how the us securities industry works

How the US securities industry works is a complex yet fascinating subject that plays a vital role in the
American economy and the global financial landscape. The securities industry comprises various entities
and processes that facilitate the trading of financial instruments such as stocks, bonds, and other securities.
Understanding how this industry operates requires a look into its structure, the key players involved, and

the regulations that govern it.

Understanding Securities

Securities are financial instruments that represent ownership or creditor relationships with an entity, such

as a corporation or government. They can be classified into two primary categories:

¢ Equity Securities: These represent ownership in a company, commonly in the form of stocks. When

you buy shares of a company, you become a part-owner and may receive dividends.

¢ Debt Securities: These represent a loan made by an investor to a borrower, typically corporate or
governmental entities. Bonds are the most common form of debt securities, where investors receive

interest payments over time and the principal amount upon maturity.

The Structure of the US Securities Industry

The US securities industry is structured around various entities that facilitate the buying and selling of

securities. Here are the primary components:

1. Exchanges

Securities exchanges are platforms where securities are bought and sold. The most notable exchanges

include:

- New York Stock Exchange (NYSE): One of the largest stock exchanges in the world, known for high-
profile listings and a traditional floor trading system.
- NASDAQ: An electronic exchange that primarily lists technology companies and operates through a

network of computers.



Exchanges provide liquidity to investors, ensuring that they can buy or sell securities with ease.

2. Broker-Dealers

Broker-dealers are firms that act as intermediaries between buyers and sellers of securities. They can be

categorized into two types:

- Broker: A broker facilitates trades on behalf of clients, earning commissions for their services.
- Dealer: A dealer buys and sells securities for their own account, profiting from the difference between the

buy and sell prices (known as the bid-ask spread).

Broker-dealers are crucial for providing market access and liquidity.

3. Investment Banks

Investment banks specialize in underwriting new issues of securities. They help companies raise capital by

facilitating the issuance of stocks and bonds. Key functions of investment banks include:

- Initial Public Offerings (IPOs): Assisting private companies in going public by offering shares to the public
for the first time.
- Mergers and Acquisitions (M&A): Providing advisory services for companies looking to merge or acquire

other businesses.

Investment banks play a critical role in the capital formation process.

4. Institutional Investors

Institutional investors are large organizations that invest significant amounts of capital in the securities

market. These include:

- Pension Funds: Manage retirement funds for employees.
- Mutual Funds: Pool money from individual investors to purchase a diversified portfolio of securities.
- Hedge Funds: Use various strategies to generate high returns, often involving complex financial

instruments.

Institutional investors have the power to influence market trends due to their large buying and selling

volumes.



5. Retail Investors

Retail investors are individual investors who buy and sell securities for their personal accounts. With the
rise of technology and online trading platforms, retail investors have become increasingly active

participants in the securities market.

Regulatory Framework

The US securities industry operates under a comprehensive regulatory framework designed to maintain

fair and orderly markets. Key regulators include:

1. Securities and Exchange Commission (SEC)

The SEC is the primary regulatory authority overseeing the securities industry. Its main functions include:
- Enforcing Securities Laws: Ensuring compliance with federal securities laws to protect investors.
- Regulating Securities Offerings: Reviewing and approving registration statements for new securities

offerings.

- Monitoring Market Activities: Overseeing trading practices to prevent fraud and market manipulation.

2. Financial Industry Regulatory Authority (FINRA)

FINRA is a self-regulatory organization (SRO) that oversees broker-dealers and their registered

representatives. It focuses on:

- Licensing and Education: Ensuring that financial professionals have the necessary qualifications.

- Monitoring Trading Practices: Enforcing rules to maintain fair practices among brokers and dealers.

Market Mechanics

Understanding the mechanics of how securities are traded is crucial to grasping the overall function of the

securities industry. Here are the key components:



1. Order Types

Investors can place different types of orders when trading securities:

- Market Order: An order to buy or sell a security at the best available price.
- Limit Order: An order to buy or sell a security at a specific price or better.

- Stop Order: An order to buy or sell a security once it reaches a certain price.

Different order types allow investors to manage their trades according to their strategies.

2. Settlement Process

Once a trade is executed, the settlement process begins. This involves the transfer of securities and cash

between the buyer and seller. Key steps include:

- Trade Confirmation: Both parties receive confirmation of the trade details.

- Clearing: A clearinghouse facilitates the settlement process, ensuring that both parties fulfill their
obligations.

- Settlement: The actual transfer of securities and cash occurs, typically within two business days for most

securities (T+2 settlement).

This process ensures that trades are completed efficiently and accurately.

3. Market Makers

Market makers are firms or individuals that provide liquidity to the market by being ready to buy or sell
securities at any time. They do this by maintaining an inventory of securities and quoting prices at which
they are willing to trade. By doing so, they help to reduce price volatility and ensure that investors can

execute trades quickly.

The Role of Technology

Technology plays an increasingly important role in the US securities industry. Developments include:

- Algorithmic Trading: Automated trading systems that use algorithms to execute trades at optimal prices.
- Blockchain Technology: Emerging as a potential solution for more efficient and secure transaction

processes.



- Robo-Advisors: Automated platforms that provide investment management services to individual

investors, often at a lower cost than traditional advisors.

These innovations are transforming how securities are traded and managed, enhancing efficiency and

accessibility.

Conclusion

The US securities industry is a vital part of the global financial system, facilitating capital formation and
investment for individuals and institutions alike. Understanding how the industry works involves
recognizing the roles of various entities, the regulatory framework that governs it, and the mechanics of
trading. As technology continues to evolve, the securities industry will likely undergo significant changes,
creating new opportunities and challenges for all market participants. Whether you are a retail investor, an
institutional player, or simply an interested observer, having a grasp of how the US securities industry

operates is essential in navigating the modern financial landscape.

Frequently Asked Questions

What is the primary role of the U.S. Securities and Exchange Commission
(SEC)?

The SEC is responsible for regulating the securities industry, protecting investors, maintaining fair and

efficient markets, and facilitating capital formation.

How do stock exchanges function in the U.S. securities market?

Stock exchanges, such as the NYSE and NASDAQ, provide platforms for buying and selling securities,

ensuring liquidity and transparency in the trading process.

What are the types of securities traded in the U.S. market?

The U.S. market primarily trades stocks, bonds, mutual funds, exchange-traded funds (ETFs), and options.

What is the significance of the Initial Public Offering (IPO) in the
securities industry?

An IPO is the process through which a company offers its shares to the public for the first time, allowing it

to raise capital and enabling investors to buy ownership in the company.



How do investors make money in the securities market?

Investors can make money through capital appreciation (increased stock prices), dividends (regular

payments from companies), and interest from bonds.

What are market makers and their role in the securities industry?

Market makers are firms or individuals that provide liquidity to the market by buying and selling

securities, ensuring that there is always a buyer and seller available.

What is the difference between primary and secondary markets?

The primary market is where new securities are issued and sold to investors, while the secondary market

is where existing securities are traded among investors.

How do regulatory bodies prevent fraud in the securities market?

Regulatory bodies implement strict rules and conduct regular audits, monitoring trading activities and

enforcing penalties for fraudulent practices to protect investors.
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