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55.1. Market
Organization &
Structure (part 1)

d. Financial
intermediaries

a. Main functions
of financial system

b1l. Classification
of assets

b2. Classification
of markets

Saving

Borrowing

Issuing equity
Risk management

Allow entities to

Exchanging assets
Utilizing information

Supply & demand determine returns (i/r) Equilibrium interest rate

Allocate capital to most efficient uses

Financial vs. Real assets

| Public vs. Private securities

| Debt vs. Equity vs. Derivative

Common stock
Equity {Preferred stock

Warrants
Fixed income

Convertible debt
Mutual funds

Securities

Pooled ETFs and ETNs
investment (depositories)
vehicles ABS

Hedge funds

Currencies
Forward, Futures, Swap, Option

Contracts < e -~ Credit default swap

Insuranc

Commodities
“Real assets

Spot vs. Derivative markets
(IPO vs. Secondary issues (or seasoned offerings)

| Primary

Public offerings vs Private
market

placements & other
transactions

i. Primary vs.
[{_Secondary markets

| Securities trade after initial offerings

Secondary market--> importance: < ide liquidit
provide liquidity

Money vs. Capital markets

[ Traditional investment market (debt, equity) vs.
Alternative market (hedge funds, commodities, real estate...)

Trades occur at specific times

All trades, bids, asks are declared, and then one
negotiated price is set to clear the market for the stock

Traders/investors indicate their bids and asks

Call
market NOT a dealer or quote-driven market
j1. Distinguish in smaller markets
used (to set opening prices and prices after
trading halts on major exchanges
Trade occur any time the market is open
Continuous ( .
market auction process

Price is set b
y < dealer bid-ask quote

Quote-driven markets (dealer markets,
price-driven markets, OTC markets)

\ j2. Distinguish

Order-driven markets (rules are <Order matching rules
used to match buyers & sellers) Trade pricing rules

Brokered markets

Pre-trade transparent
Post-trade transparent

j3. Market information

Brokers
Block brokers
Investment banks

Brokers,
Dealers &
Exchanges

Exchanges
Alternative trading systems (ATS)
Dealers

Securitizers
Depository institutions

Insurance companies
Arbitrageurs

Clearinghouses
and Custodians

Clearinghouses
Custodians




Long position

- Short position

Leveraged position

The investor pays for the stock with some cash
and borrow the rest through the broker

The broker keeps the stock as collateral

Leverage ratio

Margin lending rate

h . The proportion of total transaction
Margin requirement value that must be paid in cash

Initial margin (IM)

f. Margin
transaction

Maintenance margin (MM) -->margin call

Margin call price = Po * (1 - IM) / (1 - MM)

Bid-ask

[ - Market order

Limit order
All-or-nothing order
Hidden order
Iceberg order

Execution
instructions

To prevent losses
Stop loss orders <

Stop order < or To protect profits

Stop-buy & Stop-sell orders

day order

Validity good-till-cancelled

instructions immediate or cancel order (fill or kill order)

good-on-close order market-on-close order

good-on-open order

55.2. Market
Organization &
Structure (part 2)

\ Clearing instructions

Commissions
Operationally efficient low trading costs { Bid-ask spreads
Price impact

i . Prices that rapidly adjust to new info
Informationally efficient /

The prevailing price is fair since it reflects
all available info regarding the asset

k. Characteristics of
well- functioning Allocationally efficient
financial system

Allowing entities to

Investors can save at fair rates of return
achieve their purposes %

Creditworthy borrowers can obtain funds

Hedgers can manage risks
Traders can obtain assets they need

Having financial
\_intermediaries that

Fraud & theft
Without regulation ﬁ

--> Problems Insider trading
[ kCostIy information
Defaults
Consequences liquidity declines, firms shun risky projects, new ideas go

unfunded, economic growth slows

Regulation can
be provided by

Governments

I. Objectives
of market
regulation

Industry groups

Protect unsophisticated investors --> preserve trust

Market
regulation
should

Require minimum standards of competency and
make it easier for investors to evaluate performance

Prevent insiders from exploiting other investors
Financial reporting requirements
Require minimum levels of capital



a. Describe a security
market index

Value

b. Calculate Price return

for an index

Total return

Which target market

Which securities

Weighting

{ c. Index construction

& management )
Rebalancing frequency

Re-examining selection & weighting

56.1. Security

. arithmetic
Market Indices /

=sum of stock prices / number of stocks adjusted for splits
[ average <

-->Index movements are influenced by the
differential prices of the components

(part 1)
A percentage change in a high-priced stock will
Price have a relatively greater effect on the index
ng}?ted 30 stocks
/ arithmetic
' DJIA limited number of stock
2 major itici < large growing firms -->
; criticisms . -
indexes downward bias " splits --> lose weights
Nikkei Dow Jones Stock Average -~ 225 Stocks
arithmetic average return of the index stocks
Equal . .
i : equivalent to a portfolio that has equal dollar
?ﬁ;:gglsghtmg ;/leegsted amounts invested in each stock in the index

1695 stock returns

The Value Line (VL) Composite average
Examples <

Financial Times Ordinary Share Index - 30 stocks on LSE

Market- cap
weighted index

(or value / =

weighted index) Criticism: large company has greater impact
Float-adjusted market cap- weighted index

| Fundamental weighting
| (earnings, dividends, cash flow)

\ Example &




f. Rebalancing &

reconstitution

g. Uses of
security
market
indices

_—

56.2. Security
Market Indices
(part 2)

Reflection of market sentiment

Benchmark of manager performance

Measure of market return and risk

Measure of beta and risk-adjusted return

Model portfolio for index funds

Broad market index

Multi-market index

h. Types of
equity indices

Multi-market index with fundamental weighting

i. Types of
fixed income
indices

j- Indices
representing
alternative
investments

Sector index

Style index

Characteristics Large universe of securities

Dealer markets and infrequent trading

Sectors, geographic regions, levels of country economic development, type of issuers
or collateral, coupon, maturity, default risk, inflation protection

Broad market indexes, sector indexes, style indexes & other specialized indexes

Commodity indexes

Real estate indexes

Hedge fund indexes

k. Compare & contrast types

of security market indices




Number of market participants

Availability of information

{ b. Factors affecting a

market's efficiency Impediments to trading

Transaction and information costs

Market value
c. Distinguish Intrinsic value

d. Forms
of EMH

e. Implications
of each form
of EMH for

Weak form

Semi-strong form

Strong-form

Fundamental analysis

Technical analysis

Choosing between active and
passive portfolio management

January effect (or turn-of-the-year effect)
Turn-of-the-month effect

A_n omalie_s in Calend:_ir Day-of-the-week effect
Time-series data anomalies
Weekend effect

Holiday effect

57. Market
Efficiency

Overreaction and
momentum anomalies

f. Market
pricing
anomalies

Anomalies in )
cross-sectional data Size effect

Value effect

Closed-end investment funds
Other

anomalies Earnings announcements

IPO
Economic fundamentals

\ Implications for investors

Loss aversion

/
/

Investor overconfidence

Representativeness

Gambler's fallacy

g. Behavioral Conservatism
finance

Disposition effect

Narrow framing

Information cascades

\



a. Importance of equity
securities in global
financial markets

Common shares

Callable common shares

Putable common shares

{ b. Characteristics of
Preference shares

Cumulative preference shares

Convertible preference shares

Public equity
securities

Characteristics

Private
equity
securities

Venture capital

c. Distinguish

3 main Leveraged buyouts (LBO)
types

Private investment in public
equity (PIPE)

{d. Equity classes }

58. Overview Direct investing
Of Equity
Securities

Depository receipts (DRs)

e. Methods for
investing in
non-domestic
equity
securities

Global depository receipts (GDRs)

American depository receipts (ADRS)

Global registered shares (GRS)

Basket of listed depository receipts (BLDR)

f. Risk and Return
characteristics of various
types of equity securities

g. Role of equity
securities in financing
company's assets &
creating company value

Market value of equity securities

h. Distinguish Book value of equity securities

Company's accounting ROE =

Company's cost of equity rate of return required by investors

Investors' required .
rates of return depends on estimates of
firm's future CF & risk




{ a. Industry analysis }

Products & services

C

Statistical methods
| (cluster)

Grouping
companies

by Sensitivity to

business cycles

Commercial
classifications

b. Industry
classification

Industry
classification
systems

| Government
classifications

59.1. Introduction
To Industry And
Company
Analysis (part 1)

Cyclical firms

Firms

Non-cyclical firms

Cyclical sectors

c. Sensitivity to
business cycle Sectors

Non-cyclical sectors

d. Peer group

e. Elements of an
industry analysis

{ )

Macroeconomic factors

Technology

f. External
influences on

industry growth,
profitability and
risk

Demographic factors

Governments

Social influence

— different sectors

Cyclical
Non-cyclical

C

firms with highly correlated returns --> same group

Limitations
GICS
Systems RGS

Industry Classification
Benchmark by DJ & FTSE

Basic material and
processing firms
Consumer discretionary
Consumer staples
Classification Energy
Financial services
Industrial and producer durables
Technology
Telecommunications

United Nations

European Community

Australia & New Zealand

North America (US, Canada, Mexico)

Defensive (stable)
Growth

C



Growth stage

[

g. Product &
industry life
cycle

Mature stage

h. Effects

59.2. Introduction on return
To Industry And 225?;?;?
Company .
; pricing
Analysis (part 2) power of

Embryonic stage

Shakeout stage

Slow growth
High prices

Large investment required
High risk of failure

Rapid growth

Limited competitive pressures
Falling prices

Increasing profitability

~ Growth has slowed
Intense competition

Increasing industry
overcapacity

Declining profitability
Increased cost cutting
\Increased failures

Slow growth

Consolidation

High barriers to entry

Stable pricing

Superior firms gain market share

| Negative growth

\ Decline stage . .
Declining prices
Consolidation

Industry concentration

Ease of entry

Market share stability

Rivalry among existing competitors

Threat of new entrants

i. Principles of
strategic industry ‘

Threat of substitute products

analysis- Michael ‘
Porter's five forces

Bargaining power of buyers

Bargaining power of suppliers

j. Example of the
candy/confections industry

Analyze

k. Elements
of a company
analysis

Should
include

Financial conditon ~— ROE (DuPont)

Products and services

c itive strat < Defensive vs. Offensive
ompetitive strate!
P 9 Cost leadership vs. Product differentiation

Firm overview, Industry characteristics, Product demand, Product costs, Pricing
environment, Financial ratios, Projected financial statements and firm valuation



a. Factors
to consider

when
exploiting
mispricing

60. Equity
Valuation:
Concepts And
Basic Tools

b. Equity
valuation
models

Size of differences between market price and intrinsic value
Confidence about valuation model
Confidence about the inputs

Why stock is mispriced
If market price will move toward intrinsic value

/ ¢. Rationale

| d. Preferred stock

[

Dividend
discount
models

e. Common stock

Types of
Discounted models
cash flow

\ fA ate f Stable & mature
/ . Appropriate for .
[l models companies that are Non-cyclical
Dividend-paying
|[ Free cash flow
to equity models

: Advantages

Disadvantages

A 9- Rationale

|

h. Stock price / fundamentals }

Types of
\ models
|[ Multiplier models
4 (or market multiple
models)

e. Enterprise value / EBITDA or revenue }

Advantages

Disadvantages

Advantages

Disadvantages



	Cover SS13 14
	55.1
	55.2
	56.1
	56.2
	57
	58
	59.1
	59.2
	60

