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Learning Goals

LO2-1 Distinguish among the major assets that trade in money markets and in
capital markets.

LO2-2 Describe the construction of stock market indexes.

LO2-3 Calculate the profit or loss on investments in options and futures contracts.



Asset Allocation−→Asset Classes

I Asset allocation–deciding which asset classes to go into

I Security selection–which specific securities to buy (e.g. a particular
company’s equity)

I Money markets vs. capital markets

I Money Markets:
I Low risk, short term, liquid
I Types of money market instruments

I Capital market securities:
I Bonds
I Equity
I Derivatives



Table 2.1. Financial Markets and Indexes



The Money Market

I Subsector of the fixed-income market: Securities are short-term, liquid, low
risk, and often have large denominations

I Money market mutual funds allow individuals to access the money market



T-Bills

I Treasury bills: Short-term debt of U.S. government
I Issued by the Federal Government
I Denomination – min $100, common $10,000
I Maturity – 4, 13, 26, or 52 weeks
I Highly liquid
I No default risk
I Interest type – discount
I Taxation – Federal taxes owed, no state or local
I Bid and asked price



Figure 2.1. T-Bill Listings



Certificates of Deposit

I Issued by – Depository Institutions

I Denomination – Any, 100,000 or more are marketable

I Maturity – Varies, typically 14 day minimum

I Liquidity – 3 months or less are liquid if marketable

I Default risk – First 100,000 (250,000) is insured

I Interest type – Add on

I Taxation – Interest income is fully taxable



Commercial Paper

I Unsecured, short term debt issuance directly to the public

I Issued by – Large creditworthy corporations & financial inst

I Maturity – Maximum 270 days, usually 1 to 2 months

I Denomination – Minimum $100,000

I Liquidity – 3 months or less are liquid if marketable

I Default risk – Unsecured, rated, mostly high quality

I Interest type – Discount

I Taxation – Interest income is fully taxable



Fed Funds and LIBOR

I Federal Funds
I Depository institutions must maintain deposits with the Federal Reserve

Bank.
I Federal funds represents trading in reserves held on deposit at the Federal

Reserve.
I Key interest rate for the economy

I LIBOR (London Interbank Offer Rate)
I Rate at which large banks in London (and elsewhere) lend to each other.
I Base rate for many loans and derivatives.



Other Money Market Instruments

I Bankers Acceptance

I Eurodollars

I Repos and Reverses

I Broker’s Calls

I Call Money Rate
I Investors who buy stock on margin borrow money from their brokers to

purchase stock. The borrowing rate is the call money rate.
I The loan may be called in by the broker



Table: Money Market Instruments



Figure 2.2 The spread between 3-mo CD and T-bill rates



MMMF and the Crisis of 2008

I Between 2005 and 2008 money market mutual funds (MMMFs) grew by
88%. Why?

I MMMFs had their own crisis in 2008 when Lehman Brothers filed for
bankruptcy on September 15.

I Some funds had invested heavily in Lehmans commercial paper.

I On Sept. 16, Reserve Primary fund “broke the buck.” What does this mean?

I A run on money market funds ensued.

I Fears spilled over: borrowing rates on commercial paper go from 2 to 8%.
Market nearly seizes up

I The U.S. Treasury temporarily offered to insure all money funds to stop the
run (up to $3.4 trillion in these funds.)



Capital Markets

I Fixed Income (Bond) Markets
I Government
I Corporate
I Munies

I Equity markets



Bond Market Instruments

I Treasury Notes and Bonds

I Inflation-Protected Treasury Bonds

I Federal Agency Debt

I International Bonds

I Municipal Bonds

I Corporate Bonds

I Mortgages and Mortgage-Backed Securities



Treasury Notes and Bonds

I Maturities
I Notes – Maturities up to 10 years
I Bonds – Maturities from 10 to 30 years

I Par Value – $1,000

I Interest paid semiannually

I Quotes – Percentage of par

I Interest type – semiannual coupons

I Risk – no default risk or liquidity risk, price risk at longer maturities.

I Taxation – taxable at the federal level only.



Fig. 3 Listing of Treasury Issues





Bond Market Instruments

I Inflation-Protected Treasury Bonds
I TIPS: Provide inflation protection
I Tips have principal adjusted for increases in the Consumer Price Index
I Marked with a trailing i in the quote sheet (See Figure 2.4)

I Federal Agency Debt
I Debt of mortgage-related agencies such as Fannie Mae and Freddie Mac
I Risk of these securities–Implied backing by the government
I In September 2008, Federal government took over FNMA and FHLMC.

I International Bonds
I Eurobonds and Yankee bonds



Municipal Bonds

I Issued by state and local governments

I Interest is exempt from federal income tax and sometimes from state and
local tax

I Types
I General obligation bonds: Backed by taxing power of issuer
I Revenue bonds: backed by project’s revenues or by the municipal agency

operating the project.



Figure 2.4 Tax-Exempt Debt Outstanding



Municipal Bonds Yields

I To choose between taxable and tax-exempt bonds, compare after-tax returns
on each bond.

I Let t equal the investor’s marginal tax bracket

I Let r equal the before-tax return on the taxable bond and rm denote the
municipal bond rate.

I If r(1− t) > rm, then the taxable bond gives a higher return; otherwise, the
municipal bond is preferred.

I Equivalent taxable yield = rm
(1−t)



Table 2.2. Tax-Exempt Yields



Figure 2.5 Ratio of yields on municipal debt to corporate Baa-rate debt



Problem

Municipal bond yields

An investor is in the 30% tax bracket. If corporate bonds offer 9% yields,
what much municipal bonds offer for the investor to prefer them to
corporate bonds?

Find the equivalent taxable yield of a short-term municipal bond currently
offering yields of 4% for tax brackets of zero, 10%, 20%, and 30%.



Corporate Bonds

I Issued by private firms

I Semi-annual interest payments

I Subject to larger default risk than government securities

I Options in corporate bonds
I Callable
I Convertible



Mortgage-Backed Securities

I Proportional ownership of a mortgage pool or a specified obligation secured
by a pool

I Produced by securitizing mortgages
I Mortgage-backed securities are called pass-throughs because the cash flows

produced by homeowners paying off their mortgages are passed through to
investors.

I Most were issued by Fannie Mae and Freddie Mac



Figure 2.6. MBS Outstanding



Mortgage-Backed Securities

I Traditionally, were comprised of conforming mortgages, which met standards
of credit worthiness

I Later on, “Private-label” issuers securitized large amounts of subprime
mortgages, made to financially weak borrowers

I Fannie and Freddie were allowed and even encouraged to buy subprime
mortgage securities



Figure 2.7 Asset-backed securities outstanding



The U.S. Bond Market



Equity Securities
I Common stock: Ownership

I Residual claim
I Limited liability

I Preferred stock
I Fixed dividends: limited gains, non-voting
I Perpetuity
I No contractual obligation to pay dividends, but must be paid in full before

common shareholders
I Priority over common
I Tax treatment

I Preferred & common dividends are not tax deductible to the issuing firm
I Corporate tax exclusion on 70% dividends earned

I American Depository Receipts
I Certificates traded in U.S. markets that represent ownership in shares of a

foreign company



Figure 2.8



Example: Capital Gains and Dividend Yields

I You buy a share of stock for $50, hold it for one year, collect a $1.00
dividend and sell the stock for $54. What were your dividend yield, capital
gain yield and total return? (Ignore taxes)

I Answer: Dividend yield

Dividend yield =
Dividend

Pbuy
=

$1.00

$50
= 2%

I Capital gain yield:

Capital gain yield =
(Psell − Pbuy )

Pbuy

($54− $50)

$50
= 8 (1)

I Total return = Dividend yield + Capital gain yield

2% + 8% = 10%



Problem

Equity price quotes and returns
Refer to Figure 2.8 and look at the listing for General Dynamics.

a. How many shares could you buy for $5,000?

b. What would be your annual dividend income from those shares?

c. What must be General Dynamics earnings per share?

d. What was the firm’s closing price on the day before the listing?



Stock and Bond Indexes

I Uses
I Track average returns
I Comparing performance of managers
I Base of derivatives

I Factors in constructing or using an index
I Representative?
I Broad or narrow?
I How is it constructed?



Stock Market Indexes

I Dow Jones Industrial Average
I Includes 30 large blue-chip corporations
I Computed since 1896
I Price-weighted average



Table 2.5 Companies included in the DJIA, 1928 and 2011



Table 2.3 Data for stock price indexes



Example 2.2 Price-weighted index

I Portfolio:

Initial value $25 + $100 = $125 (2)

Final value $30 + $90 = $120 (3)

I Percentage change in portfolio value = 5/125 = −.04 = −4%

I Index:

Initial index value (25 + 100)/2 = 62.5 (4)

Final index value (30 + 90)/2 = 60 (5)

I Percentage change in index −2.5/62.5 = −.04 = −4%



Example 2.3 Splits and Price-Weighted Averages

I Suppose XYZ were to split two for one (Table 2.4 on next slide). The index
value before the split is 62.5:

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

(6)

I After the split the values has to be the same:

PriceABC + NewPriceXYZ
d

=
25 + 50

d
= 62.5

d = 1.20



Table 2.4 Stock splits



Concept check 2.4

Suppose the price of xyz in table 2.3 increases to $110, while abc falls to $20.
find the percentage change in the price-weighted average of these two stocks.
Compare that to the percentage return of a portfolio holding one share in each
company.



Stock Market Indexes

I Standard & Poor’s 500
I Broadly based index of 500 firms
I Market-value-weighted index

I Investors can base their portfolios on an index
I Buy an index mutual fund
I Buy exchange traded funds (ETFs)



Example 2.4 Value-weighted index

Look again at Table 2.3. The final value of all outstanding stock in our
two-stock universe is $690 million. The initial value was $600 million. Therefore,
if the initial level of a market-value-weighted index of stocks ABC and XYZ were
set equal to an arbitrarily chosen starting value such as 100, the index value at
year-end would be 100× (690/600) = 115. The increase in the index reflects the
15% return earned on a portfolio consisting of those two stocks held in
proportion to outstanding market values.



Concept check 2.5

Reconsider companies XYZ and ABC from Concept Check 2.4. Calculate the
percentage change in the market-value-weighted index. Compare that to the rate
of return of a portfolio that holds $500 of ABC stock for every $100 of XYZ
stock (i.e., an index portfolio).



Other Indexes

I U.S. Indexes
I NYSE Composite
I NASDAQ Composite
I Wilshire 5000

I Foreign Indexes
I Nikkei (Japan)
I FTSE (U.K.; pronounced “footsie”)
I DAX (Germany),
I Hang Seng (Hong Kong)
I TSX (Canada)



Comparative performance of stock market indexes



International indexes



Derivative Markets

I A derivative is a security that gets its value from the values of another asset,
such as commodity prices, bond and stock prices, or market index values



Options

I Call: Right to buy underlying asset at the strike or exercise price
I Value of calls decreases as strike price increases

I Put: Right to sell underlying asset at the strike or exercise price
I Value of puts increase with strike price

I Value of both calls and puts increases with time until expiration



Problem

Price relationships
Which security should sell at a greater price?

a. A 10-year Treasury bond with a 9% coupon rate versus a 10-year T-bond
with a 10% coupon.

b. A 3-month expiration call option with an exercise price of $40 versus a
3-month call on the same stock with an exercise price of $35.

c. A put option on a stock selling at $50, or a put option on another stock
selling at $60 (all other relevant features of the stocks and options may be
assumed to be identical).



Figure 2.9



Concept check



Futures Contracts

I An agreement made today regarding the delivery of an asset (or in some
cases, its cash value) at a specified delivery or maturity date for an
agreed-upon price, called the futures price, to be paid at contract maturity

I Long position: Take delivery at maturity

I Short position: Make delivery at maturity



Comparison

I Option
I Right, but not obligation, to buy or

sell; option is exercised only when it
is profitable

I Options must be purchased
I The premium is the price of the

option itself.

I Futures Contract
I Obliged to make or take delivery;

long position must buy at the futures
price, short position must sell at
futures price

I Futures contracts are entered into
without cost



Figure 2.10



Problem

Pricing Futures Contracts
Look at the futures listings for the corn contract in Figure 2.10.

a. Suppose you buy one contract for March delivery. If the contract closes in
March at a level of 692’2, what will your profit be?


	Financial Markets
	The Money Market
	Types of Money Market Instruments

	Capital Markets
	The Bond Market
	Equity Markets
	Stock Market Indexes
	Derivative Markets


