MUTUAL FUND

Different  investment avenues are available to investors. Mutual funds also
offer good investment opportunities to the investors. Like all investments,
they  also  carry certain risks. The investors should compare the risks and
expected yields after adjustment of tax on various instruments while taking
investment  decisions.  The  investors  may  seek  advice  from experts and
consultants including agents and distributors of mutual funds schemes while
making investment decisions.
With  an  objective  to  make  the investors aware of functioning of mutual
funds,  an  attempt has been made to provide information in question-answer
format which may help the investors in taking investment decisions.

What is a Mutual Fund?

Mutual  fund  is  a mechanism for pooling the resources by issuing units to
the  investors  and  investing  funds  in  securities  in  accordance  with
objectives as disclosed in offer document.

Investments  in  securities  are  spread  across  a  wide  cross-section of
industries  and  sectors  and  thus  the  risk  is reduced. Diversification
reduces  the  risk because all stocks may not move in the same direction in
the  same  proportion  at  the  same  time. Mutual fund issues units to the
investors  in  accordance with quantum of money invested by them. Investors
of mutual funds are known as unit holders.

The  profits  or  losses are shared by the investors in proportion to their
investments.  The  mutual  funds normally come out with a number of schemes
with  different investment objectives which are launched from time to time.
A  mutual  fund  is  required to be registered with Securities and Exchange
Board  of  India  (SEBI)  which  regulates securities markets before it can
collect funds from the public.

History of Mutual Funds in India and role of SEBI in Mutual Funds Industry

Unit  Trust  of India was the first mutual fund set up in India in the year
1963.   In   early  1990s,  Government  allowed  public  sector  banks  and
institutions to set up mutual funds.
In  the  year  1992,  Securities and exchange Board of India (SEBI) Act was
passed.  The  objectives of SEBI are – to protect the interest of investors
in  securities  and  to  promote  the  development  of  and to regulate the
securities market.

As  far  as  mutual  funds  are  concerned,  SEBI  formulates  policies and
regulates  the  mutual funds to protect the interest of the investors. SEBI
notified regulations for the mutual funds in 1993. Thereafter, mutual funds
sponsored  by  private  sector  entities  were allowed to enter the capital
market.  The  regulations  were fully revised in 1996 and have been amended
thereafter from time to time. SEBI has also issued guidelines to the mutual
funds from time to time to protect the interests of investors.

All  mutual  funds  whether  promoted  by  public  sector or private sector
entities  including  those promoted by foreign entities are governed by the
same set of Regulations. There is no distinction in regulatory requirements
for these mutual funds and all are subject to monitoring and inspections by
SEBI.  The  risks  associated with the schemes launched by the mutual funds
sponsored  by  these entities are of similar type. It may be mentioned here
that Unit Trust of India (UTI) is not registered with SEBI as a mutual fund
(as on January 15, 2002).

Mutual Fund Set Up

A  mutual  fund  is  set  up  in  the  form  of a trust, which has sponsor,
trustees,  asset  management  company  (AMC)  and  custodian.  The trust is
established by a sponsor or more than one sponsor who is like promoter of a
company.  The trustees of the mutual fund hold its property for the benefit
of  the  unit  holders.  Asset  Management  Company  (AMC) approved by SEBI
manages  the  funds  by  making investments in various types of securities.
Custodian,  who  is  registered  with SEBI, holds the securities of various
schemes  of  the  fund  in  its  custody.  The trustees are vested with the
general  power  of superintendence and direction over AMC. They monitor the
performance and compliance of SEBI Regulations by the mutual fund.
SEBI  Regulations  require  that  at  least  two thirds of the directors of
trustee  company  or board of trustees must be independent i.e. they should
not be associated with the sponsors. Also, 50% of the directors of AMC must
be  independent.  All  mutual funds are required to be registered with SEBI
before they launch any scheme.

Net Asset Value (NAV) of a Scheme

The  performance  of a particular scheme of a mutual fund is denoted by Net
Asset  Value  (NAV).  Mutual  funds  invest  the  money  collected from the
investors  in  securities  markets. In simple words, Net Asset Value is the
market  value  of  the securities held by the scheme. Since market value of
securities  changes  every  day,  NAV of a scheme also varies on day to day
basis.  The  NAV  per  unit  is  the market value of securities of a scheme
divided  by the total number of units of the scheme on any particular date.
For  example,  if the market value of securities of a mutual fund scheme is
Rs  200  lakhs and the mutual fund has issued 10 lakhs units of Rs. 10 each
to  the  investors,  then  the  NAV  per  unit of the fund is Rs.20. NAV is
required  to be disclosed by the mutual funds on a regular basis - daily or
weekly - depending on the type of scheme.

Schemes according to Maturity Period:

A   mutual  fund  scheme  can  be  classified  into  open-ended  scheme  or
close-ended scheme depending on its maturity period.

Open-ended Fund / Scheme

An  open-ended fund or scheme is one that is available for subscription and
repurchase  on  a  continuous  basis.  These  schemes  do  not have a fixed
maturity period. Investors can conveniently buy and sell units at Net Asset
Value  (NAV)  related  prices  which are declared on a daily basis. The key
feature of open-end schemes is liquidity.

Close-ended Fund / Scheme
A  close-ended  fund  or  scheme  has a stipulated maturity period e.g. 5-7
years.  The fund is open for subscription only during a specified period at
the time of launch of the scheme. Investors can invest in the scheme at the
time  of  the  initial public issue and thereafter they can buy or sell the
units  of  the scheme on the stock exchanges where the units are listed. In
order  to  provide  an  exit route to the investors, some close-ended funds
give  an  option  of  selling  back  the  units  to the mutual fund through
periodic  repurchase at NAV related prices. SEBI Regulations stipulate that
at least one of the two exit routes is provided to the investor i.e. either
repurchase  facility  or  through  listing on stock exchanges. These mutual
funds schemes disclose NAV generally on weekly basis.

Schemes According to Investment Objective:
A  scheme  can  also  be  classified  as  growth  scheme, income scheme, or
balanced  scheme  considering its investment objective. Such schemes may be
open-ended or close-ended schemes as described earlier. Such schemes may be
classified mainly as follows:

Growth / Equity Oriented Scheme
The  aim of growth funds is to provide capital appreciation over the medium
to long- term. Such schemes normally invest a major part of their corpus in
equities.  Such  funds have comparatively high risks. These schemes provide
different   options   to   the  investors  like  dividend  option,  capital
appreciation,  etc.  and  the  investors  may choose an option depending on
their   preferences.   The  investors  must  indicate  the  option  in  the
application  form.  The mutual funds also allow the investors to change the
options  at  a  later  date. Growth schemes are good for investors having a
long-term outlook seeking appreciation over a period of time.

Income / Debt Oriented Scheme
The  aim  of  income  funds  is  to  provide  regular  and steady income to
investors. Such schemes generally invest in fixed income securities such as
bonds,   corporate  debentures,  Government  securities  and  money  market
instruments.  Such  funds  are less risky compared to equity schemes. These
funds  are not affected because of fluctuations in equity markets. However,
opportunities  of  capital appreciation are also limited in such funds. The
NAVs  of such funds are affected because of change in interest rates in the
country.  If  the  interest  rates  fall,  NAVs of such funds are likely to
increase  in the short run and vice versa. However, long term investors may
not bother about these fluctuations.

Money market

In  finance, the money market is the global financial market for short-term
borrowing and lending. It provides short-term liquid funding for the global
financial  system. The money market is where short-term obligations such as
Treasury  bills,  commercial  paper and bankers' acceptances are bought and
sold.

The money market consists of financial institutions and dealers in money or
credit  who wish to either borrow or lend. Participants borrow and lend for
short periods of time, typically up to thirteen months. Money market trades
in short term financial instruments commonly called "paper". This contrasts
with the capital market for longer-term funding, which is supplied by bonds
and equity.

Participants

The  core  of  the  money market consists of banks borrowing and lending to
each  other,  using  commercial  paper,  repurchase  agreements and similar
instruments.   These  instruments  are  often  benchmarked  to  the  London
Interbank Offered Rate (LIBOR).

Finance  companies  such as GMAC typically fund themselves by issuing large
amounts  of  asset-backed  commercial  paper (ABCP) which is secured by the
pledge of eligible assets into an ABCP conduit. Examples of eligible assets
include   auto   loans,  credit  card  receivables,  residential/commercial
mortgage  loans,  mortgage  backed securities and similar financial assets.
Certain  large  corporations  with  strong  credit ratings, such as General
Electric,   issue  commercial  paper  on  their  own  credit.  Other  large
corporations  arrange  for  banks to issue commercial paper on their behalf
via commercial paper lines.
In  the United States, federal, state and local governments all issue paper
to  meet funding needs. States and local governments issue municipal paper,
while the US Treasury issues Treasury bills to fund the US public debt.

Common money market instruments

·     Trading companies often purchase bankers' acceptances to be tendered
for payment to overseas suppliers.
·     Retail and Institutional Money Market Funds
·     Banks
·     Central Banks
·     Cash management programs
·     Arbitrage ABCP conduits, which seek to buy higher yielding paper,
while themselves selling cheaper paper.
·     Common money market instruments
·     Bankers' acceptance - A draft issued by a bank that will be accepted
for payment, effectively the same as a cashier's check.
·     Certificate of deposit - A time deposit at a bank with a specific
maturity date; large-denomination certificates of deposits can be sold
before maturity.
·     Repurchase agreements - Short-term loans—normally for less than two
weeks and frequently for one day—arranged by selling securities to an
investor    with an agreement to repurchase them at a fixed price on a
fixed date.
·     Commercial paper - An unsecured promissory notes with a fixed
maturity of one to 270 days; usually sold at a discount from face value.
·     Eurodollar deposit - Deposits made in U.S. dollars at a bank or bank
branch located outside the United States.
·     Federal Agency Short-Term Securities - (in the US). Short-term
securities issued by government sponsored enterprises such as the Farm
Credit
      System, the Federal Home Loan Banks and the Federal National Mortgage
Association.
·     Federal funds - (in the US). Interest-bearing deposits held by banks
and other depository institutions at the Federal Reserve; these are
immediately
      available funds that institutions borrow or lend, usually on an
overnight basis. They are lent for the federal funds rate.
·     Municipal notes - (in the US). Short-term notes issued by
municipalities in anticipation of tax receipts or other revenues.
·     Treasury bills - Short-term debt obligations of a national government
that are issued to mature in 3 to 12 months. For the U.S., see Treasury
bills.
·     Money market mutual funds - Pooled short maturity, high quality
investments which buy money market securities on behalf of retail or
institutional
             investors.
Foreign Exchange Swaps - Exchanging a set of currencies in spot date and
the reversal of the exchange of currencies at a predet

Immunization (finance)

In finance, interest rate immunization is a strategy that ensures that a
change in interest rates will not affect the value of a portfolio.
Similarly, immunization can be used to insure that the value of a pension
fund's or a firm's assets will increase or decrease in exactly the opposite
amount of their liabilities, thus leaving the value of the pension fund's
surplus or firm's equity unchanged, regardless of changes in the interest
rate.


Interest rate immunization can be accomplished by several methods,
including cash flow matching, duration matching, and volatility and
convexity matching. It can also be accomplished by trading in bond
forwards, futures, or options.


Other types of financial risks, such as foreign exchange risk or stock
market risk, can be immunized using similar strategies. If the immunization
is incomplete, these strategies are usually called hedging.        If the
immunization is complete, these strategies are usually called arbitrage.

Risk-adjusted performance measurement
Performance  measurement  should  not  be reduced to the evaluation of fund
returns alone, but must also integrate other fund elements that would be of
interest  to  investors,  such  as the measure of risk taken. Several other
aspects  are  also  part of performance measurement: evaluating if managers
have  succeeded  in  reaching  their  objective,  i.e.  if their return was
sufficiently  high  to  reward  the  risks taken; how they compare to their
peers;  and  finally  whether  the portfolio management results were due to
luck or the manager’s skill. The need to answer all these questions has led
to  the  development  of  more  sophisticated performance measures, many of
which originate in modern portfolio theory.


Modern  portfolio  theory  established  the  quantitative  link that exists
between  portfolio  risk and return. The Capital Asset Pricing Model (CAPM)
developed  by  Sharpe  (1964)  highlighted the notion of rewarding risk and
produced  the  first  performance  indicators, be they risk-adjusted ratios
(Sharpe  ratio,  information  ratio)  or  differential  returns compared to
benchmarks  (alphas).  The  Sharpe  ratio  is  the  simplest and best known
performance measure. It measures the return of a portfolio in excess of the
risk-free  rate,  compared to the total risk of the portfolio. This measure
is  said  to  be  absolute, as it does not refer to any benchmark, avoiding
drawbacks  related  to  a  poor choice of benchmark. Meanwhile, it does not
allow  the  separation  of  the  performance  of  the  market  in which the
portfolio  is invested from that of the manager. The information ratio is a
more  general  form  of  the  Sharpe  ratio in which the risk-free asset is
replaced  by  a  benchmark  portfolio.  This  measure  is  relative,  as it
evaluates  portfolio  performance  in  reference to a benchmark, making the
result strongly dependent on this benchmark choice.


Portfolio  alpha is obtained by measuring the difference between the return
of the portfolio and that of a benchmark portfolio. This measure appears to
be  the only reliable performance measure to evaluate active management. In
fact,  we  have to distinguish between normal returns, provided by the fair
reward  for  portfolio  exposure  to  different risks, and obtained through
passive  management,  from  abnormal performance (or outperformance) due to
the  manager’s  skill,  whether through market timing or stock picking. The
first  component  is  related  to  allocation and style investment choices,
which  may not be under the sole control of the manager, and depends on the
economic  context,  while  the  second  component  is  an evaluation of the
success  of  the  manager’s  decisions. Only the latter, measured by alpha,
allows             the             evaluationofthemanager’strueperformance.

Arbitrage
In  economics and finance, arbitrage is the practice of taking advantage of
a price differential between two or more markets: a combination of matching
deals  are  struck that capitalize upon the imbalance, the profit being the
difference  between the market prices. When used by academics, an arbitrage
is  a  transaction that involves no negative cash flow at any probabilistic
or temporal state and a positive cash flow in at least one state; in simple
terms,  a  risk-free profit. A person who engages in arbitrage is called an
arbitrageur.   The   term   is  mainly  applied  to  trading  in  financial
instruments,   such   as   bonds,   stocks,  derivatives,  commodities  and
currencies.


If  the market prices do not allow for profitable arbitrage, the prices are
said  to  constitute  an arbitrage equilibrium or arbitrage-free market. An
arbitrage equilibrium is a precondition for a general economic equilibrium.
The  assumption  that there is no arbitrage is used in quantitative finance
to calculate a unique risk neutral price for derivatives.


Statistical  arbitrage is an imbalance in expected nominal values. A casino
has a statistical arbitrage in almost every game of chance that it offers -
referred to as the house edge or house advantage or even the Vigorish.



Examples
Suppose  that  the exchange rates (after taking out the fees for making the
exchange)  in  London  are ?5 = $10 = ?1000 and the exchange rates in Tokyo
are  ?1000 = ?6 = $12. Converting ?1000 to $12 in Tokyo and converting that
$12  into  ?1200  in  London,  for a profit of ?200, would be arbitrage. In
reality,  this  "triangle  arbitrage"  is  so  simple  that it almost never
occurs.  But  more  complicated  foreign  exchange  arbitrages, such as the
spot-forward arbitrage are much more common.

A  common  arbitrage  involves  borrowing  at  lower  short  term rates and
investing  at  higher  long term interest rates while pocketing the spread.
The risk is that short term loan rates rise higher.

One  example  of  arbitrage  involves  the  New York Stock Exchange and the
Chicago  Mercantile Exchange. When the price of a stock on the NYSE and its
corresponding  futures contract on the CME are out of sync, one can buy the
less  expensive  one  and sell it to the more expensive market. Because the
differences between the prices are likely to be small (and not to last very
long),  this  can  only be done profitably with computers examining a large
number  of  prices and automatically exercising a trade when the prices are
far enough out of balance. The activity of other arbitrageurs can make this
risky.  Those  with  the  fastest computers and the smartest mathematicians
take  advantage  of  series  of  small  differentials  that  would  not  be
profitable if taken individually.

Economists  use  the term "global labor arbitrage" to refer to the tendency
of  manufacturing  jobs  to  flow  towards whichever country has the lowest
wages  per  unit  output  at  present and has reached the minimum requisite
level  of  political and economic development to support industrialization.
At  present, many such jobs appear to be flowing towards China, though some
which require command of English are going to India and the Philippines. In
popular  terms,  this is referred to as offshoring. (Note that "offshoring"
is  not  synonymous with "outsourcing", which means "to subcontract from an
outside  supplier  or  source",  such  as  when  a  business outsources its
bookkeeping  to  an  accounting firm. Unlike offshoring, outsourcing always
involves  subcontracting  jobs to a different company, and that company can
be in the same country as the outsourcing company.)

Hedging
In  finance,  a  hedge  is  an investment that is taken out specifically to
reduce  or cancel out the risk in another investment. Hedging is a strategy
designed  to  minimize  exposure  to an unwanted business risk, while still
allowing  the  business to profit from an investment activity. Typically, a
hedger might invest in a security that he believes is under-priced relative
to  its  "fair value" (for example a mortgage loan that he is then making),
and  combine  this  with  a short sale of a related security or securities.
Thus  the  hedger is indifferent to the movements of the market as a whole,
and  is  interested  only in the performance of the 'under-priced' security
relative  to  the  hedge.  Holbrook  Working,  a pioneer in hedging theory,
called  this  strategy "speculation in the basis,[1] where the basis is the
difference  between  the hedge's theoretical value and its actual value (or
between spot and futures prices in Working's time).





Some  form  of risk taking is inherent to any business activity. Some risks
are  considered to be "natural" to specific businesses, such as the risk of
oil prices increasing or decreasing is natural to oil drilling and refining
firms.  Other  forms  of risk are not wanted, but cannot be avoided without
hedging. Someone who has a shop, for example, expects to face natural risks
such  as the risk of competition, of poor or unpopular products, and so on.
The risk of the shopkeeper's inventory being destroyed by fire is unwanted,
however,  and  can  be hedged via a fire insurance contract. Not all hedges
are  financial instruments: a producer that exports to another country, for
example,  may  hedge its currency risk when selling by linking its expenses
to the desired currency. Banks and other financial institutions use hedging
to  control  their asset-liability mismatches, such as the maturity matches
between  long,  fixed-rate  loans and short-term (implicitly variable-rate)
deposits


Example hedge


A  stock  trader  believes that the stock price of Company A will rise over
the  next month, due to the company's new and efficient method of producing
widgets.  He  wants  to  buy Company A shares to profit from their expected
price  increase.  But  Company  A  is  part  of  the highly volatile widget
industry.  If  the trader simply bought the shares based on his belief that
the Company A shares were underpriced, the trade would be a speculation.





Since the trader is interested in the company, rather than the industry, he
wants  to  hedge  out  the  industry  risk  by short selling an equal value
(number  of shares × price) of the shares of Company A's direct competitor,
Company B. If the trader were able to short sell an asset whose price had a
mathematically defined relation with Company A's stock price (for example a
call  option  on  Company A shares) the trade might be essentially riskless
and be called an arbitrage. But since some risk remains in the trade, it is
said to be "hedged."





The first day the trader's portfolio is:





Long 1000 shares of Company A at $1 each


Short 500 shares of Company B at $2 each


(Notice that the trader has sold short the same value of shares.)


On  the  second  day,  a favorable news story about the widgets industry is
published  and  the value of all widgets stock goes up. Company A, however,
because  it  is a stronger company, goes up by 10%, while Company B goes up
by just 5%:


Long 1000 shares of Company A at $1.10 each ? $100 gain


Short 500 shares of Company B at $2.10 each ? $50 loss


(In a short position, the investor loses money when the price goes up.)


The  trader might regret the hedge on day two, since it reduced the profits
on  the Company A position. But on the third day, an unfavorable news story
is  published  about  the health effects of widgets, and all widgets stocks
crash  --  50% is wiped off the value of the widgets industry in the course
of  a  few  hours.  Nevertheless, since Company A is the better company, it
suffers less than Company B:


Value of long position (Company A):


Day 1 ? $1000


Day 2 ? $1100


Day 3 ? $550 => $450 loss


Value of short position (Company B):


Day 1 ? -$1000


Day 2 ? -$1050


Day 3 ? -$525


Without  the  hedge,  the  trader would have lost $450. But the hedge - the
short  sale  of Company B - gives a profit of $475, for a net profit of $25
during a dramatic market collapse.

Risk-based pricing

Risk-based pricing is a methodology adopted by many lenders in the mortgage
and  financial  services  industries.  The  interest  rate  on  a  loan  is
determined  not  only  by the time value of money, but also by the lender's
estimate  of  the probability that the borrower will default on the loan. A
borrower  who the lender thinks is less likely to default will be offered a
better  (lower) interest rate. This means that different borrowers will pay
different rates.


The  lender  may consider a variety of factors in assessing the probability
of  default.  These  factors  might  be  characteristics  of the individual
borrower,  like  the  borrower's  credit  score or employment status. These
factors  might also be characteristics of the loan; for example, a mortgage
lender  might  offer  different  rates  to  the same borrower, depending on
whether that borrower wished to buy a single-family house or a condominium.
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Risk factors


Credit  score  and  history, Property Use, Property Type, Loan Amount, Loan
Purpose,  income,  and  asset  amounts,  as  well  as documentation levels,
property  location,  and  others,  are  common risk based factors currently
used. Lenders 'price' loans according to these individual factors and their
multiple  derivatives.  Each  derivative  either  positively  or negatively
affects  the  cost  of  an  interest rate. For example, lower credit scores
equal  higher  interest  rates and vice-versa; typically, those who provide
less  verifiable  income documentation due to self-employment benefits will
qualify  for  a higher interest rate than a someone who fully documents all
reported  income.  Mortgage  and  other  financial service industries value
credit score and history most when pricing mortgage interest rates.


Property types


Pertaining  to  residential mortgages and their risk based pricing methods,
the Property Type is sub-categorized as follows:


Single Family Residence (SFR)


Multi-Family 2-4 Units (MF)


Townhome/Condominium (TC)


SFRs  are  considered  to have the highest dollar value per square foot and
are thus the most favorably priced of the property types in the eyes of the
lending  institution. The property is stand alone, or 'detached' from other
property.


Multi-family  and  townhome/condominiums are typically 'negatively priced',
where  the lender will assess a .5% to .75% increase in the actual interest
rate  or  the price of an interest rate, due to their relative lower dollar
per square foot values.


Criticism


The  main  criticism  among  mainstream  consumers has been that risk-based
pricing  can  make  'shopping'  for  the  best  interest  rates  much  more
difficult.  It  is  almost impossible to tell at first glance if one can be
qualified  to  get  an  advertised  rate or exactly what interest rate they
qualify  for at all. Consumer-rights advocates also believe that risk-based
pricing  in the extreme, especially in the form of predatory lending, hurts
financially disadvantaged and vulnerable consumers by cutting them off from
reasonably  affordable  capital  and  exposing  them unwittingly to soaring
interest  rates  and  unsustainable financing schemes that erode equity and
may  lead  to  default.  Risk-based  pricing  can  be  manipulated to wield
deceptive marketing practices, such as the bait and switch.
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Identifying Quality Stocks


As  a  rule,  systematic  Quality investors identify Quality stocks using a
defined  schedule of criteria that they have generally developed themselves
and  revise  continually.  Selection  criteria  that demonstrably influence
and/or explain a company's business success or otherwise can be broken down
into five categories


1.  Financial basis: A review of a company's financial basis centers on its
balance sheet, as well as comparisons of financial coefficients with sector
or  market  averages,  or  direct  comparisons  with other companies. These
figures  should  not  be  viewed in isolation, but in the company's overall
context.  Particular  attention  should  be paid to earnings, cash flow and
free  cash flow, as well as debt. Income streams must also be examined. The
more income the company can generate with its core business, the better its
quality tends to be.


2.  Price potential: In Quality Investing, quality and attractive valuation
are  closely  linked.  While  a rigorous quality filter may help to prevent
share  price  losses when things are going badly for the company, factoring
in  an  attractive  valuation  will  ensure  that the stock outperforms the
market  in  the  medium  to long term. When assessing valuation, particular
attention  must  be paid to discounted cash flow and the price/earnings and
price/book ratios. Comparing these figures with the market averages gives a
feel for a stock's relative valuation.


3.  Business  model:  Analysing  a  company's business model should provide
clues  as to what strategy it pursues to serve what markets with what range
of  products  or  services.  Competitive  advantage,  specifically,  has an
important  role to play here. The business model must be comprehensible and
must focus on core expertise while being sufficiently diversified. Business
risk and business trends must be quantifiable, and it should be possible to
estimate the business model's earnings potential.


4.  Market  environment:  An analysis of market environment is an essential
part  of evaluating business model quality. A sector perspective is unwise,
however.  Quality  companies  must  be  able  to  stand  their  ground in a
particular  overall  market,  and  should  not be labelled "Quality" simply
because they stand out in what may be a weak peer group. When analysing the
market  environment,  the  potential  size  of the market and the company's
position  within  it  play just as great a part as future market trends and
the  degree  of  competition.  It  is  also important to know what level of
profitability  can  be  achieved  in  this  market,  as well as the capital
intensity that must be expected.


5.  Management:  In most cases, a company is only as good as the people who
manage   it.   Evaluating  management  is  therefore  important,  but  also
relatively  difficult.  Indicators  of  good  management  might include low
turnover rates, as stability — especially in the management team — is often
a  good  sign.  The company's management structure should also be clear and
logical.  Rapid  management  cycles,  i.e.  frequent  Board  and management
meetings,  may  indicate  good  communications and efficient processes. The
company  should also have good relations with its shareholders. The quality
of investor relations can provide clues here.

Interest Rate Parity

The  interest rate parity is the basic identity that relates interest rates
and  exchange  rates. The identity is theoretical, and usually follows from
assumptions imposed in economics models. There is evidence that supports as
well as rejects interest rate parity.

Interest  rate parity is an arbitrage condition which says that the returns
from  borrowing  in  one  currency,  exchanging  that  currency for another
currency  and  investing  in  interest-bearing  instruments  of  the second
currency,  while simultaneously purchasing futures contracts to convert the
currency  back  at the end of the investment period, should be equal to the
returns from purchasing and holding similar interest-bearing instruments of
the   first  currency.  If  the  returns  are  different,  investors  could
theoretically arbitrage and make risk-free returns.
Looked  at  differently, interest rate parity says that the spot and future
prices  for  currency  trades  incorporate  any interest rate differentials
between the two currencies.
Two versions of the identity are commonly presented in academic literature:
covered interest rate parity and uncovered interest rate parity.

      1 Covered interest rate parity
      2 Uncovered interest rate parity
      3. Uncovered vs. covered interest parity
      4 Cost of carry model

Covered interest rate parity
Covered  interest parity (also called interest parity condition) means that
the following equation holds:
where:
•     is the domestic interest rate implied by debt of a given maturity;
•      is  the  interest  rate  in the foreign country for debt of the same
maturity;
•      is  the  spot  exchange  rate,  expressed  as  the price in domestic
currency ($) of one unit of the foreign currency c, i.e. $/c;
•      is  the forward exchange rate implied by a forward contract maturing
at  the  same time as the domestic and foreign debt underlying and ic. F is
expressed in the same units as S, namely $/c.

Taking natural logs of both sides of the interest parity condition yields:

where  all  interest rates are now the continuously compounded equivalents.
ln(F/S)  is  the  forward  premium,  the  percentage difference between the
forward  rate  and  the  spot rate. Covered interest parity states that the
difference  between  domestic and foreign interest rates equals the forward
premium. When , the forward price of the foreign currency will be below the
spot price. Conversely, if , the forward price of the foreign currency will
exceed the spot price.
Covered  interest  parity  assumes  that  debt  instruments  denominated in
domestic and foreign currency are freely traded internationally (absence of
capital  controls), and have similar risk. If the parity condition does not
hold,   there  exists  an  arbitrage  opportunity.  (see  covered  interest
arbitrage and an example below).
The interest parity condition may also be expressed as:
The following common approximation is valid when S is not too volatile:

An example
In short, assume that.
This  would imply that one dollar invested in the US < one dollar converted
into  a  foreign currency and invested abroad. Such an imbalance would give
rise  to  an  arbitrage opportunity, where in one could borrow at the lower
effective  interest  rate in US, convert to the foreign currency and invest
abroad.
The  following  rudimentary  example  demonstrates  covered  interest  rate
arbitrage (CIA). Consider the interest rate parity (IRP) equation,
Assume:
•     the 12-month interest rate in US is 5%, per annum
•     the 12-month interest rate in UK is 8%, per annum
•     the current spot exchange rate is 1.5 $/£
•      the  forward exchange rate implied by a forward contract maturing 12
months in the future is 1.5 $/£.
Clearly, the UK has a higher interest rate than the US. Thus the basic idea
of  covered  interest  arbitrage  is  to  borrow  in the country with lower
interest rate and invest in the country with higher interest rate. All else
being equal this would help you make money riskless.

Thus,Per  the  LHS  of  the  interest  rate parity equation above, a dollar
invested in the US at the end of the 12-month period will be, $1 • (1 + 5%)
= $1.05
Per  the  RHS of the interest rate parity equation above, a dollar invested
in the UK (after conversion into £ and back into $ at the end of 12-months)
at the end of the 12-month period will be,

$1 • (1.5/1.5)(1 + 8%) = $1.08

Thus  one  could  carry  out  a  covered  interest  rate (CIA) arbitrage as
follows,

1.    Borrow $1 from the US bank at 5% interest rate.
2.    Convert $ into £ at current spot rate of 1.5$/£ giving 0.67£
3.    Invest the 0.67£ in the UK for the 12 month period
4.     Purchase  a forward contract on the 1.5$/£ (i.e. cover your position
against exchange rate fluctuations)

At the end of 12-months

1.    0.67£ becomes 0.67£(1 + 8%) = 0.72£
2.    Convert the 0.72£ back to $ at 1.5$/£, giving $1.08
3.     Pay  off  the initially borrowed amount of $1 to the US bank with 5%
interest, i.e $1.05

The  resulting  arbitrage  profit  is  $1.08 − $1.05 = $0.03 or 3 cents per
dollar.

Obviously,  arbitrage  opportunities  of  this  magnitude would vanish very
quickly.

In  the  above  example,  some  combination of the following would occur to
reestablish   Covered   Interest   Parity   and  extinguish  the  arbitrage
opportunity:

•     US interest rates will go up
•     Forward exchange rates will go down
•     Spot exchange rates will go up
•     UK interest rates will go down
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Cost of carry model
A  slightly  more  general  model,  used  to  find the forward price of any
commodity, is called the cost of carry model. Using continuously compounded
interest rates, the model is:


where  F  is  the  forward price, S is the spot price, e is the base of the
natural  logarithms,  r  is  the  risk free interest rate, s is the storage
cost,  c  is  the  convenience  yield, and t is the time to delivery of the
forward contract (expressed as a fraction of 1 year).

For  currencies  there  is  no  storage  cost,  and c is interpreted as the
foreign  interest  rate.  The  currency prices should be quoted as domestic
units per foreign units.

If  the  currencies  are freely tradeable and there are minimal transaction
costs,  then  a  profitable  arbitrage  is possible if the equation doesn't
hold.  If  the forward price is too high, the arbitrageur sells the forward
currency,  buys  the spot currency and lends it for time period t, and then
uses  the loan proceeds to deliver on the forward contract. To complete the
arbitrage,  the  home  currency is borrowed in the amount needed to buy the
spot  foreign  currency,  and  paid  off with the home currency proceeds of
forward contract.

Similarly,  if  the  forward  price  is  too  low, the arbitrageur buys the
forward  currency, borrows the foreign currency for time period t and sells
the foreign currency spot. The proceeds of the forward contract are used to
pay  off  the  loan.  To complete the arbitrage, the home currency from the
spot  transaction  is  lent  and  the  proceeds used to pay for the forward
contract.

Foreign Exchange Market

The  foreign  exchange (currency or forex or FX) market exists wherever one
currency  is  traded for another. It is the largest financial market in the
world,  and  includes  trading between large banks, central banks, currency
speculators,  multinational  corporations, governments, and other financial
markets and institutions.
The foreign exchange market is unique because of
•     its trading volumes,
•     the extreme liquidity of the market,
•     the large number of, and variety of, traders in the market,
•     its geographical dispersion,
•      its  long trading hours: 24 hours a day except on weekends (from 5pm
EST on
            Sunday until 4pm EST Friday),
•     the variety of factors that affect exchange rates.
•     the low margins of profit compared with other markets of fixed income
(but profits can
      be high due to very large trading volumes)
•     the use of leverage
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Foreign exchange market turnover, 1988 - 2007, measured in billions of USD.

As such, it has been referred to as the market closest to the ideal perfect
competition,   notwithstanding   market   manipulation  by  central  banks.
According  to  the  BIS,1  average  daily  turnover  in traditional foreign
exchange  markets  is  estimated at $3.21 trillion. Daily averages in April
for  different years, in billions of US dollars, are presented on the chart
below:
This  $3.21  trillion  in  global  foreign  exchange  market  "traditional"
turnover was broken down as follows:
•     $1,005 billion in spot transactions
•     $362 billion in outright forwards
•     $1,714 billion in forex swaps
•     $129 billion estimated gaps in reporting
In  addition  to  "traditional"  turnover,  $2.1  trillion  was  traded  in
derivatives.
Exchange-traded  forex  futures  contracts  were  introduced in 1972 at the
Chicago  Mercantile Exchange and are actively traded relative to most other
futures  contracts. Forex futures volume has grown rapidly in recent years,
and  accounts  for  about  7%  of the total foreign exchange market volume,
according to The Wall Street Journal Europe (5/5/06, p. 20).
Average  daily  global  turnover  in  traditional  foreign  exchange market
transactions  totaled  $2.7  trillion  in  April  2006  according  to  IFSL
estimates  based  on  semi-annual  London,  New  York,  Tokyo and Singapore
Foreign    Exchange    Committee    data.   Overall   turnover,   including
non-traditional   foreign  exchange  derivatives  and  products  traded  on
exchanges,  averaged  around  $2.9  trillion  a day. This was more than ten
times  the  size  of  the combined daily turnover on all the world’s equity
markets.  Foreign  exchange trading increased by 38% between April 2005 and
April 2006 and has more than doubled since 2001. This is largely due to the
growing importance of foreign exchange as an asset class and an increase in
fund  management assets, particularly of hedge funds and pension funds. The
diverse  selection  of  execution venues such as internet trading platforms
offered  by  companies  such as First Prudential Markets and Saxo Bank have
made it easier for retail traders to trade in the foreign exchange market.

Because  foreign  exchange is an OTC market where brokers/dealers negotiate
directly  with one another, there is no central exchange or clearing house.
The  biggest  geographic  trading centre is the UK, primarily London, which
according  to  IFSL estimates has increased its share of global turnover in
traditional  transactions  from 31.3% in April 2004 to 32.4% in April 2006.
RPP
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The  ten  most  active  traders  account  for almost 73% of trading volume,
according  to  The  Wall Street Journal Europe, (2/9/06 p. 20). These large
international  banks continually provide the market with both bid (buy) and
ask  (sell)  prices. The bid/ask spread is the difference between the price
at which a bank or market maker will sell ("ask", or "offer") and the price
at  which  a  market-maker will buy ("bid") from a wholesale customer. This
spread  is  minimal  for  actively  traded pairs of currencies, usually 0–3
pips. For example, the bid/ask quote of EUR/USD might be 1.2200/1.2203 on a
retail broker. Minimum trading size for most deals is usually 100,000 units
of currency, which is a standard "lot".
These  spreads  might  not  apply  to retail customers at banks, which will
routinely  mark  up the difference to say 1.2100 / 1.2300 for transfers, or
say  1.2000  /  1.2400  for  banknotes or travelers' checks. Spot prices at
market  makers  vary,  but  on EUR/USD are usually no more than 3 pips wide
(i.e.  0.0003).  Competition is greatly increased with larger transactions,
and pip spreads shrink on the major pairs to as little as 1 to 2 pips.

Unlike  a  stock  market,  where  all  participants have access to the same
prices,  the  forex  market is divided into levels of access. At the top is
the  inter-bank  market, which is made up of the largest investment banking
firms.  Within  the  inter-bank  market,  spreads, which are the difference
between  the  bid  and ask prices, are razor sharp and usually unavailable,
and  not  known  to  players  outside  the inner circle. As you descend the
levels  of  access,  the  difference  between the bid and ask prices widens
(from 0-1 pip to 1-2 pips for some currencies such as the EUR). This is due
to  volume.  If  a  trader  can guarantee large numbers of transactions for
large amounts, they can demand a smaller difference between the bid and ask
price,  which  is referred to as a better spread. The levels of access that
make  up  the  forex  market  are determined by the size of the “line” (the
amount  of  money  with  which  they  are trading). The top-tier inter-bank
market  accounts  for 53% of all transactions. After that there are usually
smaller  investment  banks,  followed  by large multi-national corporations
(which  need to hedge risk and pay employees in different countries), large
hedge  funds, and even some of the retail forex market makers. According to
Galati  and  Melvin, “Pension funds, insurance companies, mutual funds, and
other institutional investors have played an increasingly important role in
financial  markets  in  general, and in FX markets in particular, since the
early  2000s.”  (2004)  In  addition,  he  notes,  “Hedge  funds have grown
markedly  over  the  2001–2004  period  in terms of both number and overall
size”  Central  banks  also  participate  in  the  forex  market  to  align
currencies to their economic needs.

The  interbank  market  caters for both the majority of commercial turnover
and  large amounts of speculative trading every day. A large bank may trade
billions  of dollars daily. Some of this trading is undertaken on behalf of
customers,  but  much  is  conducted  by proprietary desks, trading for the
bank's own account.
Until  recently,  foreign  exchange  brokers did large amounts of business,
facilitating  interbank  trading  and  matching  anonymous counterparts for
small  fees.  Today,  however,  much  of this business has moved on to more
efficient  electronic systems. The broker squawk box lets traders listen in
on  ongoing  interbank  trading  and  is  heard  in most trading rooms, but
turnover is noticeably smaller than just a few years ago.
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Commercial companies
An  important  part  of  this market comes from the financial activities of
companies seeking foreign exchange to pay for goods or services. Commercial
companies  often  trade  fairly small amounts compared to those of banks or
speculators, and their trades often have little short term impact on market
rates.  Nevertheless,  trade flows are an important factor in the long-term
direction  of  a currency's exchange rate. Some multinational companies can
have  an  unpredictable impact when very large positions are covered due to
exposures that are not widely known by other market participants.


Central banks

National  central  banks  play  an  important  role in the foreign exchange
markets.  They  try to control the money supply, inflation, and/or interest
rates  and  often  have  official  or  unofficial  target  rates  for their
currencies.  They can use their often substantial foreign exchange reserves
to stabilize the market. Milton Friedman argued that the best stabilization
strategy  would  be  for central banks to buy when the exchange rate is too
low, and to sell when the rate is too high — that is, to trade for a profit
based on their more precise information. Nevertheless, the effectiveness of
central bank "stabilizing speculation" is doubtful because central banks do
not  go  bankrupt  if they make large losses, like other traders would, and
there is no convincing evidence that they do make a profit trading.
The mere expectation or rumour of central bank intervention might be enough
to  stabilize a currency, but aggressive intervention might be used several
times  each  year  in countries with a dirty float currency regime. Central
banks do not always achieve their objectives. The combined resources of the
market  can  easily  overwhelm  any central bank. Several scenarios of this
nature  were  seen in the 1992–93 ERM collapse, and in more recent times in
Southeast Asia.

Hedge funds

Hedge  funds  have  gained a reputation for aggressive currency speculation
since  1996.  They  control  billions  of  dollars of equity and may borrow
billions  more,  and  thus  may  overwhelm intervention by central banks to
support  almost any currency, if the economic fundamentals are in the hedge
funds' favour.
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Investment management firms

Investment  management firms (who typically manage large accounts on behalf
of customers such as pension funds and endowments) use the foreign exchange
market  to  facilitate  transactions in foreign securities. For example, an
investment  manager with an international equity portfolio will need to buy
and  sell  foreign  currencies  in  the  spot  market  in  order to pay for
purchases  of  foreign equities. Since the forex transactions are secondary
to  the  actual  investment  decision,  they are not seen as speculative or
aimed at profit-maximization.
Some  investment  management  firms  also  have more speculative specialist
currency  overlay operations, which manage clients' currency exposures with
the  aim  of generating profits as well as limiting risk. Whilst the number
of this type of specialist firms is quite small, many have a large value of
assets under management (AUM), and hence can generate large trades.

Retail forex brokers

There are two types of retail broker: brokers offering speculative trading.
Retail forex brokers or market makers handle a minute fraction of the total
volume  of the foreign exchange market. According to CNN, one retail broker
estimates  retail  volume at $25–50 billion daily, which is about 2% of the
whole  market.  Retail  traders  (individuals) are a small fraction of this
market  and  may  only participate indirectly through brokers or banks, and
might be subject to forex scams.

Other

Non-bank   foreign   exchange   companies   offer   currency  exchange  and
international payments to private individuals and companies. These are also
known  as  Foreign  Exchange Brokers but are distinct from Forex Brokers as
they  do not offer speculative trading but currency exchange with payments.
i.e. there is usually a physical delivery of currency to a bank account.
It is estimated that in the UK, 14% of currency transfers/payments are made
via  Foreign  Exchange Companies. These companies' selling point is usually
that  they  will  offer  better exchange rates or cheaper payments than the
customer's  bank.  These  companies  differ  from Money Transfer/Remittance
Companies in that they generally offer higher-value services.
Money Transfer/Remittance Companies perform high-volume low-value transfers
generally  by  economic  migrants  back to their home country. In 2007, the
Aite  Group  estimated  that  there  were  $369  billion of remittances (an
increase  of  8%  on  the  previous year). The four largest markets (India,
China,  Mexico  and  the  Philippines) receive $95 billion. The largest and
best known provider is Western Union with 345,000 agents globally.

Trading characteristics

There  is  no  unified  or  centrally cleared market for the majority of FX
trades,  and  there  is  very  little  cross-border  regulation. Due to the
over-the-counter  (OTC)  nature  of  currency  markets,  there are rather a
number of interconnected marketplaces, where different currency instruments
are  traded. This implies that there is not a single dollar rate but rather
a  number  of  different  rates  (prices), depending on what bank or market
maker  is  trading.  In  practice the rates are often very close, otherwise
they could be exploited by arbitrageurs instantaneously. A joint venture of
the Chicago Mercantile Exchange and Reuters, called FxMarketSpace opened in
2007 and aspires to the role of a central market clearing mechanism.

The  main  trading  centers  are  in London, New York, Tokyo, Hong Kong and
Singapore,  but  banks  throughout  the world participate. Currency trading
happens continuously throughout the day; as the Asian trading session ends,
the  European  session  begins,  followed by the North American session and
then back to the Asian session, excluding weekends.

There is little or no 'inside information' in the foreign exchange markets.
Exchange  rate  fluctuations are usually caused by actual monetary flows as
well  as  by expectations of changes in monetary flows caused by changes in
GDP  growth,  inflation,  interest  rates,  budget  and  trade  deficits or
surpluses, large cross-border M&A deals and other macroeconomic conditions.
Major  news  is released publicly, often on scheduled dates, so many people
have  access  to  the  same news at the same time. However, the large banks
have an important advantage; they can see their customers' order flow.
Currencies  are  traded  against  one another. Each pair of currencies thus
constitutes an individual product and is traditionally noted XXX/YYY, where
YYY  is  the  ISO 4217 international three-letter code of the currency into
which the price of one unit of XXX is expressed (called base currency). For
instance, EUR/USD is the price of the euro expressed in US dollars, as in 1
euro  =  1.3045  dollar. Out of convention, the first currency in the pair,
the  base  currency, was the stronger currency at the creation of the pair.
The  second  currency,  counter  currency,  was  the weaker currency at the
creation of the pair.
The factors affecting XXX will affect both XXX/YYY and XXX/ZZZ. This causes
positive currency correlation between XXX/YYY and XXX/ZZZ.

On  the  spot  market,  according to the BIS study, the most heavily traded
products were:
•     EUR/USD: 28 %
•     USD/JPY: 18 %
•     GBP/USD (also called sterling or cable): 14 %
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Although  trading  in  the euro has grown considerably since the currency's
creation  in  January  1999,  the foreign exchange market is thus far still
largely   dollar-centered.   For   instance,  trading  the  euro  versus  a
non-European  currency  ZZZ  will  usually  involve two trades: EUR/USD and
USD/ZZZ.  The  exception to this is EUR/JPY, which is an established traded
currency pair in the interbank spot market.

Factors affecting currency trading

Political conditions
Internal,  regional,  and international political conditions and events can
have a profound effect
on currency markets.
For instance, political upheaval and instability can have a negative impact
on a nation's economy. The rise of a political faction that is perceived to
be  fiscally  responsible can have the opposite effect. Also, events in one
country   in  a  region  may  spur  positive  or  negative  interest  in  a
neighbouring country and, in the process, affect its currency.

Market psychology

Market  psychology  and  trader  perceptions influence the foreign exchange
market in a variety of ways:
Flights  to  quality: Unsettling international events can lead to a "flight
to quality," with investors seeking a "safe haven". There will be a greater
demand,  thus  a  higher  price,  for currencies perceived as stronger over
their relatively weaker counterparts.
Long-term  trends: Currency markets often move in visible long-term trends.
Although  currencies  do  not  have  an annual growing season like physical
commodities,  business cycles do make themselves felt. Cycle analysis looks
at  longer-term  price  trends  that  may  rise  from economic or political
trends.

"Buy  the  rumour,  sell  the  fact:"  This market truism can apply to many
currency  situations.  It  is  the  tendency for the price of a currency to
reflect  the  impact  of a particular action before it occurs and, when the
anticipated  event  comes to pass, react in exactly the opposite direction.
This may also be referred to as a market being "oversold" or "overbought".8
To  buy the rumour or sell the fact can also be an example of the cognitive
bias  known as anchoring, when investors focus too much on the relevance of
outside events to currency prices.
Economic  numbers:  While  economic  numbers can certainly reflect economic
policy, some reports and numbers take on a talisman-like effect: the number
itself  becomes  important  to  market psychology and may have an immediate
impact on short-term market moves. "What to watch" can change over time. In
recent  years, for example, money supply, employment, trade balance figures
and inflation numbers have all taken turns in the spotlight.
Technical  trading  considerations:  As  in  other markets, the accumulated
price  movements  in  a  currency  pair  such  as EUR/USD can form apparent
patterns  that  traders may attempt to use. Many traders study price charts
in order to identify such patterns.

Algorithmic trading in forex

Electronic  trading is growing in the FX market, and algorithmic trading is
becoming  much  more  common.  According  to  financial  consultancy Celent
estimates, by 2008 up to 25% of all trades by volume will be executed using
algorithm, up from about 18% in 2005.citation needed

Tobin Tax

A  Tobin  tax is the suggested tax on all trade of currency across borders.
Named after the economist James Tobin, the tax is intended to put a penalty
on  short-term speculation in currencies. The original tax rate he proposed
was 1%, which was subsequently lowered to between 0.1% to 0.25%.

On  August  15,  1971,  Richard Nixon announced that the US dollar would no
longer  convert to gold, effectively ending the Bretton Woods system. Tobin
suggested  a  new system for international currency stability, and proposed
that  such  a  system  include  an international charge on foreign-exchange
transactions.

The  idea  lay dormant for more than 20 years and was revived by the advent
of  the  South East Asia economic crisis in the late 1990s. In 1997 Ignacio
Ramonet,  editor  of  Le  Monde Diplomatique, renewed the debate around the
Tobin  tax  with  an  editorial  titled  "Disarming  the  markets". Ramonet
proposed  to  create an association for the introduction of this tax, which
was named ATTAC (Association for the Taxation of financial Transactions for
the Aid of Citizens). The tax then became an issue of the antiglobalization
or  alter-globalization movement and a matter of discussion not only behind
academic institutions but even in the streets and in parliaments around the
world, such as the UK and France.

Tobin Tax Projects In The World
It  was  originally  assumed  that the Tobin tax would require multilateral
implementation, since one country acting alone would find it very difficult
to  implement  this tax. Many people have therefore argued that it would be
best implemented by an international institution. It has been proposed that
having  the  United Nations manage a Tobin tax would solve this problem and
would give the U.N. a large source of funding independent from donations by
participating states. However, there have also been initiatives of national
dimension about the tax.

In  Europe  the  Tobin  tax  idea was the subject of much discussion in the
summer  of  2001. On June 15, 2004, the Commission of Finance and Budget in
the  Belgian  Federal Parliament approved a bill implementing the Spahn tax
(a version of the Tobin tax proposed by Paul-Bernd Spahn). According to the
legislation, Belgium will introduce the Tobin tax once all countries of the
eurozone  introduce  a  similar law.In July 2005 former Austrian chancellor
Wolfgang  Schüssel  called  for  a  European  Union  tobin  tax to base the
communities  financial  structure  on  more stable and independent grounds.
However, the proposal was rejected by the European Commission.

In Canada, it was revived largely through the efforts of Canadian activists
in  the  1990s,  and  in  March 1999 the Canadian House of Commons passed a
resolution   directing   the  government  to  "enact  a  tax  on  financial
transactions in concert with the international community."

In  the UK, the proposed Tobin tax was initially spearheaded by development
charity  War  on Want who campaigned for its introduction from 1998 and who
set  up  the  Tobin  Tax Network in 2002. At that time, global trade on the
foreign  exchange  markets  was  running  at  $1,500bn every day.  From the
development  lobby's  point  of  view,  the  Tobin tax had the advantage of
combining  regulation of the international financial system with a means of
raising money for development to counteract the falling aid budgets of most
rich countries.

Whilst  finding some support in countries such as France and Latin America,
the  Tobin  tax  proposal  came  under  much  criticism from economists and
governments,  especially  those  with a large international banking sector,
who  said it would be impossible to implement and would destabilise foreign
exchange markets.

In  2005  the  Tobin tax was developed into a modern proposal by the UK NGO
Stamp  Out Poverty. It simplified the two-tier tax in favour of a mechanism
designed  solely  as  a means for raising development revenue. The currency
market by this time had grown to $2,000 billion a day. The possibility of a
currency transaction tax for the UK was investigated by City of London firm
Intelligence  Capital,  who  found  that  a tax on sterling wherever it was
traded  in  the  world, as opposed to a tax on all currencies traded in the
UK,  was  indeed  feasible  and could be unilaterally implemented by the UK
government.

