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Real Assets Versus Financial Assets

A Essential nature of investment
I Reduced current consumption
I Planned later consumption

A Real Assets

I Assets used to produce goods and
services

A Financial Assets
I Claims on real assets
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Table 1.1 Balance Sheet of U.S.

Households, 2007

Assets $ Billion % Total Liabilities and Net Worth $ Billion % Total
Real assets
Real estate $22,874 32.9% Mortgages $10,070 14.5%
Consumer durables 3,966 5.7 Consumer credit 2,413 T
Other 247 0.4 Bank and other loans 222 0.3
Total real assets $27,086 38.9% Security credit 310 0.4
Other 418 0.6
Total liabilities $13,432 19.3%
Financial assets
Deposits $ 6,629 9.5%
Life insurance reserves 1,174 1.7
Pension reserves 12,188 17.5
Corporate equity 5,391 7.7
Equity in noncorp. 7,553 10.9
business
Mutual fund shares 5,123 7.4
Debt securities 3,160 4.5
Other 1,305 1.9
Total financial assets 42,522 61.1 Net worth 56,176 80.7
Total $69,608 100.0% $69,608 100.0%
TABLE 1.1

Balance sheet of U.S. households, 2007

Note: Column sums may differ from total because of rounding error.
Source: Flow of Funds Accounts of the United States, Board of Governors of the Federal Reserve System, June 2007.
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Table 1.2 Domestic Net Worth

Assets $ Billion TABLE 1.2
Nonresidential real estate $ 9,549 Domestic net worth
Residential real estate 28,265
Equipment and software 4,498
Inventories 1,759
Consumer durables 3,966

Total $ 48,038

Note: Column sums may differ from total because of rounding error.
Source: Flow of Funds Accounts of the United States, Board of Governors of
the Federal Reserve System, June 2007.
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A Taxonomy of Financial Assets

A Fixed income or debt
I Money market instruments
ABank certificates of deposit
I Capital market instruments
ABonds
A Common stock or equity
A Derivative securities
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Financial Markets and the Economy

A Information Role

I The Google effect
A Consumption Timing
A Allocation of Risk

A Separation of Ownership and
Management

I Agency Issues

1-6



Financial Markets and the
Economy Continued

A Corporate Governance and Corporate Ethics
I Accounting Scandals
AExamples i Enron, Rite Aid, HealthSouth
I Auditorso watchdogs of the firms
I Analyst Scandals
AArthur Andersen
I Sarbanes-Oxley Act
ATighten the rules of corporate governance
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The Investment Process

A Asset allocation
I Choice among broad asset classes
A Security selection

I Choice of which securities to hold within
asset class

A Security analysis
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Markets are Competitive

A Risk-Return Trade-Off
A Efficient Markets
I Active Management
AFinding mispriced securities
ATiming the market
| Passive Management

ANo attempt to find undervalued
securities

ANo attempt to time the market
AHolding a highly diversified portfolio
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The Players

A Business Firmsi net borrowers
A Households i net savers

A Governments i can be both borrowers and
savers

A Financial Intermediaries

I Investment Companies
| Banks

I Insurance companies
I Credit unions
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The Players Continued

A Investment Bankers

I Perform specialized services for
businesses

I Markets in the primary market
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Table 1.3 Balance Sheet of
Commercial Banks, 2007

Assets $ Billion % Total Liabilities and Net Worth S Billion % Total
Real assets Liabilities
Equipment and $ 100.7 1.0% Deposits $ 6,865.3 65.9%
premises
Other real estate 6.8 0.1 Borrowed funds 1,242.5 11.9
Total real assets $ 1075 1.0% Subordinated debt 161.3 1.5
Federal funds and 771.4 7.4
repurchase agreements
Other 320.8 3.1
Total liabilities $ 9,361.3 89.9%
Financial assets
Cash $ 4575 4.4%
Investment securities 2,180.0 20.9
Loans and leases 6,089.3 58.5
Other financial assets 822.3 7.9
Total financial assets $ 9,549.1 91.7%
Other assets
Intangible assets SR, 3.6%
Other 375.1 3.6
Total other assets $ 754.3 7.2% Net worth $ 1,049.6 10.1%
Total $10,410.9 100.0% $10,410.9 100.0%
TABLE 1.3

Balance sheet of commercial banks, 2007

Note: Celumn sums may differ from total because of rounding error.
Source: Federal Deposit Insurance Corporation, www.fdic.gov, September 2007.
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Table 1.4 Balance Sheet of Nonfinancial
U.S. Business, 2007

Assets $ Billion % Total Liabilities and Net Worth $ Billion % Total
Real assets Liabilities
Equipment and software $ 3,764 15.0% Bonds and mortgages $ 4,397 17.5%
Real estate 7,861 31.2 Bank loans 707 2.8
Inventories 1,671 6.6 Other loans 745 3.0
Total real assets $13,295 52.8% Trade debt 1,651 6.6
OCther 3,319 13.2
Financial assets Total liabilities $10,818 43.0%
Deposits and cash $ 608 2.4%
Marketable securities 953 3.8
Trade and consumer credit 2,200 8.7
Other 8,108 32.2
Total financial assets $11,868 47.2%
Total $25,164 100.0% Net worth $14,346 57.0%
$25,164 100.0%

TABLE 1.4

Balance sheet of nonfinancial U.S. business, 2007

Note: Column sums may differ from total because of rounding error.
Source: Flow of Funds Accounts of the United States, Board of Governors of the Federal Reserve System, June 2007.
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Recent Trendso Globalization

A American Depository Receipts (ADRS)
A Foreign securities offered in dollars
A Mutual funds that invest internationally

A Instruments and vehicles continue to
develop (WEBS)

A Exchange Traded Funds (ETFs)
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Figure 1.1 Globalization: A Debt Issue
Denominated in Euros
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North West Water Finance PLC
EURO 500,000,000

£4.875% Notes due 2009

guaranteed by
Morth West Water Limited
issued pursuant to the
United Utilities PLC, NORWEB PLC and North West Water Finance PLC
U.S. $2,000,000,000
Euro Medium Term Note Programme

Joint Lead Managers

ABMN AMRO l.FP. Morgan Securities Ltd.
Co-Lead Managers
Bangue Nationale de Paris S.A. Barclays Capital
Credit Suisse First Boston Deutsche Bank
ING Barings/BBL Warburg.Dillon Read
Co-Managers
Dresdner Kleinwort Benson Greenwich NatWest
HypoVereinsbank Salomon Smith Barney

Tokyo-Mitsubishi International plc

' ABN-AMRO J.P: Morgan

FIGURE 1.1 Globalization: A debt issue
denominated in euros

Source: North West Water Finance PLC, April 1999.
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Recent Trendsd Securitization

A Mortgage pass-through securities
A Other pass-through arrangements

| Car, student, home equity, credit card
loans

A Offers opportunities for investors and
originators
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Figure 1.2 Asset-backed Securities
Outstanding
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FIGURE 1.2 Asset-backed securities outstanding

Source: The Securities Industry and Financial Markets Association, www.sifma.org
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Recent Trendsd Financial Engineering

AUse of mathematical models and computer-
based trading technology to synthesize new
financial products

ABundling and unbundling of cash flows
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Figure 1.3 Building Creates a Complex
Security

$172,500,000

Boise Cascade Corporation

7.50% Adjustable Conversion-rate
Equity Security Unit

Price $50 Per Unit

Goldman, Sachs & Co.
ABN AMRO Rothschild LLC
Banc of America Securities LLC
JPMorgan
Wachovia Securities

December 18, 2001

FIGURE 1.3 Bundling creates a
complex security

Source: The Wall Street Journal, December 19, 2001.
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Figure 1.4 Unbundling of Mortgages Into
Principal- and Interest-Only Securities

Thiis Snncuocament SOpears a3 & matier of recond oy

$200,000,000*

Federal National Mortgage Association

§ FannieMae

Stripped Mortgage-Backed Securities

Principal and Interest payable on the 25th day of
each month, commencing August 25, 19687

SMBS Trust 20-CL— Fixed-Rate Residential Mortgage Loans

SMES Class 1: 100% of Principal Fayments on Underlying
Q% Fannie Mae Guaranieed Mortgage Pass-Through Centificates
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chgaticra ol Fannis Mes snd are nct backsd by B lull laith and credit of the United
Stases. Tha SMES Carlifioatnn are sesmpt fmen the registretion sequiremants of he
Secuitios Act of 1833 and are “Expmpied Securties” within the meaning of the
Securities Exchangs ACt of 1934

Class 1 £200,000,000 Principal Amount*
Class 2 $200,000,000 Notional Principal Amount®

Goldman, Sachs & Co.
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FIGURE 1.4 Unbundling of mortgages
into principal- and interest-only
securities

Source: Copyright March 1985 by Goldman, Sachs

& Co. Published by Goldman, Sachs & Co., March
1985. Reprinted by permission.
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Recent Trendsd Computer Networks

A Online information dissemination

A Information is made cheaply and widely
available to the public

A Automated trade crossing
I Direct trading among investors
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Major Classes of Financial Assets or
Securities

A Money market

A Bond market

A Equity Securities
A Indexes

A Derivative markets
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The Money Market

A Treasury bills

I Bid and asked price

I Bank discount method
A Certificates of Deposits
A Commercial Paper
A Bankers Acceptances
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The Money Market Continued

A Eurodollars

A Repurchase Agreements (RPs) and Reverse
RPS

ABrokersoe Call s
A Federal Funds
A LIBOR Market
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Figure 2.1 Rates on Money Market Securities

Money Rates January 4, 2007
International rates Other short-term rates
Week — 52-WEEK — Week — S52-WEEK —
Latest aqo High Low Latest ago High Low
Prime rates Commercial paper
u.s. 8.25 8.25 8.25 7.25 30too0days 5.23
Canada 6.00 6.00 6.00 5.00 61to90days 5.22
Eurczone 2.50 3.50 2.50 2.25 91to 120 days 5.20
Japan 1.625 1.625 1.625 1375 "
Britain 500 500 500 450 Dealercommercial paper
30days 526 527 536 432
Overnight repurchase 60 days 526 528 541 442
u.s. 522 519 528 413  90days 525 530 546 446
UK. (BBA) 5.080 5.047 5.150 4.100
Euro zone 360 377 3.77 2.26  Eurocommercial paper
Y 30day 358 358 362 200
U.S.government rates Two month 362 362 363 239
Th th 3.69 3268 369 245
Federal funds ree mon

Effectiverate 5.24 525 537 421 Londoninterbank offered rate, or Libor
Onemonth  5.32000 5.3256 5.4200 4.4188

Treasury bill auction Three month 5.36000 5.3600 5.5200 4.5500

4 weeks 4.760 4.660 5170 3,950 —

13 weeks 4.930 4.875 4990 4.070 EurolLibor

26 weeks 4.900 4900 5.110 4.250  gpemanth 3.628 32634 3713 2386
Th th 3.733 3724 3733 2488

Secondary market reemon

Freddie Mac Euro interbank offered rate (Euribor)

30-year mortgage yields One month 3.625 3.634 3672 2384

30days 5.92 6.06 6.71 581 Threemonth 3734 3723 3734 2490

60 days 5.93 6.07 6.75 5.82

One-year ARM 3.375 3375 3375 3375 Asiandollars
Onemonth  5.335 5337 5425 4.418

Fannie Mae Three month 5363 5.370 5525 3.570
30-year mortgage yields LATEST Week  52-WEEK
30days 6.066 6.107 6.792 5913 . ee ot
60days 6.089 6125 6.821 5924 Offer B8id  ago High Low
Bankers acceptances Eurodollars (mid rates)

30days A 5.21 5.38 4.35 One month 5.28 530 5322 539 436
60 days 5.30 5.31 543 4.44 Two month 529 531 532 544 445
20 days 531 5.31 5.49 4.49 Threemonth 530 532 534 551 451

FIGURE 2.1 Rates on money market securities

Source: The Wall Street Journal, January 5, 2007. Reprinted by permission of Dow
Jones & Company, Inc. via Copyright Clearance Center, Inc. @ 2007 Dow Jones &
Company, Inc. All Rights Reserved Worldwide.
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Table 2.1 Major Components of the
Money Market

$ Billion TABLE 2.1

Repurchase agreements $1,150.2 I'*.:a]or mmpo"ek"ts of
Small-denomination time deposits 1,164.4 it btk
Large-denomination time deposits” 2

Eurodollars 530.3

Treasury bills 911.5

Commercial paper 2,252.5

Savings deposits 3,874.8

Money market mutual funds 2,390.0

‘Small denominations are less than $100,000.

Sources: Economic Report of the President, U.S. Government Printing
Office, 2007; Flow of Funds Accounts of the United States, Board of Gov-
ernors of the Federal Reserve System, June 2007.
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Figure 2.2 Treasury Bill Yields

Treasury Bills

DAYS TO ASK
MATURITY  MAT  BID ASKED CHG YLD
Jan 11 07 6 450 449 —011 456
Jon 18 07 13 457 456 —0.09 4.63
Jan 25 07 20 461 460 —001 468
Feb 01 07 27 470 469 —006 477
Feb 08 07 34 470 469 +001 478
Feb 15 07 N 473 472 —0.08 48]
Feb 22 07 48 479 478 —004 488
Mar 01 07 55 483 482 —002 492
Mar 08 07 62 486 485 +0.01 496
Mar 15 07 69 485 484 —001 495
Mar 22 07 76 488 487 —002 499
Mar 29 07 83 488 487 002 499
Apr 05 07 90 491 490 001 503
Apr 12 07 97 490 489 001 502
Apr 19 07 104 490 489 001 503
Apr 26 07 1M 490 489 —001 503

FIGURE 2.2 Treasury bill yields

Source: Compiled from data obtained from The Wall
Street Journal Online, January 4, 2007.
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Figure 2.3 The Spread between 3-month
CD and Treasury Bill Rates
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FIGURE 2.3 The spread between 3-month CD and Treasury bill rates

1-29




The Bond Market

A Treasury Notes and Bonds

A Inflation-Protected Treasury Bonds
A Federal Agency Debt
A International Bonds
A Municipal Bonds

A Corporate Bonds

A Mortgages and Mortgage-Backed Securities
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Treasury Notes and Bonds

A Maturities
I Notes T maturities up to 10 years
I Bonds T maturities in excess of 10 years
I 30-year bond

A Par Value - $1,000

A Quotes i percentage of par
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Figure 2.4 Lisiting of Treasury Issues

U.S. Government Bonds and Notes

MATURITY ASK MATURITY ASK
RATE MO/YR  BID ASKED CHG YLD | RATE MO/YR BID ASKED CHG YLD
395 Jom 0T 99:28 9929 - 672 | 4250 MNov 13n 9729 97:30 410 4460
3025 Jon O7n 9927 9928 - 442 2000 Jon 14 9706 9T 41 138
2350 FebO7n 9971 9922 -~ 489 | 4000 Feb14n 9E&09 9600 +10 4.61
6.250  Feb 07n 100:04 10005 - 473 | 4750 Moy 14n  100:26 100:27  +9 461
3375 FebO7n  99:23 9924 - 400 | 13250 Moy 14 11907 11903 +4 441
3750 Mor 07n 9921 9922 - 499 2000 Jul1& 9704 9TAS 0 e 237
3875 Feb 13n  96:06 9607 +8 459 4250 g ldn 921 9122 410 4.8
3625 Moy 13n  94:23 94 +8 458 | 12500 Mg 14 11904 10905 +4 4462
1875  Jul 13i 9700 97001 41 237 | 11750 New 14 T1B30 11831 46 459
4250 Mg 13n  98:00 9801 +% 460 | 4250 Movidn  FTIY O 9720 +9 440
12000 Awg 13 110:04 110105 +2 471 1625  Jon 150 9408 9419 +1 237

FIGURE 2.4 Listing of Treasury issues

Source: Compiled from data obtained from the online edition of The Wall
Street Journal, January 5, 2007.

BODIE KANE MARCUS
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Federal Agency Debt

A Major issuers

I FecC

I FecC

era

era

Home Loan Bank

National Mortgage Association

I Government National Mortgage
Association

| Federal Home Loan Mortgage Corporation
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Municipal Bonds

A Issued by state and local governments
A Types
I General obligation bonds
I Revenue bonds
Alndustrial revenue bonds

A Maturities 7 range up to 30 years
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Figure 2.5 Tax-exempt Debt Outstanding
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FIGURE 2.5 Tax-exempt debt outstanding

Source: Flow of Funds Accounts of the United States, Board of Governors of the Federal Reserve System, June 2007.
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Municipal Bond Yields

A Interest income on municipal bonds is not
subject to federal and sometimes not to state
and local tax

A To 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

TABLE 2.2 Tax-Exempt Yield

Equivalent taxable Marginal Tax Rate 1% 2% 3% 4% 5%

yields corresponding

to various tax-exempt 20% 1.25% 2.50% 3.75% 5.00% 6.25%

yields 30 1.43 2.86 4.29 5.71 7.14
40 1.67 3.33 5.00 6.67 8.33
50 2.00 4.00 6.00 8.00 10.00
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Figure 2.6 Ratio of Yields on Tax-Exempt
to Taxable Bonds
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FIGURE 2.6 Ratio of yields on tax-exempt to taxable bonds

Source: Authors’ calculators, using date from Moody's Investors Service and Mergent Municipal and Government Manual.
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Corporate Bonds

A Issued by private firms
A Semi-annual interest payments

A Subiject to larger default risk than government
securities

A Options in corporate bonds
| Callable

I Convertible
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Mortgages and Mortgage-Backed
Securities

A Developed in the 1970s to help liquidity of
financial institutions

A Proportional ownership of a pool or a
specified obligation secured by a pool

A Market has experienced very high rates of
growth
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Figure 2.7 Mortgage-backed Securities
Outstanding, 1979-2007

S Billion

1979 1983 1987 1991 1995 1999 2003 2007

FIGURE 2.7 Mortgage-backed securities outstanding, 1979-2007

Source: Flow of Funds Accounts of the United States, Board of Governors of the Federal Reserve System,

June 2007.
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Equity Securities

A Common stock

I Residual claim

I Limited liabi

A Preferred stoc

ity

K

I Fixed dividends -limited

I Priority over common

I Tax treatment

A Depository receipts
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Figure 2.8 Listing of Stocks Traded on
the NYSE

NAME SYMBOL CLOSE NETCHG  VOLUME S52WKHIGH 52WKLOW DIV YIELD P/E YTD% CHG
Gencorp GY 13.59 -0.29 491,300 20.75 12.02 we -31
Genentach DNA 83.68 -0.35 3986300 94 .46 75.58 w49 il
Generol Cable BGC 42.67 -1.1 679,700 4541 203 R £ | -4
Generol Dynomics G 7459 017 1,497 300 77.98 56.68 092 1.7 16 0.3
General Eleciric GE 37.56 —0.19 26,907,700 3849 3206 1.12 31 0.9
Generol Gwih Prop  GGP 51.51 ~0.8 1,308 200 56.14 4191 18 35 05 -4
General Maritime GMR 34.56 -0.83 597 400 40.64 N34 448 139 5 -1.8
Generol Mills GI5 56.97 -0.42 1,355,600 1.3 4705 1.48 6 18 -1.1
General Molors GM KIIVE] 0.6 10477 600 3b.56 19 1 313 dd —1.4
Genesco Inc G0 36.75 -0.9 127 900 4171 255 w15 -1.5
Genesee & Wyoming  GWR 25.86 ~0.5 364,500 3675 2 9 -4
Genesis Lemse GLS 136 0.1 298,500 244 23 04
Genvine Ports co, GPC 46,86 0.51 384,400 48.34 0 1.3 29 07 1.2
Genworth Financial ~ GNW 3379 -0.32 1,414,900 Jo.47 N 03 1.1 13 -1.2
Geo Group Ine GFD 37.57 1.53 157,500 40.3 1469 - w35 0.1
Georgia Gulf GGC 18.69 -1.38 479000 J4.65 1836 0.32 1.7 b -3.2
Gerber Seientific GRE 12.32 -0.07 243,200 16.8 9 . S/ | -1
Gerdau Ameristes] GHNA 8.59 -0.04 446,200 11.02 585 0.08 09 7 -7
Gerdou 5.A. Ads GOR 15.57 =0.56 1,729,100 18.16 11.27 058 37 e =i

FIGURE 2.8 Listing of stocks traded on the New York Stock Exchange

Source: Compiled from data from The Wall Street Journal Online, January 9, 2007.

BODIE KANE MARCUS
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Stock Market Indexes

A There are several broadly based indexes
computed and published daily

A There are several indexes of bond market
performance

A Others include:
I Nikkel Average

I Financial Times Index
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Dow Jones Industrial Average

A Includes 30 large blue-chip corporations
A Computed since 1896

A Price-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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Standard & Poor C

A Broadly based index of 500 firms

A Market-value-weighted index

A Index funds
A Exchange Traded Funds (ETFs)
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Other U.S. Market-Value Indexes

A NASDAQ Composite
A NYSE Composite
A Wilshire 5000
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Figure 2.9 Comparative Performance of
Several Stock Stock Indexes, 2001-2006

r 30%
r 20%
M\ o
o M £ 0%
¥
r =10%
+ —-20%

r —30%

20012002  Apr Jul Oct 2003 Apr Jul Oct 2004 Apr Jul Oct 2005 Apr Jul Oct 2006  Apr Jul Oct
I Dow Jones Industrial Average I S&P 500 [ ] NASDAQ composite

FIGURE 2.9 Comparative performance of several stock market indexes, 2001-2006
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Foreign and International
Stock Market Indexes

A Nikkei (Japan)

A FTSE (Financial Times of London)

A Dax (Germany)

A MSCI (Morgan Stanley Capital International)
A Hang Seng (Hong Kong)

A TSX (Canada)
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Derivatives Markets

Options

A Basic Positions
I Call (Buy)
I Put (Sell)

A Terms
I Exercise Price
I Expiration Date
I Assets

Futures
A Basic Positions
I Long (Buy)
I Short (Sell)
A Terms
I Delivery Date
I Assets
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Figure 2.10 Trading Data on GE Options

Gen El (ﬁ) Underlying stock price: 41.10
Call Put

Expiration | Strike Last |Volume | Open Interest| Last | Volume | Open Interest
Oct 2007 37.50 3.90 110 10411 0.12 394 20014
Nov 2007 37.50 4.23 112 2 0.27 236 140
Dec 2007 37.50 4.45 257 27876 0.49 507 33731
Mar 2008 37.50 5721 1.07 272 11931
Oct 2007 40.00 1.68 4823 46175 0.45 1659 17500
Nov 2007 40.00 2.14 897 135 0.70 170 163
Dec 2007 40.00 2.49 700 136176 1.06 356 36470
Mar 2008 40.00 3.35 113 13141 1.78 49 18901
Oct 2007 42.50 0.38 4525 66631 1.64 | 2838 5784
Nov 2007 42.50 0.72 1439 1996 1.83 67 269
Dec 2007 42.50 1.07 540 31560 213 805 10872
Mar 2008 42.50 1.90 74 9767 2.98 50 4054

FIGURE 2.10 Trading data on General Electric options

Source: Compiled from data downloaded from The Wall Street Journal Online, September 25, 2007.

BODIE KANE MARCUS
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Figure 2.11 Listing of Selected
Futures Contracts

Agriculture Futures Currency Futures
OPEN  Japanese Yen (CME)-¥12,500,000; § per 100¥
OPEN  HIGH LOW SETILE  (HG INT  March 8456 8485 8447 8479 0016 275282
cﬂm {cm_ 5,1}[:'0 bl..l.; cents per bu, June 8561 8579 8545 8577 0016 5,119

: 362.25 British Pound (CME)-£62,500; $ per £
March 37100 37250  360.50 825 9LA30 mareh 19516 19537 19403 19448 -.0063 136,995

Dec 36175 366.00 35700 359.00 -3.00 311,690  June 1.9446 19531 19402 19443 -.0063 191

Oats (CBT)-5,000 bu.; cents per bu. Index Futures

March 26175 265.75 258.25 26125 -75 8823 DJ Industrial Average (CBT)-510 x index

Dec 233.00 234.25 23250 23375 J5 3,907 March 12543 12575 12470 12549 15 64,555
June 12629 12647 12601 12647 18 44

Soybeans (CBT)-5,000 bu.; cents per bu. S&P 500 Index (CME)-5250 x indes

Jan 667.00 675.00 65975 66275 -650 9947 . 142520143150  1417.00 142750 270 601,655
March 68100 687.75 67250 67550 -650 220,362 June 143200 144450 143050 144000 260 13287

FIGURE 2.11 Listing of selected futures contracts

Source: The Wall Street Journal, January 5, 2007. Reprinted by permission of Dow Jones & Company, Inc. via Copyright
Clearance Center, Inc. © 2007 Dow Jones & Company, Inc. All Rights Reserved Worldwide.

BODIE KANE MARCUS
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How Firms Issue Securities

A Primary
I New Issue

I Key factor: issuer receives the proceeds
from the sale

A Secondary
| Existing owner sells to another party

il ssuing firm doesnot
and Is not directly involved
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How Firms Issue Securities Continued

A Investment Banking

A Shelf Registration

A Private Placements

A Initial Public Offerings (IPOs)

1-56



Investment Banking

A Underwritten: firm commitment on proceeds
to the issuing firm

A Red herring

A Prospectus
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Figure 3.1 Relationship Among a Firm Issuing
Securities, the Underwriters and the Public

Issuing
Firm
|
¥
Lead Underwriter
¥ Underwriting
1 { 1 + Syndicate

Investment | |Investment Investment Investment
Banker A Banker B Banker C Banker D

Y ki L  J

Private Investors

FIGURE 3.1 Relationship among a firm issuing securities, the under-
writers, and the public
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Shelf Registrations

A SEC Rule 415
A Introduced in 1982
A Ready to be issued i on the shelf
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Private Placements

A Sale to a limited number of sophisticated
Investors not requiring the protection of
registration

A Allowed under Rule 144A
A Dominated by institutions
A Very active market for debt securities

A Not active for stock offerings
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Initial Public Offerings

A Process
I Road shows
I Bookbuilding
A Underpricing
I Post sale returns

I Cost to the Issuing firm
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Figure 3.2 Average Initial Returns for
IPOs In Various Countries

Average First-Day Returns (%)
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FIGURE 3.2 Average initial returns for IPOs in various countries

Source: Provided by Professor J. Ritter of the University of Florida, 2005; bear.cba.ufl.
edu/ritter. This is an updated version of the information contained in T. Loughran, J.
Ritter, and K. Rydqvist, “Initial Public Offerings,” Pacific-Basin Finance Journal 2 (1994),
pp- 165-199. Copyright 1994 with permission from Elsevier Science. Updated August
2007.

BODIE KANE MARCUS
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Figure 3.3 Long-term Relative
Performance of Initial Public Offerings
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FIGURE 3.3 Long-term relative performance of initial public
offerings

Source: Professor Jay R. Ritter's Web site, University of Florida, May 2005, bear.cba.ufl.
edu/ritter/ipodata.htm.
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How Securities are Traded

A Types of Markets
I Direct search
AL east organized
I Brokered
ATrading in a good is active
I Dealer

ATrading in a particular type of asset
INncreases

I Auction
AMost integrated
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Types of Orders

A Marketd executed immediately
I Bid Price
I Ask Price
A Price-contingent
I Investors specify prices
| Stop orders
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Figure 3.4 The Limit Order Book for Intel
on the Archipelago Market,
January 19, 2007

INTC intel Corp

ﬁ NYSE Arca.|INTC Go>>

Bid Ask

ID Price Size Time ID Price Size Time

ARCA 20.76 35725 14:08:22 | ARCA 20.79 31800 14:08:23

ARCA 20.75 37391 14:08:21 | ARCA 20.80 32000 14:08:22

ARCA 20.72 6890 14:08:21 | ARCA 20.83 19650  14:08:01

FIGURE 3.4 The limit order book for Intel on the Archipelago market, January
19, 2007

Source: New York Stock Exchange Euronext Web site, www.nyse.com.
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Figure 3.5 Price-Contingent Orders

Condition
Price below Price above
the Limit the Limit
Limit-Buy Stop-Buy
5 Buy Order Order
< Sell Stop-Loss Limit-Sell
Order Order

FIGURE 3.5 Price-contingent
orders
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Trading Mechanisms

A Dealer markets
A Electronic communication networks (ECNSs)
A Specialists markets
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U.S. Security Markets

A Nasdag and NYSE have evolved in response
to new information technology

A Both have increased their commitment to
automated electronic trading
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Nasdag

A National Market System
A Nasdag Small Cap Market
A Levels of subscribers

I Level 1T Inside quotes

| Level2Treceil ves al l guot e
enter quotes

I Level 31 dealers making markets
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Table 3.1 Partial Requirements for Listing
on NASDAQ Markets

TABLE 3.1 NASDAQ Global NASDAQ Capital
Partial requirements Market Market
for initial listing on Shareholders’ equity $15 million $5 million
L NG Shares in public hands 1.1 million 1 million
Market value of publicly traded shares $8 million $5 million
Minimum price of stock $5 $4
Pretax income $1 million $750,000
Shareholders 400 300

Source: The NASDAQ Stock Market, www.nasdaq.com. December 2006, The NASDAQ Stock Market, Inc.

Reprinted with permission.

BODIE KANE M‘ARCUS
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New York Stock Exchange

A Member functions
I Commission brokers

I Floor brokers

I Specialists
A Block houses
A SuperDot
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Table 3.2 Some Initial Listing
Requirements for the NYSE
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