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Letter from the President 

You + Me = MicroAgility 

 

Welcome to the Team, Agilian! 

This document has been compiled for the benefits of our employees and affiliates. In this document, 
you will find in-depth information about the fundaments of the Securities Industry. I hope that you find 
this information useful and enlightening. 

As always, if you have any comments regarding this information, please do not hesitate to contact me 
at info@microagility.com. I wish you all the best. 

Sincerely 

Sajid Khan 

President-Your Business Partner 
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THE MARKETPLACE 

1. What are Securities? 

Securities represent the entire range of investment opportunities. A security can refer to an instrument 
that allows the holder to claim an ownership position in a corporation (a stock) or other rights to 
ownership as set in a specific contract. A security can also refer to an instrument that allows the holder 
to have a creditor relationship with a corporation, a government, or its agency (a bond). Moreover, these 
securities are intended to generate funds for the issuer and give rights and returns to the investor. 

 

 

 

 

 

Figure 1Types of Securities 
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2. How do Financial Markets Work? 

Banks, brokers, investment managers, and mutual funds in the securities industry function as financial 
intermediaries. These financial intermediaries seek to find the needs of borrowers and lenders. 

Individuals or firms who need additional funds for their business or for personal reasons are paired with 
businesses or individuals who have excess funds, and want to acquire a return on their investment. 
Borrowers take out loans in order to get their funds while investors seek to invest their wealth in a way 
that provides the greatest return and the least risk. With regulations, rules, and laws of financial 
markets, the activity between borrowers and investors falls into a complex infrastructure. 

3. Who are the Participants?  

There are many different types of firms involved in the securities industry.  These firms are either 
directly involved in the trading and processing or indirectly involved through financial intermediaries.  

3.1. Business Organization 

There are four primary forms of a business organization: 

3.1.1. Sole proprietorship 

A sole proprietorship is a business owned by one person. As a result, a sole proprietor has limitations on 
raising capital and remains at risk for liability. 

3.1.2. Partnership 

A partnership is a business owned by two or more people. Profits and losses are passed onto the 
individual partners and the activity of the partnership is reported on the personal tax returns of the 
individual partners.  

3.1.3. Limited Liability Corporation 

Figure 2 Regulatory Environment 
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A corporation is the most common form of business structure for institutional investors. A corporation 
is a separate legal entity for which evidence of ownership is provided by shares of stock.  

3.1.4. Trust 

A trust is a legal agreement where an individual (the trustee) controls property or assets put into a trust 
by another (the grantor) for the benefit of another (the beneficiary). The agreement that establishes the 
trust contains it provisions and sets forth the powers of the trustee. A trust can be established in a 
personal trust, institutional trust, or a corporate trust. 

Forms of Businesses Owners Risk/Advantages 

Sole Proprietorship One Person Limits on Capital/Risk for Liability 

Partnership Two or More People Risk for Liability/Profits 

Limited Liability Corporation Shareholders Limited Liability 

Trust Trustee/Grantor Legal Provisions 
Figure 3 Different Types of Businesses 

3.2. Types of Customers 

There are many different types of customers that can open securities’ accounts. There are differences 
in the accounts they can open and what is needed to open these different types of accounts. 

3.2.1. Individual Investors 

These are also known as retail investors. These customers often invest in mutual funds. If not mutual 
funds, most of these investors buy a small number of shares or bonds at any one time. They usually pay 
fixed rates and the buying broker usually holds the investor’s securities. 

3.2.2. Day Traders 

These are retail customers who lease access to a broker’s transaction processing systems. They try to 
trade like institutional professionals but are unlike retail customers who use their own equipment and 
the Internet to buy and sell securities. 

3.2.3. Institutional Investors 

These can open securities accounts but most cannot issue equity or debt securities. Institutional 
investors can fund a range of assets such as securities, real estate, commodities, and derivatives. 
Institutional investors include banks, mutual funds, charitable institutions, universities, and employee 
benefit plans. 

3.3. Different Categories 
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Most of the firms in the securities industry are organized as partnerships, corporations, or trust 
companies. Within some of these structures are different categories as well, such as banks, brokers, 
investment managers, mutual funds, and insurance companies. 

3.3.1. Banks 

Generally speaking, banks are a safe place to put money and offer a modest return. They also provide 
processing services for individuals and institutions including checking accounts, savings accounts, time 
deposits, unsecured lending funds, transfers from one bank to another, and foreign exchange. There are 
three types of banks: 

• Retail banks generally deal with the banking and investment needs of individuals. 
• Commercial banks offer a variety of services to institutions. 
• Custodian banks protect and administer securities and cash for others. These are usually an 
• entire department in a bank. 

3.3.2. Brokers 

In general, brokers constitute the sell-side of the business, whether they are buying or selling securities, 
and the investment managers constitute the buy-side. One of the primary roles of a brokerage firm is to 
assist customers in buying and selling securities, commodities, and other financial instruments. The 
other primary roles are to provide a custody service for the assets and to provide periodic statements of 
the assets in the account. There are two major types of brokerage firms – full service firms and 
discount firms. Other types of firms are member firms, investment-banking firms, and over-the-counter 
firms.  
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3.3.3. Investment Managers 

Investment managers consist of sole proprietorships, partnerships or corporations. This type of 
financial institution is regulated by the Securities Exchange Commission (SEC) under the Investment 
Advisor Act. Investment managers, also sometimes called Asset Managers, are generally considered to 
be the buy-side of the industry since they buy services from brokers. Investment managers perform 
research and portfolio management, trade for their own account or for client portfolios, and provide 
investment advice. 

3.3.4. Managed Investment Companies 

Managed Investment Companies have been created to allow groups of investors to pool their money to 
invest in equities, bonds, money market instruments, and so on. 

3.3.5. Investment Banks 

Investment banks provide services in every segment of the securities industry. They create products 
and their different divisions are on either the buy-side or the sell-side. Investment banks usually perform 
functions such as underwriting (creating new securities), research (evaluating investments), portfolio 
management, trading, sales, and brokerage. 

 

 

Figure 4 Services that Investment Managers Perform 
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3.3.6. Insurance Companies 

Insurance companies are a part of the securities industry through their treasury functions and through 
their investment management activities. Some products of insurance companies that are backed up by 
various securities investments are annuities, mutual funds, and some forms of life insurance policies. 

4. Trade Processing Summary 

The full trade life cycle consists of five distinct steps: 

Pre-Trade: In the pre-trade process, individual and institutional investors determine what they want 
to buy or sell. Client advice and investment decision play a key role here. 

1. Trade Order and Execution: The trade process starts when a buy or sell instruction is given to a 
broker. The broker enters the order into his system and the trade is then passed on to the 
trading areas for execution. 

2. Clearing: Brokers settle between themselves using a process called clearing, which results in a 
net settlement. It is basically a comparison of the details of a transaction between brokers prior 
to a settlement; a final exchange of securities for cash on delivery. 

3. Settlement: Settlement is the final exchange of securities for money. It is where a broker/dealer 
pays for securities bought for a customer or delivers securities sold and receives payment from 
the buyer’s broker. 

4. Asset Servicing: After the trade has been settled, the process of servicing of asset begins and 
continues for as long as the investor holds the security. Cash management is the key here. 
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5. Who Enforces the Rules and Procedures in the Securities Industry? 

In the securities industry there exist regulators who have established a set of rules and regulations that 
administer the entire industry. Financial markets, depositories, clearinghouses, and vendors work 
together to regulate the investment industry. 

The three major US government agencies that govern the securities industry are the Federal Reserve 
System, the Securities Exchange Commission (SEC), and the Office of Comptroller of the Currency. 

5.1. Federal Reserve System 

The Federal Reserve System, the central bank of the United States, is a government institution created 
to administer the nation’s credit and monetary policies and to oversee the banking industry as well as 
certain aspects of broker activity, such as credit. 

The Fed is responsible for establishing and enforcing monetary policy in the US and for regulating the 
amount of credit outstanding. The Fed does this by establishing the bank discount rate and the rules for 
credit. The market’s response to the Fed’s determination to control inflation by raising and lowering the 
discount rate affects long-term interest rates, which have a significant impact on the securities’ market. 

Duties of the Fed: 

• Conducting the nation’s monetary policy by influencing the money and credit conditions in the 
economy in pursuit of full employment and stable prices. 

• Supervising and regulating banking institutions to ensure the safety and soundness of the 
nation’s banking and financial system and to protect the credit rights of consumers. 
Maintaining the stability of the financial system and containing systematic risk that may arise 
in financial markets. 

• Providing certain financial services to the US government, to the public, to financial institutions, 
and to foreign official institutions. The Fed plays a major role in operating the nation’s payments 
system. 

The Fed uses the Federal Open Market Committee (FOMC) to manage the three major methods that are 
used by the Fed to control the interest rates. 

5.2. Securities Exchange Commission 

The Securities Exchange Commission (SEC) is the primary regulatory agency that oversees the 
securities industry. The SEC is an independent, bipartisan, quasi-judicial agency of the US government. 
The laws administered by the SEC deal with securities and finance and seek to provide protection for 
investors in their securities’ transactions. 
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Responsibilities: 

The SEC sets the overall rules for the industry and reviews the procedures established by Self 
Regulating Organizations (SROs) to ensure that they are in compliance with securities law. 

The SEC also reviews new securities registrations to determine if they comply with the law. The SEC is 
extremely concerned with protecting the rights of individual investors and managing the securities 
marketplace to avoid any serious disruption in the US Financial markets. 

5.3. Office of the Comptroller of the Currency  

The Office of the Comptroller of the Currency’s (OCC) principal function is supervising the national 
banking system.  The OCC must approve the establishment of new national banks, bank mergers 
involving national banks, and the liquidations of national banks. 

5.4. Self-Regulating Organization (SRO)  

In the US securities industry, participants are allowed to establish their own rules and make 
organizations called self-regulating organizations. A self-regulating organization must be approved and 
supervised by the SEC.  The SROs propose their rules and rule changes to the SEC for final approval.    

An SRO can be an exchange, an association, a clearing agency, or a depository.  An SRO defines rules 
and qualifications for membership, monitors compliance with its rules, and represents the industry to 
regulatory agencies.   

Some of the leading SROs are: 

a) American Stock Exchange (AMEX or ASE), located in New York, is one of the US’s leading 
exchanges.  In 1998, AMEX merged with Nasdaq.  AMEX is increasingly an options exchange 
and trades put and call options on more than 750 individual stocks.  AMEX is also a leader in 
warrants on foreign indexes and currencies, hybrid debt, and other structured products. 

b) Arizona Stock Exchange (AZX) is an electronic single price auction trading system.  The 
auctions, which connect all participants to a computer in Phoenix, are modern versions of the 
historic call markets.  Most of the world’s major stock exchanges began as call markets.  In a 
call market, an official auctioneer calls out trial prices to determine the amount of buying and 
selling interest at each possible price. 

c) Boston Stock Exchange (BSE) is the first American exchange to open its membership to foreign 
brokers.  It is one of the seven national equities exchanges in the country with individual and 
institutional customers in the US and the world.  The BSE’s primary function is to operate a 
specialized and competitive marketplace that serves member firm customers, their clients, and 
listed public companies. 

d) Chicago Board Options Exchange (CBOE) created standardized listed stock options.  Prior to 
that, options were traded on an unregulated basis and did not have to adhere to the principle of 
air and orderly markets.  CBOE is the second largest securities exchange in the country and the 
world’s largest options exchange. 
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e) Chicago Board of Trade (CBOT) is the world’s oldest and largest futures and options exchange.  
Futures exchanges provide free market prices that are brought together in an open auction. The 
purpose of the CBOT is to provide opportunities for risk management among farmers, 
corporations, small business owners, and other market users. 

f) Chicago Mercantile Exchange (CME) is the second largest options and futures marketplace in 
the US.  Products traded on CME include futures and options on agricultural commodities, 
foreign currencies, interest rates, and stock indexes. 

g) Chicago Stock Exchange (Merc/CHX) is the second most active in the US in terms of trades and 
shares.  It merged with stock exchanges in St. Louis, Cleveland, and Minneapolis-St.Paul to form 
the Midwest Stock Exchange, which was later changed back to CHX.  The New Orleans stock 
Exchange joined a decade later as well. 

h) Cincinnati Stock Exchange (CSE) is one of the five regional stock exchanges that, along with 
three primary exchanges, comprise the National Market System.  The Exchange is now 
headquartered in Chicago.  Exchange membership is limited to registered brokers/dealers. Only 
brokers/dealers and their associates are eligible to execute trades on the CSE.  No other 
individuals, businesses, or corporations can apply for membership or use CSE to execute trades. 

i) Depository Trust Company (DTC) is a central securities depository for stocks and bonds through 
which members affect security deliveries between each other, via computerized bookkeeping 
entries, thereby reducing the physical movement of stock certificates.  

j) National Securities Clearing Corporation (NSCC) is an organization that serves as a middleman 
for the electronic transmission of data between issuers of securities and retail sellers of 
securities.  NSCC is the most widely used securities clearinghouse for variable annuities and is 
a dominant presence in the field of transaction clearing for stocks, bonds, and mutual funds. 

k) New York Mercantile Exchange (NY Merc/ NYMEX) is the world's largest physical commodity 
futures exchange. 

l) New York Stock Exchange (NYSE) is the primary stock market in the US.  Founded in 1792, it is 
the largest and oldest organized securities market in the US.  NYSE does not buy, sell, own, or 
set the prices of securities traded there. The prices are determined by public supply and 
demand. The Exchange is a non-profit corporation. 

m) Pacific Exchange (PCX) is a regional marketplace where brokers/dealers and registered member 
firms meet to buy and sell stocks, bonds and other securities issued by publicly traded 
companies.  The PCX is the third largest stock options exchange in the world. 

n) Philadelphia Stock Exchange (PHLX), the oldest US securities exchange, offers currency futures 
and options on currency futures. 
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MAKING THE DEAL 

1. Creating New Securities 

 

To expand or restructure businesses and pay for public projects, businesses and government often 
raise capital or funds through securities.  Let’s discuss the roles of the different participants involved in 
creating securities and the types of processes used.  

There are two categories of firms in the issuance process: 

1. Issuers are referred to the firms that need to raise capital by issuing securities. 
2. Other financial intermediaries are those who support the issuance of securities by helping 

issuers create and distribute new issues. 

Firms supporting the issuance of securities: 

1. Investment Banks help define, create and distribute new securities through the process of 
underwriting. They act as underwriters when they assist issuers in identifying and distributing 
the type of security that will best meet the financing needs.  Underwriters help firms evaluate 
their current capital structure and the type of security that will best fit the firms short and long 
term needs for funding. 

Figure 5 Creating New Securities 
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2. Brokers/Dealers participate through investment banking activities or by helping the underwriter 
sell the new security to the broker/dealer’s customers. 

3. Corporate Trust Departments in a bank help the underwriter create the certificate and place it in 
a depository if the security meets the depository’s criteria.   As registrar or transfer agents, 
corporate trust departments will also be involved in recording the ownership of the securities. 

4. Exchanges/NASDAQ will become involved in creating a new listing if the new issue meets the 
criteria of an exchange or NASDAQ and if the issuer wants to list. 

5. Depositories enable investors to settle their trade in the security if the new issue meets the 
criteria established by the depository. 

2. Buying and Selling of Securities  

Retail customers conduct research, analyze the information they gather, and then make an investment 
decision to buy or sell securities.  That decision is then given to a registered representative who is an 
employee of a brokerage firm and who enters the order into the broker’s system.  To be executed, the 
order will go to an exchange or NASDAQ and then to a trader who finds a counter-party for the trade. 
Institutional customers go through the same process of research, analysis, and decision-making 

2.1. Financial Markets 

Generally when we speak about the “market”, we are usually referring to the Dow Jones Industrial 
Average (DJIA), which reflects the activity of thirty large stocks on the NYSE.  The thirty stocks are 
selected by the Dow Jones company to reflect the overall industrial base in the US.  Although the DJIA 
represents only a portion of the market, it is often used as the proxy for the market.  There is a primary 
market, a secondary market, a third market, and a fourth market. 

• Firms offer their securities to the public through the primary market. 

Figure 6 Primary & Secondary Market (explained on the next page) 
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• The secondary market includes the exchanges and over-the-counter markets where securities 
are bought and sold after they were brought to the market through an original issuance in the 
primary market. 

• The third market is a dealer market that is used for trading blocks of shares or bonds. 
• The fourth market is an electronic market that allows institutions to locate other institutions 

that want to trade a specific security. 

2.2. Securities Exchange Markets  

An exchange is a centralized market with a specific location called a floor, which supports the trading of 
listed equities, bonds, and options.   

US exchanges have several common functions.  Each exchange establishes its own rules for listing 
securities.  These rules include the size of the company’s capitalization, the number of shareholders, 
and whether or not the exchange’s customers would be interested in buying or selling the issue.  An 
exchange provides a central place for its members to meet so that they can purchase and sell 
securities. 

Steps: 

1. Customer contacts a registered representative who gives instructions to buy or sell a specific 
security. 

2. The order is entered into the broker’s system by the registered representative. 

Figure 7 Trade Processing on an Exchange 
(Refer to the section on Self-Regulating Organizations for specific exchange markets.) 
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3. The broker’s system determines whether the order goes to the floor of the correct exchange or 
….to an electronic application or …to the firm’s inventory. 

4. If the order goes to the floor, the floor trader looks for counterparty.  If the counterparty is not 
available, then the broker deals with a specialist. 

5. If the order goes to an automated execution system, the order will be matched electronically by 
a specialist. 

6. Orders matched on the floor or by an automated system are recorded and sent to the National 
Securities Clearing Corporation (NSCC) for clearing. 

7. Prices are reported electronically. 

2.3. Securities Over-the-Counter Market 

A securities over-the-counter (OTC) market is also known as a decentralized over-the-counter market.  It 
trades by finding counterparties through either telephone, NASDAQ, or via an Alternative Trading System 
or Electronic Communications Network.  The OTC is different from the other exchanges in that there is 
no single physical location and instead of using specialists, it uses market makers that negotiate a price 
rather than derive a price through the exchanges auction mechanism.  The types of instruments that are 
traded on the OTC include OTC equities, government debt, agency debt, municipal debt, and corporate 
debt.  These instruments do not include trades on an exchange, collateralized mortgage obligations, and 
asset-backed securities.   Mutual funds are not traded on an exchange. 

2.4. Other Markets  

2.4.1. Money Market 

The money market is the over-the-counter, telephone based process of trading short-term instruments. 
There are several different types of money market instruments used by institutions, all of which are 
considered short-term instruments.  The most frequently used instruments are banker’s acceptances, 
commercial paper, negotiable certificates of deposit, and repurchase agreements. 

2.4.2. Options and Futures Exchanges  

Futures and options on futures were initially developed for commodities such as wheat, corn, oil, and so 
on.  Futures and options on futures were then later developed for financial instruments such as interest 
rate instruments and indexes. Three categories of professionals involved in futures trading are hedgers, 
speculators, and floor traders: 

• Hedgers are people who buy and sell the actual commodities.  They can use the futures markets 
to protect themselves from commodity prices that move against them. 

• Speculators are investors and traders who seek to profit from price changes. Speculators put 
their money at risk and must be prepared to accept outright losses in the futures market. 

• Floor traders, also called locals, buy and sell for their own accounts on the trading floors of the 
exchanges. They help to provide liquidity. 
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A futures contract is an agreement between two parties to buy and sell a specific quantity of a 
commodity at a specific price in the future.  An option on a commodity futures contract is an agreement 
between two parties which gives the buyer, who pays a market-determined price known as a premium, 
the right to exercise his option within a specific time period.  Hedgers, speculators, and floor traders are 
involved in futures trading.  The Chicago Board of Trade (CBOT) is the oldest and largest futures and 
options exchange.  The Chicago Mercantile Exchange (CME) is the second largest options and futures 
marketplace in the US.  Other futures and options exchanges are the Chicago Board Options Exchange 
(CBOE), the Kansas City Board of Trade (KCBOT), the New York Futures Exchange (NYFE), and the New 
York Mercantile Exchange (NY Merc).  

2.5.  Orders  

There are several different types of orders that can be placed.  Orders can be to buy or sell. 

• Buy Order is a type of order to a broker to purchase a specific quality of a security at the market 
price or at another stipulated price. 

• Sell Order is a type of order to a broker or other fiduciary to sell a security on behalf of a client. 

2.6. People in the Trade Process 

2.6.1. Retail Investors 

These are owners of securities who decide what they are going to buy or sell. They will contact their 
registered representative or a broker to place their order. 

2.6.2. Institutional Investors / Portfolio Managers 

These are employees of investment managers who decide when to buy or sell securities for specific 
portfolios in order to meet that portfolio’s objective.  They decide to buy or sell based on their own 
research. 

2.6.3. Registered Representatives 

These are the people who handle the customer relationships.  They are basically salespeople whose 
primary role is to take orders.   

2.6.4. Traders / Investment Managers  

These have a responsibility to search for the best broker or an alternative trading system to use.  Their 
primary role is to purchase and find the best vendor for a particular security.  

2.6.5. Traders / Brokers  

These are marketing intermediaries who bring buyers and sellers together and assist in negotiating an 
exchange. 
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SECURITIES PROCESSING 

1. Processing Functions in Buying and Selling of Securities  

1.1. Post-Trade Processing  

There are a number of key post-trade processing functions that are conducted by the banks, brokers, 
and investment managers that are involved in the buying and selling of securities. The primary post-
trade processing functions are clearing, settlement, asset servicing, generic functions, securities 
transfer, and securities lending: 

• Clearing is the process where the brokerage firms involved in the street side of the trade are 
required to exchange the security and the cash after the customer has conducted research and 
made a buy or sell decision and once a counter-party has been found. 

• Settlement is the final exchange of cash for the securities in the trade. Settlement occurs 
directly between brokers and their retail customers through the Depository Trust Company 
(DTC) for institutional customers and for clearing firms utilizing net processing. 

• Asset Servicing functions begin after the trade has settled and are performed for as long as an 
investor owns a security.  Functions included in asset servicing include dividend collection, 
interest collection, corporate actions, pricing, proxy, escheatment, and stop payments. 

• Generic Post Trade Functions, such as record keeping, accounting, reporting, audit, and risk 
management, are other generic functions that are performed by custodians and brokers for their 
customers. 

• Securities Transfers are required when a security is bought or sold and they may involve the 
legal registration of the issue into the new name. 

• Securities Lending enables brokers and banks to settle, support arbitrage, and make a profit 
while they are doing it. 

1.2. Broker Processing 

1.2.1. Brokerage Automation: 

Let’s discuss how brokers process securities from systems from an operational perspective.   Brokerage 
systems have been developed to provide very specific support for activities such as: 

• Supporting high transaction volumes 
• Eliminating the need for separate settlement transactions in the later stages of processing 
• Settling net positions with the Depository Trust Company, rather than individual transactions for 

each customer 
• Extending credit to finance purchases through margin lending 
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1.2.2. Functions of each Broker Office: 

• Front office - consists of registered representatives (RRs) who talk to customers and a research 
department that evaluates investment alternatives and makes recommendations.  The RRs then 
present these recommendations to their customers.  The front office also consists of real-time 
market information systems, portfolio managers, and performance measurements. A broker’s 
front office has on-going customer contact either directly or indirectly.  The front office also has 
generic functions such as broker sales support, order management, research and analytics, 
portfolio management, and performance management. 

• Middle office - takes care of investment accounting, risk management, decision support, order 
processing, and client services. 

• Back office - processes the firm’s transactions.  The back office is frequently organized into 
several standard departments; order management, purchase and sales, cashier, transfer, 
corporate actions/reorganization, position management, margin, income, proxy, 
reporting/compliance, accounting, and new accounts. 

1.3. Bank Processing 

The broker is only one participant in the securities industry.  Banks play a significant role in processing 
securities for institutional customers and high net worth individuals.  Banks also establish retail 
brokerage subsidiaries through holding companies.  

• The following are other major services provided by a bank: 
• Domestic Custody - Custodian for institutional clients investing in the US. 
• Global Custody - Custodian for institutional clients investing cross border. 
• Corporate Trust - Trustee for issuers. 
• Personal Trust - Trustee for personal trust clients. 
• Institutional Trust - Trustee for institutional clients. 
• Brokerage - Brokerage for clients. 
• Proprietary Trading - Trade for the bank’s own accounts. 
• Private banking - Bank for high net worth clients. 

Figure 8 Functions of Each Broker Office 
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• Investment Banking - Assist clients in creating new securities. 

1.4. Investment Manager Processing  

Investment managers are a very important segment of the securities marketplace.  They initiate the 
institutional investment process and work together with banks and brokers to ensure accurate 
processing.  

Investment managers generally support accounts for institutions or wealthy individuals. Managers that 
support wealthy individuals provide these services through hedge funds.  Institutional investment 
managers manage money for pension funds or for mutual funds.  The processing requirements differ for 
each.  

1.5. Mutual Fund Processing  

Mutual funds are both a product and a type of business that processes securities.  Customers can 
either buy mutual funds directly from the fund or through a broker.  There are four major mutual fund 
processing functions in a managed investment company: 

• Portfolio Management and Accounting - Portfolio managers are responsible for making 
decisions about the purchases and sales that will form the basis of a fund. 

• Trade Accounting - Individual trade settlement. 
• Shareholder Accounting - The fund must know exactly how many shares each investor owns on 

each day. 
• NAV Calculations - Exact Net Asset Value of the fund must be determined each day. 

Figure 9 How a Mutual Fund Works. 
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TYPES OF SECURITIES INSTRUMENTS 

1. Equity – Related Instruments 

1.1. Common Stock  

Represents part ownership of a company. Holders of common stock have voting rights but no 
guarantee of dividend payments.  In the event that a corporation is liquidated, the claims of owners of 
bonds and preferred stock take precedence over those who own common stock. For the most part, 
however, common stock has more potential for appreciation. 

1.2. Preferred Stock  

A type of stock that has characteristics of both common stock and fixed income securities. Preferred 
stock gives the holder ownership in a corporation and a claim, prior to the claim of common 
stockholders, on earnings and also generally on assets in the event of liquidation. Most preferred stocks 
provide a fixed dividend that is paid prior to the common stock. Preferred stock does not usually carry 
voting rights.  

1.3. Convertible Bonds  

Bonds that may be exchanged for other securities of the corporation, usually common stock. The buyer 
of a convertible bond or preferred stock has the security of the promised interest or preferred dividend.  
The buyer can enjoy profits from the rise in price of the stock into which the convertible security can be 
converted once that stock's price exceeds the stipulated conversion price. 

 

Figure 10 Components of Stockholder’s Equity 

Figure 11 Convertible Bond 
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1.4. Equity Derivatives  

A derivative is an instrument that derives its value from the value of another instrument.  There are three 
different equity-related derivatives that provide investors with the right to purchase shares at a certain 
price for a certain period of time: warrants, rights, and options.  Warrants are issued and sold by the 
issuer.  Rights are issued and given to shareholders by the issuer.  Options are issued and sold by 
anyone. 

1.5. Equity Indexes  

A market index usually is a weighted average price for a group of securities.  As a market indicator, 
index is based upon an average or a weighted average price for a group of identified securities.  The 
securities in the group can change, although this happens infrequently. 

1.6. Equity Options  

A stock option is a contract where the holder has the right to buy or sell shares of the security at a 
predefined price on or before a specific date.  There are two types of options: put options and call 
options.  A put option gives its holder the right to sell a security under conditions and a call option gives 
the holder the right to buy a security under certain conditions. 

Option Purchaser’s Right Option Seller’s Obligations 

Buy Call: Right to buy underlying security Sell Call: Obligation to sell underlying security 

Buy Put:  Right to sell underlying security Sell Put: Obligation to buy underlying security 
Figure 12 Calls and Puts 

2. Fixed Income Instruments  

2.1. Introduction  

Commonly called a bond, a fixed income security is issued by a corporation, municipality, government, 
or agency.  It is an instrument that has a specified rate of interest that the issuer agrees to pay to the 
bondholder as well as promises to repay the principal either over time, when the bond matures, or when 
it is called.  While the specified rate of interest is usually a fixed rate over the life of the bond or a 
variable rate.   

2.2. Classifications of Bonds 

2.2.1. Secured vs. Unsecured Bonds 

Bonds can be secured with some form of collateral or they can be unsecured.  Unsecured corporate 
bonds are called debentures. 
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2.2.2. Callable Bonds 

Bonds for which the issuer reserves the right to pay the obligation before its maturity date. 

2.2.3. Convertible Bonds 

Bonds that can be traded for, or converted to, other securities after a specified period of time. 

2.3. Characteristics 

2.3.1. Bond Trading 

Most of the US bonds are brought and sold over-the-counter (OTC); however some corporate bonds are 
listed on the NYSE. 

2.3.2. Transaction Costs 

Transaction costs are shown as commission, a mark up, or a mark down that is combined with a trade 
price. 

2.3.3. Liquidity 

The few available fixed income securities are normally very liquid while OTC securities can vary from 
being liquid to very illiquid. 

2.3.4. Bond Pricing 

Bond pricing is based on current interest rates, liquidity, maturity, issuer’s credit quality, supply and 
demand, sinking fund features, and expectations of inflation. 

2.3.5. Face Value vs. Market Value 

The prices of bonds are more complex than equities.  Bonds have a face value, which is usually a 1000 
or a multiple of 1000 while the market value is whatever people will pay for them.  The market value is 
determined by its risk rating and by the prevailing interest rate in the market for that category of risk.  
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2.3.6. Maturity  

A bond matures at a point in the future that is defined when the issue is created.  The life of a bond is 
longer, intermediate, or short based upon its maturity date.  The maturity date is when the bond must be 
redeemed.  When a bond is matured, it is then considered retired. 

2.3.7. Major Categories  

There are a number of different major categories of fixed income instruments: Corporate Fixed Income 
Securities, Municipal Fixed Income Securities, US Government Fixed Income Securities, Asset Backed 
Securities, Mortgage Backed Securities, and Money Market Securities.  

3. Mutual Fund Instruments  

Mutual funds make investment simpler and provide access to professional money management for 
individuals. The funds have lower processing costs because they can buy in larger quantities and the 
diversification lowers risk. Mutual funds also provide the investor with other benefits such as automatic 
reinvestment of dividends, liquidity and ease of investment and withdrawal, and families of funds.    

3.1.  Classifications  

3.1.1. Closed-End Fund  

Closed-end funds, usually referred to as investment companies, have a fixed number of shares 
outstanding.  Closed-end funds then identify a specific amount of money that they will collect for 
investment and stop taking subscriptions when they reach their stated goal.  

3.1.2. Open-End Fund  

An open-end fund, usually referred to as a mutual fund, is also an investment company.  This type of 
fund will continue to take subscriptions for as long as investors like to send them money.  

Figure 13 Interest Rates & Bond Prices 
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3.1.3. Mutual Fund Loads  

This load can be taken at the beginning of an investment (front end load), where it decreases the 
amount of money that is actually invested for the investor.  This load can also be taken at the end of the 
investment (back end load), when the investor redeems their shares. 

3.2. Types 

3.2.1. Balanced Funds 

Balanced funds are designed to provide balance of income and growth, which is based upon the 
concept of asset allocation. 

3.2.2. Bond Funds 

Bond funds only invest in fixed income instruments.  The fund itself does not have a fixed interest rate 
or a fixed maturity date because the fund varies with the market’s interest rates. 

3.2.3. Equity Funds 

Mutual Funds that invest primarily in common shares. The objective of an equity fund is usually long 
term growth through capital appreciation. 

3.2.4. Leverage Funds 

Bonds that invest in leverage instruments such as derivatives with the remaining amount in safe 
instruments like government bonds.    

3.2.5. Index Funds 

Mutual funds whose objective is to replicate the performance of an index. The most popular equity 
index is the S&P 500. 

3.2.6. Money Market Funds 

Funds that invest in short-term debt instruments such as treasury bills, commercial paper, and bankers' 
acceptances and are issued and traded in the money market. An investor's risk ranges from low to 
moderate with these funds. 

3.2.7. Hedge Funds 

An investment fund where the fund manager is authorized to use derivatives and borrowing to provide a 
higher return at a higher risk. 
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3.3. Characteristics  

3.3.1. Trading 

Mutual funds were initially sold to investors through brokers. Now most funds are marketed directly to 
investors. 

3.3.2. Transaction Costs 

Mutual funds that are sold through an intermediary have sale charges imposed while those that are 
directly sold have a marketing fee.   

3.3.3. Liquidity 

Open end funds are considered to be very liquid since they can be resold back to the managed 
investment company. Liquidity of closed end funds depends on the demand for their shares. 

3.3.4. Pricing 

Open-end funds are priced daily by their Net Asset Value. Closed-end funds are priced by the value 
placed on them by the marketplace.  

3.3.5. Maturity 

A mutual fund does not have a maturity date unless it is a unit trust with a pre-existing expiration date.    

3.3.6. Interest  

Mutual funds can have interest rate risk if the overall rate of the market changes.  

3.3.7. Dividends  

Mutual funds can pay dividends, which result from the firm’s overall growth rate. 

3.3.8. Capital Gains 

When the mutual fund is sold, the taxpayer will be subject to normal income tax rates for securities  

(either at regular or capital gains rates).  

4. Other Products  

4.1. Forwards Contract  

A forwards contract is an agreement to buy or sell a security at some point in the future.  It is not traded 
on an exchange. While each contract is somewhat standard, each is unique.  

 



   

 Page 28 of 40 
 

© MicroAgility, Inc. All rights reserved. 

4.2. Futures Contract  

Agreement to buy or sell a set number of shares of a specific stock in a designated future month at a 
price agreed upon by the buyer and seller. The contracts themselves are often traded on the futures 
market. A futures contract differs from an option because an option is the right to buy or sell, whereas a 
futures contract is the promise to actually make a transaction.  

4.3. SWAPS  

A swap is a customized form of a derivative instrument, and is mostly processed individually.  A swap 
can simply be the sale of one security in order to purchase another security with similar features. The 
form of swap that is a new instrument involves the exchange of different futures instruments or two 
similar futures instruments with different features.  Swaps generally exchange one type of cash flow or 
asset for another with prearranged rules.  The obligations of each underlying instrument are managed 
by an intermediary.   

4.4. American Depository Receipt  

A receipt for shares of a foreign-based corporation held in a US bank vault that entitles shareholders to 
all dividends and capital gains. Rather than buying shares of foreign-based companies in overseas 
markets, Americans can buy shares in the US in the form of an American Depository Receipt (ADR). 
ADRs are obtainable for hundreds of stocks from numerous countries. 

Figure 14 How an Equity Swap Works 
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Glossary of Indices 

DJIA:  The Dow Jones Industrial Average is calculated using a formula and the common stock prices of 
30 major U.S. industrial companies listed on the NYSE.  

TRAN:  The Dow Jones Transportation Average is calculated using the prices of 20 airline, trucking, and 
railroad company stocks.  

UTIL:  The Dow Jones Utility Average is a group of 15 gas, electric, and power company stocks.  

DJCOMP:  The Dow Jones 65 Composite Average is calculated from the average of all the stocks in the 
Dow Jones Industrial, Transportation, and Utility Averages.  

SP 500:  The Standard & Poor’s 500 Index is calculated using the stock prices of 500 relatively large 
companies as measured by capitalization.  The S&P 500 is widely used as an indicator of stock market 
trends and for futures trading strategies.  The components of the Index can change, as S&P adds or 
deletes stocks to reflect changing conditions.  The Standard & Poor’s 500 is also broken down into 
smaller industry segments which are monitored separately.  These segments are industrial (400 
companies), transportation (20 companies), utilities (40 companies), and financial (40 companies).  

XML:  The Major Market Index is a price-weighted index of 20 stocks which are components of the DJIA.  
It is the basis for options traded at AMEX and futures traded on the Chicago Board of Trade.   

OEX:   Known as the S&P 100, consisting of the 100 largest capitalized stocks of the S&P 500, this index 
is used by the Chicago Board Options Exchange to trade stock index options.  

NYSE:  The NYSE Composite Index, a capitalization weighted index of all common stocks listed on the 
New York Stock Exchange, is the basis for options and futures traded on the NYSE.  

ADV:  The number of NYSE stocks that increased in price from the previous day’s close.  

DEC:  The number of NYSE stocks that decreased in price from the previous day’s close.  

UNCH:  The number of NYSE stocks trading at the same price as the previous day’s close.  

TOT:  The total number of shares traded in NYSE stocks during the current trading day.  

VAL:  The Value Line Index is an arithmetic average of 1,700 stocks compiled by Value Line.  It is the 
basis for options traded on the Philadelphia Board of Options Exchange.  

MID:  The S&P MidCap 400 Index is calculated using the price of 400 medium-sized U.S. companies.  

WSX:  The Wilshire Small Cap Index measures performance of companies with relatively small 
capitalization.  It is a market-weighted index that includes 250 stocks, chosen by their market 
capitalization, liquidity, and industry group representation.  The Small Cap Index is based on the Wilshire 
Next 1750 Index, a benchmark for institutional investors in the small cap sector.  
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SOX:  The Philadelphia Stock Exchange’s Semiconductor Sector index measures the performance of 
some of the largest and most widely held U.S. computer chip stocks.  This price weighted index is made 
of 16 stocks, including Intel, Micron Technology, and Texas Instruments.    

MSH:  The Morgan Stanley High Technology 35 Index is designed to measure the performance of the 
electronics based technology industry.  Apple Computer, Hewlett Packard, IBM, and Microsoft are 
among the 35 stocks.  

BKX:  The Philadelphia Stock Exchange/Keefe, Bruyette, & Woods Bank Sector index is composed of 
stocks designed to represent national money center banks and leading regional institutions. BankOne, 
Citicorp, and Wells Fargo are among the 24 stocks in this index.  

AMEX:  The American Stock Exchange Market Value Index includes all common stocks listed on the 
American Stock Exchange. 

NMSCOMP:  Nasdaq’s National Market System Composite is an index of all over-the-counter trade on 
the NASDAQ National Market System.  

NIKKEI:  The Nikkei Average is an index of 225 high quality stocks on the Tokyo Stock Exchange. The 
Nikkei is Japan’s equivalent of the DJIA. 



   

 Page 31 of 40 
 

© MicroAgility, Inc. All rights reserved. 

Finance & Investment Terminology 

401(k) Plan:  A qualified corporate retirement plan in which the employee can take part of his or her 
compensation in the form of contributions to the plan.  

401(b) Plan:  A qualified retirement plan, similar to a 401(k), but restricted for use by teachers and 
employees of certain nonprofit organizations.  

A 

American Stock Exchange (AMEX):  The second largest traditional stock exchange, based in New York 
City.  

Amortization:  A reduction in a debt or fund by periodic payments covering interest and part of the 
principal.   

Annual report:  The yearly report of a corporation's financial condition. It includes a balance sheet, 
income statement, and other descriptive information of interest to investors.  

Annuity:  Money that is paid (usually to an insurance company) to someone who invests the money for a 
set period of time and then pays money to the annuitant (the one receiving the annuity) when he/she 
reaches a certain age. Fixed annuities guarantee a fixed payment amount while variable annuities pay a 
varying amount depending on the fixed amount of initial investment.  

Asset:  Anything of value owned by a company or individual. Assets include cash, investments, and 
physical property.  

Asset allocation:  A fundamental concept in portfolio management in which an investment adviser 
determines the investment profile for a client, including their risk tolerance and time horizon, then uses 
this information to split the client's funds between appropriate classes of investments.   

Auction market:  A market in which the price of a security is determined by supply and demand through 
a continuous auction. Exchanges are auction markets.  

B  

Bear market:  A situation in a market for investments in which price trends are generally downward.  

Bid price:  The highest price a buyer of a security is willing to pay for a unit of the security at a particular 
time.  

Blue Chip Stocks:  Stocks of strong, well established corporations with a history of paying dividends in 
good and bad times.  
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Bond:  A long-term debt instrument issued by a corporation or government entity. The bondholder loans 
the issuer money.  The issuer promises to pay the bondholder a specified rate of interest on the loan for 
a specified period of time and to repay the loan at expiration.   

Bond Swap:  Selling municipal bonds (usually at a loss) and using the proceeds to buy other municipal 
bonds to establish a loss for tax purposes, to diversify a portfolio, to increase cash flow, or to increase 
yield. Also known as tax swaps.  

Bull market:  A situation in a market for investments in which price trends are generally upward.  

Business cycle:  A recurring cycle of economic conditions starting with credit expansion, economic 
activity becoming feverish, and economic activity becoming depressed. Recovery occurs when the 
maladjustments have been corrected.   

Buyer's option:  A contract giving the buyer the right to specify a later date on which to settle the trade. 
The specified date must be from six business days to sixty calendar days after the trade date.  

Buying power:  In a margin account, the dollar amount of securities the customer may purchase without 
making a cash deposit. The buying power in an account is a function of the SMA. 

C  

Call option:  An option contract that gives the holder the choice to buy the stock and the writer the 
obligation to sell the stock at a specified price.   

Call rate:  The rate of interest banks charge broker/dealers on loans collateralized by securities. Often 
called the broker loan rate.  

Capital Asset Pricing Theory (CAPT):  A theory of portfolio analysis stating that diversified investments 
in a portfolio are less risky than the sum of the risks of the individual stocks.  

Capital gain:  A gain recognized when a security is purchased at one price and sold at a higher price. It 
does not include dividend or interest income.   

Capitalization:  The long-term financing of a corporation, including the shareholder's equity section of 
the balance sheet plus long-term bonds outstanding.  

Cash flow:  The net profits or losses of a business plus non-cash expenses such as depreciation, 
amortization, and depletion.   

Commodity Futures Trading Commission:  US Government Agency that regulates US exchange trading 
in futures.  

Common stock:  The most basic type of equity security, representing ownership of the corporation.  

Conversion price:  The price of a bond or stock at which it can be converted to common stock.  
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Conversion ratio:  The ratio specifying how many shares of a common stock will be received upon 
converting one bond or share of preferred stock. 

Current assets:  Assets that are converted to cash within one year. Current liabilities:  Obligations that 
must be paid within one year. Current ratio:  Current assets divided by current liabilities. 

Current yield:  The ratio of the current income from an investment to the purchase price or the current 
price of the investment.   

D  

Dealer:  One who buys or sells stock for his own account, charging a markup when he sells to a 
customer and a markdown when he buys from the customer.  

Depository Trust Company (DTC):  A central depository for the physical certificates evidencing 
securities held by its members. The members transfer securities among themselves to effect 
transactions using electronic bookkeeping entries.  

Diversification:  Reducing risk by spreading investments among several markets and/or industry 
segments within a market. Diversification reduces the risk that an individual investment will perform 
worse than other investments in its same class (i.e., non-systematic risk).  

Dividend:  A payment of corporate earnings to shareholders. Dividends are normally paid in cash but 
may also be in stock or property.   

Dow Jones Composite Average:  An average of 65 stocks, including the 30 stocks in the Dow Jones 
Industrial Average plus 20 transportation stocks and 15 utility stocks.  

Dow Jones Industrial Average:  An average of 30 stocks that are purportedly representative of the entire 
stock market. This is the average most widely followed by the public.  

E  

Earnings per share:  The net income of a corporation, after taxes and payment of preferred stock 
dividends, divided by the number of common shares outstanding. 

Equity:  The value of an asset (or part of an asset) which is not indebted.  

Equity trader:  Category of registration for market makers, agency traders, proprietary traders in 
NASDAQ and other OTC market equity or convertible debt securities, and supervisors of those activities.  

Exchanges:  Organizations or groups of individuals and/or firms that provide a means of bringing buyers 
or sellers of securities together. Unless their volume is so small to qualify for an exemption, exchanges 
must register with the SEC as national exchanges and abide by their rules.  

Exchange rate:  The price at which one country's currency can be exchanged for another country's 
currency.  
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Face value:  The amount on the face of a bond on which interest payments are calculated. This amount 
is also the amount due at maturity. May be higher or lower than market value. Also called par.  

F  

Fair market price:  The price a willing buyer would pay a willing seller for an asset where both are acting 
rationally with full knowledge.  

Federal Reserve Board:  Commonly referred to as the Fed or "the Board," it manages the Federal Reserve 
System.   

Financial futures:  Contracts to buy or sell specific amounts of a financial instrument at a specific price 
on some specific date in the future. Underlying securities include treasuries, CDs, and currencies. Used 
by banks and other financial institutions to hedge against changing interest rates.  

Fixed annuity:  An annuity policy with fixed monthly payments to the owner.  

Fixed assets:  Corporate assets that are used in a trade or business having a useful life of more than 
one year.   

FOMC:  The Federal Open Market Committee.  Controls the open market operations of the Federal 
Reserve Banks.   

Fundamental analysis:  The value of a specific stock through its profits, return on investment, and future 
potential for growth using not only the state of the company and its sector but also the general state of 
the economy.  

Futures:  Contracts to buy or sell a specific amount of some product at a specific price on a specific 
date in the future.   

G  

Good-faith deposit:  In a competitive underwriting, the bidders must make a good faith deposit to show 
that they have the capability of handling the offering.   

Gross investment income:  The total of all interest and dividends received on the securities in a portfolio, 
such as that held by a mutual fund.  

H  

Hedging:  An investment strategy in which the investor tries to eliminate all potential future gain or loss 
on an investment. For example, investors may hedge their investments with stock options, future 
contracts, or by selling short.  

Hyperinflation:  A rise in the prices of goods and services at rates of 100% or more per year.  
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I  

Income bond:  A bond on which interest is paid "when, as, and if earned." It is normally issued by 
companies in bankruptcy.  Also called "adjustment bond."   

Income statement:  The financial statement showing a corporation's performance over a period of time, 
such as a month, a quarter, or a year. The income statement shows revenues, cost of sales, and 
expenses.  

Indenture:  The written agreement that specifies the terms of a bond or preferred stock issue.  

Index:  A statistical measure of the price activity of some composite group, usually expressed in relation 
to some previously established base market value. For example, the Consumer Price Index is a measure 
of the price of a market basket of goods relative to what those goods cost in 1984-85. The NYSE 
Composite Index is computed relative to the price at the close of market at year-end 1965.  

Individual Retirement Account (IRA):  A pension plan allowing individuals to save for retirement while 
enjoying some of the tax advantages given to corporate pension plans.  

Industrial revenue bonds:  A municipal bond, the proceeds of which are used to assist in the financing of 
a corporation in that jurisdiction.   

Inflation:  A rise in the prices of goods and services.  

Inflation rate:  The rate of increase in the price of goods and services. Commonly used measures of the 
rate of inflation are the Consumer Price Index, the Producer Price Index, and the Gross National Product 
(GNP) deflator.  

Initial public offering:  The initial sale of securities to the public, often called an IPO.  

Institutional investor:  Investors that are banks, savings and loan associations, insurance companies, 
registered investment companies, federal- or state-registered investment advisers, or any other person, 
corporation, partnership, trust, or entity with total assets of at least $50 million.  

Intermarket Trading System (ITS):  Electronic system that electronically links seven exchanges  

(New York, American, Boston, Cincinnati, Midwest, Pacific, and Philadelphia) and, to a limited extent, the 
NASD (National Association of Securities Dealers). For securities being quoted in more than one market, 
the system allows orders to execute in whatever market offers the best quotation. The system may be 
used by brokers affecting trades for public customers and by specialists and market makers trading for 
their own accounts.  

Investment banker:  A firm acting as an intermediary either between a corporation issuing new 
securities and the public or between the holder of large blocks of securities and potential buyers. The 
investment banker may operate individually, in a syndicate with other investment bankers, as an 
underwriter, or as an agent in the transaction.  
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Investment Company:  A company which, instead of manufacturing a product or providing a service, 
makes investments in securities or issues face amount certificates of the installment type.  

L  

Leverage:  The use of debt when purchasing investments. Leverage increases the percentage profit but 
also the percentage loss.   

Liquidity:  For an investment, a portfolio, or an account, the ease with which assets may be converted 
into cash. For a market, the ability of the market to absorb fairly large volumes of sales without 
drastically affecting the price.  

Load fund:  A mutual fund that either sells shares through an underwriter or broker/dealer and charges 
either an up-front or deferred sales charge or sells the shares directly but charges more than .25% in 
12b-1 charges per year.  

M  

Margin:  The amount a client pays for a security purchase in a credit (or margin) account with a 
broker/dealer. Initial margins on purchases are set by the Federal Reserve Board. Minimum margin 
maintenance amounts are set by the exchanges. 

Money market account:  An account with a bank or broker/dealer where the funds are invested in short-
term interest-bearing securities. Similar to checking accounts except that they have limits on checks 
written per month and pay interest. Accounts with banks are insured by the Federal Deposit Insurance 
Corporation (FDIC).  

Money market fund:  A mutual fund whose assets are low risk, short-term money market instruments 
such as Treasury bills, commercial CDs, and commercial paper. Usually offer check-writing privileges.  

Mutual fund:  An open-end investment company.  

N  

National exchanges:  The large exchanges based in New York City, the New York Stock Exchange 
(NYSE) and the American Stock Exchange (ASE), are commonly known as national exchanges.   

National Market System:  The most actively traded stocks on the NASDAQ System. Commonly referred 
to as the NMS.  

National Securities Clearing Corporation (NSCC):  Firm that clears trades for the NYSE, the ASE, and the 
over-the-counter (OTC) market.   

National securities exchange:  The SEC's definition includes three types of entities: national exchanges, 
regional exchanges, and Electronic Communications Networks (ECNs).  

No-load fund:  A fund that sells shares directly and charges .25% or less in 12b-1 charges per year.  
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NYSE: The New York Stock Exchange  

O  

Offering price:  The lowest price a seller of a security is willing to take for a unit of a security at a 
particular time. (Note that the OTC market uses the term "asked" while the exchanges use the term 
"offered" or "offering.")  

Open market operations:  Refers to the Federal Reserve's buying or selling of US government securities. 
The Federal Open Market Committee conducts the policy.   

Open order:  An order that has been entered but not effected.  

Option:  A contract that gives the right to a holder to buy (call option) or sell (put option) a fixed amount 
of a security at a specific price anytime before the stated expiration date (for an American-style option). 
If the holder does not exercise his/her option, the option expires and he/she forfeits the amount he/she 
paid for the option (the premium).  

Options Clearing Corporation:  The actual issuer of option contracts. It acts as a clearing house or 
bookkeeper. When an exercise notice is received, it assigns the notice. It is also considered the obligor 
and guarantor of option contracts, guaranteeing performance.  

Order:  The specific instructions given for buying or selling a security.  

OTC Bulletin Board (OTCBB):  Quotation system developed for penny stocks and other thinly traded 
securities. The system lists domestic and foreign equity securities (including registered ADRs) that have 
at least one market maker, are not listed on NASDAQ or a national securities exchange, and are not 
listed on a regional exchange and eligible for consolidated tape reporting. To be eligible for listing, 
foreign equity securities must be fully registered with the SEC and domestic securities must be 
providing current financial information to the SEC.  

Over-the-counter market:  The market for securities that are not listed on an exchange. Various 
broker/dealers buy and sell these securities for their own accounts. 

P  

Preemptive right:  A corporate shareholder's right to maintain his/her share of ownership when new 
shares are sold through a rights offering.  

Preferred stock:  A type of corporate stock with a stated dividend that must be paid before the common 
stockholders may receive a dividend. A preferred stock also has priority in liquidation over the common 
stock.  

Premium:  The amount the buyer of an option pays a writer of the option. Also the amount by which the 
current market price for a preferred stock or bond is higher than par or face value.  
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Price to Earnings ratio:  The ratio of the price of a common stock to its earnings per share, often referred 
to as the P/E ratio. It is used to measure how expensive a stock is relative to its earnings.  

Prospectus:  The disclosure document for an offering registered with the SEC. The final prospectus is 
issued on the effective date, when the offering is released by the SEC.  

Proxy:  A written authorization by a stockholder giving his/her voting rights to someone else.  
Shareholders who cannot attend the annual meeting usually give their proxies to someone else, often to 
management.  

Public Offering:  Securities offerings that are made to the general public.  

Public offering price:  For a mutual fund, the price at which an investor may buy a share or the net asset 
value plus the sales load. If the fund does not charge an up-front sales charge, the public offering price 
is the net asset value.  

Put bond:  A bond with a put option that allows the owner to sell the bond back to the issuer at certain 
intervals, usually at par.  

Put option:  An option that gives the holder the right to sell the underlying asset and the writer the 
obligation to buy the asset at a specified price.  

Q  

Quotation:  A bid price or asked price given by a dealer. A two-sided quotation would include both a bid 
and an asked price.  

R  

Registered representative:  An employee of a broker/dealer that is a member of the NASD or a stock 
exchange that is registered with the SEC and performs the duties of an account executive.  

S  

Secondary market:  The market in which previously issued securities are traded among public investors. 
Most securities transactions occur in the secondary market.  

Securities and Exchange Commission:  The federal agency that regulates the securities markets and 
administers federal securities laws. Commonly known as the SEC.  

Self-regulatory organizations (SROs):  Private organizations owned and operated by their members. The 
SEC delegates much of its authority to SROs to oversee both securities markets and participants in 
those markets. An SRO may be either a national exchange, such as the New York Stock Exchange 
(NYSE), or a national securities association such as the NASD.  

Seller's option:  The seller chooses the date on which the trade is settled. The date must be no less than 
six business days but no more than sixty calendar days after trade date.   
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Serial bond:  An issue with bonds of different maturities.  

Series bond:  A bond offering that took place over a period of time. 

Settlement:  In a trade, the exchange of money and the security. Usually, the settlement takes place 
three business days after trade date.  

Standard & Poor's 100 Index:  An index of 100 stocks published by Standard & Poor's Corporation. The 
index on which OEX options are based.   

Standard & Poor's 500 Index:  An index of 500 stocks published by Standard & Poor's and considered 
representative of the overall stock market.  

Stock dividend:  A dividend in the form of stock. Shareholders are given additional shares of stock, 
rather than being paid cash. Stock dividends are stated as a percentage. For example, if a 10% stock 
dividend is paid, the owner of 100 shares receives an additional 10 shares.   

Stock exchange:  An organized marketplace for securities.  

Stockholders' equity:  The dollar value of all holdings of preferred and common stock, including any 
Paid-In Surplus plus retained earnings.  

Stock Index Futures:  Futures contracts based on an index of securities prices. Settlement is made in 
cash.  

Stop order:  An order that is activated if the stock price trades at or through a trigger price. The order 
then becomes a market order. See also Buy Stops and Sell Stops.  

SuperDot:  An electronic order-routing and execution-reporting system used by the NYSE.  

T  

Treasury stock:  Stock that has been repurchased by the issuing corporation. It has no voting rights, 
does not receive dividends, and is not used in calculating earnings per share.  

Type of option:  There are two: puts and calls.  

U  

Underlying security:  For any given option contract, the security that the holder of an option has a right 
to buy or sell.  

Underwriting:  The process in which brokers/dealers form a syndicate to sell a new issue of securities.  

V  

Variable annuity:  A type of annuity that assigns the investment risk to the annuitant. If the investments 
perform well, the monthly payment increases, and vice versa. Variable annuities must be registered as 
investment companies with the SEC.   
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Venture capital:  Equity investment for a company that is not large enough to go public and is supplied 
by partnerships set up to pool funds and invest in untried companies by wealthy individuals or by large 
institutional investors. Venture capitalists take on high risks with the hopes of making extraordinary 
returns on some of their investments.  

W  

Working capital:  A corporation's current assets less its current liabilities. 
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