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FINANCIAL MARKETS AND EXCHANGES
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ORIGIN AND DEVELOPMENT

1.10
Historically, the provision of finance and credit was initially restricted either to close family relations or within land-holding relationships and then only to immediate merchant or trade counter parties. The use of separate identifiable financial intermediaries only became necessary as larger value or longer-term credit was required or some geographic distance was involved.
  

1.11
The provision of such services expanded, in particular, with the growth of trading and commerce following the end of the medieval period from the 1200s onwards. Early banking then began with the Italian merchant and financial families during the 13th and 14th centuries. The first centres were the Italian city-states of Lombardy and Florence, Venice and Genoa. These, in particular, allowed for the growth and expansion of early moneychangers, lenders and dealers in bills of exchange and coinage.  

1.12
The first bank is often considered to have been the Monte de Paschi which was established in Siena in 1472 although the Casa de San Giorgio had been set up in Genoa in 1407. The Casa de San Giorgio was reputedly the first public clearing bank although it subsequently collapsed in 1444. International finance then expanded in Italy and elsewhere with the Great Fairs that were held in the main medieval merchant towns across Europe including Bruges, Lyons and Antwerp.

Securities and Exchanges

1.13
The first reported security issue was in Venice in the 12th century. This involved the issuance of long-term municipal debt, the Monte Commune, which was traded in the city of Florence from the mid-1300s onwards. The use of long-term securities was subsequently developed by the Habsburgs in the Netherlands with the issuance of tradeable life annuities from 1542 on. The oldest stock exchange was reputedly established in Antwerp in 1460. Stock markets were subsequently set up in Lyons in 1540, Hamburg in 1558 and Amsterdam in 1602. The first organised stock market is nevertheless considered only to have been set up in Paris in 1724 with membership being restricted to 60 Agents de Change and a code of market conduct to regulate dealing.  

1.14
Merchants and capital providers began to meet in the City of London in coffee houses from the late 1600s onwards. An organised group met at Jonathan’s Coffeehouse from 1760 to buy and sell shares. The name was subsequently changed to the Stock Exchange in 1773 with an original deed of settlement in 1802.
 In New York, dealers in stock met at 22 Wall Street from 1792 onwards although the New York Stock Exchange and Board was not formally established until 1817.
 An earlier market had been set up in Philadelphia in 1790.

1.15
The growth and expansion of stock markets was significant up until the First World War. This had been supported by massive expansion in government and corporate debt either for military purposes or railway or other industrial expansion. This was assisted by the growth in the use of the telegraph from the mid-1800s and subsequent telephonic communication. Most exchanges had to be closed during World War One and then only re-opened under government control. Subsequent growth was nevertheless substantial although this was interrupted by the stock market crash beginning on 23 October 1929.
 

1.16
Trading was also principally managed by government and international financial institutions following World War Two with stock exchange activity not recovering until the mid-1950s. Expansion was then rapid until the early 1970s although further growth was increasingly constrained by regulation and competition. The primacy of the New York Stock Exchange was, for example, challenged by NASDAQ which was set up in 1971 by the National Association of Securities’ Dealers (NASD).
 This operated on the basis of an automated quotation system which allowed NASDAQ to become the largest electronic stock market in the world. A number of internal and structural changes were also adopted within the New York Stock Exchange in 1975 as part of the first ‘Big Bang’ in the exchange area. These exchange reforms were then followed by London but not until 1986 and then Brussels, Milan and elsewhere.

1.17
The need for market reform was recognised in the UK after the London Stock Exchange had been taken to the Restrictive Practices Court by the Office of Fair Trading (OFT) in 1979.
 The OFT considered that the then prevailing fixed minimum commission system and single capacity trading were anti-competitive. The Department of Trade and Industry subsequently, in July 1983, brought forward legislation to exempt the LSE from the Restrictive Trade Practices Act 1976 on the condition that the alleged anti-competitive practices were abolished. The LSE consequently abandoned fixed commissions, non-market member restrictions, foreign ownership restrictions and the distinction between stockbrokers and stockjobbers with market participants becoming dual capacity market makers in 1986. Trading on the LSE was also subsequently moved off floor and conducted by telephone as part of the larger Big Bang changes.
 

Restructuring and competition

1.18
In addition to the automation and ‘electrification’ of many activities, exchanges have also attempted to respond to the increased pressures created through de-mutualisation and corporatisation. This involves abandoning their earlier mutual status and private member ownership and becoming listed as public corporations on their own markets. This allows public listing and lower transaction and capital costs although the exchanges also then become subject to external ownership and management accountability.
 

1.19
A related consequence of this has been the need for regulatory separation with the removal of the public oversight function and supervisory responsibility from a number of exchanges. This can either relate to separating admission to listing and trading functions or market regulation more generally. In the UK, for example, responsibility for listing under the Financial Services and Markets Act 2000 (FSMA) has been transferred from the LSE to the Financial Services Authority (FSA).
 This had been announced by the Treasury on 4 October 1999 and took effect from 1 May 2000
 with the FSA now being responsible for ensuring that public offer documents including principally prospectuses, comply with the listing requirements previously imposed under the Companies Laws and now the FSMA. This separation of listing and trading functions was considered necessary following the LSE’s decision to de-mutualise and in view of the potential conflict of interests that could otherwise have arisen. The exchange then only became responsible for determining admission to trading which involves ensuring that stocks comply with its conditions for market entry and subsequent dealing rather than public listing as such. 

1.20
While some exchanges have also retained supervisory oversight responsibility for their markets (essentially on a self-regulatory basis), this has been taken off the exchanges in many countries.

Electronic trading and internal order books 

1.21
The increased demands for growth and return that these changes have generated have further increased the competition between the main exchanges especially for quality government stock and international offerings. The competitive pressures that this creates have then been further aggravated by the emergence and subsequent expansion of many new electronic communications networks (ECNs) or alternative trading systems (ATSs) and alternative trading platforms (ATPs) as well as the new EU multilateral trading facilities (MTFs)).
 A number of these new trading systems and platforms have been developed by the traditional exchanges themselves and operate either in parallel with or replace their earlier floor (or pit) based systems although many are privately financed and managed. These benefit from the absence of fixed costs including principally expensive location charges with the deregulatory environment in most countries facilitating immediate market access and with any prior formal exchange competition privileges having been removed. 

1.22
Many of the privately operated systems were originally based on proprietary computer models developed by large investment banks that were made available through the Internet or Intranet based facilities to other counterparties. While a number of these have subsequently had to close through low trading volumes, many electronic markets continue to operate as successful competitors to more traditional exchanges.

1.23
The most recent threat to the continued dominance of both more traditional and new electronic exchanges has come from the development of organised order book or internal trading practices within many of the largest market participants. The purpose of this internalisation of the dealing function is to increase efficiency and security as well as avoid unnecessary transaction costs by carrying out as much dealing as possible through the internal off-setting of trades across portfolios within firms. Any subsequent net long or short positions are then settled on a formal market although only through end-of-day trading. The effect is to remove substantial transaction volumes off-market. This threatens the income streams (and potential liquidity) of the main exchanges and also creates new supervisory challenges for regulatory authorities with private firms effectively operating their own internal market systems without formal recognition and regulation.

Scandal and Crisis

1.24
Despite the improvements generated in terms of exchange earnings, capacity and efficiency, a number of crises and scandals have continued to undermine public and investor confidence in the operation and stability of financial markets. Early great historical crashes included the ‘Tulip Mania’ between 1585 and 1650 and the South Sea Bubble in 1720.

1.25
While the causes of the 1929 stock market crash have generally been ascribed to the tight monetary policy pursued by the US Federal Reserve Bank and the supporting regulatory restrictions imposed on banks including on making loans available to brokers to purchase stock, other subsequent crises have generally been market-led. The stock market crash of 19 October 1987 resulted in a 20% drop in the value of the Dow Jones industrial average which was the largest fall recorded since February 1885. (The Dow Jones fell by 12% and then 10% on 28 and 29 October 1929 respectively.) This was partly attributed to electronic programme trading although other factors included market illiquidity, over-valuation of stocks, tax distortions and price volatility. Fortunately, there was no subsequent banking crisis or major economic downturn with a number of more minor regulatory adjustments having been adopted especially with the introduction of new controls on the use of programme trading.  

1.26
There have also been a number of other crises and scandals more specifically related to market conduct. These included insider trading in shares of Wall Street takeover target firms by Ivan Boesky and Michael Milken in 1986, the Guinness scandal in 1987 which involved a £258m illegal share price support scheme, the theft of investors’ funds by Barlow Clowes in 1988 and the laundering of pension fund assets by Robert Maxwell in 1991. £8 billion losses were also suffered by Lloyds of London partly through unprofessional conduct by market insiders in their dealings with names who backed the market with individual funds.
  

1.27
More recently, there has been the mis-selling of UK pensions between 1988 and 1992 (with total losses estimated between £4bn to £8bn) and pyramid financing schemes in Russia and Eastern Europe during the 1990s. There have also been other spectacular scandals such as the Orange County bankruptcy in 1994 (following US$1.7 bn derivatives losses), the Barings collapse in 1995 (with US$1.3 bn of unauthorised trading losses), the Daiwa Bank losses suffered in 1995 (of around US$1.1bn) and Sumitomo Corporation copper trading losses (estimated to be in excess of US$3bn). 

1.28
All of this has been in addition to more general corporate governance scandals such as Enron, WorldCom and Parmalat. The increased sophistication and integration of financial markets can be considered to improve the efficiency and potential stability of financial markets although this can also increase the possibility and potential for financial crime, financial abuse and consequent financial loss. 

Regulatory challenge
1.29
A number of separate financial risks have to be considered with regard to the structure and operation of modern financial markets and exchanges. The main financial risks that arise are concerned with credit risk,
 market or position risk,
 interest rate risk,
 foreign exchange risk
 and insurance risk.
 A range of particular sub-risks also arise with regard to financial derivatives and, in particular, option contracts.
 The other two main types of exposure are operational risk
 and legal risk.
 Operational risk may also be considered to include settlement related risks such as late deliveries (delayed payment or settlement) and bad deliveries (reverse account entries).
 

1.30
One of the key purposes of financial regulation is to ensure that an appropriate legal and regulatory framework is maintained that imposes sufficient obligations on financial institutions to make sure that they manage effectively the risks and exposures that their activities generate.
 In the event that such controls are not imposed, financial institutions may operate imprudently and assume unnecessary risk which can threaten the stability of themselves as well as other counter parties in the market and potentially, in the most extreme cases, the stability of the financial system as a whole. This can then result in significant losses to depositors and investors as well as massive costs being imposed on the rest of the industry, or indeed on government, in the event that some form of support operation is required.
     

1.31
Modern financial regulation has increasingly been conducted on a risk basis. This involves the identification of the separate risks and exposures involved and the imposition of appropriate controls in respect of each. Supervision by risk may generally be understood to refer either to the selection of particular risks for control purposes
 or the evaluation of regulatory performance against particular objectives set.
 The term ‘risk by risk’ is now used to refer to the identification and aggregation of separate risks for the purposes of applying particular capital obligations such as under the final prudential sourcebook to be adopted by FSA (the PRU).
 These may either be imposed on financial institutions or individuals carrying out financial activities on markets or on exchanges directly.

1.32
Regulatory authorities must attempt to adopt effective responses to all of the potential threats and challenges that arise with the new global markets and conditions of the 21st century.
 In so doing, the authorities have initially to be able to identify clearly and accurately all of the entities or institutions that are subject to regulatory control. A number of significant difficulties arise in defining relevant markets and exchanges and market practices with officials either being able to recognise the exchange directly or to regulate the person or persons providing the dealing services as an authorised person. A number of difficulties nevertheless remain in formulating a satisfactory definition of an exchange for modern regulatory purposes.
 

1.33
Officials have also to ensure that market participants conduct themselves properly with relevant insider dealing and other abusive practices being constrained insofar as possible. A number of new offences have been introduced in recent years to attempt to deal with the problems created by alternative forms of market distortion and other abusive practices.
 The use of the markets for money laundering and terrorist financing purposes must also be controlled.
 

1.34 
Authorities must separately ensure that exchanges carry out their own oversight functions effectively with regard both to trading and market regulation and to discipline. Market counter parties must, in particular, hold adequate financial resources and make necessary margin and settlement payments. Exchanges must maintain adequate continuity or other back-up systems in the event of terrorist attack or other market disruption or collapse. All of this has become even more complex with increased deregulation, diversification, separation and outsourcing as well as globalisation and digitalisation of many market activities. A series of complete and effective regulatory responses must nevertheless be constructed in light of all of these challenges and potential threats. 
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