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Money and Financial Institution

Money has long been used by people. It has been a very important basis
for financial activities. With money, a lot of financial transactions can be possible, so

we can have various financial institutions and financial markets.

n Money

Money is any object or record that is generally accepted as payment for goods and
services and repayment of debts in a given socio-economic context or country. The
main functions of money are distinguished as: a medium of exchange; a unit of
account; a store of value; and, occasionally in the past, a standard of deferred
payment. Any kind of object or secure verifiable record that fulfills these functions can
serve as money.

Money is historically an emergent market phenomenon establishing a commaodity
money, but nearly all contemporary money systems are based on fiat money. Fiat

money is without intrinsic use value as a physical commodity, and derives its value by



002 || IMARERRIBILSGE(FEXHR)

being declared by a government to be legal tender; that is, it must be accepted as a
form of payment within the boundaries of the country, for “all debts, public and

private”.
B Financial Markets

Within the financial sector, the term “financial markets” is often used to refer just
to the markets that are used to raise finance: for long-term finance, capital markets; for
short-term finance, money markets. Another common use of the term is as a catchall for
all the markets in the financial sector, as per examples in the breakdown below.

Capital markets consist of .

© stock markets, which provide financing through the issuance of shares or common stock, and
enable the subsequent trading thereof.

® Bond markets, which provide financing through the issuance of bonds, and enable the
subsequent trading thereof.

© Commodity markets, which facilitate the trading of commodities.

® Money markets, which provide short-term debt financing and investment.

© Derivatives markets, which provide instruments for the management of financial risk.

® Future markets, which provide standardized forward contracts for trading products at some
future date; see also forward market.

@ Insurance markets, which facilitate the redistribution of various risks.

O Foreign exchange markets, which facilitate the trading of foreign exchange.

Capital markets may also be divided into primary markets and secondary markets.
Newly formed (issued) securities are bought or sold in primary markets, such as during
initial public offerings. Secondary markets allow investors to buy and sell existing
securities. The transactions in primary markets exist between issuers and investors, while
in secondary market transactions exist among investors.

Liquidity is a crucial aspect of securities that are traded in secondary markets.
Liquidity refers to the ease with which a security can be sold without a loss of value.

Securities with an active secondary market mean that there are many buyers and sellers
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at a given point in time. Investors benefit from liquid securities because they can sell
their assets whenever they want; an illiquid security may force the seller to get rid of
their asset at a large discount.

Financial markets are broadly divided into 2 types: 1) capital markets and
2) money markets. Capital markets are subdivided into 1) primary market and 2)

secondary market.

Reading Materials

n Origin and Evolution of Money

'_1 Barter

Money, as we know it today, is the result of a long process.

At the beginning, there was no money. People engaged in barter, the exchange of
merchandise for merchandise, without value equivalence.

Then, a person catching more fish than the necessary for himself and his group,
exchanged his excess fish for the surplus of another person who, for instance, had
planted and harvested more corn that what he would need. This elementary form of
trade prevailed at the beginning of civilization, and may be found today among people
of primitive economies, in regions where difficult access makes money scarce and, even
in special situations, where people barter items without regard for their equivalence in
value. This is the case, for instance, of a child who exchanges with his friend an
expensive toy for another of lesser value, which it treasures.

Goods used in barter are generally in their natural state, in line with the
environment conditions and activities developed by the group, corresponding to
elementary needs of the group’s members. This exchange, however, is not free from

difficulties, since there is not a common measure of value among the items bartered.
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) Commodity Money

Some commodities, for their utility, came to be more sought than others are.

Accepted by all, they assumed the role of currency, circulating as an element of
exchange for other products and used to assess their value. This was the commodity
money.

Cattle, mainly bovine, was one of the mostly used, and had the advantages of
moving for itself, reproducing and rendering services, although there was the risk of
diseases and death.

Salt was another commodity money, difficult to obtain, mainly in the interior part
of continents, also used as a preservative for food. Both cattle and salt left the marks in
the Portuguese language of their function as an exchange instrument, as we keep using
words such as pecunia (money) and pecdlio (accumulated money) derived from the
Latin work pecus (cattle). The word capital (asset) comes from the Latin capita
(head). Similarly, the word saldrio (salary, compensation, normally in money, due
by the employer for the services of an employee) originates from the use of sal (salt),
in Rome, for payment of services rendered.

Brazil used, among other commodity moneys, cowry—brought by Africans—Brazil
wood, sugar, cocoa, tobacco and cloth, exchanged in Maranhdo in the 17th century
due to the almost complete lack of money, traded in the form of yarn balls, skeins and
fabrics.

Later, commodities became inconvenient for commercial trades, due to changes in
their values, the fact of being indivisible and easily perishable, therefore checking the
accumulation of wealth.

] Metal

As soon as man discovered metal, it was used to made. utensils and weapons
previously made of stone.

For its advantages, as the possibility of treasuring, divisibility, easy of transportation
and beauty, metal became the main standard of value. It was exchanged under different

forms. At the beginning, metal was used in its natural state, and later under the form of
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ingots and, still, transformed into objects, from rings to bracelets.

The metal so traded required weight assessment and assaying of its purity at each
transaction. Later, metal money gained definite form and weight, receiving a mark
indicating its value, indicating also the person responsible for its issue. This measure
made transactions faster, as it saved the trouble of weighing it and enabled prompt
identification of the quantity of metal offered for trade.

(_l Money in the Form of Objects

Metal items came to be very valued commodities.

As its production required, in addition to knowledge of melting, knowing where the
metal could be found in nature, the task was not at the reach of everyone.

The increased value of these objects led to its use as money and the circulation as
money of small-scale replicas of metal objects.

This is the case of the knife and key coins found in the East and the talent, a copper
or bronze coin with the form of an animal skin that circulated in Greece and Cyprus.
(1 Ancient Coins

In the 7th century BC the first coins resembling current ones appeared: they were
small metal pieces, with fixed weight and value, and bearing an official seal. That is the
mark of who has minted them and also a guaranty of their value.

Gold and silver coins are minted in Greece, and small oval ingots are used in
Lydia, made of a gold and silver alloy called electrum.

Coins reflect the mentality of a people and their time. One may find political,
economic, technological and cultural aspects in coins. Through the impressions found
in coins, we are able to know the effigy of personalities who lived centuries ago.
Probably, the first historic character to have his effigy registered in a coin was Alexander
the Great, of Macedonia, around 330 BC.

At the beginning, coin pieces were made by hand in a very coarse way, had
irregular edges, and were not absolutely equal to one another as today’s ones.

(] Gold, Silver and Copper

The first metals used in coinage were gold and silver. Employment of these metals
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happened for their rarity, beauty, immunity to corrosion, economic value, and for old
religious habits. In primeval civilizations, Babylonian priests, knowledgeable about
astronomy, taught people the close relationship between gold and the sun, silver and
the moon. This led to a belief in the magic power of such metals and of objects made
with them.

Minting of gold and silver coins was common for many centuries, and pieces were
guaranteed by their intrinsic value, that is to say, by the trade value of the metal used in
their production. Then, a coin made with twenty grams of gold was exchanged for
goods of even value.

For many centuries, countries minted their most highly valued coins in gold, using
silver and copper for lesser value coins. This system was kept up to the end of the last
century, when cupronickel, and later other metallic alloys, became used, and coins
came to circulate for their extrinsic value, that is to say, for their face value, which is
independent from their metal content.

With the appearance of paper money, minting of metal coins was restricted to
lower values, necessary as change. In this new role, durability became the most
requested quality for coins. Large quantities of modern alloys appeared, produced to
support the high circulation of change money.

'] Paper Money

In the Middle Ages, the keeping of values with goldsmiths, persons trading with
gold and silver items, was common. The goldsmith, as a guaranty, delivered a receipt.
With time, these receipts came to be used to make payments, circulating from hand to
hand, giving origin to paper money.

In Brazil, the first bank notes, precursors of the current notes, were issued by
Banco do Brasil in 1810. They had its value written by hand, as we today do with our
checks.

With time, in the same form it happened with coins, the government came to
conduct the issue of notes, controlling counterfeits and securing the power to pay.

Currently, all countries have their central bank in charge of issuing coins and notes.
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Paper money experienced an evolution regarding the technique used in their
printing. Today, the printing of notes uses especially prepared paper and several printing
processes, which are complementary to each other, assuring the final product to a great
margin of security and durability conditions.

Money has greatly changed its physical aspect along the centuries.

Coins had already very small sizes, as the stater, which circulated in Aradus,
Phenicia, and some reached large sizes, such as the thaler, a 17th century Swedish
copper piece.

Although today the circular form is used in almost the whole world, there had been
oval, square, polygonal and other shapes for coins. They were also minted in different
non-metallic materials, such as wood, leather and even porcelain. Porcelain coins
circulated, in the 20th century, in Germany, when the country was under the economic
hardships caused by the war.

Bank notes were generally of rectangular lengthwise format, although with great
variety of sizes. There are, still, square notes and those with inscriptions written in the
vertical.

Bank notes depict the culture of the issuing country, and we may see in them
characteristic and interesting motifs as landscapes, human types, fauna and flora,
monuments of ancient and contemporary architecture, political leaders, historical
scenes, etc.

Bank notes bear, in addition, inscriptions, generally in the country’s official
language, although several also bear the same inscriptions in other idioms. The
inscriptions, frequently in English, aim at permitting the piece to be read by a larger
number of people.

[_] Monetary System

The set of coins and bank notes used by a country form its monetary system. The
system is regulated by appropriate legislation and organized from a monetary unit, its
base value.

Currently almost all countries use a monetary system of centesimal basis, in which
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the coinage dividing the unit represents one hundredth of its value.

Normally, higher values are expressed in notes while smaller values are represented
by coins. The current world trend is that daily expenses be paid with coins. Modern
metallic alloys enable coins to be more durable than notes, making them more
appropriate to the intense use of money as change.

The countries, through their central banks, control and guarantee the issue of
money. The set of notes and coins in circulation, the so-called monetary mass, is
constantly renewed through the process of sanitation, substitution of worn-out and torn
notes.

[_] Checks

As coins and notes ceased to be convertible into precious metal, money became
more dematerialized and assumed abstract forms.

One of these forms is the check that, for simplicity of use and security offered, is
being adopted by an increasing number of people in their day-by-day activities.

This document, by which one orders payment of a certain amount to its bearer or to
a person mentioned in it, aims mainly at transactions with bank deposits.

The important role played today in the economy by this form of payment is due to
the innumerable advantages offered by it, speeding transactions with large sums,
avoiding hoarding and diminishing the need of change by being a document completed
by hand in the necessary amount.

Money, whatever the form it has, is not valuable for itself, but for the goods and
services it may purchase. It is a sort of security giving its bearer the faculty of being
creditor of society and take advantage, through his or her purchasing power, of all
conquests of modern man.

Money was not, hence, invented by a stroke of genius, but stemmed from a need,
and its evolution reflects, at each time, the willingness of man to harmonize its

monetary instrument to the reality of its economy.
n Financial Markets

The first Stock Exchange based on modern principles was established in Holland
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during that country’s booming trading era in the 17th century. But soon afterwards, in
London, shares were traded in two coffee houses—including shares in the infamous East
India Company, which was formed in 1688 with a view to undertaking projects “as yet
undecided”. No wonder the share price languished until it was “pumped” by
operators, who promised untold riches to a naive public (sound familiar). The share
price reached over £1,000 (a massive sum then) and then crashed when it was
realized there were no profits.

As in most bubbles, the share price crashed by about 90% from high to low, and
many investors were wiped out (Isaac Newton, the scientist, was one of them).

Today, the vast majority of financial markets are traded electronically. The main
exceptions are in the USA, where in Chicago, agricultural commodities are still traded
by open outcry. Here, traders stand in pits ( large, round steps) and often scream bids
and offers with hand signals, with prices being recorded by observers who are
suspended above the pits watching the action. At times, it seems very chaotic, and it is,
but trading does take place and prices do reflect the actual flows of trading.

The electronic markets are now open almost 24/7 and turnover in the major
markets has exploded over the past 20 years. For us, the important point is that we are
all able to participate in these markets either through brokerage accounts, or direct
purchase of shares and debt instruments.

We will concentrate on trading the major (very high volume) markets with a wide
public participation (this is because they give us the most reliable signals and where
government agencies and other large players generally have minor direct impact).

The main markets we are concerned with are.

@ stock Indices, such as the Dow Jones Industrials, the S&P 500 (usually the emini version, since
the full S&P future is very large), the NASDAQ (National Association of Securities Dealers
Automated Quotations System), the FTSE 100;

@ Fixed Interest Instruments, such as the US Treasuries (10-year and 30-year), the UK Gilts;

© Currencies, such as the Euro/US Dollar, and the British Pound/US Dollar (sometimes called

“cable” for historical reasons);



