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Capital Budgeting
Capital budgeting: (or investment appraisals) are the planning processes used to determine a firm's long term investments such as new machinery, replacement machinery, new plants, new products, and research and development projects.

Many formal methods are used in capital budgeting, including the techniques such as

* Payback period 

* Discounted payback period 

* Net present value 

* Profitability index 

* Internal rate of return 

* Modified Internal Rate of Return 

* Equivalent annuity

Payback period:

Payback period in business and economics refers to the period of time required for the return on an investment to "repay" the sum of the original investment. For example, a $1000 investment which returned $500 per year would have a two year payback period. It is intuitively the measure that describes how long something takes to "pay for itself"; shorter payback periods are obviously preferable to longer payback periods (all else being equal). Payback period is widely used due to its ease of use despite recognized limitations, described below.

     The length of time required to recover the cost of an investment

     Calculated as:

                                                         
The payback period is considered a method of analysis with serious limitations and qualifications for its use, because it does not properly account for the time value of money, inflation, risk, financing or other important considerations. Alternative measures of "return" preferred by economists are internal rate of return and net present value. An implicit assumption in the use of payback period is that returns to the investment continue after the payback period. Payback period does not specify any required comparison to other investments or even to not making an investment.

Net Present Value – NPV:  

The difference between the present value of cash inflows and the present value of cash outflows. NPV is used in capital budgeting to analyze the profitability of an investment or project. 

NPV analysis is sensitive to the reliability of future cash inflows that an investment or project will yield. 

Formula:
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Each potential project's value should be estimated using a discounted cash flow (DCF) valuation, to find its net present value (NPV) . This valuation requires estimating the size and timing of all of the incremental cash flows from the project. These future cash flows are then discounted to determine their present value. These present values are then summed, to get the NPV. See also Time value of money. The NPV decision rule is to accept all positive NPV projects in an unconstrained environment, or if projects are mutually exclusive, accept the one with the highest NPV.

The NPV is greatly affected by the discount rate, so selecting the proper rate - sometimes called the hurdle rate - is critical to making the right decision. The hurdle rate is the minimum acceptable return on an investment. It should reflect the riskiness of the investment, typically measured by the volatility of cash flows, and must take into account the financing mix. Managers may use models such as the CAPM or the APT to estimate a discount rate appropriate for each particular project, and use the weighted average cost of capital (WACC) to reflect the financing mix selected. A common practice in choosing a discount rate for a project is to apply a WACC that applies to the entire firm. Some believe that a higher discount rate is more appropriate when a project's risk is different from the risk of the firm as a whole.

Profitability Index: 
An index that attempts to identify the relationship between the costs and benefits of a proposed project through the use of a ratio calculated as:                                
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Ratio of 1.0 is logically the lowest acceptable measure on the index. Any value lower than 1.0 would indicate that the project's PV is less than the initial investment. As values on the profitability index increase, so does the financial attractiveness of the proposed project.

Internal rate of return: 

The internal rate of return (IRR) is a capital budgeting method used by firms to decide whether they should make long-term investments.

The IRR is the return rate which can be earned on the invested capital, i.e. the yield on the investment.

A project is a good investment proposition if its IRR is greater than the rate of interest that could be earned by alternative investments (investing in other projects, buying bonds, even putting the money in a bank account). The IRR should include an appropriate risk premium.

Mathematically the IRR is defined as any discount rate that results in a net present value of zero of a series of cash flows.

In general, if the IRR is greater than the project's cost of capital, or hurdle rate, the project will add value for the company

Modified Internal Rate of Return: (MIRR) is a financial measure used to determine the attractiveness of an investment. It is generally used as part of a capital budgeting process to rank various alternative choices. As the name implies, MIRR is a modification of the financial measure Internal Rate of Return (IRR).

There are a few misconceptions about the IRR calculation. The major one is that IRR automatically assumes that all cash outflows from an investment are reinvested at the IRR rate. IRR is the "internal rate of return" with "internal" meaning each dollar in an investment. It makes no assumptions about what an investor does with money coming out of an investment. Whether the investor gives it away or puts it in a coffee can, the IRR stays the same.

It does however have a few drawbacks. First, IRR is not made to calculate negative cash flows after the initial investment. If an investment has an outflow of $1,000 in year three and an IRR of 30%, the $1,000 is discounted at 30% per year back to a present value. You would have to put this PV amount in an investment earning 30% per year for the IRR to reflect the true yield. Also, IRR ignores the reinvestment potential of positive cash flows. Since most capital investments will have intermediate positive cash flows, the firm will need to reinvest these cash flows, and the firm's cost of capital is a reasonable proxy for the return to be expected. Investments with large or early positive cash flows will tend to look far better with IRR than with MIRR for this reason.

To illustrate: a firm has investment options with returns that are generally moderate. An unusually attractive investment opportunity comes up with much higher return. The cash spun off from this latter investment will probably be reinvested at the moderate rate of return rather than in another unusually high-return investment. In this case, IRR will overstate the value of the investment, while MIRR will not.

The modified internal rate of return assumes all positive cash flows are re-invested (usually at the WACC) to the terminal year of the project. All negative cash flows are discounted and included in the initial investment outlay

Equivalent annual cost:
In finance the equivalent annual cost (EAC) is the cost per year of owning and operating an asset over its entire lifespan.

EAC is often used as a decision making tool in capital budgeting when comparing investment projects of unequal lifespan. For example if project A has an expected lifetime of 7 years, and project B has an expected lifetime of 11 years it would be improper to simply compare the net present values (NPVs) of the two projects, unless neither project could be repeated.

EAC is calculated by dividing the NPV of a project by the present value of an annuity factor. Equivalently, the NPV of the project may be multiplied by the loan repayment factor.

EAC=NPV*at, r
The use of the EAC method implies that the project will be replaced by an identical project.

Real options: 

Real options analysis has become popular as option pricing models get more sophisticated. The discounted cash flow methods essentially value projects as if they were risky bonds, with the promised cash flows known. But managers will have many choices of how to increase future cash inflows, or to decrease future cash outflows. In other words, managers get to manage the projects - not simply accept or reject them. Real options analyses try to value the choices that the managers will have in the future and adds these values to the NPV.
Hedge Funds
Def:

Generally, a hedge fund is a lightly regulated private investment fund often characterized by unconventional investment strategies and often making use of legal structures (sometimes offshore) to mitigate the effects of local regulation and tax regimes. In contrast to regular investment funds, which are usually limited to only being able to "go long" (buy) instruments such as bonds, equities or money market instruments, hedge funds also have the ability to "short" (sell) instruments which they believe will fall in price. In this way, hedge funds are able to create more complex investment structures which can, for example, profit in times of market volatility, or even in a falling market. They are primarily organized as limited partnerships, and previously were often simply called "limited partnerships" and were grouped with other similar partnerships such as those that invested in oil development. Hedge funds are normally open to institutional or otherwise accredited

While most of today's hedge funds still trade stocks both long and short, many do not trade stocks at all

For U.S.-based managers and investors, hedge funds are simply structured as limited partnerships or limited liability companies. The hedge fund manager is the general partner or manager and the investors are the limited partners or members respectively. The funds are pooled together in the partnership or company and the general partner or manager makes all the investment decisions based on the strategy it outlined in the offering documents

In return for managing the investors' funds, the hedge fund manager will receive a management fee and a performance or incentive fee. The management fee is computed as a percentage of assets under management, and the incentive fee is computed as a percentage of the fund's profits. 
Strategies:
The bulk of hedge fund assets are invested in funds that employ "long / short" equity strategies. Other hedge funds use alternative strategies such as short bias, arbitrage, trading options or derivatives, using leverage, investing in seemingly undervalued securities, trading commodity and FX contracts, and attempting to take advantage of the spread between current market price and the ultimate purchase price in situations such as mergers. Many strategies acquire the risk of catastrophic losses as in the case of Long-Term Capital Management

Event driven strategies:
Event driven strategies are unaffected by the general direction of markets or national policies. The events that drive event-driven funds are specific to enterprises -- chiefly mergers, takeovers, bankruptcies, and the issuance of securities.

Because of its concern with micro triggering events, this family of strategies is also sometimes called bottom up as opposed to top down.

Sometimes an event-driven hedge fund will focus upon one of those bottom-up strategies in particular, in which case it may be referred to as a risk arbitrage, a distressed securities, or a Regulation D fund, whichever name then applies.

But event-driven multi-strategy funds, as the term implies, can keep a finger in each of those pies. This provides diversification and evens out results over the business cycle, because while merger-oriented funds (i.e. risk arbitrageurs) and Regulation D funds (concerns with small-cap securities issuance) are busiest during times of boom, the distressed-securities strategy finds amplest opportunities during times of bust.

1) Speculative funds managing investments for private investors (in the US, such funds are unregulated if the number of investors does not exceed one hundred).

2) Vary greatly, but have some or all of the following characteristics. They will be based offshore and are virtually unregulated. They will have small groups of investors, usually rich individuals or institutions. They will aim for an absolute (positive) rather than a relative return; their managers will be incentivised by a performance fee. They will have the ability to go short, and they will have the ability to use leverage. I

3) These are funds usually used by wealthy private investor or institutions. Hedge funds are restricted by law to no more than 100 investors; the minimum contribution is typically $1m! The first hedge fund started in New York on 1 January 1949. Hedge fund managers sell stock short and trade in options of the shares they hold.

4) Funds that are extremely flexible in their investment options because they use financial instruments generally beyond the reach of mutual funds, which have SEC regulations and disclosure requirements that largely prevent them from using short-selling, leverage, concentrated investments and derivatives. This flexibility, which includes use of hedging strategies to protect downside risk, gives hedge funds the ability to best manage investment risks.

5) Largely unregulated and privately managed investment funds that use aggressive financial strategies prohibited to mutual funds. They are mostly registered in offshore tax havens although the people running them tend to operate out of London, New York and Geneva. In 2002 the IMF estimated the number of hedge funds at 2,500-3,000, managing $200-$300 billion in capital and total assets of US$1000 billion.

6) A fund that can go long or short stocks, hence the hedge connotation. But it's is different from a regular fund in the way its managers are compensated. Regular money managers get a percentage of the assets. Hedge fund managers get a percentage of the assets and take 20% of the gains, both realized and unrealized.

7) The term "hedge fund" dates back to the first such fund founded by Alfred Winslow Jones in 1949. Jones' innovation was to sell short some stocks while buying others, thus some of the market risk was hedged.

------------------------------*-------------------*--------------*----------------------------------------
Investment Banking
Underwriting:

Underwriting refers to the process that a large financial service provider (bank, insurer, investment house) uses to assess the process of providing access to their product like providing equity capital, insurance or credit to a customer. The name derives from the Lloyd's of London insurance market in London, United Kingdom. Financial backers, who would accept some of the risk on a given venture (historically a sea voyage with associated risks of shiporeck) in exchange for a premium, would literally write their names under the risk information which was written on a Lloyd's slip created for this purpose.

In banking, underwriting is the detailed credit analysis preceding the granting of a loan, based on credit information furnished by the borrower, such as employment history, salary, and financial statements; publicly available information, such as the borrower's credit history, which is detailed in a credit report; and the lender's evaluation of the borrower's credit needs and ability to pay. Underwriting can also refer to the purchase of corporate bonds, commercial paper, Government securities, municipal general obligation bonds by a commercial bank or dealer bank for its own account, or for resale to investors. Bank underwriting of corporate securities is carried out through separate holding company affiliates, called securities affiliates, or Section 20 affiliates.

Investment banking
Investment banks help companies and governments and their agencies to raise money by issuing and selling securities in the primary market. The sector takes the North American Industry Classification System (NAICS) code 523110. They assist public and private corporations in raising funds in the capital markets (both equity and debt), as well as in providing strategic advisory services for mergers, acquisitions and other types of financial transactions
In the strictest definition [citation needed], investment banking is the raising of funds, both in debt and equity, and the division handling this in an investment bank is often called the "Investment Banking Division" (IBD). However, only a few small firms solely provide this service. Almost all investment banks are heavily involved in providing additional financial services for clients, such as the trading of fixed income, foreign exchange, commodity, and equity securities. It is therefore acceptable to refer to both the "Investment Banking Division" and other 'front office' divisions such as "Fixed Income" as part of "investment banking," and any employee involved in either side as an "investment banker." Furthermore, one who engages in these activities in-house at a non-investment bank is also considered an investment banker.
Private equity:
Private equity is a broad term that refers to any type of equity investment in an asset in which the equity is not freely tradable on a public stock market. Passive institutional investors may invest in private equity funds, which are in turn used by private equity firms for investment in target companies. Categories of private equity investment include leveraged buyout, venture capital, growth capital, angel investing, mezzanine capital and others. Private equity funds typically control management of the companies in which they invest, and often bring in new management teams that focus on making the company more valuable

Private equity securities:

Private equity refers to shares in companies that are not listed on a public stock exchange; while technically the opposite of public equity they are broadly equivalent to stocks, though return on investment often takes much longer. As they are not listed on an exchange, a private equity firm owning such securities must find a buyer in the absence of a traditional marketplace such as a stock exchange. The "exit" or "selling out" is often done by the way of an initial public offering (IPO), capitalizing the value of the security on a stock exchange. In addition, there are many transfer restrictions on private securities. This long term investment area currently has over $710 billion in assets.

Several attempts have been made to form trading markets, bringing liquidity to private equity. One example is Genesis Exchange who ran a monthly private equity auction in Vancouver, Canada during the summer of 2006 but generated little interest.

Private equity firms generally receive a return on their investment through one of three ways: an IPO, a sale or merger of the company they control, or a recapitalization. Unlisted securities may be sold directly to investors by the company (called a private offering) or to a private equity fund, which pools contributions from smaller investors to create a capital pool.

What is authorized stock?
Authorized stock represents the maximum number of common shares that can be issued legally by the company as stated in the company's charter.

The number of authorized shares that is identified in the company's charter often greatly exceeds the number of shares that is issued during a company's IPO. The remaining authorized shares are often used by the company to distribute future stock options, and for the raising of additional capital for the company. Whenever a company makes a secondary offering, these shares come from authorized shares, and subsequently reduce number of remaining authorized shares.

If a company is constantly issuing shares, management may decide that an increase in the number of authorized shares may be necessary. For the total number of authorized stock to increase it must be approved through a shareholder vote.

Impairment?
1. A reduction in a company's stated capital.

2. The total capital that is less than the par value of the company's capital stock.

    3This is usually reduced because of poorly estimated losses or gains

4. Impairment can be used in many contexts. Whatever the situation, impairment is bad for the company.
Foreign exchange market:

The foreign exchange: (currency or forex or FX) market exists wherever one currency is traded for another. It is by far the largest market in the world, in terms of cash value traded, and includes trading between large banks, central banks, currency speculators, multinational corporations, governments, and other financial markets and institutions. The trade happening in the forex markets across the globe currently exceeds $1.9 trillion/day (on average). Retail traders (individuals) are currently a very small part of this market and may only participate indirectly through brokers or banks and may be targets of forex scams.

Market size and liquidity:

The foreign exchange market is unique because of:

· Its trading volume,

· the extreme liquidity of the market

· the large number of, and variety of, traders in the market
· its geographical dispersion
· It’s long trading hours - 24 hours a day (except on weekends).
· the variety of factors that affect exchange rates,

Financial Instruments:
There are several types of financial instruments commonly used.

Forward transaction: One way to deal with the Forex risk is to engage in a forward transaction. In this transaction, money does not actually change hands until some agreed upon future date. A buyer and seller agree on an exchange rate for any date in the future, and the transaction occurs on that date, regardless of what the market rates are then. The duration of the trade can be a few days, months or years

Futures: Foreign currency futures are forward transactions with standard contract sizes and maturity dates — for example, 500,000 British pounds for next November at an agreed rate. Futures are standardized and are usually traded on an exchange created for this purpose. The average contract length is roughly 3 months. Futures contracts are usually inclusive of any interest amounts.

Swap: The most common type of forward transaction is the currency swap. In a swap, two parties exchange currencies for a certain length of time and agree to reverse the transaction at a later date. These are not contracts and are not traded through an exchange.

Spot: A spot transaction is a two-day delivery transaction, as opposed to the Futures contracts, which are usually three months. This trade represents a “direct exchange” between two currencies, has the shortest time frame, involves cash rather than a contract; and interest is not included in the agreed-upon transaction. The data for this study come from the Spot market.

Commerce Terms
Introduction

This paper introduces the balance sheet and shows how to perform a simple balance sheet analysis. It also provides an outline of the purposes and fundamental features of the balance sheet. The outline supplies the information that is needed to assemble and analyze an accurate and detailed balance sheet.

What is a Balance Sheet?

The balance sheet presents the firm's financial structure. It shows the assets, liabilities and equity of the firm on a specific day. Most balance sheets are produced quarterly although some farm firms use an annual balance sheet. Any firm with annual sales greater than $200,000 should use the quarterly system because the firm needs more frequent information on its financial structure than is supplied annually. 

Assets are what the firm has, and liabilities are what the firm owes. The difference between the two, or equity, is what the firm owns. For example, if the firm's assets are $1 million and its liabilities are $600,000, its equity is $400,000. Assets minus liabilities equal equity. Or, assets equal liabilities plus equity. The balance sheet is typically written in this latter form, with assets listed on the left and liabilities plus equity listed on the right.

Farm assets are conventionally divided into current, intermediate and long-term assets. Farm liabilities are classified similarly and are conventionally listed opposite their assets. For example, if an intermediate asset is valued at $100,000 and the firm owes $80,000 on an intermediate loan for this asset, the asset and liability would be listed opposite each other as shown in the table also shows that the firm currently has $20,000 ownership in this asset. 

What Does a Balance Sheet Look Like?

The total assets on the left equal the total liabilities and equity on the right. One hundred thousand dollars of assets minus the $80,000 in liabilities provides the firm's equity in this specific asset. Thus, equity is the residual after deducting liabilities from assets.
Assets

Current assets are listed first on a balance sheet. They are the most liquid assets in that they can be turned into cash quickly without a discount. They include items like cash; bank accounts; investments in stocks, bonds or mutual funds; receivables; inventories for sale in the period between the balance sheets; supplies on hand and the value of growing crops. Usually, the greater the proportion of current to total assets, the better the financial structure. This is because of the importance of liquidity. Maintaining liquidity is increasingly important as market volatility grows. Traditional agricultural markets are more volatile today, particularly since the Freedom to Farm Act of 1996. Volatility requires quick access to cash; fixed or guaranteed prices do not. Approximately seven percent of U.S. farm assets can be classified as current. Thus, farms generally show relatively little liquidity.

Intermediate assets include depreciable capital assets, such as machinery, vehicles, equipment, fruit trees and breeding stock. They are less liquid than current assets because it is harder to obtain cash for them quickly without discounting their value. Typically, intermediate assets average about 17 percent of total assets on an average U.S. farm.

Long-term assets are typically made up from buildings and land. Long-term assets represent the remaining 76 percent of total farm assets on average. They are the least liquid of all assets because it is obviously difficult to sell land or buildings quickly without discounting their price. Consequently, farms show little liquidity compared with industries like retailers or automobiles. Farming may well be the least liquid industry in the world, simply because of the importance of land in farming. 

The three asset types are, therefore, essentially separated by their liquidity. This separation is convenient and is not inflexible. Some assets can be classified one way by one firm and another way by another firm. For example, poultry houses can often be either an intermediate or a long-term asset. Still, the classification is important. Liquidity decreases from current to intermediate to long-term assets. Firms today need to show that they are liquid. Farmers show this by renting rather than buying extra land or leasing equipment and breeding animals rather than using their scarce liquidity in ownership.

Current Assets

Current assets are probably the most important assets in any business today because they are the most liquid. Liquidity is shown in the current section of the balance sheet by examining current assets and current liabilities. A typical list of current assets for a farm is provided. This list suggests that the farm will be selling both crops and steers during the next quarter.

Intermediate Assets

Intermediate assets are capital assets that usually depreciate. Their depreciation runs more than one year but usually not longer than seven years. Examples include vehicles, equipment, machinery, breeding animals and fruit trees. The non-farm world rarely uses an intermediate asset classification. All intermediate assets, such as plants and machinery, are treated as long-term assets. Typically, the proportion of current and long-term assets will be about 60 percent/40 percent. So, non-farm firms look liquid. In comparison, a normal U.S. farm would have a 7-percent and 93-percent proportion and look very illiquid. Including an intermediate category improves the liquidity picture. Experienced lenders know that farms may appear illiquid, even when they are not. Some intermediate assets are listed. 
The assets are listed using their depreciated values. For example, the tractors have been depreciated to $180,000. Items are depreciated using IRS rates, so most assets are entered at their book value. Market values are used when an asset is about to be sold. If the market value of the two tractors is $200,000 and they are sold in the next quarter, their balance sheet entry would be $200,000. 

Long-Term Assets

Long-term assets include land and permanent buildings. Land does not depreciate unless it is mined; buildings do depreciate. However, neither is liquid unless sold. Long-term assets are presented. Buildings and fruit trees are at book value, and land is at appraised value. This land valuation is conventional. 

Liabilities

Current Liabilities

Current liabilities are debts to be paid within the period between balance sheets (Table 5 .) If the balance sheet is quarterly, the current portion of our liabilities, or $50,000, must be paid within the next quarter. Current liabilities consume liquidity. This is a common financial problem faced by farms as they are often unable to pay bills because they are insufficiently liquid. These bills include the current portion of notes and mortgages as well as payables, such as supplies and labor. Farms today face immediate liquidity rather than solvency problems.

Intermediate Liabilities

Intermediate liabilities match the intermediate assets. They are notes and money borrowed to purchase intermediate assets (machinery, breeding stock, equipment). Intermediate liabilities are what remains due on these notes after paying the current portion reported under current liabilities (Table 6 ). For example, $5,000 in current liability is due on the trucks in the next quarter (Table 5 ), and the remaining $30,000 is due on the trucks after this next quarter (Table 6 ). So, on March 31, the total truck debt is $35,000, with $5,000 to be paid in the next quarter and $30,000 to be paid later. 

Long-Term Liabilities

Long-term liabilities are mortgages on land and buildings (Table 7 ). The farm owes $210,000 for land. The current liability of the mortgage is $10,000 due next quarter and $200,000 to be paid later. 

Equity

Equity is what is owned. It is the amount remaining after paying all the liabilities. The balance sheet shows that, after subtracting liabilities from assets, the firm has $450,000 in equity.

Analysis of the Balance Sheet

Why analyze the balance sheet? Analyzing the balance sheet provides information on changes in the financial structure of a firm. Observing changes and identifying trends helps to identify what good and bad things are happening to the firm. Trends are more useful than numbers. They provide the knowledge, first, to see if there is a trend; second, to determine whether the trend is good or bad; and third, to take appropriate action. 

Doctors use their education, experience and, occasionally, some inspiration in diagnosing the physical health of a patient. A doctor typically runs through a series of tests and compares the test results with the patient's condition before the tests, rather than merely concentrating on the test results. The doctor is looking for good and bad trends. The subsequent analysis will identify what the patient might do to accentuate the good trends and to reduce the bad trends.

Balance sheet analysis similarly looks at the financial health of a firm. The analysis runs the business through a series of tests and, like the doctor, needs more than one number to show the complete picture. The balance sheet in Table 8 shows equity of $450,000. That sounds good, but it would be more useful to have a series of numbers as a trend. Say, for example, the equity was $100,000 in 1992; $150,000 in 1993; $200,000 in 1994; $250,000 in 1995; $300,000 in 1996; $350,000 in 1997; $400,000 in 1998 and $450,000 today. These numbers show a good trend that should be expanded.

Analytical Tools

One type of analytical tools is liquidity tools. Liquidity is the ability of the firm to meet debts when they become due. This means that the firm must have sufficient cash to meet current liabilities. These liabilities include accounts payable, operating loans and the current portion of notes and mortgages. The cash to pay these debts comes from current assets. Current assets include items such as cash, cash equivalents, inventory and receivables. There must be enough of these, as cash, to pay the bills. If there is, the firm is liquid. If there is insufficient cash, the firm is illiquid and must raise cash by selling assets or borrowing to meet the current liabilities.

Working Capital is a useful liquidity tool. It is determined by subtracting current liabilities from current assets (CA - CL). The balance sheet in Table 8 shows CA of $100,000 and CL of $50,000. There is, therefore, $50,000 of working capital. In other words, after paying all the bills, there is still $50,000 of working capital left. This is good news.

Quick Working Capital looks at working capital more critically. Its concept is that some current assets are not as liquid as other assets. For instance, growing crops are not as easy to sell as crops in storage. Nor are crops or animals that need a few more weeks of production before they can be sold, compared with items that are ready for market. Nothing is as liquid as cash. Liquid current assets include items that can be sold quickly without a discount. CA - inventory - CL is a useful definition of quick working capital. If, for example, the entire inventory is growing crops, there is only $15,000 in quick working capital (100,000 - 35,000 - 50,000). Thus, the firm is not as liquid as the working capital of $50,000 implied. 

Current Ratio also measures liquidity. It is calculated by dividing current assets by current liabilities (CA/CL.) Thus, if the current ratio of a firm at a specific point in time is 1.5, this means that there is $1.50 of current assets for every $1 of current liabilities. Or, there is $1.50 available now to cover every $1.00 of the firm's bills. Today, it is important to maintain this ratio at least at 2. As a rule of thumb, for ratios above 3, there is sufficient cash to invest; for ratios below 1.5, start worrying about becoming liquid.

The Current Debt Ratio shows what proportion of all the firm's debt is due in the next period. This ratio is found by dividing CL by total liabilities (CL/TL). Current liabilities are $50,000, and total debt is $550,000 (Table 8 ). The current debt ratio is, therefore, $50,000/$550,000, or .09. This means that nine cents of every dollar of debt is due in the next period. That is a good number. For an average firm with average debt, the ratio should be no higher than 10 cents. Otherwise, it will hurt the firm's cash flow in that too much of the firm's cash is earmarked for debt repayment.

Solvency

Solvency is a long-run term. It shows whether the firm can pay all its debts if it sells all its assets. If the firm's assets are greater than its liabilities, it is solvent. If they are not, it is bankrupt. Equity is the single best measure of solvency. If the firm has equity, it is solvent because there are more assets than liabilities. A positive equity trend is a useful indicator of a firm's financial health.

Leverage Ratio

The leverage ratio is calculated by Total Debt/Equity. In Table 8 , the total debt is $550,000, and equity is $450,000. Our leverage ratio here is 1.2. For every one dollar in equity, there is $1.20 in debt. Ideally, this number should be less than 1, but the ratio depends on things like the owners' ages, whether there has been a disaster and whether the firm is new. Young owners, new firms and disasters will usually induce higher leverage ratios than old owners, old firms and smooth waters.

Ideally, keep the leverage ratio at no more than 1, and try to reduce it to 0.5 whenever possible. A high leverage ratio is nothing to be ashamed of; it is something to get out of.

The following examples show its importance: Suppose, for example, that a firm will get a guaranteed 20 percent return on its assets. It has $4 million to invest so at the end of the year it will get $4.8 million (that is, $4 million x 1.2 = $4.8 million). Putting these numbers onto two balance sheets shows what happened to the firm's financial structure (Table 9 ). The firm had no debt. So, its return on its equity was the same as its return on assets, namely 20 percent.

The real benefit of borrowing money is that the firm can do things with the money that it could not do otherwise. Debt availability is essential for any business. Borrowing money creates leverage. There are advantages in borrowing money for good investment opportunities. Suppose that the firm only has $1 million, that both assets and equity are $1 million and that it has no debt but likes the guaranteed 20 percent return and decides to borrow some money to take advantage of this investment. The bank allows the firm a leverage ratio of 3, so it can borrow $3 for every $1 of equity. The firm now has $4 million in assets and will invest it at 20 percent. The two balance sheets show the starting and ending financial structures (Table 10 ).

The $4 million increased to $4.8 million as before because of the 20 percent return on assets. But, with the 3-to-1 leverage, the firm's equity has increased from $1 million to $1.8 million, or by 80 percent. This is the joy of leverage. The ending balance sheet also shows that the leverage ratio fell to 1.67. The investment was successful in that the return to equity was substantial, and the leverage ratio fell.

Leverage is, of course, a two-edged sword. When things go wrong, the firm is worse off if it has borrowed money. So, the final example illustrates a negative 20 percent return, starting with a leverage ratio of 3. The firm has its original $1 million equity and borrows an additional $3 million as before. But this time it lost 20 percent of its asset value. The two balance sheets show what happened (Table 11 ).

Assets fell to $3.2 million (that is, $4 million x 0.8 = $3.2 million). The firm still has $3 million in debt. Because assets minus liabilities equal equity, the firms equity has now fallen to $200,000, or to one-fifth of what it was. And the leverage ratio, which started at 3, has now increased to 15 (that is, 3,000/200). The firm now owes $15 for every $1 it owns. This is an almost impossible position from which to recover. The point of these examples is obvious. High leverage brings high returns if it works but disaster if it does not work. Consequently, it is not generally good to maintain a leverage ratio in farming that is much above 1.

Conclusion

In conclusion, the balance sheet is the essential tool for illustrating a firm's financial structure. Quarterly balance sheets provide liquidity and solvency information that is vital for mapping a firm's financial future. A firm cannot operate without access to balance sheets. Spend time with them. A firm will gain profoundly.

Tables

Table 1. A Simple Balance Sheet for One Item.

	Balance Sheet for 31 December 200X

	Assets
	
	Liabilities

	Item 
	100,000
	
	Liability 
	80,000

	
	
	
	Equity


	20,000

	Total

	$100,000
	
	Total

	$100,000


Table 2. Current Assets, 31 December 200X

	Current Assets

	Cash


	20,000 

	Certificate of Deposit


	10,000

	Accounts Receivable 
	20,000 

	Crops for Sale 
	10,000 

	Steers for Sale


	20,000 

	Supplies 
	20,000 

	Total

	$100,000


Table 3. Intermediate Assets, 31 December 200X.

	Intermediate Assets

	Tractors (2) 
	180,000 

	Trucks (2) 
	40,000 

	Pole Barns 
	20,000

	Breeding Stock 
	50,000 

	Field Equipment 
	10,000 

	Total

	$300,000


Table 4. Long-Term Assets, 31 December 200X.

	Long-Term Assets

	Barn 
	100,000 

	Lane 
	400,000 

	Mature Fruit Trees 
	100,000 

	Total

	$600,000


Table 5. Current Liabilities, 31 March 200X.

	Current Liabilities

	Chemical company 
	1,500 

	Local equipment/supplies distributor 
	500 

	XXX Fuel 
	500 

	Mortgage payments (land) 
	3,000 

	Mortgage payments (buildings) 
	4,500 

	Tractor payments due in next quarter 
	10,000 

	Truck payments due in next quarter 
	5,000 

	Labor expense 
	20,000 

	Insurance payments for next quarter 
	5,000 

	Total

	$50,000


Table 6. Intermediate Liabilities, 31 March 200X.

	Intermediate Liabilities

	Tractors 
	170,000 

	Trucks 
	30,000 

	Total

	$200,000


Table 7. Long-Term Liabilities, 31 March 2000X.

	Long-Term Liabilities

	Barn 
	100,000 

	Land 
	200,000 

	Total

	$300,000


Table 8. Balance Sheet Example, 31 December 200X.

	Assets
	Liabilities

	Current
	Current

	Cash and equivalents 
	45,000 
	Mortgage payments due in next quarter


	10,000

	Accounts receivable 
	20,000 
	Tractor payments due in next quarter


	10,000 

	Inventory 
	35,000
	Truck payments due in next quarter


	5,000 

	
	
	Labor expense for next quarter


	20,000 

	
	
	Insurance payments due in next quarter


	5,000 

	Total 
	$100,000 
	Total


	$50,000 

	
	
	
	

	Intermediate
	Intermediate

	Tractors (2) 
	180,000
	Tractor loans outstanding 
	170,000

	Trucks (2) 
	40,000
	Truck loans outstanding 
	30,000

	Pole Barns 
	20,000
	
	

	New Fruit Trees


	50,000 
	
	

	Field Equipment 
	10,000 
	
	

	Total 
	$300,000 
	Total 
	$200,000 

	
	
	
	

	Long-Term
	Long-Term

	Land 
	400,000 
	Mortgage on land 
	200,000 

	Barn 
	200,000 
	Mortgage on barn


	100,000

	Total 
	$600,000 
	Total 
	$300,000 

	
	
	
	

	
	
	Total Liabilities

	550,000

	
	
	Equity

	450,000

	Total

	$1,000,000
	Total

	$1,000,000


Table 9. Comparison of Two Balance Sheets (A).

	($'000)

	Balance Sheet #1 START
	Balance Sheet #2 END

	
	Assets
	Liabilities + Equity
	
	Assets
	Liabilities + Equity

	
	
	L = 0
	
	
	L = 0

	
	
	E = 4,000
	
	
	E = 4,000

	Total

	$4,000
	$4,000
	Total

	$4,800
	$4,800


Table 10. Comparison of Two Balance Sheets (B).

	($'000)

	Balance Sheet # 1 START
	Balance Sheet #2 END

	
	Assets
	Liabilities + Equity
	
	Assets
	Liabilities + Equity

	
	
	L = 3,000 
	
	
	L = 3,000 

	
	
	E = 1,000 
	
	
	E = 1,800 

	Total
	$4,000
	$4,000
	Total

	$4,800
	$4,800


Table 11. Comparison of Two Balance Sheets (C).

	($'000)

	Balance Sheet #1 START
	Balance Sheet #2 END

	
	Assets
	Liabilities + Equity
	
	Assets
	Liabilities + Equity

	
	
	L = 3,000 
	
	
	L = 3,000 

	
	
	E = 1,000 
	
	
	E = 200

	Total

	$4,000
	$4,000
	Total

	$3,200
	$3,200


                            Finance Terminology
The definition of terms used in the industry is presented below.

Arbitrage

Buying securities in one country, currency or market and selling in another to take advantage of price differentials.

Articles of Association

Regulations for governing the rights and duties of the members of a company among themselves. Articles deal with internal matters such as general meetings, appointment of directors, issue and transfer of shares, dividends, accounts and audits.

Asset Protection Trust

A trust established offshore to protect settlor's assets against those who may attempt to make claims against them: creditors, former spouses and dependents on death. Some offshore jurisdictions provide protection from creditor claims against persons who have guaranteed bank loans.

Back to Back Loan

A loan structure when "A" deposits a sum of money with a bank in country "X" on condition that a related branch, agency, edge corporation or bank located in country "Y" will lend an equivalent sum to "A" or a designee in country "Y".

Bare Trusts

Also known as dry, formal, naked, passive or simple trusts. These are trusts where the trustees have no duties to perform other than to convey the trust property to the beneficiary(s) when called upon to do so.

Bear

An investor who has sold a security in the hope of buying it back at a lower price.

Bearer Share Certificate

A negotiable share certificate made out in the name of the bearer and not in the name of a particular person or organization.

Bearer Stocks/Shares

Securities for which no register of ownership is kept by the company. Dividends are not received automatically from the company and must be claimed.

Beneficial Owner

The actual or economic owner of an offshore company as distinct to the registered or nominal owner.

Best Efforts

A designation that a certain financial result is not guaranteed, but that a good faith effort will be made to provide the result that is represented.

BIS

Bank for International Settlements, Basle, Switzerland. The bank’s bank.

Blind Trust

A trust in which the trustees are not allowed to provide any information to the beneficiaries about the administration of the assets of the trust.

Blocked Funds

Term for "reserving" funds by one bank for the benefit of another bank. Blocking of funds is an often used banking procedure to ensure that the same funds are not used twice. Often more beneficial to an investor than a bank guarantee.

Blue Chip

Term for the most prestigious industrial shares. Originally an American term derived from the color of the highest value poker chip.

Bond

Any interest-bearing or discounted government or corporate security that obligates the issuer to pay the holder of the bond a specified sum of money, usually at specific intervals, and to repay the principal amount of the loan at maturity. A secured bond is backed by collateral, whereas as an unsecured bond or debenture, is backed by the full faith and credit of the issuer, but not by any specified collateral.

Bridge/Mezzanine

Financing for a company expecting to go public usually within six months to a year. Often bridge financing is structured so that it can be repaid from proceeds of a public underwriting. 

Broker - An intermediary. An individual or organization in-between the person/organisation that controls the funds and the provider/trader. A broker often knows someone who knows somebody else who may provide program trading. This chain of brokers is known in the business as a "daisy chain". There are thousands of "want-to-be”-, "hope-to-be”- and "wish-they-were” brokers in the high-yield business who are giving the industry a bad name.

Bull - An investor who has bought a security in the hope to make a profit from rising prices. 

Buyout

Funds provided to enable operating management to acquire a product line or business, which may be at any stage of development, from either a public or private company. 

Cap

An option-like contract for which the buyer pays a fee or premium, to obtain protection against a rise in a particular interest rate above a certain level. For example, an interest rate cap may cover a specified principal amount of a loan over a designated time period such as a calendar quarter. If the covered interest rate rises above the rate ceiling, the seller of the rate cap pays the purchaser an amount of money equal to the average rate differential times the principal amount times one quarter.

Capitalization Issue

The process whereby money from a company's reserves is converted into capital and then distributed to shareholders as new shares, in proportion to their original holdings, also known as bonus or scrip issue.

Certificate of Deposit (CD)

A deposit with a fixed time period and a fixed rate of interest.

Clearing System

A mechanism for calculation of mutual positions within a group of participants with a view to facilitating the settlement of their mutual obligations on a net basis.

Collar

The simultaneous purchase of a cap and the sale of a floor with the aim of maintaining interest rates within a defined range. The premium income from the sale of the floor reduces or offsets the cost of buying the cap.

Collateral Provider

An entity which has the contractual ability to purchase bar instruments directly from the issuer. Also known as Master Collateral Commitment Holders.

Conditional S.W.I.F.T

A method which uses the Society for Worldwide Interbank Financial Telecommunications to transfer funds conditionally between banks subject to the performance of another party.

Commission

The fee that a broker charges clients for dealing on their behalf.

Commitment Holder

A wealthy private party buying guarantees from the issuing banks, reselling them to other banks/brokers. Commitment holders are not allowed to trade or do business on their own behalf. Other designation: provider.

Compound Yield

The total return on investment, consisting of the distribution (dividend, interest) and the capital gain or loss, in % of the investment amount.

Consideration

The money value of a transaction (number of shares multiplied by the price), before adding commission, stamp duty, etc.

Contract Exit for Non-performance

A conditions in a financial agreement that enables the investor to take back his funds if the result represented is not achieved.

Contract Note

The day that a transaction takes place, the broker sends the client a document detailing the transaction, including full title of the stock, price, consideration and stamp duty (if applicable).

Cover

The total net profit a company has available for distribution as dividend, divided by the amount paid, gives the number of times that the dividend is covered.

Credit Equivalent

Value amount representing the credit risk exposure in off-balance sheet transactions. In the case of derivatives, credit equivalent value represents the potential cost at current market prices of replacing the contract's cash flows in the case of default by the counter-party.

Credit Risk

The risk that a counter party to a transaction will fail to perform according to the terms and conditions of the contract, thus causing the holder of the claim to suffer a loss.

Currency Swaps

A transaction involving the exchange of cash flows and principal in one currency for those in another with an agreement to reverse the principal swap at a future date.

Current Account

A bank deposit that can be withdrawn by the depositor at any time.

Current Exposure Method

Term used in the Basle Capital Accord to denote a method of assessing credit risk in off-balance sheet transactions, consisting of adding the market to market replacement cost of all contracts and an amount for potential credit exposure arising from future price- or volatility changes.

Debenture

A general debt obligation backed only by the integrity of the borrower, not by collateral. Depository Trust Corporation (DTC): A domestic custodial clearing facility owned by all of the major banks and securities firms which is monitored by various banking regulatory agencies and the Securities and Exchange commission.

Demand Deposit

A bank deposit that can be withdrawn by the depositor at any time.

Demand Guarantees

General term for payment undertakings arising on the presentation of a written demand (plus possible other documents specified in the guarantee), not conditional on proof of default by the principal in the underlying transaction. They ensure often that the lender will be paid the principal on maturity and possibly, depending on the instrument, interest when due. Example: SLC’s.

Depository Trust Company (DTC)

A custodial clearing facility owned by the major banks and securities firms and monitored by various banking regulatory agencies and the Securities and Exchange Commission.

Discount

When the market price of a newly issued security is lower than the issue price. If it is higher, the difference is called a premium.

Discretionary Trust

The form of trust usually established offshore. The discretion's are vested in the trustee who can usually decide which of the beneficiaries is to benefit, when and to what extent. Discretion's are exercised under advice of, or suggestions from the settlor or protector.

Dividend

The part of a company's post-tax profits distributed to shareholders, usually expressed as an amount per share.

Domicile

The place of a person's permanent home and the means by which the person is connected with a certain system of law related to issues such as marriage, divorce, succession of estate and taxation.

Double Exit

Use of two passports for the purpose of confusion or convenience.

Draft

A signed, written order by which one party (the drawer) instructs another party (the drawee) to pay a specified sum to a third party (the payee), at sight or at a specific date.

ECU

European Currency Unit.

EMS

European Monetary Unit.

Equity

Equity is ownership interest in a corporation, represented by the shares of stock which are held by investors. 

Equity Offerings

Raising funds by offering ownership in a corporation through the issuing of shares of a corporation's common or preferred stock. 

Equity Options

A class of options giving the purchaser the right but not the obligation to buy or sell an individual share, a basket of shares or an equity index at a predetermined price, on or before a fixed date. 

Equity Related Loan

Equity related loans are loans convertible into equity ownership or loans collateralized with equity positions 

Equity Swaps

A transaction that allows an investor to exchange the rate of return (or a component thereof) on an equity investment (an individual share, a basket or index) for the rate of return on another non-equity or equity investment. 

Eurobond

A bond issued in a currency other than that of the country or market in which it is issued. Interest is paid without the deduction of tax. 

Eurocurrency

Currency that is owned by people not being a national of the nation that issued the currency. 

Ex

Latin for 'without', the opposite of Cum. Used to indicate that the buyer is not entitled to participate in whatever forthcoming event is specified, for example, ex cap, ex dividend, ex rights. 

Exercise Price

The fixed price at which an option holder has the right to buy, in the case of a call option, or to sell, in the case of a put option, the financial instrument covered by the option. 

Exit Buyer

The buyer of a security arriving on the secondary (retail) market. 

Expatriation
The removal of ones legal residence or citizenship from one country to another in anticipation of future restrictions on capital movements or to avoid estate taxes. 

FED

Federal Reserve, the US Central Banking system, established in 1913 and responsible for managing the US Dollar, both within and outside the US. 

FIBV

World Federation of Stock Exchanges. 

Fresh Cut

Security arriving on the secondary (retail) market. 

Fiduciary Account

An amount typically deposited with a Swiss Bank which will redeposit the sum with a third party bank outside Switzerland in its own name (to eliminate Swiss withholding tax on interest). 

Final Dividend

The dividend paid by a company at the end of its financial year. 

Fixed Deposit

A bank deposit for a fixed period of time. 

Flight Capital

The movement of large sums of money from one country to another to escape political or economic turmoil, aggressive taxation or to seeking higher rates of interest. 

Floor

A contract whereby the seller agrees to pay to the purchaser in return for the payment of a premium, the difference between current interest rates and an agreed (strike) rate times the notional amount, should interest rates fall below the agreed rate. A floor contract is effectively a string of interest rate guarantees. 

Flotation

The occasion on which a company's shares are offered on a market for the first time. 

Foreign Currency Account

An account maintained in a bank in another currency than the currency of the country in which the bank is located. Foreign currency accounts can be maintained for depositors by banks in the United States. 

Forfaiting

 The process of purchasing at a discount registered bank "paper" which will mature in the future without recourse to any previous holder of the debt-generated bank paper.

Fully Paid

Applied to new issues when the total amount payable in relation to the new shares has been paid to the company.

Futures

Securities or goods bought or sold for future delivery. There may be no intention to take them up but to rely upon price changes in order to sell at a profit before delivery.

Glass-Steagal Act

A portion of the Banking Act of 1933 which prohibits banks from entering into the securities business and prohibits securities firms from accepting deposits. However, any security which is issued or guaranteed by any bank is not subject to the Securities Act of 1933. Therefore bank instruments, by virtue of being issued by a bank, are not considered a form of securities.

Grantor Trust

Under US tax law, income of the trust is taxed as the income of the grantor.

Grossing Up

Calculation of the amount that would be required in the case of an investment subject to tax to equal the income from that investment as if it were not subject to tax.

Hard Currency

The term "hard currency" is a carry-over from the days when sound currency was freely convertible into "hard" metal, i.e. gold. It is used today to describe a currency which is sufficiently sound so that it is generally accepted internationally at face value.

Hedge Funds

Speculative funds managing investments for private investors (in the US, such funds are unregulated if the number of investors does not exceed one hundred).

Hot Money

(1) Large quantities of money that move quickly in international currency exchanges due to speculative activity. 

(2) Foreign funds temporarily transferred to a financial center and subject to withdrawal at any moment.

Initial Margin is simply the minimum amount of money you must have in your account (at the close of trading) on the first day you establish a new position.  Think of it as an initial requirement you must have to enter an exclusive club.  In order to pass through the front door of the “Sugar Club”, you have to have at least $700 in your pocket, and it can not be $700 that you have committed to anything else.

Initial/Seed

A relatively small amount of capital provided to an investor or entrepreneur, usually to prove a concept. It may involve product development, but rarely involves initial marketing. 

Insider Dealing

A criminal offense involving the purchase or sale of shares by someone who possesses inside information about a company's performance and prospects which is not yet available to the market as a whole, and which, if available, might affect the share price.

Interbank Rate of Exchange

The rate at which banks deal with each other in the market.

Interest Rate Swap

A transaction in which two counterparties exchange interest payment streams of differing character based on an underlying notional principal amount. The three main types are coupon swaps (fixed rate to floating rate in the same currency), basis swaps (one floating rate index to another floating rate index in the same currency) and cross-currency interest rate swaps (fixed rate in one currency to floating rate in another).

International Business Company (IBC)

A term used to define a variety of offshore corporate structures. Common to all IBC's are the dedication to business use outside the incorporating jurisdiction, rapid formation, secrecy, broad powers, low cost, low to zero taxation and minimal filing and reporting requirements. An increasing number of offshore jurisdictions are permitting the use of nominee shareholders, directors and officers.

International Chamber of Commerce (lCC)  

An international body which governs the terms and conditions of various financial transactions worldwide, it is headquartered in France and has no affiliation with the local Chamber of Commerce offices.

Investment Banks

An investment banking firm acts as underwriter or agent, serving as intermediary between an issuer of securities and the investing public. Investment bankers handle the distribution of blocks of previously issued securities, either through secondary offerings or through negotiations, maintain markets for securities already distributed, and act as finders in private placements of securities. 

Investment Trust

A company whose sole business consists of buying, selling and holding shares. 

IPO/Initial Public Offering

A company's first offering of stock to the public. 

Key Tested Telex (KTT)  

An older form of transferring funds between banks using a telex machine on which the messages are verified by use of key code numbers.

Laundering

Laundering is the process of cleaning illicitly gained money so that it appears to others to have come from, or to be going to, a legitimate source.

Letter of Intent (LOI)

A document by which the investor states that he intends to enter into a High-Yield transaction.

Letter of Wishes/Memorandum of Wishes

A document prepared by the settlor or grantor of a trust providing guidance on how trustees should exercise their discretion's.

Leverage

Company debt expressed as a percentage of equity capital. High leverage means that debts are high in relation to assets. The equivalent UK term is gearing.

Leveraged Programs

 Programs which use leased assets (such a United States government obligations) to increase the amount of instruments purchased and resold for a profit. The benefit of leased assets is that such programs generate substantially larger profits.

Limit

In relation to dealing instructions, a restriction set on an order to buy or sell, specifying the minimum selling or maximum buying price.

Limited Power of Attorney

A legal document that empowers the trade manager to deal with the various parties of the transaction on behalf of the owner of the funds (the Principal). Transactions will not happen without this instrument.

Listed Company

A company that has obtained permission for its shares to be admitted to the London Stock Exchange's Official List.

Maintenance Margin

The amount of money you must have in your account after the first day.  The amount is always slightly less than the Initial Margin .  In other words, after the first day in the club, you no longer have to have the full $700 in reserve. You can spend a little of it, as long as you keep, say, $500 (the theoretical maintenance margin) in your pocket at all times.

Man of Straw

Effectively a nominee settlor or grantor who creates an offshore trust but often has no further connection with the trust once it is created.

Managed Bank

An offshore bank also known as a Class "B" or Cubicle Bank. The Managed Bank is not required to maintain a physical presence in the licensing jurisdiction. Its presence in the licensing jurisdiction is passive with nominee directors and officers provided by a managing trust company with a physical presence. The Managed Bank is not permitted to transact business within the licensing jurisdiction but may maintain its books, records, etc., to assure secrecy of operations.

Margin Calls

Occur anytime your account balance falls below your total margin requirement.  If you do not have enough money to satisfy your total margin requirement, you are placed on a Margin Call.  Technically you have up to 5 days to satisfy a margin call, which can be done by increasing your account value or by liquidating some of your positions.  Many brokerage firms, however, will insist that you correct a margin call immediately.

Medium Term Note (MTN)

When discussing bank trading programs, a standard form of debenture with a term of ten years and a annual interest rate of 7.5 %. Also known as Medium Term Debenture (MTD).

Merchant Bank

A European form of an Investment Bank.

Mini-Trust 

A short (usually preprinted) form of a trust, often used as a confidentiality enhancer, to bridge the ownership and management of an International Business Company. The Mini-Trust is intended only to pass assets on the death of the settlor, i.e. a will substitute.

Money Supply - The total of all money and money substitutes (demand deposits and currency outside of banks).

MT 100 Field 72

A means of irrevocably transferring funds between banks using computers.

Mutual Legal Assistance Treaty

A treaty which provides for mutual legal assistance, including the exchange of information, etc., in cases where criminal offenses have been committed.

Net Asset Value

The value of a company after all debts have been paid, expressed as an amount per share.

Nominee Company

A company formed for the express purpose of holding securities and other assets in its name or to provide nominee directors and/or officers on behalf of clients of its parent bank or trust company.

Nominee Director

A director whose function is passive in nature. The director receives a fee for lending his or her name to the organization. Nominee directors are subject to director responsibilities.

Nominee Name

Name in which security is registered and held in trust on behalf of the beneficial owner.

Off-balance sheet financing

The process whereby a contingent (dependent on certain events) liability is not recorded as a liability on the balance sheet but typically appears in the notes to the financial statement. Off-balance sheet financing is therefore not reflected in the balance sheet total, although possible related reserves will.

Offshore Banking

By popular usage, the establishment and operation of US or foreign banks in such offshore tax havens as the Bahamas, The B.V.I. and the Cayman Islands.

Offshore Banking Unit (OBU)

A bank in an offshore financial center, not allowed to conduct business in the domestic market but only with other OBU’s or with foreign persons.

Offshore Booking Centers

An offshore financial center used by international banks as a location for "shell branches" to book certain deposits and loans. Such offshore bookings are often utilized to avoid regulatory restrictions and taxes.

Offshore Company

See International Business Company.

Offshore Financial Centers

A country or jurisdiction where an intentional attempt has been made to attract foreign business by deliberate government policy such as the enactment of secrecy laws and tax incentives.

Offshore Group of Banking Supervisors (OGBS)

Established in October 1980 at the instigation of the Basle Committee on Banking Supervision with which the Group maintains close contact. The primary objective of OGBS is to promote the effective supervision of banks in their jurisdictions and to further international cooperation in the supervision between the Offshore Banking Supervisors and between them and Basle Committee member nations and other banking supervisors. Current OGBS members are: Aruba, Bahamas, Bahrain, Barbados, Bermuda, Cayman Islands, Cyprus, Gibraltar, Guernsey, Hong Kong, Isle of Man, Jersey, Lebanon, Malta, Mauritius, Netherlands Antilles, Panama, Singapore and Vanuatu.

Offshore Limited Partnership

A partnership, the general partner of which is an offshore company. The limited partners may be onshore entities.

Offshore Profit Centers

Branches of major international banks and multinational corporations located in a low tax financial center which are established for the purpose of lowering taxes.

Offshore Trust

The quality that differentiates an offshore trust from an onshore trust is portability. The offshore trust can be transferred to additional jurisdictions to maintain confidentiality and to advantage desirable facets of the new jurisdictions laws.

One-year Zeros

An obligation of a bank due in one year and sold at a discount from face value in lieu of an interest coupon.

Ordinary Shares - The most common form of shares. Holders receive dividends which vary in accordance with the profitability of the company and the recommendations of the directors. The holders of the ordinary shares are the owners of the company.

Par

Equal to the nominal or face value of a security. A bond selling at par is worth the same dollar amount as it was issued for, or at which it will the redeemed at maturity.

Parallel Account

A separate account established at the transactional bank.

Pay Order

Document which instructs a bank to pay a certain sum to a third party. Such orders are normally acknowledged by the bank which provides a guarantee that the payment will be made.

Portfolio

A collection of securities held by an investor.

Principal

The party that controls the funds and seeks a secure high-yield investment.

Private Placement

The sale of securities to a small group of investors (generally 35 or fewer) which is exempt from SEC registration requirements. The investors execute an investment letter stating that the securities are being purchased for investment without a view towards distribution. 

Private Trustee Company

A company incorporated in certain offshore jurisdictions, such as Bermuda, to act as a trustee for a limited class or group of trusts. Private trustee companies are not permitted to offer trustee services to the public generally.

Privatization

Conversion of a state run company into a public company, often accompanied by a sale of its shares to the general public.

Proof of Funds (POF)

A document by which the principal's bank states that the principal owns the funds required for the transaction. Usually, proof of funds can also be delivered in the form of a recent bank-, security- or custody statement.

Proper Law

The body of law which governs the validity and interpretation of a contract or trust deed.

Protector

A person appointed by the settlor/grantor of a trust, who has limited powers to control the trustee. The protector usually has the right to change trustees.

Provider

A wealthy private party buying guarantees from the issuing banks, reselling them through banks/brokers. Other designation: commitment holder.

Purpose Trust

A trust created for an express purpose without any individually ascertained or ascertainable beneficiaries. A purpose trust is typically used in circumstances where the trust is of philanthropic nature.

Resident Company

A bank, trust company or holding company permitted to deal only in local currency. Foreign currency transactions must be approved by the appropriate regulatory authority.

Retail Buyer

The buyer of a security when it arrives on the secondary (retail) market.

Re-domiciliation Corporations

Some offshore jurisdictions allow corporations incorporated in other jurisdictions to reincorporate in their own at will.

Rights Issue

An invitation to existing shareholders to acquire additional shares in the company in proportion to the number of shares they already own - usually at a preferential price.

Roll Program

A broker term describing a trade program. The use of the term “roll program” should be avoided.

Safekeeping Receipt

A document issued by a bank which obligates the bank to unconditionally hold certain funds separate from other bank assets and return them when requested by the depositor. In this way, the funds are not an asset of the bank nor are they directly or indirectly subject to any of the bank's other obligations or debts.

Seasoned

Securities owned by a participant in the secondary (retail) market.

Secondary Public Offering

This refers to a public offering subsequent to an initial public offering. A secondary public offering can be either an issuer offering or an offering by a group that has purchased the issuer's securities in the public markets. 

Secondary Purchase

Purchase of stock in a company from a shareholder, rather than purchasing stock directly from the company. 

Securities

General name for shares and bonds of all types. Shares produce a variable dividend and bonds a fixed interest.

Service Company

A company located in an offshore financial center to provide management, invoicing and other services for client companies located in other countries. Initially used to advantage double taxation treaties. Service Companies are now frequently used to facilitate flight capital outflow and are often involved in money laundering schemes.

Settlement

Exchanging money or securities for securities.

SLC

Stand-by Letter of Credit. A financial guarantee or performance bond issued by a bank on behalf of a customer and regulated by the ICC-500 rules.

Stages

First Stage

Financing provided to companies that have expended their initial capital and require funds, often to initiate commercial manufacEagle Tradersg and sales.

Second Stage

Working capital for the initial expansion of a company that is producing and shipping and has growing accounts receivable and inventories. Although the company has clearly made progress, it may not yet be showing a profit.

Third Stage

Funds provided for the major growth of a company whose sales volume is increasing and that is beginning to break even or turn profitable. These funds are typically for plant expansion, marketing and working capital development of an improved product.

Follow-on/Later Stage

A subsequent investment made by an investor who has made a previous

investment in the company -- generally a later stage investment in comparison to the initial investment.

Sub Account (Segregated account)

 Where an entity has established a relationship with a bank that includes the bank acting on the entity's behalf a sub account is opened to hold funds in the name of the entity's client. The funds can only the used according to the terms of a written agreement that is given to and approved by the bank. The funds are not considered an asset of the entity or the bank, and are not subject to the debts of either the entity or the bank if a safekeeping receipt is issued by the bank.

Sub-account (segregated account)

When a bank acts on behalf of an intermediary, a sub-account is opened for each of the intermediaries' clients, to hold their funds in their name. The account can only be operated, and the funds can only be used, according to the terms of a written agreement (Power of Attoney) that is given to, and approved by, the bank. The deposited funds are not considered intermediary assets nor bank assets if a safekeeping receipt is issued by the bank.

Time Deposit

A bank deposit that is not payable on demand.

Total Margin for your futures account is simply all the margin requirements of all your positions added together.   As long as your account balance is greater than this total, you have adequate margin.

Trade Program

A term for the participation in the buying and the selling of bank debentures.

Tranche

A specified part of a larger transaction. Each purchase and resale of a separate block of bank instruments in a trading group is known as a tranche. For example, a contract may the signed to buy 10 billion dollars worth of bank paper with an initial tranche (or purchase) of 500 million dollars.

Transfer

The form signed by the seller of a security authorizing the company to remove his name from the register and substitute that of the buyer.

Underwriting

An investment banking firm acting as underwriter sells securities from the issuing corporation to the public. A group of firms may from a syndicate to pool the risk and assure successful distribution of the issue. There are two types of underwriting arrangements: best efforts and firm commitment. With best efforts, the underwriters have the option to buy and authority to sell securities, or if unsuccessful, may cancel the issue and forgo any fees. This arrangement is more common with speculative securities and with new companies. With a firm commitment, the underwriters purchase outright the securities being offered by the issuer. 

Venture Capital

Venture Capital is the process by which investors fund early stage, more risk oriented business endeavors. A venture capital funding arrangement will typically entail relinquishing some level of ownership and control of the business. Offsetting the high risk the investor takes is the promise of high return on the investment. 

The investment is usually in the form of stock or an instrument which can be converted into stock at some future date. As the business matures, an initial public offering may take place, or the business merged or sold, or other sources of capital found. Any of these would occur with the intention of buying out the venture capitalists. Venture capitalists typically expect a 20-50% annual return on their investment at the time they are brought out. Venture capitalists typically invest in high growth companies with the potential to generate revenues of $20MM in any one company, but typical investments range from between $500,000 and $5MM. Management experience is a major consideration in evaluating financing prospects.

Warrant

A special kind of option given by the company to holders of a particular security giving them the right to subscribe for future issues, either of the same or of some other security.

White Knight

A company which rescues another which is in financial difficulty, especially one which saves a company from an unwelcome takeover bid.

Yield

The return earned on an investment taking into account the annual income and its present capital value. There are a number of different types of yield and in some cases different methods of calculating each type.

106/108% Bank Guarantee

A written guarantee issued and payable by a bank which provides for the return of the principal amount plus six or eight percent interest.

