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CHAPTER 1 The Investment 

Environment 
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Real Assets Versus Financial Assets 

ÅEssential nature of investment 

ïReduced current consumption 

ïPlanned later consumption 

ÅReal Assets 

ïAssets used to produce goods and 

services 

ÅFinancial Assets 

ïClaims on real assets 
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Table 1.1 Balance Sheet of U.S. 

Households, 2007 
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Table 1.2 Domestic  Net Worth 
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A Taxonomy of Financial Assets  

ÅFixed income or debt 

ï Money market instruments 

ÅBank certificates of deposit 

ï Capital market instruments 

ÅBonds 

ÅCommon stock or equity 

ÅDerivative securities 
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Financial Markets and the Economy 

ÅInformation Role 

ïThe Google effect 

ÅConsumption Timing 

ÅAllocation of Risk 

ÅSeparation of Ownership and 

Management 

ïAgency Issues 
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Financial Markets and the  

Economy Continued 

ÅCorporate Governance and Corporate Ethics 

ïAccounting Scandals 

ÅExamples ï Enron, Rite Aid, HealthSouth 

ïAuditorsðwatchdogs of the firms 

ïAnalyst Scandals 

ÅArthur Andersen 

ïSarbanes-Oxley Act 

ÅTighten the rules of corporate governance  
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The Investment Process 

ÅAsset allocation 

ïChoice among broad asset classes 

ÅSecurity selection 

ïChoice of which securities to hold within 

asset class 

ÅSecurity analysis 
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Markets are Competitive 

ÅRisk-Return Trade-Off 

ÅEfficient Markets 

ïActive Management 

ÅFinding mispriced securities 

ÅTiming the market 

ïPassive Management 

ÅNo attempt to find undervalued 

securities 

ÅNo attempt to time the market 

ÅHolding a highly diversified portfolio 
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The Players 

ÅBusiness Firmsï net borrowers 

ÅHouseholds ï net savers 

ÅGovernments ï can be both borrowers and 

savers 

ÅFinancial Intermediaries 

ïInvestment Companies 

ïBanks 

ïInsurance companies 

ïCredit unions 
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The Players Continued 

ÅInvestment Bankers 

ïPerform specialized services for 

businesses 

ïMarkets in the primary market 
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Table 1.3 Balance Sheet of  

Commercial Banks, 2007 
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Table 1.4 Balance Sheet of Nonfinancial 

U.S. Business, 2007 
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Recent TrendsðGlobalization  

ÅAmerican Depository Receipts (ADRs) 

ÅForeign securities offered in dollars 

ÅMutual funds that invest internationally 

Å Instruments and vehicles continue to 

develop (WEBs) 

ÅExchange Traded Funds (ETFs) 
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Figure 1.1 Globalization: A Debt Issue 

Denominated in Euros 
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Recent TrendsðSecuritization  

ÅMortgage pass-through securities 

ÅOther pass-through arrangements 

ïCar, student, home equity, credit card 

loans 

ÅOffers opportunities for investors and 

originators 
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Figure 1.2 Asset-backed Securities 

Outstanding 
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Recent TrendsðFinancial Engineering 

ÅUse of mathematical models and computer-

based trading technology to synthesize new 

financial products 

ÅBundling and unbundling of cash flows 
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Figure 1.3 Building Creates a Complex 

Security 
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Figure 1.4 Unbundling of Mortgages into 

Principal- and Interest-Only Securities 
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Recent TrendsðComputer Networks  

ÅOnline information dissemination 

ÅInformation is made cheaply and widely 

available to the public 

ÅAutomated trade crossing 

ïDirect trading among investors 
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CHAPTER 2 Asset Classes 
and Financial 
Instruments 
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Major Classes of Financial Assets or 

Securities 

ÅMoney market 

ÅBond market 

ÅEquity Securities 

ÅIndexes 

ÅDerivative markets 
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The Money Market  

ÅTreasury bills 

ïBid and asked price 

ïBank discount method 

ÅCertificates of Deposits  

ÅCommercial Paper 

ÅBankers Acceptances 
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The Money Market Continued 

ÅEurodollars 

ÅRepurchase Agreements (RPs) and Reverse 

RPs 

ÅBrokersô Calls 

ÅFederal Funds 

ÅLIBOR Market 
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Figure 2.1 Rates on Money Market Securities 
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Table 2.1 Major Components of the 

Money Market 
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Figure 2.2 Treasury Bill Yields 
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Figure 2.3 The Spread between 3-month 

CD and Treasury Bill Rates 
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The Bond Market 

ÅTreasury Notes and Bonds 

ÅInflation-Protected Treasury Bonds 

ÅFederal Agency Debt 

ÅInternational Bonds 

ÅMunicipal Bonds 

ÅCorporate Bonds 

ÅMortgages and Mortgage-Backed Securities 
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Treasury Notes and Bonds 

ÅMaturities 

ïNotes ï maturities up to 10 years 

ïBonds ï maturities in excess of 10 years 

ï30-year bond 

ÅPar Value - $1,000 

ÅQuotes ï percentage of par 
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Figure 2.4 Lisiting of Treasury Issues 
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Federal Agency Debt 

ÅMajor issuers 

ïFederal Home Loan Bank 

ïFederal National Mortgage Association 

ïGovernment National Mortgage 

Association 

ïFederal Home Loan Mortgage Corporation 
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Municipal Bonds 

ÅIssued by state and local governments 

ÅTypes 

ïGeneral obligation bonds 

ïRevenue bonds 

ÅIndustrial revenue bonds 

ÅMaturities ï range up to 30 years 



1-35 

Figure 2.5 Tax-exempt Debt Outstanding 
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Municipal Bond Yields 

ÅInterest income on municipal bonds is not 

subject to federal and sometimes not to state 

and local tax 

 

ÅTo compare yields on taxable securities a 

Taxable Equivalent Yield is constructed 
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Table 2.2 Equivalent Taxable Yields 

Corresponding to Various Tax-Exempt 

Yields 
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Figure 2.6 Ratio of Yields on Tax-Exempt 
to Taxable Bonds  
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Corporate Bonds 

ÅIssued by private firms  

ÅSemi-annual interest payments 

ÅSubject to larger default risk than government 

securities 

ÅOptions in corporate bonds 

ïCallable 

ïConvertible 
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ÅDeveloped in the 1970s to help liquidity of 

financial institutions 

ÅProportional ownership of a pool or a 

specified obligation secured by a pool  

ÅMarket has experienced very high rates of 

growth 

Mortgages and Mortgage-Backed 

Securities 
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Figure 2.7 Mortgage-backed Securities 

Outstanding, 1979-2007 
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Equity Securities 

ÅCommon stock 

ïResidual claim 

ïLimited liability 

ÅPreferred stock 

ïFixed dividends  -limited 

ïPriority over common 

ïTax treatment 

ÅDepository receipts 



1-43 

Figure 2.8 Listing of Stocks Traded on  

the NYSE 
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ÅThere are several broadly based indexes 

computed and published daily 

ÅThere are several indexes of bond market 

performance 

ÅOthers include: 

ïNikkei Average 

ïFinancial Times Index 

Stock Market Indexes 
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Dow Jones Industrial Average 

ÅIncludes 30 large blue-chip corporations 

ÅComputed since 1896 

ÅPrice-weighted average 
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Example 2.2 Price-Weighted Average 

Portfolio: Initial value  $25 + $100 = $125 

        Final value $30 + $  90 = $120 

               Percentage change in portfolio value 

                 = 5/125 = -.04 = -4% 

Index:     Initial index value  (25+100)/2 = 62.5 

             Final index value  (30 + 90)/2 = 60 

        Percentage change in index -2.5/62.5 

                 =  -.04 = -4% 
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ÅBroadly based index of 500 firms 

ÅMarket-value-weighted index 

ÅIndex funds 

ÅExchange Traded Funds (ETFs) 

Standard & Poorôs Indexes 
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Other U.S. Market-Value Indexes 

ÅNASDAQ Composite 

ÅNYSE Composite 

ÅWilshire 5000 
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Figure 2.9 Comparative Performance of 

Several Stock  Stock Indexes, 2001-2006 
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Foreign and International  

Stock Market Indexes 

ÅNikkei (Japan) 

ÅFTSE (Financial Times of London) 

ÅDax (Germany) 

ÅMSCI (Morgan Stanley Capital International) 

ÅHang Seng (Hong Kong) 

ÅTSX (Canada) 
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Derivatives Markets 

Options 

ÅBasic Positions 

ïCall (Buy) 

ïPut (Sell) 

ÅTerms 

ïExercise Price 

ïExpiration Date 

ïAssets 

Futures  

ÅBasic Positions 

ïLong (Buy) 

ïShort (Sell) 

ÅTerms 

ïDelivery Date 

ïAssets 
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Figure 2.10 Trading Data on GE Options 
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Figure 2.11 Listing of Selected  

Futures Contracts 
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CHAPTER 3 How Securities 

are Traded 
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How Firms Issue Securities 

ÅPrimary 

ïNew issue 

ïKey factor: issuer receives the proceeds 

from the sale 

ÅSecondary 

ïExisting owner sells to another party 

ïIssuing firm doesnôt receive proceeds 

and is not directly involved 
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How Firms Issue Securities Continued 

ÅInvestment Banking 

ÅShelf Registration 

ÅPrivate Placements 

ÅInitial Public Offerings (IPOs) 
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Investment Banking 

 
ÅUnderwritten:  firm commitment on proceeds 

to the issuing firm 

ÅRed herring 

ÅProspectus 
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Figure 3.1 Relationship Among a Firm Issuing 

Securities, the Underwriters and the Public 
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Shelf Registrations 

ÅSEC Rule 415 

ÅIntroduced in 1982 

ÅReady to be issued ï on the shelf 
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ÅSale to a limited number of sophisticated 

investors not requiring the protection of 

registration 

ÅAllowed under Rule 144A 

ÅDominated by institutions 

ÅVery active market for debt securities 

ÅNot active for stock offerings 

Private Placements 
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Initial Public Offerings 

ÅProcess  

ïRoad shows 

ïBookbuilding 

ÅUnderpricing  

ïPost sale returns 

ïCost to the issuing firm 
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Figure 3.2 Average Initial Returns for 

IPOs in Various Countries 
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Figure 3.3 Long-term Relative 

Performance of Initial Public Offerings 
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How Securities are Traded 

ÅTypes of Markets 

ïDirect search 

ÅLeast organized 

ïBrokered 

ÅTrading in a good is active 

ïDealer  

ÅTrading in a particular type of asset 
increases 

ïAuction 

ÅMost integrated 
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Types of Orders 

ÅMarketðexecuted immediately 

ïBid Price 

ïAsk Price 

ÅPrice-contingent 

ïInvestors specify prices 

ïStop orders 
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Figure 3.4 The Limit Order Book for Intel  
on the Archipelago Market,  

January 19, 2007 



1-67 

Figure 3.5 Price-Contingent Orders 
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Trading Mechanisms 

ÅDealer markets 

ÅElectronic communication networks (ECNs) 

ÅSpecialists markets 
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U.S. Security Markets 

ÅNasdaq and NYSE have evolved in response 

to new information technology 

ÅBoth have increased their commitment to 

automated electronic trading 
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Nasdaq 

ÅNational Market System 

ÅNasdaq Small Cap Market 

ÅLevels of subscribers 

ïLevel 1 ï inside quotes 

ïLevel 2 ï receives all quotes but they canôt 

enter quotes 

ïLevel 3 ï dealers making markets 
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Table 3.1 Partial Requirements for Listing 

on NASDAQ Markets 
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New York Stock Exchange 

ÅMember functions  

ïCommission brokers 

ïFloor brokers 

ïSpecialists 

ÅBlock houses 

ÅSuperDot 
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Table 3.2 Some Initial Listing 

Requirements for the NYSE 


