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Capital budgeting
) Ale s (520 4nd 5

-

Capital structure

permanent
Undertake

benchmark

=

projects are worth undertaking.

benchmark.

N—

e a prospective project's lifetime cash inflows and
outflows are assessed in order to determine whether
the returns generated meet a sufficient target

e What long-term investments the company will make? \
e the process of determining which potential long-term

J

e How will the company finance these investments?

e The permanent long-term financing of a company,
including long-term debt, common stock and

preferred stock, and retained earnings

¢ financial structure: short-term debt and accounts

payable.
wala Cash flows
GRS gadia return
Db Financial structure

e e
(Aabe ) 238 3L,
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e In finance, the purchase of a financial product or\
Investment other item of value with an expectation of favorable
future returns.
. 2
LSJ\JS ‘Q\-AJM e In general terms, investment means the use of
money in the hope of making more money. /

Q /

e To raise money through the issuance and sale of debt

Finance and/or equity.
L.A\"“ Ik e The science that describes the management of money,
- banking, credit, investments, and assets.
expectation ats) issuance ki)
Favorable return Cslhae (Abe yu) 38 5l debt AN

equity elem Glialia (§g8a credit kel




e How will the firm manage its daily cash
management, ensuring that bills are paid on time

Worklng Capltal and that cash is collected from customers in a
management reasonable rate
e maintaining efficient levels of both components of
P @LAJM Q_u‘)_},j,q working capital, current assets and current liabilities
w, € e ensures a company has sufficient cash flow in order
U‘“‘JJS pany

to meet its short-term debt obligations and
operating expenses

ensure GRS (sl Reasonable rate Jsiza &
customer S dia Current assets ol sl ol
bill Glua O gua current liabilities ol sl AN

collect GRS g operating expenses blee o jlias
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Forms of business organization

- N\

Sole proprietary Partnership B
Corporation: ,

, :((GA\.@_u)) L_\Sj.ua °
1. Private Lo

2. Public o= e
e\.c

K / -




Sole Proprietorship

One owner

e Minimal paperwork to start or close.]

No separation between the owner's assets and

L e Unlimited liability for firm's debts.
the firm's assets.

Equity limited to the wealth of the owner, which
may limit which projects can be undertaken.

e Limited duration (life of owner) ]

Difficult to transfer ownership, all assets and
liabilities must be explicitly identified.

owner Sl ownership GITIN Y

separation S explicitly identified o i g s

wealth g duration (c“_\:d\.u i) g3




Partnership

Two or more owners. At least one must be a general partner (with unlimited responsibility)

S/

A pool of assets is set up that does not . ,
. . e Difficult to transfer ownership due to the need to
include all of the partners' personal A
assats reform the partnership with each transfer.

Unlimited liability for firm's debts for the general partners. A partnership may have limited
partners with limited liability.

Equity limited to the wealth of the J L|.m|ted duration (life of all owngrs)._lf one partner
dies or leaves, the partnership is dissolved and a

OWRNETS. new partnership may be formed.
pool (3 ) 4o sena dissolve GRS Jade
General partner (el OISyl partner Sa i




Corporation

Owners are not directly responsible for the

e Much more paperwork to form.
debts of the company (Limited Liability). bap ]

The company becomes a separate legal entity and can own assets, enter contracts, sue,
etc. as if it were a person.

Easier to raise equity or transfer ownership.

e Management and ownership are easy
to separate

Double taxation: The company pays taxes as an individual entity, and the owners pay taxes
on dividends paid by the company.

directly pifie ) gha 4 taxation sk bl

_ ) e (58 Cusa ) ;
separate legal entity . . sue 98 (g glen il
(B93> Cruadld)




The Agency Problem

If the management and ownership of the firm are separated, it is likely that they
goals of the owners and the goals of the managers are not going to be identical.

-

The difference in these goals is known as the agency problem.

7

o

value of the equity of the firm.

The goal that the owners are most likely to support is the attempt to maximize the

One method of minimizing the agency problem is to tie the compensation of
management to the value of the firm, this is often the rationale behind including
stock option with manager's pay.

~

identical

e (303) sl

agency problem

B stock option
Slar JSia compensation

S




Indirect Finance

" Funds supplier deposits money with a financial intermediary. Financial

intermediary provides money to the funds demanders. This can either be

. in the form of debt or equity.

4

There is no direct link between the supplier of funds and the user of funds.

Funds supplier o 9 g 01 y1ald funds demanders o 9 g 6A1IS\iiala]
(DI 4l ) (22 4le )
deposit S IR o3y intermediary adai) 4




Indirect Finance

Financial institutions that do this include banks, trust companies, credit

unions, mutual funds, pension funds, insurance companies, etc.

Payments to the funds suppliers may be: a promised rate of return

(interest rate), participation in earnings (mutual funds), or contractually

specified (insurance).

pension funds kil s (§ sdia promised rate of O 038 5L &
return
mutual funds Jilsia sla (3 5aua contractually A B sy
specified
participation in S 33 S L

earnings
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Direct Finance

Supplier of funds deals directly with the demander of funds.

-
p

.

/

A financial intermediary may be involved, either as a guarantor of
the transaction or as a broker.

The financial intermediary makes it's money by charging fees for

services and never takes an ownership interest in the transaction.

deal

G50 Bl ) o

Broker

BISI

guarantor

Calia

transaction

alalas




Financial Intermediaries

stand between the lender-savers and the borrower-spenders and
help transfer funds from one to the other

They do this by borrowing funds from the lender-savers and then
using these funds to make loans to borrower-spenders

financial intermediaries are a far more important source of
financing for corporations than securities markets are

lender-savers p21iS i) Ly [ 02383 al securities markets Dhler @l sl b

borrower-spenders | i€ (i yas [ 521 4K Al 5
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Financial Intermediaries

e Banks: Commercial, Investment

e |nsurance Companies

e Pension and Retirement Funds
Examples are: e« Mutual Funds

e \Venture Capital Firms

e Asset Management Firms

e Information Services

commercial ke Asset Mf‘magement Coy e s CS 45
Firms
@\J\J
I?ensmn and $5 bl dla 8ani Venture Capital DI gl o sla <S8
Retirement Fiinds Firms




Cash

Currency and coins on hand

Sometimes also including the value of assets that can = ® Bank balances
be converted into cash immediately: e Checks

marketable securities (Securities that can be easily | ®* government bonds

converted into cash: e banker's acceptances
/
currency GRS Bank balance b )
banker's acceptances bl Al s marketable DOk 4 e B

immediately e s 4 government bonds g 4a B 3 4




@ ol s b Oy <
\ www.Managerial.ir <

Q) Cash or goods used to generate income either by investing in a business or a
different income property.

Q) The net worth of a business; that is, the amount by which its assets exceed
its liabilities.

QL The factories, machinery and equipment owned by a business.

Q) The money, property, and other valuables which collectively represent the

wealth of an individual or business.



Financial market

A market for the exchange of capital and credit, including
the money markets and the capital markets:
F Money markets

B Capital markets

exchange e

Money markets s sla )b

Capital markets e s sl Hl Ol




Money market

" Market for short-term debt securities, such as banker's acceptances,
commercial paper, repos (repurchase agreements), certificates of
deposit, and Treasury Bills, generally with a maturity of one year or
less.

" Money market securities are generally:

® very safe investments

® return a relatively low interest rate

®* most appropriate for temporary cash storage or short-term time.

® high liquidity and very short maturities

®* Commercial banks work in this market

Treasury Bills SIBSNTIBY commercial paper o3 Gl

maturity D ) s liquidity (S ya

e

temporary 2 94 cash storage sy 6 Al




...Money market

BANKER'S ACCEPTANCE (BA)
QO A short-term credit investment
Q created by a non-financial firm

O payment is guaranteed by a bank

Q Often used in importing and exporting

QO A money market fund investment.

payment GAl yy g4l
import <ala ) g
export Gl yala




Money market

CERTIFICATE OF DEPOSIT (CD)

O A savings certificate entitling the bearer to receive interest.

O a time deposit that restricts holders from withdrawing funds on demand. Although
it is still possible to withdraw the money, this action will often incur a penalty.

L A CD bears a maturity date, a specified fixed interest rate

L CDs are generally issued by commercial banks

L small CDs: CDs of less than $100,000

O Jumbo (large) CDs: CDs for more than $100,000

Certificate Of Deposit 23y A & penalty Al >

bearer Jala 4a g holder s )l

withdraw GRS Ll s pa restrict GRS gdna




Money market

COMMERCIAL PAPER

O An unsecured, short-term debt instrument issued by a corporation, typically for
the financing of accounts receivable, inventories and meeting short-term
liabilities.

O Maturities on commercial paper rarely range any longer than 270 days.

O not usually backed by any form of collateral, so only firms with high-quality debt
ratings will easily find buyers without having to offer a substantial discount

(higher cost) for the debt issue.

inventories YIS (525 ga collateral (el
rarely G 4y backed sl Culaa

discount Ja s




Money market

COMMERCIAL PAPER

O major benefit: it does not need to be registered with the Securities and Exchange
Commission (SEC) as long as it matures before nine months (270 days)

O a very cost-effective means of financing

O The proceeds can only be used on current assets (inventories)

O not allowed to be used on fixed assets, such as a new plant, without SEC

involvement.

plant 4l )< Securities and Exchange | Glus) 5 ) GsmaS

Commission (SEC) Dhle

Z

involvement i 558 )
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Capital market

“* Primary market
< Secondary market
** Third market

** Forth market

Primary market

Js) Lok

Third market

e )b

Secondary market

s b

Forth market

el Dok




Primary market: (New Issue market/NIM)

** The market for new securities issues

+* In the primary market the security is purchased directly from the issuer
+ facilitated by underwriting groups (investment banks) that will:

= set a beginning price range for a given security

= And oversee its sale directly to investors

facilitated S Ol

underwrite OIS g

oversee GRS Gylas




Primary market

TO GO PUBLIC
» doing an IPO
» switching from private ownership to public ownership

> raises cash and provides many benefits for a company

0 G o e P
raises cash eabass ) 3l




Primary market (IPO)

IPO (INITIAL PUBLIC OFFERING)

the first sale of stock by a company to the public

main target market for hot IPOs are institutional investors, not

individual or small investors

Investment bank

Companies hire investment banks to underwrite an IPO

middlemen between companies and the investing public

Initial Public Offering

Al (oasee dda e

middlemen

la adand

institutional

oile s




Primary market (IPO)

BEST EFFORT OFFERING

O An underwriting in which an investment bank, acting as an agent:

v’ agrees to do its best to sell the offering to the public

v’ but does not buy the securities outright

v' does not guarantee that the issuing company will receive any set amount of
money

O Less common than a firm commitment offering.

outright P




Primary market (IPO)

FIRM COMMITMENT OFFERING

L)

» an underwriter assumes the risk of bringing a new securities issue to

L)

market, by buying the issue from the issuer and guaranteeing sale of a
certain number of shares to investors

** the underwriter guarantees that a certain amount will be raised by
buying the entire offer and then reselling to the public

» More common than best efforts offering.

Firm commitment offering | <S_xd gl algida

entire offer JS algidy




Primary market (IPO)

SYNDICATE

A group of investment banks which jointly underwrite and distribute a new
security offering to share the risk of the offering also called purchase group
or banking syndicate or investment banking syndicate.

One underwriter leads the syndicate and the others sell a part of the issue.

syndicate 4la|

O

jointly 1S jida

distribute PR s




ol s by O «

J www.Managerial.ir <

Primary market (IPO)

1 Cooling off period

0

= the time required by the SEC to investigate and make sure all material

information has been disclosed by the investment bank.

[ the effective date

= the date when the stock will be offered to the public.

Cooling off period Ale p SAL Jan 68 algws Sle Dl (6l ilddi o 99

s IR

the effective date alew | weae a2 Sl )
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Primary market (IPO)

v" aninitial prospectus published during the cooling off period by the underwriter

U red herring

v' containing all the information about the company except for the offer price and the

effective date, which aren't known at that time

U road show (dog and pony show)
v' With the red herring in hand, the underwriter and company attempt to hype and build
up interest for the issue through promotional presentations or meetings conducted in a

series of locations to attract big institutional investors.

red herring alad e Dal b algu road show algms (Ad Culaa

rospectus Laia) y 4 yido promotional (Sl
prosp ?




The Lock-Up Period

Lock-up agreements are legally binding contracts between the underwriters and insiders of
the company, prohibiting them from selling any shares of stock for a specified period

of time.

The period can range anywhere from three to 24 months. Ninety days is the minimum
period. when lockups expire all the insiders are permitted to sell their stock. The result is a
rush of people trying to sell their stock to realize their profit. This excess supply can put

severe downward pressure on the stock price.

The Lock-Up Period | aless Uis 8 Cue gias o 92 expire o
binding contracts b sladly ) B rush C2s) o sad
prohibit G2 S & shes realize OadiAn 5eal
excess supply 3 jle 4uza e




Primary market (IPO)

Flipping

= reselling a hot IPO stock in the first few days to earn a quick profit

= companies want long-term investors who hold their stock, not traders

= There are no laws that prevent flipping

= your broker may blacklist you from future offerings

Flipping Jsh sl 35y s s Lalgws (fig 3 sl 0 asna
daaa o

prevent OIS ae

broker OV R
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e raising capital by marketing its shares directly

to its own customers, employees, suppliers,

DPO
(Direct Public Offering):

distributors and friends in the community

e the cost is lower than IPO, but less money

can be raised

Direct Public Offering | atiue oosac 4 o

raising capital ale yu (sl 38




Secondary market (aftermarket)

= A market in which an investor purchases a security from another investor

rather than from the issuing companies themselves, subsequent to the
original issuance in the primary market.

" |n any secondary market trade, the cash proceeds go to an investor
rather than to the underlying company/entity directly.

= |n the primary market prices are often set beforehand, whereas in the
secondary market only basic forces like supply and demand determine

the price of the security.

subsequent S beforehand Ja

proceeds Glale whereas aS sy
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Secondary market

e agents of investors who match buyers with

Brokers n
sellers of securities
¢ |link buyers and sellers by buying and sellin
Dealers 1y Dy bUYIng &
securities at stated prices
Brokers O RIS agent aba 5 5 oailas

Dealers oYY
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secondary markets serve two important functions

\ o they make it easier and quicker to sell financial
instruments to raise cash; that is, they make

the financial instruments more liquid.

Liquidity e The increased liquidity of these instruments
then makes them more desirable and thus
easier for the issuing firm to sell in the primary

/ market.

Liquidity RN

quicker P EPW




\‘ ethey determine the price of the security that the issuing firm

sells in the primary market.

e The investors that buy securities in the primary market will

pay the issuing corporation no more than the price they think

P ri ce d iscove ry the secondary market will set for this security.

-

e The higher the security’s price in the secondary market, the
higher will be the price that the issuing firm will receive for a

new security in the primary market, and hence the greater

// the amount of financial capital it can raise

Price discovery Ciad 0lS

hence oo D)
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Secondary market:
Exchanges and Over-the-Counter IMarkets

y ™

Secondary markets can | * Organized Exchanges
be organized in two ways: | ¢ Over-the-Counter (OTC) markets

o /
e this exchange has a physical location

Organized Exchanges

. playing a limited role.
(Auction markets)

London, etc. are auction markets

e brokers match buyers and sellers with dealers

e The world's large stock exchanges NYSE, Tokyo,

Over-the-Counter Markets | ) z & sl )b world's large

S

e G g




Secondary market:

Exchanges and Over-the-Counter IMarkets

' o Listing:
e before a security can be traded on a particular
exchange it must be listed with that exchange.

e To be listed a company must meet certain
Organized Exchanges criteria such as, minimum market value,
(Auction markets) number of shareholders, etc.
e The company must also meet the exchange's

reporting requirements which are often much
broader than required by law.

Z

criteria Db broader 5 ed yil&

minimum market value Db i) ddlas




OTC: Over-
the-Counter

¢ A security which is not traded on an exchange, usually due to an inability to
meet listing requirements

* OTC exchanges are dealer markets. dealers, buying and selling from their own
inventories make most of the trades. There is no central location for the
exchange

e dealers negotiate directly with one another over computer networks and by
phone, and their activities are monitored by the NASD

* OTC stocks are usually very risky since they are the stocks that are not
considered large or stable enough to trade on a major exchange.

e research about these stocks is more difficult to obtain
¢ also called unlisted

e the OTC market is very competitive and not very different from a market with
an organized exchange

GRS o Slaa

negotiate




Thire Markat

-

~

Trading by non exchange-member brokers/dealers and institutional investors of

exchange-listed stocks.

.
/ /‘-

\\‘.

involves exchange-listed securities that are being traded over-the-counter
between brokers/dealers and large institutional investors.

o

Typical institutional investors who take part in the third market include investment

firms and pension plans.

pension plans

i S sla 4l p
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Fourth Market

4

NYSE or Nasdagq.

\

The trading of exchange-listed securities between institutions on a private over-

the-counter computer network, rather than over a recognized exchange such as

/

Trades between institutions will often be made in large blocks and without a

broker, allowing the institutions to avoid brokerage fees.

recognized

AN (Hulid

avoid brokerage fees

) RS sl aiyja ) liial
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Fourth Market

r A

For example, when a mutual fund and a pension fund enter into a large block
trade with each other, this would generally occur in the fourth market and
usually over an electronic communication network.

\_ J

both parties avoid brokerage and exchange transaction fees.

They also avoid the possibility of distorting the market price or the volume
traded on an exchange.

mutual fund Al 93 (3 2a

pension fund (S Y (3 gdia

transaction fees alalaa sl 4y 38
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Financial Instruments

easily tradable packages of capital

Financial assets e Equity-based: representing ownership of the asset

(securities) e Debt-based: representing a loan

Equity-based elen Jlalia 38 e

Debt-based AN R (i

representing Sl
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Financial Instruments

e upon the characteristics and value of an underlier, typically
a commodity, bond, equity or currency. Examples of
derivatives include futures and options.

e Advanced investors sometimes purchase or sell derivatives
to manage the risk associated with the underlying, to
protect against fluctuations in value, or to profit from
periods of inactivity or decline

e These techniques can be quite complicated and quite risky.

Derivatives

Derivatives 43ila sl Hl 3l fluctuations il 6
characteristic SR decline ialS

commodity RIS quite complicated s Sals
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Types of Securities

_riskclesssecurities

Treasuries (gilt-edged): low liquidity risk, almost zero credit risk, safest form of
investment, lowest return.

| Treasury Bills: mature in less than 1 year

Treasury Notes: mature in 1 to 10 years

_ Treasury Bonds: mature in more than 10 years

government bonds

municipality bonds

gilt-edged | Treasury Notes

Treasury Bills 430 A b Treasury Bonds

municipality bonds S ek 31!
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Types of Securities

e Corporate bonds

fixed-income securities

e Preferred stocks

Variable-income e Common stocks / Convertibles / variable rate
o bonds / Warrants / Call option / Put option /
securities Future contract / Forward contract
NG A
Call option A sl
Put option s A JLaal

Future contract ) ala ) 8
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STOCKS

Represents ownership in the company

Ve : : : . |
' has voting rights for directors and directly on stockholder matters of great
importance

one share = one vote

Claim on assets: only if the company goes bankrupt

voting right TR

Claim on assets 2 slea

bankrupt AP
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STOCKS

Claim on earnings: dividend

e |In the event of liquidation all creditors must
be paid before the shareholders get anything.

e All assets remaining after satisfying the

Shareholders have a residual
claim on the assets of the

company. .
pany creditors belongs to the shareholders.
|
Claim on earnings Ll )y 3 leal liquidation I
dividend (s 3 g satisfy Gl Cubia )
residual saila 3L belong R 5 Al




STOCKS

Preferred stocks

Have some degree of ownership in the company.

Dividends need not be paid, but must be paid if the corporation wants to pay any

dividends to the common shareholders.

<

A fixed dividend guaranteed forever

forever
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STOCKS

Preferred stocks

A fixed dividend guaranteed forever

4
In case of liquidation, preferred shareholders are paid off before the common
shareholders

If cumulative (most are), all missed dividend payments must be paid before any
payments to the common shareholders.

cumulative N
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STOCKS

Treasury stock

the portion of shares that a company keeps in their own treasury

i

Treasury stock may have come from a repurchase or buyback from shareholders;
or it may have never been issued to the public in the first place

N 5/

These shares don't pay dividends, have no voting rights, and should not be
included in shares outstanding calculations

buyback QMae A

outstanding calculations Ay Glialaa




STOCKS

|

often created when shares of a company are initially issued.

—
\

Alternatively, treasury stock can be created when a company does a share buyback
kand purchases its shares on the open market. "

not all shares are issued to the public, as some are kept in the company's treasury

~to be used to create extra cash should it be needed.

Another reason may be to keep a controlling interest within the treasury to help

ward off hostile takeovers

extra cash Alal 28 4 g hostile takeovers Alaad Calial

ward off GRS ada
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STOCKS

Shares in a company whose earnings are expected to grow at an above-average
rate relative to the market.

P

Also known as a "glamour stock” J
o

9
usually does not pay a dividend, as the company would prefer to reinvest retained
\earnings in capital projects.

>

/

Most technology companies are growth stocks.

High p/e ratio

glamour stock AR 9 Bl plem

reinvest Daa 5 IR agle yus
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STOCKS

A stock that tends to trade at a lower price relative to it's

fundamentals (i.e. dividends, earnings, sales, etc.) and thus

considered undervalued by a value investor.

tend R dilaia

undervalued sl (5 I () oS
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STOCKS

/ N« high dividend yield \

* low price-to-book ratio and/or low price-to-earnings

ratio
* A value investor believes that the market isn't
Common always efficient and that it's possible to find

companies trading for less than they are worth

characteristics e An easy way to attempt to find value stocks is to use

the "Dogs of the Dow" investing strategy - buying of
the 10 highest dividend-yielding stocks on the Dow
Jones at the beginning of each year and adjusting it

\\ /( every year thereafter. /

price-to-book G ) 4 il dividend-yielding (el 3 g 03 )1y

price-to-earnings A A al )2 4y Caadd thereafter ou ol )




STOCKS

Large-value
stock

Mid-value
stock

Small value
stock

~

e When a stock has been identified as a value stock
e its market capitalization puts it in the large-cap range of the market

e shares of a company with a medium (or midsized) market
capitalization that are trading below the stock's intrinsic value

e When a stock has been identified as a value stock
e its market capitalization puts it in the mid-cap range of the market

J

e shares of a company with a small market capitalization that are
trading at or below the stock's book value




STOCKS

A newly issued stock that rapidly rises in price due to high demand.

s

Google's stock was a hot stock when it was first available to the public, due to the

success of the company up to that point, and its potential for future growth."

N
p

A

A stock whose price continues to rise quickly and consistently over an extended

period of time.
-

newly

S 4

rapidly
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STOCKS

super voting stock (control stock)

Gives its holders a larger number of votes per share in comparison to other classes.

This allows the holders to retain control of the company without needing to own a
majority of its shares.

limited voting stock

Lgives its holder a smaller proportion of voting rights in comparison to a differentJ

class of stock issued by the same firm.

in comparison to L duglse o
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Efficient market hypothesis (EMH)

The proposition that an asset's current price fully reflects all publicly available

information about future economic fundamentals affecting the asset's value

simultaneous purchase and sale of commodities to profit from unequal prices

Efficient market hypothesis 1S Db 4 8 publicly R ee ) sh 4

proposition J\.@_\ﬁmw Arbitrage j\)%\,\j sxc |8




Efficient market hypothesis (EMH)

e’

[ 1, Strong Form Efficiency

the price of a security is expected to equal the value of the security if all relevant
information is used in this valuation, even if not publicly available

-

gaining insider information such as potential take-over bids will have no value to an
investor because that is relevant information and will have already been incorporated into
the price of the security

In reality gaining inside information can allow an investor to make excessive gains.

\a

equal 5 sbose take-over bids aliai 4iailic

gain OAs) excessive s ) i
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Efficient market hypothesis (EMH)

e

[29 Semi-Strong Form Efficiency

e

Lyou have the ability to make excess returns on insider information. J

any information that is available to the public will be factored into the value and
therefore the price of the security.

If semi-strong form efficiency holds, the excess returns that an investor can
realize should not exceed the cost of the analysis

Semi-Strong 558 4ayi
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Efficient market hypothesis (EMH)

[ 3. Weak Form Eificiency

"

Considering the volume of publicly available information, weak form
efficiency accepts the premise that evaluating that information can

provide excess returns

Weak CLmain

premise o8
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Efficient market hypothesis (EMH)

Random-Walk Behavior of Stock Prices

The term random walk describes the movements of a variable whose future changes
cannot be predicted (are random) because, given today’s value, the variable is just as
_likely to fall as to rise

an important implication of the efficient market hypothesis is that stock prices |
should approximately follow a random walk

States that future changes in stock prices should be unpredictable

the efficient market hypothesis suggests that technical analysis is a waste of time

0

approximately L s waste of time S ali i g

unpredictable i i B e describe GRS Capea s




Methods of trading on exchanges

Continuous trading

1 A method of transacting different securities orders that involves the
immediate execution of orders upon their reception by market makers
and specialists.

O in the U.S., all trades occur on a continuous basis except at opening

execution |l

reception BBrLt

specialists Jlaiaiia




Methods of trading on exchanges

Batch trading

d A method of transacting different security orders that involves the
accumulation of orders and their simultaneous execution.

O a security experiencing a relatively high volume of trades can have its
orders batched and executed at the same time when the desired price is
reached

O In the U.S., batch trading occurs for all orders sent to market after
market hours.

O These orders are collected and batched until the market opens, at which
time they are transacted all at once.

Batch trading s R aldlas

batched AW PEN




Methods of trading on exchanges

Block trading

1 A large amount of securities being traded, typically at least 10,000 shares
of stock or $200,000 in bonds.
O Normally, only institutional investors undertake such large trades.

1 Block trades can affect the market price of the security.

Block trading S sb alalza

undertake b S sage 4
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Methods of trading on exchanges

Open outcry trading

L A Method of public auction in which verbal bids and offers are made in
the trading rings or pits.

d Used on the futures and options exchanges

O A contract is made if one trader cries out that he wants to sell at a

certain price and then another trader yells out that he will buy at that

same price.

Open outcry trading > aldas cry out Uhg 8 ol ya

trading rings or pits O lalae Ky vell out M A Al
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Methods of trading on exchanges

Hybrid Market

L A securities exchange that facilitates trading through a blend of an automated
electronic trading platform and a traditional floor broker system.

O Gives brokers a choice between participating in the exchange through the
traditional floor broker system, or the faster automated electronic exchange
system.

O in January 2007, the New York Stock Exchange (NYSE) became the prominent

example of a hybrid market

Hybrid Market =S8 ok

automated electronic trading ORa A S g st O lalxa




Stock-picking strategies

Fundamental Analysis

O A method of evaluating a security by measuring its intrinsic value by examining
related economic, financial and other qualitative and quantitative factors.
O study everything that can affect the security's value
= macroeconomic factors (like the overall economy and industry conditions)
= company-specific factors (like financial condition and management).
= The end goal is to produce a value that an investor can compare with the security's
current price to figure out what sort of position to take with that security

(underpriced = buy, overpriced = sell or short).

 Quantitative Analysis
O Qualitative Analysis

Stock-picking

sl Al

macroeconomic

S Alanid)

figure out

OIS iS




Stock-picking strategies

Value Investing

O find companies trading below their inherent worth.
O looks for stocks of companies with strong fundamentals that seem to be incorrectly

valued (undervalued) by the market and therefore have the potential to increase in
share price when the market corrects its error in valuation.

Growth Investing

O Focus on the future potential of a company, with much less emphasis on its present

price.
O Unlike value investors, growth investors buy companies that are trading higher than

their current intrinsic worth with the belief that the companies' intrinsic worth will grow
and therefore exceed their current valuations

inherent worth R Ga )

Value Investing S IR gl yu

Growth Investing a8 IR Al yu
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Stock-picking strategies
GARP Investing (Growth at a Reasonable Price)
O seeks to combine both growth investing and value investing.

0 looks for companies that are showing consistent earnings growth above broad market

levels while excluding companies that have very high valuations.

(I

looks for companies that are somewhat undervalued given their growth potential.

(I

avoids the extremes of either growth or value investing
O typically leads GARP investors to growth-oriented stocks with relatively low

price/earnings (P/E) multiples in normal market conditions.

a Reasonable Price Jsiza Caad

growth-oriented | Ras




Stock-picking strategies

Income Investing

O aims to pick companies that provide a steady stream of income
» fixed-income securities such as bonds.
» stocks can also provide a steady income by paying a solid dividend.

CANSLIM

O a philosophy of screening, purchasing, and selling common stock.

C= Current quarterly earnings per share / A = Annual earnings per share

N = New things / S = Shares outstanding / L = Leaders

| = Institutional sponsorship / M= Market direction

steady stream of income

<l ol

solid dividend

(r2a (s 3 gus

screening

s AL e
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Stock-picking strategies
Dogs of the Dow

v the 10 of the 30 companies in the Dow Jones Industrial Average (DJIA) with the
highest dividend yield.
v’ investor shuffles around his or her portfolio, adjusting it so that it is always

equally allocated in each of these 10 stocks.

shuffle

'. %';
EZ v
% \

adjusting
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Stock-picking strategies
Technical Analysis

v’ is the polar opposite of fundamental analysis

v’ is not concerned with a stock's intrinsic value

v looks at past market activity to determine future price movements.

v studies past stock price data and searches for patterns such as trends and
regular cycles.

v technical analysts (chartists) look at the past charts of prices and different

indicators to make inferences about the future.

polar opposite allia alad
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Styleanalysts

» Growth investing

» Value investing

» Large-cap investing

» Small-cap investing

» Passive trading (invest in index funds, which historically have

outperformed the majority of actively managed funds
= Buy and hold: A passive investment strategy
= Dollar cost averaging
» Active trading
= actively picking stocks and making buy and sell decisions in attempt to reap the
highest returns possible and beat/outpace/outperform the market.

Style analysis S Jalas

outperformed g 2 Sae
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Loans

Short-term loan

* less than one year

* money market

Long-term loan

* more than one year

* capital market

Short-term loan e o8 ¢S Aia 8

Long-term loan Gaenily 4 B




Loans
Default

K \\ e Default occurs when a debtor 1s unable\

to meet the legal obligation of debt

- repayment
IThE failure tupr'nmptly PAY . Borrowers may default when they are
interest or |]|"||'|[:||JE| when unable to make the required payment

or are unwilling to honor the debt.

* Defaulting on a debt obligation can
place a company or individual In

\\ /( financial trouble.

obligation S

due

unwilling e (2

financial trouble e DS i




Default

p

\

2. The failure to perform on
a futures contract as
required by an exchange.

<

o

Loans

* occurs when one party does not fulﬁh
the obligations set forth by the

agreement

* The default wusually involves not
settling the contract by the required
date

A person In the short position will
default if he or she fails to deliver the
goods at the end of the contract

* The long position defaults when

payment 1s not provided by the
settlement date /

settling

43 g
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Loans

* the borrower makes no payments until the due
date at which time they pay the principal and

all accumulated interest.

Pure Discount Loans

* Most money market transactions take the form

of pure discount loans. This includes bankers'

acceptances and government treasury bills.

Pure Discount Loans oalld Cadli by 4

acceptance Sy
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Loans

@

Interest Only Loans

&

\\ * the loan agreement calls for the borrower to\

pay the accumulated interest on a periodic
basis (as an ordinary annuity) and repay the
initial loan value and accumulated interest at
the end of the term (known as a balloon

payment)

* Most bonds have this form of payment

// schedule. /

periodic ) o g0

ordinary annuity e aildl




Loans

/ \& * An amortized loan calls for the borrower to makem

series of payments that partially pay off the
principal of the loan over the life of the loan,
leaving an outstanding balance of zero at the end of
the loan.

Fl.llly AmﬂrtiZEd I.[lﬂns * Amortized loans can include terms such as all
(fiXEd'pﬂyment Iua“s) accumulated interest each period plus a fixed

amount towards the principal (common in medium-
term business loans).

* The most common form of amortized loan calls for
the borrower to make payments that are the sa

me
\\ /( amount every period. /

Fully Amortized Loans | o ¢ Slgfinis 4 j8
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Loans

f 2N

* With this form of loan the borrower pays the\

accumulated 1nterest and an amount towards

Partial Amortization the principal of the loan each period.

* At the end of the loan the borrower still has a

balance owing which must be paid at that time /

< i

Partial Amortization o gl Slgiina




©n
I(Q
(<P

When a corporation wants to borrow money on a long-term basis, they will issue bonds

This is a primary market transaction in the capital market.
¥

&

If sold to individual investors it is an example of direct finance, a private placement with a
financial institution would be indirect finance.

A bond is a form of interest only loan. The bond pays interest through the life of the
security and repays the principal and accumulated interest at maturity
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Benel Terminelegy

Face Value

Gis is the nominal value of the bond. \

The interest payments are paid as a percentage of the face value, and the final
payment is the face value plus the last interest payment.

The face value is usually the price at which the bond was issued but the value of the
bond will

change over the life of the bond as interest rates or the perceived risk of the bond
changes.

ch value is also called par value. /

Bond Terminology dua i Gladaial

nominal value ol Gyl

perceived risk o2l Sy Hhad
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Benel Terminelegy

Coupon

- A

The periodic interest payments are called coupons.

In the past it was common that the bond would have a series of coupons attached which
would represent the interest payments. The investor would take these coupons and

present them to the company to receive payment. )

Coupon rate
4 )

The rate of interest that is paid on the face value of the bond per year.

This rate is specified when the bond is issued and doesn't change over the life of the bond.

- J

Coupon 2 sS

attach RS Jaas




Benel Terminelegy

Maturity
~ A

Another term specified when the bond is issued is when the face value of the bond will be
repaid, retiring the bond. This is given as a specific date.

. J

Time to Maturity
~ A

Often referred to as just maturity, this is simply the amount of time until the date specified
as the maturity of the bond. Obviously this changes through the life of the bond.

. J
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Bonel Terminelogy

yield to maturity (YTM)

Kl'he rate of return on a bond \

the discount rate that would set the present value of the bond's cash flows equal to
the current selling price of the bond

The vyield that the bond is generating in the marketplace has no effect on the issuer
since the coupon payments are fixed at the time the bond is issued

\economists consider it the most accurate measure of interest rates. /

Current yield

Coupon/current market price

Current yield TBEARE
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Interest Rate Risk

v' Over time interest rates change

v If you own a bond, the value of your investment will change every time interest rates
change.

v The price of a coupon bond and the yield to maturity are negatively related

v" If interest rates rise, the price of a bond will fall.

v" When interest rates go down bond prices rise

v" The longer the time to maturity, the greater the interest rate risk

v In general the higher the coupon rate, the lower the sensitivity to interest rate
changes

Interest Rate Risk o 8 T8 S sensitivity ITRRIVEN

negatively e Sga ) fall Gl (aals
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The risk structure of interest rates

Bonds with identical risk, liquidity, and tax characteristics may have different interest rates
because the time remaining to maturity is different.

yield curve: A plot of the yields on bonds with differing terms to maturity but the same risk,
liquidity, and tax considerations

/Three theories have been put forward to explain the term structure of interest rates; thb
is, the relationship among interest rates on bonds of different maturities reflected in yield
curve patterns

(1) the expectations theory

(2) the segmented markets theory

\(3) the liquidity premium theory /

identical risk Cpre 7 A liquidity premium i laa

yield curve X PRI




\Y 1391 /[ (ould lin jlaaa

The risk structure of interest rates

The expectations theory

4+ The interest rate on a long-term bond will equal an average of short-term
interest rates that people expect to occur over the life of the long-term
bond

+ if people expect that short-term interest rates will be 10% on average over
the coming five years, the expectations theory predicts that the interest

rate on bonds with five years to maturity will be 10% too.




\Y/ ( 1391 /| (o8l jreas

The risk structure of interest rates

Segmented markets theory

+ sees markets for different-maturity bonds as completely separate and
segmented.

4+ The interest rate for each bond with a different maturity is then
determined by the supply of and demand for that bond with no effects

from expected returns on other bonds with other maturities

Segmented markets theory oAl sy Ui (sl ) )b (5 ) 5N
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The risk structure of interest rates

liquidity premium theory

4+ the interest rate on along-term bond will equal an average of short-term
interest rates expected to occur over the life of the long-term bond plus a
liquidity premium (also referred to as a term premium) that responds to

supply and demand conditions for that bond.




The risk structure of interest rates

preferred habitat theory

Closely related to the liquidity premium theory

assumes that investors have a preference for bonds of one maturity over another, a particular
bond maturity (preferred habitat) in which they prefer to invest.

Because they prefer bonds of one maturity over another they will be willing to buy bonds
that do not have the preferred maturity only if they earn a somewhat higher expected return.
Because investors are likely to prefer the habitat of short-term bonds over that of longer-
term bonds, they are willing to hold long-term bonds only if they have higher expected

returns

preference G

prefer Rl s S

willing Jile




The risk structure of interest rates

preferred habitat theory

4+ the liquidity premium and preferred habitat theories are the most widely accepted theories
of the term structure of interest rates because they explain the major empirical facts about
the term structure so well.

4+ They combine the features of both the expectations theory and the segmented markets
theory by asserting that a long-term interest rate will be the sum of a liquidity (term)
premium and the average of the short term interest rates that are expected to occur over the

life of the bond.

preferred habitat LN short term interest rates | e oligS sy & 5

empirical facts D (aalaa combine RS S
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The risk structure of interest rates

Interest Ligquidity Premium (Preferred Habitat) Theory
Rate, i, Yield Curve
N

L)

S ———

+ Liguidity
Premium, |

4
Expectations Theory
Yield Curve

| I | | | |
1] 5 10 15 20 25 an
Years to Maturity, n

The relationship between the expectations theory and the liquidity premiums and
preferred habitat theories




Reading Bond Listings

The prices of bonds are published | ® Online information services
in a variety of places including e Financial press
. e The price at which dealers in Treasury bonds are
The ask price -
willing to sell
The bid price J The. price at which dealers in Treasury bonds are
willing to buy

The ask price always
exceeds the bid price

Ask Yid * The yield to maturity computed using the asked price ]
ask price da o Ciad

bid price Ll Caaid




BONDS

There are two general e registered bonds
forms of bonds e bearer bonds

e |t is the most common form of bonds.

e the company has a registrar who keeps track of all of the
bonds that the company issues and records any change in
ownership.

registered bond

In most cases, whenever an interest or face value payment
is due, the company will mail a cheque directly to the
address of the owner of record.

* In some rare cases, the owner still has to detach a coupon
and present it to receive payment.

registered bonds bl 4un cheque Sa

bearer bonds Jala da g jo 4 )i detach S
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BONDS

bearer bond

@ The bond certificate itself is the only evidence of ownership if the bond is

issued in bearer form.
@ This makes it difficult to recover if lost or stolen.
@ Also the company can't contact the owners.

@ It does make trading simple and anonymous

recover O il g

anonymous b (o

stolen s % 6 33
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BONDS

Government bond

Municipal bond (muni)
& A debt security issued by a state, municipality or county to finance

its capital expenditures.
@l Interest is tax-exempt

W Revenue bond

» bond issued by a municipality to finance a specified public works project and
supported by the revenues of that project.

» carry a slightly higher risk and interest rate than G.O. bonds

» are usually considered the second-most secure type of municipal bonds.

expenditures la 45 38 slightly higher Db (oS

Revenue bond Sl ) 4 8




BONDS

Corporate bond

General obligation bond (GO)

@ A municipal bond backed by the credit and "taxing power" of the issuing
jurisdiction rather than the revenue from a given project.

@ They are issued with the belief that a municipality will be able to repay its
debt obligation through taxation or revenue from projects

® are usually considered the most secure type of municipal bonds

repay Gl b




BONDS

.  market price < face value
Discount bond
* YTM > current yield > coupon rate

 market price = face value
Par bond

* YTM = current yield = coupon rate

.  market price > face value
Premium bond
* YTM < current yield < coupon rate

Discount bond S 4 A 8 Premium bond 8 poa 4y dua B

Par bond 2l g i)yl Laa yd




BONDS

Yield Relationships

|
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\ —current_y
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BONDS

Zero-coupon bond

* bond with no maturity date

Consol (perpetual bond) « are not redeemable but pay a steady

international bond

stream of interest forever.

* Bonds sold in a country different from the
iIssuing company.

Zero-coupon bond

GRS s duin 8 redeemable 2 A 5k Ji

perpetual bond

saal) alale 4 B
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BONDS

Foreign bonds

are sold in a foreign country and are denominated in that country’s currency.
For example, if the German automaker Porsche sells a bond in the United States

denominated in U.S. dollars, it is classified as a foreign bond

Eurobond

a bond denominated in a currency other than that of the country in which it is sold
for example, a bond denominated in U.S. dollars sold in London
Most Eurobonds are not denominated in Euros but are instead denominated in U.S.

dollars

denominated el b




BONDS

Euro-currencies

# foreign currencies deposited in banks outside the home country.

 The most important of the Euro-currencies are Eurodollars

€ Eurodollars

@ U.S. dollars deposited in foreign banks outside the United States or in

foreign branches of U.S. banks

Eurocurrencies b)) )

branch Al




BONDS

Variable Rate Bonds (Floating Rate Bonds)

El coupon-paying bonds where the coupon interest rate (and dollar coupon)

is tied to a common market rate such as the current interest rate on

Treasury bonds.

@ Relative to fixed coupon rate bonds, variable rate bonds protect the lender

from rising interest rates.

Variable Rate Bonds e F p bhda )8
Floating Rate Bonds e F i bhdia )8

tied 03 )55 o K




BONDS

Income Bonds

@ bonds where the coupon payment is dependent on the income of the firm
€ If the firm doesn't have sufficient income, it can lower or even skip the
coupon payment.

@ In some ways this form of bond is closer to equity than it is to debt.
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BONDS

Real return bonds

® have a coupon rate that is dependent upon the level of inflation.
@ The low coupon rate and the effective face value are increased based on a
measure of inflation defined in the bond's indenture.

@ These types of bond are more popular with investors when inflation rates

are high and variable.

inflation p s

popular e




BONDS

The LYON

& was created by Merrill-Lynch (an investment dealer)

& A LYON is a callable, puttable, convertible, zero coupon bond.

Debenture (default bond)

€l Bonds backed only by the good name of the firm
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BONDS

Secured bond (default -free bond)

# Specific assets are pledged as collateral for a bond issue

@ mortgage bond: the assets pledged are real estate

@ chattel mortgage: the assets pledged are other specific property; a

railroad car, a truck, etc.

W blanket mortgage: the bond is backed by a claim against all real property

owned by the company

default —free bond BF - SFENWE PSPPIy chattel mortgage S e Sl
mortgage bond R ) A B blanket mortgage (il g (A




\\W

1391

/ W&Lm).‘\m

BONDS

Convertible bond (CV)

@ A bond that can be converted into a predetermined amount of the company's equity

at certain times during its life, usually at the discretion of the bondholder.

€ offers a lower rate of return in exchange for the value of the option to trade the bond

into stock.

predetermined

A% (pmt iy )

bondholder

M)ﬁ oi\)\&
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BONDS

Callable bond (redeemable bond)

@ American Callable bond: can be redeemed at any time before maturity

4 European Callable bond: can be redeemed at a predetermined date prior to maturity

Putable bond (Retractable bond)

# gives the owner the right to sell the bond back to the issuer before

@ maturity at a pre-specified price.

pre-specified ol (pd Ly )|

Callable bond A A L Qa8 4 8

Putable bond Uy Q8 Aa B




\Y/ ( 1391 /| (o8l jreas

BONDS

Sinking Fund
™ A common feature in bond indentures is the creation of a sinking fund.
™ With a sinking fund the company pledges to repurchase and cancel a certain amount

of the issue at specified times. These purchases can start immediately or at some

point in the future.

™ The effect of a sinking fund provision is to slightly reduce the cost to the issuer by

increasing the value to investors by:

F reducing the risk of default on the face value because the company owes less at
that time.

F increasing demand for the bond by having the company purchasing on a regular
basis.

Sinking Fund Sl 4
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BONDS

Protective Covenants

(1 To convince investors to buy the company's bonds the management must convince
them that they won't make decisions that go against their interests, even though it
may be in the best interests of the owners of the company.

L One way of doing this is to include a protective covenant in a bond issue.

O This is a legally binding contract that can require management to do certain actions
such as:

provide periodic financial statements

maintain the collateral in good condition

It can also forbid certain actions

pay no more than a certain level of dividends

keep capital expenditures below SX

Issue no secured debt

AN NI NI NI NN

Protective Covenants iblia sla 484

convince OS2 laia




Bond rating (investment grade/ credit rating)

O A grade given to bonds that indicates their credit quality
O Private independent rating services such as Standard & Poor's, Moody's and Fitch
provide these evaluations of a bond issuer's financial strength, or its ability to pay a

bond's principal and interest in a timely fashion.

[ are expressed as letters ranging from 'AAA', which is the highest grade, to 'C'
("junk"), which is the lowest grade.
O Different rating services use the same letter grades, but use various combinations of

upper- and lower-case letters to differentiate themselves.

investment grade X agla ju 4
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Bond rating (investment grade/ credit rating)

Standard & Poor's format

** AAA and AA: High credit-quality investment grade

** AA and BBB: Medium credit-quality investment grade

¢ BB, B, CCC, CC, C: Low credit-quality (non-investment grade), or "junk bonds
¢ D: Bonds in default for non-payment of principal and/or interest

¢ Junk Bond
o Bonds that are rated less than investment quality at the time of issue

o

o High yield
o Speculative bond
o Rated BB or lower because of its high default risk
o Expected return almost 3-4 % higher
principal Jsn Jual
junk bonds Jady 4 B

Speculative bond 3l R13 gus duia 8
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Rating Categories
Rate Quality Gracde
AAA s _
AR E High
A 8 |
BEB = Medium
BB .
B o oW
=
CCC =
=
CC o
C o Very Low
D
NR Not Rated




Future market

Market in which partici“pants can buy'and sell commodities and their future

delivery contracts

provides a medium for the complementary activities of hedging and

speculation

necessary for dampening wild fluctuations in the prices caused by gluts and

shortages

future delivery contract s Jagad ala )3

hedging Cpaaal




Future contract

A contractual agreemen"‘t, generally made on the tradihg floor of a futures
exchange, to buy or sell a particular commodity or financial instrument at a
pre-determined price in the future

Futures contracts are standardized with respect to the quantity and quality of
the underlying asset, and the time, and location of delivery to facilitate

trading on a futures exchange




Future contract

Some fut':ures contracts hay call for physical delivery of the asset, wHiIe others
are settled in cash

The contracts can also be traded

There is no specific link between the buyer and seller

any gains or losses are realized on a daily basis.




Forward contract

an agreement between two parties to exchange at some fixed future date, a
given quantity of a commodity for a price defined today.
agreement to buy now, pay and deliver later.

the fixed price today is known as the forward price.




Forward Contract vs. Futures Contract

Forward Contract Futures Contract

Megotiated directly by the

Transaction method:
buyer and seller

Quoted and traded on the Exchange

MNone. It is very difficult to Both parties must deposit an initial

undo the operation; profits guarantee (margin). The value of the
and losses are cash operation is marked to market rates with
settled at expiry. daily settlement of profits and losses.

Guarantees:

Customized to customers
Structure: need. Usually no initial
payment required.

Standardized. Initial margin payment
required.




Forward Contract vs. Futures Contract

Dpposite contract with same or

different counterpary.

Counterparty risk remains while Opposite contract on the exchange.
terminating with different

Method of pre-
termination:

counterparty.
Risk: High counterparty rislk Low counterparty risk
Market. Mot regulated Govemment regulated market
regulation:
A forward contract is an A futures contract is a standardized
agreament between two parties to contract, traded on a futures
What is it?: buy or sell an asset (which can be exchange, to buy or sell a certain
of any kind) at a pre-agreed future underlying instrument at a certain date in
point in time. the future, at a specified price.

Counterparty risk JilEie S
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Forward Contract vs. Futures Contract

Institutional '
The contracting parties Clearing
guarantee: Holse

Contract size: Depending pn the transactmn and the requirements of Standardized
the contracting parties.

Expiry date: Depending on the transaction standardized

Institutional guarantee e e Giilana




Futures Trading

When two parties trade a futures contract on an exchange the price is recorded

as well as the identities of the two parties

At that point the link between the buyer and seller is broken

The buyer now has an agreement to buy the asset from the clearinghouse

the seller has the obligation to sell to the clearinghouse

Short position (present seller)

Long position (future buyer)

Futures Trading

T

| - alaa

Short position

0\3‘550))&

clearinghouse

s Al

Long position

Y sho s
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Futures Trading

Basic Grade (par grade/contract grade)

the minimum accepted standard that a deliverable commodity must meet in
future contract.

Clearing house

An agency or separate corporation of a futures exchange responsible for:

settling trading accounts

clearing trades

collecting and maintaining margin monies
regulating delivery

reporting trading data




Futures Trading

Clearing house

act as third parties to all futures and options contracts

as a buyer to every clearing member seller and a seller to every clearing member buyer.
Each futures exchange has its own clearing house

All members of an exchange are required to clear their trades through the clearing
house at the end of each trading session and to deposit with the clearing house a sum of
money (based on clearinghouse margin requirements) sufficient to cover the member's

debit balance.

debit balance A Jalas
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Futures Trading

Marking to market

a futures trader, when taking a position, deposits money with the exchange,
called a "margin". This is intended to protect the exchange against loss.

At the end of every trading day, the contract is marked to its present market
value. If the trader is on the winning side of a deal, his contract has increased in

value that day, and the exchange pays this profit in cash into his account.

margin ails

winning A0
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Futures Trading

Marking to market

On the other hand, if the market price of his contract has declined, the
exchange charges his account that holds the deposited margin.

If the balance of this account falls below the deposit required to maintain the
position, the trader must immediately pay additional margin into the account to
maintain his position (a "margin call"). Marking to market significantly reduces

the effect of one party being unable or unwilling to fulfill their obligations
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Futures Trading

maintenance margin requirement

The required amount of collateral or equity needed to maintain a margin account
with an exchange. The minimum must be met at all times, but the particular
amount required can vary.

In the case of two major U.S. indices, the New York Stock Exchange and Nasdagq,
the maintenance margin is 25% of the value of the stocks in the margin account.

An investor will face a margin call if unable to maintain this minimum level.

maintenance margin requirement a oY Aila (5 lagss
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Futures Trading

Other Key Points About Futures

& They are settled daily

& Closing out a futures position involves entering into an offsetting trade

& Most contracts are closed out before maturity

& If a futures contract is not closed out before maturity, it is usually settled by

delivering the assets underlying the contract.

Key Points S s

offsetting trade PAIBTENENAE
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Futures Trading

Some Terminology

& Open interest. the total number of contracts outstanding equal to number of
long positions or number of short positions

& Settlement price: the price just before the final bell each day used for the
daily settlement process

& Volume of trading: the number of trades in 1 day

Open interest 331 o s

Settlement price Jad g Ja Ciad

Volume of trading alalas ans




Margin trading

margin account

A brokerage account in which the brokerage lends the customer cash with which to
purchase securities. Unlike a cash account, a margin account allows an investor to buy
securities with money that he/she does not have, by borrowing the money from the
broker. The Federal Reserve limits margin borrowing to at most 50% of the amount
invested. People usually open margin accounts to take advantage of an opportunity to
leverage their investment, rather than because they don't have the money to make the
full purchase. brokerages charge a relatively low interest rate on margin loans in order to

attract investors to buying.

margin account e laa Federal Reserve 5000 d)

Margin trading e adalaa advantage 0 e

Unlike oA opportunity Coa i




Short Selling

151 M PP

The selling of a security that the seller does not own

any sale that is completed by the delivery of a security borrowed by the seller

Short sellers assume that they will be able to buy the stock at a lower amount than

the price at which they sold short

Selling short is the opposite of going long

short sellers make money if the stock goes down in price

an advanced trading strategy with many unique risks and pitfalls

Novice investors are advised to avoid short sales

Short Selling ol S i g 8 Novice investors S 63 ) IR agla
pitfalls Sy LNV advise O S Caaual
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1. If an investor may have to sell a bond prior to maturity and
Interest rates have risen since the bond was purchased, the investor

IS exposed to:

s ™
A perpetuity

\. v

s ™

the coupon effect

-
-

Interest rate risk

-
-

~
4

an indefinite maturity
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2. A basic principle of finance is that the value of any investment is:

4 2\
Unrelated to the future net cash flows generated by the investment.

\ /
4 2\
The undiscounted sum of all future net cash flows generated by the investment.

\ /
4 )
Unrelated to the degree of risk associated with the future net cash flows
8 generated by the investment. -
4 )
The present value of all future net cash flows generated by the investment.

\ /
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3. Which of the following statements concerning the cash balance is

not true?

4 2\
Firms with seasonal sales are likely to experience both cash deficits and cash

surpluses throughout the year.

-
-

\\
4

Cash shortfalls are almost always indicative of inability to earn profit.

-
-

~
4

Delayed collection on sales will usually lead to lower cash balances.

-
-

~
4

The forecasted cash balance is usually driven by sales forecasts.
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4. ......... Are designated to replicate an index, such as the S&P 500
stock index ........., On the other hand, attempt to outperform an

index and other funds by actively trading the fund portfolio.

e ™
Passive funds — Fund of funds
g /
e ™
Active funds — Passive funds
g /
- )\
Indexed funds — Passive funds
o /
- )\
Passive funds — Active funds
g /




\/ \ ( e L

5. Investment bankers may assist in offering the securities of

government-owned companies to private investors.

e ™\
Firm commitment

g /

e ™\
Privatization

g /

- )\
Selling group

o /

- )\

Initial public offering (IPO)
g /
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6. The market for newly issued financial assets is called ......... after
a certain period of time, the financial asset is bought and sold
among investors. The market where this activity takes place is

referred to as the............
4 N\

Primary market — Secondary market

\
4

Secondary market — Primary market

-
-

Secondary market — Stock market

-
-

~
4

Stock market — Primary market
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7. The .......... Of a corporation means that all the assets of that
corporation will distributed to the holders of claims on the

corporation and no corporate entity will survive.

s A
Reorganization

\. v

s A
Liquidation

\. v

4 )
Bankruptcy

\. v

- )

Voluntary bankruptcy
\. v
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8. A ......... buys and sells securities for his or her own account and

takes ownership of the securities as part of the transaction.

s B
Broker

o /

s B
Dealer

o /

4 N\

Market marker
o /
4 )\
Exchanger
o /




\/ ( e L

9. The probability that the issuer of a security will not pay it off at

maturity is called:

e ™\
Market risk

g /

e ™\
Credit risk

g /

- )\
Default risk

o /

- )\
Maturity risk
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10. To financial analysts “working capital® means the same thing as

Current assets

\
4

Fixed assets

-
-

Total assets

-
-

~
4

Current assets minus current liabilities
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11. The risk free security has a beta equal to ............ while the

market portfolio's beta is ............

One, more than more

~
4

Zero, equal to one

-
-

One, less than one

-
-

~
4

Less than zero, than zero
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