3FB3 Financial Markets and Instruments
· Money market includes short-term, marketable, liquid, low risk debt securities aka cash equivalents.

· Capital markets include longer-term and riskier securities that are much more diverse. They are subdivided into 4 segments:

1. Longer-term fixed-income capital markets

2. Equity markets

3. Options markets

4. Futures markets

The Money Market

Treasury Bills

· Most marketable instrument

· Government raises money by selling bills to the public

· Investors buy them at a discount from the stated maturity value, and receives the difference at the maturity date.

· Have maturities of 3, 6 and 12 months and are issued bi-weekly

· Sales are made by auction by chartered banks and authorized dealers by

· Competitive bids: have to be high enough to be accepted

· Non-competitive: average price of competitive bids ( used for bonds

· Are highly liquid

· Sold in denominations of 1000, 5000, 25000, 100000, 1 million

Certificates of Deposit and Bearer Deposit Notes

· Certificate of Deposit (CD): bank only pays interest and principal at the end of time deposit, can’t withdraw before.

· Guarantees investment certificate (GIC): time deposits of smaller amounts.

· Bearer deposit notes (BDNs) are time deposits >than 100,000 that can be sold to other investors if they need cash before the maturity date.

Commercial Paper

· Short-term unsecured debt notes issued by well-known companies

· Maturities up to one year

· Fairly safe asset

· Firms issue new paper to obtain funds to pay off old paper.

Bankers’ Acceptances

· A bankers’ acceptance starts as an order to a bank by the bank’s customer to pay a sum of money at a future date, usually six months.

· The acceptances can be traded in secondary markets like any other claim in a bank.

· Vary safe

Eurodollars

· US dollar denominated deposits at foreign banks or foreign branches of American banks.

· Large sume, deposits less than 6 months

· Eurodollar CDs can realize cash value before maturity.

· Also exist in all major currencies, example Euro-Canadian dollars

Repos and Reserves

· Repos or repurchase agreements: dealer sells government securities to an investor on an overnight basis with an agreement to buy back those securities at a slightly higher price. 

· The increase in price is the overnight interest 

· The dealer takes out a one day loan from the investor and the security serves as collateral

· Are safe

· A reverse repo: the dealer finds an investor holding a government security and buys them, agreeing to sell them back at a specified higher price at a future date.

Brokers’ Call Loans

· Individuals who buy stocks on margin borrow part of the funds to pay for the stocks from their broker

· The broker in turn may borrow the funds from a bank, agreeing to repay the bank inmmediately (on call) if they request to.

The LIBOR Market

· The London interbank offered rate is the rate at which large banks in London are willing to lend money among themselves.

Yields on Money Market Instruments

· Money market securities are low risk but not risk free. 

· T-bills have lower yields because they can be quickly and cheaply sold for cash.

T-Bill Yields

· T-bill yields are quotes as bond equivalent yields 

R(BEY) = 1000 – P  * 365

                      P               n
R(BEY) = bond equivalent yield

P = bond price

N = maturity of the bill in days

· Formula relating the bond equivalent yield to the bank discount yield is 
R(BEY) = 365 * d

                 360 – (d*n)

· To determine a bill’s true market price:

P =           1000    ____

       1 + r(bey)*(n/365)

2.2 The Bond Market
· Bonds can be callable during a given period, meaning the issuer can redeem the bond at par value.

Government of Canada Bonds

· Canada savings bonds (CSB)  

· Issued every year starting November 1

· Sale period of  a few months

· Can be cashed out at any time at face value plus interest incurred

· Canada Premium Bonds (CPBs)

· Can only be cashed in November of succeeding years so they act like a 365 day deposit

· Longer terms have higher interest rates

· Government of Canada bonds

· Maturities up to 40 years, maturities less than 3 years are considered money market

· Generally non-callable and make semi-annual coupon payments

· The yield to maturity reported in financial papers is calculated by determining the semi-annual yield and then doubling it, meaning it is quoted on an annual percentage rate rather than effective annual yield.

· The APR is also called the bond equivalent yield

Current Yield = annual coupon income

                                  Price
Corporate Bonds

· Pay semi annual coupons and return the face value

· Secured bonds have collateral

· Unsecured bonds, called debentures, have no collateral

· Subordinated debnetures have a lower prioprity claim to the firms assets in the event of bankruptcy

· Callable bonds give the firm the option to repurchase the bond from the bondholder at a stipulated call price.

· Retractable binds and extendable bonds give the holder the option to redeem the bonds earlier or later than the maturity.

· Convertible bonds give the bondholder the option to convert each bond into a stipulated number of shares of stock.

International Bonds

· A Eurobond is a bond denominated in a currency other than that of the country in which it is issued.

· Many firms issue bonds I foreign countries but in the currency of the investor

Mortgages and Mortgage Backed Securities

· Mortgages have become renewable at 1-5 year intervals, at which point their interest rates may be renegotiated.

· Variable rate mortgage: require the borrower to pay an interest rate that varies with some measure of the current market interest rate.

· Mortgage backed security (MBS): mortgage lenders originate loans and then sell packages of these loans in the secondary market. Specifically, they sell their claim to the cash inflows from mortgages as those loans are paid off.

2.3 Equity Securities
Common Stock as Ownership Shares

· Common stock or equities represent ownership shares in a corporation.

· The corporation is controlled by a board of directors elected by the shareholders

· The board’s mandate is to oversee  the management to ensure that it acts I the best interests of the shareholders

· Shareholders who do not attend the annual meeting can vote by proxy, empowering another party to vote in their name. Management usually gets all the proxy votes.

· Restricted shares have no voting rights, or only restricted voting rights, but otherwise participates fully in the financial benefits of share ownership.

· Restricted shares usually have better financial benefits than common shares to make up for lack of voting.

· A corporation who’s stocks are not publicly traded is said to be closely held.

Characteristics of Common Stock

· Residual claim: shareholders are the last in line of all those who have a claim on the assets and income of the corporation.

· Limited liability: the greatest amount shareholders can lose in the event of failure of the corporation is their original investment. 

Stock Market Listings

· Total return to an investor comes from dividends and capital gains, or appreciation in the value of the stock.

· The P/E ratio, or price-earnings ratio, is the ratio of the closing stock price to last year’s earnings per share. It tells us how much stock purchasers must pay  per dollar of earnings that the firm generates.

· Shares are commonly traded in board lots of 100 shares each, however a board lot consists of 1000 shares for stock prices below $5 while it falls to 25 shares for stocks above $100.

Preferred Stock

· Promises to pay its owner a fixed amount of income every year

· Does not convey voting power

· Unpaid dividends cumulate and must be paid in full before any dividends may be paid to holders of common stock

· Not tax deductible expenses for the  firm

· Generally sell at lower yields than corporate bonds

· Can be callable by the issuing firm or convertible into common stock.

Income Trusts

· Instruments with debt and equity features

· An income trust holds an underlying asset or group of assets that generate income. 

· REIT – real estate income trust

· The parent corporation would create a trust that issues units to the public. Proceeds from the unit sales are used to purchase common shares nad debt that represent the capital base of the operating division.

· The income generated from trusts is virtually tax free.

· The major attraction for investor sis the promise of high yields.

· Income trusts have now been converting themselves to standard corporations since he finance minister plans to phase out the tax treatment for income trusts. 

Depository Receipts

· American depository receipts, ADRs, are certificates traded in US markets that represent ownership in shares of a foreign company.

2.4 Stock and Bond Market Indices
Toronto Stock Exchange Indices

· The S&P/TSX composite index is canadas best known stock indicator, containing over 270 of the largest securities.

· The TSX is a market-value-weighted index constructed to reflect an investment in each company proportional to its total market capitalization, giving it considerably more weight to large, highly valued stocks.

· It is computed calculating the total market value of the stocks in the index and the total market value of those stocks on the previous day of trading, always excluding the control blocks.

· The percentage increase in the total market value from one day to the next represents the increase in the index.

Dow Jones Avergaes

· The dow jones is a price-weighted average which means it is computed by adding the prices of the 30 companies and dividing by a certain number.

· As stocks are added to or dropped from the average, or stocks split overtime, the dow divisor is continually adjusted to leave the average unaffected

Other US Market-Value Indices

· The new York stock exchange publishes a market-value weighted composite index of all nyse stocks

· The Wilshire 5000 inxdex is the market value of all NYSE and American stock exchange plus active;y traded nasdaq stocks. It includes about 6000 stock

Equally Weighted Indices

· Place an equal weight on each return which corresponds to an implicit portfolio strategy that places equal dollar value on each stock.

Bond Market Indicators

· Scotia Capital publishes the main Canadian Bond indices, while in the US the 3 most well=known ones are Merrill Lynch, Lehman Brothers, and Salomon Brothers.

· The indices all are computed monthly, and all measure total returns as a sum of capital gains plus interest income derived from the bonds during the month.

2.5 Derivative Markets

Options

· A call option gives its holder the right to purchase an asset for a specified price, called the exercise or strike price, on or before a specified expiration date,. 

· When the market price exceeds the exercise price, the option holder may “call away” the asset for the exercise price and reap the profit equal to the difference between the stock price and the exercise price.

· A put option gives its holder the right to sell an asset for a specifies exercise price on or before a specified expiration date. 

· The put is only exercised if its holder can deliver an asset worth less than the exercise price in return for the exercise price.

Futures Contracts

· The futures contract calls for delivery of an asset or its cash value at a specified delivery or maturity date for an agreed-upon price, called the furtures price, to be paid at contract maturity.

· Futures are also quoted on commodities

· A futures contract obliges the long position to purchase the asset at the futures price.

· The purchase cost of an option is called the premium.
Other Derivative Assets: Warrants, Swaps, and Hybrid Securities

· Warrants are like call options but the holder reeives the shares upon exercise from the firm that issued them, rather than from another investor. Warrants increase the number of shares of a corporation and its capital while diluting the equity of its shareholders.
· Swap is an agreement between 2 parties to exchange a set of liabilities.
Managing Bond Portfolios
Interest Rate Sensitivity

1. bond prices and yields are inversely related

2. an increase in a bond’s yield to maturity results in a smaller price decline than the price gain associated with a decrease of equal magnitude in yield

3. prices of long term bonds tend to be more sensitive to interest rate changes

4. the sensitivity of bond prices to changes in yields increases at a decreasing rate as maturity increases

5. interest rate risk is inversely related to the bond’s coupon rate

6. the sensitivity of a bond’s price to a change in its yield is inversely related to YTM at which the bond currently is selling

These six factors confirm that maturity is a major determinant in interest rate risk. 

Duration: computed as the weighted average of the times to each coupon or principal payment made by the bond

Macaulay’s duration formula

D = Sum of (t x w) where w =  [CFt/ (1+y)t ]/Bond price

The duration of the zero coupon bond is exactly equal to its time of maturity

Duration is a key concept because 

· simple summary statistic of the effective average maturity of the portfolio

· essential tool in immunizing portfolios from interest rate risk

·  measure of the interest rate sensitivity of a portfolio
Modified duration: D* = D/(1+y)
Percent change in bond price: change in price/price = -D* times change in y

Duration Properties: time to maturity, coupon rate, and YTM
· these are determinants of price sensitivity

The curvature of the price-yield curve is called the convexity of the bond

· convexity is quantified as the rate of change of the slope of the price-yield curve

Accounting for convexity, the duration formula is adjusted like this:

Change in price/price = -D* x change in y + ½ x convexity x (change In y)2
Passive Bond Management 

· a bond index portfolio will have the same risk-reward profile as the bond market index to which it is tied

· immunization strategies seek to establish a virtually zero-risk profile

Bond Index Funds

· creating a portfolio tat mirrors the composition of an index that measures the broad market

· present more difficult rebalancing problems than do stock index funds

· a cellular approach is often pursued
Immunization

· techniques refer to strategies used by such investors to shield their overall financial status from exposure to interest rate fluctuations

· gap management was developed to limit the gap between the asset and liability durations

For a horizon equal to the portfolio’s duration, price risk and reinvestment risk exactly cancel out

Cash Flow Matching and Dedication

Cash Flow matching – immunize the portfolio from interest rate movement because the cash flow from the bond and the obligation exactly offset each other

· cash flow matching on a multi-period basis is referred to as dedication strategy

· the dedication portfolio provides the cash necessary to pay the firm’s liabilities regardless of the eventual path of interest rates

Active Bond Management

· portfolio rebalancing activities are characterized as one of the four types of bond swaps

1. Substitution Swap – an exchange of one bond for a nearly identical substitute

2. Intermarket Spread Bond – pursued when an investor believes the yield spread between two sectors of the bond market is temporarily out of line

3. Rate anticipation Swap – pegged to interest rate forecasting. If investors believe that rates will fall, they will swap into bonds of longer duration

4. Pure Yield Pickup Swap – pursued not in response to perceived mispricing, but as a means of increasing return by holding higher yield bonds

A fifth swap can be added – Tax Swap – a swap to exploit some tax advantage

Horizon Analysis – a form of interest rate forecasting

· you select a particular holding period and then predict the yield curve at the end of that period

Contingent Immunization – a mixed passive-active strategy

Chapter 3- Trading on Securities Markets

3.1- HOW FIRMS ISSUE SECURITIES

· Firms raise capital by the process of selling or floating new securities

· Float: used to indicate the sale of new securities by firms to the public; the term also refers to the amount of stock available for public trading

· Primary market : first time issued securities

· Secondary market: already issued securities being issued again

· Initial Public Offering (IPO): stocks issued by a formerly privately owned company selling stock to the public for the first time

· Seasoned new issues: offered by companies that already have floated equity 

· Secondary offering: a stock sale that has all the characteristics of a primary market issue but is in fact a secondary market transaction

· When a parent company or any company that holds a significant interest in another firm chooses to sell all or a part of that holding, a secondary offering results

· Then the shares are sold to the general public  like a new equity issue, but the parent firm gets the cash proceeds and no new shares are issued

· FOR BONDS( public offering: An issue of bonds sold to the general investing public that can be traded on the secondary market. ( private placement: An issue that is sold to a few institutional investors at most and generally held to maturity.

Investment Bankers

· Public offerings of both stocks and bonds are typically marketed via an underwriting by investment bankers (dealers)

· Underwriting/underwriting syndicate:  Underwriters (investment bankers) purchase securities from the issuing company and resell them.  Usually a syndicate of investment bankers is organized behind a lead firm.
· Investment bankers:  firms specializing  in the sale of new securities to the public, typically by underwriting the issue (aka- investment dealers in Canada) 

· A preliminary registration statement describing the issue and the prospects of the company must be filled out

· Preliminary prospectus is known as a red herring because of a statement, printed in red, that the company is not attempting to sell the security before the registration is approved.

· When the statement is approved by the commission, it is called the prospectus (price of securities will be announced at this time).

· The issuing firm sells the securities to the underwriting syndicate for the public offering price minus a spread that serves as compensation to the underwriters.  [this is called firm commitment or bought deal] 
· Best efforts agreement has the banker helping in the issue without risk of purchase

· Other than the spread compensation, investment bankers may receive shares of common stock or other securities of the firm.

Short Form Prospectus System (SFPD)

· OSC (Ontario Securities Commission) permits the preparation of a prospectus for a new issue 
· Approval=days instead of weeks (allowing prompt placement of issue)
· SFPD reduces the underwriter’s’ risk and makes bought deals more attractive—the sale to public no longer needs full prospectus
Initial Public Offerings

· IPO’s can be expensive, especially for small firms

3.2- TYPES OF MARKETS AND ORDERS

· Without the evolution of the secondary market, the costs of selling shares would be extremely detrimental to the purchase of shares in the primary market; so an efficient secondary market, which determines a fair and accurate price and allows the relatively quick and cheap transfer of shares, is crucial to the raising of investment capital by businesses.

Types of Markets

· Four types of markets
· Direct search: buyers and sellers must seek each other out directly (sporadic participation, low-priced, non-standardized goods).
· Brokered: a market where intermediary (a broker) offers search services to buyers and sellers (real estate market).
· Dealer:  A market where traders specializing in particular commodities buy and sell assets for their own accounts (OTC).
· Auction: A market where all traders in an asset meet at one place to buy or sell (TSX).
Types of Orders

· Market Orders are buy or sell orders that are to be executed immediately at current market prices. 
· Ex( An investor calls his broker and asks for market price of Goldcorp—current quotes are a bid price of $48 and ask price of $48.20—then the investor may direct the broker to buy 100 shares of “at market” ($48.20) per share for an immediate transaction. – similarly, an order to “sell at market” will result in stock sales at $48 per share.
· If the market order is more than this number of shares, say 1000 and the asked price is good for 600 shares, it may be necessary to pay a higher price for the last 400 shares than the quoted asked price.
· Price-contingent orders: investors may place orders specifying prices at which they are willing to buy or sell a security – a limit buy order may instruct the broker to buy some number of shares if and when Goldcorp may be obtained at or below a stipulated price—a limit sell instructs the broker to sell if and when the stock price rises above a specified limit.
3.3- SECURITES MARKET

Stock exchanges: Secondary markets where already issued securities are bought and sold by members.

Derivative Markets( Markets exist in Canada for trading options and futures—unlike stocks for which the primary markets exist to raise capital for the issuing firms…derivatives are created as contracts between investors, therefore, there is only a secondary market for them.

3.4- TRADING COSTS

· Discretionary account: the broker can buy and sell prespecified securities whenever this is deemed appropriate.

· Bid-ask spread: the difference between a dealer’s bid price and ask price 

3.5- TRADING WITH MARGIN

Margin refers to the need for investors to provide security whenever they engage in a transaction in which the asset value of their accounts can fall beneath the value of the liabilities they have incurred—this possibility arises if investors purchase shares without having full purchase price available or if they short-sell shares or derivative securities.

Buying on Margin

· Investors who purchase stocks on margin borrow part of the purchase price from their brokers
· Margin: describes securities purchased with money borrowed from a broker. Current max margin is 50%
· Brokers borrow money from banks using brokers’ call loans at the call money rate to finance these purchases –then charge their clients that rate PLUS a service charge for the loan
· All securities purchased on margin must be left with the brokerage firm in street name, because the securities are used as collateral for the loan.
