Chapter 1
The Financial System

Every advanced financial svstemn is composed of participants, securitics, markeis, trading arrange
ments and regufarions, In this chapter, we axamine each of these components in turn, concentrating in
particular on the financial system in the UK {sometimes known as the *City’ 1. We conclude by placing
the current UK flnancial system in g teraporal context.

1.1 Participants

There are three main elasses of participant it an advanced financial system: end-users, financial inter-
mediaries {general and specialist} and market makers.

1.1.1 End-users of the financial system

The following identity holds at all times:

Saving . - Investment = Increase ju nancial assets — Increase in fonancial Labilities

= Net acquisition of financial assets

Net financial surplus/cefieit.

For the economy as & whole this identity is zero, but lor soctors in financial surplis the identity is
positive, while for sectors in financial deficit it is negative. Tvpically in the UK {although not always),
the household and overseus sectors will be in dnancial surplus and will therefore be net lenders to the
financial markets, and the industrial, commercial and government sectors will be in financial defieit
and wili therefore be net borrowers from the financiz] murkets. So there are two types of end-user of
the fnancial system: primary lenders and uftimate bovrowers,

The ultiinate objective of an individual in the household sector, say, is to maximize the expected
welfare or utility of his lifetme consumption stream. If the individual is currently not spending all his
income on consumption, he will want to find & teroporary repository for his current savings urtil they
are required to finance future expenditure. This will invelve the purchase of financial assets.

LA
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For a given ultimate objective, the individual’s proximste objective is 1o allocate his surplus funds
across different assets in such a way as to maximize the expected utility of the characteristics of the
portfolio of assets that he hoids, taking 100 account ary uversion fo ¥isk, preference for Houidity, etc.
The uopredictabifity of the future consumplion profile, the uncertainty attuched to the returns from
the asset heldings (especially in real tarms, teking into accourt the effects of infladion} and the cost
of liguidating assets in terrus of both transaction costs and capital vahie uncertainty {especially before
assets have matured), all tend o combire to induce he individeal to select the maturity profite of the
assel portfolie (o match as closely a8 pussinle the maturity profile of planned consumption.

This suggests that the optimal portfolio of an individual in the household sector is likely to be
one that is held short, Le., one that is easily liguidated at low cost. The more unceriain the {uture
conswrption plan, the more uncertain the porifolio returis, the greater the cosis of liquidating assets
and the lower the confidence in the solvency of the ultimate borrower, the more iquid will be the
opti:nal postiolio. [n the extreme case. only the most liquid asset will be keld, and this may not
necessartly be a finaccial asset; for exgrople, durtng the Germen hyperinfation after the First World
War, cigarettes were more liquid thaa cash,

Without Loss of gererality, we can say that the preferrec position for an individual in finasczal
surplus is to ‘lerd short’.

The ultimate objective of & fico, on the other hend, is to maximize the cxpected utility of its profit
stream. 1 we assume that the firm has a nentral attitude to risk, (his can be shown o be equivalent
0 mraximizing the long torm valae of the fivol Tn order to do this, the firm will need to invest in real
plent end equioment. It does this for two reasong. First, it will bave to replace worn out or obsolsls
cquipment: this it must do simply to maximize profits and the value of the Arm at a given level of
output. This is celled replacement investment. Second, the firm can generate further profits from
cxpanding e level of its activity. This requires investing in additfonal plant and equipment, a process
known as nel ivestiment, Gross invesiment 13 the sum of replacement juvesunen: and net investment,
and it has to be financed in advance of the reveoues generated by using the plant and squipment,
in adéition, there is considerable uncertainty zttached to these futwre revenues. I the extrame case,
dernand patlerns might change and the expected revennes migat not mateszlize at all. So long term
invesument involves substaatial risk.

There are a number of ways of financing long-term investment:

I Iz can be financed out of the retzined earnings from the existing activities of the Groe,

-]

Iz can be financed by taking out dank loans or by issuing long-term marketable corporate bonds.

il

2 It can be fingnced by issuing new equity or share capital, a method that exiends the ownership of
the firn because the new shureholdurs becomi part-owners in i, having the right to participate
in funire decision making and to receive & strearmn of dividends from its earnings.

So we may summarize the fre's posiion as follows. Despite a pooi of retained carnings, the 3rm
is typically n deficit and wishes to Arance that deficit on a long-term basis; that is, it wants to he In a
position 0 ‘horrow long’.

One of the fundamental problems in finance therefore iy <o match the preferences of the surplus
scetor to flend short” with those of the deficit sector to “borrow ‘ong’. Hicks {1939} called this the
‘constitutional wegkness” of unintermediated financiad markets. How can this constitutional weakness
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be resoived? Can it, for example, be resolved by the price mechanism? If there 1% direct trading
between the household sector and the industrial and commiercial sector. wlty does the yield on long-
term securities not rise sufficiently (o induce the individual tn the household sector out of his preferred
habitat, and why does the vield on short-term securities not {all sufficiently to induce the firm out of
its preferrad habitat? The probable answer is that the vields at the long end would be so high that there
would be very little long term investment, white the vields at the short end would be so Jow that there
wonid be very little short term saving. It was this constitwtional weakness that led to the development
of the second major class of participent i1 the financial markets, financial intermediaries.

1.1.2 General financial intermediaries

The simplest role of 4 fdnaneial imermediary is the pure agency or brokeruge role, that is, ecling as an
agency broker for a primary lender or an ultimate borrower in the purchase or sale of a securily. I
retorn, the intermediary will receive a fee from the party [or whom he s acting as agent. Finangial
intermediaries can also act on their own account by buying end selling securitics for a profit. Such
intermediaries are known as broker-dealers,

However, the general role of financial intermediaries {s considerebly rmore important than this, be-
cause they are in a position effectively to resolve the constitutional weakness implicit in direct trading
between Tndividuals, Rather than simply on-lending funds that bave been deposited with them (..,
rather than just redistributing Hauidity), they create a completely new financial security by issuing a
type of lizbility that the surplus sector prefors to hold as an asset (Le. the intermediate security) and
holding es an asset the type of liability that the deficit sector wishss to issue (Le. the primary securiey).
This means that they issue short-term Habilities and hold long-lerm assess, so that the Jahility side of
their balance skeat is much more liquid than the asset side. But this balance sheet mismateh does not
imply & high risk of ingolvency, because financtal iniermediaries maintain sufficient liquidity to meet
their maturing habilitics, Tlvs s because they mase use of economies in the scale of thair operations
Lo give themselves sufficient liguidity 1o meet znticipated liguidations and suflicient iliiguidity to fulfil
their obligations as providers of long-term investment finance. The uliimuse borrower §s able 1o get
the required investment funding on fong-term guarantee, and the primary lender is able to get both
Liquidity and reduced risk on his lending. In retuwrn for this extra sceurity, the lender will be prepared
10 accepl a lower rate of interest, so that the borrower gets his finance at Jower cost than otherwise.

The most mportent acdvity engaged in by fnancial intermediaries is that of asser fransformation,
The inlermediary has to transform the extremely risky liadilities of ultimate horrowers into safe assets
for pritrary leaders; [c has to transform liabilities with long term maturities into assets that can be
readily liquidated, end it has to transform the high costs invelved in direct trading between end-users
into the low costs associated with ntermediation.

Transformation of risk. Financial intermediaries are able to reduce nisk through risk spreading and
risk pooling. The type of risk that finzncial intermediaries are able to reduce in this way is known as
specific risk.

One example of specific visk is the risk of a borrower being unable to pay the interest or repay
the principal when it is cue. (This is also known as defauls or credit risk.) The financiel intermediary
therefore has to assess the risk on cach loan that it makes, This is a question of information colleetion,
and it involves the problem of esymmesric information sets. A borrower has more information about
himself i terms of his ability 1o repay loans than does eay lender. This is the familiar problem of
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adverse sefection: the lender has difficulty in distinguishing good-quality debt from bad-quality debt.
This i3 to the disadvantage of borrowers as well as lenders, because bad-quality deblors may drive out
good-quality debtors. The problem is especially important for new or small firms about which there
is little or no publicly availuble information. The large scale of operations of a tinancial intermediary
compared with that of an individual lender enables the intermediary to be much more efficient in
gathering information than the individual zcting on his own. Onee the risk class of the potential
barrower and of the prospective investinent praject have been assessad, an appropuiate risk-loading
factor can be incorporated inte the mnterest charge for the loan. The intsrmediary can then control
for overall risk by risk spreading, that i3, by spreading any oisky investment across a sufficiently large
nuntber of lenders und having sdequate capital and reserves to cover the actual defaults that wil) almost
cevteinly ocour from & given set of loans: 2 classic example is the swadicared loan. 1n this way,
financial intermediaries are uble to ransform high-risk assets (borrowers’ [oans) into low risk liabilitics
{lenders’ szvings),

Another example of specific risk is the uncertainty attached 2o the income stream derived from an
mvestmens preject, sines the value of the equity investment will rise if the underlying capitel stock is
vsed productively and will decline or even vanish 17 it 15 used unproductiively. (This risk s sometimes
catled equiry risk.) 1t i1s possible to reduce this type of risk by diversification or risk poofing, that is,
by constructing portfolios of assels that exploil ary offsetiing risks between the retenns g
the portfolio and thereby redncing overall risk. But g sufficiently well-diversified porifolio centzing a
relatively large number of assets. and this, together with the high transaction costs invelved in trading
i assers, makes it difficult for individual savers to obtain an adequate pooling of assets al 221 acceptable
COSL.

The large scale of fAnancial intermediaries, on the other hund. allows thew to exploit fully the
benafits [ror risk pooling. In addition, the unit costs of overating at this level are mach lower for
the fnanctal micrntediary than for the individual because marginal trensaction costs decline with the
voinme o) transactions and any fixed costs are spread over a wider total volume of ransactions. A
classic example of risk pooling is 4 unit trust or mutual fund.

However, not all risX can be diversified away, etther by spreading or by pooing. There will aiways
be some sisk that fas to be sorne, however effective finarcial htermediaries are in transforming in.
This irveducible risk s known us market risk, and will be discussed at some length later in the text.

Transformation of maturities and provision of liquidity. The second important roie of financial
intermediaries is the transformation of maturities and the provision of liquidity. An important key to
the success of finarcial intermediaries (s the ability to nold assets that are less liquid fe.g, becansce of
greatar maturity) than the Habilities that they issue and yet to rernain solvent, If, in addition, interme-
diarics gre willing to act as principals in the sense of guaranteeing to repurchase immediately any of
the Habilitics that their lenders wish to sell, then this is equivalent to guaranteeing complete Liquidity.
By structuring the maturity profils of their asset portfolios satisfactorily, interrnediaries can ensure that
they are sble to meet any itkely claim on their Habilities.

This success depends to a great extent on the large scale of operations of financial intermediaries,
which allows them both to estimate fairly accurately what proportion of their liabilities is likely to
be liquidatzd aver a particuiar period and to be in a position to replace the liquidated funds with new
sourcas of funds. Both of these activities can be more easily carried out by a large-scale organization
than a small scale one. For example, the economies of scale of financial intermediaries considerably
wider the opportunity set of these intermediaries for tapping different markets compared with the
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options available to indivicuals: this is the case of economies leading to asymmetric opportunity sets.
Anunscrupulous borrower would be iess willing to defraud a large financial intermediary than a single
individual when both might very well be ecually ignorant of hus true intent. This is not a question of
differential information or of differential costs: it is a question of differentia’ opportunities.

The addivional liquidity provided by the matusity transforming activities of financisl intermeciaries
means that lendars are prepared, in return, 10 accept lower interest rates, ard so borrowers, in turm, arg
charged lower interest,

Transformation of transaction costs, The third impoartan: vole of finuncial intermediaries is to re-
duce the transaction costs assoclated with trading in scourities between horrowers and lenders, and
again the scale of operations of financial intermediaries helps to make thiy possible, Examples of the
different ways in which intermediaries reduce costy include;

I Thae provision of convenient and safe locations for borrowers and lenders to transact, which
reduces search costs,

The provision of standardized forms of securities, which reduces the information costs from
examining a wide range of financial instrenents and offers convenience of denomination to
borrowers.

[

3 The conducting of activities on a large scale and the specialization in differen markets. whicn
reduces operating costs and allows intermmediarics to acquire expertise which can be passed on to
their clients (Tor example, margina. and therefore average brokerage costs decline as the volume
of wansactions increases).

4 The creation of tax-efficient financial instruments, which help to raduce capital geins, income or
inheritance tax costs.

These cost recuctions can be nassad on in the form of lower transaction-cost loacding factors in interest
charges, and so can narrow the difference between borrowing and lending rates.

Types of general financial intermediary. Thers are two main types of generzl financizl intermedi-
ary: bank financiaf intermediaries (BFI8) and non-bank financicl infermediaries (NBFIs). There are

;

two main types of BEL retail {or high street) bznks and investment (or wholesale or merchant) banks.

Retail banks deal mainly with houscholds and small businesses. They issue deposits 1o members of
the household and company sectors in surplis and make loans o members of those sectors that are in
deficit. They are elso involved in providing money transmission services. They are obliged lo abserve
a cash ratio (a ratio of cash o deposits) wiich gives them sufficient Hquidity to meet any likely level
of withdrawals from their deposit accounts without having to reca.l Joans. From experience, the banks
know thut, over a given pertod, the net dow of withdrawals will be « very small percentage of Jdeposits
end will vary within & very nervow range. Therefore, as long as they keep sufficient liguid reserves,
they will be able to meet these withdrawals. The remainder of the depeosits are then available for loans,

Depositors gain because the BFIs take away the risk of default from borrowers and guarantze o
virtually costless withdrawal seleme and a stable return on deposits. Bomowers gain because the
banks take away the risk of early recall of loans, gaarznice the amount ard term of Toans znd associated
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repaviments, and offer a stable intersst cost (which may be fixed for fixed-term loans or variable for
overdraite). The banks gain because they make their profiy from inienmediation, that is, from the
difference between borrowing and lending rates. In return, they accept the risk of default and mus:
maintzin a reserve of funds to meet the defaults *hat arise, although the banks also use credit assessment
techniques to develop & specialist knowledge of their potential borrowers In order to minimize defauit
risk.

Retail banks both in the UK and elsewhere have to abide by a common set of capita! adequacy
standards which were established by the Basle Committee of Central Bank Regulators {parl of the
Benk for Interngtional Scitlemernts) in [987 and care fuily inte operation in 1993, These stundards
specify a runimum retio of beak cepital 1o risic-weighted assets. Some of the assets held by a bank
such as cash and gold bullion are zero risk-weighted and so the banks do not have to provide capital
to support these assets. Other assets are [00% risk-weighted and the fuil book value of these assets
is included in the capitz] adequacy czleulation: examples are loans to non-bank castomers and Joans
to benks and public seclor entities outside the CECD (Organisation for Economic Co-operstion and
Developmert). Lying between these extremes are 10% risk-weiphied assets (e.g. holdings of fixed
interest securities issues by OECD governments with matusities under & vear), 20% risk weighted
assets {e.g. holdings of Axed-interest securities [ssued by OECD govermments with maturitics over
& vear and loans to banks and public sector entities located in the OECID), and 30%: risk-weightad
assets {e.z. residential mortgages). Also included in the calculation are the net snoct open foreign
exchange positien of banks and off balance sheet items such as standby letiers of credit and forward
asset purchases. Onee the risk weaighted assets have been added up, the banks must have capital equal
L at least 8 per cent of the value of the (ot risk-weighted assets. The capital is divided into two
types, Tier 1 or core capital and Fier 2 or supplementary cadital. Tier 1 capilal comprises permanent
sharchelders” capital, in the form of either cquity or perpetual non-cunwilztive preference shares. Tier 2
capital comprises subardinated debt instrurcents, provisions and revaluation reserves (which covers the
revaluation of the bank’s own fixed assets, mainly its premises). Tier | capital cannot be less than 4
per cent of otal riskewelghted assets. 11 is possible for bunks to convert Ticr 2 capital into Tier |
capitzl, For exzmple, in Februzry (989, Narional Westininster Bank made a serip issue (o shareholders
capitalising £600m of property revaluation reserves, The affect was to raise Tier 1 capital From 3.5 por
cent to 6.2 per cent, with the total capital ratio stunding at 9.2 par cens,

favestment banks deal mainly with large corporations, institutional {nvestors, governments and lo-
cal authorities. Despite being called “banks’, they do not gencrally take deposits from the public,
Instead they act as agents for their customers. A tyvical investment benk performs the tfollowing fune
tions: corporate finance, assst mansgement. export finance, internationz] fnvestment advice, agency
broking and market making. The bank can zlso sot s an agent of another, possikly overseas bank: this
function is xnown as correspondent banking, Accounts kept by one bank with a correspondent bank
are calied rostro aceounis.

The first function of an invastment hank is that of corporate finance. This involves advising on.
arranging (this function is known as originarion) and underwriting the finances for the investment
programmes of its corporate ¢Hente. The bank’s activities can range from providing corporate loans,
through arranging the inttial flotation on a stock exchange, to issuing 2 bond to fnance & corporate
takeover {this latter activity is generally undertaken by the mergers and acquisitions or M&A team).
Corparate loans are provided by the comumercial banking (sometimes called the merchans bunking) di-
vision of the bank. These can be in the form of corporate cradits. syndicated loans {where a large scale
ioan is provided by a syndicate of banks), structured finance (sometimes called project finance, where
the interest payments on the loan are linked to the cash flows from a large scale project, such as the
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Channgl Tunnel, where these cash flows are delayed until the pro‘ect comas on stream) and largs scale,
specizlist loans (such as those involved with property, avistion or shipping finance). This division also
provides other crecitrelated services such as lessing, factoring, forfaiting, and even sovereign debt
reschedulings. Tt will also operate the global eredit policy of the bank, including credit monitoring and
administration, and coungerparty and country risk analysis. Tn contrast, securitized products {such as
aonds and shares) are arracged by the corporafe banking (sometimes also cailad the nmvesiment bank
ingy division of the bank. The finzace is drewn mainly from nsuintional investors [such as pension
funds). The bond or equity issue is underwriiten by the bank, so that any shortfall in funds raised has
s0 be mel from the bank’s own resources. Investment banks are also involved in asset management.
This can range {rom managing the short term cash flows of their corporeate clients (Xnowrn. as freasury
munggement) through to the managenent of fong tenm bord and equity portfolios for their institutional
and private clients (in the latter case this is kKnown as privaese banking); in many ceses they are also
responsible for the safe custody of these securities {this is known as global custody).

Tn addition to giving edvice and arranging finance for their domestic customers, investment hanks
provide advice to interngtional clients and arrange export finance (including letters of credit). Finally,
and much morve recently (since the Big Bang in October 1986), investoent banks have begun to sngage
in agency oroking and security market making. They have divisions that are involved in the purchase
and sale of securities for chients, and divisions that are engaged in market-making in those securi-
ties. (Market making will be discussed later.) The mair activities here are the issuing, trading and
distribution of financial products.

An investmen: bank not only provides services to clients, it also operates on its own sccount. The
main examples of this are propristary trading and equity banxing, With propriciary trading, the bank
uses its own capital to make money from the movements in the nrices of financizl products; 2 tymeal
example i¢ the bank’s forex trading, whereby the bank attempts to maks money from movemsnts in
forelgn exchange raies. With eguity banking, the bank itself makes @ direct equity investment in a new
company, as oppasad to arranging a lean or issuing equity which is purchased by, say, a peasion fund:
the bank nopes to make an adequate returr on this investmant over the medium term.

The bank must alse be concerned about both its own short-teror liquidity and long term solvency.
Tt wili thersfore have a liguidity control committee that controls and monitors liquidity and all posi-
tons with vespect to currencies, inteest rates and maturities, and an assct and lHability managemert
comrmittee for the whole bank whase objective is to maximize the bank’s net interest income and return
on capital. Related to this there will be a eredit committee {which monitors on-goeing eredit exposures,
ensures cradit poiicy standards are met and maintained, and reviews problem loans and co-ordinates
appropriate action) and 4 tisk management commiztee (which monitors all businoss aveas where market
risks arise and regularly reviews risk [mits).

The main categories of NBEI are finance houses, building socleties, insurance companies (hoth
general and life}, pension funds, unit trusts, jnvesterent trusis and open-ended investment companies
{OEICs), This constitutes an important group of ingdtutional investors in Britain {and their investment
interests ars coliectively represented by the Instinnional Shareholdess” Coramittee whica was sstup in
the 197/0s3. Thay developed for various different and diverse historical reasons, but they cun be divided
into five broad classes:

| NBFIs to finance the short term durable expenditure of members of the househeld sector ez,
finaince howses which finance hire purchase agreentents.

2 NBFIs to fnance long-term durable expenditure of the members of tha household sector, e.g.
building societies to Hoance house purcnase.
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3 NBFT: o
sector. o.g. &

nance the loag-term contingen: claims and retirement pensions of the heuschold
? aasitronce companiey and pension funds.

4 NBFIs to inznce general contingent clains, o.g. general insurance companies.

5 NBFls to facilizaze the risk spreading and risk pooling of the savings of the members of the
housghold sector in surplus, e.g. upit and fvestment frusts and open-ended investment compa -
nies,

In each case, thers is a mutua. berefit enjoyed by both the surpius and deficit sectors. For example,
with fnance houses, mambers of the housenold sector receive their durable goods immediately anc are
anie to pay {ov them smoothly over dme, while members of the company secior face 4 high demand
for tacir goads and services which is not sabjest to credit constraints.

In every case, the success of NBFIs at intermediation depends closeiy on the underlying success
of the risky activities undertzken by the company sector, te, on the underlying performance of the
et ecoronty. For example, the marzet value of Britain’s housing stock s generally ubout three times
she market velue of British industry {as measurad by the merket capitalization ¢f the London Stock
Exchange); and part of the success of building socleties lieg in the fact that the household's lability.
e mortgage corumnitment, is denorminated in nominal terms, while the kouseliold’s asser, the house,
srows In reel lerms, and heree the bouse-owning members of the houschold seclor experience an
increase jn their rezl marketable wealth. Bt this can be sustaired only i Brizish industry s able to
seaerate the ircreasing level of reel incormes necessary to finance new mortgages at the appropriate
level. I British industry and hence rezl incomes collapsed or even just deehined, then the market value
ol hotses would falt end heuseholds would then hold fixed nominal debts on daclining real assets.
This would tend (o have the effect of reinforcing the decune in industry, either by reducing houschold
mobility, therchy adding to industrial incificiency, or by forcing households to declare themselves
bankrupt it they dic kave to sell their houses iz order 2o move. In a similar wey, the ability of assurance
compantes ard pension funds to guarantee futare annuities. sueh as peasions, depends cructally on the
ability of industry to grow in a sistained and stable manner. And again. the henetits from the risk.
reducing activities of urit trusts are of little use if there are no anticipated gains to be made from the
risky activities of British indusiry, but only anticipated Josses.

Fiaacly, it is imparant to note that the historical distinction between BFIs and NBFIz is disappeur-
ing over time. Asg a result of technoiogical innovatior, ircreasing competitive pressures and govern-
ment legislation {such as the 1986 Building Societies Act and the 1987 Banking Act), the traditionally
separate greas of zotivity of banks and non-banks are rapidly disappearing, so that banks, for example,
have become involved in housing finance, while building societies have become iwolved 1l mongy
lransinission services. The outcome 18 likely to be the cmergence of & general or wifversal bonk
ng systern, in which a single banking group provides the complete raage of firancial intermediation

services.

1.1.3  Specialist financial intermediaries

Specialist financial intermediaries are also invoived in such activities as the trans“ormation of risk and
the provision of licuidity. But their participstion in the markets tends 10 be more active and more
short-term than is the case with general intermediaries. They may also act as prineipals on their own
aceount rather than as brokers for others, The spacialists cover the activities of arbitrege, hedging and
specuatiorn.
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Arbitrageyrs are specialist nancial intermediaries who act to ensure both that the prices of se-
curtcies do not get out of line with their fuir or findamental values, and that the prices of identical
securitizs traded in different market places do not get out of line with sach other. We can consider
some exanmpies of the two cases.

An equity arbitrageur will constantly cheek the market price of a share against its falr price based
on & Tundamerte] anclysis of the Arn and its prospects. Inoan efficiant matket without transaction
costs, (e market price of a share would never get out of lins with its fair price. Bur in the real world,
the market price will wander around the falr price but within a band {called an arbitrage bond. see
Figurz 1.1), The widtt of the arbitrage band will depend on the level of transaction costs; the higher

Figure 1.1 A-:bi't'rage bands: the case of a single market
Price |
Upper band
‘ B
,,,,, . -\
Fair \

C'\“‘"—\-“*/

rce e ]
F B }/\J/\f‘“/ N\ /vy Abitrage band
|

Lower band

Time

the trensaction costs, the wider the band, As soon as (de shave price wanders outside the band, it
becontes profitable {or the arbitrageur to act. If the market price falls below the lower hand (as just
past A in Figure 1.1}, 1t bacomes prolitable for the arbitrageur to buy the share jr large volumes
secause the share is underpriced compared with s theoretical value, The arbitragewr then waits for
the market price to corveet itseli by rising sufliciently 1o lic agair within the arbiirage band, at which
time he sells oul and takes his profit. 1f the market price rises above the uppear band {as just past B in
Figure 1.1), it becomes profitadle for the arbitrageur to sell shares and wait for the market price te fall
before repurchasing them. Tf the arbitrageur does not actually own the shares, the same result can be
achieved by short-selling the shares (examined in section [.4.3 below) or by buying put options on the
share (examined in Chaptar 9). Tn all cases, the arbitragenr is 2ot interested in the absoluts level of the
sharc price; he is interested only in the difference between the market price and the fair price.

Arbitrageurs behave in a similar way when dealing with identical securities traded in different
rarkets, e.g. foreign exchange traded in New York and London, What iy important in this case is
the differenice in price between the two markets. Again, there will be arbitrage bands, as shown in
Figure 1.2, If the price in market | falls too far compared with the price in merket 2 fas just past A
in Figure 1.2), it becomes profitable for the arbitrageur to buy the security in market 1 and sel: it in
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Figure 1.2 Arbitrage bands: the case of two markets
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merket 2. IT the price in market 1 rises too far compared with the price in market 2 {as just past B in
Figure 1.2}, the arbitrageur buys in market 2 and seils in market 1.

The second case is an sxamnole of pure or riskless arbitruge, because the security purchased in
the cheaper market can be imimediately reseld in the dearer markel. However, the first case invoives
considerable risk. This is becanse it s possible for an incfficiency in the market to persist for some time.
This is shown to the right of Cin Figure 1.1. The arbitregevr might have bought at C with borrowad
funds and the positior migbt then have to be held for some iime before the market inefficiency is
removed.,

Hedgers are specialist financial intermediaries who wish to lay of risks that they currently face or
expect “o face In the future. The following are examples of the kinds of risk that hedgers might wish
to kay offt they might hold long positions in a cash market portfolio of shares and wish to lay off the
risk of share prices falling: they might nave debts at market-related rates of intercst and wish to lay off
the risk that intercst rates rise; they might be cxpecting to receive funds denominated in US dollars in
three months” time and wish to lay off the risk that the dollar falls relative to sterling; they might be
expecting to make payments in yen in six montas” tine znd wish to fay ofl the risk that sterling falls
ggainst the yen. The list is endless.

Mary end-users of the financial system who hold stable long-term portfolios of securities may
zlso be active short-term hedgers and so could be classified as both end. users and hedgers. Hedging
itseit is also included as a form of financial intermediation hecause hedgers can be actively engaged in
intermediating between different financial markets, as we shall now see.

How do hedgers in prectice lay off the risk that they face? The principal means of doing this
is by using the markes for derivative securities, such as futures and options (as opposed to the spet
market tor cask securities). Taxe, for example, the case of a portfolio of securizies with the risk thet
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share prices might suddeniy full. The position could be hedged by seliing stock index futures contracts
{examined in Chapter 8} or by buying stock index put options (examined in chapter 9), in other words
by taking out a kind of porrfolio insurance. Any fall in the value of the cash portfolio could be exactly
offset by increases in the value of the futures or options position. thereby effectively Incking in the
value of the cash portfolio at # prodetermined level. The interest rate pavable on loans could be locked
in by selling interest vate futures contracts or Inferest rate call aptions. In & similar wey, exchange rate
futures and eptions could be used to hedge long or short cwerency exposures,

While i1 is possible to use futures and options to create a “perfect’ hedge and so perfectly protect
the cash position from adverse changes 1a spot securily prices, the hedge will give good protection
o'y T the changs in spot prices s small. I there are substantial chanpes in spot prices, the bedge
wauld have to be ragularly rebalanced. In this case hedgers will be frequencly intermediating between
cash, futures and options markets.

Speculatory or tradders are specialist tinancial intermediaries who attempt o make profits by taking
g view on where markets are moving. They are not interested in the current level of prices, only
in prediciing where prices are about to move next. If speculators are expecting the prices of certein
securities to rise, they will take long {unhedged or uncovered) positions in those securities, If they are
expecting prices to fall, they will take short (unhedged or uncovered) positions, Because transaction
costs in cash rrarkets are somertimes higher than in the merkets for derivatives, speculators often prefer
to take peositions in futures and options markets rather than in cash markets.

Speculation s therelfore 4 gamble as to where the markets are moving. Hsoeculators are successful,
they can make quick profits, If they are tnsuecessful, they can make equally quick losses. To be
suceesstl overall, speeulators mast be able to “follow the money’: that is, they must know both when
to ‘run their profits” and ‘cut their losses’.

Because much specuiative activity 18 conducted with borrowed funds, speculators tend o hold po
sitions {0 the markets for only very short periods of time. For example. specutators do not generally
like holding overnight pesitions in case adverse news materfalizes when the markets are closed. Spec-
ulators car be in and ont of markets several dmes a day, usnally for periods of no more than an hour or
s0. Sometimmes the tHme periods ave much less than this, zven as short as a few minutes. For exampls,
there is some evidence from financial futures markets that speculators on average make money if they
take futures positions for thres minutes or less, and on average lose money if they take positions for
longer than three nrinutes.

Nevertheless, despite being directly comparabie with gambling, speculation 18 very important for
the efficient running of financial markets. This is because the most intporiant side benefit from the
activities of speculators is e provision of liquidity to the mearket. If there is & contimuous flow of
both buy orders and sell orders from specuiators while the market is open, then the market will be
highly ligaid. This. in turn, recuires that there is a heterogeneity of view cmong speculators, with
a goad halance between specalators believing prices are going to rise and those believing prices are
going to fall. Occasionally, however, the balance of view lies in one direction only, with the majority
of speculators believing that prices will fall, say. In this case, the liquidity of the market is one-sided:
it remiaing very casy 1o buy securities but very difficult to sell them. This is what happened on Black
Monday (19 October 19871, for example.

However, under most market conditions, where there is a heterogeneity of view among speculators,
thev will provide good two way liquidity to the marker. This Is assential for an efficient market and for
the activities of other market participants such as hedgers. and long-term investors and fund raisers, If
market liquidity is poor, arhitrageurs will not he able to create an efficient market, hedgars will aot be
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able to lay off risks, and long term investors and find-raisers will not be able 1o use the capital markets
to achicve their objectives,

The second most intportant side benefit from the activities of speculators is the provision of insur
ance o hedgers, Hedgers wish to lay off risks [tom the fong or short cash market positions that they
hold. In order to this, a hadger hes o find someone else whoe is willing 1o lake the opposite position
to himself. Tl:is role is undartaken by the specuiator, provided he is compensared for doing so. In this
way. speculaiors can be induced to provide insurance o hedgers.

1.1.4  Market-makers

Muarket-makers {or dealers) clso intermediate Delween the end-usars of the financial system, Hut un-
ltke general fnancial intermediaries, they do not st as agants for the end-users. Instead they act as
principals, buying and selling securities for their own account. To do this efficiendy, they must 2old an
inverttory of securities on thetr books, which grows when they purchase securities end declines when
they sgl them, They are rewarded for their activities in one of two ways, The first way is through
the bid-gffer spread, the difference between the &id price ot which they will buy a security and the
Figher offer price ot which they will szll tae security. The second way is through taking 2 position (o7
speculation). If they nelieve 1nat prices wiil riss in the rear Joture, they will increase their inventory
holdings: white if they expect prices to fall, they will reduce or even eliminate their inventory holdings.

1.2  Securities

Tae second component oF the firancial system is securides (sometimes called investment prodhects),
Every dnancial transzetion creates o securtty which is shnultarcously ¢ financial asset (to the holdar)
and a financial lability (1o the issuer). A security s & claim agzinst real resources either in the form
of arn income stream or in the Jorm of physical capital or assets. [t should never be forgotien that,
however bizarre and exotic financizl securities can be, the entire fnancial system: is and always will
be derivative to the regd economy. A subsieatial part of this book is concerned with describing and
valuing different types of securities, so this section will discuss sceurities briefly and in very scaeral
ferms.

Securities can be classified in the following ways. They car be classified according to:

1 Their issuer.

2 Their currency of denominaton.

L)

Their ownership and participation rights,

4 The collateral pledged against them.

L))

Their serm to matariy.

o

Thelr income payments.

-

The predictability of their capitel velue.

8 Their degree of licuidity.
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G Their degree of roversibility.
1€ Thaix wax veatment.
1} Whether they are derivarives of another secarity.

12 Whether they invoive compositc scourities.

Securities can be clessified according to who issuss them: beczuse this helps to deterntine the degree
of risk attached to them. Two otherwise identical bonds will differ because one was issued by the
government while the other was issiaed by a private corporation. The government bond {also knowrn
as @ giltedged bond or simply a gt has virlwally no risk of default, whereas the corporate bond has
somie risk of default.

Securities can also be classified according to their carrency of denomination. For example, most
honds traded in the UK will be denominated in sterling. Sterling-denomingted bonds issued by & do-
mestic resident are known as domestic bonds, while sterling-denominated bonds fssued by & foreign
issuer are known as foreign bonds ov bulldog bonds. But many bonds wraded in the UK are denomi-
nated in currencies other than sterling. such as US dollars or Japanese yer: suel bonds are krown s
ewrobonds.”

Securities can elso be classified according to whether they are squity or debt, L.e. according to their
ownership and particivation rights. Equity-type secwities (such as common séock) involve rights of
both ownership and participation. That is, the holders of common stock own the uncerlying physical
assaty of the corporation ard also have the right to parlicipzie in both the profis and the decision-
aking of the compuny. (In pracice, they delegaie their decision-mexing powers to g menagement
group.) Debt-tvpe securities {e.g. corporate bonds? do not involve rights of ownership or participation,
Holders of such securities are merely creditors of the firm. If the firm defaults on its contractuzl
obligations 1o the debt-holders, they can appolnt a0 administrator under the termns of the Insalvency
Act 1986 10 look afler their interests. An exception here 1y incowne bonds, where failure 1o pay interest
does not in zeneral lead to nsolvaney. Some sceurities have rights of ownership 2ut not participation;
ceriain classes of equity {1Le. non-voting shares} 1all into this category, but the most tmportunt example
is preference shares. Preference shares have some of the characteristics of eguity and sonte of the
characteristics of debt: while classified as squity in terms of ownership, they are ¢lassified as debt
in terms of participation in profits and deecision-making. This s because the obligation of firms to
preference shareholders is fxed, elthough, becavss they arc also treated as owners, they are uradle o
have the firm deciared tasolvent H it does not meet those obligations,

Securities are alsa classified according io the colleweral that is pledged against themy, This is par
ticularly important for deb securities because it nelps Lo deterntine the riskiness of the debt, The most
secure form of debt and therefore the least visky is debentires: these are secured against specific as.
sets of the firnn. The least scoure and therelore the most risky Jorm of debt is unsecured loan stock:
holders of this rank with other wasecured creditors in the event oF default, Tn turn, particular categories

sy for countries pe ’Iji)jpiltjt"‘{ i Loopesn moreiasy

i Jancary 1999 of twe ewse 5% e curre:

'Followirg te iniredu

anien, these kas heer seme coclusion over ~ovminclogy, The securities tat were krt‘w.. 48 EUT ordx are 2w |Togquently
referred to as Cinemaonal bonds” in stiegs of 2ifves tn the dnaveial press, The e obend’ e 5. tA0UR I A cm“al

wsE. Simdlary, feurcourrency’ IRICres? Teies 10 now JOTIELY K0 as 1n.e:-1:a;?ior_ul currengy rates e.]r,mt.,_d he CWIE, Do
iastavee, st Usis o terrodellar shorl-teer intoresy. rals futures contract {see Chagter 83 In the absence of o new terminelegy 1E1a‘11
is universaliy zeceniad, we will contiyde o usg such ferms a8 "etrobonds’, “errocuensles’ and enrtierkets” as rragitipnally
defined.
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of debt can be subordinated or unsubordinated. For example, subordinated debentures rank below
unsubordinated debentures in the event of cefauit.

Some securities have fixed maturity or redemption dates. some have variable maturity dates, while
others have no maturity dates st all. A 3-month Traasury bill is an example of 4 short term security
with a fixed matarizy date. At the end of the period, the holder receives the fuce value of the bill,
nemely £100. A government bond with a single redemption date s an example of 4 long-termn security
with a fixed maturity date (2.g. Exchequer 10.5 per cort 2005 matures in the year 2003, at which time,
the holder reccives the face value of the bond, wso £100). Some sccurities have variable crarurity
dates, either because they are callable or because they are pattable. A celluble bond is one that can
be redeemed wr the option of the issuer; e.p. Exchegaer 12 per cent 2013 17 can be redeemed by
the government on any one of the coupor payments dateg between 2013 and 2017, Shmilarly, 1f the
bond has a purchase fund or sioking fmd attached 1o it, a fraction of the bonds will be retired each year
before meturity, e.g. by lottery. A puttable bond is one that can be rececmed at the option of the holder.
A convertible bond 1s an example of this because it can be corverted zt the ootion of the holder either
into another bond or into commeon stock and so the original convertible will have variable redemption
dates. Some secarities have no matarity dates at all. Examples of this are current and deposit accounts,
perpetaal Joating rats notes and irreceemeble bonds {e.g. 2.5 per cent Conselsy, preference shares and
equity. Current and deposit accounts car, of course, e closed, in which case the security as such
disappears; bur if they ars not closed, they will survive indefinitely. The other examples will also
survive indefinitely anless they are terminated through insolveney, for example.

vecurities can be classified according to their income payments. Some securities pay income
monthly {certein deposit accounts), quarterly {cartain deposit accounts and one goveranent bond, i.e.
2.5 per cent Corsols], semiannuelly {all other governmment and local authority bonds, bulldogs, most
corporase bords, preference shares and equity) or annually (eertificates of deposil. curchonds). Some
securities never make exphicit income payments at all. The veward from owning them accrues enticely
in the form of capital appreciation: they therefore sell at a discount to their face value {Treasury bills,
commercial bills, commercial paper, hankers acceptances, zero-coupen bonds). Some securitics make
fixed income payments (&g, fixed coupon bords, income bonds. preference sharas). while for others
(e.g. deposit aceounts, vartadle-rate gilts, index-linked gilts, equity), the peyments vary for one reason
or arother. Witl: deposits and varlable-rate gilts, the interest payments are Hnked to current market
interest rates; with index-linked gilts, the interest payments are linked to the retall price index: while
with eguity, the dividends depend on such factors as the irm’s profitability, retained earnings and its
Lurrent ii‘lvestment progmmme.

‘Tae pradictability of capita. value provides another way of classifying securities. This depends
partly on whether or no: the security is marketable. For non-marketable securities such as deposits,
the value of the principal is always compietely certain, at teast in nominal terms, For some marketable
securities, the eapital value is perfeetly predictable only at certain tmes. For example, with government
bonds having a single vedemntion date, the capital value is known with certainty only on the maturity
date, At other times, the capital value s uncertain, although the krown terminal value of such honds
helps to place bounds on the possible range of capital values prior to matwity, A similar simiztion
arises with Treasury bifls; other things being equal, the value of a Treasury bill will rise betwesn issue
and redemiption in a reasonably predictable way to reflect the accrued interest on the bill. For other
securities, the capital value can naver be perfectly predicted at any future date; the best example here
is equity. Also, it is difficult. i not impessible, to place bounds on the capital values of such securities:
equity has no theoretical finite upper bound to its value.

The degree of Hguidity and reversibility are measures of the marketability of different securities.
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Ligaidity is measured by the time and/or cost of converting a security into cash. A perfectly liquid
security can be converted into cash instantanecusly and at zero cost, Cnly cash itself has this property
(by defiaition), Even securities thal are regurded as very ciose substitutes for cash, such as current
accounts, are less tan perfectly liguid; it takes time to go to the bank to cash a cheque and there
is also some cost toflen tmplicit) o cashing a cheque. Time and cost are, of course, substitules that
can be traded off against one another. For example. a deposit account requiting seven days” notice of
withdrawal can be liquidated either instzatly but at the cost of losing seven days’ interess, or af no cost,
if seven days’ notice i3 given. All ofher securities (apart from cash} are therefore less than perfectly
liquid. For example, ‘o convert bonds or sharss into cash involves tinse {although with the technology
currenily available the thme required to liquidate securtties has been reduced to an absolute minimurm)
and cost in the form of brokerege commissions.

Reversibitiry, on the other hand, is measured by the bid offer spread. If 4 security is perfectly 12
versible, it is possible (i the absence of brokerage comimissions) (0 move from cash into that security
and jmmediately back into cash without any loss of value. Only cash and other nor marketable se-
curities such as deposits are perfectly reversible. All marketable securities are imperfectly reversible,
because the marker maker’s spread has to be paid when the security is traded.

So lgndity and reversibility are different but related aspects of the markerubiliny of scouritjes. A
market volves both brokers end market-makers. The size of the broker’s comunission defines the
degree of Uguidizy of a seourity, while the size of the market-maker’s spread defines the degree of re-
versibility of a security. A security is highty marketable if it is both highly liquid and highly reversible,
A security [s regerded as non-marketeble if it 1s illiquid or irreversible. For example. the pension fund
assets of a non retired worker are ron-ntarketable because they are both completely illiquid and irre.
versible: there (s no price ¢t which they can be corverted back into cash bafore retirement. But note
that deposit eccounts. despite being very Tiquid and perfectly roversible, are aiso non-merketably: they
cannot be sold to another individual.

The tax treatment of securitics i another important way of classifying securities. Of course, the
incidence of taxation falls on individuals and corporations rather than on the scourities themselves.
The payment of tax therefore depends on the circumstances of those ndividuals and corporations. In
general terms, Income from securities atfracts income or corporation tax, while rea:ized capial gains
atiract capite] guins tax. Bul there are many esceptions to this, as the following examples show. Tax-
exempt organizations such as charities do not have to pay income lax or cepital gains tax on their
investments. Gilt edged securities are not liable [or capital gaing tax. Individuals or corporations who
trade rather than invest in securities are liable for income or corporation 1ax on all the proceeds of their
rrading whether these are in the form of ircome or capital gains. The proceeds on discoant instrusnents
sueh zs Treasury bills or commercizl paper attract inceme 1ax even though no explicit interest is paid.
Some securities, e.g. gilts, are {ree of tax to residents abroad (FOTRA) The income on many other
securities is liable o withholding tax rather than incoms or corporation tax if the owner s an overseas
resident; such tax is generally offsettable against the domestic income or corporation tax lHabilities of
such individuals or corporations.

in general, ther, the income from securities is texed at the highest marginal rate of income tax or
corporation tax payable by the individual or corporation. I most cases, ircome tax at the basic rate
{22 ner cent from April 2000) is deducted at source and the ho'der of the security is provided with a tax
credit indicating the amount of tax deductad. The tax is reclaimmable by individuals and organizations
not liable for :ax, except in the case of bank and building society deposit accounts and UK equities.
Higher rate tax (currently 40 per cent} may also have to be paid. With some types of securities (e.g.
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National Szvings accounty and secounts el off-shore in pleces like the Channel Islands), interest is
paid gross and UK residents are Lable for basic end higher raie tax.

Since the Budges of March 1988, realized cupitad gains have beer taxed at the same rate as tacame,
cutrently 22 per cent (basic rate} and 40 per cent (higher rate) for individuzls, ang 20 par cont (smaller
companies vate} and 30 per cent {standard ratz} for corporations, However (for individuals though not
for corporetions}, the first £7100 of realized capital grins (n any one year is {ree of rax.

The tax regtment of seewrities has the folowing main effects or the witlingness to hald different
types of securitizs, Tax-exeryl ovganizations, like charites, arce completely indifferent to income or
capital gains, other things being squal. Therefore they would be as willing to hold high-coupeon (Le.
high-income} bonds, for cxample, as low-coupoy (i.e. low-income) bords, othar things being saual.
[ndividuals and corporations Hable for tax Fave « preference, other things being squal, for capital gains
rather then Income. This is because, even though income ard capilal gains are taxed at the same
marginal rate, capital gaing tax can be deferred until the capital gains are actually realized, and, for
individualys at lesst, some of the capital gains each yew are tax free.

Finaily in this section. we will corsider derivative socusities and composite securities, A derivative
security 1s one that delivers another security at some future date. This future delivery can be either
obligatory or contingent. Examples here are financial futures and (rancial options contracts, A finan
ciad fienires conpreer delivers a eash instrument [or sometimes even cash) at some date in the future at
a price thas is datermined today. With a futures contract, futire delivery of the instrument is obligatory
unless the futnres position is closed ot with an offsettng travsaction, A fineacie! oprion contract also
delivers ¢ cash mstrument at some date 1n the [utare at a price that is determined today, But with an

£ contingent claint. Futures and options are known as derivative instricnents because shelr values arg
derived froar the velues of the underlying cash instmoment.

A composite security is ong that Is a mixture of two {or more) dif¥erent securities. Exampies Lere
are convertible bonds, swaps and synthetic securities. A comeeriibie hond is one that converts at some
future date inte equity at the option of the older. A corvertible bond is therefore & mixture of a bond
and un option on cquity. A swap contract (o0 a confract for differences) is, tor exgmple, a mixture of
a fxed-rate security and a doating-rate security, or a misture ol Iwo current securities and a forward
axchangs rate contract. A syarfetic long pul option on a securizy can be constructed from e short
position in a cash instumen? and a fong position 1 & call option.

1.3 Markets

1.3.1 The classification of financial markets

The third component of a financia. system is the markets in which securities are traded. An arganized
financizl market ts & place where, or a systern through which, securitics are created and transfarred.

Financial markets can be classified in a number of ways:

1 Physical v overthe couater markets,

7 Continuoas = cal! markes.
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3 Money v capieal markets,
4 Primary w secondary markets.

5 Stock v flow markets.

A finanein marke: does not bave .o have a physicad location. Inceed, sinee the Big Bang in Octaber
1986, most securities in Boitain have not traded in a physical market. Skares, bonds end money market
instrements are traded over the-counter using ¢ systom of compurer screens and tefephones. Only
Cnzncial futures and financial options are still traded in o physical market, namely at LIFFE {the
Londem International Finarcial Futures and Options Exchange).

Most markets oporate on o contingers basts during opening hours, implying that wading cen texe
place at any Hme thet the markets zre open. Exammles here wre the mearkes for shares, bonds and
money market instruments. However, some markets trade at specific times during opening hours,
Such markets are known as cafl markets because the securities are “called” for trading, There has to
be suficient time betwren calls 1o allow offers to by and sel! securitics w0 aecumudate and so make
trading worthwhile. Examples here ure the pit trading of somme linancial futures and financial options
and cariaia precious mstals such es gold.

Markets cert also be classified according to the maicrity of the securities traded in ther. A maor
digtinetion s usaaily crawn betwean money merkets ard capitel markets. Morey markers ceal in
securitics with fess than one year o maturity, whersas capita! markers deul in securities with more
than one year to maturily. Exemples of money market instruments are Treasury bills, commercial bitls,
commercial peper, bankers acceptances and negoliable certificates of deposit.  Examples of capital
market instruments ave bonds with more then « year 1o maturity and shares,

Animportant distinction car also be drawn betweesr primary and secondary warkess. The primary
mrket 1s the new issues market. When an investment bauk brings a now company to flotation, is
shares are issued on the primary markaet {as an faiticf public offer), 1 this company subsccuently
decides to gear up by lssuing bonds, these are alse floated on the primary market. Similatly, il a
company decides o expand using either equily finance or bond finance, the additional shares or bonds
are floatad on the primary market (known as a secondary public offer). The most difficult problem
facing an investment bank involved fna new {ssue is deciding on the olfer price o7 the {ssue. If the oifer
orice 1s w00 low ard thers is an excess domand for the new shares or honds, then the issuing company
will be annoyed becauss it coald have reised adéitional revenue from e issue. But if the ofler price
& too nigh and there is insuffictent demand for the new shares or bonds, then the jnvestment bank
as underwriter witl be involved in often considerable losses, The important peitt about the primary
market 1s that the initial price of the security is sel iather than determined by the market, unless the
security 1s issued through a tender offer or by auction.

The secondary inarkes 1s the market i which exising securitics are subsequent’y waded. There
ere two ma'n reasors why individuals wansact i the secondary market: Informazion-motivated rea-
sons and Hgaidity-motivated reasons. Information-mativazed investors believe thal they have superior
information about a particuler security thun other murket participants. This information leads them to
helieve that the security is not being correctly priced by the market. If the information consists of good
nuws, this sugeests that the security is currently underpriced, and investors with access to such infor-
mation will went 0y the security. On the other hand, if the information consists of bad news, the
security will be currently overpriced, and such investors will want to sell thelr holdings of the security.
Lignidity-motivaled investors, on the other band. tranzact i1 the secondary markst becanse they are
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currcrtly in a position of either excess or insufiicient liquidity. Tavestors with surplus cash boldings
{e.g. as a result of an inheritance) will buy securities, whereas investors with insufficient cesi {e.g. 10
purchase a car) will sell securities,

The prices of securities i the secondary market are determined by the market makers in those
securities, Precisely how those prices are defermined can be seen once we have discussed the [inal
way [ which securities markets can be ¢lassified, namely as stock or flow markets. This classification
leads us directly <o the concept of equilibriwm, Once a security has been issued, it exists in the market-
place untl it maturas and 1s redeemed. Although a security can be sold, it can be sold only to someone
who is willing fo buy it. Clearly, 1t s impossible for evervone to scll thelr holdings of a particular
security. Thercfore there ts a market for the entire stock of # particular security, and there is also a
market for the flow purchases and sales of that secarity over time. These are shown in Figure 1.3,
The Jeft-hand diagram, which shows the stoek marker, indicates a itxed stock supply and a downward:

Price Price
Supply
Supply
Pe { Pe
Demand
Demand
Stock Quantity/time

sloping stock demand wila respect to the price of the security. The fower the price of the scourily,
the higher the stock demand. The right-hend diagram shows the flow market par unit of tme. If the
ime period ts a day, Tor exanapie, the dlagrar indicates o downward. sloping daily demand curve and
an upward sloping daily supply curve %r the security. Equiliorium i the stock market is defined ax
the situation in which the entire stock supply of the security is voluntarily beld. This occurs when the
stock market price of the security is £,.. Equilibriam in the flow market is defined as the situation in
which the flow supply of the security on the market equals the flow demand. This ocenrs when the flow
market price of the security 18 P,. Overall cquilibrium oceurs when both the stock and flow markets
are simultaneously in equilibrivm. This occurs when the stock and flow market equilibrinm prices are
identical. Our of equilibriom, prices will adjust to clear both markets.

Fignre 1.4 shows the equilibrivm price, but this price is never actually observed in the market-
place. What is observed are transaciion (or trade) prices, und these take ino sccount the bid-offar
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Tigure 1.4 The bid- offer spread
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spread of the merket-rrzakers. The transaction price at which & market-maker buys securities is the bid
price gad the transaction price at which he s2lls security 18 the affer price. The difference betwesn
the two is the did-offer spread. 1 here is oore then ane markel-maker, then the difference batween
the highest bid price 2nd the lowest offer prics is known as the market bid-offer spread or the tonch.
The equilibrivm price lles within the (ouch, as Figure 1.4 shows for the flow market. When the market
maker makes a sale at the offer price, hie will often say that he has been Ifted (or takesn or foss); In
contrest, when he makes a purchase at the bid price, he will often suy that be bas bean Ait.

What determines the bid offer spread? This can be answered once we frave exantined the role of a
market-maker. In an organized finenctal market. the role of a recognized market-maker is o provide
con:inuous znd effective two-way prices (Le.. bath bid and offer pricesy in alt market conditions. In
short, the market-maker has the responsibility of keening an orderly market, To do this effectively,
hie must hold an inventory of securities to srmooth ot price ductustions. The market-makes must be
compensated for holding these inventorics, and the bid-offer spread 1s the way in which the market-
maker receives his compensetion. The bid-offer spread will be determined o comnensate the market:
meker for the cost of and risk to the capiial that he has tied up in the iaventory of securities. The totel

compernsation to all the market-makers is given by the shaded area In Figure 1.4, Le. (Ps— FPz}Q.

The costs end risks of market making depend on such churacteristics of the marker as its breadih,
deptiy end resifience. They elso depend on the ratio of information-motivated investors to ligquidity-
motivated investors.

A muarket for a particular sccurity is satd to have breads i it has a substantial volume of both bay
ard sell orders at the equilibrivn price, f.e. if it has a good two-way flow of orders, Marsats with few
buyers and sellers are called thin markets. A security will be regarded as highly liquid 1f the market
for that security has substzntial breadth. Market-makars in a byoad market will operate with lower bid-
offer spreacs than those in a thin market, beeanse broad markets provide a bigger volume of business
and are also less risky.
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A market lor & security is suid to have deprh if 1t has a continuous flow of buy and wll orders
at pricas above and helow the ecuibibrivm price. This meaps that both the Jow demand curve and
the flow supply curve must be continuoas at prices above and below the cquilibrium price. It also
means that both the demand curve and the supply curve must be highly elastic {L.e. quite flat} al prices
around the equilibrium prics. Il these coaditions keld, then oaly small changes in the price of the
security wiil be raquired 1o resiore equilibriv:n should a sudden imbalarce between buy and sell arders
arise, In short, price changes will be continuous in deep markels. In shaiiow markets, on the other
hand. the flow demand and suoply curves are either discontituots or highly inelasiic {steep). In such
markets price changes will be both kighly variable and discoatinucus (e, they will fump around a
great deald. Price changes will be smaller in deep markets than in sha'tow markets. Therelore these ‘s
tess risk of marke: makers incurvieg losses on their invertories es a result of yudden large adverse price
mevernents in deep markets comparod with shaltow markets, As a result. murket-nakers” spreads will
be lower in deep markets 1han in shaliow markets. A security will be regarded as aighly roversio!
if the market lor that seeurity bas substantial depth. Figure 1.3 shows a broad, deep murket, while
Figure 1.6 shows & thin, snallow market.

Figure 1.5 A broad, deep market
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A market is satd 1o be resilient if the How of buy and sell orders does not dry wn whenever the price
changes. Il price changes do not recuce the flow of orders, then the market makers will rot be Taced
with an mveatory of nnsaeable seevrities, and as a result they will be willing o charge lower spreads,

So we can see Lhat the bid-oifer spreac will he lower the broader the merket, the deeper the rmarket,
and the more resilient the markat,

But the bid-offer spread will be higher, the larger the retio of information-mativated investors to
liguidity motivated investors, It iy clear from Ff”l'l"‘ 1.4 tat the market maker will slways maks
maney if the equilibrium price for the sceurizy es between the bid and offes orices. This is be
cause he buys ut below the equilibrium price and sells at abovs the ccuilibrium price. Since mest
liuidity-motivated inveslors zre willing to accept these terms, the market-muker, on average. makes

money from Jiquidity-motivated investors. Similarly, he will on average make money out of badly
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Figure 1.6 A thin, shallow markeat
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informed inormation-motivated investors, However, he will on avergge lose money to well-informad
information motivaied investors, Such investors will want to buy the security if they belleve that the
sree equilibrinm price (s ebove the offer price and wili wan: (0 s¢l] the security if they believe that the
aie equilibrivm price is below the bid price. They hope that the market will soon adjust so that they
car (ake their profis. Sa the larger the ratio of information-motivated to lquidity motivated investors,
the bigger risk of losses o the market-maker and therelore the wider the spread.

The merket-maker therefore always has un incentive o ensure that the eguilibrium price of the
gecurity never lies outside his bid and offer prices. He can do this by having a wide bid-olfer spread.
But if <hig is sat too wide, he will be uncompeltitive and will lose busingss. An altornative way of
prolecting himself, especially in a volatile :narket, 15 10 limit the size of each transaction. Rather
than cuoting bid and offer prices that are good for up to 16,000 shares, for example, the markert-
maker's gquote might be good only for 1000 shares. Market-raakers therefore make a very important
cortribution towards what is knowrn as price discovery or efficient price formarion. This is the process
by which the equilibrivm prices of sceurities become known o investors in general; and 1t follows
because market-makers have every incentive to ensure that the equilibriam price lies within the market
bick-offer spread.

1.3.2 Financial markets in the UK

We conciude this section with a discussion of the three most important cash securities markets it the
UK: the money market, the bond market and the share {or equity] market. The nmarkets in derivative
securities (e.g. options and futires) are explained later {see Chapters 8 and 9.
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The money market, The money marketl trades money markel securities such as Treasury bilis and
conmercial bills. The main comporents of the money market are the discount market (which trades
Treasury bills and commercial bills eligible for rediscount at the Bank of England, the inter-bank
market (which trades the temporary surpluses avd defieits of the banking systen), the certificate of
ceposit market (which trades certificates of deposit), the local authority market {which wrades local
awshority bills), ead the inter-company market {which trades the temporary surpluses and deficits of
the compeay sector). The settlcrment period for money market secarities is ore day: this means hat
the securities must be delivered to the buver by the seltor on the next business day following the
transaction. This is known us cash seitfement. However, il is now also possible to have same-day
settlement if required. The seltlement procass for money market instruments is conducted through the
Centra: Moneymarkets Office (CMO) which was ostablished in 1990

The bond market.  The bond marke: tredes UK governmant and government guarsnlzed bonds (or
mills), corporate bonds (debeniures and [pan stock). forcign bonds and eurobonds. The dealing and
settlement procedures differ for different types of bond.

The most imporiant bond market ‘n the UK is the gifts ov gils edged market, so-calicd becanse
origizally the bond certificetes were edged in giit. This market Hegen in 1694 wher the government of
Wilitam ITT raised £1 millior to finunce & war agaicst France. This evant signal.ed the start of the UK
National Debt and also the beginning of the Bank of England, since the fnanciers who raised the £1
million were, in return, granted a royal charter o set up a bank, which became knowr: as the Bank of
England. The Bank of England is the centraf bank of the UK,

Until 1998, the Bank of Englend had responsibility both for issuing new gilis and for the finarcial
reglation of the gilts market (i.e.. ensuricg investor protection and the capital adequacy of market-
makers). Since 1998, the institutional framework underlying the gilts market has been as follows.
The primary (or acw issugs) marget n gilts is controlled by the Debt Managemeni Office (DMO3,
an executive agescy of HM Treasury established in [998, which acty ag the government’s dgent in
managing the pablic sector borrwing requivement {PSBR)Y (if a barrowing requircment cxists) and
the pational debr, vs well as actively managirg the net cash flows of the government (this activity is
called excheguer cosh menagemeniy. The Treasury informs the DMO of the size of any borrewing
requirement, but the DMO decides on zgll other aspects of the issue. such as maturity and coupon,
taking into account its rentit to minimize the cost of finarcing government borrowing, The DMO Is
also fnvolved in refinancing the National Debt, i.e.. in issuing new gilts to replace maturiag gilts > The
responsibility for the finarcial regulation of the gilts merket lies with the Financial Services Authority
(sec secion 1.5 below), Dealing in gilts is the responsibility of the Londor Siack Exchangs (LSE).
while the clearing and settlemment process 1 the giits market 18 conducted through the Gilts Seitlements
Office (GSO) {see aiso section 1.4.4 below). Finally, the Bank of England is responsible for keeping
the register of gilt owners.” The aim s to provide a Mighly licuid market in government debt securities,
with 2righ standards of investor vrotection and an efficient tracing system. We will now exarnine, in

$The DM is separate “o7 the Natioan? Debt Ofice {INDOY, which ravages sovarsl stetutory Znds. iacuding -

Leang Furd, e Natlona: Insarance Fand and tee Natleral Sevings Beek, The NDO. giong with the 2o Works o
{which lerds to local edthoriies). 15 | he National Iovestment and Lozas Offies (NJLOD of the Treasury,

: : sponssinie for e epen marker operationy (Lew the buyving and selling of Treasary bills

t & level conslstent with he govermmen onelary pelicy

’ : ; 2 th rent’s net cash
Us debt servicing costs, 25 zetiviy condueeisd oy the DMOL The Baax also mraneges 1he

goverrmant’s forgign cusreney borrowieg progremire which Is used to Sawece Uhe povermment’s forelps corenoy reserves.
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turn, the primary and secendary markets in giits; the operational structure of the gilts market in its
current form was established at the time of the Big Barg in October 1986 (sce seetion 1.6.1 below).

There are two main methods of issuing gilts in the UK: tender and auction. Maost gilts are offered
for sale by fender. A tender issue will be announced at 3.30pm on a Friday and will taks place the
following Wednesday or Thursday. Tenders can involve both conventional and index linked gilts and
tvpically will involve a substantial emount of stock (e, £720 £1000 million nominall. Any member
of the public can submit an application for stock {specifying a price and an amount of stock demanded
ut that price), although most tender offers will usually end up in the portfolios of large institutiona)
investors such es pension funds and insurance companies. Most tender offers are fully paid, although
some are partly paid and so allow investors to spread thelr puyments over time, All tender issues are
ellocated et a single price (vailed the effoiment pricel: squal to the lowest price at which tendars are
acceptedt (witich must be at or above the mininmem tender price of the offer). All bids submitted at
prices above the tender price are allotted i full. Bids submitted at the tender price will be allocated
stock on a pro rata basis, until the entire amount of stock is allocated, If at the minimum tender price,
net all of the stock avallable has been aliotted, then the DMO retains the urallotted stock as a 1y stock,
to sell into the secondary market as conditions dictate. Some gilts issues are spacifically intended to
be tap stocks. The gilt is issued in trunches (or tranchettes, if lese than £100 million nominal is issued
at a particuler time). The existing stock s known as the parent siock and the tranche s said to be fully
fungible with the parent stock, Gilts designed for specialist investors (e.g. low couporn deep-discount
gilts designed for higher-rate taxpayers, or index-linked gilts designed for peusion funds) are alse often
issued in tanches. Particularly actively traced bonds (usvally a recently issued tranche or tranchatie)
arc Knowin as runsers.

The sccond and most recent methaod of issuing gilts i via auction, a sysiem widely used in the
UJS Treasury bond merker. The frst gilts auction took place on 13 May 1987 and involved £1 billion
of 8% Treasury Loan Stock 1992, The IPMO ennounces that an suction will take place some weeks
zhead. Details of the issue (size, e.g. £750 million, end maturity, e.g. ten vears) are confirmed seven
days hefore the avetion. Dealings can take place prior to the auction. (This is known as when isswed
or grev market rading.) Trrevocable bids {a maximum of three per applicant) for the stock togother
with same-day furds mus: be submitted to the DMO by Ham on the day of the auction. Gilt edgad
market-makers are expeeted 1o bid competitively for the stock (but, unlike in the USA, are not obliged
to bid). Successful bidders gt an auction (in contrast with szccesstul bidders for & tender issue) are
aliotted stock at the price that they bid and not at a single allotroent price. The difference between
the average price and the lowest accepted price is called the ril. The DMO is also willing o accept
non-competitive bids for amounts between £1,000 and £100.000. These bids will be allotred in full
at the average allotment price. Settlement of grey market deals rakes place ov the day following the
aucton.

In Jamuary 1989, reverse auctions were introduced. As aresult of the government running a budget
surplus at the time, the public sector borrowing requirement (PSBR) turned into the public sector debt
repayment {PSDR]. At first this was achieved by the direct repurchase of gilts from the market. But
now it is achieved by reverse auction, whereby the DMO bids directly for the gilis held by nstitutional
nvestors.

At the centre of the secondary markel in gilts is a set of approved gilt-edged marker makers
{GEMMs}). The role of GEMMs s to make a market in the full range of gilts, They have an obli-
sation to provide continuous and clfective two way prices on demand and in any trading conditions
to other member firms of the LSE (e, broker-dealers, but excluding other GEMMs) and to outside
investors known directly to thermn. GEMMSs can, but are not required to, display their prices on SEAQ
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(the Srock Exchange Amtomated Quotations sysien which is carried by TOPIC, an electronie iaforma-
tHom transmission service). GEMMSs are required to report their position risks to the DMO o a daily
basis. The DMO can requirte GEMMs to recuce their risk exposure or to increase their capital basts,
The DMO is also keen to ensure hat the gilts market 1s aighly Tiguid. It helps this process by ensuring
that there is a significant issue of bonds ut particular metiritics, ramely 5, T0 and 15 years, Such bords
are known as benchmark or reference bonds. It does this by fssuing new bonds 2t these maturities or
by adding o existing issues. Such bonds are attractive to investors and this s indicated by the fact that
they typically trade at higher prices and lower yialds than bonds with neighbouring maturities,

GEMMs have exclusive access 10 interdeaier brokers (IDBs). Tha role of inter-dealer brokers is (o
ailow GEMMSs to unwind long or short positions that artse 48 a resudt of their markei-making activities
and o do this anonymously so that their ook is not exposed. So, for exampie, @ GEMM that finds
that it bas arz excessive nolding of @ particular gilt can sell the excess holding to another GEMM which
would like to take more of this surticular gilt on te {8 hooks. It will do this using the services ol an
IDB, and ne’ther GEMM will be ahle to identily the courterparty. The TDBs will display anonymous)y
the GEMMs' bids and offers ard ther seek to match bids with offars. TDBs are not permitted to take
positions for thelr own account; they meraly earn comnussion from the GEMM on whose behalf they
are acting. 11 18 vitaily important for the Hignidity of the market that anenymity is preserved. Therelore
IDBs mmust be established s complately indepandert enities.

The liquidity of the gilts market was turther enhanced by the introduction of a repurchase or repo
market in 1996, A gilt repo or repurchase merket enables investors o sell giity for cash (thet 18, horrow
funds) and then repurciiase them at 4 later date on preatranged terms. The implied rate of interest on
the loan 18 known 23 the repo rafe @nc is siightly higher than the yvield on a Treasury bilt of the
same terrn. The most conumon type of repo is the overnight repo; o repoe lasting more than one business
day is known as a term repo. The agreement (s fully collateralized since, if the burrowing countarparty
fails to repay the loan, the lender is able to vetaln ownarship of the pilis (see also sections 1.4.3 and
3,100, When the gilt repo market starled in January 1996, about £100bn of the £230bn of £ilts then
outstanding were made available for repo trading by being placed by wholesale market participants,
such as commercial and investnient banks, building societies, ntsurance companies wnd persion funds
in Central Gilts Office Star accounts. Large banks quote two-way prices on terms extending out to
a vear, The GEMMs use repos not only to meet their market making obligations, bat also in hoth
their matched and mismatched book treding (e.g., & GEMM borrows a gilt ir the repo markel, in the
expeciation of a price vse, and when this ccours relends it at & more favourable repo rateh

The govermment expects the iatroduction of the repo market to lead 10 & more efficient gilts markeal
with zloser links between it and the money miarkers; It alse expects gilt yields to fall as liquidity
improves, therchy reducing the cost of servicing the Netional Debt. As in other money markets, the
repo rate has become the benchimark UK imterest rate, replacing both the commercial banks™ ase
lending rate and the discount rate on Troasury bills. One consequence of the introduction of the giits
repo market was the coding of the role of s7ock exchange money brokers (SEMBs) 1o the gilts market.
The SEMBs usad o provide 2 lirk betwesn GEMMSs and institutiocal jnvestors, cnabling the former
to cover short positions by horowing stock on a temporary basis from the latier. This role s no longer
required since the GEMMs can use the repo market ditectly and SEMBs have either mergad wiih
Barks, o have reverted o stand-zlone money brokers, arvanging stock lending agreements in other
securities such as equitics or curencies.

As in the morey market, the settiement period in the pilis market is one day, so shat the relevant
gilts must be delivered against a sale the following business day. 1t is this short settlement pariod that
mikes IDBs and repurchase agreements so important. Howevar, with the permission of the LSE, it
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is possible to have delaved settlement fknown as finvward serddemens) of up to 14 days fter a rade,
so long as bota parties agree. This allows. for e,\dmp]e, tor delays in currency conversion, the transit
of regaisite documentation or the realization of proceeds from a reiated sele of & securtty. Settlerient
between market-makers and other members of the CGO 1s made by book eatiy rransfer ralber thar by
the physical transfer of il certificates. The meathod used is known as delivery-versus-payvment (DVE)
end involves an automated stock transfer and assured nayment service, whersby posizive acceprance
of the stock by the buyer and a guarantee trom the buyer's sotilerent bank o make paymen? ocour
simultangously. Inreturn. the seltlement banks ke 2 floating cherge over the stock in case the mamber
defaults, Small investors can buy and sell gilts through the National Sevings Stock Register (NSSR;
which is administered by the Departmeant of Nutienal Savings.

A recent innovatior: In the gilts market was the introduction of gilt stripping In 1997, Gilt suripping
inve.ves the separztion of a bond inte ity two constituent components. the coupan payvments (also
called the arruity componeni) and the par value (glso called the zero coupon component). Theze two
cornponents are then traded separzlely, epabliag investors to buy just the income component of the gilt,
say. Cepitel gains an gitt strips as well as coupon paymerts are subject to incorme tax {for individuals]
or corporation lax {for Com'!ar]ie\') although capitzl losses can be oftfset ggainst other taxable incore.
The tnirocuction ol gilz repoing and steipping, by making the gilts market more attractive to investors,
shauld help to recuce goverament borrowing costs: institutional jnvestors such as pension funds are
likely o be the major fnvestors i the zero coupon conpouent of the strip since these match their
tongar-term lianilities, whilst the annuity comporent will De maost bighty valued by those wanting

regulur itcome, such as pensioners.

The UK earporate band market tradges on the LSE the debentures and foun stocks of UK-based
corporatiors. It is much smaller than the gilts marke: and retatively much smaller than e corporate
bond markets in other finencial systems {e.g. the USAJ beczuse of the tendeney of UK corporations
to raise debt finunce Cwough the backing system rather than through the markets. Market makers
register to trade i1 particular bonds, Unlike GEMMS whe have 1o trade in all government bonds,
market makers in this sector do not have to trade in 21l corporate Honds outstanding. As & rasult many
corporate bonds are not very liguid. The setdlement system used is tie same as that used [ar domestic
cquities {see below}

The foreign bond marke: (botk governeental and corporate} operates in a very similar way to the
UK zorporate bond murket. For example, the Kingdom of Sweden might iskae a bond in sterling, and
it will be traded just 1ike the sterling bond of a UK company.

The eurebond merkes s rether ¢ifferent from the markets considerec above. Burobonds are bonds
whose capizal and nterest payments we generaly denominated in a currency different from that of the
conntry in which the bond s {ssued; the issuar can be of any nationality, The eurohond marker was
establisaed in the early 1960s in response to whet wes regarded as over regulation in domestic bond
markets, especially that in the USA. It remains a Jargely unregulated market, with transactions between
participarts being 2 question of honour there being no erbitretion procedurs in the cvent of dispute,
The curobord market in the UK has the status of ¢ Deaignat\ Investment Exchange (see below) and 1s
organized by the Intemational Securities Markel Association (ISMA), comprising International banks
and broker

Sone curabonds are quotzd on the official stock exchanges in Londen, Zurich and Luxembourg.
However, curabonds do not have 1o e listed on an officiz] exchange, and most tradimg in curobonds
is conducted averthe counter by telephone between markel makers {mainly international banks and
especially the lead managers involved in the original issue} and brokers zcting on behalf of investors.
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Market-makoers’ price quotes are cartied by Reuters and other electronic miformation services. Set-
tlement and delivery take place three calendar days {ollowing the dealing date, although by mutual
agrecment it is possibie 1o have wrgent serrfenient which s two businsss days followirg the deaiing
date. Clearing is usually done through systems xnown as Cede! (based in Luxembourg) and Ewrociear
{based in Brussclsh.

Besides the gilt repo marke:i. London nas bond repo markets in the major Ewopean currencies. in
particu’ar the Devtschmark and the euro. A number of factors kave encouraged this development, in
particuiar, the rapid growih in new issues of bonds by a number of govermments and the introduction
of standardized documentation, namely, the PSAASMA Global Master Repurchase Agreernent. Con-
fidencs in the security ol repos has been enhanced by the introduction of the fri-party repo, where a
repo bunk manages 2 standard two-party agreement by ensuring adequate collateral, daily marking o
market and the paymens of margin (sce chapter 8). In acdition, regulations make it unprofitable to un-

e1take repos in owny of the domestic Earopean markets. For example, most Deutschmark repos are
booked in Londeon because of minimum reserve requirements set by the Bundesbank which require any
dabilisy fneluding repos) taken trom cither a non-bank customer or ¢ foreign bank by a Germ:an bank
to be secured by a ron-interes: bearing deposit at the Bundesbenk., To avoid this penally, Germany
banks trade repos in Londor: through their London subsidiaries.

The share market.  In the UK, the orincipat body responsible for the domestic equity marker 1s the
London Stock Excharge which oversees the Listed Securities Market and the Alternzative Investment
Marke:. Ouiside the dircet control of the Stock Exchange is the over-the-counter ((OT'C] share market,
the ventura cepital market and a number of screen-based electronic trading sysients.

Tre Listed Securities Market s Tae main market of the LSE. It began tn 1773, The idea of own
ing shares in a joint-stock company goes back o the seventeenth cantury, when compenies such a8
“The Mysterie and Comparie of the Mearchant Advanturers for the Discoverie of Regions, Dosminions,
Islands and Pleces unknowen™ (Iarer shortzned to the Muscovy Conpany) began trading. Merchants
would take shares in & particuiar venture and divide up the company and the profits at the end of the
voyage. Saon it was realized that it was not necessary to break up the company after each venture as
long as the original investors could get thelr money back by selling their shares o new investors. An
mformel market in shares was established Iin the coffee houses around the Reval Exchange in London.
In 1773 one of them, New Jonathan’s, became “the Stock Exchange’ and was the first hailding in the
world (o carry this mame.

The primary market in listed securities is controlled by the LSE. Only public Bmized companies
il.e. companies with "PLCT after their name, having a minimum share capital of £56.000, at leest two
directors and a trading certificate issuad by the Registrar of Companies) can apply for listing. Priveie
fimited companies (e, companies with “Limited” or ‘Ltd” after their name) cannot be listed on the
listed market. Listed securities are the securities (e, shares and bordy) of listed companics that have

serr admitted 1o the Officiad List of the LSE and whose orices are quoted on the LSE viz SEAQ.

The requirements for listing are contained in the LSE’s Yeliow Book (ofticially, The Admission of
Securities for Listing). The main conditions that Trave 1o be met are as {ollows, The minimum market
velus of an initial listing in shares is £706,000, white that 1 Sonds is £200,000, alihough in practics,
£s 2 resuit of ransaction costs, it ts unusual to find firms veing listed on the mein market mth a matket
capitaiization below £10 million. The frm must have at least a three-year trading record {with secounts
properly filed at Companies House). At least 25 per cent of the shares must be available for the public
to acquaire, and the i'mr‘s mus: o¢ freely transferasie. The company must pay an iritial foe to the LSE
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based on the size of the issue and then an annvat fee based on market capitalization. Dircctors of the
comvany have a continuing obligation to provide for the disclosure of information which is nccossary
bath 1o protect the investor and to maintain an orderty market.

The issuing company will have to appoint o member fi-m of the LSE to act as ts sponsor. The
sponsor will typicaily be a large investment bank, which will ther be responsible for all matters con
cerning listing, including the publication of the prospecrus detailing the nuture of the firm, its activities
and direciors, and the announcement of the issue ju the national press. In particularn, the sponsor must
ensure that tite board of directors of the company has the expertise necessary to run a listed company or
rmust decide whether the board needs to be augmented by the appointment of non-executive directors.

Once approval for listing has beer given, the company has to decide on the method of 1ssue. The
meost common method is an gffer for subscription for the securities of a company, made by or on behalf
of the company direct to the public. The issue will generally be waderwritten by an investment bank
or insurance company. The offer for subscription can be either at a fixed price or by tendar. In the case
of a fixed-price offer, the company sets the price and investors apoly for shares at that price. Tt ths
offer is oversubscribed, the company has to scale down applications. If the offer is undersubscribed,
the onderwriter has to buy from the company the nnallotted shares. With a4 tender offer, investors are
required to state both the nwnder of shares that they wish o buy and the price that they are prepared
W pay, subject o 2 minimum tender price specified by the company. When the applications have
been received, the company determines an alotment price and issues shares at the allotment price to
investors who applied for shares gt or above this price,

There are other issue methods, but they are generalty used when a company wishes to increase the
number of shaces issued, rather than as the method of initial issue. These include: (1) offers for sale
{either at a fixed price or by tender) where an issuing hovse buys the whole issue and then offers it for
sale to the generzl public; (2) placings or selective murketings to specific investors (the LSE usually
only gives approval for these when significant public demand for the secarities is not expected; in the
case of initial listing, no more than £13 million worth of shares car be issued by selective marketingl;
(3) introductions (reqairing only an abridged announcement in the national press; these are another
concessionary method of issue, suitable when the existing shares of the company are widely held and
hence already very marketable, or when the shares are alieady listed on another stock exchange); (4}
rights issues (offers to existing shureholders to subscribe for new shares in proportion to their existing
holdings, thereby recognizing the pre emptive rights of shareholders as laid down in the Companies
Act 1983; made in the “orm of a renounceable ieffer that can be sold if the sharsholdsr does not wish
to exercise his rights): and (3} open offers {also offers to existing shareholders to subscribe for shares
althougl not necessarily in proporiion to thelr oxisting shareholdings, and not in renounceable form),
A final method of issuing shares is known as a capitufizarion issre {also known as a sorip or bonus
issue). This is simply the issue of new shares o current shareholders in propoition to their existing
holdings because the company wishes to make a transfer from the retained earnings account to e
capital aceount. The shares are issued free of cherge and so 10 new money is raised,

The share prices of Britain’s comparies are collactad together in shere price indices of various
kinds. The most tmportant of these s the FTSE M Index which s an index of the share prices
of Britain's largest 100 companies by market capitalisation and which is compiled by the Financial
Timey, the Institute and the Faculty of Actuaries, and the LSE; it covers about 74 per cant by value
of all UK shares. The FTSE 250 is an index of the share prices of the next largest 250 corapanies by
capitabisation below the constituent companies of the FTSE 100 Index; it covers about 18 per cent by
value of all UK shares, The FTSE 350 fndex combines the constituenis of the FTSE 100 and FTSE 250
indices, and covers 92 per cent of the total stock market by value. The FFSE Small Cap Index is an
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index of the share prices of 450 smali companies, and covers & per cent of the stock market by value.
The FTSE Fledgling Index deals with very small companies witd market capitalizations below £30n:
andl covers .3 per cent of the merket. The FT-A Al Share Index covers 500 shares prices from jarge
ard small companies across the ccononzy.

The secondery merket in listed shares is conducted using ore of twe different trading systems: zn
clectronic ordesbook systerm and 2 mome traditiona] market-making system, We will consider each of
these systems in turn.

Since October 1997, the shares of the lurgest companies operaiing in the UK (namely (hose com-
prizsing the FTSE 100 index as we.l as companics on the FTSE resecve list which, for example, con-
leing cormpandes for which LIFFE offors traded options} have been traded using an order-book (o1
arder-driven} svsiem called SETS (the Stock Exchange Electronic Truding Service} which automat-
ically matches orders placed electronically by potential buyers and sellers. The modjvation for this
innovetion was incregsed competition from other exchanges in1 Evrope and elsewhers which were of
fering preater efficiency, greater transparcncy and lower costs, by automating the exscution of trades,
sublishing immediately the transaction prices aad by narrowing the spraac between buy and sell prices.
Greater transparency is achieved because there is no voporunity for iecbery orders. te. limit orders
which disclose only purt of the order the investor wishes to wade. Tt also gives irvestors greater cholce
by allowing thent to trade immediately at the beyt availeble price or by placing an orcer on the book
30 8% to influence the way i which the price chianges.

The clectronic order boo’ is avallalle for public ingpection, but only mercber firms of tae LSE can
directly inpus buy or sell orders. A investor who wishes to frade contacts their broker by 1elephane
and stipulatas the number of shares and the price at whicl: they are willing to etther buy or sell. The
broker enters the details in the order book and these will ba displayed anonvimously on the order book
screen. The ordar book works by automaticaily matching buy and sell orders at the seme price and
then executirg the orders to create trades,

To illustrate, an order book screen right look [ike this for a poticular skare:

BUY SELE
Volume  Price Price Vohune
FO000D 21y Y 8000
SO0 234 238 10040
Q500 232 241 L5011

It another investor now wished 1o sell 4,000 shares ar 238p, the “sell volume' at this price would
rise from 10,000 shares to 14,000 sharzs. If the investor wishes to sell immediately at the best possinie
price, he could do so at 235p and the *buy volume” at 2350 wourd fzll to 6,000, Onee an oxder has Heen
execualed, the ade is reported to the exchange whick then intorms the two member Grms involved.
Only he vwo member drms get o koow each other’s identity; this irformation 15 not reported to the
market as & whole and, similarly, the identities of the two principals t© Uie trede remain snonymous.

Large block irades {those greater than eight times NMS, see below) operate on the basis of a worked
principod agreement {WPA) (also xnown less Tormally as an upsiaivs irading fucifite), whercby 80 per
cert of 2 trade can be unwound before details of the trade are published.

The order boolk is open from $:00 10 16:30. Betwesn 8:30 and 9:00, there is an “orientation” period,
diring which orders can be acgded or remmoved i readiness for the market opening. Betwesn 16:3() and
1700, there is a “housekeeping” period, allowing unexccuted orders o be removed i1 investors wish.



1.3 MARKETS 33

All prices reported (including curent, epening. closing, high and Jow) are hased on the relevant
transaction nrices rather than on the more traditional mid prices (between the bid and oTer prices).
In fact, conventioral bid and offer prices do nof exist with an arder book system, sirce there are no
markat maker quotes. The spread s sirply the difference besween the lowest price for a sell order and
the highest price for a buy order at any one time. The ovening price Is eithec the price at which the first
trade takes place or the uncrossing price, the price chosen by the exchange which allows as many of
the arders [eft from the previous day to exezute. The official closing price s the tast trade price before
the 16:30 close. In a volatile market, if the price of a share changes during the day by more than 10
per cent of its epening price, the order book will be suspended for 10 minutes,

The markes-making {or guote-driven) sysiem 15 conducted through SEAG. Market-maxers in listed
securilies are obliged o nake firm bid and offer prices in the shares that they wre registered to make
& market in, They must display on SEAQ drm two-way prices in not less than a mininwm specified
quan:ity of shares, known as a seinimun guote size, oy laid down by the LSE. (The miniruum quots size
1 a particular share 15 aqual to the normal markat size for that share as explained below.} The aiglest
quoted bid price and the lowsst quoted offer price we displaved in the yellow strip on SEAQ. Once 2
trace has taken place, it must be reportad immediately to the exchange. Tn return for these obligations,
registered market-rakers are accoréed certain privileges. For example, only registered market makers
can inpat prices into SEAQ. In addition, market-makers arz allowad (0 hold short positions in the shares
in which they are registered. They do this by borrowing shares {rom authorized lending insti‘ulions
using the services of money brokers. Inter-tesler brokers (TDBs} alse exist in the equity market wo halp
market-makers urwind their positions.

Sinee 1991, listed shares guoted on SEAQ) have beer classified according o normal markei size
(NMS) bands. There are twelve bands ranging from 500 to 200,000, where each band size indicates
the average number of institutionsl-sized trades (defined zs a deal of 10.000 shares)y made in that share
during the previeus vear. The twelve NMS bands are shown in Table 1.1,

Tahle 1.1 The NMS bands

NMS band Range of Number of
fastrtutional-sized SEAQ shuares
trades per year
300 - 60y 960
1060 6% .. 1,333 321
24600 LAE = DA 2
3,000 2401 - 37 159
A0 3081 - 6667 (5%
5,000 6668 — 12000 133
10,600 12000 — 15,003 61
2000 [RO0T — 33000 T4
80,000 3000 - A0000 a3
75000 o000 - 83000 12
106,600 930070 - 160000 i
2010, 0048 mare than 160,000 z
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The average nurmber of instititional-sived trades {of 10,000 shares} in a particular share is calou-
lated as follows:
Value of turnover i1 previous 12 months
Closing mid-price on last day of quarter x 1,000

As an example, consider Abbey Nationzl ordinary 10p shares.  Suppose that the value of the
turnover in these shares dusing the previous 12 months was £1,071.36m and that the closing mid-
price was £2.31. Then the average number of institutional-sized redes during the previous 12 months
was!

1,071,360,000 46,779

731-10.000 O

Since this is in the range 33,001 o 60,000, the NMS band for Abbey National shares is 30,000,

The NMS bands are important for a aumber of reasons. Most significantly, the NMS band indicates
the degree of liquidity of the share; the higher the band, the greater the liguidity. Second., the bands
indicate the minimum quote size for a particuler share. Third, the bands ave used for sade reporting
purposes, All shares in NMS bands 2,000 and above have immediate trade publication {i.e. within
3 minutes) on SEAQ for all trades up to six times the size of the NMS band (this is known as the
maximun publication level (MPL). Trades between 6 and 75 timss the size of the NMS band have
to be reported with a maximum delay of 60 minutes. Block trades greater than 75 times NMS have
to be reported after three days or oncs 90 per cent of the rade has been offsst (whichavear is sooner).
Therz is ro trede pubtication on SEAQ for bargaivs of valus below £1.000 ar for shares in baads 500
ang 1,000, These are fairly illiquid sheres and the publication of traces in these shares appears the
next business day in the Stock Exchange’s Dedly Official List. However all trades that do not involve
market-miakers assuming risk {e.g. agency cross trades between brokers and riskless pringipal trades
including those between market makers) are published nmediately on SEAQ. Similarly, the iradcs in
shares of companics subject to a fakeover bid are published Immediately.

Once a share has moved 1o SETS, it will remain there. But international experience indicates that
order book systems work hest with verv Louid shares. The LSE does net helieve that SETS would be
suitable for shares outside the FISE350) index. So the quote-driven system using SEAQ will romain in
place for such shares.

Listed shares (and also corporate bonds) are cleared and settled using the LSE’s CREST clectroric
{i.¢. peperless or “dernaterialized’) settlement system (see also seetion 1.4.4 betow). CREST began
operating in July 1996 and replaced the exchange’s 200 vear old. formight’y, peper-buased account
sattlement system snowrl as TALISMAN. CREST operates a roffing settiement system snown as T=-8
whereby settlement {the exchange of cash for shave certificates) sakes place itve business days after the
trensaction date {e.g. on the next Monday for a trade taking place on a Monday ete.). The tight Gve-day
schedule for delivering share certificates means that an increasing number of active investoes hold their
certificates in & acminee account, wthough this is at the price of transferring nominal {(althcugh not
senedciall owncrship of the sharcs to the company operating the nontinee account {tvpically a broker),
Only one copy of the annuzl repert s sent 10 the broker running the nomsinal account, usless investors
became designated nominees i1 which case additional copies of the anrual report are sen: to brokers
whe then pass them or 1o these invesiors. Thers has aiso been an increased use of deposit zccounts
held with hrokers {and linked to a nomines account), together with an increased use of margin accounts
(see Section 1.4.2 below}l An alternative to nominee accounts is sponsored membership of CREST.
This enanies shareholders to retain their names on the contpany register and to recaive annual repotts
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and accounts, invitations to annual meetings and other sharcholder information and benefits (such as
discownts when buying company products), directly from the company. The shareholder is sponsored
by an intermediary (typically a broker or a seolicitor} wheo can charge for this service. There is a
nontines company compensation scheme, but this does not cover sponsored membership, Eventually
the T 5 rolling settlement system will be reduced to T+3.

The Alternative Investment Market {AIM} was csieblished by the LSE in June 1993 to trade the
shares of companies that are not suilable for a listing on the listed market. These include smail cap
compeanies (young, fast-growing companies with currently low stock market capitalizations), manage-
ment buy oms and buy-ins, companies with shares that are closely-held (Le. companics owned by a
few peonle, typically members of the same family, whose shares are traded only infrequently) and
Enterprise Investmment Scheme companies. AIM zlso trades the bonds of such companics as well as
the shares and bonds of foreign companies net incorporated ir: the UK. AIM replaced the Unlisted Se-
curities Markel or Second Market (which operated betwesn 1980 end 1996), the Third Market (which
operaied between 1987 and 19907, and an eariier LSE market known as the scetion 4.2 market,

Any company wishing for an AIM listing needs to lind an approved sponsor called a nominated
adviser, one of whose responsibitities is to ersure that the company’s prospectus complies with the
public offers of securitiey (POS) regularions. AIM s regulated by the LSE's Supervision and Surveil-
lance Department, but the nominated adviser 18 responsible for ensuring that ATV companies mest 4l
the regulutory standards. For example, the prospectus must srovide details of the company, the direc
tors” business background, subsiantal sharcholdings, relevant [inanciz] results and a risk warning. But
there 1s no requirement for any mivimum percentage of the share capital o be made pablicly available,
nor is a minimum trading period required. Continuing obligatiors will be similas 1o those for com
panies with a full listing. For example, interim figures and audited zccounts plus any price-sensitive
information must be disclosed to the LSE. The exchange will assess the performance of nominated ad-
visers and their registration can be withdrawo i1 they have bebaved in a way thai impairs the ‘infegrily
and reputation off AIM’. On the other hand, if a nominated adviser resigns, the company’s shares will
he suspended until it gets enother one; if i fails to find 4 new adviser within a month, its trading fa.
cilities will »e carcelled. There are some important 1ax advantages available to AIM companics that
are not avatlablz to listed merkal companies. For example, there is income “ax relie? for losses made
on suhscribed shares, capital gains tax gift and reinvestiment reliet. and 100 per cent business property
relief from inheritance tax if more than one quarter of & company’s equity is inherited (50 per cent
relief if less than one quaner is inherited},

AIM uses a trading system called SEATS PLUS (the Stock Exchange Alternative Trading Service)
to deal with the problem of illiquidity it small company shares. Prior to this, if at least two market-
makers could not be tound to make competitive prices in a particuiar share. investors had 1o usc a
butletin board, a system of order book trading between brokers conducted on a matched bargain basis.
This meant that an invesior could not sell his shareholding until another investor was willing to buy
it: there was no marker-maker who was willing (o take the risk of buying the shares from the first
investor and wait until the second investor came along to buy the shares from him. A bulletin board
system clearly indicates the fack of Uquidity in what are called thinly-traded shares. SEATS PLUS is
4 screen based rading system that allows a single market-maker o trade i gach shares. The market:
maker quoles bid and offer prices and the broker who wishes to deal in a panticular share has to indicate
to the mearkst maker whether he is 2 potentiz] buyer or a potentiai seller and has 1o give the murket-
maker first refuse] on the deal {in contrasl, brokers using SEAQ do not have to indicate whether they
are buyers or sellers). Tf the market-maker decides to go ahead with the deal, it Is excouled at the guoted
aid or offer price. The size of the des! has (o be reported immediately, bt information concerning the
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price only bas to be reported on a five day rolling settlement basis. If a second market-maker chose to
trade in the share, then the share would be transferred to the SEAQ trading system. The bulletin bourd
will be retained for a small number of around 100 companies whose shares are so tightly held that few
ever change hands or for new companies wanting to use the status of a public quotaiion to enhance
their prospects of raising funds. The LSE hopes that SEATS PL.US, by improving the liquidity of the
shares of small companies, will make small company shares more attraetive 1o Institutional nvestors
who Invest aimost exclusively in the shares of the top 350 companies. Nevertheless, spreads tend to
be much wider on AIM than on the main market, They can vary between 2 per ceat and 20 per gen:
compared with aboul 3 per cent {or small compantes quoted on the main market.

There are 4 number of other markets trading domestic equities that are nol operated by the LSE.

The OTC {over-the-counter} marke! (which began i 19717 is for new companies which do not have
a sufficiently long track record to warrant Hsting on one of the LSE’s markets. Most business is carried
ous by telephore buyers and sellers on a commission basis, although some act as marke! makers by
directly buying from and selling to invesiors,

The veniure capital market (which pegan o take of in “he mid 1970s) provides developrent or
redevelopment capital for unguoted speculative companies which lave extremely high risks attached
to tham bat from whicl higher returns are expected. A ventorz capizal investiment 1s generally tliquid
arl is realizablc only when the company s sold or begins to have ity shares traded on the OTC market
or one of the LSE markets, The entire investment can be lost if the company fulls, as frequantly
happens, The venture capital market has been used for start-up or greernfield invesiments, expansion
by high grow:h companies, refinancing, sescur of unprofitable corpanies through capital irjection,
and management buy-outs. The most cormumon features of a venture canital investment are: that the
investment 15 through egaity participation or with an option to convert to equity; it is of nedium termn
(five 10 ten years) and there is ganerally active involvement by the fuvestor witl the mansgement of
the company.

Recently a number of electronic trading qy‘:t?ma have been developed and *hese compate directly
with the LSE jn the vading of domestic securities, The most important is fradepoint Flagacial
Neavorks PLC {or simoly Tradepoing) which degan O]'\Crdtlr{‘ 11 1998 and vrovides z screen-based,
order-matching market jn domestic securities for banks and instisuzional investors, thereby saving on
markei-makers’ spreads. Tradepoint uses Windows software end users such as fund menagers ead
stocxhrokers enter the shares they wish to buy or sell 1ogether with the velume and price at which they
wislt to deal. If there are other orders outstanding at that price, the new order is aggresated with thase
ard takes a place at the back of the quee, The user’s screen will signal the order in the “my bids” or
my offers” colume., Woen a counterparty comes 1o willing to deal at the price disnlayed, the trade
takes place mnomatically and the serean records this at the top. It tae counterparty wishes to buy fewer
shares than the total namber on offer, the order goes 1o the first seller in the queae at that price. If the
counterparty wishes to buy maore shares than the total on offer, the unfilled part of the order remains
on the screen and will be executed as soon as any new shares are offered for sale at that price. Users
whe change their bid and offer prices during the day have to go 0 the back of the queus. All arders
that are not cxecuted by the end of the husincss day are cancelled. There is continuous matching of
buy and sell orders In lignid shares, but Tradspoint holds periodic auctions for Jess quid shares, The
trades are settled via the London Clearing House (fwhich also settles deals on the derjvatives exchanges
in London], but Tradepoint has also bean designed to use the LSE's CREST settlzment systern. Other
examples are [nsinet, a subsiciary of Reuters, which also operates an order matching market in 4 lim-
ited number of shares via a bulletin board, Ofex which was developed by markst maker TP Jenkins,
and BST (Electronic Share Information) which uses the Internct, thereby enabling investors to dea
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in shares using their home computers, with the deals channelled through Charles Schweb (formerly
Share-Link}, an execution-only broker and member firm of the LSE: ESI supplies current bid and offer
prices, the last trade price and the volurne of shares changing hands.

Imternational equities are the sharss issued and traded in the domestic markets of overseas coun-
tries. They arc purchased and sold using the services of local dealers and brokers, As an alternative
to directly aveessing the various domestic markets overseas, large investors wishing to invest interna.-
tionally can use the internationaf equity market (IEM) in blue-chip shares. The fivst genuine exampie
of an international placing of & British company’s equity was 25 million shares of Britoil in July 1983,
Before that, in November 1984, 90 million British Telecom shares were sold in Switzerland as part of
the Swiss tranche o the initial pubiic offering. but this was reatly part of a placing exercise in different
domestic overseas markets,

Iaving begun in 1983, the international aguity markel is cxactly twenty years younger than the
eurobond market and shares many of its cheracteristics. In particular, the same investment banks hat
are involved in the surcbond market are using similar resources and technigues to issue and distribute
equities, They are involved in the underwriting and placing of the primary issue of equity as well as
acting as brokers and even market-makers in the secondary market.

The key advantage of an organized international equity market 1o international investors is sase
and speed of communications. Information concerning shares in compunies in different counsries can
be commumicated to infernational investors much meore rapidly using the centralized resources of the
investment sanks than by using local brokers alone.

One advantage to corporations of an international issue compared with a conventional domestic
issue is the saving on costs. By circumventing the need for roadshows, pathfinder prospectuses, stock
cxchange listing fees and mestings with fund menagers and investment unalysts in ditferent cites,
substantial savings can be made. In addition, there can be time savings in the selling period of up
to two months compared with the traditioral approach,  Another advantage Is the access 1o funds
that are nol available wher the issue is conlined to comestic investors. Also, by using international
equily issucs, companies can bypass somge of the restrictive rules and regulations {e.g. with repard to
disclosire requirerientsy of domestie stock exchanges and regulatory authorities.

One of the main constraints on the developmen: of the internaiional sceordary markst for equities 1s
the abserce of an efficient clearing and setticmen: system, The time teken to settie tracsactions between
different financial centres during the initial phase of the international equity market has been excassive,
A similar prosiem effected the eurcbond market in the 1960s, The solution was the introduction of the
two clearivg systems. Buroclear and Cedel. The same solution has been introducead by both of these
systems for Duernstional equitizs, mostly in bearer-form although in some countries (e.g. Sweden)
only registered-forr equity can be tradad, In total, more than 600 equities worldwide have a significant
international market,

Another feature of the internationsl equity market is the consequential foreign exchange transac.
ticns. An international investor may ptrchuse. say, 10,000 ICT shares in London in sterling and rescll
hall of them in Frankfurt in Deutsclimarks and the other half in New York in dollars. Euroclear and
Cedzl offer suclh international investors the opporturity of dealing in different markets in a gingle base
CUITENCY.

In & further attempt to head off another innovation cutside its control. the LSE introduced in 1986
SEAQ International (or SEAQ 1) a price quotations system used by more than forty market-makers for
trading internztional equities. Within the European time zone, SEAQ International provides real time
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dealing prices for all the raain infernational reglons. For example, 1t covers the 'Big Board” stocks
listad on the New York Stock Exchange, such as AT&T, Coca Cola, Exxon, General Motors and TBM,
and allows invesiors fo execute orders 8ix hours before the New York Market opens. It also covers
the markets in Australia, Canada, Hong Kong, Japan, Scandinavia, South Africa and other emerging
markets, with most of the shares quoted in domestic cluTencies,

SEAQ-I ceased trading Evropean equities in Ianuery (996 because of increasing competition from
continental stock exchanges which modernized their rules and their operating systems o ap atternpt to
win back wrade in their own domestie shares from Londor, e.g. they are now more willing to engege in
block trades. In October 1993, NatWest Securities, ong of the UK’s leading market makers, announced
that it intended to conduct more of its business on continental exchanges than on SEAQ-I: *Although
London remains the most active trading centre in the world for European equitics, we believe our
clients can benefit significantly from the growing sophistication and transparency of local dealing
systerns in Earope ... where we are finding greater efficiency in both cost and exscution.” Under EU
rules, which came o effect in Jantary 1996, NatWest Securitics has epplied for remote membership
of the exchanges in Paris, Madrid and Frankfort. In 1991, the FTSE Eurtop 300 index of the shares
of BEurope’s largest 300 contpanies was launched.

In 1989, the London Securities and Derivatives Exchange {or OMLX, an acronym that reflects
its original name of Options Market London) began to trade the securities and dertvatives of certaln
Swedish and German companies and equity indices. In [996, EASDAQ {the European Association of
Securities Dealers Automated Quotations) began to trade the shares of Eoropear smeller companies,

In 1996, all the quote-driver electronic trading systems operated by the LSE, namely SEAQ.
SEATS PLUS and SEAQ [, were integrated mio a single trading platform called SEQUENCE, with
the aim of executing transactions mere rapidly and cheaply. The London Market Information Link.
introduced in 1994, has reduced the walting time for information by 15 seconds.

The shares of UK corporations are also traded in oversess markets. For exarple, in the USA they
ars traded in the form of American depository receipis {ADRS). The UK shares are heid by the UK
brancnes of US banks which issue ADRs against therm. The ADRs are then traded on the major markets
or the OTC market. The original shares do not have to ba fisted on the relevant US market, ADRs are
negotiable bearsr secuities which are denomimated in US dollars. The holders of ADRs are entitled to
receive dividends which are payable in US dollars by the custodian bank, subject o 2 withholding tax
of 12 per cent. The holders of ADRs zlso have voting rights and can request the underlying shares at
any time, The attraciiveness of ADRs ligs in the fact that they are bearer securities and so the holder
avoids having to register s tha beneficial owner of the UK shares. ADRs are now being roplaced by
GDRs (global depasitory receipts), Depository receipts in Londor are traded on SEA() 1.

1.4 'Trading arrangements

In this section. we consider some of the trading arrangements that are cormmon to organized financizl
markets. This covers such issues &s the kinds of orders receivad by brokers, the kinds of accounts kept
by investors, and the kinds of stock barrowing agreements made by investors. We also examine the
clearing and settlement of trades, as well as official intervention in markets.
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1.4.1 ‘I'ypes of order

There are various types of order that an investor can give to his broker:

[

e

Market (or ar best} order. The most cormon type of order is the market order, which is an
instruction to buy or sell a particuiar security immediately at the best possible price (i.2. to buy
at the lowest offer price available and sell at the lighest bid price).

Stop order.  'This is an instruction o buy or seli a particular security as soon as the price passes
a particular level. A buy stop order Tor 1000 shares at £2.50 is an instraction to purchasa 1000
shares as soon as the share price rises above £2.50. There is no guarantes that the trade will take
place at £2.50 and it might be that the order is executed at £2.52. Similarly, a sell stop order
(also called a siop-loss order) on the same terms might be executed at £2.47 rather than £2.50

Limit order,  This is an instruction to buy or sell a particular security only up to a stated Iimit
price. If the limit price is exceeded, the order will rot be exceuted. For example, a buy {imit
arder for 1000 shares at £2.50 1s an nstruction to purchase 1000 shares if the price is at or below
£2.50. The order will not be executed if, by the time it reaches the market, the share price has
risen above £2.50.

& Stop limit ovder. This (s a combination of the last tweo orders. For example, the instruction to

sell 1000 sheres al £2.50 stop, £2.47 limit” will be executad if the share price falls below £2.50
but does not fall below £2.47.

Davorder 'This is an order {of the type 2, 3 or £} that is cancelled if it is not executed on the
day the lustructon is reesived,

Open order {or Good-till- cancelled ordery,  This is an order thal remains in effect until it is
either executed or cancelled.

Fill or-kill order,  This is en order that is cancelled if it cannot be executed immediately.

Round lot order. 'T'his is an order to buy or sell a security in the standard trading unit for a
given stock exchange. For example, on the LSE a round lot for shares is 1000 shares. Similarly,
a single LSE share option is for 1000 shares.

Odd {or ovder. This Is any order for other than a round ot

1.4.2 'Types of account

"There are two main types of account that an investor can keep with his broker:

1

Cash aecouns.  This is the most commai type of accourt kept by an investor with his broker.
It is exactly like a standurd bank account: depasits {in the form of ¢ash and revenue {rom the
sale of securitics) must exceed withdrawals (in the form of cush and security purchases).

Margin account. A margin account is iike a bark account with an overdraft limit, It allows
investors o huy securities with eredit supplied by the broker. The securities are Kept with the
broker ag coliateral. The broker charges interest on this loan, at a rate that is 1elated to current
meney market interest rates. Trading on margin is 4 means of leverage or gearing that magnifies
the percentage gain or loss from a given change in sceurity prices.
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The tolowing example illustrates how a margin account works. Suppose initially that an investor
uys 1000 shares at £2.00 for cash and sells them after a year for £2.50. His initial cash outflow is
£2000 and his cash inflow after @ vear is £2500. The return on his investment is:

Net cash mftow
Initial cash outfow

_ £2500—£2009 _ o5

£2000
Now suppose instead that the investor purchased the shares on margin subject to an initial margin
recuirement of, say, 75 per cent. This means that hie has to put up 75 per cent of the ¢ash himnself but
can borrew the other 235 ner cens at, say, 10 per cent. His imitial cash outflow is therefore only £1300
althongh the sheres still cost £2000 10 buy. At the end of the year, he again sells the shares for £2500
but the net cas inflow s reduced by the £50 interest he has to pay to the broker. The rate of return on
investriens is:

Rate of return

. Net cash inflow
Rate ol return = @ —em—r ——  —
Initial cash outflow
£2500 — £2000 — £30
£1500

So with margining, the rate of return has been magnified from 23 o 30 per cent.

= 30%.

Suppose, however, that the share price had falan to £1.50 rather thar risen to £2.50. The value
of the shares a: the end of the year would have been £1500, 2 Toss of £300. The cash investor would
have mede a loss of 25 per cent (Le. [£1500 — £2000]/£2000), But the marginal investor, who still has
to pay intercst on the borrowsad funds, world heve made a loss of 37 per cent (e, [£1500 — £2000 —
#50]/£1500). So with margining, the rate of toss has bean magrified from 25 to 37 per cent.

Lver worse, the marginal investor suffering adverse price novements may 2lso e faced with &
wmargin cad, This will ocour when the perceniage margin fails below the maintenance murgin level,
which is set at. say, 70 per cont. Initiz:ly the pereentage margin was 75 per cont {ogual to the nitial
meargin:

e ) Initial value of investor's squity
Initial percentage margin

Iritial value of investor's cqaity -+ Vaiue of loan

£1500 15
= —_— = AU,
£1500 -+ £300
IT tire mainlerance margin ks A per cent, taen the value of the investor’s equity {snd the value of the
shares) can fall by £333 before a margin cali 1$ made, since:
0.7(Value of loan}

value of investor’s equity at time of margin ¢call = ——— e
L —3hy

= 233-{£500) = £1167,

and the initial value of the investor’s equity was £3500 {(£333 = £1300 — £1167). Now & fall in the
value of the shares by £333 is equivaient to a [all of 17 ver cent {l.e. £333/£20001, But by the year end,
the value of the shares had failen by 25 per cent or £30(5 In order to meet the maintenance margin,
the investor woutld have had to deposit a total of £167 (.. £300 — £333) with the broker by the end
of the year However, the effect of the margin call is to reduce the loss from 37 to 33 per cent (i.e.
[£1500 — £2000 — £30]/[£1300 4 £167]), The procadure of paying maintenance margin is known as
marking to morker.
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1.4.3 Stoek borrowing agreements

Trading on margin is equivalent to borrowing cash. But there are other trading amangements that are
eguivalent to borrowing securities. The most important ones are saoi? sale agreements and repurchuse
GEFECINERIS,

Short sale agreements.  [f an investor expects security prices to rise, he undartakes a margingl pur-
chase of securities, However, it he believes securlsy prices are poing to f2ll, he makes & shorr sule.
Short selling involves the szle of a security that is not curreally owned by (e seller. Intially, the secu-
rity is borrowed from the short-seller’s broker (e.g. from an jnvertory of securities held as collateral for
the margined purchases of other investors) and delivered 1o the buyer. Butat the end of the agreement
with the broker, the security has to be repaid to the broker. This s uchieved by the short-seller buving
the sectrity in the open miarket and handing it over o the broker

It follows from this arrangement that the short sellar gains if the security price fails and toses it the
secarity price rises. There is ne [imit to the potential loss from a short sale, because the security’s price
ca increase without limit. (It can oniy ever fall to zero.) This makes shor selling a very risky activity.
It can also be risky for the lender of the security becanse the shart-seller can defarlt o his obligations
and rot repay the loan. The broker as security lencer can protect himself from default through the
reqairenent of the short-seller w0 meXe both inttial margin and maintenance margin payments. For
example, 50 per cen: of the proceeds of the shoit sele may have to be deposited as injtial margin. If the
securily price subsequently rises, malntenance margin pavmerts Jave to be made. On the other hang,
i the security price subsequentiy falls, cash can be withéraw: by the short-selier. In other words, the
margin aceount is marked to markol,

Tt is difficult if not impoessible to provide a sensible way of caleulating the rate of raturn on 2 short
sale. This is because the short seller dees not have o put up any cepital to suppoit the vansaction.
Strictiy speaking, therefore, the rate of return on a short sale is always plus or minus infinity. However,
many people base the rate of returr oo the vaiue of the initial proceeds, as the ollowing example
itlastrates,

Suppose that 100 shares are sold short for £2.00 each. This raises £2000. At the ond of the year
the sheres are stending at £1.50, so that the short seller has to pay only £1500 for the 1000 shares he has
to return Lo the broker. Suppose also that the #2000 raised could be juvested at 10 pear cent, gencraling
£200 over the veur. However, the short-seller will have to pey the dividend {called a merfactred
dividend) on the sheres borrowed which we Zake 1o be payable at § per cent. costing £160. The total
gain from the transaction is £540 (Le. £2000 — £1500- £200 — £160). The rate of retum is:

Not cash inflow

Rate of return
N Proceeds from short sale

£540
= = /%,
2000 ¢

1% instesd the share price had risen to £2.50, then the fotal loss from the transaction is £460 {le.
£2000 — £2500 + £200 — £160), This trplies & rate of retien of:

Net casl inflow

Rateofveturn = — " -
Proceeds Zrom short sale
__ 0y

£2000

W
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Finally, it is important to note that for most investors thers are limits to the extent that they can engage
in short selling. These are designed to protect the market from a downward slide in prices that sub-
stantiz] short selling activity could generate. The fewest restrictions on short selling are those faced by
merket-makers themselves.

Repurchase agreements. A repurchase agreement (o0 repo) 1s also an arrangement for borrowing
secnrities but, unlike a short saie, the payments under the transaction are determined at the beginning
of the deal. The buyer of a repo buys the security for a fixed term on the understending that the seller of
the repo will repurchase the security at the enc of the term zf a price that is either set at the beginning
of the agreement or determined according to an agreed formula.

‘e can consider an example of an overnight repo. The buver of a repo agrees 1o buy a goverrment
bond ovemight. The seller agrees o repurchase e bord the Jollowing day at a price that includes
overnight interest ralos. The seller gets the use of cash for one day (i.e. borrows cash agzinst the bond
as collateral) and the buysr invests cash overnight in the government bond (i.e. efiectively borrows (e
bordl. The opposite transaction to a repo 18 a reverse {07 a reverse repo Of even o resaéel.

Suppose that the seller of the repo is a GEMM who Las just agreed to buy £5 million of a govern-
ment bond but does not have the funds to pay for it, while the bover of the repo s an mvestor with
surplus cash who wishes to ear the overnight repo rate of § per cent, say. The interest received by the
repo suyer s caleulated as follows:

Repo term

Interest = Principal x Repo rate x 36
I
= 5,000,000-0.08- . — = £f1095.89.
5,000,000 g s £1095.89

This interest is paid indirsetly as follows. The repa seller sells the bonds on one day for £4 99890411
(Le. £5,000,000 — £1,095.89) and buys them back the next day for £3,000,000.

Repos are attractive for two mzin reasons. First, bond holders can generate extrs yield by repoing
out their bonds to dealers for short periods. Second, investors with suenlus cash can undertake very
secure coliaterslised investroents when they lend dealers cas’ againg: bouds, The ropo mearkes began
in the US in the 1980s as a means for fnvestment banks Lo finance botl their long bond positions and
o cover their short positions by respectively lending and borrowieg bonds. Since 1992, a cormmon
internztional repo conmtract has been traded. Ay we saw above, the Bank of Ergland began a repo
trarket i gilts tn 1996 (this s explained in more detail tn scetion 5.113.

1.4.4 Clearing and settlement of trades

An important aspect of the secondary market is the clearing and settlemnent of trades between sellers
and buyers of securitics. These are semetimes callad back affice funclions 10 contrast with the fronr
office activities of trading and sales.

Clearing covers all the activities prior to sett.ement such as trede comparison and masching, rade
netting, securities messages and numbering, and securities lending. The first part of the clearing pro-
cess 18 trade comparison ane matching which involves confirmation between the counterparties that a
deal has been donz and that the details of the deal have been agread on both sides. The nex: sten is the
netting of trades, During the course of a trading day an Invesior might sell 100 shares in a particuler
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company and laler that day buy back 80 shares in the same company; at the end of the day only 20
shares would have 10 be delivered since only 20 shares net have been sold, Security messaging and
qumbering involves informing the relevant clearing system that a transaction in an identified security is
anout 1o take place, that delivery or receipt of sscuritiss has taken place, or thut such a transaction has
been cancelled. This is particularly important for international sscurities transactions {say involviag
Cedel or Evroclear) where two differert countries” clearing sysiems will be nvolvad (and possibly a
third country’s as well if the socurities nvolved are domiciled in a third country). Related to this i3
the correct identification of the shazes and bonds baing seld. UK securities used to have identification
names listed in the UK Stock Exchange Daily Official List (SEDOLY. But these have been replaced by
an ISIN {Internationa’ Security Identification Number} operated by ANNA {Association of National
Numnbering Agencies). The fingl aspect of clearing is securities lending which oceurs at the point
where settlement is avout to take place and there are either insufficient or surplus securities available
(this could be due to human error or a deliberate strategy by & market maker). At this point securities
may have (0 be borrowed to complete (e deal, while surplus securities might be lent or vepoed.

Seftlement deals with the actual transler of ownership of securities in exchange for cash and the
conIrmation that this has taken place and as the saying goes “if it dees not settle, it is not a vade’.
There are risks even at this stage because it i possible for one of the counterparties to go bankrupt just
after receiving securities but efore delivering cash, This is known as settfement risk and becomes an
increasing possibility as real-time settlemnent systerns are introducsed. Tn tha cass of gilts, the settiement
of repos is facilitzted Dy a system offered by the Gilts Settlements Office known as defivery by value
{DBV). Registered members of the GSO wishing to borrow money against gilt collateral can have stock
in their GSO account antomatically pledped overnight agalnst an assured payment Zrom the lender’s
punk. The gilts are returned to the account the next business day and the money is zuiomatically
returnted 1o the bank. The stock lender usaaily requires collateral 1 the form of DBV {Le. gilts in the
GSOj or certificates of deposit. He also requires & fee for the loan as well as any inconte payments tiat
become due on the stock lent.

1.4.5 Official intervention in markets

QOccasionally the authorities intervene in the operation of Anancial markets, especially when they be-
liave that the actions of speculators have created a disorderly market., Taere are many examples of
official infervention in the gilt-edged. money and foreign exchange markets. For example, in the gilts
market, the government aims to maximize investors” desires to hold gilt edged stoek in the loag rua.
This objective is mare likely to be achieved if there are zot sudden falls iz gilt prices from one day to
the next. The Bank of England therelore somatimes buys gilts from market-makers in a falling market
in ovder to smonta cut price falls. Tt also sells gilts onto the market to smooth out sharp price rises
caused by the activitics of short-term speculators who are likely to sell out sucdenly, causing a coilapse
in gilt prices. However, it is possible for the actions of the anthorities to be counter-productive. Le. to
be destabilizing rather thar stabilizing. This is because of the activitizs of speculators who attempl to
exploit the predictable behaviour of the authorities.

In a rising market. speculators will be tempicd to join the bandwagon and make their short term
profits, while always being prepared so sell out ar the first piece of bad news. Such selling when it
ocewss depresses prices and shakes the confidence of tong term investors who might then pe tempted
to seli stock themselves, Similarly in a falllng market, speculators wil: wish to make profiss by taking
short positions but must always be ready to cover lhelr short positions at the sirst sign of good news.
There will generally be more speculative activity if specalators are confident that the authorities will
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act to smooth out price reversals, becaase this helps to prevent speculators gelting their fingers burned.
So the price smoothing sctivities of the autherinies might counter productively encouarags specutation.

Tt is arguable that it would be better if there was no officlal intervention and if markets were lefs
alone to stabiiize themsaives, This could be achisved through the fechnica! adiusiments of murket-
makers. For example i9 a rapidly rising market, market-muakers are likely o find themselves short of
stock to defiver against sales that they have made, They sometimes respond ti this by sharply marking
pricas down. This has the effect of shaking out speculators who heve Jong positions and who fear
fusther price Julls. The market makers aro therefore able to get the stock they need. But another effect
1% 0 help stabilize the market, because, once price rises resume, they do so in a more stable market with
fower speculators, and hence in a mrariet that is more mesistant to auy further bad news. But the risk to
market-mikers is that the fall in prices not onty does not frighten off speculators, it actually encourages
long-term investors to buy more securities. Mearkst makers have to make a careful assessnent about
how the situation wiil develop and they will not hmplerrent a technical adjusinteat until they feel that
speculators” holdings are sudstantial.

Technical adjustments a.s0 oecur ik falling markets. Iastitziional investors tend rot to buy long-
term seeurides in falling markers, Instead they will save up surplus fiinds until prices begin to rise
agair. However if large nembers of (nstitutional investors all begir to huy securities at the same time
then this can create a disorderly market. Market- makers attempt to prevent dermand penting up in this
way by iritating 4 saries of sharp upward technical zd*astments in prices to cncoursge institutionel
investors to buy.

1t has been argued that to reduce the tmpact of speciators. the authorities should do the opposite
of what they zctuully do at this time. Rather than sell gilts when the marke! stops falling, the Bank
should execute a bear syueece againg speculators by buying gilts, If speculators waited unti] this stage
pefore closing thetr short positions, they would find not onty that they had difficulty in acquiring the
stock to do so but that what stock was availeble was available only al high prices. In order to avoid
being squeszed speculators would have to close their short sositions before prices stopped felling and
this would help to stabilize the market.

Depending on how it s implemented, officia: intervention can therefore be either stabilizing or
destabilizing,

1.5 Regulation

Tn this seciion, we examine the set of regilations that confront the financial system, Everyvone who
operales in a financial systemn (in particular, fimancia. intermedizries and markel-makers) faces a var-
ticular regulatory environment. This environmen: cen differ from one financia: system to another. We
will exzmine the set of regulations operating i the UK.

Figure 1.7 shows the hiererchical structure of regulatory contral in the UK. The Financial Services
Act 1986, the Bunk of England Act 1998, and the Firancial Seivices and Markers Act 1999 are the
key to the whole sysiem of reguiatory conirol. These Acts give overal! respons’bilicy for regulating
the fdnancial system to HM Treasury, although there ave other organizasions engaged in regulation
which do not report directly to the Treasury. An example is the Panel on Tukeovers and Mergers.
This is a non-statutory dody established by the City iwself. 1 operates two sets of rules: the Ciry

TThais section draws beevily on Faanciol Services Awthoriiy: An (hsline 1 657
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Figure 1,7 Regulatory control of the UK Anancial system
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Code on Thkeavers and Mergers, and \he Rudes on Substartial Acguisition of Shares. While the ruies
are non-statutory, shey gencraily work bocause ruie-breakers can be cold-shouldered by everyone ¢lsc
operating in the City.

The Treasury has overall resporsibility for the nstitutional structure of reguiation and for the kegis
lation that governs it. However, it has delegated operational matters to the Financial Services Authority
{(FSA) ard the Bank of England.

The FSA has five stenory obisctives:

[ To sustain confidencs in the UK financial sector and markets.

2 To proiect consumess by enswring that firms are competent and financielly sound and to give
their customers coufidsnce in thelr integrity, while recognizing consumers’ ow:l responsibility
“or their financial decisions.

L)

To promote improvement in public undersianding of the benefits and risks associated with finan-
¢ial products.
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4 To manitor, deteet and prevent finaneiai crime.
5 1o pursue these objectives ina way which;
a} is efficient and economic and ensures that costs and restrictions on firms are proportionate
to the benefits of regulation;
b) facilitates innovation in financial services:

¢) takes acconnt of the international nature of financial regulation and financial services busi-
nesses.

The FSA has three principal aims:

1 To protect consumers of financial services. The FSA will:

a) set, promote, monitor and enforce high standards of integrity, firancizl soondness, fair
cealing and compeience for those it regulates, in order to protect and secure fair treatment
for investors, depositors and poiicyholders;

b} aim to ensure that consumers receive clear and adeqgaate information about services, prod-
ucts and risks;

¢} acknowledge customers’ responsibility for their own decisions, while aiming to ensure that
they are not exposed 1o risks that they should not reasonably be expected to assume,

1o promote clean and orderfy markets. The FSA will;

3

4) promote fairness, transparency aned orderly conduet in financial markess, looking i the
first instence to the markets and market participants to set and enforce high standards in
this areas

b} take action where such standards are inadequate or are ineffectively enforeed.
3 ¥o maintain confidence in the finoncial svsrem., The FSA will:

a) sef, promote, monitor and enforce high standards of financial soundness and probity for
financiel services businesses, in order to cortribute to the scundness of the firancial system
as 2 whole and to promote consumers’ and financial institutions” confidence in its strength
and integrity:

b aim teo ensure, in co-operation with the Bank of England, that the failure of individual
financial institutions does not undermine the overall stability and soundness of the finuncial
System.

The ESA will pursue these atms and objectives in an efficient way and will seek 1o ensure that the
costs of regulation are proportionate to the benefits, To achieve this, the FSA exercises the following
functions:

t The quthorization of market participants

Authorized persons must nteet specifed standerds of integrizy, financiz) soundness and compe-
tence in order 1o operate in the financial services industry, Authorized persons have to demon-
strate through examinations and other means that they are fii and proper persons to engage in
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]

)
3

investrment business. One way of achieving this is 1o pass the examination for securities repre -
sentative set by the Securities Institute. Tt 1s a criminal effence to carry on investrent business
without being either authorized or exempted. Exempted persons do not require anthorization
to carry on investment business and include the Bank of England, recognized investrnent ex-
changes and recognized clearing houses, Persons carrying on investment business without being
authorized or exentpted can be fined or imprisoned; any contracts that they make cannot be en-
forced but can be enforced against therm if the investor wishes; and a restitution order can be
made against them so that they can be obliged to return any profits that they wake or meet any
losses caused by investors.

In recent years, the City has begun to emphasize the importance of professional trzining. The
FSA hes established the Securitiss Industry Diploma through the Securities Institute, and the
Society of Financial Advisers requires its members to pass examinations set by the Charterad
Insurance Institute. [t is also possible to become an associate of the Tostitute of Invesiment Man
agement and Research (IIMR) by obtaining the Ingtitute’s Investment Managemsant Certificate.

The pradential superision of banks, Hie companies, securities firms and fund managers, and
reguladion of their conduct of business

‘The FSA is rasponsible for implementing a co-ordinated supervisory programme for every bank,
life company, securitics firm asd fund manager. This mvolves an understanding, in respect of
¢ach such organization, of! its business strategy; its menagemernt capabilities and policies; its
systems and controls; the adeguacy of its resources, both hunan end financizl; and the economic
cnvironment in which it opesates, in the UK and overseas.

The FSA also makes rulss governing the carsying on of investiment business. These cover:

a) the conduact of business: an investiment adviser {e.g. a broker or an investment bank) must
knovwe his cliens, give him the besr advice for his circumstances, ensure best execudion
{buying and selling for the client on the best terms available), ensure the client understands
any risk involved in a proposed ansaction, disclose any interest his company may have in
the trarsaction, inform the clant of the size of any fee or commission from arranging the
transaction, keep good records, and establish barriers to passing on information gained in
confidence {tae so-called Chinese Walls rule);

by unsolicited calls: for example, the selling of investnent products Tollowing an unsolicited
call (Le. cold calling) is closely regulated and customers are permitted to cancel some types
of deals after unselicited calls;

c} clients’ money: for example, a client’s moncy must be kept in a separate account from that

of the firm acting for the ¢lient.
The rules are eollected together in a rule Sook which is given to every member of staff
when they join a company. The rule book provides for an arbitration procedure n the case
of customer complainis and & compensation scheme (o compensate depositors, inveslors
and policyhelders in the event of defanlkt or frand, ‘The FSA monitors fingncial scrvice
compantes by means of compiionce visits to ensure that they coroply with the rules. Firms
appoirlt complicee officers to ensure their actions are compatible with the ruies, The rule
book allows for the diseiplining and expulsion of members who break the rules.

Investigation, enforcement and discipline

In order to exercizse effectively its regulatory authority, the FSA needs 1o have powers of in-
restigation, enforcement and discinline over the individuels, firms and rnarkets that it regulates.
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Uader the Banking Act 1987 it also bas intervention powers in relation o the bankiog syster.
This means that i@ has powers to prevent unauthorized irvestmert business ead {llegal oeposit-
tuxing.

There is ircreasing use of bath Information technology and international co-operation in tha -
vestigation process. For example, in 1993, the Surveiliance Depertment of the LSE introduced a
computer system to help tdentify cases of illegel share dealings. It is called IMAS, the fuegrared
Monitoring und Surveilipnee System, and uses differert sources of electronic finarcial informa

tion to detect unusue] market situations {knewn as alerts). such as unusually large transactions,
skarp price changes, vnorthodox price quotes by market-makers or apparent breaches of the rules
on the renorting of transactions, Graphs showing the transactions made by dilffereat brokers oa
hehali of clients cen be superimposed on charts depiciing prices end volurnes, ensbling investi-
gators to piek out suspiciods trades within a few minwtes of them oceurring. The US eqguivalent
is called Stockwareh, Abow 1,000 uausual share price movements are examnined daily. There is
also increasing cooperation with regulators in other counities, via the International Organization
of Securities Commissions {JOSCO) and Jurer-Market Surveiflance. Tater-Market Surveillance
is an international group of exchanges zad regulators which has agreed to pool information.
This is because of the increesing number of suspicious trades that are made by shell companies
in offshore financial centres such as Jersey and the Cayman Islands.

There heve been other measures to tighten up the regulatory control of the financial markets.
For examnle, in 1994, the Marker Conduct Regulators Group was esteblished to ensurs that
egulators operate in a coherant manner ard hecome move effective in detecting financial markat
abuses. Its aim is to offer ‘explicit standards of market integrity and investor protection’. The
argumeit is that a unified system of surveillance is neaded for 2l markets where UK equities,
say, arc lraded (incleding derivative markets), so that abuse can bg detected and punished.

The regulation of investment exchanges and clearing honses

A vecognized investment exchange (RIE) is ane thatis recognized as being sngaged in the dealing
or mrangement of deals in anthorized UK sscurities, The main RIEs of tae UK are: the London
Stock Exchange, Tradepolat, tre London Intematioral Finarcial Futures and Options Exchangs
(LIFFE], ane the London Securities and Derivatives Exchange (GMLX,

A designuted investment excharge (DIE} 18 one that is expaged in the dealing or arraugement
of deals in interrational securities but without being sub’uct to UK regulation. An example of

a DIE is the Interrational Securities Marke: Association (ISMA), which orgenizes a market in
international bonds (mainly curebandsy from Lendon

A recognized clearing house (RCH) is one that s recognized as being engaged in the business
of the clearing and settlement of dea’s By authorized UK securit’es, in ofrer words in the rens-
fer of ownership of securities between counterparties, The largest clearing house in the UK i
the London Clearing House (LCH)Y which cleers trades on the London Intertational Financial
Futures and Options Exchange, the London Metal Exchange, the Intemational Petroleum Ex-
change and Tradepoint. The next largest is the Exchange Clearing House (ECHO) which clears
ivia multilateral netting) foveign excharge trades betwaar barks.

The FSA supervises the above sxcharges and cleering houses as well as the ovar-the counter
market.
Regudation of colective investment schemes

Tha FSA will regulate collective Investment schemes (L2, unit trusts, jnvestment rusts and
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opert-ended investmert companies). In particular, the FSA will authorize and recognize new
schemes and approve changes 1o existing schemes.

The Bank of England bas been given responsibility for the operation of monetary policy and for
ensuring tie stzbility of the financial system as a whole, This invalves:

b2

The stability of the monetary system. The Bank monisors this, as part of its monstary policy
functions. 1t wets daily in the markets, 1o deal with day to day fluctuations in Liquidity {see
section 1.4.3 above),

The financial system infrastruczure, in particular pavments systems at home and abroad. As the
bankers™ bank, the Bank stands atf the heart of the systermn. The Bank advises the Chancellor
on any major problam inherent in the payments systenzs. The Bank is 2lso closely involved
in developing and improving the infrastructure, and strengthening the sysier to help reduce
systemic risks,

The broad overview of the systemn as a whole, The Bank is responsible for menetary stability,
ard, through its involverent in the payments systenm, it may be the first to identify potential
problems. The Bank advises on the implications for financial stability of developments in the
domestic and international markets and payments systems; and it assosses the impaet on mons
lary conditiors of events in the financial scctor.

Being able, i excepiona: circumstances, o undertake offictal financial operations, in order to
lin:it the ris¥k of problems in or affecting particular justitutions spreading © other varts of the
financial systern,

The efficiency ad effeciiveress of the Tnarcial sector, with particular regard to international
cOompatitiveness,

The FSA and the Bark of England also share cortain responsibilitics for regalation, For example,
they are bath represented an the Basle Supervisors” Cormmittes and the European Central Bank Bank.
ing Supervisors” Sub-Committee. They tave also apreed the following chauing of domestic market
coImmittees:

I
2
3

4

Sterling Markets Joint Standing Committee: the FSA;
Foreign Exchangs Joint Standing Commistee: the Bank;
Derivatives Joint Standing Comumittee: the FSA;

Stocklending and Repo Conmmitres: the Bank,

On an historical note. the Financial Services Authority was created in 1997 and replaced the Se
curities and Irvestmenss Board (SIB) which was established by the Financial Services Act 1986, Asa
csult of the Bank of England Act 1998, responsibility for supervising barks, liste¢ money market in-
stitztions and releted clearing houses was fransferred from the Supervision and Surveiilance Division
of the Bank of Englend to the FSA. The Bank of England retaired rasponsibility for the operation of
manetary solicy and for ensuring financial stability. As a result of the Financlal Services anc Markets
Act 1999, the ESA acquired the regulatory and registration functions of:
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Building Societics Commission (BSC)  Building societies

Friendly Societies Commission {HSC)  Friendly socteties

Insurance Directorate (1D of the Insuranca
epartment of Trade ané Indusiry

Investmert Management Regulatory Investrnent managemeant
Organisation (IMRO)

Personal Investrnent Anthority (PTA) Retail invesunent business

Registry of Friendly Societics (RFS) Credit unions” supervision
{and the registration and
public records of buailding
societies, friendly societies,
industrial and provident
societies and other mutual
societies)

Securities and Futures Authority (SFAY  Securities and derivatives
business

Securities and Tnvestments Board (SIB3  Investment business
(including responsibility
for sapervising exchanges
and clearing houses)

Recognized Professional Bodiss iRPBs)  Accountants, solicitors and
actuaries for example.

Thre anelysis so far has deelt with the reguiation of market participants. But there are also regula-
tions covering the behaviour of end-users of the financial system. These are specified n the Companigs
Act [985 and the Criouna) Justice Act 1995,

The Companies Act 1985 specifies the obligations that various people heve in disclosing their
fnterests i the shares of comparies. Tlis is particularly important ir the case of takeaver bids. For
exampie, directors must disclose to their company all share dealings in their company within five
days. Similarly, shareholders with more than 5 per cent of towel shareholdings must disclose to the
company any treasaction invelving 1 percentage polnt or more shareboldings within five days, while
shareho ders with more than 15 percent of rotal shareholdings must report any transaction invelving |
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percentage point or more shareho dings witlin one day. (The latter case is governed by the Rules on
Substantial Acquisition of Shares of the Panel on Takeovers and Mergers.)

The Criminal Justice Act 1993 prohibits the use of confidentiz] inside information. An fnsider
is a person kuowingly connectéd with ¢ company (e.g. & director of, employee of or an adviser to
the company). Such a person may have access to specific wnpublishied prive-sensitive information
{SUPSI} {c.z. about the nossibility of a tekcover bid). It is a eriminal offence for an insider to deel in
securities on a reguluted market or through a professional intermediary on the basis of SUPST, or for
an grcornected person to ezl in securities on the basis of SUPSI acquired from an insider with both
the insider ard unconnected person culpable (unless the unconnected persor acquired thar information
in his capacity a¢ a market maker}, ot even for inside information to be disclosed to an unconnected
person, other than in the usual performence of employment. The Act covers dealings in shares, bords
and derivatives of these, such as futires and ontions, but exciudes inside informeation about the state
of the economy in general. The maximum penalty for insider dealing is seven years® imprisomment or
an unlimized fine or both, Rasponsibility for policy on insider dealing and market manipulation lies
with the Treascry. Responsinlity for the statutory investigation of alleped insider dealing and market
manipulation lies with the FSA, while resporsilsility for prosecution lies with the Serious Fraud Office
and the Crown Prosecution Service.

1.6 The financial system in a temporal context

In this finat section of the chapter we will place the UK finencial sysiem in a temporal context. In
particular, we will discuss the recent past and examine prospects [or the near future.

1.6.1 The recent past: the Big Bang of October 1986

On Moenday 27 QOctober 1986, the City of Loadon experienced what has become known as the Big
Bang. It represented Just one part of the biggest revolution taking place in the UK financial system
in more than two centuries, The Big Bang itself had two dimensions: z regulatory dimension and
a technological dimension. Both were intended to unleash a wave of competition and therefore to
increase choice in a way that bas not been known hitherto.

For the previous two hundred years the Stock Exchange in London had operated along the lines
of a cosy though honourable gentleman's club. It bad been owned by its own members, and in order
to avold teo much competition it operated & system of minimum fixed brokerage commissions on all
stack transactions. But to protect the investor, il zlso operated as a single-capacity system, whereby
the activities of the stockjobbers {the principals or dealers who make a market in each stock) and the
stockbrokers {the agents who act in the best interests of the client by buying from or selling o the
Jobber olfering the best prices) were xept entirely separate, thereby avoiding any potential conflict of
interast. Under the new deregulated enviromment following the Big Bang, it was possible for the LSE
to be owned by non-member firms. So, for exwmple, Barclays Bank took over a member firm {the
stockbroker de Zoets and Bevan) and a stockjobber {Wedd Durlacher) to create the new investment
bank Barclays de Zocte Wedd {or BZW). Out went the system of Jxad commissions: since Big Bang
all commissions have been fully negotiabie. Finally, the single capacity system nas been replaced by
a dual-capacity system in which firms car act both as agents and principals, Le. broker-dealers: they
can therefore deal in a particular stock as well as advising clients to trade in the sante slock.



52 CHAPTER |, THE FINANCIAL SYSTEM

The technological dimension to the Big Barg was the now method by which the LSE dealt n
stocks. Before 27 October trading took place oa the floac of the exchange, and brokers would physi-
cully approach the jobbers to find the best prices [or their clients. The joobers would quote two prices,
a bid price and an offer price, and the difference (or spreed) would be the jobbers” reward for making
a markel. Tn turn, the broker would charee the client a commission which depended on the size of the
wransactior. Since 27 Octaber 1986 the trading systen: has beer computerized. The market-makers an-
rounce helr bid ard offer prices through SEA(D end these prices are transmitted (o the brokers through
TOPIC. The brokers simply sitin their olfices in front ol their TOPIC screens and select the best prices
for thelir clients.

The Big Bang was fust one part of the financisl revolution taking place in the UK. Again, there
wers two main dimensions 1o the changes taking pluace cutside the LSE.

First. the structure of all British finarcial institotions has baen changivg rapidty, This 1s due partly
0 the governmert’s wish o increase comperition and choice and partly to techrology. For example,
in the 1980s there way a huge inerease 1n competilion hetween banks ard building societies {the taiter
‘raditionally leading money solely for the purpose of houss purchase). Thiv increased competition
wes Tormalized in the Bullding Societies Act 1986, The banks hecame involved in lending for house
purchase and also ir estate agency work. Now building societies arc able to offer current accounts,
make ursecured leans, engags in estate agercy work and conveyarcing, se'l unit trusts and persona.
pension plars, and raise funds through the wholesale mensy markets. Simnilarly. insurence companies
began to glve sdvice o e wider range of linarcial products such as mortgages and pansions, The major
[irancial institutions were deginning 16 provide 2 common set of financizl services and the differences
between them were disappeasing. Techrological developments tave also had an impoctant influence on
these changas. Indeed, it is argaable that it is technologice] developme:ts thet have made the changes
possible, The rate of technologicat progress 1s sueh that we could soon be entering the cashiess society.
If tae use of EFTPOS iclecironic funds transter at potnt of sule} becomes widespread, then cash could
be rerdered arinecassery.

Second. the governmen: dectded to increase the degroe of investor protection through the Financial
Services Act 1986, It was the failure in 1983 of Norton Warburg, a licensed dealer in scounties, that
led to the Gower Report recommending a new systern of investor protection based on the principle
of self-regulation rather thar government control, The aine wes to cover all investment products and
services (e.g. ife assurance services and conumodities} ard not jus: those traded on the LSE,

The London Big Bang is only one of a aumber of Big Bungs that have laken place in the world's
fnancial centres in recant years, beginning with New York in May 1975, The Japanese Big Bang 100k
place in April 1998, So why did the Big Bang take place in London i 19847

One of e most important underlying causes of all the Big Bangs hus been the internadionaiizarion
of finance following the dramutic chunges to the world econoray sires the beglaning of the 1970s.
After the ending of the Bretton Woods agresment on Jxec oxchanga rates in 1971, tae world bas ssen
a huge irercase in exchacge rate variability. This ted to the infroduction of a rew renge of exchange
rete hedging instrumenis, such as options, fitures aad swaps. Similarly, sicce the oil price shock of
(973, there has been a huge increase in intersst rate variability which has resulted in a new range of
interest rate bedging instruments, ggain mainy options, futures and swaps. The Third World debt erigis
{which began with Mexico nearly defaulting on its deht service payments in August 1982) dramati
cally changed the way in which the major bunky operate their balance sheets. With the development of
the unregulated eurobond murkets, big borrowers have beer bypassing the banking system and going
cireesdy to the internationz] markets to raise capitel, This has resulted in a movement awzy from sy -
dicated bank lending (which had become relutively unprofitable and, in the Hght of tie debt crisis, had
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weakened banks” balance sheets) towards the earnings of comumission fee income from selling corpo-
rate debt on the eurobond markets using a new range of securitized instruments such 2s NIFs (note
tssuunce facilities) and RUFs (revolving underwriting fecilities}, This bas ied to the securitization of
parts of the banks’ balance sheets, thas niaking themn mueh more liquid. Another aspect of the interna-
tionalization of firance has been the relzxation of exchange controls, which has permitied institutional
investars siueh zs pension funds and insurance companies to iovest up to a querter of their portfolios
acrass rutional frontiers. There has also been 4 moverment of banks across national boundeaties. For
example, there zre about 300 “oreign baaks in Londou, 260 in New York and 80 in Tokve. A parochial
and inward-‘oaking stock excharge could not hope to survive in a world of such rapid change.

Another cause of the Blg Barg was the loss of business (o US and Japansse securitics houses.
London broking firms had besn losing market share in both UK and oversegs markers becpuse the
London trmg were 1oo small and LSE commissions were too large relative to those on the New York
Stock Exchange {NYSE}L British shares fad been trading on the NYSE in the fort of ADRs with [ower
ransaction costs than in Loncoen; so London was losing market share cver in British stock traded on
the LSE.

Third, there has beer the development of risk products such as options, futures, swaps and over.
the-counter securities. which heve tradec ourside the LSE. So the LSE was losing market share to other
domestic ntarkets.

Firally, the developrent of computer technology has made possible internztional dealing in sect
rities 24 hours a day between Tokyo, London and New York., When the London oarket ovens, the
srading books are handed over by Tokye, and when the New York market opens they are handec over
ay London. The netresult is the interdeperdencs {or globalization) of the world's three major financial
centres, although the move towards globalization was slowed down as a result of he crash in October
1987,

The explanatien for the Big Bang oceurriag in London is now clear, The capiial base of the old
member firms of the LSE was far too small to compete effectively aa the world stage. This explains the
change in the LSE membership rules o allow UK and foreign banks to purchase member firms. The
abolitior of fixed minimum commissions was necessary 1o prevent the LSE losing any more market
shere to other domestic and the intsmationdl markets, The brokeriuge commmissions ars now sal by
negotiation end must be competitive with New York, Tokyo zad, increasingly, Gnancial centres on
the Evropean continent. With the endirg of mirimum commissions, the single-capacity separation of
stockbroker and stockjobher was no longer feasible and had to be repleced by the duai-capacity system
of combined dealery and brokers. With the potantial conflicss of interast that night arise in the new
dual-capacity world, 2 new system of investor protection was necessary, with a aoew set of supervisory
podies with powers to infilct peralties if the rulex were not observed. Finaily, with the huge increase in
the number of competing players in the market-place, the old system ol posting up bid and offer orices
on the foor of the Stock Exchange was ne longer feasible, and a new system of publishing prices on
the SEAQ gyster becams nocessary.

1.6.2 The near future

The consequences of the Big Bang.,  Before cxamining the prospects Jov the UK financial systent in
the near future, and in perticuler the likely consequences of the Big Bang, it is interesting to axam-
ine what happened on the NYSE when it had its Big Bang in May 1975, Between 1975 and 1980,
commission rates fell by S0 per cont on lerge transactions; the volume of trading activity taking place
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outside the NYSL in the Third Market {which is not subject to NYSE rules) feil sharply; there was
a substantial increase in conceniration among broker-dealers as the qumber of firms engaged in the
market place fell from 422 to 389 acd the share of business of the top 23 frms rose from 33 to 61 per
cent: there was an increase in discount brokfng (that is, a siraight broking service without any invest-
ment advice); and because of the reduction in commissions, there wes an irerease in trading volume
on the NYSE leading to an increase in profitability and employment.

The few vears after the Big Bang ir London were extremely challenging ones both for the indivie.
aal players and for the system es g whole,

In terms of the individual players, it was likely that the prablens would be more scute for the new
British invesumnert barks than for the foreign ones. The Brilish invesiment banks were cobbled together
in a few months in 1986 from three completely separate enfities: merchant banks. stockbrokers and
stockjobbers. Historically, there liad been enormous culiural diiferences betwean these three proups,
The stockjobbers. for exantple, were akin to street tradess, vsec to making instant decisions. The
merchant bankers, on the other hand, were the sristociate of the City, used to spending thres hours
over lunch and taking rmuch time and much discussion in comimittee before making decisiors. Then
suddenly these different groups were thrown togelher in the same organization and given very litrle
1ime to integrate properly.

The London capital markel has now become exiremely competitive and the British livestment
banks did nof heve much experience at market making in very competitive conditions. For exariple,
the London gilts market initially became considerably more competitive than the US Treasury bond
market. Tn London there were inidelly 27 market makers, whereas in the USA there are 37 market
makers serving a market ten times larger. There was ¢lear excess capacity in the gilts market and the
number of market-makers fell to below 20, It is al=o questionable whether the UK firms have a suf
ficiently Jurge capital base (o support risk taking in all market conditions. The UK investent house
Mercury Asset Management had a market capitalization of $0.9 billion 1 [986, but Salomon Broth-
ers, the US investmant houss, had a markel capitalization of $5.6 villion and the Japanese company.,
Nomurz, the word’s largest investment bank, had a market capitaization of $27.8 billion. The UK
banks have been dwarfad by these overseas giants invading their hitherto secrad territory. MAM was
eventually bought out by Merill Lyrch in 1997,

Talke, for example, Salornon Brothers, the largest and most profitable underwriter of new bond ard
equity issues in New York. Following Big Bang, it was treding skill that replaced fixed commissions
as the key to success and prefitability in the City of London. And Salomons brought ity hustling Wall
Street methads to London in order to win over market share. Immediately. they Hexed thelr muscles by
arrarging the first bought deal in the UK. In mid October 1986 they raised £30 mitlion for the Granada
sakeover of Lasky by buyving-in the entirs stock and selling it out again to institutional clients within
two hours for a profit of £200,000 land in fess time than a traditional City lunch!}. On un average day
in New York in 1986, Salomons wauld trade $18 hillion of stock and niight end a day’s wrading with
more than $40 billion of stock en its own book. Salomons is & world Teader in market skills: they
are extremely price-competizive and will take on huge blocks of stock for only tiny margins: half their
profits come from trading on their own account: they are very innovative, and are continually designing

ew lypes of corporate bonds (for example, ir late 1986 they issued a bond for Eastman Kodsk which
was denominated fn Australian dollars yul was convertible to US dollars); ard they are experienced at
Z4-hours-a day vading. An even digger glant is Nomura, which has grown o be the world’s largest
inancial institation as a result of the insadiuble desire of the Japancse to save. Nomura is Nwimder One
in Japan an€ intends to becorne Numbser One in the world by expanding at the rate of 40 per cent per
year.



1.6, THE FINANCIAL SYSTEM IN A TEMPORAL CONTEXT 3%

With rivals of this kind entering the London markets, the Brizish dealing end broking firms were
Jjustifizbly feeiing very narvous, Their degree of nervousness was doubled when they heard that big in-
stitutional investers sueh as the Prudential Insurance Company intended to use the brokers ard deslers
offering the best deals, regardless of past loyalties. With this kind of post-Big Bang cnvironment i the
Ciry, it is felt that the smaller broker will not be able te compete in market making, agency broking or
the international markets. Unless they are able to tap the arivate client market or the smmaller indepern-
cent fund management groups, they are not likely to survive.

However, not 21l the overseas banks which came to London during the 1980s were successful. For
example, Citibenk bought up UK brokers Scrimgeour Kemp Gee and Vickers da Costa and formed
the xvestment bank Cizicorp Serimgeour Vickers, Immediately there were cultural conflicts hetween
the US ownsrs and British brokers, In addition, Citibank made the disastrous purchase of the old
Billingsgate fish market building on the banks of the Thames. The architect Richerd Rogers was
contmissioned to spend millions of pounds converting the bui.ding into  trading foor for CSVY. Wher
the work was completed, the basement cold storage system (which has been used for the pravious 200
years 0 keep the market’s fish frozen) was switched off and, as the ice mclted, the whols building,
which in eifect was built on a huge block of ice, beman (o sink inte the Thames. Despite millions
mors pounds being spent to rectify this problem, CSV was never able o use the bullding and had to
ba located elsewiere, More disasters followed and in 1990 CSV closed with net logses to Citibank of
£330m. Similacly, the US bank Security Pacific bought UK brokers Hoare Govett in 1982 and formed
Security Pecific Hoare Govett. Again there wore cultural conflicts end in 1987 the bank lost militons of
pounds underwriting the British Petrolenm privatisation issue which came to the merket just sfrer the
Oclober stock market crash. In 1990, SPHG ways closed with a net loss to Security Pacifc of £200m.

It wes not only US banks which made disestrous acquisitions in London. Some British companies
also mede mistakes. For exemple, merchant bank Mergan Grenfell wished to expamnd into equity
broking. so it purchased Pembur and Boyle and formead Morgan Grenfell Seeurities. But Pemrbar and
Bovle were gilts brokers and had no expertise in equity broking and the whole coierprise fatled with
Morgan Grenfell Securities ¢losing down in December 1988 with net losses of £90m. Morgan Grenfell
was later taken over by Deutsche Bank. In fact, European investrient barxs have on the whole heen
much more successful in their acquisitions of UK merchant banks fhan have US investment banks. The
year 1995 saw the effective end of the indeperdent Brizish merchant bank. One of the oldest British
banks, Baring, was taken over by the Dutch group ING (International Netherlands Group), aftor its
Singapore subsidiary lost £800m on Nikkel futures contracts. Warburgs was bought out by Swiss
Bank Corporation and Kleinwort Bensen was purchased by Drasdner Bank,

There are glso problems for the systern as a whole. One of the most impartan: questions raised is
over the effectiveness of the systern of investor protection. What occurred in 1986 was a deregulation
of financial markets but an increased supervision of dlayers. But the supsrvision was in the form
of selfregulation, and self regulation works best with homogensous groups of people with common
objectives snd restrictions on entry to mainiain standaxds, [ 1238 not possible Lo restrict entry, then
self-regulation will not be effective. In addition, if competition keeps profits margins small, then there
is an increased risk of [raud, This Is exactly what happened in the early [980s in the Lloyds of Loadon
reinsurance market, another self-regulated market. Unless the policing of the dercgulated market place
is adequate, the potential conflicts of interest thut resull from dual-capacity rading will turn into real
conflicts of interast and raud will zesult. The system of self-reguw.ation was also highly fragmented
without elear lines of responsibility. The offeets of this were shown most clearly by the personal
pensions misseling scandal i the late 1980s and early 1990s which the system of investor protection
Urrough decentralized self-reguiation failed to prevent. This scandal wes the primary reason behind
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the irtroduction of an integrated system of financial regulation beginning with the establishment of the
Financial Services Authority in 1997,

Another problem for the sysiem is the ngw computer Leearelogy that (s needed 1o it So much of
the dealing and settlement is now done using computers that it the computer systencs crash and there is
a fatlure to deliver gither stock or payments, the costs could be enormous. To illustrate the proden:, in
Noverther 19835 tae Bank of New York’s computer broke down [or two days and so much money was
drawn out of the barx that It had o borrow $22 billion o the Federa] Reserve. The Inlerest cost of
this two day loan was almost $2 million, There was a simitar failure of Super-DOT, the computerized
Designsted Order Turaaround Lst-processing system, which sutomativaily exceutes small orders am
the NYSE. on Bleck Mondey, 19 October 19%7. Tic problems that tae Stock Exchange itself had
during the first fow days of post-Big Beag trading, with the TOPIC service faiiing intermittemtly,
shows that shmilar problemns with the computer techiology could arise in the UK. So while corrputer
sechnoiogy bas been the most mporiant single facter in the reoid expansion of fhe fnaociar system
path domestically and globally, there always remains the danger of systents crashes.

What are the likely long-term effects of tae Big Bang? For the City of London itself, the lons-term
efiects are likely to be similar to those that arose 1o New York after s Big Barg, namely a reduction
in cormurussions and spreads on large tredes and an increase in the volume of activity: there will also

2 an hcrease in concentration as comperition raduces the numbpers of both brokess and dealers. For
large institutional ivvestors ard large corporala borrowers, the Big Bang is lkely to be regarded as 2
success. The increase in competition in trading the stock of large companies is lkely o benefit both
groups, The reduction in commissions and spreads will halp o lower the cost of raising canital for
lerge companies, snd the increase in liquicity will help large investors switch their nortfollos more
easily, These groups are also sufficiently larpe and influential in the marke: place thar they do not
require a system of investor protectior. But small- and medium-sized Trms or small investors may 1ol
fare so well. This 18 because the increase in competition in market-maxing and broking is not uriform
across all companies” stocks. Smaller company stocks have actually been less well waded ailer Big
Bang than before. This in turm will tend to raige the cost of capital 1o these firms and meke their stock
less liguid tn the market-place and therelore less atiractive o investors, Small investors have found that
they Fave to payv more Tor breking services sinee the broking fiems were more interested in competing
for large investors, Algo, the smaller investor may e more in need of Investar protection than before.

The Big Bang was one large step towards reducicg restrietive practices i the LSE. But muany
restriclive practices still remain and will Inereasingly be challenged either by the suthorities or by
cemnpetitive rivals such as Tradepoint. For example, ir the mid- 1 990s the Office of Fair Trading issued
two reports (Trade Publication Rules of the London Stock Exchange, Novewber 1994, and Rules of
the London Stock Exchange relating to Murket Making, March [995) that argaed that. despite the
charges since Big Bung, murket meking on the LSE remained urcompetitive. Tals was hecauss the
curTent system was guofe driver with rarket makers heving exclusive use of SEAG to post the orices
at which they are willicg 10 trade and also having exclusive access to the prices quoted by inter-dealer
brokers. Furthermore, markat makers were able to delzy the reporting of large blocks of shares and
the prices at which such dezls were dore by 90 mivutes. The OFT reports regarded these g8 exesssive
priviteges for markat makers.

The renorts roted that only ore other mgjor market i1 the world (nunrely NASDAQ, the National
Association of Securities Dedlers Auwtomated Quotations. 1 the US) was gquoie driven. All the other
maior markes Jincluding those 1 New York, Tokyo and contingrtel Evrope) are erderdiiven. This
means U1zt custornzrs post buy and sell orders for securities in the public order book and the exchange
matches buy and seli orders for a share at the same price without the need for a marker maker as
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such. It is corsiderably more expensive (o deal nsing quete-driven systems comparsd with order-
driven systems. For example, in 1993 te average bid-ofer sproad for the most popular shares traded
in London wes 1.4 per cent, while ov the New York Stock Exchange and the Paris Bourse, it was onby
{L32 por cont and 0.30 per cent respaciively. Associnted with an order driven rading systonis a post.
frade reporting systen in the form of & fust trade tape or ticker tape which shows the transaction prices
al which the last trade took place. Tnvestors thercfore know the actual price of the lest trade which
conrasts with a quote-driven trading systert where invesiors know the indicative bid and offer prices
al which the next trade might take slace. With the orderdriven system, vestors can cither place a
market order to be exzauted at the last trade price or place a limit order which will be exacuted it the
limit price is reached. Of narticular concern are the shares of small companies which are difficult to
trade using a quole-driven syster. Propovents argue that order-merching is the only wey to generate
figuidity In the shares of srall companics.

The delayed reporting of black trades by 90 minutes was criticized becsuse it reduges the #rans-
parency of the marze in torms of promoting efficient price formation and In ensuring that investors
ars treated fairly ard equitably. This is becauss delayed publication might give an unfair advantage
to both markat makers aad the institutions that place the trades at the expense of less well-informed
market paricipants. Market makers argue that they nesd the time to break up a block of shures into
smaller peckagss which cen then be urloaded on to the merkes. If they do not have this breathing
space, they argue. they might se left with wnsaleable stock which increases the risk to market making
and rray everteally lead 2o & reduction in iquidity if marke: makers are, as a consequence, driven oul
of the indestry. But small-scale investors who buy these small nackages of shares might regrer having
bought them had they known that a Hock trade had just occurred. This is because they mipght have
inferred that the reason the block trade was taking place was because the saller was aware of some
atlverse news concerning the company. So there appeass to be a frade off between transparency and
liquidity: greater transpareney may well cowre at the cost of reduced licuidity,

Also during the early 1990s, there wers remours about marker abuses, nany of then taking pluce
outside the direet control of the LSE. For example, much of the murket maripulation end insider deul-
ing in company shures was believed (o be taking place through ADRs. One notable illustration of this
wzs the share deaiings carried out by Robert Maxwell prior to his death in 1901, most of which took
place via ADRs. Similarly, the Guinness shere support operation et the time of its takeover of Dis-
tillers was cenducted using ADRs. Another type of market zbuse involves short selling. Unserupalous
investars attemnpted 1o use short selling as & mechanism for driving down the issue price of shares in
Wellcorie and the third Brinsh Telecom privatization offer.

The Securities and Investments Board or SIB {the chiet UK finarcial services reguiator belwee:
1986 and its replacement by the Financial Services Auntharity in 1997) responded to all these crificisms
and complaints. as well as to the development of competizive rivals to the LSE, by issuing 2 sat of
proposals corcerning merket maker privileges and obligations on the LSE (Regidation of the United
Kingdom Eguiry Markers, Tune 1995). The SIB srgued that ‘the primary objective of regulation of
the UK equity murkets is to cnable investors to use these markets with confidence. Regulation sceks
to achicve this by providing investors with an appropriate level of orotection in the form of fair ard
clean markets, but withowt being so burdensome as to reduce the overgll volume of frading. .. Investors
will gererally bave conftdence in the market process if they belicve they can: deal satisfactorily, at én
aeceptable cost, in a market that is fatr and (s not misled, manipulatad or abusaed; and rely on the
integrity of the trading process ovarail, end ju particu’ar on the operation of trading and settlement
systems” {p.12). This regulatory odjective. the SIB argued, shouid be implemented via & number of
gulding principles, such as: market freedon, investor protection showd not inpede mavket evelution
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and competition; and cost-effectiveness, by supporting the integrity of the trading process, regulation
should minimize the cost to investors when things go wrong, aad by inereasing the confidence of
investors, regulation should reduce the cost of raising new canbial. The SIB arguad that success in
achieving these objectives can be measured in three main ways: fudrmess (n terms of marke: users
having equiteble tocess o rading opportunities on the basis of having sufficient information and with
the opportunity 1o exercise choice in the light of their differing preferences and priorities, in terms of,
say, immediate execution as against execution at acceptable prices; freedom from abuse in the sense
that market users have confidence that the markets that they rade {n are ‘clean’; and efficient price
Formarion which is vital for determining the fair value of securities and for achieving best execution
for clients. Ir turn, efficien: price formation: reliss on the transparercy of dealings and the free flow of
information,

In the light of these ohjectives, the SIB and the LSE regotiated a new deal which came into effect at
the begiuning of 1996 and which makes trades much more transparent. Trades up to six tintes normal
market size and all trades between market makers bave their details published immediztely (1.e, within
three mirutes}. Details of trades between six and /3 times norrnai market size have to be published
within 60 mirntes (rathar fran 90 minutes as formerly}. Tha disclosure of block trades larger then this
can be delaved Zor up to three deys or untll the market-maxer has unwound 90 per cent of the pesition,
The SIB gstimated that under the naw rules 75 per cont of rades by value are disclasad immediately
and a farther 20 per cent of trades by value are disclosed within ore our,

The LSE’s order-driven share dealing svstemn called SETS began in October 1997, But there was
substantial opposition o this development from market-makers who would Jose the privileges they
enjoyed under the tradidonal quote-driven system (such as delays in reporting detafls and avoidanes
of stamp duty). Tndeed their hostility was such that they forced the resignation of the LSE’s chief
executive in January 1996, However, there was equal support {or the move from the Institutional
Fund Managers Association, representing institutional lnvestors such as pension and insurance fund
managers, who wouid benefit from lower dealing costs and greater iguidity. They had threarened
to rmove thelr busiress away from London o other European centres operating order-driven systems.
poiating out that SEAQ-L was now defunct in Buropesan siocks. There was also support from the
Association of Private Client Stockbrokers and Investmert Managers,

Arother practice that developec aiter Big Bang 1s the soff commission arrangement or softing. This
is an arrangement whereby stockbrokers offer research and information services to institutional clients
in retumn for guargateed business to trace in securties. Since brokers do not charge explcitly for these
services, the subsequent payment for therm is said to be in soff money. The practice started because the
increase in competition following Big Bang drove commissions down to the levels charged by the most
cost-efficient brokers, After this, brokers could omy compete on service not on price. Bur investinent
banks with both broking and market making arns could use their economies of scale to offer Hetier
softing deals than independent brokers. Tnis is because the broking zrm of the bank could cover their
¢osls through a cross subsidy from the market-making arm. They could negotizte keener prices (higher
sele prices and lower purchase prices) than was availzble to outside brokers who were forced to deal at
the official orices quoted by thie market muker on SEAQ. By keeping the difference between the oificial
and negotiated prices, the broking arm could pay for the services that the independent broker could not
afford to provide, The indepandent brokers argued that this was unfair comnpetition and complainad
1o the SIB, The SIB publishad a report in 1997 {Soft Commissions — Recent Developments) which
recognized the problem but stated that it was impossible to prevent this happening. The integrated
investrrent banks were only taking advantage of their greater economies of scale. But the (ong-run
outceme is likely to be reduced numbers of independent brokers as they become absorbed by the large
mvestment banks.
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Developments in Europe.  Within a European context, two fmportant factors are affecting or are
about to gifect the UK fnancial system in & substential way., These are the creatton of the European
Financiel Areq (EFAY and the introduction of Economic and Monetary Union (EMU) within the Eu
ropean Union (EUL

The European Financial Area formally came into effect on 1 January 1993 with the mtention of
astablishing an iniegrated Eoropean financial system. This was part of the process of creating the
single Euwropeun market in goods and services by the end of 1992, a process that in the UK context
was sanctioned by the 1986 Single European Act. The objective was to remmove all berriers to entry in
the provision of goods and services between member states of the EUL and, in the particular context
of financial services, the liberzlization of cepitel movements between merober states and a common
regulatory framewory {or financial scrvices, By 1 luly 1990, all capitz] controls had been removed by
all member states.

Banking was one of thie first fnancial service industries to begin the process of harmonization
within the EU. The First Banking Directive of 197/ established minimum legal requirerments for the
anthorization of credit institutions in member states. The Second Banking Directive which came into
force in 1993 estanlisiied minimum prudential standards to enable a credit institntion anthorized in one
member state o offer core barking services in other member states under a single licence or passporr.
Core banking services include: deposit taking; tending (e.g. consumer credit, mortgage nance, trade
firance); financial leasing; maoney transmission services; credit carcs and travellers” cheques; gharan
tees and commitments; trading 10 money market instruments, foreign exchange, financial futures and
aptions, and securities; participation i share issues; corporate finanee advice; mongy broking: portfo.
lio management and advice; and custodial services. A similar process occwrred with insurance, Under
a series of Lite Insyrance Directives (beginning in 1979) and Non: life lusurance Directives (beginning
in 1973} insurance compeanies headquartered within the EU can, under the single passport scheme,
offer services anywhere in the E{J,

il

In 1996, the Eurapean Union’s Investment Services Directive (ISD) and Capital Adequacy Di
rective (CAD) came into force. The objective behind these directives was to cveate a single market in
financial services across Europe and to provide a passport for non-bank financial firms wanting to offer
services 1 other member states. Hlome country authorization became a sufficient criterion for being
able to operate cross-border, given, in addition, the acquisition of the passport. However, this greater
freedom to operate cross-border was tempersd by the simultaneous implementation of stringent capiial
adequacy requirements. Minirumt levels of initiaf capital, in three tiers, were defined for firms wishing
to trade under the provisiens of these diractives, Firms avthorized to act as principals and to take posi
tions on their own account were required to have initial capital of 730,000 ECUs (about £600,000} and
also to hold additional capital equal to three months® fixed averhead costs. Firms acting as an agent
or & fund manager and holding clients’ money or securities were required to have imitial capital of
£25,000 ECUs (about £100,0003. Firms acting as sgents but are not authorised to hold clients’ money
were exempted from the initial capital requirernent unless they deal in derbvartives, such as options and
warrents. in which case they were required 1o maintain 50,000 ECUs {about £40.000). However, the
British government pegotiated certain exsmptions which resulted in 90 per cent of British independent
financizl advisers not having to meet the mual capital requirements of the CAD. Nevertheless, the
British government has irnposed its own minimum capital requirement of £10,000 irrespective of the
size of tne firm, as a means of cotting down on fraud.

The inital capital requirsiments have been criticized on the grounds that they are likely to reduce
rather than enhance compstition. Some have even argued that capital adequacy requirements for in-
vestment advisors who act only as agents are completely vnnecessary: rather capital requirements are
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necded only for those organisations, such as banks, insurance companies and market makers, that zc as
principals, taking positions on their own account. There was a danger of over regulation for a number
ol reasons, While large well-cstablished compantes can easily meet the capital requivements, dynamic
new firms might be prevented from entering the industry, All firrns have to mect the new requirements
ever if they do not intend o operate cross-border, Furthermore, husiness might sqift to less regulated
cenires outside Europe, On top of this, banks had licences to do business througheat Europe, three
years prior (o the intreduction of the passport and this hes given them a head siart over investment
businesses,

The move towards muiual recognition began before 1996, For exemyle, in October 1989, UCITS
{or undertalings for collective inveshments in fransferable securities) were introdiiced on an EU-wide
basis. UCITS are unit trusts that are zligible {for marketing and selling between nember states. UCITS
must be 90 per cens fnvestad in fransfercble securities, such as shares and bonds, and they cannot
invest directly in proverty, precious metals or options, They are imited to £ 5 per cent investment in
any sirgle security, and 10 per cent in fitires contracts. UCITS can vest through any recognized
stock exchange jo the world and they pay dividends gross to all investors. They can be bought and
sold in eny EU courmry that has introduced regulations thet are compatible with the EU divective on
investor proteciion. UCITS are subizer to the marketing rales of the country i waich thoy are beirg
sold, vot the country of origin. But they are not covered by ary compensatior sehemea. even when sold
in the UK.

There s 1o comparable EU directive on futures and optiors funds and developrieats have teken
place on a piccemes] basis, In the UK, the Financial Survices (Regulated Schemes) Regulations came
into cffect in 1991, These permitted managed fulures and optiors funds 1o be markered to the general
aublic as authorized unit trust schemes. There are two tynes: furures and options funds {(FOFs) end
geared futuves und options funds (GFOFs), FOFs are permitted to invest in transferable securities,
derivatives {exchange-traded fittures and oplions and ceftain ovesthe-counicr optiors), cash. units in
certain collective Investment schemes, gold {up to 10 per cent of the value of the fund) end forward
ransactions ‘n currencies or gold; invesiment in derivatives mest be fully covered by the assets of the
scheme (including permiited borrowing up te 10 per cent of the value of the assers). GFOFs can imvest
in the same assets as FOFs bu? in addition arz allowad 1o fnvest up *o 20 per cent of *helr assets in
initiay outlay {le. initial margin payments and premiums paid on options and warrants) and are not
required to maintain suffieient axsers to cover their full exposure; in other words, they are petmitted to
gear-up their investment exposure, it they are not permiited to cover this through bomrowing.

The proposals for Economic and Monetary Union wers contained in the Delors Report of June
(989 and form another aspect of the mavement towards European integration. The Delors Reports
envisaged a three-stege plan for EMU,

Srage 1, which began on 1 July 1990, further consolidated moves towards the single European
market. It fnvolved:

1 The complets removal of physieal, technical and fisea] barriers:

2 The strengthening of compeatition policy and the reduction of siate subsidics to industry;

3 The veform of structural funds, which offer regional aid, 2ad the doubling of their resources;

4 Closer co-ordination. of econonic end monretary policies;

3 The deregulation of financial markets;
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6 Al EU currenciss joining the exchange rate mechanisn (ERM) of the European Monetary Sys-
rent {EMS).

The EMS began operating in Merch 1979, 12 has four components. The first component is the
exchange rafe mechanism. The ERM requires each participant lo mairtain its curraney within specific
bands asound a central rate of exchange against other currencies in the mechanism. The band [imits are
chenged pertodically and have variad from 2,25 per cent on either side of the central rates to 15 per cant.
Central hanks are obliged 0 maintat their currencizs within these Hmits, They ¢z de so eithar by
changing interest rates or by intervening in the foreign exchrange marksts when their currercies reacn
the bard mits, I market pressures become too great and the policies required o retain exchange rates
witlir: band Himits become unsustaicable, then a realignment of cenfral rates may be required. This
is likely to occur if a member stufe runs a substeotial trade surpius or defielt, or if there ane widely
differing ‘nflation rates between member states. There were eleven contral rate realignments between
March 1979 and Jancary [987. Of the twelve memoer statss of the EU at the beginning of Stage | of
EMU, nine were members of the ERM (Germary, France, Traly, the Netherlands, Demmnark, Belgium,

Lixembourg, Treland and Spain} and three were not {the UK, Greeee and Portagel).

The UK jeined the ERM on § Ocioder 1990 with ¢ central rate of 2.95 DM per £ and with band
limits of 6 per ceat on either side of the central rate. The other currencies in the ERM had band limits
ot only 2.25 per cent, with the exception of the peseta which shared sterling’s 6 per cent range. The
Portuguese escudo joinad the ERM in April 1992,

The second componant of the EMS s the European Currency Unir (ECU), The ECU is calculated
with reference to fixed quentities (or & basket} of EU currencies. The quantities are reset periodically,
In Septerber 1989, the ECU was reset to contain:

3301 Belglur rancs 0008552 Irish pounds
11976 Darish xrone 1208 Ttglun lire
6242 Deulschimark .13 Lusembours franes

2298 Duich guiider 1393 Portuguese escudes

2332 Prench Irancs LORYEA  Pounds sterling
LA Greck drachmas 6.885  Soanish pescluy

The market value of the BECU is therefore cqual 1o the weighted sum of the market values of the
twelve Bl currencics. The BCU is usad in &ll official EU transactions, end is increasingly being
ased In transactions between Jurge corporations within the EU. In October 1988, the UK government
introducad Treasury bills deaominated ir ECUs.

The third component of the EMS s the Ewropean Monetary Co-operation Fund {(EMCF}. The
EMCEF is run by the governors of all the central hanks in the EU. Tts purpose is to create a fund of
‘official’ BCUs that can be used in transactions baiween the central bars, such as the settling of debts
arising from operating the ERM. The EMCFE voerates by issuing ECUs to central banks in exchange
for deposits from them equal to 20 per cent of their gold and dollar reserves. The reserves remain with
the central banks who rstain any interest eaned on them,

The final comporent of the EMS is (he Very Shosr-rerm Finaneing Facilizy. This allows funds to be
borrowed by one centrz] bank it the currerey of another central bank to finance an intervention under
the ERM. The funds have to be repaid after 2 short period.

Stage 2 of the Delors plan is « tansition siage. It established a Evropean System of Central Bands
{ESCB)} through the mechanism of z Ewropeun Monetary Institaee [EMI) whict would begin o take
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decisions on a common monctary policy, independent of political control. Al this stage, cenfral banks
would begin pooiing their reserves,

Srage 3 involves a move 1o irrevocably (ixed exchange rates, binding constraints on nationa] bud-
gets, and the BU acting as a single entity in intermational policy mezsures. The EMI would take over
responsibility for the formulation and implementetion of monretary policy. The EMI would also deter-
mine cuerenacy merkes interventions i respect of norn-EL cwrrencies and manage alt official reserves,
Finally a single EU cuarrency {to be called the euro) would be established end the EMT would be re-
placed by a single Fuwropeun Cenrral Bank (BECB).

The Delors Report was not aceepted In full by all EU member states. All that was agreed was
the starting date tor Stage 1, name’y 1 July 19560, and the cordition that Stage 2 would not start until
Stzge | had been fully implemented. Nevertheless the veport did establish & provisioral timetabls for
the three stages: Stage | weas to be completed by 31 December 1593, Stage 2 was scheduled (o last
berween | January 1994 and 31 December 1996, and Stage 3 was schedulad to last betwsen 1 Jenuary
1997 and 1 Jenmary 1999, Stage 2 did begin with the establishment of the EMIL but the other aspects of
Stage 2, a common monetary policy and the pooling of reserves, did not materialize by the provisional
completion date of 31 Decerrber 1996,

The most rotable critic of the report hay been the UK government.  While not ruling out the
principle of cconomic and monetary union as a long erm objective, the UK govermment preferred
an evolutionary and less burcaucratic spproach, one that respected both pgrliamentary accountability
and the diversity of member states. The goverment argued that Stage 1 invelvead profound changes
that hed to be implemented and analyzed before further developments took place. This was especially
important, given the likely increase in membership of the EU following the revolutions in Eastern
Europe in 1989,

Tie UK goverament accepted most of Stage | of she Delors Report because il promoted a single
market with free movement of people, goods, services and capital, and equal access fo capital and
financial services for all eitizens and companies. But the government wanied Stage | to be followed by
asystem: that increzsed the influence of markets and competition: that promoted price stability through
g system of competing currencies. witi citizens preferring to frensact in the more stable currencies;
that kept national control over economic policy making; and that jevolved no major constiluioinal
changes. Stages 2 and 3 of the Delars plan involved the esteblishmert of a new layer of bureancratic
institutions and laid down rigid rules that were potentially end-competitive. For example, there was
1o guarantee that the BEuropean Ceniral Bank would deliver successful counter Inflationary policies.
The Delors plan Tor regional aid involved compensating poorer EU mamber states for maving towards
forees to enaole countvies with lower costs Lo prosper under the single market, The UK government’s
position was that it weuld begin 2o participate in EMU and, in particular, in the ERM, when the UK
inflztion rate had been reduced to EU lovels, whor there wes full capital liberalization in the EYJ, and
when adeguale progress had becn made towards completing the single market.

The UK government’s concerns about both the [orm and speed of implementetion of EMU were
not shared by other mamber states. Ta 1991 the Delors Report way formalized in the Maasiricht Treaty.
The Maastricht Treaty .eads to the foliowiag:

1 Single currercy by 1999 for EU member states meeting 2 set of convergence critesia {the UK
opted out of this),

2 Independent Eurepean Central Bank to manage the single curmency.
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L)

Gradual convergence of EU economies, especially in respect of interest and exchange rates,
governrment expenditure and national debt in the run up to the single currency.

A Stability Pact to ensure convergence is mainyained aficr the single currency is intreduced; this
will place severe linitations on the fiscal policies of national governments sdopting the zuro.

Coheston Fund established by the richer countries to help the poorer oncs (Spain, Portugal,
Greeee and Ireland} improve their economies,

Maore social legislation (known as the Social Chapter) governing the work-place (the UK opted
ouf of this initially, although the Social Chapter was accepted by the newly elected Labour
Government in 19977

Greater inter povernmental cooperation in forsign policy and defence, but individual member
states will retain power of vete in forcign affairs except in namow fields of non mililary action;
a common defence policy and a joint army are ultimate ohjectives.

Greater 1nter-governmental cooperation In justice, crime and immigration affairs,
European citizenship, with full voting rights in country of residence.

Emphasis on ‘subsidiarity’. with deciston-making at national lovel except in areas where EU
wide decisions can be justified.

New EU powers in envirormental and consumer protection and setting v o cross-border transport,
energy and telecommunications networks in culturs, education and training, and research.

European Parliament given grester powess to corfirm the appointment of the Presidemt of the
Commission, to amend or veto legislation, audit EU expenditure and investigate maladministra-
tion.

The convergence criteriu specified in the Maastricht Treaty for membership of the single European
currency by [ Jenvary 1999 are as follows. Each member state must satisfy the following conditions:

ik

Average inflation rate less then 1.5 per cent above the average of the lTowest three membear states
during the preceding year.

Exchangs rate within the narrow band of the ERM (£2.25 per cent) far two years,

Average long erm interest vate less than 2 per cent ebove the average of the lowest three member
slates during the preceding year.

Budget deficit {PSBR} less than 3 por cent of GDP.
Nautional debt less than 60 per cent of GDP,

Heave passed legislation guaranteeing the nolitical independence of the eentral bank,

Even if the five financial criteria ave satisfied. a member state could not participate in the single Euro-
peen currency unless its central bank was politically independent and that legislation had been passed
toy ensure this.

The Buropean Censral Bank, which came into effect in [998, has four main characteristics:
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1 Ts priveipa: objective is the maintenance of price stability; however this has been defined, rof s
zero inflation, but gs an inflation rate in any member stase no higher than [.5 per cenl above the
average of the lowest three member states {(the central bank is a’so able to suppori the general
sconamie policies and ebjectives of the EU, but witkow prejudice o the ob'sctive of price
stabi:iiyl.

2 Itis independent of politeal interference,
3 Tt has full resporsibility for manetary policy across Earops,

4 11 has powers to ensure that governmants do not finance their Hudget celicits by printing money
{i.c. tat budge! deficiis are not monetized, since this tends to be inflationary).

The preference amongst tie majority of rrember states o move towards full monetary arion sconet
rather than later was induenced by the recognition that the EMS was not Hkely to be sustzinable ir the
Tong run as & result of the libaralization of capite] controls within the EU after July 1990. With camplete
freedom of capital movements (e, perfect capital mobility}, it is not possible for countries to maiatain
interest rate differentials in order to support their currencies; and exchange rate realigaments are 1ot
rezdily permitted tn the ERM, Until Juiy 1990, countries that mezintained capital controls were able
to support their currencies by resiricting capita] outflows. Wit no controls, countries that had higher
infation rates thar other ERM coumntrics would find 1t difficull to develue {since ERM rules do not
aliow this}, and therefore would lose competitiveness. They would tend o experience persistent trade
deficits compared with other ERM members. These trade imbalances woulé have put considerable
pressure oo couniries to revert back to the early pattern of the EMS, when reslignrnents within the
ERM were fairly frecuent.

The argument tirerefors was that, since capital comtrols had heen removed, the EMS woula come
under ingreasing strain if inflation differentiass persisted, Given that most countries did not want te
leave the ERM. sikee this might demage the credibility of their counterinfationary policies, further
maaelary integration was scen a8 Uie only option, Full monetary integration, where all countrics agreed
w have a single currency, by defivition, implies irrevocably-fixed exchange rates, so, by design, there
cou.d be no realignments, [n other words, monaetary union would have the same effect as ocours in a
singla country with differsnt regions ail using the same currencey (such as the USAY Monetary tnion
of this form also Imalics a single monetary policy for &l courtrics conducted by a single central bank.

A further impetus for EMU came rom the single market in goods and services. Since the end of
1992, all trade harriers have beco removed ard warkers and comaries can now move frecly botween
mcmber states. Assoclated with these trends (owards freedom of movement for factors of production
{rrainly labour and capitzl}, it was argued by many member states that the existence of natlonal cue-
reacies imposed tnnecessary costs on ranszetons in BEurope. [1 has been estimated that the cost of
transacting in muliple currencics amounts to 4 per cent of Eurepe’s GDP per vear. So it would bhe
muck cheaper to conduet transzctions i a common medium of sxchange, i.e. in a single Europeen
CUTTEICY.

The pressure for choosing the fast rreck towards EMU was further fucroased, at least in continental
Evrope, by the crises that occurred in the ERM in (992 and [993.

Cor nearty five years from Jam:ary 1987 to Seplember 1992 there were o realignmerts of exchange
rates within the TRM, Many commentators regarded this period as evidence that, after a somewheat
turhulent begirning. the EMS was able finally w0 ofer its members a steble regime of fixed exchange
vatgs, However, in September 1992 thers was a crisis in the ERM involving specalative attacks on
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sterling, the Ttalian lira, the Spanish peseta, the Portugaese escudo, the Trish punt and the French franc.
The crisis resulted in:

[ Sterling’s and the lirg’s membership of the ERM being suspended.
7 The peseta being devalued within the ERM.
3 Spain, Portugal and Ircland reintroducing exchange controls.

4 The attack on the franc being defeated only as a consequence of massive support from the Ger
man central bank {the Bundesbanlk.

The UK had for nearly four years been in the deepest recession since the 1930s. Despite this, the
Conservative government, in power since 1979, won an historic fourth consecutive victory in a Generzl
Eiection in April [992. However, the group most affected »y the recession was ‘ts own electoral
supportars. These were the ousinesses and home-owners who were being hurt by high borrowing costs

gcessitated by the UK having to match the high real interest rates that Germany required to attract
the fundys needed to finance the costs of German reuniiication. The government had vsed up mos: of
its goudwill in persuading the electorate that a Conservative victory at the election would reinforee the
credibility of the government’s counter-inflation policy and. as a result, the financial marke's would
reward the UK with lower nominzl and hence real interest rates.

However, the lowering of interest rates did not arrive in the aftermath of the Conservative election
victory. There was only further, gloomy news confirming more bankrupteics, more home reposses-
gions, more redundancizs, and a higgor current account deficit. All this pointed to a deepening of the
recession rather than io recovery., Every sign indicated that i the government could not cut interest
rates at horme o encourage investment and hence hoost domestic demand, then it would have desper
ately liked 1o reduce the exchange rate to boost export demand. This was daspite protestations to the
contrary. However, merabership of the ERM provented sterling Jrom falling below 2.7780 DM per £
{the 6 per cent limit below the eantral parity of 2.95 DM per £).

It was well established that the UK had entered the ERM in Ocrober 1980 at too high an exchange
rate against the Dowtschmark. During the spring and autumn of 1990, John Major, then Charceltor of
the Exchequer, had talked up the value of sterling from 2.70 DM to 2.95 DM per £ with proraises of
ERM membership, white keeping interest rates at [2 per cont. Wher sterling joined a s central vate of
2.95 DM per £ on 8 October (990, interest rates were cut @ 14 per ceat, with expeczations of further
falls as the counter-iaflationary disciplines of the ERM camue into effect.

But the other members of the ERM had not been consulted either about the UK’s intention to join
or about the entry rate, The Germzans certainly thought that the centrul rate was too high, making UK
expotts uncompetitive, ‘They had also just embarked an the process of German reunification, following
the collapse of the Soviet empire in Eastern Europe. The bigh costs of finencing this were going to keep
German interest rates high and were correspondingly going to keep UK interest rates high, whatover
the need for lower interest rates in the UK.

In the event, sterting traded abovs the cantral rate for only five weeks of its 23 month membership
of the ERM. The govermment was boxed in with very little room for manoceuvre., With sterling almost
always trading below its central parity, nominal interest vates could not be cut as Trequentiy as the
governmert wished. Nominal interest rates wore however reducad from 14 per cent to [0 per cent
between Ociober 1990 and June 1992, But the UK inflation rate had fa’len at a faster rate curing this
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period, so the real interest rate was actually rising during this period and there was o sign that the
recession was ending,

The catalyst to the September crisis was the Danish rejection of the Maastricht Treaty in o referan-
dum on 2 June 1992, The wain leading lo European monetzry and political union was deratled, if only
ternporarily, by what wag rogarded as an inser-core meutber of the ERM. The train was gradually put
back on the tracks over the summer as the Mazstrichs Trezty wes ratified by other riember states, but
its speed was not as great as before.

It wus becoming elear over the summer that the Ttalian government budget daficit was out of cortirol
end that, ag a result, Ttaly would find it inercasingly difficult to maintain its axchange rale parity within
the ERM. Also. ever the sumrner. the financial markets came o the view that the UK recession was so
deep that the government wondd rot raise inlerest rates waatever happened o the value of sierling.

As sterling began to slide, the Prirne Minister, the Chancellor. and the Governor of the Bank of
England, as well as the EU finznce ministers, &1l attempied to talk back up the value of sterling. But
the markets began to sense that there was no clout behind the rhetoric, especially when sterling fell
below the 75 per cent divergence indicator, the point at which intervention to de’end the exchange rate
is mandatory, ard the Bank still did w0t intervene. The Bank believed that investors would net sell
sterling as it approached its ERM floor because thay knew that it was “impossible” [or steriing to fzl]
below the floor,

But the markets became convinced that the government would not take the only measure that was
necessary to lift sterling off the floor, namely raise juterest rates. Even a £/.25bn [oan. announced on
3 September, was designed to deferd sterling without having to trigger a rise in Interest rates.

The speculators alse know thai they had up to £600bo of ‘hot money’ to seli short apainst sterling
and the Chancelior had only £7.25bn to defend it. Ir addition, the govemment did not begin the
dafence of the pound until, in the words of the City commentator, "It wes on the gosl-line’.

‘I'he attack came on 16 Sepiember 1992 {a date which has gone down in UK financial history
as ‘Black Wednesday'), three days after Ttaly had devalued within the ERM, and so three days ufter
the markets had realized that the move (o an ‘irrevocabic fixed exchangs rate” had been put slightly
in guestion! Currency dealers, acting on behalf of their ¢lienis, began selling massive quantities of
sterling and the Bank of England was [orced to buy it. They sold short; they sold forweard; they did
everything 1o drive down the price of sterling below the ERM Hoor. knowing thet if they succeeded in
doing this they could close their positions ancg make huge profits.

As the Bank’s reserves ran out, tha Chaneellor was forced to ralse interest rates. They were raised
an unprecedented two times during the day from 10 per cent to 12 per cent, and then to 13 per cent,
But it was (oo little and it was too late. Sterling eventually fell by 3.2 per cent against the Deutschmark
during the day.

I order to fully protect investors in sterling assets from a fall of this size durirg a single day,
overnight interest rates would bave had to have risen to about 1200 per cent (l.e. 3.2 per cent x 365
days per year). The actual rise in interest rates, as with the £7.25bn loan, was wholly inadequate
to protect sterling within the ERM., At 7.30pm on “Black Wednesday’, sterling was forcad to make
a humitiating withdrawal from the ERM. The Prime Minister was saic te be *devastated’. The total
profits made by specalators on this single day were estimated 1o be at least £1bn.,

The government immediately began to bluroe the Bundesbank and, 11 particular, its president, Pro-
fessor Helmut Schlesinger, for helping to underroine sterling’s position in the ERM, The government
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listad five occasions on which senior oficials of the Bundesbank had used language thet had under-
mined sterling and the ERM: on Augast 25 and 28, and Septemtber 10, 15 and 16, For example, on 13
September, news agencies reported sources in the Bundeshank as suggesting that a sterling devaluation
could not be ruled ont, and on “Black Wednesday® itself, Schlesinger was quoted as saving that Eu-
rope’s financial prablems were unresolved ir spite of Ialy’s devaluation within the ERM the pravious
Sunday. Fotlowing the Bundesbank’s successtul infervention on 23 September to save the franc, the
povernmant zlso blamed the Bundesbank for not doing enough to szve sterling,

The Bundesbank rejected all these criticisms, Specificaly. it denied that it had favourad the frane
over sterling, by revealing that it had spent DM 44bn (£17.3bn} defending the pound and the lirg, nrost
of 1t o sterling, The Bundesbark also said that it conid not be blamed Zor anonymous staternents and
tmors in the markets or for inaccurale reproduciion of its staloments by news agancies.

A the end of July 1992 there was a second crisis which almos: destroyed what remained of the
ERM. In June 1993, France foolishly chullenged German monetary leadership of the EMS by lowering
its Xey short-term inlerest rate balow that of Garmany during e argument with Germany over the
conduct of menetary policy shortly afler the Balladur government took power in Frarce, Within weeks,
the speculators began to attack the French franc in an atternpt to drive it out of the ERM just as they
had done with sterling ten months before. Howeaver, rather thun suspend the frane’s membership of the
ERM. as bappened with sterling in September 1992, or chunge the central rates, as happencd «leven
times botween March 1979 and January 1957, the remaining ERM members decided to widen the bund
limits to 13 per cent for all currencies i the ERM except for the gudlder and the Deutsshmark which
remained within the 2.28 per cent band (i.c. for the French franc. Belgian franc, peseta, Danish krons,
escudo and lrish punt},

From the UK government’s viewpoint, an important underiying cause of these crises was the ex-
cessive haste 1o econamisc and monetary union implied by the timetable laid out in the Delors Report
and the Masswicht Treaty. Everything bad to be completed by the year 1999, The ERM, which had
been conceived as a system of fixed but adjustable exchange rates and which the UK joined to give
credibility 1o its counter-inflation policy, suddeniy became the first stage of EMU and, therefore, be
came & test of commitment to EMU with its requirement for irrevocably fixed exchange rates followed
by a single currency. The Aexibility of the ERM was immediately taken away. The UK was expected
to move rapidly to the narrow £2.23 per cent bands of the mechanism as a preluds to the jrrevocable
fixing of excharge rates. Any thought of realignment of the ERM was ruled out of order, and any
country that &id realign would nave lost itg eredibility iv the financial markets, however much its do-
mestic economy needed a reclignmens. Sunporters of EMU arpued <hat if a country did devalue, the
markets wouid not believe any assurances it gave that it would not devalue again and hence would
demand higher interest rates to profect investors from tae risk of further devaluations.

However, from the viewpoint of most of the other member states of the EU, these crises, far from
deterring them, had the effect of renewing their dstsrmination (o procsed to full monetary union and a
single currency at the carliest opportunity. Only with a single currency, backed by the vast resources of
the Bundesbank, could the speculators be defeuted. In fact, after Iuly 1993, it was not the speculators
that worried most supporters of EMU, Tt was whether Germany could be compensalad politically (in
terms of being given the political leadership of Europe as well as a permanent seat on the UN Security
Counctl) for giving up the Dentschmark in Tavour of the curo.

That EMU would come was not [ much doubt, although it was ciear that not all members of the EU
would join at the same time. There was even a timetable for joining laid down in the Maastricht Treaty.
By May 1998, the Council of Ministers of Economics snd Finance hed to determine which countrias



68 CHAPTER 1. THE FINANCIAL SYSTEM

satisficd the convergence criteria for admission to the euro, which was scheduled to be introduced on
I Fanuary [999, Nztiona! debts had to be redenominated 1o euros by | July 2002, Even countries that
did not satisty the convergence criteria to the letter could sull join if they had made sufficiont progress
lowards meeting them, especially those criteria deaiing with deficits and debt. The budget deficit 1o
GDP ratio could exveed 3 per cent if it *has declined substantially and continuously and reached a level
that comes close to the roference value” or if "the excess over the reference level is only exceptional
and temporary”, The debt 1o GDP ratio could exceed 60 per cent if 2L s ‘sulficiently diminishing and
approaching the reference value at a satisfactory pace” (quoted from Maastrich Treaty, Articles 109
and 104¢ respectively). Tt turned out that 14 out of 15 countries (the exception was Greece) hiad sudget
deficits below 3 por cent of GDPE but very fow couatries had budaet deficits below 60 per cont of GDP
{and porc 1f their unfunded staie pension liabilities were officially included i msasures of national
debt). Orly 11 of the £ eligible countries optad to adopt the euro in May 1998: Germuny. France,
[taly, Holland, Belgium, Luxembourg, Spain, Austria, Portugal, Firland and Ireland. The UK, Sweaden
and Denmark opted 1o stay out ol the {irst round of membership.

The British government decided that the UK would not adopt the euro as vart of the rst wave on

[ January 1999, Howsver in October 1997, it set five economic tests for membership of EMU:

1 Cyclical convergence. Arc business cyclas and economic structures compatible so we can live
comfortably with euro interes: rales on a permarent basis?

2 Flexibilivy. It problems emerge, Is there sufficient daxibility o deal with them?
3 Iavestment, Would joining EMU create better conditions for firms making long-term decisions

10 invest in Britain?

& FPinuacid sepvices, What impact would EMU bavs ou the competitive position of the UK’s
financial services industry, particularly the City’s wholesale markets?

5 Emplovment ard growsh In swmmary, will joinirg EMU promote highor growth, stability and a
lasting increage in jobs?

These developments in Burope are iu one way or another [ixely to have o dramztic effect on the
City of Lordon ag the dominant financial centre in the Europecn time zone. 1f the EFA is a success
and if EMU goes abcad with UK participation and is alse a success, there will be a big increase ‘n
competilion in financial services between member states, there will be price (or at least inflation rate)
stability, and exchange rate volatility will be a thing of the past. The single market will permit UK
firms to market their praduets in other EU countries, but will also allow non-UK compenies to market
their products in the UK, For example, UCITS may well prove an attractive alternative to traditiona.
urit trusts, since the management foes are about half those of unit trusts. Bu? it is 2lso possible that
focal loyaliies might remair. The single market iz Hkely to increase corporate finance getivities such
as mergers and coquisitions. But again the compantes involved might prefer 1o take local advice on the
mattzr, All this suggests a decentralization in the provision of financial scrvices with strong regional
firaneial centres developing.

Different parts of tae UK financial sysiem huve responded in different ways 1o the perding increase
in competition. In April 1990, the UK and Gerrman stock exchanges armounced plans for increased
co-operation through the Federation of Europeon Stock Exchanges; in 1992 the Federation started
Eurplist, & cross-border price-quotalion: and dealing sysiem. Also in 1992 the London Traded Options
Market (LTOM) und the London International Financia! Futures Exchange merged to form the London
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Intemational Financial Futures end Options Exchange (LIFFE), following the growing threat from the
MATIF in Paris ané the DTB in Frankfurt. In 1998, the DTB merged with the Swiss options and
futures exchange, SOFFEX, to form Burex. In 1999, LIFEE inlroduced an automated trading syster
to compete against the one operating at Burex.

However, two aspects of the new regime might actually reduce competition. The first is the capital
adequacy requirements which, because of their relatively high fixed capital requirements, are Hkely 1o
reducs the entry of small frms iato the industry, The second is the problem of designing an acceptable
investor protection framewark that reduces investors” fears of investing in strange, foreign products.

While the UK finzncial system has been sublected 1o substantial interest rate and exchange rate
volatiliy for the past 20 years, this might all caange, If sterling enters the ERM or is replaced by the
eure, many of the fimuncial futures and options contracis currently trading may become obsolete. They
will be replaced by new contracts. such as eredit derivatives, deroryinated in euros, Further there is the
prospect of the Joss of monetary independence by the Bank of Eagland. If monetary and fiscal policies
are 10 be contro.led by Europe rather than nationel govermiments, then the prospect of the ending of' the
UK gilis market becomes 2 possibility,

If the UK does not participate in EMU, then the outcome for the City depends on the success of
EMUL If EMU turns out to be a surezucratic nightmare with high costs of compliance, high reserve
requirements and other restrictive policies, European banks might move to London and the City’s rel
ative fportance i Burone might well increase. If EMU works and the eiro replaces the currencies of
continental Europe, 2 huge market in euro-denominated securitics might develop tn Frankfurt, eventu-
ally swamping the sterling-denominaied markets jo London and marginalizing Landon as & finencial

cenwre. Tire wiil tell

Appendix: The City Research Project 1991-95

In 1991 the Corporation of London. the loca] authority responsible for the City of London, initiated a
study to examine the City’s competitive position in financial services in the light of the Ewropean single
market which came into effect in 1992, The study, entitled the City Research Projest, was conducted
ay the London Buiness School.

The wims of the projoct were tor colleet and collate a full range of data pertaining to the City’s
financial services, desceribe end analyze the activitias in the City and the sourcss of its compalitive ad-
vartage; and to iniBate a debate about London’s tuture oy highlighting pessible directions for change.
Of perticulas concern was whether Londor's predomtirance as the premier financial certre ‘n the Eu-
ropean time zone would survive the competitive pressures from other centres such as Frankfurt, Paris
and Amsterdar, and whether there was any risk that the UK's {inancial sector would go the same way
as much of the vest of British industry in the post-war period. The main conclusion of the study are as
follows,

Of the worid’s thres major financial centres (London, New York and Tokyo), London is the most
imoortant internationally. The other two are much larger, but this fs due 10 the size of their domestic
business. London is the global leader ia foreign exchenge wrading, intzrnational bank. landing fo non-
residents, marine and sviation Irsurance, International bond underwriting and trading, cross-border
fard matagement, mezals futures trading and shiporoxing. The City empioys seme 130,000 people
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and makes a contribution of £10 153bn a yvear to the UK’s GDP. The finaneial sector of the UK as &
whole s responsible for 20 per cent of the UK's GDP. There hes also been rapid growth since the
beginning of the 1980s, largely as a result of the introduction of new products such as swaps, financial
fatures, and the underwriting of lnternational equities end commercial paper. London has, however,
lost market share in some of the more mature markats stch as bank lending ard general insurance.

There are several sources of London's competitive advantage. Historically, London bas benefited
Trom what is known ag first mover edvartage. Being Europe’s first significant financial centre, London
aciieved a critical mass in & whole range of activities that othier centres were not able to reach, As
Starislas Yassukovich, the Chairman of the Governing Board of the City Research Project, said in the
Final Report: “The sharing of common services, access to pools of skills, speed of dissemination of
information and risk are ali forces which Jead to the clustering of practitiorers. Thus externaliiies re
created, such thet each firm derives extra benefit from the proxiniyity of other firms. These externalitics
protect the incumbent producer so that it 1s possible for no one city o have &n inherent advantage
over aaolker, hut once services have concentrated 11 one cente. there s no incsntive for aryone o
leave’ {p.x).

Currently, London fas four principal competitive adventages: strategic assets, relationship strue-
tures, reputation and innovation. Sirategic assefs include favoursble regulutory, tax and legal structures,
althougt it is possibic to duplicate these elsewhere, But the most important strategic asset (s & large
peol of skilled personnel whose competitive advantage is constantiy enhanced by the transferable skills
acquired as a result of the shared experience of being located in the same city. New finarcial centres
have difficulties in achieving the critical mass necessary for this 10 happer. Certajn ancillary services,
such as accountiag, actuarial, ‘egel, printing, tclecommunications ard informeation, computing and
technical support services, are strategic assets which are difficult to introduce at Jow cost {ate simall
centres. Relatiorship structures, jn particular the nature of persoral contacts, are importart for estab-
lishing “rust and reductog the likelinood of corrupt practices, These, i turn, help to secure and enhance
reputation, and repulation, in tur, helps to attract both new business and the bew: entreprenevrs and
innovators, In this way a virtuous cirvle develops as mnovation helps to preserve the primacy of the
flrs: mover,

While these competitive advantages are not easy to replicate elsewhere, there have certainly been
challenges to the City's position. The report concludes that London will not face a ssrious threat
from continertzl finzncial centres, despite the Jact that Parls and Frankfurt have dons much to attract
business away from London. There zre three rezsons for this, Tondor’s position depends chiefly on
the world-wide growth in demand for financizl services, rather than on what (s happenivg in the rest
of Europe, and this demand depends on global economic growth and the global regulatory fremewark.
Mugch of the activily in different {inancial centres is complementary rather than competitive, e.g., the
origination of business is best conducted in dispersed Anancial cantres, but the trading of the securities
subseguently issued is hest conducted in a single financial contre in order 1o maximize tiguidity, so the
greater the origination the better it is for the principal trading centre, Competitive threats to London are
more iikely to come not from menelithic financial centres but from niche centres, e.g. Dublin, Jersey
ard Luxembourg in ofZshore fund menagement, Bermuda in insurance, and Pirasus in shipbroking,
The report aso dismisses the threst from regional centres such as Hong Kong and Singapore: while
the growth in Hong Keng and Singapore as dnancial centres certainly reflects the increasing economic
importance of the Pzcific Rum, this does not necessarily imply that they will take business away from
London,

However, the Report does conclude that London, while ot facing serious external threats, does face
a number of significant internal threats to its competitive advantage. These relate 1o the co-ordination
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of policy and to the physical and institutional infrastructure.

The Report argues that policy-making it a number of important areas, such as promotion, education
and training, establishing protocols and reacting to crises, is fragmented. For example, promotion
is undertaken by the Corporaton of London, British Tnvisibles, London First Centre and the many
rade associations. But there is both wasteful duplication and significant gaps: no orgamisation is
responsible for promoting Inward investment by financial institutions or increasing the total volume of
business in London. The Report calls for improved policy coordination in these arezs. In particular,
it recommends that there should be mergers between related trade associztions and that the merged
associations should be made more effective through the employment of full-time professional staff.
These associations have an important role in helping to keep the regulatory framework supportive and
up to date. ‘The report also criticises the UK's implementation of EU directives which, because of the
precise drafting requirements of English law, is less flexible than is the case in other member states.
Because EU legislation, once implemented, is difficult to changs, this could place severe constraints
on the dynamism of Londen’s financial systent.

In terms of phvsical infrestructure, the Report argues that this is a major responsibility of the gov-
ernment. London’s roads are heavily congested, its underground system is antiquated and unreliable,
the co ordination of transport policy in London i3 fragmented, long-term investrnent planning is ham-
pered by short-term expediency over governiment spending, and the planning process itself is slow and
ineffective compared with the rest of Europe. The Report argues that the private sector financing of
transporet projects in Central London is not really feasible, bul that individuals and businesses which
are based in the City and will benefit from improved transport will have to finance the expenditure in
one way or another, Fare increases will not provide all the required finance, but the report suggests two
raclical solutions: road pricing could provide both funds and mere efficient road use, and a property
tax on the businesses in Central London that would benefit most from improvements in the transport
system.

Historically, the City of London has had a more international outlook than the other major finan-
cial centres, New York and Tokyo, and the institutional infrastructiure within which the City operates
reflects this: the stable and pragmatic political, regulatory and lagal systems have all helped to pro-
mote London’s international reputation. The location of financial services is very sensitive fo the tax
and regulatory regimes of different financial centres and to any changes in these regimes. The classic
example 18 the enromarkets which started when the US imposed the Interest Equalisation Tax in the
sarly 1960s, The Report wirns that London could lose its competitive advantage either if the tax and
regulatory regime in the UK were to be made more onerous or if deregulation in other financial centres
continied. The Report sugaests some regulatory principles that sheuld be adopted in the UK {p.xxii):

1 The parpose of regulation is to alleviate market failures, which are typically connected with
a) systemic risk, b} fraud, or ¢} lack of information. The purpose should not be to protect
investors from risks which the market can reasonably assess.

2 If the regulatory system is unable to provide investor protection, there should be compensation,
but this should always include a deductible to ensure thal the investor 1s subject to the principle
of cavear emptor.

T

The focus of regulation should be primarily on retail markets; wholesale investors should as far
as possible be exposed to the principle of caveat emptor,

4 Where possible, regulation should employ market, rather than adorinistrative salutions to market
failure.
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5 The efficiency of the regulatory structure is likely 1o be improved by the Securities and Invest-
ments Board focusing as far as possible on standard-setting rather than detailed 1ule-making.
‘The Report acknowledges that there {s a widespread view that the regulatory systen in the UK
traposes high costs of compliance yet has failed to provide satistactory investor protection. How-
ever there were no direct measures of these costs. The Report provides some measures which
indicate that the direct costs of regulating the securities industry are similar to those in the US
amd France. But the indirect costs of compliance on firms were up to three thmes the size of
the direct costs, so that the total cost of financial service regulation ameunted to 34 per cent of
net operating expenscs. The Report argues that it s important that regulation provides ‘valuc-
for-money’. These ideas appear to have heen taken into account in the design of the Financial
Services Authority which replaced the STB in 1997,

‘The Report also warns of the dangers of the politicization of regulation within an EU context.
There were four main concerns (p.axiiiy

| Harmenization of regulation is lkely to result in rules which are less well-suited o individual
markets or institutions.

v

. Harmonization may make regulation more remote frorm practitioner expertise.

3 Internationz] agreements are hard to reach, so that there is likely to be reluctance to adapt them
as shortcomings are revealed and markets change.

I~

Regulation: becomes paoliticized, so that rules are the outcome of 2 bargaining process. One
consequensce Is that finencial services shift out of the EU to more hospitable centres,

The Report argues that the UK tax system causes 4 number of distortions in raspect of finaneial
transactions, e.g. the differences between laxable and accounting income, the division berween income
and capital gaing, and the treaiment of foreien exchange gains and Josses and off balance sheet items
such as opiions. Rapid financial innovation is likely to lead to tax anomalies, but the Report argues
there should be & speedy resolution to these, possibly through the use of outside experts in the tax
refarm process. Uncertainty over taxation issues places any financial centre at a strong competitive
disadvantage. The taxation of personal income is also an important matter, because it affects the
remuneration of expatriate staft employed by overseas financial institutions, The Report notes that in
recent years, many of the tax reliefs for expatriate staff have been phased out, so that any increase in
income tax retes would reduce the atiractiveness of overseas institutions [oeating in Londen.

Finzlly, the Report considers the consequences of Economic and Monetary Union within the EU.
EMU and the introduction of & single currency would lead to the closing of a number of markets
and the expansion of others. Intra- European foreign currency dealing would disappear as would the
national money and bond markets, These would be replaced with the market for the euro and the euro-
denomineted money and bond contracts of the regional governments of the CU, The Report notes that
the effect ont London would depend on whether the UK joined EMUL If the UK joined, London and the
Beank of England might have the same dominant role as New Yorik and the New York Federal Reserve
Bank does in the US, If the UK stayed outside EMU uand those that joined faced excessive reserve
requiremnents and other restrictive policies, European banks might relocate in London. On the other
hand, EMU migin succeed and a strong liguid euro money and bond market might develop in Frankfurt.
The Report does not predict which of these outcomes will materialise, but it does end by proposing a
momiber of ways in winch ibe Bank of England might harmonise its operating procedures with those of
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other centrat banks and also increase the liquidity of the UK money markets. These include: widening
the range of mstruments with which the Bank of England deals by replacing outright hill purchases
in i1s meney market operations with repurchase agreements, enabling the Bank to lend cash against
an extended set of eligible securities, such as governiment bonds, as collateral; widening the set of
institutions with which it deals by establishing an open gilt repo systern, thereby eluminating the special
privileges of the discount houses (these two proposals were adopted in [996); payving Treasury receipts
into secured accounts with commercial banks rather than the Exchequer accounts at the Bank. The
Report notes that current practices have led to recent very high volatility in the overnight interest rate,
ranging from 4.3 per cent to 20 per cent. The proposed changes would increase the depth and liquidity
of the monev market, make money-market shortages more predictable and reduce the volatility of the
overnicht rate.

The City Research Project Reports

Interim Report: Executive Summary, July 1992

Final Report, March 1995
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Exercises
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24

26

Who are the main participants in the financial system?

What are the main functions of financial intermediaries?

What are the main types of financial intermediary?

What are the principal differences between retail and invesunent benks?
What are the main ways of classifying securilies?

How would you measure the marketabliiity of a particular security?

Why are fiztures and options known as derivative instruments?

Why is a converlible bond & composite security?

What is the difference hetween money markets and capital markets?
What is the difference between primery and secondary markeis?

What are the main reasons for rrading in secondary markets?

What is the difference between fransaction prices and equilibrium prices?
What is the bid-offer spread? What is the touch?

What is the role of a market-maker?

Explain the difference between quote-driven and order-driven trading systems.

Explain the difference between a broad, deep market and a thin, shallow market?

F What factors are likely to determine the size of the bid offer spread?

How can a market-maker protect himself in a volatile market?
Explain the ferms “market order’, *stop order”, ‘Limit crder’, ‘stop limit order’. Give examples.

What is the difference between a cash aceount and a margin account? Hlustrate using an exam-
ple.

What is the difference between a short sale agreement and a repurchase agreement? Illustrate
using an sxample.

What role do reguiations play in a financial system?
Explain the role of the Financial Services Authority.

What are conduct of business rules?

y What is the difference batwesn a recognized investment exchange and a designated investment

exchange?

What is specific unpublished price-sensitive information? Why is it important?



EXERCISES 7

27

34

Compare and contrast the different roles played by GEMMSs, IDBs and repurchase agreements
in the UK gilts market,

Compare and contrast the different methods of issuing:

a) gilts in the UK;

by shares in the UK,

What iy the “when issued” market?

Compare and contrast the different markets trading shares in the UK.
How are internationat securities traded in the UK?

What are American depository receipts?

What was "Big Bang’? What are the likely consequences of ‘Big Bang'?

How successful will Economic and Monetary Union be within Europe?








