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Unit 1

Overview of Finance

Text

Overview of Financial Markets

First of all, I want to talk about segmentation of financial markets: the various ways
we can divide them. These are the six distinctions that I am going to talk about: type of
asset, relationship to the issuer, when performance occurs, nature of market, mode of
organization, and whether or not the market performs “price discovery”.

The first and probably the most natural way to separate markets — I think you are
all accustomed to this one — is according to the type of asset that is traded on them. On
this basis, we would have four different kinds of markets:

1. The equity market in shares, warrants and rights, if they are tradable.

2. The fixed income market, which can be bonds, notes, bills, certificates of
deposit — and also preference shares, generally considered a fixed income instrument
rather than an equity instrument.

3. The foreign exchange market, in currencies.
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The lines here can be blurred, though, because there are instruments that have
features of more than one type of asset. A convertible bond, for example, starts out as a
fixed income instrument, but there is an option to convert it to a share. Similarly, asset-
backed securities really have features of derivatives, and exchange-traded funds are a
kind of hybrid animal too.

One thing you see immediately is even with our four-way division, we can further
subdivide by type. We can usefully divide all these markets into two broad categories: the
markets in underlying instruments and the markets in derivative instruments.

I should perhaps not have come this far without first offering a definition of what a
financial asset is. Briefly, it is a claim on a real asset. By “real asset”, I do not
necessarily mean a tangible asset.

Loosely speaking, when we talk about financial assets, we are usually talking about
securities. One somewhat philosophical question here is, are derivatives “securities”? I
mean, can you in English call them securities, rather than “instruments” or “contracts”?

I think the answer is yes. For most practical and legal purposes, they are securities,
even if there is never a certificate associated with them. Commodities, on the other
hand, would not be considered a financial asset. Commodity futures would be.

Another segmentation — and this is a basic one — is by what I call the relationship
to the issuer. This applies mainly to underlying securities. It is the distinction between
primary and secondary. In the primary market, the relationship runs from the issuer to
the investor. It is the first-sale market. On the equity side, the primary market would
include initial public offerings and rights issues; on the fixed income side, Treasury
auctions (i.e. , auctions of Treasury bonds) and original issues of private-sector bonds.
Usually, when you see the term “placement” in English, the writer is talking about a
transaction on the primary market. the issuer is “placing” its securities with investors.

The secondary market, on the other hand, is what happens after that. The
relationship runs from one investor to another. It is the resale market, once securities
have been put out among the public. In my view, this distinction is not really a
meaningful one for foreign exchange or for derivatives, but I suppose for over-the-
counter derivatives it could be.

This slide could come up anywhere. You often hear the term “capital markets”, and
you may wonder what it covers. I could not actually find an authority to tell me.

I think, from my point of view — since the notion is that a business comes to the
market to raise capital — the capital markets are the markets in equity and long-term
debt; in other words, the markets for long-term capital.

Usually, when the talk is of capital markets, the emphasis is on securities rather than
loans. The distinction is between going to the markets for money and going to a bank.

Since capital markets are for raising capital, you might think the expression applies
only to the primary market. Most of the time, though, if someone is talking about the
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health of the capital markets or the state they are in, they are generally referring to both
the primary and secondary market. The two are so interrelated that usually there is no
reason to assume a distinction on this point.

Another way to segment markets and to think about how they are different is harder
to describe in a few words than to state. This is the basic distinction between spot and
forward. I try to explain it as follows: the distinction is by when performance occurs if
you are entering into a transaction.

The spot market or cash market is for immediate delivery — immediate in the sense
of next day or the following day. There is no appreciable delay. In the forward market,
you transact now, but delivery and settlement will occur in the future at time T, or at a
“distant” time. Futures are of course a forward market.

Institutionally, the key way to segment markets is by what I call the nature of the
market. For want of better terms, I will call the two possible natures exchange and OTC
(for “over the counter”).

One of the issues here, is to which category do some of these newer developments
belong? Alternative Trading Systems, which in the United States are usually called ECNs
(Electronic Communication Networks), are a case in point. They are really trading
private trading platforms. Are they exchanges or are they OTC? Should they be regulated
as exchanges? If not, do they have a competitive advantage over regulated exchanges
because they do not bear some of the costs of regulation?

A somewhat philosophical question in this context is whether Nasdaq is an exchange.
Nasdagq is the second-largest stock market in the United States. It never calls itself an
“exchange”, and I think this has to do with securities law in the United States. It is in
fact not regulated as an exchange, although every other U.S. exchange you have ever
heard of is. The name Nasdaq stands for “National Association of Securities Dealers
Automated Quotation”. Originally it was just an electronic quotation system, and for this
reason it was given a special regulatory status by the SEC. For all practical purposes,
though, Nasdaq is an exchange. I believe also that it is a member of the World
Federation of Exchanges.

This distinction is the key one to keep in mind in sorting out the financial markets by
the type of asset. Equities and standard options are traded mostly on exchanges. Futures
are traded on an exchange by definition, as we will see later, and of course exchange-
traded funds are the same: traded on an exchange by definition.

For bonds, on the other hand, while there is some organized trading of bonds on
exchanges, around the world the bond market is mostly an OTC market. It is a dealer
market. Similarly, in currencies, most of the trading is over the counter. Exotic options
as opposed to standard options are OTC almost by definition. The market for mutual
funds or UCITS, if we consider them as the opposite of exchange-traded funds, is an
over-the-counter market. Lastly, swaps are never exchange-traded, and most hybrid
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fixed income securities such as asset-backed securities, mortgage pass-throughs and the
like are over-the-counter. (This may not be the case forever.)

What are the characteristics of an exchange? 1 suppose I could have made this list
longer. One of the key characteristics is membership: you must be a member to trade on
an exchange. There are various membership categories; members, clearing members,
floor traders on some exchanges, and so on. Every exchange has trading rules and listed
requirements. Especially for derivatives, a key feature of an exchange is that the
instruments traded on it are standardized. A very important feature of some exchanges,
though not all, is the clearing house, a central clearing counterparty, which by the way is
not the same as a central depository.

The role of the clearing house is to interpose itself between the two sides of the
transaction, so that it becomes the buyer to every seller and the seller to every buyer.
Because it is picking up both sides of every trade, the clearing house itself has no
outstanding position and takes on no risk. Schematically, a sample trade will go from the
buyer to a broker, who will in turn, if that broker is a member but not a clearing
member, go through a clearing member to the clearing house in the middle. On the other
side, similarly, there is a seller, a broker and a clearing member.

It may be useful to give a definition of “clearing” in this context. Simply put, it
means matching the records from each side of a trade. When a buyer buys something, the
broker and/or clearing member that is involved on that side will make a record of the
purchase. Similarly, the seller’s broker will record a sale transaction, and during the
day, or before the end of the day, the transaction will be cleared when the corresponding
records from each side are matched.

The two great advantages of having a clearing house are trust and anonymity.
Because the clearing house, which is a well-capitalised financial institution, is interposed
between the two parties, the issue of counterparty risk is eliminated. This increases
trust. It also provides for anonymity: you do not know, and do not need to know, whom
you are trading with. This is obviously not the case in an OTC market.

Another way to segment markets is this one, which applies mainly in the area of electronic
trading systems. I don’t think that this terminology had much currency before electronic trading
systems came along. The distinction is between order-driven and quote-driven. As a practical
matter, most stock markets have features of both models. Outstanding examples of a quote-
driven market are either the London Stock Exchange or the Nasdaq. Examples of an order-
driven market are Euronext and the New York Stock Exchange.

A quote-driven market is a dealer market in which there are “market makers” who
stand ready to buy and sell. This is where liquidity comes from in such a market. The
dealer stands ready to buy or sell: to buy at a bid price and to sell at an ask(ed) or offer
price. The key feature here is the bid-ask spread, which is the difference or “spread”
between the bid and ask prices.
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An order-driven market can also be thought of as auction market. Liquidity depends
on how many buyers and sellers are trading in the market at any given moment. To
enhance liquidity, order-driven exchanges will look for some mechanism comparable to
that of having a market maker. Euronext has what it calls “liquidity providers”. On the
New York Stock Exchange, similarly, there are people called “specialists” who serve
essentially the same function, i.e. providing liquidity.

A key feature of order-driven as opposed to dealer markets is that an order-driven
market will have a central order book. As I noted, these two market models are
converging everywhere. Nasdaq is about to move to a system called SuperMontage,
which I believe will show the three best bid and ask prices for every issue.

Lastly, on market segmentation, a distinction that I have been seeing only recently
is whether or not a market performs price discovery. This is largely a regulatory or public
policy issue. All exchanges perform price discovery, but an alternative trading system
may or may not; that is, an ATS may simply bring buyers and sellers together to transact
at a price determined on another market.

i

segmentation: (n.) division into segments: 4% & % A3 4

distinction: (n.) a distinguishing factor, attribute, or characteristic: R B .% £ FZ &;
TR 4562 E . BHRRE S

asset: (n.) a valuable item that is owned: ¥ /= ; — 4 A #1668 BT H %

issuer. (n.) person, bureau or corporation who circulate, distribute or publish something
like securities, stamps or coins, etc.: X 4T A: KATIEH 90 5 R4 T 69 &k Lt &K
A

accustom: (vt.) to familiarize, as by constant practice, use, or habit; B2 % £ . &M,

equity market; (n.) FREF TP

share; (n.) any of the equal parts into which the capital stock of a corporation
or company is divided: &4 : — A5 DA R ANHREF R LRSI ABERT O L
—4

warrant: (n.) a voucher authorizing payment or receipt of money: M At# & ¥ . iEH 2
TR B4R G R AE

bond: (n.) a long-term debt security issued by corporations and governments offering
fixed interest payments periodically for a period of more than one year: 2Mft . B
H 4

note; (n.) a certificate issued by a government or a bank and sometimes negotiable as

money: Z3& . HATRBAT AR IESE A B T A
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bill: (n.) a bill of exchange: L &. X #Hey 23E

certificate: (n.) a document testifying to the truth of something: #E(88) $ . iEA F 4 &
T A

deposit: (n.) something, such as money, that is entrusted for safekeeping, as in a bank:
B FHY . i RARE Bl EHAT D) OB R Wl oRE)

preference share: (n.) shares in a company which give their holders an entitlement to a
fixed dividend but which do not usually carry voting rights: % & 8% : B &£ 54 .t &5
%, A2 3F 0 5] 49 22 B OR B A R R AR A

foreign exchange: (n.) currencies issued by foreign countries: #}MLC

currency: (n.) money in any form when in actual use as a medium of exchange,
especially circulating paper money: % . £ — % X 694% T, /& 5= W48 A BH4E 4 3kt
A, LAGHERT

derivative: (vi.) resulting from or employing derivation: $ih#9;/%8L80: 13 § d X1 A
Wk e

comprehend. (vr.) to take in as a part; include. See Synonyms at include: &,4-; 44—
G PPN

forward: (n.) a contract obligating one party to buy and another other party to sell a
financial instrument, equity, commodity or currency at a specific future date. it g
2%

future: (n.) a legal agreement to make or take delivery of a specified instrument (for
example, a commodity such as coffee or a financial instrument such as shares) at a
fixed future date at a price determined at the time of dealing: #% X 5

option: (n.) a right to buy or sell specific securities or commodities at a stated price
within a specified time: $iX: EMER A AG A EM B EEZHTAFEEAITRY
R A

swap: (n.) to trade one thing for another: $4# % %

blur: (vt.) to make indistinct and hazy in outline or appearance; obscure; B ik, A% #1,
1 ShIL A E B AR iR

convertible bond: (rn.) a bond that can be converted into shares of the issuing company or
its parent: T3 BMGHA: AR, 0 — A XA GH LT TSR A HELITN R
B e 4%

hybrid: (n.) something of mixed origin or composition; #4-4. HFRAOAL BN EHEY
EX

subdivide: (vt.) to divide a part or parts of into smaller parts; H4: £ (ESF6 5 8)
#—F 5 RRmH

category: (n.) a general class of ideas, terms, or things that mark divisions or
coordinations within a conceptual scheme, especially: &% . £—ABAKEPHEAK
AR ARG A RERFHE — AL 5|

underlying: (adj.) present but not obvious; implicit: $IA2 RER B85 ; 15444
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tangible: (adj.) Law that can be valued monetarily: A #&). 48 A4k T kit E LML

security: (n.) a document indicating ownership or creditorship; a stock certificate or
bond: A HiEH: AR BT A R A AR X445 I B8 35 RAES

philosophical: (adj.) of, relating to, or based on a system of philosophy: # $#);# % £
MR THFhRADY

certificate; (n.) a document certifying ownership: %3E. #ERR PF A AR 48 44

commodity: (r.) something useful that can be turned to commercial or other advantage:
BAS; Bd: EAHLALCHBGERNGED

initial: (adj.) of, relating to, or occurring at the beginning; first: 4569, F45e9,57F
WA KA, K AL E

treasury: (n.) a security, such as a note, issued by the U.S. Treasury: B & #% . 9 £ B M
AR EATH IS, o ) F

auction.: (n.) a public sale in which property or items of merchandise are sold to the
highest bidder: #% . —#H¥ M * X" LS R SHEMH AT L E

transaction: (n.) something transacted, especially a business agreement or exchange: &
P CHPIT X H KM, LBH L E R TH

debt: (n.) the condition of owing: #iffk%&

loan: (n.) a sum of money lent at interest: 4. M) 844t o) — 24

interrelated: (adj.) AB %8

assume: (vt.) to take for granted; suppose: /& ;BB K; LA

distinction: (n.) the condition or fact of being dissimilar or distinct; difference: £ %, R
Fl: FARMR R B 6tk RF £ 487

spot market: (n.) I H %

appreciable: (adj.) possible to estimate, measure, or perceive: [ &+t &, T & aj, T
2|

institutionally: (adv.) organized as or forming an institution. 44 AU 4a 369, LA R AL
CORE ) S

issue: (n.) a point or matter of discussion, debate, or dispute: i, ##: $i . F#. 5
Py & 5 R F4H

regulate: (vz.) to control or direct according to rule, principle, or law.: & B & . &5
PE AR X g RS

quotation: (n.) the prices or bids cited: 3R . 3% i &5 M43, & #r

federation: (n.) the act of federating, especially a joining together of states into a league
or federal union: £ 8. & & F 4

exchange: (n.) a place where things are exchanged, especially a center where securities
or commodities are bought and sold: X % #7: X#HAHRF BN GFHEPH LY LE
AN

sort out; (vr.) Heik b

exotic: (adj.) from another part of the world; foreign: #h & 45 A#R& 5 —3 5 £ 65,
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mutual fund: (n.) an investment company that continually offers new shares and buys
existing shares back on demand and uses its capital to invest in diversified securities of
other companies: 3t B %4 — R AN &, A AHATHRES L -2 LFTLIAR
BREF GFEAETEHRET TR SMIERL

mortgage: (n.) a temporary, conditional pledge of property to a creditor as security for
performance of an obligation or repayment of a debt: #&47 . % F AR A M o)  H &4
B = AT ARAR A BAT T AE RAE BT F- 09 R AE

characteristic; (n.) a feature that helps to identify, tell apart, or describe recognizably;
a distinguishing mark or trait.

standardized: (adj.) AR ; T A8

counterparty: (n.) one that has the same functions and characteristics as another; an
opposite number: sFFAEGARY: 5 F — N LA ABE 692 6L A S G AR 2T
ReGA

depository: (n.) a trustee; a depositary: . AIZHAHREA

interpose; (vt.) to exert (influence or authority) in order to interfere or intervene: 3%
8 AT (Foa XA A ) kT 3 T

schematically: (adv.) F&& i

broker: (#n.) one that acts as an agent for others, as in negotiating contracts, purchases,
or sales in return for a fee or commission: Z&ZA;#H %

corresponding: (adj.) having the same or nearly the same relationship: A8 % #) ; .4 48 F)
AABME A

anonymity: (n.) the quality or state of being unknown or unacknowledged: E £, £ %,
HERHE: Rl FARGHEREKRS

eliminate: (vt.) to get rid of; remove: X ;%

terminology: (n.) the vocabulary of technical terms used in a particular field, subject,
science, or art: Ri&: A THEZAR. A MFRERGRKEERNL;F 5

liquidity: (n.) available cash or the capacity to obtain it on demand: #3ht: THXE
FIAaew BT RIFE T

mechanism: (n.) an instrument or a process, physical or mental, by which something is
done or comes into being: #u¥l; Irik, B2

essentially: (adv.) XF L, K&

converging: (adj.) K& [ ]89; 85,4 R

&

Since the establishments of Shanghai and Shenzhen Stock Exchanges in 1990,
China’s securities market has been advancing step by step, with gradually improved
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market proficiency and growing market functions. The securities market has become an
important component of economy in China.

By the end of June, 2007, totally 1,599 companies had been listed in Shanghai
and Shenzhen Stock Exchanges (877 in Shanghai and 722 in Shenzhen) , including 114
B shares issuers. The total share capital amounted to 3. 12 trillion shares with a market
capitalization of RMB 25. 2 trillion yuan (roughly equivalent to 1. 68 trillion pounds) ,
of which the tradable market capitalization reached RMB 7. 11 trillion yuan by the end
of the third quarter of 2007. The total raised capital amounted to 8. 31 trillion yuan.
Meanwhile, 284 H shares, which were issued by Chinese companies in Hong Kong or
other overseas stock exchanges, raised about U. S. $834, 121 billion in total. In
addition, 102 red-chips, which were issued in Hong Kong by Chinese offerors with
oversea-registered companies, raised about U. S. $44.02 billion.

Market intermediaries are growing constantly as well. By the end of May. 2007,
there were 285 securities companies with over 5,900 branches. Their total assets summed
up to RMB 1. 34 trillion yuan. The 35 fund management companies were running 126
securities investment funds with a total scale of RMB 2.54 trillion yuan. The total assets
of 220 futures brokerage companies amounted to RMB 546.71 billion yuan. The essential
assortments in the securities market such as stocks, securities funds, bonds and
commodity futures have by and large taken shape and the product innovation is now
advancing step by step.

Study: Topics and Dialogue i

Read about the following passage, and then discuss the differences among Finance,
Money and Fortune.

Finance means the circulation of funds. It includes all economic operations directly
related to the currency, the credit, and the circulation of money, for example, the
issuance and withdrawal of currency, collecting deposits and granting loans, buying and
selling of gold and silver, foreign exchange, and negotiable securities. Besides, the
businesses of insurance, trust and investment, payments of the balance of the domestic
and international trade are also within the scope of
finance.

The most important financial institutions are
the banks, the stock exchange, the trust and
investment companies and the insurance corpora-
tions.
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