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00 O O This chapter takes a step back and reviews in a nutshell the prerequisite for studying the methodsof financial
engineering. Readers with a good grasp of the conventions and mechanics of financialmarkets may skip it, although
a quick reading would be preferable.Financial engineering is a practice and can be used only when we define the
related envi-ronment carefully. The organization of markets, and the way deals are concluded, confirmed,and
carried out, are important factors in selecting the fight solution for a particular financialengineering problem. This
chapter examines the organization of financial markets and the waymarket practitioners interact. Issues related to
settlement, to accounting methods, and especiallyto conventions used by market practitioners are important and
need to be discussed carefully.In fact, it is often overlooked that financial practices will depend on the conventions
adoptedby a particular market. This aspect, which is relegated to the background in most books, will bean
important parameter of our approach. Conventions are not only important in their own rightfor proper pricing,
but they also often reside behind the correct choice of theoretical modelsfor analyzing pricing and risk
management problems. The way information is provided bymarkets is a factor in determining the model choice.
While doing this, the chapter introducesthe mechanics of the markets, instruments, and who the players are. A brief
discussion of thesyndication process is also provided.The first distinction is between local and Euromarkets. Local
markets are also called onshoremarkets. These denote markets that are closely supervised by regulators such as
central banksand financial regulatory agencies. There are basically two defining characteristics of onshoremarkets.
The first is reserve requirements that are imposed on onshore deposits. The second isthe formal registration process
of newly issued securities. Both of these have important cost,liquidity, and taxation implications.In money markets,
reserve requirements imposed on banks increase the cost of holdingonshore deposits and making loans. This is
especially true of the large "wholesale" deposits that.
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