may  
not rise by much.
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EARNINGS VS DIVIDENDS PER 
SHARE, FTSE 100 COMPANIES

YEAR

Dividend

❯❯ Preference share   
Share that entitles         
the holder to a fixed 
dividend that is 
prioritized over ordinary 
share dividends.

❯❯ Dividend cover         
How many times over  
the dividend could be 
paid out of the 
company’s profit.

NEED TO KNOW

Company B
❯❯ Much-hyped float on 
the stock exchange.

❯❯ Offers high dividends 
but value soon falls.

£

£

£

£ £

Poor dividends likely

£ £

£ £ £

£ £ £

❯❯ The company reduces the 
dividend – a signal of rocky 
financial times ahead.

❯❯ There is a fall in profits and the 
company must borrow in order 
to cover its dividend payouts. 

❯❯ The share value falls, meaning 
the initially high yield offered on 
dividends is short-lived. 
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Earning income  
from savings

Putting money into savings accounts and fixed-term deposits is low risk, 
making them safer options for wary investors. But investors also need 
to consider if their money is likely to “earn” enough income to live on.

Which savings or deposit account?
All investment products offer a trade-off between risk and return, and savings 
or deposit accounts are no exception. As a rule, such investments carry the 
least risk, but the downside is that they may not provide a very good return, 
which might be outpaced by inflation, and those savings-based products with 
the best return also tend to be the most risky. 

❯❯ Low return,  
low risk 

❯❯ No minimum 
investment  

❯❯ Cash can be 
withdrawn  
on demand

❯❯ Low to medium 
return, low risk

❯❯ May require 
minimum deposit  

❯❯ Cash withdrawals 
must be arranged 
in advance 

❯❯ Low to medium 
return, low risk 

❯❯ Higher interest 
rates, but with 
restrictions

❯❯ Significant deposit 
needed to earn 
decent income

❯❯ Low to medium 
return, low risk

❯❯ Fixed interest rates

❯❯ Cash not instantly 
accessible as held 
for fixed term 
(from one month 
to five years) 

Ta
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Tax

Inf ation
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Inf ation

INSTANT ACCESS 
SAVINGS ACCOUNTS

NOTICE SAVINGS 
ACCOUNTS

MINIMUM MONTHLY 
DEPOSIT ACCOUNTS

CERTIFICATES  
OF DEPOSIT
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x
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How it works
Savings accounts and fixed-term deposits traditionally 
provide a guaranteed return with little of the risk 
associated with more volatile investment products 
such as shares or managed funds. However, when 
interest rates are low, it can be hard to find a savings 
or deposit product that offers high enough returns to 

the gross saving rate of EU 
households in the last 10 years          

❯❯ Medium to high 
return

❯❯ High risk, but 
some banks  
insure deposits

❯❯ High interest but 
high deposit and 
often limited term

❯❯ Medium to high 
return

❯❯ Advantage of tax 
saved, which 
means earnings  
not depleted

❯❯ Medium to high 
return

❯❯ Can be high risk, 
but some banks 
insure deposits

❯❯ High interest rates; 
some funds 
reinvest interest

❯❯ Medium to high 
return

❯❯ Medium risk, but 
strong potential 
for gains

❯❯ Provides capital 
and interest 
payments

provide a decent income. Many investors use 
fluctuating interest rates to their advantage, 
continually monitoring the latest offers to ensure  
their money is always earning the maximum  
interest possible. With a substantial deposit,  
even small changes in the interest rate can  
make a significant difference to earnings.
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Inf ation

11%

MONEY MARKET 
DEPOSITS

TAX-FREE  
DEPOSITS

FIXED-RATE  
BONDS

 PEER-TO-PEER 
LENDING
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How it works
When an investor puts money into a managed fund,  
their cash is pooled with money from other investors. 
An investment fund manager then invests the total 
amount in the fund in shares or other assets, such as 
bonds or property loans. As the funds earn interest, 
the interest money is paid out to the different investors 
relative to their original investment. 

Investing in  
managed funds

Investors in managed funds do not have direct control over  
what happens to their money. Instead they rely on an  
investment manager to invest on their behalf. 

Investors can choose from either a single asset fund or 
a multi-sector fund, in which their money is invested 
across different assets. This has an advantage as poor 
performance by one asset will be balanced out by high 
returns from another (see pp.188–189). Funds may be 
actively or passively managed. An actively managed 
fund tries to outperform the market, while a passive 
one aims to perform in line with the market at low cost.

The process
Investors who decide to invest in a managed fund  
need to make a series of decisions to ensure their 
investment is as profitable and safe as possible. 

Choosing a fund

Types of managed fund

Active  
The fund  
manager  
proactively  
buys and  
sells to outperform  
the market.

Passive  
Assets  
perform  
according  
to a particular  
benchmark such  
as Standard & Poor’s 500.

Single asset  
All the money  
is invested in  
one type of  
asset such as  
bonds or shares.

Multi-sector  
Investments  
are spread  
across different  
asset types.

Listed  
Investments  
are in funds  
that are listed  
and tradeable on  
the stock market.

Unlisted  
Funds  
can be  
bought and  
sold only through  
a share manager.

Risk  Investors must decide how much  
of their investment they are prepared  
to risk losing. 

Time frame  The period of time over 
which the investment is made will 
affect the terms of the investment.

Product disclosure  Before investing, 
investors research details of fees and 
penalties, insurance against loss, and 
performance guarantees.

Long-term performance  Investors 
research the market to identify funds 
that consistently perform well.

1

2
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Buying a fund

Managing a fundRegistration  Fund 
managers should 
be listed with the 
securities regulator.

Diversification  
By investing in 
different funds,  
potential risk can 
be reduced.

Direct 
investment    
Funds can be 
bought and sold 
via online brokers.

Fees  Investors 
work hard to keep 
fees down, higher 
fees can mean 
lower returns. 

Expert advice  
Advisors can 
suggest how  
much to spend and 
which units to buy. 

Withdrawal 
rights  There may 
be penalties for 
selling units in a 
fund early.

Regular performance 
reports  Figures received 
every month or quarter give 
updates on profits or losses.

Warning signs  These might 
include the promise of high 
returns with little or no risk 
and should be investigated. 

Statements  Brokerage 
receipts, annual summaries, 
and other statements 
should all be filed.

❯❯ FTSE 100  Top 100 UK 
companies.

❯❯ FTSE All-share  All 
companies on London 
stock exchange. 

❯❯ Dow Jones  Top 30  
US companies.

❯❯ Standard & Poor’s 500 
Top 500 US companies.

❯❯ Wilshire 5000  Total  
US stocks. 

❯❯ MSCI EAFE  Equity 
markets in 21 European 
and Pacific countries.

Indices to know

Generally, the more volatile the asset, the better the return. Spreading 
investments helps achieve high returns while minimizing risk.

RISK AND REWARD OF MANAGED FUND SECTORS

SHARES

LISTED PROPERTY

FIXED INTEREST

CASH

V
O

LA
TI

LI
T

Y

RETURNS

❯❯ Market index  A statistical 
measurement reflecting the 
performance of stocks, shares, 
and bonds in a single market.

❯❯ Index arbitrage  An investment 
strategy of profiting from the 
price difference in buying and 
selling futures in the same stock 
index. See pp. 64–65.

❯❯ Index fund  An investment fund 
consisting of stocks in one 
particular market index, such as 
Standard & Poor’s 500 (see below).

NEED TO KNOW

£

?
£ £

£ £
£ £

£

£

£
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Rental income  
from property

Potentially one of the most lucrative investments for generating 
income, property can also be risky because, unlike financial products 
such as bonds, it also generates expenses, and requires maintenance.

An investor buys a house and becomes a landlord in 
an industrial town with a high population of seasonal 
workers. Demand for short-term rentals is strong. 

An investor buys a house and becomes a landlord in     
a booming city. House prices are high, but people are 
only renting in the short term before they buy.

High rental yield

Low rental yield

£1,200 expenses

In the first year, the investor-landlord has to repair 
the heating system, on top of meeting insurance costs 
and mortgage interest payments.

The investor-landlord has to pay for repainting. 
Their interest payments are high because the deposit 
amount was minimal and the loan amount is large.

Landlord expensesRental income

SOLD
£200,000

SOLD
£500,000

£

£

£2,000 expenses

£14,400
RENT

£17,000
RENT
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How it works
Buying property to let has become a popular choice
for investment in many parts of the world thanks to 
low interest rates on mortgages and comparatively 
high rents. However, landlords need to spend money 
on a regular basis on mortgage interest, insurance, 
agency fees, maintenance, and repairs, and may also 

need to spend time managing the property. There is 
also the risk that the landlord can lose out financially  
if their property remains empty for a long time, or if 
tenants default on their rental payments or cause any 
damage to the property. Landlords usually base the 
success of their investment on the value of the regular 
rental yield it produces.

After deducting expenses, the rental income 
as a percentage of the property cost – the yield – 
is high compared with the national average.

After deducting expenses, the rental income  
as a percentage of the property cost – the yield – is 
relatively low compared with the national average.

Low rental yields  
can indicate:

❯❯ Rents are steady and property 
prices have risen – for example, 
when low interest rates fuel a 
property bubble, driving up the 
cost of houses relative to rent 
and income.

❯❯ Rental demand has fallen,  
so that rents have risen more  
slowly than property prices –  
for example, in a city with low 
unemployment when interest 
rates are low, encouraging 
renters to buy.

£1,200 expenses High rental yields  
can indicate:

❯❯ The presence of large 
immigrant or transient 
populations, who seek short-
term housing while they take 
advantage of local opportunities, 
and are unwilling or unable to 
purchase property.

❯❯ Rents are steady and property 
prices have fallen – for example,  
in a booming town offering  
high wages, which attracts  
new residents who fuel local  
rental demand.

RENTAL  
YIELD 

RENTAL  
YIELD 

Property cost 100 Rental yield

6.6%

£2,000 expenses

3%

£14,400 − £1,200

£200,000
x  100

£17,000 − £2,000

£500,000
x  100

PERSONAL FINANCE
Investments for income
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Life assurance 

How it works
 Although the two terms are 
sometimes used interchangeably, 
life assurance is different from life 
insurance. Assurance protects the 
holder against an inevitable event – 
their death – while insurance 
protects against the possibility that 
their death might happen within  
a set timeframe – for example, 50 
years from the date the policy was 
purchased. So if a policyholder with 
50-year life insurance dies before 
the term is up, their beneficiaries 
receive a payout. If, however, they 
die 51 years after the policy was 
taken out, there is no payout at all.

In contrast, a life assurance policy 
will pay out when the policyholder 
dies, whenever that happens, or 
provide a lump sum if the holder 
outlives the policy term.

Although life assurance will not usually produce income for the 
policyholder until after their death, it will benefit their family,  
who can receive regular payments or a lump sum.

  L
ife

 insurance

Life insurance
Also called term insurance, 
this covers the holder for a 
fixed period of time, with 

their estate receiving a 
payout if they die within the 

time period stated in the 
contract. Premiums are 
cheap but if the holder 

outlives the agreed term 
the estate will get nothing. 

Most mortgage agreements 
stipulate that the borrower 

must have life insurance.

SELLING A LIFE 
INSURANCE POLICY

❯❯ Life settlement  The sale of a 
life insurance policy to a third 
party for more than its cash 
value, but less than its net death 
benefit. The buyer takes on the 
remaining premiums and gets     
a payout on the death of the 
original policyholder. People may 
sell a policy because they wish to 
purchase a different policy, or 
they cannot afford the premiums.

❯❯ Viatical settlement  This is the 
same as a life settlement, only  
the policyholder sells because 
they have a terminal illness.

Decreasing  
term life

The payouts reduce over 
time, which means that the 
premiums are lower than 
for level-term insurance.

Life assurance

 
Family    

income benefit
This pays out an agreed 

monthly income from the date 
of the claim to the end of the 

term. Premiums are lower, 
but this type of policy 

would not clear a 
mortgage.

Variable 
life

This is a permanent 
life insurance policy 
with an investment 

component. The policy 
has a cash value account – a 

tax-sheltered investment 
which is invested in 

sub-accounts. 

Level-
term life

This policy pays out a 
fixed lump sum if death 

occurs during the policy term. 
The sum does not change over 

time so the holder knows 
exactly what funds will 
be left in the event of 

their death. 

£

£

£

£
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Whole of life
This policy provides cover 

for the holder’s entire 
lifetime with no set term, 
guaranteeing a lump sum 
at whatever age they die 

as long as premiums have 
been paid continuously 

from the start.

  L
ife

 insurance

Life assurance
A life assurance policy promises 

the holder a payout − either when 
they die, or when the term of the 

policy comes to an end. It can  
also be used to pay any future 
inheritance tax. The fact that a 
payout is guaranteed inevitably 
means that monthly or annual 

premiums are higher for  
life assurance than for life 

insurance. It is an investment 
for the long term.

Both

Life assurance

Endowment
These are effectively 
investment schemes 

with life cover attached. 
They used to be popular 

with interest-only mortgage 
holders who used them to 

build up savings to repay 
their mortgage capital. 

Universal
This gives flexible 

cover with a savings 
element which is invested  
to provide a cash value. 

Policyholders can use interest 
from their accumulated savings 

to help to pay  
the premiums 

over time.

Balanced cover
    This has a premium set high 

enough by the provider  
so as to stay the same 
throughout the length of  
the policy. Some of the 
premium is invested  
to give additional  

  cover over time.

Maximum cover
This policy offers a high 

initial level of cover for a low 
premium, until a review. 

Premiums will then probably 
increase greatly to provide 

the same level of cover.

Over-50s
Designed for over-50s who 
have not already taken out 

any kind of life insurance  
or assurance, this 

guarantees a 
modest payout on 

death to cover 
funeral costs.

With 
profit

A with-profit whole-
of-life policy includes an 
investment element, so 
that the payout on death 

is the sum assured, plus 
any investment profits 

allocated to the 
policy. 

£ £

£

£
£

££
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Wealth-building 
investments

 The purpose of investing is either to generate an income (to provide for retirement 
for example), or to build wealth, although the two functions often overlap. When 
an investment asset produces income – in the form of interest, dividends, rent,  
and so on – the money can be reinvested in order to build wealth, instead of being 
taken away as cash for living expenses. Other types of wealth-building investments 
do not produce income, but grow in value over time and can be sold for profit.

Building wealth  
through investments 
Financial advisers agree that the best way to  
build wealth is by investing savings to make  
more, and by buying investments that will 
generate income and/or gain in value over 
time. To build wealth, investments need  
to match or outstrip the cost of living,  
so investors need to watch the markets 
closely and keep up to date with the 
economic news, especially changes  
in interest rates and inflation. 

SUPERANNUATION
Purpose-designed to 
generate income at 

retirement, these schemes 
also often offer tax-saving 

incentives, adding to 
income potential.

CASH IN BANK 
ACCOUNTS

Long-term accounts, 
which generally pay higher 
rates of interest, but may 
 also have penalties for 
withdrawing cash early.

MANAGED FUNDS
These funds carry higher 

risk than bank savings, 
but can produce greater 
income if their managers 

invest successfully.
See pp.184−185

Investments that 
produce income
These investments produce 
income in the form of annual, 
quarterly, or monthly revenue. If 
this income is reinvested, rather 
than spent, then the asset’s value 
will continue to grow, building 
greater wealth in the long term.

Income-producing 
investments and 
other investments 
that will grow in value 
over time provide the 
building blocks. 

Close monitoring  
of investments and 
selling those that fail 
to perform, helps to 
maintain and 
enhance wealth. 

Reinvesting 
income from 
investments that 
provide interest, 
rent, or dividends 
maximizes returns.

INVESTMENT PHASE
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 7−9%
the average annual gain 
made by a stock portfolio 
since WWII

ANTIQUES
Investors must be 

confident that they can 
recognize a genuine 

article, and be willing to 
spend time scouring 

markets.

GEMS
Gemstones generally 

appreciate at the rate of 
inflation. Best bought as 

loose stones from a 
wholesaler, they are not 
easy to sell on quickly.

ART
Works by up-and-
coming artists who  
are still early in their 

careers are good starting 
points for investment  

in art.  

GOLD
This precious metal 

generally holds its value 
over time, but is best 

viewed as a long-term 
investment. Unlike gems, it 

is easy to sell on quickly.

PROPERTY
Property can appreciate in  

value and, in the case of rental 
property, generate a regular 

source of income too. 
See pp.176−181

SHARES
Those shares that pay regular 

dividends and are likely to appreciate 
in the long term offer the best wealth- 

building potential. See pp.182−183

Investments  
that appreciate
These investments do 
not produce income, 
but their value can 
increase significantly 
over time. 

❯❯ An early start  Investors who start while young 
generally have more flexibility to take risk – and 
more time to recover from any losses incurred.

❯❯ A measured approach  Individuals must assess 
their financial situation and investment goals 
before they begin to construct a portfolio. 

❯❯ A simple plan  The less complex the scheme,  
the easier it is to monitor and manage, and the 
more likely it is to succeed in its objectives. 

❯❯ A balanced portfolio  Regularly buying and 
selling portions within the portfolio “rebalances”  
it, which helps to keep risk levels and goals in  
line with the investor’s original plan; this may 
incur fees.

BUILDING WEALTH  
THROUGH INVESTMENT
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How it works
Unlike many other investments, 
such as buying shares or bonds,  
investors do not need to come up 
with the full sum to purchase a 
property, just enough for a deposit. 
Most lenders require around 25–30 
percent of the total value, and a 
loan (mortgage) can be obtained  
to pay for the balance. 

The aim of investing in property 
to build wealth is to buy when the 
value is low and sell for a profit, 
then use any profit to finance 
additional property purchases. 
There are several ways to do this.  
A person can buy and renovate a 
house then sell it for a profit, or buy 
in a cheap area and wait for the 

area to rise in value. Buying in a 
depressed market can reap rewards 
when conditions improve. Buying 
to let can generate an income that 
pays the mortgage and excess  
can also be used for a deposit for 
another investment property.  

Investing  
in property 

❯❯ Market value  The amount that a 
buyer would be willing to pay for  
a property (or other asset) at any 
given time. 

❯❯ Below market value (BMV)  
The pricing of a property that is 
much lower than the average  
price of other similar type properties 
in the area (i.e. those priced at 
market value). 

❯❯ Buy-to-let (BTL) mortgage   
A mortgage for investors who are 
buying a property with a view to 
renting it out for a period of time.

❯❯ Buy-to-sell mortgage  A mortgage 
designed for investors who are 
buying property that will be sold 
shortly afterwards.

❯❯ Capitalization rate  The rate of 
potential return on an investment 
property; the higher the better.

❯❯ Operating expenses  The cost  
of the day-to-day administration  
of a property (or business).

❯❯ Credit report A detailed report  
on a person’s credit history that 
includes a numerical credit rating, 
which indicates creditworthiness. 

NEED TO KNOW

There are various ways to make money from 
property, but each involves a lot of research  
and management, and also potential risk.

Property prices can sometimes 
shift dramatically up or down 
from year to year. Investors can 
profit from significant hikes by 
selling at the optimum point.

 30%
the value lost
on house prices 
in the US from 
2004 to 2009

How to invest 
Making money from property is  
a game of ups and downs that can 
entail short-term setbacks as well 
as gains on the road to the finish 
line. Success in the long run relies 
on the investor’s strategy. There 
are several factors to consider: 
careful financial planning; good 
timing (to take advantage of rises 
and falls in the property market); 
thorough research of locations; 
appraisal of commercial versus 
residential investment options;  
and a clear understanding  
of economic indicators such  
as interest rates. 

Start

Monitor market prices

HOUSE PRICES DROP
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Save

Build a good team Specialize in a type

Buy

Look at budgetResearch

Maintain the property

Maintenance is essential to preserve 
the capital investment. Landlords 
must inspect properties on a regular 
basis and keep receipts as proof of 
work done as well as for tax purposes.

Buyers should compare prices, 
risks, and returns for a variety  

of properties – both flats  
and houses – and consider 

numbers of bedrooms.

   Protect credit rating

Keep? Sell

Reinvest

Undervalued areas 
with signs of growth, 
such as new shopping 
centres, can be a 
good investment. 

A mortgage broker and solicitor are 
essential from the outset. In addition, 
it is important to find an accountant 
and a team of tradespeople – even a 
property manager can be useful.

It is a good plan to concentrate on one 
type of property, such as student 
accommodation. 

SOLD

The bigger the deposit  
the better the chance  
of a good mortgage 
offer with preferential 
interest rates. 

Operating expenses  
and cost of mortgage 
repayments need to 
balance rental income 
and/or capital gain.

A buyer should get a copy  
of their credit report – 
usually free online – and  
if necessary find out how  
to improve their rating. 

Interest

Rises (and falls)  
in interest rates  
can affect cost  
of mortgage 
repayments. 

Finish
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SGOOD MORTGAGE BROKER HELPS FIND A SUITABLE MORTGAGE

INTEREST

When prices stagnate or 
increases are minimal, it is worth 
keeping a property until the 

market improves.
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Sell?or

Whether investing  
long- or short-term,  
selling at the right  
time releases equity 
for further purchases. HOUSE PRICES DROP

Choose 
mortgage

Before beginning, a 
buyer must look at 
mortgage options, 
confirm their 
eligibility, and find 
out what they 
can borrow.
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INVESTING IN PROPERTY

Buying and selling for profit
Knowing when to buy and sell is the key to amassing 
wealth through property. As with the financial markets, 
prices in the property market are cyclical, going up or 
down depending on the state of the economy. Factors 
such as interest rates and inflation, rate of GDP growth, 
employment, infrastructure, and immigration can all 
affect property prices. The trick to successful property 
investing is knowing how to assess the market and 
identify the right time to invest, the right type of 
investment, and the right time to sell.

COMMERCIAL VS RESIDENTIAL

Increasing  

sales; property  

prices rise

Property  

investors buy

Easier to get  

a mortgage

C
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st
ru
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n 
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om

Too many houses;  construction  slows; rents fall
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Commercial property

As an investment, commercial property can offer 
much higher rental returns than residential property 
and longer leases, but capital growth is less likely.  
It can be harder to obtain a mortgage on a 
commercial property, but investment can also  
be made via commercial property funds.

Residential property

Investing in residential property generally offers a 
more predictable return than commercial property,  
both on rentals and resale, though location is key  
as always. Residential property can be valued  
more easily than commercial property, which  
can help when selling. 

The property cycle
Economics experts who have studied real-estate 
trends over more than a century have concluded  
that property prices rise and fall in distinct patterns, 
triggered by economic and social events and trends. 
A property boom is followed by a slowdown and a 
slump. Eventually the housing market recovers and 
begins to boom again.
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THE 18-YEAR REAL-ESTATE CYCLE

The idea that ups and downs in the real-estate market 
run in an 18-year cycle is based on US studies into the 
property market over the last two centuries by economic 
forecaster Phillip J Anderson. He demonstrated that land 
sales and property construction peak on average every  
18 years – 14 years up and four years down.
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❯❯ Appreciation  Rise in the value of a property over time.

❯❯ Depreciation  Fall in the value of a property over time.

❯❯ Capital gain  The increase in value of a property (or 
other asset) from its purchase price; this can be short 
term (under one year) or long term.

❯❯ BRR  Buying, Refurbishing, and Refinancing strategy.

NEED TO KNOW
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 8.75%
annual rise in UK  
house prices over  
47 years between  
1968 and 2015
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Home equity
 The amount of equity in a home is a measure of a property’s 
value. It is the realizable amount an owner could expect if, 
after taking account of debts against it, their property was sold.

How it works
The equity of a property is calculated 
by subtracting all of the outstanding 
debts relating to that property from  
its actual value. The amount of equity 
rises as the mortgage (loan) is paid off, 
and/or the property’s value increases.

Financial institutions work out home 
equity as a loan-to-value (LTV) rate, 
which is arrived at by dividing any 
remaining loan balance by the current 
market value of the property. A low 
LTV (less than 80 per cent) is seen  
as lower risk for further lending.

Positive equity 
If the actual market value of a property is greater than  
the amount of debt owed on it in the form of a mortgage, 
then the property is said to be in positive equity. 

 US$11.9 
trillion
US mortgage debt  
at the end of 2008

£

£❯❯ Collateral  A property or asset that a 
lender will take if a borrower fails to 
pay a loan.

❯❯ Home equity loan  A loan that uses 
equity in a property as collateral.

❯❯ Equity  A property’s equity is equal 
to the current value of the property 
minus the outstanding loan amount.

NEED TO KNOW

£160,000 Loan 

£40,000 Equity 

£147,000 Loan 

£153,000 Equity 

House value = £200,000

£13,000 of loan paid 
over five years

New house value = £300,000
minus new loan value = £147,000

£100,000 
increase in  

house value

Equity = 
house value  −  loan

Loan
As the mortgage is 
paid off, loan-to- 
value decreases.
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Negative equity 
If the value of a property falls, generally as the result of a real-estate 
slump, to the point at which it is lower than the amount of mortgage 
loan owed on it, then the property is said to be in negative equity. 

£

£

£

Equity
As the mortgage is paid  
off and/or the property’s 
value increases, the level  
of equity goes up.

LOAN 

REPAYM
ENT

£147,000 Loan 

 -£27,000 Equity

£160,000 Loan 

£40,000 Equity 

House value = £200,000

£80,000 decrease 
in house value
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LOANS, VALUE, AND EQUITY

Equity fluctuates depending on the market value of a property and 
the amount of any mortgage held against it. If a house is bought  
for £500,000, with a loan of £400,000, the equity in it is £100,000.  
If after five years, the loan has been paid down to £300,000, but  
the value falls below £300,000, then the house is in negative equity 
as the loan is greater than the market value. 

 Equity

 Loan

£13,000 of loan paid 
off over five years

New house value = £120,000  
minus new loan value = £147,000
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Shares

How to buy shares
Investing in the stock market can be
a good way for individuals to build
their wealth. There are a number
of ways in which shares can be
bought and held.

How it works
Companies issue shares (or equities) to raise money. 
Investors buy shares in a business because they 
believe the company will do well and they want to 
share in its success.

It is not necessary for a company to be listed on the 
stock market for it to issue shares. Some start-ups  
raise money from a small number of outside investors,
who are given a share of the company in return. 

When a company wants to raise money more widely, 
it can apply to become publicly listed – or quoted −  
on a stock exchange, such as the London Stock 
Exchange. The company will need to go through an 
approval process in order to be listed. Once listed, the 
company’s shares are described as “quoted” because 
their prices are quoted daily on the stock exchange. 
Trading in shares is executed by stockbrokers, who 
buy and sell shares on behalf of investors.

Shareholders are entitled to a say in the running
of the business in which they own shares: for example, 
they can vote on directors’ appointments and their
pay packages. 

 When individuals invest in shares, they are buying “a share” of a 
business, meaning that they have part ownership of that company. 
Shares can be bought and sold, and their price can go up or down.

Low-cost online, discount, or execution-
only stockbrokers allow investors to  
buy and sell shares simply, and usually 
without receiving any specific guidance 
or advice on investments.

Some companies offer their 
employees the opportunity
to purchase shares in the business. 
The shares might be offered at a 
discount to the market price, and 
are often paid for via deductions 
from employees’ monthly salaries.

Online share dealing platform

Sharesave scheme

Bull market

Several months or years  
of rising stock prices, 
along with high sales 
volumes and a generally 
strong economy. Investors 
are optimistic, and buy 
stocks expecting the price 
to keep rising. 

Bear market 

A general decline in the 
stock market over a period 
of time, with falling prices, 
stagnant sales volumes, 
and little optimism. This 
leads to a weak economy, 
falling business profits, 
and high unemployment. 

BULL AND BEAR MARKETS

££
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WHY SHARE  
PRICES MATTER

❯❯ Investors focusing on capital 
growth will only make a profit  
if the share price of their stock 
increases. They may also lose 
money if the share price falls.

❯❯ A falling share price can impact 
on the reputation of a company 
and its management, and also    
on its ability to borrow money.

❯❯ Public traded companies with   
a falling share price can become 
takeover targets for wealthy 
shareholders or rival companies.

❯❯ The value of pension savings  
pots linked to the stock market 
will fall if the underlying share 
prices fall. This is bad news for 
those nearing retirement.

❯❯ When stock markets in a 
country fall, foreign investors  
may remove money from that 
country altogether, reducing  
the value of its currency.

Investor

A “full service” broker offers advice on 
what to buy and sell, as well as executing 
the trade. They are more expensive than 
online brokers and typically charge a 
percentage of the purchases as a fee. 

When a company first floats on
the stock market it is sometimes 
possible to apply for shares directly 
from that firm. A stockbroker is not 
always necessary, but buyers will 
need to submit an application  
form and payment for shares. 

Shares can be purchased indirectly by 
individuals buying units in a managed 
fund. Such funds may focus on certain 
industry sectors or geographical areas, 
and are often used as a way to diversify 
an investment portfolio or manage risk.

Through a stockbroker

Initial Public Offering

Invest in a fund

    1987
marked the 
beginning of the 
longest US bull 
market to date, 
lasting 13 years 

182-183_Shares.indd   183 13/10/2016   16:09



SH
A

R
ES

Managed funds

How it works
Managed funds offer a simple way for investors
to access a variety of investment markets. As well
as the advantage of having the fund managed by 
investment professionals, investing via a fund is
a straightforward way of diversifying investments.

In many cases only a small initial amount of money
is required to get started and further investments
can either be made by lump sum or regular (monthly) 
contributions. Managed funds are traditionally set
up as “unit trusts”, with each investor owning a 
number of units. 

Inexperienced or time-poor individuals often opt to invest in a 
managed fund, where numerous people pool their money and  
invest in a variety of markets. The fund is managed by an expert.

The fund manager distributes the 
pooled money across a range of 
investments, for example shares, 
property, companies, and cash. 

Most funds issue new units to investors  
for a certain amount of time before closing.  
The investors pay regular management fees  
to the fund manager for their services.

FUND MANAGER
Pools investors’ money to 
invest in a variety of stocks, 
assets, and global regions.

INVESTOR
Buys into the fund. The number 
of units they receive depends 
on the unit price that day. 
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FOR SALE Today’s price1 UNIT = €Unit = total value of the fund liabilities divided by total number of units.

€€€€

Unit trusts
When an individual invests in a managed fund, they  
are usually allocated a number of units based on the 
amount they invest and the current unit price. The unit 
price reflects the value of the fund’s investments and 
rises, or falls, in line with those investments. Investors 
realise gains from managed funds by selling units.

€

€

€

€

€€ €
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Investors can make a profit by selling 
units for a higher price (known as the  
exit unit price) than they paid to buy  
into the fund (the entry unit price).

After a fixed period of 
time, if the value of the 
fund has grown, each 
investor will receive a 
dividend which they can 
choose to keep or reinvest.

MANAGED FUND STRATEGIES

Index funds

These funds aim to match the 
performance of a particular financial 
index, such as the FTSE 100. 

Actively managed funds

These aim to deliver higher than 
average returns. Active managers 

analyse, research, and forecast 
markets to make investment 
decisions on which securities 
to buy and hold, or sell off.

Absolute return funds

These funds aim to deliver consistent 
returns regardless of whether the 
stock market rises or falls.

❯❯ The value of investments will 
fluctuate depending on the stock 
market, which will cause fund 
prices to fluctuate as well.

❯❯ Fluctuations mean that investors 
may not get back the original 
amount of capital invested.

WARNING
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Regular savings plan
Many people invest in funds  
via regular savings plans.
A regular savings plan can help 
investors to maximize potential 
investment growth in the long term,  
as investing regularly can help smooth 
out the ups and downs of the markets.

FOR SALE 

Today’s price

1 UNIT = €€€€€

12 MONTHS  
LATER

€€€€

€

€
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Managing 
investments

Investments are something individuals buy or put money into in order to make  
a profit, or “return”. There are different types of investments – known as asset 
classes – each of which offers a different type of return. Investors may receive 
interest (from cash or bonds), dividends (from shares), rent (from property), or capital 
gains when they sell an asset (the difference between the purchase and sale price). 
Investors can manage their own investments or pay someone else to do it.

Investing money for the first time is a big 
step, and it is essential to prepare well. 
Investing means taking a risk with money, 
and it is possible to lose some or all of the 
capital invested. Before deciding what to 

invest in, an individual must assess the state 
of their personal finances. They should pay 
off any outstanding debts and loans first,  
and maintain access to a source of cash in 
case of emergency.

Personal investment basics

Asset allocation
Asset classes are simply different categories  
of investments. The four main classes are cash, 
bonds (or fixed-interest securities), shares  
(or equities), and property (see pp.188−189).

Asset diversification
Diversification means investing in different asset classes.  
It helps to spread risk and, by spreading money across 
assets, there is less potential to lose everything if things go 
wrong, compared to if money is chanelled into one class.

CASH 
Money held in savings accounts is both 
secure and accessible. However, returns are 
low and could be wiped out by inflation.

BONDS 
Fixed-interest securities such as bonds and 
gilts provide regular income, and are generally 
a lower risk than investments such as shares.

SHARES  
Buying shares means investing in a company 
and thereby owning a part of it. Shares may 
pay regular dividends or gain capital value.

PROPERTY 
Residential housing and commercial units can 
provide a good rental income and high returns 
when sold, but property is relatively illiquid.

$

$ $

$

$

186-187_OV_Managing_pers_invest.indd   186 07/11/2016   11:16



186 187PERSONAL FINANCE
Managing investments

$

Managing 
investments “The most important 

thing about an 
investment philosophy 
is that you have one 
you can stick with”
Daniel Booth, US businessman

HOW TO INVEST

❯❯ Take a DIY approach  This is an investment method in which 
an investor, without professional advice, builds and manages 
his or her own investment portfolio. 

❯❯ Consult a financial adviser  This is a professional  
who can give advice on which assets to buy, and when, based 
on goals and risk tolerance.

❯❯ Buy from a fund supermarket or discount broker  These 
financial companies offer “execution-only” services, without 
advice, allowing individuals to buy and sell shares or funds.

❯❯ Invest in a fund company  These investment firms spread 
risk by pooling investors’ money and buying units in a fund 
that invests in a number of companies.

Dollar cost averaging
Also known as unit cost 
averaging, dollar (or pound)  
cost averaging is the practice of 
buying a fixed monetary amount 
of an investment gradually over 
time, rather than investing the 
desired total in one lump sum. 
This strategy can reduce the 
average cost per share of an 
investment as more units may 
be purchased when the price  
is low, and fewer when the  
price is high. See pp.190–191

❯❯ Dollar cost averaging is also 
known as “drip feeding” money. 

❯❯ Using this approach means that 
investors don’t have to monitor 
market movements and time 
their investments strategically.

❯❯ Most investment companies 
offer regular savings plans  
that allow investors to take  
advantage of dollar cost 
averaging, also enabling  
them to save a little at a time.

Risk tolerance/risk-return trade off
In investment terms, risk is the possibility of losing 
some or all of the capital invested. An acceptable 
level of risk must be decided before investments  
are chosen. See pp.192–193

The optimal portfolio
A portfolio in which the risk-reward combination 
yields the maximum returns possible is known  
as an optimal portfolio. Optimal portfolios differ 
between investors relative to their level of risk 
tolerance . See pp.194–195

Risk

INVESTMENTS

Reward

❯❯ Portfolio “weight” is the 
percentage of a particular 
holding in a portfolio.

❯❯ Investors should reassess  
and rebalance their 
portfolios annually.

❯❯ All investments carry a 
degree of risk, but some 
have the potential to be 
much riskier than others.

❯❯ A financial adviser can  
help to build a portfolio  
to match an investor’s  
risk tolerance.

$$ $
$$

$

$

$

$

$

MONTH 1

MONTH 2

MONTH 3

MONTH 4

$

$ $
$
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Asset allocation  
and diversification

 To reduce the risk of their investment, investors often try to diversify 
their portfolio, spreading the risk they are exposed to by investing in 
different assets, sectors, or regions. 

£££ £££

STOCKS

STOCKS STOCKS
PROPERTY

PROPERTY

PROPERTYSTOCKS STOCKS

STOCKS

20%

£££

BONDS

BONDS
40%

BON

BONDSBON

CASH

20%

Alternative assets

Hedge fund  A collective 
fund investing in complex 
investments.

Wine   An investment in 
wine in a warehouse or 
via a wine fund.

Art   The collection of 
work by emerging and 
established artists.

Stamps   The buying  
and selling of rare or 
collectable stamps.

Crowdfunding   
Investment in projects 
with other individuals.

£££

£ £ £

£ £

£

£

£
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MARKET 
CAPITALIZATION

The total value of a company – its 
market capitalization – is equal  
to the total number of its shares 
multiplied by the price of one of 
those shares. For example, if a 
company had 100 shares and one 
share in that company was worth 
£50, its market capitalization 
would be £5,000 (100 x £50).

The investment industry refers  
to the size of market capitalization 
when it talks about large- (or “blue 
chip”), medium- and small-cap 
companies. Large caps are usually 
more stable but offer an investor 
limited growth opportunities. 
Medium and small caps can be 
riskier, but can grow quickly.

Strategic asset 
allocation 
A defensive investor may choose to 
use strategic asset allocation. This 
involves investing in a combination  
of asset classes, taking into account 
the expected returns for each asset 
class, and therefore the overall 
expected return of the investment.  
In the illustration on the right, the 
expected returns of stocks are 10 per 
cent, so by allocating 20 per cent of 
the portfolio to stocks, the investor 
will expect them to contribute 2 per 
cent to the returns.
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How it works
Asset classes are different categories of investment. 
Investors diversify by investing in different asset 
classes, or in different companies, industries, markets, 
regions, or countries, within an asset class. Another 
strategy, known as asset allocation, attempts to 
balance risk versus reward by setting the percentage 

of each asset class in an investment portfolio – stocks 
and shares, bonds, property, cash, and alternative 
assets – according to the investor’s risk tolerance, 
goals, and investment time frame. The percentage  
of a particular holding in a portfolio is known as the 

“portfolio weighting”. Diversification helps reduce  
the risk of each asset class in the portfolio.

CASHCASH CASH CASH

PROPERTY

PROPERTY

PROPERTY

PROPERTY

PROPERTY

PROPERTY

£££ £££

BONDS
40%

CASH

20%

PR
O

PE
R

TY
 2

0%

Defensive investment
In this illustration, the investor 
has chosen to invest 40 per 
cent of their capital in bonds, 
and 20 per cent each in stocks, 
property, and cash. 

ASSET ALLOCATION 
MODELS

❯❯ Defensive  A small proportion of 
equities (stocks and shares) with  
the bulk of the capital invested in 
less volatile asset classes such as 
bonds and cash.

❯❯ Income  Most of the investment  
is in bonds and alternative assets. 
This model is designed for income- 
seeking investors willing to take on 
a reasonable degree of risk.

❯❯ Income and growth  Around half 
of the fund is in equities, with the 
remainder in bonds and alternative 
assets. This model focuses on a 
return composed of both capital 
growth and income. 

❯❯ Growth  Most of the investment is 
in equities, but some in bonds and 
alternative assets. This model aims 
for longer-term capital growth.

Liquidity
This term describes the degree to which an asset 
or security can be bought or sold in the market 
without affecting the asset’s price.

£££

INVESTMENT 
RETURNS

Expected returns  
of asset classes
Stocks   10% 
Property  8% 
Bonds  5% 
Cash  3%

Average 6.5%

This investor’s  
expected returns

20% of 10%  2% 
20% of 8%   1.6% 
40% of 5%   2% 
20% of 3%   0.6%

Total   6.2% 

“Have a strategic  
asset allocation 
mix that  
assumes you 
don’t know what 
the future holds.”
Ray Dalio, US businessman
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How it works
Catching the bottom of the market to get the best unit 
price is very difficult, and even the experts get it 
wrong sometimes. One way for investors to smooth out 
the market’s highs and lows is to spread or drip-feed 
money into investments instead of buying in one go. 
This is known as dollar (or pound) cost averaging. For 
example, if US$100 a month is invested into a fund, 

this money will buy fewer fund units when the cost is 
high and more when the cost is low. The average cost 
per share over time is the average of highs and lows. 
As well as freeing investors from having to second-
guess market movements, this approach encourages 
regular investing each month. DCA can be especially 
beneficial in a falling market, as more shares are 
bought so increasing the gains when the market rises.

Dollar cost  
averaging

SHARE  
PRICE (US$)

January

US$35

US$30

US$25

US$20

US$15

US$10

US$5

0

Dollar cost averaging vs lump-sum investing 
One key argument for regular drip-feed investing is the effect of dollar cost averaging. 
Dollar cost averaging allows savers to benefit from market volatility as by investing a 
small amount regularly, it allows them to buy units more cheaply on average.

Dollar (or pound) cost averaging (DCA) is the practice of building  
up investment capital gradually over time, rather than investing  
an initial lump sum.

February March April

Investor A
Lump sum 
investment

Investor A has a lump sum of 
US$1,400 to invest and is trying 
to “time the market”. At the time 
of the investment, each share 
costs US$20 so the lump-sum 
investment buys 70 shares.

Investor B
Dollar cost averaging

Investor B also has US$1,400 but 
decides to feed the money into 
the market at US$200 a month. 
This buys a varying number of 
shares each month.

INVESTOR B
US$200 
dollars buys 
12 shares

INVESTOR B
US$200 
dollars buys 
13 shares

INVESTOR B
US$200 
dollars buys  
6 shares

INVESTOR B
US$200 
dollars buys 
10 shares

INVESTOR A
US$1,400 
dollars buys 
70 shares

VS
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MONTHMay June July

INVESTOR B
US$200 
dollars buys 
10 shares

Investor A
US$1,400 buys  
70 shares

Investor B
US$1,400 buys  
73 shares

AVERAGE 

PRICE 

US$19.18

US$20

VS

Gains three  
extra shares  

for same 
investment

INVESTOR B
US$200 
dollars buys 
12 shares

INVESTOR B
US$200 
dollars buys 
10 shares

❯❯ DCA can limit gains  
in a booming market.

❯❯ If the share price rises 
gradually over time 
DCA means paying 
more per share on 
average.

WARNING

❯❯ Timing the market to 
get the best unit price is 
very tricky.

❯❯ A fluctuating share 
price means a lump  
sum pays more per 
share on average.

WARNING

“ The individual investor should act consistently
as an investor and not as a speculator.”
Benjamin Graham, 20th-century, British-born, US economist and investor

WHAT IS MARKET VOLATILITY?

Volatility is the degree of variation 
in a trading price over time. It is 
measured by looking at the 
standard deviation of returns – 
that is how spread out returns are 

from an average value. Lower 
volatility means a share’s price 
does not fluctuate dramatically, 
but changes in value at a  
steady pace.

❯❯ Lump-sum investing  Although high 
returns are possible, putting large single 
sums into the market tends to require a 
more impulsive, or short-term approach, 
which may be counterproductive. 

❯❯ Market conditions  Dollar-cost 
averaging means investors do not have 
to study the details of market behaviour 
to maximise their returns. 

❯❯ Investments from income  By regularly 
investing directly from regular income, 
investors can keep cash on hand for 
other purposes or emergencies.

NEED TO KNOW
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Investor types 
Fund managers and financial advisers 
often provide risk-profile questionnaires 
to individual investors to help them 
determine which investments best  
suit them. The questionnaires  
examine an investor’s tolerance  
to risk, time frame, objectives, and 
investment knowledge.

5 KEY FACTORS THAT AFFECT RISK TOLERANCE

Investors need to consider these 
factors to choose investments  
that fit the risk–return trade-off 
they are comfortable with.

Time frame  The period 
over which investment 
will be made. More risk 
may be taken over a 
longer time frame.

Experience  An investor’s 
experience of past 
investments, and their 
understanding of assets 
and risk.

Investment goals  
Objectives such as 
funding for education
or retirement. 

Risk capital  The money 
available to invest or 
trade, which, if lost, 
should not affect an 
investor’s lifestyle.

Risk attitude  An 
investor’s stance on losing 
his or her investment 
capital.

£

£

Conservative
Investors who are unwilling  
to take much risk and are happy to 
accept lower returns as a result might 
prefer a portfolio that has a significant 
proportion in cash or assets with 
guaranteed returns such as bonds. 

How it works
To assess their tolerance to risk, 
investors should review worst  
case scenarios for different asset 
classes to see how much money 
they might lose in bad years, and 
gauge how comfortable they feel 
about such losses. Factors that 
affect an investor’s risk tolerance 
include timescales, personal 
circumstances, and future earning 
capacity. In general, the longer the 
timescale the more risk an investor 
can take. Investors also need to 
assess how much money they can 
afford to lose without it affecting 
their lifestyle. Even for high-net-
worth individuals with very large 
sums available as liquid assets, 
investing a small percentage of 
capital is wiser than investing  
a large one. 

Before investing, it is very important for investors to understand 
their personal risk tolerance – that is their ability to cope with 
large swings in the value of their portfolio over time.

Risk tolerance
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Balance
Investors who are happy to invest  
in more shares and property are  
likely to want only a small proportion 

of their capital in cash in fixed-
interest accounts.

High risk
Investors who are willing to accept 
more risks for potentially higher 
returns might consider including 
emerging markets and alternative 
asset classes in their portfolios.

❯❯ Capital risk  The possibility  
of losing the initial capital  
(money) invested. With more  
risky investments, capital could 
grow significantly but it could  
also be dramatically reduced.

❯❯ Inflation risk  The threat of  
rising prices eroding the buying 
power of money. If the returns  
on investments do not match or 
beat inflation, they will effectively 
be losing value each year.

❯❯ Interest  risk  The possibility    
that a fixed-rate debt instrument, 
such as a bond, will decline in 
value as a result of a rise in interest 
rates. If new bonds are issued   
with a higher interest rate, the 
market price of existing bonds   
will decrease. 

❯❯ Negative interest  Currently tens 
of billions are invested in Europe 
at negative interest rates simply to 
provide low risk and security.

NEED TO KNOW

£

Cautious
Investors who are  
more willing to take 
some risk in return  
for a profit are likely 
to go for a mix of 
growth and defensive 
assets, and invest 
more in shares than  
in bonds.

“The only 
strategy  
that is 
guaranteed to
fail is not taking 
any risks.”
Mark Zuckerberg, founder of Facebook

192-193_Risk_tolerance.indd   193 13/10/2016   16:09



The optimal portfolio
A portfolio consists of a selection of different assets. The optimal 
portfolio achieves the ideal trade-off between potential risk and likely 
reward, depending on an investor’s desired return and attitude to risk. 

Efficient frontier
The efficient frontier is considered 
the optimum ratio between risk and 
reward – that is, the highest expected 
return for a defined level of risk, or 
the lowest risk for a given level of 
expected return. Portfolios that lie 
below the efficient frontier are 
sub-optimal, either because they  
do not provide enough return for 
that risk level, or because they have 
too high a level of risk for a defined 
rate of return. Asset correlation is  
a measure of the  way investments 
move in relation to one another, and 
is important to the efficient frontier.   
A portfolio is better balanced if the 
prices of the securities in it move in 
different directions under similar 
circumstances, effectively balancing 
risk across the portfolio.

How it works
The optimal portfolio is a mathematical model that 
demonstrates that an investor will take on increased 
risk only if that risk is compensated by higher expected 
returns, and conversely, that an investor who wants 
higher expected returns must accept more risk. 

The optimal portfolio reduces risk by selecting and 
balancing assets based on statistical techniques that 

quantify the amount of diversification between  
assets. A key feature of the optimal portfolio is that  
an asset’s risk and return should not be assessed  
on its own, but by how it contributes to a portfolio’s 
overall risk and return. The main objective of the 
optimal portfolio is to yield the highest return for  
a given risk or the lowest risk for a given return,  
these being investors’ most common goals.
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Investor A is on the efficient frontier  
and getting the highest return possible  
for their accepted level of risk. This  
smart investor is maximizing returns  
while limiting exposure to volatility. 

 1952 
the year Nobel Laureate 
Harry Markowitz 
introduced the  
efficient frontier 
concept

The optim
al ratio between risk and reward
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❯❯ Weighting  The percentage of a 
portfolio consisting of particular 
assets. Calculated by dividing the 
current value of each asset by the 
total value of the portfolio.

❯❯ Variance  The measure of how 
the returns of a set of securities in 
a portfolio fluctuate over time.

❯❯ Standard deviation  A statistical 
measurement of the annual rate 
of return of an investment that 
gives an indication of the 
investment’s historical volatility 
which can be used to gauge future 
expected volatility. 

❯❯ Expected return  The estimated  
value of an investment, including 
the change in price and any 
payments or dividends, calculated 
from a probability distribution 
curve of all of the possible rates  
of return.

❯❯ Asset correlation  A statistic that 
measures the degree to which  
the values of two assets move in 
relation to each other. A positive 
correlation means that assets 
move in the same direction; a 
negative correlation means that 
they diverge. 

NEED TO KNOW

RISK, MEASURED BY THE STANDARD DEVIATION OF ANNUAL RETURNS
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REBALANCING A PORTFOLIO

The different assets in a portfolio 
will perform according to the 
market. Over time this will cause 
the percentage of each asset  
class in the portfolio, which was 
originally tailored to the investor’s 
preferred level of risk exposure,  
to shift . If left unadjusted, the 
portfolio will either become too 
risky or too conservative. To keep 
a portfolio’s risk profile reasonably 

close to an investor’s level of  
risk tolerance, its investments 
should be reviewed regularly  
and rebalanced when necessary. 

The goal of rebalancing is to 
move the asset allocation back  
in line with the original plan.  
This approach is one of the main 
dynamic strategies for asset 
allocation and is known as a 
constant-mix strategy.

Investor C is also on the efficient frontier.  
C has a high-risk portfolio but is compensated 
by receiving higher returns.

Investor B has a sub-optimal portfolio. If  
happy with the risk level, B should rebalance the 
portfolio closer to C’s position to achieve higher 
returns. Alternatively, to lower the risk for the 
same rate of return, B should adjust the asset 
allocation closer to A’s position.

€

The efficient 
frontier flattens 
out as it goes 
higher because 
there is a limit to 
the returns that 
investors can 
expect, so there is 
no advantage in 
taking more risk.

The optim
al ratio between risk and reward

€
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Pensions and 
retirement

A pension scheme is a type of savings plan to help save money for retirement.
Pensions enable workers to invest a proportion of their income regularly during 
their working life to give them an income when they retire. It is important for 
workers to think about making pension contributions when they are young, rather 
than when they are approaching retirement age. In many countries, pensions have 
certain specific tax benefits in comparison with other forms of savings.

Employee contributes  
a % of salary monthly

Company contributes  
an additional % to 
employee pension

15% of  
monthly salary

10% of  
monthly salary

Employees and employers 
make monthly payments into  
a fund managed by a pension 
company. They may also 
receive government tax relief.

DIY pensions allow workers to 
choose their own investments 
and pension company. They 
may also be able to claim 
government tax relief.

Individual makes a
monthly contribution

WORKING LIFE

Saving
Early investment
Jane, aged 25, wants to retire  
at 68 with a £15,000-a-year 
pension. She needs to save £165 
a month. See pp.198–199

Later investment
Paul, aged 45, wants to retire  
at 68 with a £15,000-a-year 
pension. He needs to save 
£322 a month. See pp.198–199

£

£

£

£

Tax contributions  
for a number of years

25

45

Pension plan

In most countries there is a minimum age an individual 
must reach before they can access any of their private 
pensions – in the UK it is currently 55. This is different  
from the state pension age, when retirees begin to receive 
money from the government. The UK state pension age is 
expected to rise from 65 to 68 by the mid 2040s. People 
tend to retire earlier in mainland Europe – at present this  
is partly due to the fact that there tend to be fewer jobs  
for older people. See pp.202–203

The changing age of retirement

Contributions are taken from 
taxpayers by the government. 
People who have contributed 
enough then receive a state 
pension at retirement age. 

State pension

Company pension

Private pension
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Pension pays  
out income

Employees and employers 
make monthly payments into  
a fund managed by a pension 
company. They may also 
receive government tax relief.

Pension pays  
out income

Retirement

£

£

£

State pays a set  
monthly income

Some companies offer 
“defined benefit” pension 
schemes, which guarantee 
a set pension payment 
determined by salary, age, 
and length of employee 
service. However, some 
company pensions have  
a funding shortfall: this 

may mean that retirees will 
receive less than expected.  
 Some workers may pay  
into “defined contribution” 
pensions. Poor investment 
performance can also 
affect pension payouts 
from these funds. See 
pp.200−201

WARNING 

Shortfall

OPTIONS FOR ACCESSING YOUR PENSION

Different countries have different rules 
about how to access pension savings. In 
the UK there are three main options: 

❯❯ Option 1   Take 100 per cent of the 
pension as cash out to spend or invest. 
Only 25 per cent of a pension pot can be 
accessed tax-free – the rest will be taxed 
in the same way as any other earnings. 
There is a risk of running out of cash 
sooner or later.

❯❯ Option 2   Buy an annuity. This is  
an insurance product that provides a 
fixed amount of cash every year for life. 
An annuity means the money won’t run 
out, but the rate of income will be lower. 
 

❯❯ Option 3   Use income drawdown. This 
means withdrawing invested money as 
it is needed. There is the risk of running 
out of cash if too much money is 
withdrawn or the fund performs badly.

Pension plan

Pension  
age £ £

“You can be 
young without 
money, but 
you can’t be 
old without it.”
Tennessee Williams, US playwright
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Saving and investing 
for a pension

How it works
Some countries pay retirees a  
state pension based on taxpayers’ 
contributions. However, a state 
pension only provides enough 
money for a very basic standard
of living, and so many countries 
encourage people to save money 
while they are working to provide 
them with additional income for
a more comfortable retirement. 

Saving into a private pension is the 
most common way of doing this. A 
pension is a long-term savings plan 
in which the money is invested in 
shares, bonds, or other types of 
asset with the aim of providing a 
return on the money invested. The 
more money saved while working, 
and the better the investments 
perform, the more money there  
will be to live on in retirement. 

❯❯ State pension Pension payout 
determined by the taxpayer’s 
regular contributions.

❯❯ Defined contribution    
Pension payout determined  
by the amount paid in and the 
investment fund’s performance.

❯❯ Defined benefit   Pension payout 
from an employer determined  
by final or average salary. 

❯❯ SIPP   Self-invested personal 
pension; saver picks investments.

NEED TO KNOW

£1,980 

PER YEAR

RENT MORTGAGE 
AND CHILDREN

Early investment for 
maximum return
The earlier an individual starts to save for a 
pension, the better. Firstly, they will need to 
save a smaller amount each month to reach 
their desired sum for retirement. Secondly, 
some employers also contribute to their 
employees’ pension savings, while some 
governments offer tax benefits on pension 
savings. Thirdly, investments will have longer 
to weather the ups and downs of the markets, 
so savers will benefit from more interest as it 
accrues over the years.

Saving at 25
25-year-olds may 
struggle to save for a 
pension but they should 
still aim to save a little, 
increasing the amount  
if earnings increase.

ROUTE TO 
RETIREMENT  
FUND

The amount of income a pension can provide in 
retirement depends on how much has been saved  
and how well the investments have performed.

£

£ £

£

          
       L

arger       
     contributions   

     
needed

Smaller contrib
utions needed

45 40 35

AGE AT START  
OF INVESTMENT

YEARS OF  
INVESTMENT

3525 30

50

20
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PENSION CONTRIBUTIONS

Calculations by a British consumer association reveal that 
to achieve an annual pension income of £15,000 by age 
68, savers starting at age 25 need to save £165 a month. 
Starting at 35 would mean having to save £215 a month.

 50% of one’s age is 
the percentage of salary to 
save for retirement when 
starting a pension. 

RETIREMENT 
FUND 

A professional financial adviser  
can calculate exactly how much an 
individual needs to save to meet their 
retirement goals, and offer advice on  
the different types of pensions and 
investments available. 

£2,580 

PER YEAR

MORTGAGE 
AND CHILDREN

Very late starters will 

need to contribute large 

percentages of their

salaries – 22.5% if aged 40 

compared to 10% aged 20.

£

Saving at 50+
Savers aged over 50 
may no longer be 
paying a mortgage
but may still need  
to balance pension 
contributions with 
other financial burdens, 
such as paying their 
children’s university 
fees or caring for 
elderly parents.

£3
,8
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SAVING AND INVESTING FOR A PENSION

Defined benefit vs defined contribution
Company pension schemes that promise a fixed monthly 
pension are known as defined benefit schemes. These are 
risky for employers, who have to pay out regardless of how 
the pension investments perform. This “pension promise” 
has led to some pension funds having insufficient funds  
to meet their commitments due to poor financial results of 
the pension schemes. With defined contribution schemes,  
it is the employee who carries the investment risk. The 
success of both schemes hinges on the investments in the 
pension performing well, but if defined contribution funds 
lose money, an individual’s pension pot may be smaller than 
expected when they retire.

Why pensions fail
It is important for individuals to take professional financial 
advice at various stages of their lives to ensure that their 
pension is on track to pay out the desired level of income. A 
financial adviser can provide guidance on how much to save, 
the best way to pay money into a pension fund, and any steps 
that can be taken to reduce the risk of a pension failing. In  
some cases it may be advisable for savers to increase their 
contributions or diversify their pension investments. 

5. High inflation
Increases in the cost of living  
need to be reflected in the value 
of the pension pot to ensure it  
will provide adequate income  
in retirement.

1. Business failure
Company pension funds can be 
lost if an employer goes bust and 
the money is not ring-fenced 
(financially separate from other 
assets and liabilities).

3. Taxes
Pensions are usually taxed 
as income, so relevant  
taxes should be factored 
 in when a pension is 
designed.

£
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2. Pension fund management
Poor decisions by the pension fund managers 
can lead to low returns, as with any investment.

4. Stock market crash
Investments losing value over the 
long term or in a crash can mean 
that the value of a pension fund will 
also fall.

PENSION 
FUND 

Pension pathway

AGEING POPULATION

The population is ageing in most 
countries. According to global 
averages, a child born in 1960  
could have expected to live for 52 
years, but if that child were born 
today, he or she could expect to 
live to the age of 69. By the middle 
of the century, average lifespan is 
likely to be higher still: well over 70.  
An ageing population has dramatic 
consequences for state pensions, as 
current workers’ contributions are 
not invested by the state to pay for 
future pensions but are instead 
used to simply pay the pension 
benefits of current pensioners.  
As the population of pensioners 
continues to increase, the shortfall 
between tax income and pension 
payouts will increase. 

 2030
the year by which  
one in six people  
will be aged 60+  
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Cash lump sum

How it works
There are two main options for turning pension 
savings into income. The first involves buying an 
insurance product that will provide a fixed sum as  
either a monthly or annual income for life. This  
is called an annuity, and may also be known as 
 “steady payments” or “a retirement income stream”.

The second option is to take out pension savings  
as cash, in one or more lump sums, with the  
rest of the money remaining invested. 
Withdrawing money and leaving some 
invested in this way is called income 
drawdown. Savers may combine an 
annuity with cash withdrawals.

Converting pensions 
into income

On retirement, savers can invest the money from their pension to give 
themselves a fixed regular income, withdraw cash in one or more 
lump sums, or opt for a combination of both options.

Pension fund options
The options available to retirees will depend on the  
type of pension they have (defined benefit or defined 
contribution), the size of their pension pot, and the  
laws and tax rules of the country they live in.

Some pension plans allow savers to take some or all  
of their pension fund as a cash lump sum on retirement. 
Retirees can then spend, invest, or save their pension 
money as they see fit. However there is the risk with  
this approach that, sooner or later, the money will run 
out, especially if they live a long life. 

PENSION POT AT RETIREMENT AGE

€

Tax-free percentage

The way in which pension savings are taxed varies from 
country to country. For example, in the UK savers can  
take 25 per cent of the lump sum tax-free, either in one  
go or in a number of instalments. The remainder is taxed 
at the marginal rate (the rate on earnings in each 
income tax band) alongside other income. €€

€€

T A X M A N

T A X M A N
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Annuities

HOW TO CONSOLIDATE PENSIONS

Most people will have paid into different workplace 
pensions over the years as they move from employer  
to employer. As a result it can be hard to keep track  
of how each pension fund is being run, how much has 
been saved into it, and how it is currently performing. 
Consolidating pensions into one plan makes it easier  
for savers to keep track of their pension savings – and  
it may save money too, through a reduction in fees and 
administration costs. However, some older pension 
schemes have better benefits that may be lost if all 
pension plans are consolidated into a single pot.

 1891
the year the world’s first 
old-age pension was 
introduced in Germany

An annuity is an insurance product that offers a fixed 
monthly or annual income for life. Use of annuities varies 
from country to country. For example, about 80 per cent  
of pension funds are converted to annuities in Switzerland, 
but far fewer are in Australia. A rule change in the UK 
means that savers are no longer legally obliged to 
buy an annuity on retirement.

Income drawdown

Some pension plans offer the option of keeping  
money invested – and hopefully producing decent 
returns – with cash sums withdrawn as necessary.  
If too much cash is withdrawn, or the investments 
perform badly, however, then again there is a risk 
that the saver will run out of money.

€

€€

€€

T A X M A N

WARNING

All pension schemes have 
very strict rules, so if a 
saver receives a letter, call, 
or email suggesting they 
break these rules penalty-
free, they should be very 
suspicious. Fraudsters  
try to tempt savers into 
handing over their pension 
funds by talking about: 

❯❯ A money-making 
investment or other 
business opportunity 

❯❯ New ways to invest  
their pension money

❯❯  Accessing their  
pension money  
before retirement age

€

T A X M A N
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Debt
This is an amount of money borrowed by one party from other parties. Borrowing 
is the way in which corporations and individuals make large purchases that would 
otherwise be unaffordable. They pay interest, a fee charged for the privilege of 
borrowing money, which is normally a percentage of the money borrowed. Banks 
and other financial institutions offer various different types of consumer debt 
products, ranging from bank overdrafts and credit cards to mortgages and loans.

Statement

DESCRIPTION

MORTGAGE

CREDIT CARD

CAR LOAN

SALARY

CASH

OVERDRAFT FEE

CURRENT TOTAL

CLOSING BALANCE

TRANSACTIONS

Ways to borrow money
There are various institutions willing and able to lend 
individuals money, and each will offer a number of 
different financial products. Borrowers need to  
research the best options for their circumstances. 

Loans
Personal loans allow individuals to borrow a 
lump sum of money that will be repaid at set 
intervals over a pre-agreed period of time. Loans 
can be secured or unsecured. See pp.210−211

❯❯ Types of loan  There are many types such as car, 
student, debt consolidation, and payday loans. 

❯❯ Who offers loans  Banks, building societies,  
and other financial institutions all offer loans.

Credit cards
These allow a type of revolving credit that allows 
borrowers to make purchases without using their 
own money, which can be paid back monthly, or 
later for an additional fee. See pp.218−219

❯❯ Instalment credit  The opposite of revolving 
credit − the money is paid back in instalments.

❯❯ Dual-purpose cards  In some countries, banks 
issue cards with both debit and credit facilities.

£
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 £1.496 
trillion the debt  
owed by people in the UK 

Statement Big Bank

CREDIT

£4,000

£4,000

£260

£3,740

DEBIT

£1,200

£300

£200

£2,000

£40.00

Mortgages
A mortgage is a longer-term loan used to 
purchase a property, which is secured against  
it. The lender can repossess the property if the 
mortgage is not repaid as agreed. See pp.212−215

❯❯ Mortgage payments  These consist of the 
capital repayments – against the amount 
borrowed – plus the interest charged. 

❯❯ Loan-to-value  (LTV) This is the mortgage value 
as a percentage of the property’s purchase price.

Credit unions
Credit unions are not-for-profit community 
organizations that provide savings, credit,  
and other financial services to their members. 
Borrowers need to be members of a credit  
union to be able to borrow money from it.  
See pp.216−217

❯❯ Size and assets  Credit unions vary.

❯❯ Ownership  Credit unions have no 
shareholders, only members.

£

£££

CREDIT RATING

A credit rating is an estimate by a lender of the ability of  
a person or organization to fulfil financial commitments, 
based on their credit history. It can be used to help 
lenders decide whom to lend money to, how much to 
lend, and in some cases how much interest to charge. 
  High levels of existing debt, missed or late payments on 
a loan or credit card, and a history of multiple applications 
for credit can all negatively affect an individual’s credit rating.

Individuals can check their credit report via a number of 
different websites, and if necessary, take steps to improve 
their credit rating.
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Why people use debt

How it works
Countries, companies, and 
individuals all use debt in order  
to function. Debt can be a useful 
method of spreading the cost of 
purchases, making investments, or 
managing finances. However, it is 
dangerous if it cannot be repaid. 
Taking out a mortgage to buy a 
property is an example of “good 
debt”, as few people are able to  
buy a house outright.

 There are plenty of examples of 
 “bad debt” where people borrow 
money, often at high interest rates, 
to make arguably unnecessary 
purchases. Those who do so can 
find that simply paying the interest 
on their loans is more than they can 
manage. This can lead to taking  
out more loans just to pay off the 
interest, and the borrowers never 
make an indent into the capital 
borrowed in the first place.

People use debt to buy things or make investments they could not normally 
afford. Borrowing to invest can yield larger returns than could be realised 
otherwise, but debts have to be repaid in full with interest.

£50,000 
TO INVEST

£50,000 
TO INVEST

SELLERS
DOWN- 

PAYMENT  
10 X £5,000

£450,000
BORROWED

BANK 

£50,000

£50,000£50,000 £50,000

£50,000£50,000 £50,000

£50,000£50,000 £50,000

£50,000

£50,000 

E-TYPE 

E-TYPE E-TYPE E-TYPE 

E-TYPE E-TYPE E-TYPE 

E-TYPE E-TYPE E-TYPE 

E-TYPE 

Buyer A pays seller  
the full £50,000

Buyer A buys an 
E-type Jaguar

Buyer B buys  
10 E-type Jaguars

A

B

❯❯ Cost of borrowing  The costs  
can be higher than the income 
from the assets purchased.

❯❯ Asset value can fall  If this 
happens the sale of the assets  
will not repay the original debt.

❯❯ Interest rates can increase   
This can mean the borrowing 
costs being greater than the value 
of the assets even if it rises.

WARNING

Leverage
Leverage, or gearing, is the use  
of borrowed money to multiply 
gains (or losses). It is used on the 
stock market, by companies, as  
well as by individuals. 

USING BORROWED 
MONEY
Leverage involves buying 
more of an asset by using 
borrowed funds, in the 
belief that the asset will 
appreciate in value by 
more than the cost of  
the loan. In this example, 
Buyer B buys 10 E-type 
Jaguars by splitting his 
£50,000 cash (equity) 
into ten £5,000 down- 
payments and borrowing 
the extra £450,000. This 
means the buyer is “highly 
geared” as there is a high 
proportion of debt to 
equity. This is risky as the 
£450,000 borrowed (plus 
any interest) will have to 
be repaid regardless of 
the sale prices of the cars.

CASH PURCHASE
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INTEREST AND 
BANKRUPTCY

Interest  

This is the cost paid to borrow 
money. It is expressed as a 
percentage of the capital borrowed. 
Various debt products have 
different interest rates. The rate 
might be fixed for a set period of 
time or be “variable”, meaning it can 
change. It is very important for 
individuals to take interest costs into 
account when borrowing to invest.

Bankruptcy  

This is a legal process that releases a 
person (or company) from almost 
all of their debts. People (and 
companies) can declare bankruptcy 
if they do not have a realistic chance 
of repaying their debts. Although it 
can be used for a fresh start, the 
financial consequence can be that it 
adversely affects a person’s credit 
rating, and therefore their ability to 
borrow in the future.

£55,000 £55,000

£55,000 £55,000

£55,000 £55,000

£55,000£55,000£55,000 £55,000

£55,000 

E-TYPE E-TYPE 

E-TYPE E-TYPE 

E-TYPE E-TYPE 

E-TYPE E-TYPE E-TYPE E-TYPE 

E-TYPE 

Buyer A  
Sells E-type Jaguar 

for £55,000, making 
profit of £5,000

Buyer B 
makes  
a gross 
profit of 
£50,000

One year later

One year later

£5,000

£50,000

A

B

CARS INCREASE IN VALUE
Buyer B makes a larger profit as the 
gains are multiplied when selling the 
cars at a profit of £5,000 each. His 
gross profit is £50,000; net profit can 
be calculated by deducting interest 
payments. However, there is also 
the possibility of losing more money 
if the cars lose value.

265% 
the ratio of 
household debt  
to household 
income in 
Denmark −  
the highest  
in the world
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Interest and  
compound interest 

The snowball effect 
If a snowball is rolled down a hill, it 
gets bigger and bigger as it gathers 
more snow. The rate at which the 
snowball grows also increases
as it rolls down the hill because there 
is a greater surface area for the snow 
to stick to. So, given enough time,
a tiny snowball can become a giant 
one. Compound interest has been 
described as a “snowball effect” as
it works in much the same way, 
meaning that a small investment
can provide bigger returns than an 
investment where the interest sum
is paid out to the investor annually. 

When money is saved it “earns” interest. Compound 
interest accrues if the investor re-invests it, as 
opposed to withdrawing the interest.

€1,000

€1,100

END OF YEAR 1 
COMPOUND 

INTEREST 
= 10%

COMPOUND 

INTEREST 
= 10%

CAPITAL

INTEREST  
PAID = €100

INITIAL INVESTMENT
A principal amount of 
€1,000 is deposited into a 
savings account that pays
10 per cent per annum, 
compounded annually.
At the end of year one,
€100 (10 per cent of €1,000) 
is credited to the account.

Compound interest formula
“A” is the final amount in the savings 
account after “T” years’ interest 
compounded “N” times, at interest  
rate “R” on the starting amount of “P”.

A = P (1 + R/N) NT

Final  
amount

Principal
(original) sum

Rate of 
interest

Time in 
years

Number of times 
per year interest is 

compounded

INVESTMENT GROWS
The savings account 
now has €1,100, then 
earns €110 (10 per cent 
of €1,100) interest in the 
second year. By the end 
of year two the account 
has a balance of €1,210.

❯❯ Principal amount  The original 
capital sum invested or borrowed. 

❯❯ Compounding frequency  
The number of times that interest  
is added to the principal amount 
in one year. For example, if 
interest is added monthly, the 
compounding frequency is 12.

❯❯ Effective interest rate (EIR)  Also 
referred to as annual equivalent 
rate (AER). Takes into account the 
number of compounding periods 
within a specific period of time, so 
can be used to compare financial 
products with different 
compounding frequency.

NEED TO KNOW

END OF  
YEAR 2
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How it works
Interest is the cost of borrowing 
money, for example from a bank, 
and it is calculated as a percentage 
of the capital. When money is
saved it is effectively being lent
to the institution, which then pays 

interest to the investor, meaning 
that the capital “earns” interest. 

With simple interest money  
is paid out to the investor each  
year. Compound interest is interest 
paid on reinvested simple interest, 
and works for both saving and 

borrowing. The interest from the 
first year is added to the initial sum, 
so in the second year interest is 
paid on the capital plus the interest 
accrued. In the third year it is paid 
on the capital plus the first two 
years’ interest, and so on.

€1,100

€1,210

€1,331

€31 extra earned  
through compound  

interest

COMPOUND 

INTEREST 
= 10%

COMPOUND 

INTEREST 
= 10%

INTEREST  
PAID = €110

INTEREST  
PAID = €121 

INTEREST  
PAID = €100

CAPITAL GROWS
The third year now 
begins with a balance  
of €1,210, which earns 
€121 in interest (10 per 
cent of €1,210), resulting 
in an end of year balance 
of €1,331.

IMPROVED GROWTH 
Compound interest results
in a gain of €331, €31 more than 
if simple interest had been 
applied to the initial deposit at 
the same rate of interest for the 
same period, which would have 
resulted in a gain of €300.

END OF  
YEAR 2

END OF YEAR 3 

“Compound interest is the 
eighth wonder of the world. 
He who understands it, earns 
it; he who doesn’t, pays it.”
Albert Einstein, German-born physicist 
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Loans

How it works
Loans allow individuals to borrow  
a lump sum to use in the short 
term, which they then repay in 
instalments at set intervals over  
an agreed longer-term period. For 
example, a person might borrow 
£10,000 to be repaid over five  
years. As well as repaying the 
capital, the borrower also pays 
interest on the loan. Periodic 
repayments are calculated so that 
the borrower repays some of the 
capital and some of the interest 
with each payment.

Loans can be used as a cheaper 
alternative to other borrowing 

Loans offer a fixed sum of money to be repaid, plus interest, over a fixed 
period of time. Personal loans can be used at the borrower’s discretion 
but some other types of loan have a defined purpose. 

Loan repayments

For loans with a fixed monthly repayment of 
principal plus interest, payments at first consist      
of mainly interest. This is because the interest paid 
each month is a percentage of the outstanding 
balance of the loan. As each payment also repays 
some of the principal, the outstanding balance  
(and therefore interest paid) decreases each month, 
while more of the payment goes to reducing the 
loan. Final payments consist of a larger proportion 
of principal to interest (as interest is paid on ever 
smaller outstanding balances). 

CASE STUDY

facilities such as overdrafts and 
credit cards. If a loan is “secured” 
on an asset (such as a house), and 
the loan is not repaid on time, the 
lender is entitled to take the asset. 
Typically a secured loan is less 
expensive to the borrower than an 
unsecured loan. A mortgage is a 
type of secured loan used to buy a 
property without paying the entire 
value of the purchase up front. 

Various institutions including 
banks, building societies, payday 
lenders, credit unions, supermarkets, 
and peer-to-peer lenders sell loans. 
Loan brokers may also offer loans 
from a range of different providers. 

M
O

N
TH

LY
 P

A
Y

M
EN

T

TIME (MONTHS)

1 2 3 4 5 6 7 8 9 10 11 12

Payday loans are designed  
to cover short-term financial 
shortfalls. The idea is that people 
repay the debt on their next 
payday. Customers typically  
pay about £25 to borrow £100  
for 28 days − an equivalent APR  
of over 4,000 per cent. They are 
also charged fees for missed 
payments or to extend the loan. 

WARNING

❯❯ APR (Annual Percentage Rate)  
The annual rate of interest payable 
(on loans), taking into account 
other charges. 

❯❯ AER (Annual Equivalent Rate)  
Used for savings accounts, the  
AER takes into account how    
often interest is paid, as well as  
the impact of compound interest.

NEED TO KNOW

APR of payday loan company Wonga 
before new rules applied in 2014

5,583%
INTEREST PRINCIPAL
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Loan agreement Abank

3. REPAYMENT
The Borrower will repay the amount of this note in 60 equal continuous monthly  
instalments of €392.23 each on the 04 day of each month preliminary on the 04 day  
of April 2017, and ending on the 04 day of April 2022.

4. PREPAYMENT
The Borrower has the right to pay back the whole amount at any time, but a charge may be 
levied for early repayment: €1,360.00

5. LATE CHARGE
Any instalment not paid within 15 days of its due date shall be subject to a late 
charge of 4% of the payment: €15.69

6. DEFAULT
If for any reason the Borrower fails to make any payment on time, the Borrower shall be in 
default. The Lender can then demand immediate payment of the entire remaining unpaid 
balance of this loan without giving further notice.

This Loan Agreement (“Agreement”) is made and will be effective on 04-04-17.

TERMS AND CONDITIONS

1. PROMISE TO PAY

Within 60 months from today, the Borrower promises to pay the Lender the sum of €20,000 
and interest and other charges stated below.

A loan agreement is a formal document provided by the lender that sets 
out the terms and conditions of the loan.

BETWEEN Lender:  (“A Bank”) AND Borrower:  (“A Person”)

The Borrower agrees to repay the  
full amount of capital borrowed, plus 
fees and charges, the interest rates,  
the monetary amount of interest,  
and the total amount repayable. 

2. DETAILS OF LOAN 

Term of loan  The length  
of time over which the loan 
will be repaid in regular 
instalments. This is normally 
expressed in months. 

Amount  The capital 
originally borrowed and 
advanced to the borrower. It 
is expressed in the currency 
of the loan, such as pounds, 
euros, or dollars.

Total amount repaid  The 
total capital, interest, and 
fees paid by the borrower 
to the lender over the 
whole term. 

APR  The annual percentage 
rate: a calculation that takes  
into account the interest 
rate plus fees and charges 
such as arrangement fees.

Regular payments  The 
periodic instalments in 
which the loan will be 
repaid, for example, weekly, 
monthly, or quarterly. 

Early repayment charge  
An additional charge 
applied if the borrower 
redeems (repays) the loan 
before the end of the term.

Late fees  An additional 
charge applied if the 
borrower does not pay  
the instalment on the 
agreed date. The borrower 
continues to be charged 
until the original payment 
schedule is restored.

Default  The failure to meet 
the legal conditions of a 
loan puts the borrower in 
default. A loan agreement 
sets out the consequences 
of a default.  

Amount of loan:  €20,000.00

Other (such as arrangement fee):         €200.00

Amount financed: €19,800.00  

Total of payments: €23,533.94
 
Annual rate:             6.8%
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Mortgages

Types of mortgage
Different countries have different 
types of mortgage, and different rules 
governing their issue. The amount that 
can be borrowed will depend on the 
property, individual circumstances, 
and prevailing economic conditions, 
but all loans will eventually need to  
be repaid with interest. 

How it works
The word mortgage is derived  
from an old French term used  
by English lawyers in the Middle 
Ages, literally meaning “death 
pledge”, because the deal dies 
when the debt is paid or a payment 
fails. A mortgage is secured on the 
borrower’s property, which means 
that a legal mechanism is put in 
place that allows the lender to take 
possession in the event that the 
borrower defaults on the loan or 
fails to abide by its terms. This  
is known as repossession or 
foreclosure. Most mortgage lenders 
require borrowers to put down a 
percentage of the property value
as a deposit (or down payment) 
before they will be given a 
mortgage, and the bigger the 
deposit is, the less they will  
need to borrow. 

A mortgage is a long-term loan, which enables the borrower to 
purchase property or land. A mortgage is made up of the amount 
borrowed – the principal – plus the interest charged on the loan. 

Repayment mortgage  
or annuity repayment mortgage

Offset mortgage

❯❯ This is the most common type  
of mortgage in the UK.

❯❯ The bank first checks the 
borrower’s background to  
ensure they can afford the  
loan repayments. 

❯❯ The borrower then puts down  
a deposit, and the bank lends 
them the remainder of the 
purchase price. For example, if 
the purchase price of a property 
is £300,000, the borrower may 
put down a 5% deposit (£15,000) 
and borrow the remaining 

£285,000 from the bank. This 
amount is known as the principal, 
or capital.

❯❯ The bank charges an interest rate 
on the principal, based on the type 
of mortgage and the base rate. 
Interest rates may be fixed for  
a period of time, or variable.

❯❯ The borrower pays back both  
the principal and the interest via 
monthly repayments. When they 
have repaid the total amount 
borrowed, plus the interest,  
they own the property outright.

❯❯ If a borrower has a savings account 
at the same bank as they have their 
mortgage, an offset mortgage will 
allow them to offset their savings 
against the amount they borrow.

❯❯ The result is that less interest is paid 
on the mortgage, meaning that the 
borrower will be able to pay their 
mortgage off more quickly.

❯❯ For example, if a borrower has a 
mortgage of £200,000 and savings 
of £30,000, an offset mortgage 
allows them to pay interest on  
only £170,000 of their loan.

❯❯ Not all banks offer borrowers 
offset mortgages, and interest 
rates may be higher than they are 
for other mortgage products.

❯❯ If a borrower only has a small 
amount of savings, the higher rates 
involved may mean it is not worth 
them seeking an offset mortgage.

❯❯ If a borrower has a large amount  
of savings, it may be better for 
them to consider using a portion 
of these savings to decrease  
the loan-to-value ratio (LTV)  
of their mortgage. 
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Interest-only mortgage

Reverse annuity mortgage

❯❯ Loan-to-value ratio (LTV)  
Percentage of a property’s value 
borrowed as a mortgage.

❯❯ Security  Collateral for the loan; 
for mortgages, the property.

❯❯ Remortgage  A different or 
additional loan taken out on  
a property.

❯❯ Term  Years over which the 
mortgage is repaid. 

❯❯ Equity  Value of the property over 
the mortgage amount.

❯❯ Negative equity  Value of the 
property being less than the 
mortgage amount.

❯❯ Guarantor  A person who agrees 
to be responsible for meeting the 
mortgage repayments if the 
borrower fails to do so.

NEED TO KNOWof EU citizens live in an 
owner-occupied home

Islamic law prohibits interest being 
charged on home loans. There are 
three types of Islamic mortgage 
that are sharia-compliant:

❯❯ The bank purchases a property  
on behalf of a buyer, and leases    
it to them. At the end of the lease 
term, ownership is transferred to 
the buyer/tenant.  

❯❯ A buyer purchases a property 
jointly with the bank, and pays 
rent on the portion they do not 
own. They then buy shares in    
the remaining portion of the 
property, and as their share 
increases, their rent decreases.

❯❯ The bank buys a property and 
sells it on to a buyer, who makes 
fixed monthly repayments that 
amount to a higher price than  
the original purchase cost.

ISLAMIC MORTGAGES

❯❯ Interest-only mortgages allow 
borrowers to repay just the 
interest on the amount they  
have borrowed, and not the 
principal itself.

❯❯ The bank gives the borrower  
a mortgage, for example  
£240,000, and the borrower 
repays the interest on this 
amount via monthly repayments.

❯❯ The amount paid each month will 
be lower than for repayment 
mortgages, but borrowers will 
usually need to put down larger 

deposits, or demonstrate higher 
earnings, in order to be given an 
interest-only mortgage.

❯❯ At the end of the loan period, the 
borrower must repay the whole of 
the principal loan amount, in this 
case £240,000. If prices have 
increased a lot over the lifetime of 
the mortgage, due to inflation, 
then the amount owed will be 
smaller in relative terms. But if they 
do not have sufficient savings, the 
borrower may need to sell the 
property to repay the loan.

❯❯ This type of mortgage allows a 
homeowner to access the value    
of a property that they fully own.

❯❯ People who opt for a reverse 
annuity mortgage are usually 
elderly − in the UK, borrowers must 
be at least 55 years old to qualify 
for this type of mortgage, whereas 
in the US they must be at least 62.

❯❯ The bank lends the homeowner 
money against the value of their 
property (the equity) but there  
are usually high fees involved.             

❯❯ The bank then pays this money     
to the homeowner, either in the 
form of monthly instalments or, 
occasionally, in the form of a 
one-off lump sum.

❯❯ When the homeowner dies, their 
property is sold in order to repay 
the loan amount.

❯❯ Any remaining money from the 
sale of the property, after the  
loan amount has been repaid,  
goes to the beneficiaries in the 
homeowner’s will.

70%
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Mortgage rates
Banks offer a range of mortgages 
with different interest rates, each
of which offers a different ratio of 
risk to affordability. 

Fixed-rate mortgages offer the 
borrower fixed monthly payments 
for a set period of time. In the UK, 
fixed rates of two, three, or five 
years are common. The borrower 
either then remortgages to a new 
fixed-rate mortgage product or 

the original mortgage defaults to
a variable rate. Fixed rates are not 
altered by changing interest rates 
or other economic conditions. This 
means the lender, not the borrower, 
carries the main interest rate risk.

Variable rates
Variable- or adjustable-rate 
mortgages have rates which can 
change during the mortgage term, 
sometimes tracking a market index 

such as the country’s central 
bank base rate. Monthly mortgage 
payments will therefore increase
or decrease following fluctuations 
in the base rate. This means the 
interest rate risk is carried by the 
borrower, who will need to be sure 
they can still afford the mortgage 
should the interest rate increase. 
The proportion of mortgages that 
are variable-rate varies from 
country to country. 

Types of mortgage rates
Generally, the greater the guarantee of security for the borrower,  
the higher the fees involved. Some deals also lock borrowers in to  
a particular rate, offering less flexibility. 

Why interest matters
Small variations in the interest 
rate can make a big difference to 
the total amount of interest paid 
over the mortgage term.

Mortgage 
deal 1

Fixed-rate mortgages
❯❯ The interest rate is set for a period or for the life of the 
loan, regardless of the base rate. This offers certainty, 
as borrowers pay a set monthly amount.

❯❯ These often come with higher arrangement fees,     
and payments will stay fixed even if the base rate falls.

Standard variable rate (SVR) mortgages
❯❯ The lender can raise and lower interest rates, which      
may be influenced by the central bank’s base rate,          
but can also be changed regardless of the base rate.

❯❯ These are usually cheaper than fixed-rate mortgages,    
but borrowers are vulnerable to interest rate rises.

BASE RATE BASE RATE

FIXED RATE AT 3%

SVR

Usually for 2–5 years Indefinite time period

Jan

4% 4%

8% 8%

Monthly repayments  
to bank over 25 years

£948
Loan 

£200,000 

over 25 years

Total repayment = £284,400

3% interest
Interest = £84,400

BANK
BANK
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SUBPRIME MORTGAGES AND CREDIT CRUNCH

Mortgage 
deal 2

Tracker mortgages
❯❯ The mortgage rate is variable and tracks a rate or index,   
for example the central bank’s base rate.

❯❯ Arrangement fees for tracker mortgages tend to be 
lower than for fixed rate mortgages, but if the interest 
rate rises, so will the amount borrowers must pay.  

Discount mortgages
❯❯ The mortgage rate is variable and set at an amount below 
the lender’s standard variable rate (SVR). 

❯❯ Arrangement fees are usually cheaper than for fixed-rate 
mortgages but, as with an SVR, there is no guarantee that if 
interest rates are cut borrowers’ rates will fall too.

Jan

BASE RATE

TRACKER − 1% ABOVE 
BASE RATE

1 year to the total life of loan

DISCOUNTED 
RATE − 1% 

BELOW SVR

SVR

Usually for 2–5 years

4%4%

8%8%

Monthly repayments  
to bank over 25 years

£1,678
Loan 

£200,000 

over 25 years

Total repayment = £503,400 

9% interest
Interest = £303,400

BANK
BANK

The subprime mortgage crisis began 
in 2007, and led to fundamental 
changes in mortgage products and 
their regulation. In the US, mortgages 
had been sold to people without the 
income to repay them. When the 
housing bubble burst, this led to
a wave of repossessions and bank 
losses. Mortgage-backed bonds lost 
value and several banks went bust.

❯❯ Credit crunch  Banks and other 
lenders reduced the amount of 
credit available for mortgages      
and other loans. 

❯❯ Recession  The subprime crisis  
led to a recession or slowdown  
in several countries. As well as 
property repossessions, banks  
and other businesses collapsed.

 2007
the year that 
defaults on US 
subprime loans 
became a crisis
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Credit unions

Not for profit
Credit unions are similar to mutual building societies 
in that they are owned by their members (customers), 
who each have one vote to elect a board of directors 
to run the organization. However, credit unions  
focus on community banking services that  
benefit members rather than on profit and 
returns to external shareholders. Surplus 
revenue is invested back in the credit union  
to provide personalized service, financial 
advice, better products, and rates that are 
as competitive as possible. 

How it works
Originating in Germany in the mid-19th century, 
credit unions are non-profit financial cooperatives 
set up by members, who share a “common bond”, 
for their mutual benefit. The connection between 
members may, for example, be living in the same 
town, working in the same industry, or belonging 
to the same trade union or community group.

Traditionally very small organizations, today 
around 217 million people around the world are 
members of a credit union. Some of the larger 
unions have hundreds of thousands of members 
and assets worth several billion US dollars. 

Credit unions are most prevalent in low-income 
areas and can be especially useful to those with 
lower credit scores who fail to qualify for high-
street loans, or are charged higher rates on such 
loans because of their scores. Members also tend 
to benefit from paying fewer fees. Some unions 
require members to save with them before they 
can borrow money, as unions finance their loan 
portfolios by pooling their members’ deposits, 
rather than relying on outside capital. Savings
are however still covered up to set limits by 
government-backed compensation schemes in
the event that the credit union ceases trading. 

Member-owned, non-profit financial organizations, 
credit unions provide savings, credit, and other 
financial services to their members.

Credit Union

Owned by members
Members elect a board  
of directors to run the 
business. Each member 
has one vote.

Not for profit
The aim is to serve 
members, not to make a 
profit. Any surplus revenue 
is re-invested in running 
the business. 

Community orientated
Members share a common link 
such as employment, religion, 
or the area where they live.

Personalized service
Staff are committed to helping 
members to improve their 
financial situation. 

Financially inclusive
Customers are often from 
financially disadvantaged 
groups who fail to qualify for 
mainstream financial products.

$
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❯❯ Loan rates and terms may not be  
as competitive as those of market-
leading products, but they are  
better than those of payday lenders. 

❯❯ Maximum loan amounts are 
comparatively low. Approval is  
often conditional on having saved 
with the credit union.

❯❯ As non-profit organizations, credit 
unions often have limited capital to 
install ATMs in convenient locations 
or to invest in technology such as 
websites or online account access.

WARNING

CREDIT UNION 
PRODUCTS

❯❯ Loans  There are no hidden charges, 
and loans can often be repaid early 
without a penalty charge. Some loans 
also include life insurance. 

❯❯ Savings  Deposits are made available 
to members who need to borrow 
money. Returns on savings can be 
low and will be paid either by interest 
or by annual dividend. Some credit 
unions have maximum savings limits.

❯❯ Current accounts  No credit checks 
are required, there is no monthly fee 
for the account, and no overdraft is 
available. Some accounts offer 
budgeting facilities and advice. 

Bank

Owned by private 
companies/shareholders
Banks are run by highly paid 
directors, and voting rights depend 
on the amount of stock owned.

Business orientated
Banks develop and sell 
money-making products to 
return a profit to shareholders.

More online services
Run partly or completely online, 
banks offer little face-to-face or 
personalized service.

Focus on creditworthy 
customers 
Customers who don’t meet 
the bank’s preferred credit 
profile are routinely rejected.

For profit
The goal is to make money and 
maximize profit for owners and 
shareholders. The organization’s 
own goals and interest are put 
before those of its customers. $

$$$

 57,000 
number of credit unions in 105 
countries around the world
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Credit cards

Minimum 
repayments
Unlike loan and mortgage 
borrowers, credit card users  
can choose how much over and 
above the prescribed minimum 
repayment they repay each month. 
The minimum repayment is the 
lowest amount users must repay 
each month in order to avoid a 
fine. If they pay only the minimum 
amount each month, however, 
the remaining unpaid balance will 
continue to accrue interest, and 
the amount they owe will increase. 
This means that their debt will last 
for longer than it would do if 
they were to repay a larger, fixed 
amount each month, or if they 
paid off all of the monthly balance. 

A credit card account allows an individual to make 
purchases on credit up to an agreed maximum limit. 
Users can spend as much as they want up to that limit 
without being charged – as long as they pay off the 
balance (accrued debt) in full by an agreed date each 
month. Interest is charged on any outstanding balance 
beyond this point, but users are obliged to meet only  
a minimum repayment (see below). The minimum 
amount may vary, but generally users pay a percentage 

of the remaining balance or a fixed minimum amount, 
whichever of the two is higher, plus the interest and 
any default charges. 

There is not usually a deadline by which a credit 
card debt must be repaid in full – it is up to the users
to make repayments as they see fit – but repaying only 
the credit card’s minimum payment each month is one 
of the most expensive ways to manage credit card bills, 
as interest will build up on the unpaid amount. 

Issued by lenders such as banks or building societies, wallet-sized 
plastic credit cards function as flexible borrowing facilities which 
allow their holders to purchase goods or services on credit.
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REVOLVING CREDIT

A credit card is a form of revolving credit. This is an arrangement that allows 
for a loan amount to be withdrawn, repaid, and then redrawn again any 
number of times. The borrower can withdraw funds up to a set limit.

❯❯ Balance transfer  The transfer  
of all outstanding balances from 
one credit card to another. 

❯❯ Cash advance  The use of a credit 
card to withdraw cash from an 
ATM (automated teller machine). 
A credit card company normally 
charges more interest as well as 
additional fees when cards are 
used in this way.

❯❯ Revolving credit  A line of credit 
that allows customers to use  
funds when they are needed.  
It is usually used for operating 
purposes and can fluctuate each 
month depending on the 
customer’s cash flow needs.

❯❯ Credit limit  The maximum 
amount an individual can  
borrow at any one time.

NEED TO KNOW

£1,000

£1,000

CREDIT LIMIT

CREDIT LIMIT

LENDER

LENDER

Borrows £400

Borrows £400

Repays £300

Repays £400

BILL PAID

An individual spends £400 on  
a credit card, and repays £300, 
leaving £100 in outstanding 
debt on the total bill.

The user then spends another 
£400, and repays £400, but the 
outstanding £100 remains and 
will continue to accrue interest.

WARNING
Credit-card fraud involves using  
a credit card as a fraudulent source  
of funds in a transaction. 
   In the simplest form of the crime,  
the fraudster obtains an individual’s 
credit card details and uses them over 
the phone or on the internet to make 
purchases in the cardholder’s name.  
   At the other extreme, the fraudster  
may use the cardholder’s details to 
assume his or her identity and open 
bank accounts, obtain credit cards,  
or organize loans and other lines of 
credit in the cardholder’s name. 
   Credit-card users should always  
check their monthly statements 
carefully in order to determine 
whether there have been any 
fraudulent transactions. 

debt of £100 
accrues interest
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Traditional finance
Conventional money unique 
to a country or region. Also 
called fiat currency, from the 
Latin word fiat meaning “let 
it be done”, a term used 
when making a government 
decree. Fiat currency is 
minted by the central banks 
of individual countries and 
its value is determined by 
supply and demand.

Money in the 
digital age

In the same way that the internet revolutionized communication and made 
globalization possible, digital money, also known as cryptocurrency, promises to 
change the way people pay for goods and services. Digital money offers a single 
international “currency” that is not under the control of any financial institution. 
Instead of notes and coins being printed and minted by individual national banks, 
computers are used to generate units of digital money.

Breaking free
The money of the future, cryptocurrency, 
is a medium of financial exchange 
produced digitally by teams of experts 
known as “miners”. These miners use 
specialized hardware to process secure 
transactions by solving the complex 
mathematical puzzles that encrypt the 
electronic currency. Cryptocurrencies 
can be traded between individuals, and 
are bought and sold through online 
exchanges. Cryptocurrencies can also 
be used for new methods of exchange 
such as peer-to-peer lending and 
crowdfunding.

 26%
of Millennials  
are expected to  
be using digital 
currencies  
by 2020
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TIMELINE OF DIGITAL MONEY

TIME (YEARS)

Digital currency
Money that can be traded on 
exchanges directly between 
individuals using a computer 
or mobile device that is 
connected to the internet. 
Digital currency can also  
be bought and sold using 
conventional currencies.  
See pp.222–225

Peer–to–peer lending
Loans arranged by online 
agencies who match would-
be borrowers with lenders. 
Peer-to-peer lending is usually 
subject to fewer regulations 
than conventional lending. 
Borrowers are screened for 
risk, which is reflected in the 
interest rate they pay. See 
pp.228-229

Crowdfunding
A way for individuals and 
groups to raise donations 
from donors over the internet, 
bypassing banks, charitable 
organizations, or government 
institutions. It is managed via 
an online intermediary who 
takes a percentage as a fee. 
See pp.226–227

Bitcoin 
introduced 

October 2008

Highest value of 
Bitcoin to date

29 November 2013

Eretheum 
released

August 2015

Since the technology for digital money was perfected, many cryptocurrencies 
have been released − although Bitcoin remains the largest. Now even central 
banks have begun investigating the potential of digital money. 

First Bitcoin 
transaction

May 2010

Ripple  
launched 

September 2013

Mazacoin 
introduced

February 2014

Bank of England 
announces RSCoin 

March 2016
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How it works
There are two main features of a cryptocurrency. The 
first is that it exists only in the form of virtual “coins”. 
Instead of being generated by a national central bank, 
it is created digitally by teams of specialists known  
as “miners”, who use dedicated computer hardware. 
Encrypted in constantly changing digital codes  
to reduce the risk of counterfeiting, cryptocurrency  
can be easily transferred online between individuals 
independently of financial or government institutions. 

The second feature is that the total amount of a 
cryptocurrency is capped. Each “coin” created by  
a “miner” is listed on a virtual public ledger called  
a “blockchain”. Every coin spent is registered on the 
same ledger, so that unlike currencies generated by 
central banks, once this cap is reached no more coins 
can be created. As a result, cryptocurrencies are 
considered less prone to the pressures of inflation  
and deflation resulting from political and economic 
changes that affect conventional currency. 

A form of encrypted digital currency, a cryptocurrency is created, regulated, 
and kept secure by a network of computers. Bitcoin was the first example  
of a cryptocurrency, but there are now many more available.

Cryptocurrency

Conventional currency 
and cryptocurrency
The appeal of a cryptocurrency is that  
it can be used to make direct financial 
transactions anywhere without requiring 
a bank account. Transactions are virtually 
anonymous, there is no central control 
from banks or governments, and fees are  
minimal. Cryptocurrencies differ from 
national currencies in many ways, such  
as how they are valued, generated, and 
controlled, to their storage and transfer.

$

CONTROL
Retail banks 
continually monitor 
transactions for signs  
of suspicious activity.  
Anti-counterfeiting  
technology is built into  
the currency in the form  

of watermarks and 
security threads.

STORE
Money is held in 

banks with records 
of account 

holders.
TRANSFER
Transactions 

are only possible via 
a bank account and 
they can be traced. 

Fees for international 
transfers can be high.

VALUE
Determined by 

economic factors and 
the amount of money 

in circulation. Central 
banks can devalue  

a currency by 
printing more 

of it.

MAKE
Central banks 

print money that is  
then released into the 

economy, largely by 
retail banks in the form 

of loans.

❯❯ Cryptocurrency balance is 
stored on a computer  If the 
currency holder’s computer 
crashes and there is no back-up  
of the transactions, there is no 
proof of cryptocurrency funds 
held by that person.

❯❯ Not many retailers accept 
cryptocurrency  In general, the 
more place that take it, the better, 
but some cryptocurrencies have 
specialist uses. 

WARNING
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The total worth of all coins and 
their daily trading volume

A high total worth can indicate a  
high value per “coin”, or it can simply 
mean that there are a lot of coins in 
circulation. The daily trading volume 
is an indicator of the number of coins 
that change hands in a day. It is best 
to review the two statistics together. 
A cryptocurrency that has a very 
substantial trading volume as well  
as a high market capitalization is 
likely to have a high value.

The means used to secure and 
verify transfers 

Different cryptocurrencies have 
varying ways of verifying and 
securing transactions. The systems 
rely on complex mathematical 
problems, and their effectiveness is 
based on the time a transaction takes 
and its vulnerability to attack. Most 
currencies use one of two systems, 
Proof of Work (bitcoin) or Proof of 
Stake, or a combination of both, to 
ensure the best network security.

HOW TO VALUE CRYPTOCURRENCY

 700+
number of 
cryptocurrencies 
available for 
trading

CONTROL
Secure encryption 
is built in to the code 
of each virtual coin. 
Continually changing 
complex mathematical 
puzzles prevents 

counterfeiting. 

STORE
Cryptocurrencies  

are held in the digital 
wallets of individuals. 

Records are kept 
on a virtual 

ledger.  

TRANSFER
Anyone with 

online access can 
make transfers. Such 
transfers are virtually 
anonymous and their 
fees low or negligible.

VALUE 
Cryptocurrencies 

become more valuable 
when they are easier to 
use, transaction time is 
faster and more secure, 

and the number  
of retailers using 

them rises.

MAKE
“Miners” create 

virtual “coins” using 
special hardware.  

The coins are then 
registered on an online  

public ledger.

C

   
   

Cryptocurrency
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Bitcoin

How it works
Launched in 2009, Bitcoin was the first 
cryptocurrency and is still the most 
widely used. Unlike conventional 
currency, which is backed by the state, 
Bitcoin is based on cryptography, a 
system that creates mathematical 
codes to provide high levels of security. 
This makes it almost impossible for 
anyone to spend funds from another 
user’s digital wallet, or to disrupt 
transactions, as each transaction 
needs to be verified by other users. 
This is done by users who transform 
transactions into pieces of unique 
digital code. The users who verify 
transactions in this way are rewarded 
with bitcoins. Coins can be traded on 
digital exchanges or by individuals.

Cryptocurrencies such as Bitcoin 
are generated online. They can be 
transferred directly from one person to 
another across the internet, or bought 
with and sold for conventional currency. 

A bitcoin 
transaction
Bitcoin users first set up a virtual 
“wallet”. This acts like a highly 
secure online bank account for 
sending, receiving, and storing 
bitcoins. Wallets can be linked
to a conventional bank account to 
transfer fiat money in exchange for 
bitcoins. When bitcoins are moved 
from one wallet to another, individuals 
in the Bitcoin network, called “miners”, 
compete with one another to be the 
first to verify the transactions. Once 
verified, the funds will appear in the 
recipient’s Bitcoin wallet. Buyers usually 
pay a small fee of about one per cent, 
which is distributed among the miners.

2. Mining for bitcoins 
To prove that the transactions contained 
in the block are legitimate, and do not 
contain coins that have already been 
spent elsewhere, bitcoin miners use 
computer programs to solve the complex 
mathematical puzzles protecting the 
block. The first miner to do so is 
rewarded with new bitcoins − which 
is how new currency is issued − and 
the block joins the blockchain. 

1. Buyer pays seller for item
A buyer pays a seller in bitcoins 
using an online transaction form, 
stating the wallet ID of the seller 
and the amount to send. The 
transaction becomes visible to the 
buyer, and to everyone on Bitcoin’s 
network. It contains a secret code 

called a private key, showing 
which wallet it is from.  

It is grouped with  
other transactions 
from a set period  
into an encoded  
list called a “block”.

BITCOIN TRANSACTION

M
IN

ERS

MINERS

Buyer
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3. Blockchains 
The blockchain is a bit like  
a public ledger that can be 
viewed online. Each verified 
block is added to the previous 
one. As the “hash” or signature 
of each file is generated using 
part of the previous block’s 
signature, it timestamps each 
transaction. This makes them  
very difficult to tamper with.

4. Bitcoins arrive for use
Once bitcoins arrive in the seller’s 
account, they can be used to make 
purchases through a retailer, sold 
through an exchange, or sold 
directly to an online buyer. In 
addition, by using websites such 
as LocalBitcoins.com and Meetup.
com, users can make face-to-face 
transactions, bringing their digital 
wallets (on a mobile device) to 
make the trade. 

BITCOIN VALUE

The number of bitcoins that can 
ever be produced is limited to 21 
million. This is intended to prevent 
a devaluation of the currency due 
to oversupply. In addition, as the 
number of bitcoins in circulation 
increases, the program will make 
verification more difficult, 
meaning the mining process will 
take longer, fewer coins will be 
produced, and the limited supply 
will ensure the value of the 
currency remains high. 

SellerM
IN

ERS

WHY BITCOIN IS SO SECURE

As all transactions must be verified, it is difficult 
for attackers to tamper with the system. If there 
is an attempt to interfere with a transaction in 
the blockchain, it will change the resulting hash 
and invalidate all following blocks. However, as 
Bitcoin is so secure, it cannot be recovered if a 
password is lost or hardware is damaged. 

MINERS

10 MINUTES TO VERIFY
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Crowdfunding

How it works
Most fundraising focuses either on charitable causes or on 
investment in a worthwhile or potentially lucrative venture.  
In the days before social networking, fundraising was typically 
organized through a third party such as a bank or a charity,  
through a subscription scheme, or by asking family and friends 
for financial help. Crowdfunding is an evolution of these methods 
that mostly takes place online instead of face to face. 

Unlike conventional fundraising, crowdfunding allows 
anyone to raise money directly from potential donors – 
often online via social media. It works on the principle  
of asking many people to make a small contribution.

Crowd advantage
Crowdfunding differs from conventional fundraising in 
that it cuts out the “middleman”, ensuring that more of  
the donated money goes to the cause. It also enables 
anyone, regardless of their venture, to petition online for 
money, and it can reach a much wider audience than, say, 
enticing potential investors via a subscription scheme. 

 

Screening process
Crowdfunding platforms screen 
applicants before they launch a 
campaign. As with banks, some 

platforms have stricter  
criteria than others.

Creating a pitch
The pitch, designed to appeal to as 
many potential donors as possible, 
sets out the project or charitable 

cause to be funded, and  
usually stipulates a  

financial target.

  

Choice of platform
Crowdfunding platforms usually 
offer templates, donation tallies, 
and automatic reminders. Some 

specialize in charity cases, 
others in investment 

projects.
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FEES

Fees for crowdfunding platforms vary, but 
are typically around five per cent excluding 
any design charges or fees for payment 
processing. Some platforms offer an “all or 
nothing” structure, where the funds donated 
are returned to donors if the money raised 
falls short of the stated target.  

 

Launching online 
Digital marketing techniques help  

to target those most likely to 
contribute. Reward schemes 

offering pledgers a return  
on investment can  
help to maximize  

donations.

Online pledges 
Most donations are made in the 

early part of a launch, but it  
is important to keep the 

campaign “live” with 
reminders, updates,  

and new posts. 

Follow-up
When the campaign closes,  
the funds go to the host or  
are returned to the donors, 

depending on the agreement. 
The host might then prepare 

donors for the next 
venture.

 US$2.6 billion 
plus - the amount pledged on 
Kickstarter since its launch in  

April 2009

£
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Peer-to-peer lending
Also known as crowd-lending, peer-to-peer lending is a way to match savers 
looking for a return on their cash with borrowers or companies that require 
investment. A relatively new form of lending, it can offer good returns on savings.

How it works
Like a virtual dating agency for 
borrowers and lenders, peer-to-peer 
lending bypasses banks and other 
financial institutions by using a  
dedicated crowd-lending broker to  
vet potential borrowers and match 
them up with investors who are 
prepared to loan their spare cash. 

The appeal for investor-lenders  
is higher rates of return than they 
would receive from banks – typically 
twice the rate. Borrowers, on the 

other hand, may benefit from  
lower rates on their loans (unless 
they are considered high risk.)  
The broker runs credit checks  
on borrowers and offers some 
protection by holding funds in  
trust to cover any bad debts. They  
also usually charge a fee to both 
borrower and lender. While P2P 
lending has boomed since the 2008 
crash, it is relatively untested and 
unregulated, meaning that there 
are potential risks for lenders.

Lender receives 6%  
return on investment

Website takes  
1% of lender 
amount + 2% 

from borrower

Lender matched 
with borrower 

by website

Using peer-to-peer lending 
Any individual or business can register with a peer-to-peer lending 
company. Loan terms are usually between one and five years, and 
interest rates and fees vary. This is a typical scenario.

❯❯ P2P  Abbreviation of peer- 
to-peer; any network allowing 
computers to communicate 
directly with no central server. 

❯❯ Safeguarding  Most online P2P 
brokers offer protection to 
lenders in the form of funds held 
in reserve. This will return lenders’ 
money if borrowers default. 

NEED TO KNOW

Lenders
A P2P lender is a type of 
investor. They specify the level 
of credit risk they are prepared 
to withstand and funds are then 
typically pooled and spread 
among different borrowers to 
minimize risk, since P2P loan 
brokers are not backed by  
bank deposit guarantees. 

£
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Borrowers
After being subject to a credit 
check and graded for credit  
risk, borrowers usually receive 
funds a few days after applying, 
though the transfer may take
up to 14 days. The loans made 
to borrowers range from 
US$1,000 upwards.

Lenders to borrower The 
amount loaned to an individual 
borrower is pooled from the 
funds of several lenders.

Lenders to borrowers Lenders 
spread the amount they are  
willing to lend among several 
borrowers, reducing their risk.

Borrower pays  
back loan + 9%  

interest on repayments

SPREADING YOUR RISK

Some lenders reduce their risk by actively managing their 
loans, providing a portion of what they are willing to lend to 
one borrower, and leaving other lenders to provide the rest.  

US$1 trillion the forecasted value of 
global P2P lending by 2025

❯❯ Defaults  A P2P lender risks not 
being repaid if the borrower 
defaults on their loan.

❯❯ Intermediary only  P2P firms  
do not have large cash reserves.

❯❯ Protection  Savings are not 
guaranteed by the Financial 
Services Compensation Act (UK).

❯❯ Liability  If a P2P firm goes  
bust, lenders are then liable for 
collecting the loans themselves.

❯❯ Untested  As P2P is a relatively 
new form of lending, it has not  
yet been tested in a tough climate 
such as a recession.

WARNING

LENDERS BORROWER LENDERS BORROWERS
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London Stock Exchange
The centre of the UK financial world is the London 
Stock Exchange (LSE). It is ranked third in the world  
in terms of market capitalization – the value of the 
company shares traded on the exchange. It is also  
one of the most international stock markets, with 
companies from more than 60 countries represented. 

Shares make up the bulk of selling activity, but the 
LSE also sells other types of securities such as bonds, 
derivatives, funds, warrants, commodities, and gilts 
(mainly UK government bonds).

Around 2,600 companies are listed with the LSE. 
These are split between two main sections: the Main 
Market for the largest companies, and the Alternative 
Investment Market (AIM) for small- to medium-sized 
companies. There are also specialized sections, which 
include the Professional Securities Market (PSM)  
and Specialist Market Fund (SMF). All of these 
sections operate as marketplaces. Buyers can purchase 
investments from companies or institutions that are 
raising money by selling a stake in their businesses 
(shares), or offering a return on a temporary debt 
purchase (debt securities such as bonds).

The total value of all the companies trading on  
the LSE is around £3 trillion. The top 100 companies 
account for close to 80 per cent of this amount. These 
are the well-established, top-performing blue-chip 
companies that trade on the Main Market, which is 
tracked by the FTSE, the Financial Times Stock 
Exchange 100 Index. The remaining companies trade 
on the secondary market, AIM, or on the PSM or SMF.

Owned by the London Stock Exchange Group, the 
LSE also offers access to the group’s other trading 
platforms: the Borsa Italiana, Italy’s main stock 
exchange in Milan; MTS, Europe’s leading fixed-

The London Stock 
Exchange and FTSE Index 

income market that trades mostly government bonds;  
and Turquoise, a pan-European multilateral trading 
facility that trades securities from 19 different 
European countries. 

Main Market
Before it can be listed on the LSE’s Main Market, a 
company must be valued at £700,000 or more. It must 
also provide at least three years’ worth of audited 
accounting statements that have been prepared in 
accordance with International Financial Reporting 
Standards (IFRS).

The Main Market comprises a number of sections, 
each of which has its own requirements for listing  
and an index for tracking ups and downs in trading.

FTSE 100  The best-known index of the LSE is the 
Financial Times Stock Exchange (FTSE) 100 Index. 
Nicknamed the “Footsie”, the index tracks the sale of 
shares from the top 100 blue-chip companies listed on 
the LSE including BP, Rio Tinto, Tesco, and RBS. It is 
recalculated every 15 seconds to indicate live trading 
volumes and track performance minute by minute. The 
companies in the top 100 are reviewed and adjusted 
every quarter to make room for new top performers.

FTSE 250  The FTSE 250 lists the LSE’s 250 next 
most valuable companies (following the FTSE 100 
companies), ranking them from 101 to 350.

FTSE 350  The FTSE 350 lists the top 350 companies 
in the UK, and is a combination of the FTSE 100 and 
the FTSE 250.

FTSE SmallCap  The FTSE SmallCap companies 
(the next tier down from FTSE 350 companies) are 
ranked by their worth from 351 to 619. The name 
SmallCap alludes to the fact that these firms have 
smaller capitalization than those of the FTSE 350. 

One of the world’s oldest stock exchanges, the London Stock Exchange (LSE) 
allows companies from around the world to raise money, increase their profile, 
and obtain a market valuation through a variety of routes.
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FTSE All-Share  A combination of the FTSE 100,  
250, and SmallCap, the FTSE All-Share Index gives  
a broader overview of how public companies on the  
LSE are performing.

FTSE Fledgling  The FTSE Fledgling Index 
comprises around 200 companies that are smaller  
than those on the FTSE All-Share but still qualify  
for a listing on the Main Market. 

Alternative Investment Market
The Alternative Investment Market (AIM) is designed 
for companies that issue shares and sell them on the 
LSE, but find it hard to meet the Main Market’s strict 
regulations. In AIM Rules, for example, unlike in Main 
Market Rules, there are no requirements for companies 
to be of a minimum size or have an established trading 
record. This makes it possible for companies that are  
at an earlier stage of their business development to  
join the public markets. 

Also referred to as the “junior market”, AIM was 
launched in 1995 to give these smaller companies the 
opportunity to raise money from investors. There are 
around 1,450 companies listed on AIM, and they are 
divided into three categories:

FTSE AIM UK 50 Index  The top 50 UK companies.
FTSE AIM 100 Index  The top 100 companies.
FTSE AIM All-Share Index  All the companies  

listed on AIM.

Regulation
Activities on the LSE are regulated by a branch of  
the Financial Services Authority (FSA) called the UK 
Listing Authority (UKLA). Any company that applies 
for listing on the LSE has to go through the UKLA  
for approval, and must meet certain eligibility criteria. 
Requirements differ depending on what type of  
listing a company wishes to have. The more  
elevated the listing – with the Main Market at the  
top – the more stringent the UKLA’s eligibility  
review process.

Hedge funds are an investment option that can offer 
potentially huge returns, although they are also high risk. 
A hedge fund puts money into a wide variety of financial 
products, including shares, bonds, and a more complex 
category of assets called derivatives – options, warrants, 
futures, and swaps, for example. Anything that the fund 
manager anticipates will turn a profit is a potential target, 
regardless of the current economic situation. There are 
few controls over the types of investments a hedge fund 
manager can make, which means they are high risk.

Where other types of investments try to outperform  
a particular index, such as the FTSE, hedge funds are 
designed with the aim of simply producing a profit. This 
means that investors rely solely on the skill of the hedge 
fund manager in deciding on an investment strategy and 
choosing the most lucrative mix of financial products. 
Fund manager fees are usually around 2 per cent, plus  
an additional 20 per cent performance fee.

Until recently, hedge funds were reserved for the super 
rich or financial institutions, since millions were required 
as the minimum spend. However, private investors in the 
UK with more modest budgets can now put their money 
into a “fund of funds”, which pools money from numerous 
investors and spreads it across several hedge funds in 
order to minimize risk. In the UK, the marketing of these 
funds is restricted to protect small private investors, and 
there is little recourse if things go wrong, unless the 
manager is registered with the FCA.

HEDGE FUNDS
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Company registration
Any company that does business in the UK has legal 
obligations. If it has a physical place of business in the 
UK, whether it is an enterprise founded in the UK or is 
from overseas, one of its first obligations is to register 
with Companies House. 

Overseas companies must register within one month 
of opening a place of business in the UK, but some 
types of overseas enterprises, such as partnerships, 
limited partnerships, or government agencies, cannot 
register in the UK.

In order to register, businesses must complete a 
registration form and pay a small standard fee. Some 
overseas businesses may also have to provide copies  
of their incorporation documents as well as their most 
recent set of accounts. Once registered, companies are 
expected to submit an annual tax return to Companies 
House. They must also submit quarterly statements 
and an annual return to Her Majesty’s Revenue and 
Customs (HMRC), and pay corporation tax annually  
on profits up to £1.5 million, and in instalments on 
profits above £1.5 million.

Three types of enterprises must pay corporation tax 
on their profits: UK companies; overseas companies 
registered in the UK; and clubs, co-operatives, or other 
types of associations such as community groups or 
sporting clubs. 

Partnerships do not register with Companies House 
and are not obliged to submit accounts to HMRC – 
other than the personal income tax returns of the 
individuals in the partnership. 

UK Accounting Standards
Both Companies House and HMRC require financial 
statements to be prepared in a format that complies 

Companies House and 
corporate accounting

with official UK accounting standards, which means 
that specific items and types of calculations must be 
included in the accounts. The standards are issued  
by the Financial Reporting Council (FRC), and the UK 
Generally Accepted Accounting Practice (UK GAAP)  
is the body of regulations that have been established 
over time, stipulating how UK company accounts must 
be prepared and reported. It includes accounting 
standards as well as UK company law. The accounting 
framework is made up of six different standards, FRS 
100–FRS 105, each of which sets out the reporting 
standards required for the different kinds of companies 
in the UK, for instance, as parent companies, unlisted 
companies, and insurers.

Company accounts need to be submitted to both 
HMRC and to Companies House at the end of the 
financial year. The accounting year begins on 1 June  
and finishes on 31 May, but these dates can differ in  
a company’s first year since a company begins its first 
accounting period from the day it is incorporated, not 
the day it starts trading.

Companies do not have to use an accountant to 
prepare accounts, but directors are legally obliged  
to ensure that financial statements adhere to the 
guidelines issued by the FRC. Private companies  
are obliged to hold their accounting records for three 
years, whereas public companies must keep them  
for six years.

Fraud prevention
From 2017, the law on tax evasion will include the new 
corporate offence of failure to prevent the facilitation of 
tax evasion, both in the UK and overseas. This means 
that anyone who turns a blind eye to tax evasion for an 
employer, or who is in any way involved in the evasion 

Companies House, an agency sponsored by the Department for Business, 
Energy & Industrial Strategy, incorporates and dissolves limited companies, 
registers companies’ information, and makes this available to the public. 
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process while acting for a corporation, is liable to be 
prosecuted. The law is aimed at anyone representing 
an organisation, such as an employee or accounting 
agent, as well as at individual taxpayers. 

Intellectual property law
Companies doing business in the UK can apply to  
the Intellectual Property Office (IPO) to register 
intellectual property. Intellectual property includes 
trademarks such as product names; jingles and 
logos; registered designs (that is, the appearance of  
a product, including its packaging, pattern, and shape); 
and patents, which are applicable to inventions and 
products such as machines and medicines. 

Copyright of written works, films, photography, 
music, web content, and sound recordings are 
automatically covered under UK law, as are design 
rights, which refer to the shape of objects and how 
their different parts are arranged together.

After the UK withdraws from the European Union, 
UK companies will still be able to register an EU 
trademark or a design, and UK businesses will still  
be able to apply to the European Patent Office for 
protection. Companies that have made an international 
patent application can apply to have this registered in 
the UK as well, so long as application is made within  
31 months of the international application.

Corporation tax rates
The main rate of corporation tax was set at 20 per cent 
until 2016, but in the Budget of 2016, the government 
announced that the rate would change to 19 per cent 
for the tax years (beginning 1 April) of 2017, 2018,  
and 2019, and that on 1 April 2020, it would drop to  
17 per cent. This rate applies to all companies except 
for those that profit from oil extraction or oil rights in 
the UK (known as ring-fence companies).

The accounting year
Every year, limited companies must submit annual 
accounts to Companies House, and a company tax 
return to HMRC. For new companies, the first accounting 
year starts at the end of the first month of incorporation. 
This is called the Accounting Reference Date (ARD). The 
deadline for filing accounts is 21 months after the ARD 
for private companies, and 18 months after the ARD for 
public limited companies (plcs).

Deadlines for filing 

TAX SUBMISSION

Action  

Filing first accounts with 
Companies House

Filing annual accounts 
with Companies House

Paying corporation tax, 
or informing HMRC that 
the limited company 
doesn’t owe any 
corporation tax

Filing a company tax 
return

Deadline

21 months after 
registration with 
Companies House

9 months after the 
company’s financial  
year ends

9 months and 1 day  
after the company’s 
accounting period for 
corporation tax ends

12 months after the 
company’s accounting 
period for corporation 
tax ends
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The UK’s central bank
The Bank of England (BOE) was established in 1694, 
making it the second oldest central bank in the world 
after Sweden’s Riksbank. Since June 1998, the Bank  
of England has been fully independent from the UK 
government. Following the 1997 election that brought 
Labour to power, the then chancellor Gordon Brown 
initiated the Bank of England Act 1998 to give the 
Bank of England operational independence over 
monetary policy. 

The Bank serves as the banker for commercial  
banks in the UK and acts as a “lender of last resort”.  
It also maintains the government’s bank account:  
the Consolidated Fund. 

Aside from acting as banker to the government,  
the Bank of England has three primary roles: issuing 
bank notes, setting the base interest rate, and 
regulating the banking system. In its first two roles, 
the Bank of England aims to maintain stable prices  
throughout the UK economy and confidence in the UK 
currency, known as the pound, or sterling. It makes 
vital decisions over both the supply of money and  
the base interest rate that is charged on loans to 
commercial banks, and which is payable on their 
deposits with the central bank. In turn, these functions 
contribute to movements in the exchange rate, pushing 
the sterling higher or lower against the currency of 
other countries. By manipulating the money supply, 
the Bank of England has the power to directly 
influence the economic course of the UK. 

Foreign currency 
The Bank of England is also responsible for managing 
gold reserves and foreign exchange for Her Majesty’s 
Treasury (HMT). The UK’s stock of foreign currency  

The Bank of England  
and the UK economy

is held in a government account for HMT. The Bank  
of England acts as HMT’s agent, buying and selling 
foreign currency, and investing some of it within limits 
set by HMT. These reserves can be used in part to 
guard against large fluctuations in the pound sterling. 
For example, in the 12 months leading up to the 2016 
Brexit vote to leave the European Union, the Bank of 
England increased its foreign currency reserves by 34 
per cent. Economists saw this move as a precautionary 
measure to protect sterling from being devalued too 
much in the uncertainty following the Brexit decision.

Banknote printing and security
In England, sterling notes are printed solely by the 
Bank of England, but in Scotland and Northern Ireland 
seven other banks have a licence to print local currency 
with permission from the Bank of England. Three are 
based in Scotland and four in Northern Ireland. The 
Bank of England issues banknotes in denominations  
of £50, £20, £10, and £5 for circulation in England and 
Wales. Scotland and Northern Ireland also issue £100 
notes, but only Scotland issues a £1 note.

Banknotes issued by Northern Ireland and Scotland 
can be used anywhere in the UK, but only if the trader 
agrees to accept them. Likewise, banknotes issued by 
the Bank of England can be used outside England and 
Wales if both parties conducting the transaction are in 
agreement. In other words, Bank of England banknotes 
are only legal tender in England and Wales, while 
banknotes issued in Scotland and Northern Ireland  
are only legal tender in their respective regions.

Interest rates
Before making decisions about raising, dropping,  
or maintaining interest rates, the Bank of England 

The Bank of England acts as a banker to the government, as well as to 
commercial banks. The Bank issues bank notes, sets the base interest rate, 
and regulates the banking system, influencing the UK’s economy.
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assesses current economic data, such as the rate of 
unemployment, the growth of Gross Domestic Product 
(GDP), and inflation. The Bank also collects data from 
around the UK through its 12 agencies stationed in 
Scotland, Northern Ireland, Wales, and the regions of 
England. These agencies act as the bank’s “eyes and 
ears”, gathering information on business conditions 
across the United Kingdom.

Interest rate decisions are made by the Bank’s 
Monetary Policy Committee (MPC), and these are 
announced on a monthly basis, always at 12 noon on a 
Thursday. The MPC also releases forecasts on inflation 
and growth in its Inflation Report, published four times  
a year, in February, May, August, and November. 
These projections form the basis for decisions 
concerning interest rate changes.

If the economy is sluggish, the Bank of England  
will lower interest rates to encourage spending and  
to stimulate the economy. If the economy is in danger 
of growing too rapidly, potentially resulting in higher 
inflation, the Bank of England will increase interest 
rates to make borrowing more expensive and dampen 
spending activity. As part of its decision-making, the 
Bank must also factor in the government’s stated aim 
of limiting inflation to 2 per cent.

Quantitative easing
When officially lowering the interest rate is still  
not enough to stimulate growth in the economy, the 
Bank of England can implement a monetary policy 
called quantitative easing (QE) to further influence 
interest rates. In quantitave easing, the Bank creates 
new money electronically (rather than printing 
banknotes) and uses it to buy government bonds.  
This has the effect of raising the price of government 
bonds, which reduces the yield or interest rate  
payable to investors. Reduced interest rates  
encourage businesses to borrow more. They, in  
turn, spend more and employ more staff, thereby 
boosting the economy.

BANK OF ENGLAND ACTIVITY

Introduction of polymer notes

In September 2016, the Bank of England introduced a  
£5 polymer note, printed on thin plastic film, marking 
the beginning of the end for paper banknotes in the UK. 
The old paper £5 ceases to be legal tender on 5 May 
2017. New £10 and £20 polymer notes are both due for 
release in England and Wales by 2020. The three Scottish 
issuing banks will also print their new notes on polymer. 
Because polymer has greater durability, as well as more 
resistance to moisture and dirt, notes will last up to two 
and a half times longer. They can also be printed with 
transparent windows in the design, which makes them 
more difficult to counterfeit. 

After Brexit

To stimulate the economy in the wake of Brexit, the  
Bank of England took the unprecedented measure of 
launching a scheme to buy company bonds, as of 27 
September 2016. With a budget of up to £10 billion, the 
corporate bond-buying programme is intended to drive 
down borrowing costs, encouraging businesses to invest, 
thereby boosting employment and economic growth.

 

MONEY IN THE UK
Public finance
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Role of government
Central government collects both direct taxes, such  
as income tax, and indirect taxes, such as VAT. Local 
governments collect business rates and council tax.

The devolved national governments of Scotland, 
Wales, and Northern Ireland have some powers to set 
their own tax rates, especially business rates and land 
tax. Scotland has the additional power to set land and 
buildings transaction tax and landfill tax, which are 
collected by Revenue Scotland. From 2018, Wales also 
has the power to set land transactions tax and landfill 
tax, with the Welsh Revenue Authority being set up to 
deal with these taxes. Only Scotland has its own rate 
of income tax, although this is collected by the central 
government. Northern Ireland is now free to set its 
own rate of corporation tax.

The central government, based in Westminster, 
provides funding to local councils and the devolved 
national governments, and also earns revenue through 
many streams. These are managed by two primary 
financial bodies, Her Majesty’s Treasury (HMT) and 
Her Majesty’s Revenue and Customs (HMRC).
While HMT is responsible for overseeing the tax 
system, HMRC is responsible for collecting taxes 
nationwide and fairly administering the tax system.

HMRC was set up by the Treasury in 2005 as a 
non-ministerial government department, a merger 
between Inland Revenue, the government department 
responsible for the collection of direct taxes such as 
income tax, and Her Majesty’s Customs and Excise, 
which collected indirect taxes such as VAT. 

Revenue sources
HMRC now collects most of the tax that comes into UK 
government coffers. The majority of revenue comes in 

The UK tax system

the form of direct taxes, which are applied to income, 
profits, and other proceeds such as inheritance tax. 
These are either deducted at source − for example, 
through the pay as you earn (PAYE) system, which 
deducts tax from an employee’s salary every month – 
or are payable to HMRC, such as corporation tax. 
Income tax and National Insurance contributions  
are the main direct taxes (around 45 per cent). Other 
direct taxes include capital gains tax, inheritance  
tax, and corporation tax.

Income tax is by far the most important source of 
revenue for the government. Over the past decade  
the amount of revenue coming in from high-income 
taxpayers has increased, and the amount coming in 
from lower-income taxpayers has decreased, following 
changes in government policy. The personal allowance 
for lower-income taxpayers has increased, while the 
threshold for higher-income taxpayers has reduced.  
As a result, the number of higher rate taxpayers has 
increased by over one million.

Indirect tax revenue is also collected by HMRC. 
These taxes are paid by consumers when they 
purchase products and services. It is then the seller’s 
responsibility to pay the tax to HMRC. VAT is the  
main indirect tax, making up around 18 per cent of 
government revenue. When added together with other 
indirect taxes, charges on goods and services comprise 
28 per cent of revenue.

Council revenue
At a local level, councils rely primarily on council tax 
and business rates for their revenue. They are allowed 
to raise council tax by a limited amount – a limit that  
is set by the national government. Councils have the 
power to increase business rates in line with the Retail 

Responsibility for UK taxation is shared across three different bodies –  
the central government in Westminster, local government, and devolved 
national governments. 
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Price Index (RPI), which measures changes in the price 
of a “shopping basket” of retail goods and services.
This “basket” includes a wide range of items that 
consumers might regularly pay for such as food,  
gas bills, childminding fees, and football tickets.

The RPI is officially known as the RPIJ – the “J” 
refers to the way in which the index is calculated, 
according to a method known as Jevons. This index  
is calculated every year, and the government then  
uses it to assess other types of taxation such as tax 
allowances and state pensions. If the RPI increases,
for example, the government will have to consider 
increasing pension payments to compensate for the 
higher cost of living.

Tax collection
HMRC’s tax collection powers have significantly 
increased since 2005. It now has the power to obtain 
contact information for defaulting taxpayers through  
a third party. It can also petition the courts to put a 
company into liquidation, and request security against 
the possibility of future bad debts if a company has 
previously failed to meet its tax obligations.

Since 6 April 2016, HMRC has been able to recover 
debts directly from a taxpayer’s account, provided that 
the debt is more than £1,000 and that HMRC leaves a 
minimum of £5,000 in the debtor’s account. HMRC can 
only do this if they have first followed a strict protocol 
that includes a face-to-face meeting with the taxpayer, 
discussion of manageable repayment options, and 
offering support to debtors who are considered to  
be “vulnerable”.

TAX REVENUE

UK tax revenues

The vast majority of tax revenue comes from income  
tax and National Insurance contributions, while tax  
from corporations and other business tax is small  
by comparison.

The tax gap

Every year a substantial proportion of the tax that  
is payable to HMRC is not collected. For example,  
the tax gap for 2013–2014 was around £34 billion, or  
6.4 per cent of the total tax bill, according to HMRC 
statistics. This is 2 per cent less than the tax bill  
for 2005–2006; the decrease is mainly due to new 
measures giving HMRC more power and resources to 
decrease tax evasion, and encourage individuals and 
businesses to declare accurately and pay voluntarily. 
Government figures show that in 2014–2015 HMRC 
collected £517.7 billion in tax revenue, including  
£26.6 billion that would have been otherwise lost  
due to evasion.

27% 
Income tax

18% 
National Insurance

18% 
VAT

4% 
Fuel duty

6% 
Other 

indirect 
taxes

7% 
Corporation 

tax

5% 
Council tax

5% 
Business rates

4% 
Capital taxes

6% 
Other taxes
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Revenue from National Insurance
Money the government receives in National Insurance 
(NI) contributions is used exclusively for paying out 
state pensions. Essentially, this year’s NI revenue pays 
for this year’s pension requirements. NI contributions 
go directly into a dedicated fund and are kept separate 
from any other tax revenue. Unlike some other nations,   
such as the USA, United Arab Emirates, and Norway, 
the UK does not have a sovereign wealth fund, which 
is a state-owned investment fund that can be used for 
pensions, amongst other things. This means that the 
UK government does not buy shares or invest money 
on behalf of the nation. For example, the government 
could have invested earnings from tax on North Sea  
oil during the 1970s and 1980s, buying government 
bonds and substantially increasing its fund. However, 
this money was instead used to fund tax cuts and 
public spending, and the UK’s current budget deficit 
makes it unlikely that a sovereign wealth fund could 
be established now.

Although there is no sovereign wealth fund, the  
UK government does invest NI contributions in its  
Call Notice Deposit Account, which is managed by  
the Debt Management Office. The money is placed  
in an overnight account and held on loan to earn 
interest at the going rate. The amount in the account  
is adjusted day by day so that the government can  
take funds out when they are needed for pension 
payments. There are no restrictions on withdrawals  
of the funds, and as a consequence, the interest that  
is earned is low, contributing only a small additional 
amount to the NI fund.

Since the 1990s, the NI pool has been in surplus – 
that is, more money has been coming in from NI 
payments than going out in the form of pension 

National Insurance  
and indirect taxes

payments. However, the surplus has begun to dwindle 
because there has been a fall in earnings growth. The 
financial crisis of 2007−2008 triggered a decline in real 
wages of more than 10 per cent in the nine years up to 
2016. Figures for “real” wages are adjusted for inflation 
so that they accurately measure spending power − the 
amount of goods and services that can be bought with 
an average monthly pay packet. Until real wages begin 
to recover, the NI surplus will continue to diminish,  
as employers and workers are paying in less money. 
Some government predictions forecast that if this  
trend persists, the fund will be exhausted by 2035−36.  
Partly in response to this challenge, the government 
introduced a New State Pension in 2016 and is now 
gradually increasing the age of retirement. For anyone 
retiring after 2021 there will be a flat rate of pension 
between £145 and £155 per week. To be eligible, the 
pensioner must have paid NI contributions for 35 years. 
Rises in the state pension are calculated according to  
a “triple lock”, with the payment rising by the same 
rate as inflation, average earnings, or 2.5 per cent, 
whichever is the highest.

VAT
Value Added Tax (VAT) makes up around 18 per cent  
of government revenue, vying with National Insurance 
contributions as the second largest component after 
income tax. VAT is paid on all sales in the UK. It is  
the responsibility of vendors to pay VAT they have 
received to the government, minus any VAT they have 
paid. Businesses must register for VAT if turnover is 
more than £83,000 in a 12-month period.

The standard rate of VAT is 20 per cent, which is 
added to the majority of goods and services. This rate 
has been in place since January 2011, increased from 

In the UK, government pension schemes are funded by National Insurance 
contributions. Revenue is also collected through charges on products as VAT, 
duties on certain items, and other indirect taxes.
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17.5 per cent. A reduced rate of 5 per cent is applied to 
some products, including children’s car seats, sanitary 
products, and domestic gas and electricity.

A huge variety of items are rated zero, including basic 
foods; books, newspapers, and magazines; children’s 
clothing and shoes; energy-saving measures installed 
in homes; and public transport fares.

Within VAT regulations, there are a few quirks.
Cold take-away food is zero-rated, for example, but  
any take-away food that is sold hot and eaten while  
hot, such as pies, toasted sandwiches, pizza, and soup, 
is rated at the standard 20 per cent. Potato crisps are 
standard-rated, but maize and corn snacks, such as 
tortilla chips, are zero-rated. In a famous court ruling  
in 1991, McVitie’s Jaffa Cakes were deemed to be cakes, 
which are zero-rated for VAT, rather than chocolate-
covered biscuits, which are taxed at the standard rate.

Other indirect taxes
A raft of other indirect taxes contribute to revenues, 
such as fuel duty, duties on tobacco and alcohol, stamp 
duty and land tax, capital gains tax, inheritance tax, 
customs duty, landfill tax, betting and gambling tax, 
and insurance premium tax (IPT), which is applied to 
purchases of insurance policies and increased from  
6 per cent to 10 per cent in 2017.

Additional smaller taxes have been introduced since 
2010, in part to compensate for reduced revenue from 
corporation tax, as the rate is set to fall from a previous 
rate of 20 per cent to 17 per cent by 2020−2021. In 2011,  
a new bank levy came into effect, penalizing large 
banks for excessive liabilities on their balance sheets.  
A surcharge on bank profits was introduced in 2016, 
meaning that banks pay an additional 8 per cent on  
top of corporation tax on their profits, and are now a 
larger source of revenue than before. Other new taxes 
have social aims as well as generating revenue. For 
example, a soft drinks levy will not only generate 
revenue but also tackle the health risks associated with 
high sugar intake.

How revenue is spent

Revenue received by the UK government through  
indirect tax and direct tax is used to fund public  
spending. The major share of government revenue  
goes to meeting social security obligations, including  
the state pension, public sector pensions, housing 
benefits, and unemployment. The next largest spend  
is on public health, followed by education.

Social protection  
£222 billion

Personal 
social services 
£31 billion

Health  
£140 billion

Transport 
£23 billion

Education 
£98 billion

Defence
£38 billion

Industry, 
agriculture,  

and 
employment 

£17 billion

Other 
£53 billion

Debt interest 
£53 billion

Public order 
and safety 
£32 billion

Housing and 
environment 

£25 billion

GOVERNMENT SPENDING
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Tax on savings 
In April 2016, a new Personal Savings Allowance was 
put in place, meaning that account holders earn some 
tax-free income from interest on their savings. Prior to 
April 2016, building societies and banks deducted the 
tax at source, and paid the interest net; interest is now 
paid gross, without any tax deducted.

If your total taxable income is £17,000 you will not 
pay any tax on savings income. Above that, basic-rate 
taxpayers can earn £1,000. Higher-rate taxpayers can 
earn £500, while additional-rate taxpayers, the highest 
band, have no Personal Savings Allowance and must 
pay tax on their interest. Income earned from tax-free 
accounts, such as Individual Savings Accounts (ISAs) 
and some National Savings and Investment accounts, 
do not count towards the allowance.

Different rules apply to children’s accounts and 
foreign accounts. Although interest is usually tax-free 
on children’s accounts, if the child’s account earns over 
£100 in interest from money paid in by a parent, the 
parent will have to pay tax on the interest, if it exceeds 
their personal allowance. An exception to this rule is if 
the interest is earned on money given by grandparents, 
relatives, or friends, or on money in a Junior Individual 
Savings Account (ISA) or Child Trust Fund.

Money saved in a Junior ISA account is tax free up  
to a limit of £4,080. In the case of a cash ISA, there  
is no tax on interest earned. For an ISA invested in 
stocks and shares, there is no tax payable on any 
dividends or capital growth. These types of accounts 
are available to anyone under the age of 18 living in 
the UK. Junior ISAs have now replaced Child Trust 
Funds. The Child Trust Funds scheme is now closed, 
and no further accounts can be opened, but existing 
ones still benefit from tax-free savings of up to £4,080.

Tax breaks on investments
Income earned from investments is treated like any 
other income, with the exception of Individual Savings 
Accounts (ISAs), in which an amount of £15,240 can  
be saved, tax free, in any single tax year. This money 
can be deposited into one of three types of ISAs: cash, 
stocks and shares, or innovative finance. Investors can 
put it all into one type of ISA or split the total tax-free 
allowance across two or three types of ISAs. As with 
Junior ISAs, there is no tax to pay on interest earned  
in a cash ISA, nor on dividends or capital growth from 
stocks and shares, or an innovative finance ISA. 

Innovative finance ISAs include relatively new types 
of investments, such as peer-to-peer loans. Other 
alternative investments are also accompanied by tax 
breaks. Investors in forestry land, for example, will pay 
no income tax, capital gains tax, or inheritance tax if 
they hold on to the forest for a minimum of two years. 

Inheritance tax
In the 2015 Budget, the UK Chancellor announced 
changes to inheritance tax (IHT) that effectively 
increase the threshold for both single people and 
married couples (see box). From April 2020, next-of- 
kin who inherit property will only have to pay 
inheritance tax if the property is worth more than 
£500,000. If inheriting from a married couple or from 
civil partners, this figure increases to £1 million. 

The main change to the tax is the introduction of  
a family home allowance worth £175,000 per person, 
which, added to the existing allowance of £375,000, 
makes up the new £500,000 threshold. Once the 
threshold is exceeded, an IHT rate of 40 per cent  
is applied. This can be reduced to 36 per cent if  
10 per cent or more of the estate’s net value is willed  

Personal tax
Any UK resident who pays into a savings account, buys shares, or invests  
in other financial products is subject to tax on income from these activities. 
Exemptions are made for some groups, such as low earners and minors. 
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to charity. Any tax owing is paid directly from the 
estate to HMRC by the executor of the will.

As an incentive to those with large houses and 
grown children that have left home, the government  
offers an inheritance tax credit to property owners 
who sell and trade down to smaller properties,  
as long as the bulk of their estate is left to their 
descendants. If the deceased passes on the family 
home to a spouse, no inheritance tax is due. A 
seven-year rule applies to any gifts of more than 
£3,000 per year given to direct descendants. If the 
deceased dies within seven years of making the gift, 
a sliding tax rate applies based on the number of 
years that have passed since the gift was made. 

Tax on digital currencies
The UK government is still developing a full policy on 
the regulation of bitcoin and other digital currencies. 
Up until March 2014, VAT of 20 per cent was applied 
to bitcoin purchases, but it is now treated as personal 
money, like any other currency. That means that no 
VAT is payable when bitcoin is exchanged for sterling 
or other currencies. However, if goods or services are 
being provided, with payment made in bitcoin, VAT 
is applied as usual, if the provider is VAT registered.

Profit and loss on any capital gains made from 
buying and selling bitcoin is taxable like any other 
capital gain. Income earned in bitcoin is taxed at  
the usual rates for income and corporation tax.

Several online cryptocurrency exchanges operate 
from the UK, offering a virtual marketplace for buying 
and selling bitcoin. Bitcoin can be bought or sold with 
sterling or other key currencies, and some exchanges 
allow the purchase of digital currency with a debit or 
credit card. Bitcoin is traded on virtual exchanges, as 
well as some international stock exchanges, which 
means investors can treat it as they would any other 
currency, buying bitcoin in sterling, for example, and 
exchanging it later when the value of bitcoin is up 
against the pound.

MONEY IN THE UK
Personal finance

INHERITANCE TAX (IHT) RATES

Changes in inheritance tax thresholds take effect from 
April 2020. Different rates will apply to single people and 
married couples or civil partners. 

Single person
Value of           Value of  Value of      IHT liability as  
other assets     family home the estate      of April 2020

£175,000 £175,000 £350,000 Nil

£200,000 £300,000 £500,000 Nil

£250,000 £400,000 £600,000 £60,000

£400,000 £600,000 £1,000,000 £200,00 
£750,000 £750,000 £1,500,000  £400,000

£1,000,000 £1,000,000 £2,000,000 £600,000 

Married couple
Value of  Value of  Value of      IHT liability as  
other assets     family home the estate      of April 2020

£175,000 £175,000 £350,000 Nil

£200,000 £300,000 £500,000 Nil

£250,000 £400,000 £650,000 Nil

£400,000  £600,000 £1,000,000 Nil

£750,000 £750,000 £1,500,000 £200,000

£1,000,000 £1,000,000  £2,000,000 £400,000 
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Mortgages
The UK has one of the most diverse mortgage markets 
in the world, with a wider range of products than in 
most countries. Around 300 lenders comprise banks, 
building societies, specialized mortgage organizations, 
insurance companies, and pension funds.

There are three types of mortgages in the UK. A 
fixed rate mortgage is the most popular, as the interest 
is set at the same level for two, three, five, or even 10 
years, allowing borrowers to plan their repayments. A 
tracker rate mortgage is fixed to the base rate set by 
the Bank of England, while a variable rate can change 
at the discretion of the mortgage’s lender. 

The Mortgage Market Review
A borrower’s eligibility for a mortgage is currently 
determined by the Mortgage Market Review rules 
introduced by the Financial Conduct Authority (FCA) 
in April 2014. This has made it more difficult to be 
approved by a lender. The lender now takes into 
account not only the applicant’s declared income, but 
also their outgoings – what remains after their regular 
monthly expenditure, verified by their bank statements. 
Lenders also have to consider whether the prospective 
borrower will be able to meet repayments if interest 
rates rise, typically calculating potential increases at  
a rate of between 6 per cent and 7 per cent. 

Mortgage trends
The 25-year mortgage, once the housing market’s  
mainstay, is now rivalled by the 30-year mortgage, 
according to data from the Office of National Statistics. 
From 2006 to 2015, the 25-year mortgage’s share of  
the entire UK market fell from 42.2 per cent to 21.5 per 
cent. Meanwhile, over the same period, the 30-year 

mortgage grew in market share from 7.2 per cent to 
19.1 per cent. This longer-term mortgage makes the 
monthly repayments more affordable, especially for 
first-time buyers. In fact, almost a third of first-time 
buyers now opt for a term of 35 years. 

Minimum deposits for mortgages start at 5 per cent, 
but most buyers aim for a higher deposit, as this gives 
access to better lending rates with lower repayments. 
In the UK, the average deposit as a proportion of the 
loan is now around 30 per cent, or just over £70,000.  

Buy-to-let
The introduction of buy-to-let mortgages in the late 
1990s stimulated huge growth in the number of 
investor landlords who bought multiple properties, 
vying with first-time buyers for properties in areas of 
urban growth and driving up prices. In 2015, buy-to- 
let accounted for 9 per cent of all property purchases  
in the UK. To dampen investor enthusiasm in favour  
of first-time buyers, the government introduced higher 
stamp duty on buy-to-let properties. Most buy-to-let 
mortgages require a minimum deposit of 25 per cent.

Incentive schemes
The government’s Help to Buy mortgage scheme, 
which helped first-time buyers obtain a bigger deposit, 
closed at the end of 2016. Other measures were put in 
place, aimed at stimulating a housing market in which 
the level of house prices relative to earnings has been 
high, making it especially hard for first-time buyers to 
get onto the property ladder. Under the Right to Buy 
scheme, council and housing association tenants living 
in their homes for a minimum of three years may be 
eligible to buy them, with discounts of up to £103,900 
in Greater London and £77,900 outside London.

Mortgages and  
credit cards
The UK’s mortgage and credit card markets are among the most developed in 
the world. A huge range of mortgages are available to the prospective house 
buyer, and more credit cards are in use in the UK than anywhere in Europe.
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First-time buyers in the private sector can open a Help 
to Buy ISA account to build up a deposit. For every £1 
saved into the account, the government will boost it by 
25 per cent, up to a maximum of £3,000. In England, 
the government’s Starter Homes initiative aims to help 
first-time buyers under 40 years of age to purchase a 
new home, offering a minimum discount of 20 per cent 
off the market price. Under the scheme, the maximum 
cost of a new home outside London will be £250,000, 
with an upper limit of £450,000 inside London.

Credit card regulations
The UK has the most developed credit card market  
in Europe, with more credit cards in use and more 
transactions per person than anywhere else in the 
European region. There are more than 60 million  
credit cards in circulation in the UK, tied to 51 million 
accounts. Around 42 per cent of credit card accounts 
have balances that are accruing zero per cent interest, 
since the balances are paid off every month. Interest 
on accounts that are not paid in full is calculated in  
one of two ways: “average daily balance” or “daily 
balance”. Both methods arrive at the same result by 
calculating interest owing on a daily basis, based on 
the day to day balance showing on the credit card.

Credit card companies usually charge interest on 
credit cards as soon as a purchase is made. However, 
as long as the balance is paid in full each month, most 
cards offer an interest-free period – the time between 
the purchase date and statement date, and/or the time 
between the statement date and payment due date. 

The Consumer Credit Act 1974 governs credit cards 
in the UK. This legislation offers several safeguards  
for consumers, including a five-day cooling off period. 
Section 75 of the Act gives consumers protection for 
card purchases between £100 and £30,000 in the case 
of a breach of contract or misrepresentation by the 
seller. If the consumer cannot get a refund from the 
retailer, then the law holds the credit card company 
liable and they must then issue the refund.
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STAMP DUTY

Regional stamp duty charges

Stamp Duty Land Tax (SDLT) is payable on purchases  
of land or property in England, Wales, and Northern 
Ireland. The tax applies to purchases above £125,000  
for residential property and land, and £150,000 for  
non-residential land and property. Different rates  
apply to second property purchases or buy-to-let.

Tax on residential property purchases in  
England, Wales, and Northern Ireland

Property or lease premium or transfer value SDLT rate

Up to £125,000    0%

The next £125,000 (from £125,001 to £250,000)    2%

The next £675,000 (from £250,001 to £925,000)    5%

The next £575,000 (from £925,001 to £1.5 million)   10%

The remaining amount (portion above £1.5 million)   12% 

In Scotland, the equivalent of SDLT is Land and Buildings 
Transaction Tax (LBTT), which came into effect from 1 
April 2015. The rate percentages are the same as for  
the rest of the UK, but the band thresholds are different.

Tax on residential property purchases, Scotland 

Purchase price LBTT rate

Up to £145,000 0%

Above £145,000 to £250,000 2%

Above £250,000 to £325,000 5%

Above £325,000 to £750,000 10%

Over £750,000 12%
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The new state pension
A new UK pension system was introduced in April 
2016 – the New State Pension with a maximum weekly 
payout of £155.65. This only applies to those who 
reached retirement age on or after 6 April 2016. 
Existing retirees were not affected and continue to 
receive the old state pension, comprising a basic 
payment of £119.30, plus an average of £40 for those 
who paid into the Second State Pension (also known  
as the State Earnings Related Pension, or SERPS). 

To receive the minimum level of New State Pension, 
pensioners will need to have paid National Insurance 
contributions for 10 years. In order to receive the full 
state pension of £155.65, contributors will need to  
have paid in for 35 years. Those who have not paid in 
for this length of time will receive a pro rata amount 
based on the number of years they have paid in, as 
long as they meet the 10-year minimum requirement. 
This figure is calculated by multiplying the number of 
years that contributions were made by £4.45 (£155.65 
divided by 35 years).

National Insurance
National Insurance contributions are payable when 
earnings exceed £155 a week. Income tax and National 
Insurance contributions are automatically deducted 
and paid to HMRC by employers, but the self-employed 
are responsible for paying in their own. Any gaps in 
National Insurance can be topped up in order to meet 
the minimum requirement, and those who have been 
unable to work due to illness, disability, unemployment, 
or being a carer, can apply for National Insurance 
credits. Usually a six-year time limit is imposed for 
top-ups to any tax year. For example, the deadline  
for top-ups for the tax year 2015–2016 is 2022. 

The 2016 changes to the state pension also affect the 
age of retirement, and the options for accessing 
pension pots once retirees are eligible. Women reach 
retirement age later than previously. In 2018, the 
pension age for women will be 65, in line with the 
retirement age for men. By 2020, the retirement age for 
both sexes will rise to 66, and then to 67 by 2028.

When it comes to private pensions, including 
employer schemes, retirees will have more flexibility  
as to what money can be spent on. Until April 2015, 
retirees could take their pension pot as a lump sum 
and use it to buy an annuity – a life insurance company 
is given the pension and pays out a regular monthly 
income. Under new rules, that pension pot can be used 
for a lump sum withdrawal instead of spent on an 
annuity. The downside of an annuity is that when a 
retiree dies, the annuity dies with them; the upside is 
guaranteed income for life. On the other hand, a lump 
sum drawdown allows retirees to leave some money 
behind for loved ones after their deaths, and the rest  
of the money can be used for investment or pleasure.

Private pensions
The government encourages workers to pay into  
a private pension fund by offering tax incentives. 
Contributions to private pension schemes are  
usually tax-free up to a certain limit (see box) and  
this applies to most schemes. In the UK there are two 
main private pension categories: workplace pensions, 
where employers pay in as part of the employee’s 
salary package, and private pensions that employees 
pay into, which may be offered via the workplace. 

In private pension schemes, a contract is made 
directly with the insurance provider, whereas with a 
workplace pension the employer sets up the insurance 

Pensions
The UK government offers a pension to UK citizens who have made sufficient 
contributions towards their National Insurance during their working lives. 
Private pension options are available, sometimes augmented by employers.
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contract and pays in on the employee’s behalf. If the 
employee leaves their job they can transfer the accrued 
funds to a new scheme, or continue paying in to the 
workplace scheme, even though they are no longer  
an employee at the company.

Stakeholder pensions were introduced in 2001  
as a simpler, more affordable personal pension  
option. Aimed at low-income earners in particular, 
these pensions must adhere to a set of government 
guidelines. These include capping charges at  
1.5 per cent a year for the first 10 years. 

SIPPs
One of the most popular types of personal pensions  
is the Self-Invested Personal Pension (SIPP). SIPPs  
offer more investment opportunities than most 
personal pensions, though charges are often higher. 
Contributors can build their own investment portfolio 
by investing in a wide range of assets, including listed 
shares of UK and overseas companies, unlisted shares, 
collective investments such as unit trusts, investments 
and trusts, insurance bonds, and real estate (but not 
residential property). 

Once the SIPP is up and running the pension holder 
can monitor investment assets and make changes to 
them depending on their performance. SIPP providers 
differ in their choice of assets; those offering the fullest 
array of options within HMRC guidelines are generally 
managed through a financial adviser.

 
Retirement annuity contracts  
and buyout policies 
Retirement annuity contracts and buyout policies are 
older types of pension funds no longer open to new 
investors. Providers are obliged to pay out a minimum 
guaranteed sum. Buyout policies were introduced in 
the early 1980s, but later phased out on 6 April 1988 
when personal pensions were introduced. Retirement 
annuities were launched in 1970, but also wound down 
in 1988 when personal pensions came onto the market. 

MONEY IN THE UK
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TAX RELIEF AND LIVING ABROAD 

Tax breaks on private pensions

Tax relief is given on contributions to private pension 
schemes. Contributors must ensure, however, that their 
scheme is registered with HMRC, as it will otherwise not 
be eligible for tax relief. In addition, the pension provider 
must invest according to HMRC’s rules. Personal pension 
schemes must be registered with the Financial Conduct 
Authority (FCA) and stakeholder pensions with the 
Pensions Regulator. A private pension can usually be 
drawn on between the age of 60 and 65, depending on 
the provider. From the age of 55, up to 25 per cent of the 
total fund may be withdrawn as a tax-free lump sum. 

Contributions to private pensions are tax free for:
• up to 100 per cent of your earnings per year
• up to £40,000 per year
• up to £1 million over your lifetime 

Tax allowances can be topped up with unused allowance 
from the previous three tax years. However, if money is 
withdrawn from the pension pot, the full tax allowance 
will be lost – usually dropping from £40,000 to £10,000. 
There are no restrictions on the number of pension 
funds that may be paid into, but the tax relief thresholds 
apply to the total contributions made to all funds.

Retiring abroad   

UK citizens living overseas can claim a pension within 
four months of retirement age, provided they have paid 
in the requisite National Insurance contributions. The 
pension can be paid into an overseas bank account or  
a UK account. Retirees to the European Economic Area, 
Gibraltar, Switzerland, or a country with reciprocal social 
security rights, will have a pension that continues to be 
index linked, so it keeps pace with inflation. Retirees in  
countries that do not have reciprocal pension rights will 
have their payments frozen at the rate they were when 
they initially left the UK.
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