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Financial market

Global networks where people and organizations trade financial assets

Stocks Bonds Currencies Derivatives
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Raising capital Investing Managing risk
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Financial market

Markets are well-organized ecosystems

( Clear pricing ) ( Regulated trading ) ( Known costs and fees )
( Allocating resources efficiently ) {0:‘ ( —
v 58]
(1 1

{ Managing liquidity )
{ Distributing risk ) x
\_ FINANCIALEDGE!

Financial market

Direct market participants

Facilitators

Regulatory and advisory layers
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) Direct market participants (
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[ Issuing securities ]

Financial market

o
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I3 Direct market participants

@ Facilitators

Regulatory and advisory layers
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Facilitators

Necessary services that make trading possible

C Trading platforms ) C Security safekeeping ) CTronsoction processing)
\ J
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Exchanges Settlement agents Clearing agents

FINANCIALEDGE!

Financial market

Direct market participants

Facilitators

Regulatory and advisory layers
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Regulatory and advisory layers

Guardians of the market

@ g —l k]
© 0l
I\ Si

Maintain Offer guidance Enforce compliance
market integrity and analysis with financial
regulations
FINANCIALEDGE!

Direct Market Participants
— Buy Side vs. Sell Side

- >

o
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Buy Side

Firms and individuals who use financial
instruments either for their own needs
or on behalf of their clients

oL

Sell Side

Firms and entities that create or help
to issue these financial instruments
and distribute them to the buy side

FINANCIALEDGE!

u ©

Retail [ Individuals

( Personal milestones )

Buy Side

=

a
=
dilliih

Governments

Issuers of debt )

Managers of
currency reserves

Holders of large
investment portfolios

FINANCIALEDGE!
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Buy Side

Retail / Individuals Companies

C Fmancmls

- e

a
N
ik
Governments
8800
nn
porates )

.
Institutional Investors )

Stocks

Real estate Other assets

( Generate returns )

( Bo?w ks )

FINANCIALEDGE!

Retail / Individuals Companies

( Flndncmls

=
a
i,

Governments

( Real &oney ) ( Fast Money

)

Long term investors with funds

to invest, usually no leverage usually leveraged

Mutual funds and ETFs Hedge funds
Pension funds

Insurance companies

Speculative accounts,

o

C Banks )

Frequent debt issuers
and active risk managers

FINANCIALEDGE!

© 2024 Financial Edge Training



FINANCIALEDGE!

Buy Side
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Governments

Retail / Individuals

Companies
@

Corporates

Engage with the financial markets as issuers of debt and equity

V77 DN
Fund operations ‘ﬂ_f(tS‘_\’ Managing cash reserves, and @
and growth strategies \{_‘# hedging operational risks
FINANCIALEDGE!

oL

Buy Side Sell Side

Firms and individuals who use financial Firms and entities that create or help
instruments either for their own needs to issue these financial instruments
or on behalf of their clients and distribute them to the buy side
FINANCIALEDGE!
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Sell Side

Capital Raising Sales and Trading

&° me

Funds are raised for Dealing in existing
clients by issuing securities as well
new securities as in derivatives

FINANCIALEDGE!
Sell Side
Al"'] e
e Qb
Investment banks are often termed as broker-dealers
Broker profits are made by:
11t
2
—
Fees Commissions
FINANCIALEDGE!
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Sell Side

As a dealer, the firm acts as a Lilra e»®e Trading securities from its
principal in the transaction = EEEE own inventory with clients

Dealer profits are made by taking the difference between purchase and sales price

™
)= L 15 1)
e e >-
If purchase and sale do Dealer firm is exposed to an adverse
not occur simultaneously change of the market price
-

FINANCIALEDGE!

Investing

o
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It's a balancing act
A

° 9
Weind

FINANCIALEDGE!

Allocate resources with the expectation of generating an income or profit

Produce return through income and/or price appreciation

) w
wtl (=) £

—
ther
Stocks Bonds Real Estate LSl
Investments
|!|
‘ Mitigate risks through diversification
A key challenge that investors Spreading investments across different asset
face is to balance their growth types to cushion against market volatility

aspirations with the risk of a loss
FINANCIALEDGE!
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Higher potential gains often come with increased risk

O . +

—_—

Low-risk investment Higher risk

Modest but guaranteed returns High return
Savings account Government bonds Investing in stocks Investing In new
business venture

FINANCIALEDGE!

@0

Liquidity - How quickly an asset can be converted into cash

Stocks of large

. Real Estate
well-known companies

‘® Highly liquid

Highly illiquid
Sell them on the stock market quickly It takes weeks, months, or even
and get your money back longer to sell a property at a fair price

FINANCIALEDGE!
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Return

Risk ‘?‘

Investment is illiquid

Risk that you

&3

Investors are willing to accept lower

liquidity for the chance of a higher return

might not be able Adds an extra i A upina LI R
q 3 startup business succeeds, the return
to sell ft when you jayes aiikizk might be illiquid could be substantial
need cash 9 9
FINANCIALEDGE!

Investors
Institutional and Retail

-

>

o

NCIALEDGE!
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[ ] [ ]
Time Horizons
Near term cash needs

Longer investment horizon

Hold more liquid assets

» Hold more volatile and less liquid assets
Lower volatility

Capture higher average returns
’I v
- 7's a

>  BEE =15

Saving tobuy a University Pension Sovereign
house next year endowment fund wealth funds
FINANCIALEDGE!

( Risk tolerance ) ( Investment horizon ) ( Need for liquidity )

FINANCIALEDGE!
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led

Income being taxed at a
different rate to capital gains

Regulatory considerations

Funds have restrictions
on types of assets they can purchase

Some retail investors are restricted
from investing in hedge funds

\ J

6 FINANCIALEDGE!

led

[M®)]
(O]

& v %

\ W,
— R - 4 T 1)
D D C D

Collectively known as ESG

\ J

6 FINANCIALEDGE!
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Retail investors

Service to be offered in
a cost-efficient way

|

1Bl

High net worth investors

|

Individuals or
family offices with
significant assets

|

Institutional investors

Big portfolios, that require
intense and typically

in-person servicing

Low intensity and
complexity of service

High intensity and
complexity of service

FINANCIALEDGE!

-

Investors Institutional and
Retail - Pension Funds

>

o
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Institutional Investors

@4

&9

- Insurance Sovereign
Pension Funds . Endowments
Companies Wealth Funds
FINANCIALEDGE!

Pension Funds

Driven by the nature of their obligations to the underlying pension owners

P &,

C Present value of future payments ) C Stretch far into the future )

Discount rates Inflation Mortality

\ J
Y

Fund also needs some immediate liquidity

¥

Reflect payments to current retirees

FINANCIALEDGE!
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Pension Funds

Driven by the nature of their obligations to the underlying pension owners

Asset and liability management

Pension funds will mostly invest in long-term assets

|
£

[l

|
?

i

lel
Higher returns Meet long term obligations

Invest in some short-term assets

¥

Meet payments to current retirees

FINANCIALEDGE!

0

@
@,
§

The immediate need for liquidity is limited

ﬁﬁ)

( Returns on the portfolio are exempt from tax )

Vs
Long-term

FINANCIALEDGE!
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I m ml

Investors Institutional and
Retail - Insurance Companies

L . 4

&

Insurance Companies

e

Short-tail insurance policies

7 ? '
1 1 1
! o_ ! .
Household ( Car ) C Health insurance )
Insured for fixed 2o Longer tails | d
period of time q- P of payments (
FINANCIALEDGE!
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Many thousands of policies )

Stable Predictable

=N [ ]

ss8 =0
Expenses Insurance policy holders’ claims

FINANCIALEDGE!

General insurance liabilities

More risk-averse portfolio strategy - larger allocation to bonds over equities
Shorter investment horizon than pension funds - typically holding less equities

FINANCIALEDGE!
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I m ml

Investors Institutional and
Retail - Endowments

L . 4

&

Endowments

Assets provided by donors

C Generate stable returns )

. 2
& &

Fund the institutions operation

FINANCIALEDGE!
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Most endowments have a long-term investment horizon

Harvard’s Endowment - 2 competing goals

'oo

%5

Maintain the long-term value

Fund the operating budget of endowment assets

Stable and predictable distribution After accounting for inflation
FINANCIALEDGE!
o~
P
($) » X X
] [
‘ I \ /
o_ .,Q
High allocation Liquidity In many cases,
endowment returns
Equities Fund the are tax exempt
operational
| X activities of the
Alternative assets institution
FINANCIALEDGE!
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Investors Institutional and
Retail - Sovereign Wealth Funds

\, 6 J
Sovereigh Wealth Funds
State-owned investment fund

o)
&s

lll% &

Stocks Bonds
g

o-0-0

Real Estate Investment alternatives
FINANCIALEDGE!
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Saving fund

Reserved for future generations.
With a very long-time horizon

( Longer time horizon than stabilization funds )

( Invest in a wide range of assets )

( Little need for liquidity )

Sovereigh Wealth Funds

S
v
Stabilization funds

Smooth out the volatility of
government tax revenues

( Shorter investment horizon than saving funds )

( Invest in a wide range of assets )
Will need liquidity during a
downturnin the economic cycle
FINANCIALEDGE!

Investors Institutional and Retail
— High Net Worth Individuals

© 2024 Financial Edge Training
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High Net Worth (HNW) Individuals

Warrant more intense customer service

s Py
O (N K O <
aid dibgpaid alb

HNW Investors

Institutional Investors Retail Investors

C Wide variety in requirements )

FINANCIALEDGE!

EXAMPLES OF POTENTIAL
TAX CONSIDERATIONS

Tax on capital gains vs income
Tax rates in different jurisdictions
Inheritance tax

Timing implications
of tax year dates

\\ y,

FINANCIALEDGE!
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High net worth client

L
gaet >> G
N e'
&H— =
Establish their What cash needs they Personal tolerance Tax considerations
investment horizon have in the future for risk they might have
FINANCIALEDGE!
] [
Private clients
2\ © Ev
Client's current Their goals Investment policy

situation

FINANCIALEDGE!
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The High Net Worth Market

Ultra-high-wealth market >$20m
High-wealth market $10-20m
Wealth market £5mM-$10m
Affluent market $2m-$5m
Mass-affluent market $500k-$2m
Middle market $100-$500k
Mass market <$100k
TOTAL

Source: Adapted from the Cerulli Report, “US Retail Investor Advice Relationship 2015” p.65 Data sources for the table: U.S. Federal Reserve, ‘U.S. Census Bureau, and Cerulli Associates

The mass market has the smallest total investable assets

FINANCIALEDGE!

Investment Funds
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Fund is legally separate from the fund management company which has set the fund up

Fund

% v
e ( Invests into a portfolio of securities )

The fund owns this portfolio

Investors

Portfolio of

Securities
FINANCIALEDGE!
Investment Custodians
management company
( Act as the investment manager of the fund ) AR (PRI
9 after the assets in the portfolio
Decisions regarding the Make sure the investments

investments held in the portfolio are owned by the fund

FINANCIALEDGE!
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* | XS
My mg%

Trustees or directors of the fund Fund administrator and transfer agent
( owssemommingotworna ) (et )
Appoint different parties Expenses Investors in the fund
Investment manager Custodian Communication with the investors
FINANCIALEDGE"

Active vs. Passive Management

L J
e

© 2024 Financial Edge Training 30



FINANCIALEDGE!

Passive Active
Management Management

Passive Active
Management Management

q Trying to generate better
Aims to generate the same return
3 returns than the benchmark
as a benchmark or an index
o ¢

[
C Holding a portfolio of the same securities ) ( Generating alpha )

in the same weights as the benchmark

A fund that generates more than could have
been achieved through a passive fund
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Passive
Management

0LV

Investors believe that
securities are fairly priced

FINANCIALEDGE!

Active
Management

Investors believe funds
can find under and
overvalued securities

Passive
Management

Passive funds tend to be
transparent as to which
securities they hold

Active
Management

Do not reveal their portfolios
on an ongoing basis

© 2024 Financial Edge Training
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Passive
Management

( Lower trading costs )

( Lower management fees )

The lower the fees, the better the passive fund

Active
Management

( Higher trading costs )

( Higher management fees )

Vital to consider outperformance of
an active fund after management fees

Passive
Management

~
{ Highly correlated with

[
-—)

- $ 4
=l

their respective market

[

Less reliant on
manager judgement

) &

S&P500 ETF

Active
Management

-
Lower correlation ) L $ -

with the market itself sl ﬂ‘

Highly driven by the skill and

judgment of the portfolio manager
.

Hedge fund

© 2024

Financial Edge Training
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Facilitators — Exchanges

&

Exchanges
I|I% @ gggo
Stocks Bonds Commodities Derivatives
ﬁ ( Buyersandsellers )
FINANCIALEDGE!
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Structured environments that foster a meeting ground for market participants

[ Transparency ] [ Efficiency ] [ Liquidity ]

Playing the role of a facilitator
rather than a participant

FINANCIALEDGE!

l%\\

Structured environments that foster a meeting ground for market participants

[ Transparency ] [ Efficiency ] [ Liquidity ]
Encompass
.}

Establishment of Trade Meticulous Information
trading rules execution record-keeping dissemination
FINANCIALEDGE!
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Key Functions of Exchanges

Information
Provision

Price Discovery Liquidity Regulation

FINANCIALEDGE!

Key Functions of Exchanges

Price Discovery

Crucial role in determining the value of financial assets, "‘I‘IJ'
guided by the market dynamics of supply and demand !
o o

FINANCIALEDGE!
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Key Functions of Exchanges

Liquidity

S

Ensure a constant Enabling market players to buy
availability of securities and sell with relative ease
FINANCIALEDGE!

Key Functions of Exchanges

Regulation

T &o

Ensuring fair trading practices Safeguarding investor interests

FINANCIALEDGE!
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Key Functions of Exchanges
Information
Provision
Rich source of market data
Price quotes Transaction volumes
Crucial for investors to make well-informed decisions
FINANCIALEDGE!

S

| Ze W
siole i€ =%

Array of stocks Commodities High-tech stocks

Derivatives

(@ Sophisticated electronic systems where trades are executed across a network @)

FINANCIALEDGE!
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Facilitators — Clearing
and Settlement Agents

&

Clearing Settlement

FINANCIALEDGE!
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Clearing

v

O

Verify and reconcile the transaction details

Ensure all the necessary paperwork
and procedures are in place

FINANCIALEDGE!
Clearing
0]
L\
National Securities Clearing Corporation (NSCC)
FINANCIALEDGE!
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Clearing Settlement

FINANCIALEDGE!

Settilement

Overseeing the actual transfer of securities and
money between the buyer and seller

o o

Buyer completes the payment The. §eller d'ellver.s tk.\e agreed
securities or financial instruments

FINANCIALEDGE!
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Clearing Settlement

FINANCIALEDGE!

Clearing Settlement

( Focusing on the operational intricacies of trade clearing and settlement )

Crucial in ensuring the health and
stability of financial markets

FINANCIALEDGE!
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v
Clearing Settlement
)
©
® o
aiadibaia

Investment banks Brokers Large institutional investors

FINANCIALEDGE!

Clearing Settlement

@

Brokers

Ensuring a seamless
transaction experience for their clients

Retail investors Smaller entities

FINANCIALEDGE!
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Facilitators — Clearing Houses

| J
o

Clearing Houses

Also known as central counterparties (CCPs) in certain market

C Clearing ) @
[ Operating much like a

l@ pivotal bridge in the
%y

financial ecosystem
C Settling )

FINANCIALEDGE!
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Clearing Houses

($)
a_f}

Securities Derivatives

transactions : - transactions
Serve as intermediaries

Primary function is to manage counterparty risk

The risk associated with one party not
fulfilling their obligations in a transaction

4END

Financial institutions

FINANCIALEDGE!
Ensure the settlement of trades
DHHY aeaaa
Buyer to every seller Seller to every buyer

Post-trade execution

Simplifies the trading process, allowing for smoother transactions

Clearing houses ensure

Integrity ( Financial markets ) Efficient operation

FINANCIALEDGE!
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Q)
i

Institutions might perform multiple roles

Clearing Settlement
agents agents
Divisions that act as clearing houses
( Operationally distinct )
( Regulatory and risk management requirements )
FINANCIALEDGE!

($)

O

National Securities Clearing
Corporation (NSCC)

Clearing and settlement processes of transactions

il A
C US equities ) ( Corporate bonds ) ( Municipal debt )
Relnforcing the markets

FINANCIALEDGE!
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Facilitators —
Central Securities Depositories

L . > 2

&

Settlement Process of Securities Transactions

PAYMENT LEG DELIVERY LEG
Exchange of cash Transfer of securities

Where are these securities stored?

Development of Central I
Securities Depositories (CSDs) o

FINANCIALEDGE!
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Central Securities
Depositories (CSDs)

. . ()
0 ' I olo Tangible paper certificates @

known as bearer securities
Stocks Bonds

Challenges in managing documents

FINANCIALEDGE!
Central Securities
Depositories (CSDs)
Role was to immobilize these paper certificates
( Centralized storage system
Eliminated the need for physical
transfers during trade settlements
FINANCIALEDGE!
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Central Securities
Depositories (CSDs)

Dematerialization

S 1B

Electronic entries

Significant advancement in efficiency in accounts
J \

Physical securities

FINANCIALEDGE!

Central Securities
Depositories (CSDs)

Specialized financial organizations that
serve as the focal point for depositing securities

/)\. Electronic recording of ownership
Facilitate securities 2 ’\?/
transactions Process called .
book entry Transfer of securities
FINANCIALEDGE!
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%

|
B

Managed

Central Securities
Depositories (CSDs)

Maintain meticulous records of
securities transactions and ownership

Redefined how securities are

—

Stored

Guard the security and efficiency in
the handling of securities

.
©

Transferred

FINANCIALEDGE!

Facilitators — Custodians

o

© 2024 Financial Edge Training
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Central Securities Depository (CSD)

Crucial players in the world of
financial investments

Direct interaction is typically limited to:

Investment banks Brokers

FINANCIALEDGE!

Custodians

Holding and safeguarding financial assets for individuals or institutions

@ l||°/o %

Bonds Stocks Mutual funds Currencies

Clients range
Mutual funds Pension funds Individual investors

FINANCIALEDGE!
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Safekeeping Trade processing Asset Servicing
Ensure the security Clearing and settling trades ! Collecting dividend and
of a wide array made by their investor clients interest payments on

of financial assets behalf of their clients

Ensuring each transaction
is smoothly completed

( Custodians are crucial connectors in financial markets )

FINANCIALEDGE!

III%% ‘é
e

[ T
g

Seller’s custodian ) ( Buyer’s custodian

Seller's and buyer’s custodians receive

notifications detailing the transaction

A

Type of security The number of shares The settlement date

FINANCIALEDGE!
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i Seller’s custodian ) ( Buyer’s custodian i
N\ N

=
Ensure that the b Funds for the
securities are ready purchase are @
for transfer available e
\_ J _ J
FINANCIALEDGE!
Settlement date
® l||°/o lll%

Seller's custodian ) ( Buyer’s custodian

The securities are electronically transferred from the
seller’s custodian to the buyer’s custodian via the CSD

16 ©F

Both custodians confirm the ..and payment to their
transfer of securities... respective clients

Custodians are efficient facilitators of financial transactions

FINANCIALEDGE!
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The Regulatory
and Advisory Layer

L . 4

&

Regulatory and Advisory Layer L

Smooth
Integrity Transparency functioning of
market ecosystem

FINANCIALEDGE!
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Regulatory Bodies

S S—
C Government agencies ) Independent organizations

ﬁ[@ L s Aw

&= —
Ensuring fair and Protecting investors Overseeing Monitoring systemic
efficient markets from fraudulent compliance risk to prevent
activities with laws and financial crises

regulations

FINANCIALEDGE!

Financial Advisors and Consultants

Guiding individuals and organizations on..
= b/
B S
+® =
Financial planning Investments
Retirement Wealth management

( Assisting clients in making informed financial decisions )

FINANCIALEDGE!
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Research Analysis

( Conduct detailed market research and analysis )

B {&F

Market trends Specific securities
20 /A
, (;:?‘.\
&L, O
Industries Economies

Delivering reports and recommendations to investors and financial institutions

FINANCIALEDGE!

Credit Rating Agencies

Evaluate the creditworthiness
of issuers of debt securities

A\ JA

o0 o

aid gjp aid
Rate the credit risk Inform investors about
associated with potential default risks

these instruments

FINANCIALEDGE!
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Ensure that financial
statements are fair and accurate

Help investors make
decisions based on accurate
company reports

Enhance the reliability
of financial information

FINANCIALEDGE!

Legal Advisors and Law Firms

They provide advice on...

Regulatory compliance Mergers and acquisitions

ae

Financial transactions

( Represent clients in legal proceedings related to financial matters B

FINANCIALEDGE!
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Legal Advisors and Law Firms

Regulatory and advisory layer
is a network of entities

C Reliability )

Financial Markets

FINANCIALEDGE!

FINANCIALEDGE!

www.FE.training

Please do not redistribute these materials without the
express permission of Financial Edge Training.
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