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Chapter 5 – Economic Factors

· Canadian financial system
· Investment instruments
· If you understand it from the investors’ perspective, you understand corporation’s perspective
· Time value of money
· The dollar today is not the same value as the dollar tomorrow

· Effect of trade balance on domestic economy
· Balance of trade means imports vs. exports  can be a surplus or deficit 
· Imports < exports means trade deficit  bad because money is leaving the country as we are paying companies that sell their product in our country from abroad
· Balance of payments: difference between money flowing in and out of the country as a result of trade and other transactions
· Effect of exchange rates on competitive advantage
· When the exchange rate (value of currency) goes up, it increases your buying power
· More imports, less exports when high exchange rate  bad for exporter; less competitive
· Effect of GDP on standard of living
· GDP can sometimes overstate the true value  inaccuracies
· Growth can be good, but we must consider who it is impacting  we want GDP for all.

Canadian financial system
· Financial institutions facilitate the flow of money from surpluses to deficits 
· Lines between the 4 financial pillars have been blurred since 1980 due to deregulation  changes were made to the Bank Act  more competition and less regulation in Canada
· Chartered banks have been allowed to enter other businesses. They have bought trust companies and have (to a degree) become investment dealers. 
· In Canada, for a bank to operate, the bank must have a charter
· Trust companies have declined in importance
· Many trust companies have been bought by banks or insurance companies  Canada Trust (largest trust company) merged with Toronto-Dominion Bank  TD Canada Trust 

1. Chartered Banks – businesses such as TD, world bank, Bank of Montreal
· Privately owned (not government owned) firm that serves individuals, non-business organizations, and businesses as a financial intermediary 
· Largest and most important institution 
· You can buy stocks in these banks; allow people to borrow and save money
· 5 largest Canadian banks account for 90% of total bank assets
· Bank Act limits foreign-controlled banks to less than 8% of total domestic bank assets
· Act allows foreign-controlled banks to increase competition; but still limit the extent to which the foreign competitors to come in, to prevent population investing money in foreign banks
· Determines what banks can or cannot do
· Major source of short-term loans for business (up to 5 years)
· Secured loans: when you go to the bank and take out the loan, you give them the right to sell your personal belongings if you do not pay them back  lower interest than unsecured 
· Unsecured loans: backed only by the borrower’s promise to repay it. Only the most credit-worthy borrowers can get unsecured loans. 
· Expand money supply through deposit expansion 
· They do not make money, but by taking deposits and making loans, they expand money supply. 
· Reserve requirement: banks must keep a portion of chequable deposits in vault cash 
· You deposit into the bank. The bank pays you interest. The bank lends some of your money to someone else, and charges them more interest. The bank keeps the interest left over.
· When the bank lends money to someone, the person buys something from a business, and the business deposits $$ to the bank  bank holds onto some, and lends some of it  cycle repeats 
· The more money circulates, the more people can buy, etc.
	Deposit
	Reserve by Bank
	Money to Lend
	Total Supply

	100
	10
	90
	190

	90
	9
	81
	271

	81
	8.1
	72.9
	343.9

	72.9
	7.29
	65.61
	409.51

	65.61
	6.56
	59.05
	468.56


· Changes in banking
1. Deregulation: allowed banks to alter role as intermediaries between depositors and borrowers.
2. Changes in consumer demands: banks try to be responsive to demands to remain deregulated; banks respond to new competition by selling a growing array of services in their branches
3. Competition from foreign banks
· Bank of Canada
· The banks’ bank managed by the board of governors, and is crucial in managing economy
· Whenever banks borrow money, they go to the Bank of Canada
· Open market operations
· if the Bank wants to increase $$ supply, it can buy government securities. The people who sell the bonds then deposit the proceeds in their banks, which increase banks’ reserves and willingness to loan. The Bank can also lower bank rate, causing increased demand for loans. 
· If the Bank wants to decrease money supply, it can sell government securities. People spend money to buy bonds, and these withdrawals bring down banks’ reserves and reduce their willingness to loan. The Bank can also raise bank rate, causing decreased demand for loans. 
· Bank/rediscount rate: the Bank of Canada sets the interest rate. This is the rate at which chartered banks can borrow from the Bank of Canada. This influences how the other banks are going to charge us when we borrow, or how much they are going to give us when we save

2. Alternate banks  Trust companies, such as Canada Trust, credit unions
· The difference between trust companies and chartered banks 
· Trust companies are smaller versions of banks. Before, you could borrow/deposit money to them, but they weren’t trustworthy/popular because they did not offer the same range of services. Now, they do not really exist.
· Credit unions: cooperative savings and lending associations formed by a group with common interests. They lend to business and consumers. When you do things with CUs, you’re a member of that union. So when the union generates profits, you get a dividend  growing in appeal
· A trust company safeguards property (funds and estates) entrusted to it. It may also serve as trustee, transfer agent, and registrar for corporations and provide other services. 

3. Specialized lending/saving intermediaries 
· (Life) Insurance companies
· You pay premiums to the insurance companies  hence they share risk with policyholders for premium. They then invest and profit from the money by lending it  your premiums grow.
· Substantial investors in real estate mortgages and in corporate and government bonds.
· Largest financial intermediaries in Canada next to chartered banks
· Venture capital firms
· Opportunity recognition: when there are small/medium firms that want to grow, banks are not willing to lend them money because it is still risky. But venture capitalist firms provide funds for new/expanding firms that seem to have significant potential. 
· Will exchange money for equity  risky 
· May demand an ownership stake of 50% or more before they buy into a company 
· May insist at least one seat on the BOD to observe how their investment is faring 
· Obtain their funds from initial capital subscriptions, from loans from other financial intermediaries and from retained earnings. 
· Pension funds
· Accumulates money that will be paid out to plan subscribers at some time in the future
· The money collected is invested in corporate stocks and bonds, government bonds, or mortgages until it is to be paid out

4. Investment Dealers: stockbrokers, underwriters
· Facilitates trade of securities primary/secondary distributors/traders of new stock& bond issues
· They make the connection between investors and companies 

International Banking and Finance
· Governments and corporations frequently borrow in foreign markets
· We choose to borrow from foreign markets is because they may offer us more money
· Problem is that eventually, that foreign government now has influence over you 
· International Bank Structure: similar to the United Nations, countries maintain control of their own financial systems and want to maintain their own jurisdiction. 
· They want to create a body that can impose any kind of structure
· Stability relies on a loose structure of agreements  we all agree to play nicely
· Makes it difficult to create a body that can impose any kind of regulations 
· World Bank: provides limited services; typically funds national improvements through loans for roads (infrastructure) etc. 
· International monetary fund (IMF) promotes stability of exchange, short-term loans to members, encourages member cooperation on international monetary issues (how we are going to determine money supply…), encourage development of a system for international payments. 

Securities Markets
· Where stocks, bonds, and other securities are sold stocks and bonds are securities because they represent a secured claim on the part of investors 
· Primary markets
· Where initial public offering and subsequent offerings are sold  whenever a firm first issues stock/bond, they sell it in the primary market
· Handle the buying and selling of new securities by firms or governments 
· Investment bankers will do 3 important things
1. Advise them on the timing and financial terms for a new issue: what type of security to issue, terms, price, other features 
2. Underwrite (buying) the new securities  actually buy it from the corporation  investment bankers bear some of the risk of issuing a new security
3. Create a distribution network that moves the new securities through the banks and brokers into the hands of the individual investors. 
· Secondary markets
· Once the security leaves the investment bankers, they go to Secondary markets. 
· When you decide you don’t want those shares/bond anymore, you will go to Toronto Stock Exchange (or other exchanges) to sell them
· You have to contact the Ontario Securities Commission in order to control what you do with your stock  every stock exchange you want to trade on, you must go through a process
· If you can’t afford to have stock on stock exchange, smaller market = over-the-counter: organization of securities dealers formed to trade stock outside the formal institutional setting of the organized stock exchanges 
· Disadvantage: lack of visibility  potential investors cannot see you 
· Advantage: it does not cost you 

Types of Investment
1. Bonds
· Represents debt  lending by investors, a written promise to pay the lender the sum + interest
· When you buy a Canada savings bond, you are lending the government money. (owner = lender) When a company issues bonds, it agrees to repay the debt (principal) at some point at the maturity date. The value of principle to be repaid is the face/par value which is usually in $1000 denominations.

Characteristics of a bond
1. Fixed rate of return (often paid semi-annually) x number of years from now, they will pay you X amount back that you lent them. In the meantime, they will pay you an interest of xx %. (Coupon payment of the bond). The annual interest is the fixed rate of return, and this doesn’t change.
2. Fixed term: principal repaid at maturity. The maturity date is the date that the company is supposed to pay you back. The day that the interest payment stops. 
3. Priority over stockholders: If the business goes bankrupt, people want their money back, and bondholders come first, ahead of the stockholders in terms of liquidation and repayment 

Types of bonds
1. Secured vs. Unsecured (debenture means unsecured bond)  backed by mortgages or assets
2. Registered vs. bearer 
· Registered bond: whoever issued the bond knows who the owner/lender of the bond is (they know who they’re sending the coupon payments to)  holder names registered with company
· Bearer bond: bearer of bond can cash it anonymously. The bondholders must clip coupons from certificates and send them to the issuer (company) to receive the payment on the maturity date. 
3. Callable: issuer of bond (borrower) has the right to buy bonds at a price specified in the contract before maturity date. Issuers are likely to call in bonds when the interest rate is lower than the rate being paid on the bond. But the call price usually gives a premium to the bondholder. 
4. Serial bonds: bonds the company will issue, but they do not all mature at the same date. 
5. Convertible bonds: you can convert your bond to a common stock instead of cash repayment, because this makes bond more attractive to investors. Since this gives bondholders a chance for capital gains, the company can offer lower interest rates when issuing the bonds. If a company starts doing great things, it can benefit more from a stock because you become an owner. 

Bond value determined by
1. Prevailing interest rate: if you can take money and put it in the bank, why not buy a bond?
2. Coupon rate: coupon rate will always be higher than interest rate. The bigger the gap between the coupon and interest rate, the more attractive the bond coupon rate NEVER CHANGES.  
3. Credit rating of the issuer: job is to evaluate the debt that various risks have. Triple A rated companies means your bond is very safe with that company, so it is a safe investment, so lower coupon rate. But a lower bond rating means you need to attract investors, so use high coupon rate. 
4. Time to maturity: the greater the time to mature, the greater the risks involved

Concept of Yield
· Yield = (what you made) / (what you paid) = % return on any investment
· What you made = capital gain: selling price – purchase price
· What you paid = interest: coupon rate * face value 
· In the case of a bond, there are 2 ways to make money
1. Capital gain or loss (benefit financially by buying an asset and selling it again)
2. Coupon rate 
· Bond price can increase or decrease  may not trade at face value
· If you buy a bond for less than its face value, you make money when it matures  capital gain 

Calculating approximate yield to maturity
· assuming it will hold until maturity
· (interest/bond/year + annual capital gain) / (price/bond)
· capital gain/loss: face value – price paid 
· annual capital gain/loss: (face value – price paid)/time to maturity 




· Example: bought 6% bond for $850 with 10 years to maturity
· Yield = ((0.06 x 1000) + (1000 – 850)/10) / 850 = 8.8%
· Face value is always assumed at 1000

How are bond prices determined?
[image: ]
· Higher risk = higher return.  All investments that have the same risk should yield the same return
· Bond prices vary inversely with interest rates
· Interest rates up = investors expect higher yield  lower coupons are compensated for through a capital gain that is made possible by lowering the price of the bond
· Par: face value – price paid  when interest rate = coupon rate
· Discount: price paid < 1000  capital gain; coupon rate is less than interest rate 
· Premium: price paid > 1000   capital loss; coupon rate is higher than interest rate
· Bonds issued at 1000 face value and redeemed at 1000 face value at maturity 
· Maturity: receives face value
· Price: % of face value 

2.  Stocks
· Characteristics of a stock
1. Equity
2. Voting rights
3. No fixed term  no maturity date/expiry
4. Variable return  stock prices change
5. Discretionary payment (dividends)
6. Risk: riskier than bonds (bondholders ahead of stockholders and have legal documents)
· Benefit: you don’t need to pay back stocks in the future or any time in between, after you buy them
· Downside: give up control and ownership
· Discretionary payment if there is money left, shareholders’ representatives (BOD) can decide to distribute a portion of those profits(dividend)  but dividend might be better to keep for business
· Preferred stock: usually issued with a stated par value. Dividends paid on these are usually expressed as a % of the par value. Some preferred stock is callable, meaning the issuer can require stockholders to surrender shares for cash. The amount of cash is specified in contract.
· Common stock: people buy firm’s common stock hoping it will increase in value & provide dividend 
· Stock values are expressed in 3 ways
1. Par value: face value of a stock is set by the issuing company’s BOD. Each company must reserve money in amount of its stock’s par value in its retained earnings; cannot distribute it as dividends. 
2. Market value: stock’s real value is the current price of a share in the stock market. This price can be affected by company profits and subjective factors (rumours & investor relations)
3. Book value: represents stockholders’ equity (sum of company’s common stock par value, retained earnings, and additional paid-in capital) divided by number of shares  used as comparison indicator as the market value is usually > nook value. So when market P falls to near book value, investors buy the stock since they think its value will increase in the future.

Types of stocks
	
	Common stock
	Preferred stock

	Voting rights
	yes
	No, unless number of dividends unpaid

	Dividends
	Not necessarily
· Extra dividend sometimes given
· Working capital clause?
· Dir. Vote
	Yes, but only after interest is paid on debt
· Cumulative
· Paid before common
· Participate feature

	Bankruptcy
	Paid after preferred
	Paid after debt holders

	Price volatility 
	Most volatile
	Less volatile (dividends & liquidity position)
Sensitive to interest rates

	Marketability
	More shares, larger market
	Thinner market

	Other features
	Right: more shares at set price 
	Redemption: company can buy back
Convertibility: too common



Factors that affect stock price
· demand and supply of stock due to negative or positive perceptions/facts
· Primary factors
1. Earnings – above or below expectations, rumors
2. General market conditions – bull vs. bear markets, economy, interest (especially preferred)
3. Speculation – bought or sold on belief price will soon move
· Price of a security is collective expression of all opinions of those who are buying and selling 
· Undervalued issue offers higher return than stocks of similar risk; selling lower than it should.
· Bull market buyers are more eager to buy than sellers are willing to sell  forces prices up
· Bear market sellers are more willing to sell than buyers to buy  prices depressed

Reading stock quotations
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· prices <$5 move in 1 cent increments
· prices >$5 move in 5 cent increments
· If not traded on a particular day…
· Buyers bid on the stock
· Sellers demand an asking price
· If they don’t match, there will be no transaction 

Other investment vehicles
· blue chip stocks: issued by a well-established, financially sound firm
· small-cap stocks smaller companies; riskier, but higher return 
· penny stocks: even riskier, trade below level
· Canada Savings Bonds (CSB): lending government money
· Guaranteed Investment Certificates (GIC) : money you have sitting at the bank->wasting
· Same idea as a savings account but you lock the money in for a period of time, can’t take it out
· Bank will offer a higher rate of interest than regular savings account for your commitment
· Treasury Bills (T Bills): government bonds; sells at discount; money you make = your interest
· Mutual funds: 1000 you might want to spread your investment out among places but it’s too low
· Get together with others who have 1000$, pull it together and spread your investment as a diversified portfolio
· Each owns a piece of it
· Downside: Management fees 

3.  Leverage
· Engaging in a transaction whose value is greater than the actual dollars you have available 
· Creates potential to make a larger return or loss than indicated by the investment you have made
· selling short – deposit 50% of value of transaction
· buying on margin – invest part of value of transaction (margin requirement), borrow the rest
· i.e. have $50,000 but I’ll buy a $200,000 house by using debt or buying $75,000 in stock by borrowing rest
· Benefit: able to buy more stocks/bonds for less potential for greater gains
· Downside: potential losses get larger

A) Buying on Margin 
· Put up only part of stock’s price; broker lends remainder (with interest)  Allows you to buy more than you could using just your own money  realize greater profits, but also greater losses
· Minimum requirements set and enforced by Securities Commission 
· You are speculating that the stock price will rise

Example
· Stock XYZ is trading at 45$ per share
· I have $6300 to invest
· Minimum margin requirement is 70%
· I will sell at $55 per share
· Purchase 6300/45 = 140 shares
· Sell 140 shares at 55 = 7700
· Bought for 6300
· Profit: 1400
· Less: 2% IN 126  brokers expect commissions whenever they make a transaction for you
· 2% OUT 154 when you sold the stock for 7700, you pay your broker again
· Capital gain: 1120
· Yield = 1120/6300 = 17.8%

Utilize full margin
· Let total amount invested be “x”
· 70%x = $6300
· X = 9000
· Broker advances the extra $2700 (30%)
· Purchase 9000/45 = 200 shares
· Sell 200 shares at $55 = 11000
· Bought for $9000
· Profit: $2000
· 2% IN 180
· 2% OUT 220
· Capital gain $1600
· Yield = 1600/6300 = 25.4%

Margin buying rules: 
· Must sign hypothecation agreement (Margin Account Agreement Form) – pledging secured loan 
· The investor’s % equity (margin) in the margined stock must always be greater than or equal to the minimum margin requirement  the amount you invest must be greater than or equal to the loan
· [bookmark: _GoBack](CMV – loan) / CMV ≥ % margin requirement
· CMV = current market value of the stock  hence you can’t affect CMV, only loan 
· Receive a margin call  stock dropped, loan is too high, need to pay off some of your loan to reach margin requirement  however, if CMV rises, you can get a larger loan 
· (9000-2700) / 9000 ≥  70%
· Real world  you buy many stocks with a broker so CMV applies to all stocks, balance of your entire portfolio ≥ % margin requirement 

B) Selling short 
· Sell shares you do not own  borrow from broker
· Selling when value is higher and rebuying when value is lower  speculate that stock prices will fall 
· If you are the seller, you can decide when you want to buy back the stock unless the brokers decide that they want to sell it and needs to borrow from  a third party but he can’t find anyone
· Ex: borrowing a textbook from a friend, selling it for $150, and then buying an identical one later on for $100, and you made $50 bucks and returned the textbook to your friend
· Rules:
1. Agreement may be terminated by either party at any time  forced to cover “buy-in”
2. Short sale price governed by “last sale” rule  you cannot short sell at a price below the price of the last transaction due to the downward pressure created by short selling
3. Dividends declared are the responsibility of seller: original owner &seller have claims on stock, but the short seller must pay dividends (money paid regularly to its shareholders out of profits/reserves)
· Won’t short sell stock that is very close to going on dividend
4. Short deposit (value in short account) must be at least 150% CMV at all times broker wants safety
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· You must have 150% CMV in your account. So the proceeds from the sale ($1000 = 100% CMV) + contribute the other 50%  considered your investment and a leverage transaction
· 50% = security if the stock market value increases for the short sold shares. If the stock price exceeds what you have in your short deposit (150%), you must cough up the difference (short call)
· If the stock price drops, you exceed 150% CMV so you can take some of the deposit out
· This is a temporary position; people are usually in the short position for a small period of time
· Risks: unlimited losses, forced to cover short at disadvantageous price, dividends may be declared that you must cover, and short-calls (margin calls in the case of margin buyers)

Example
· ABC is selling at $70 per share
· Expect price drop
· Short 100 shares  Broker lends you 100 shares
· Sell $70 x 100 (left as collateral) = $7000
· Deposit 50% CMV as collateral = $3500 
· Total short deposit = $10500 

Cover short at 55
· Buy 100 shares of ABC at $55 = $5500
· Shares go back to broker - investor gets back additional collateral and interest
· Proceeds from sale $7000
· Cost of covering $5500
· Gross profit $1500
· 2% in $140
· 2% out $110
· Capital gain $1250
· Yield = 1250/3500 = 35.7% 

Short sales vs. margin buying
· Similarities
· Both represent forms of leverage
· Both might put you in a position where you are dealing with a call (addition deposit money)
· Differences 
· Direction that the price is going: margin buyer hoping up, short sale hoping down
· Margin buyers have no dividends 
· Margin buyers cannot be forced to sell
· Maximum profit of short-seller is the price of the stock he sold, and maximum loss is infinity. But maximum profit of margin buyer is infinity, and maximum loss is how much they’ve already spent. 

4.   Options
· a contract that allows the investor (option holder/buyer) the right to buy (CALL)  or sell (PUT) a certain quantity (usually 100 shares per contract) of a specific underlying interest (security, stock, commodity…) at a specific price (strike/exercise price) in the future, regardless of market price, until contract expires  the price you pay for the option is a premium (intrinsic + time value)
· Reasons:
1. Buy call: leverage, guarantee cover price
2. Sell call: income
3. Buy put: leverage, protect profit
4. Sell put: income
· Derivative- premium depends on
· volatility of stock optioned
· general direction of market
· Bull market: calls more valuable
· Bare market: puts more valuable 
· length of time of contract "time value"  the longer the time, the more likely it’ll be valuable 
· difference between strike price and market price "intrinsic value"  cannot be negative
· Mkt 20$ - at the money
· Mkt 24$ - in the money
· Mkt 16$ - out of the money

2 types of options
Call: option to buy at a guaranteed price 
· The person who buys it is called the buyer/holder. 
· Investor may think the price of a stock may rise, but not want to actually buy the stock. He can instead purchase the option to buy the stock. He can lose the money he spent buying that (commission + buying price), but the profit is selling price – guaranteed purchase price. 
· You don’t HAVE to buy the stock, but if you don’t the money spent on premium is lost 
· Good strategy as a safety net in short position, guaranteeing a purchase price
· Sell call: create a call option to get the income. Downside if when you create those options and the options holder decides to use the option you have to come up with that price. 

Put: option to sell at a guaranteed price 
· Leverage can engage in far more stocks
· Seller/writer is the person who sells the option contract
· Sell put: create a sell option because betting stock price will go up, nobody will use the put option and you get to save the profits from selling the put option

Exercising a call option: the right to buy at strike price
· If LMN is selling at $50 / share, and you think the price will rise
· You purchase 1 LMN Dec/50 Call at 5  the right to buy 100 shares of LMN anytime before December at $50/share. The price of the option was $5 per share. 
· Price increases to $70 share
· Buy 100 shares at $50 strike price = $5000
· Sell 100 shares at $70 market price = $7000
· Premium (option cost): $500
· Commission: (5000+7000+500)x0.02 = 250
· Capital gain = 7000 – 5000 – 500 – 250 = 1250

Exercising a put option: the right to sell at strike price
· LMN selling at $50 / share, and you think the price will drop
· Purchase 1 LMN Dec/60 PUT at 4.5  right to buy 100 shares of LMN any time before December, at $50/share. The price of the option was $4.5 per share.
· Price drops to $30/share
· Buy 100 shares at $30 market price = $3000
· Sell 100 shares at $50 strike price = $5000
· Premium (option cost) = $450
· Commission = (3000 + 5000 + 450) x 0.02 = $169
· Capital gain: $1381
· Yield = 307% = ($1381 / $450)
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