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Chapter 3

How Securities are traded?
eAdlal) (3l o¥) Jgla Aty S

What are the sources of capital?

de\ u.ub JJL«AAL;Q L

1) Debt. EX: - Bonds
Glaiadl - elly e Yie gead (1
2) Equity. EX: - Common stock and Preferred stocks
3 iaall agu) s Apalall agusl) - relld e YU Aslall g8a (2

Types of offerings: - v g s

1) Private Placement: Selling Securities for a specific group of people
(Privately Held Corporation).
(el S 5l 8 Bale) cp paisall (o B335 Ae ganal Al (31 5V a el kN (1
2) Public Placement: Selling Securities to the general public (Publicly held
Corporation).

(Al Aaalisall lS il i Sake) aladl | ggeandd ALl (31 ) 691 agsr alald) 7 kall (2
Advantages to keep a company private:
aald A<l ol U je

1) No or less obligation to disclose financial statements = Less cost 2>
No disclosure of information that can help competitors.
0f zhady) axe € J8AKE & ALl il e mladil B a0 aga g aae (1
Omaliall 2oL o oKy ) Sl glaall
2) No quarterly announcement for the company’s earnings per share “EPS” -
Corporations can pursue long-term goals or objectives without
stockholders’ pressure.

sl e o Calaal daglie IS Al (K <-“EPS” dsin sy LY OeY Aala Y (2
omedload) Jaxcn 50 JaYI
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Disadvantages to keep a company private:

1) Hard to raise capital
2) llliquid. “Hard to sell ownership”

ald A<, 00 oS e

AW ) pea G dpa (1
Mage) a8 A s (A g Al (g i AlLL) Al e Al (2

When a company goes public(alall J shill Leagud & ki) dale 48 8l puad Larie;

1) Initial Public Offering “IPO”: Selling the specific shares for the first time to
the general.
seaall 5 5e J5Y agul) 4 (IPO): AsY) alad) £k (1
2) Seasoned offering: Public offering for a firm that is already traded and has

an active trading stock price.
s Jshai e Ll g Jadlly Ll gl 2% 4S 5l aguD ale (g je g il 2kl (2

Note: Before issuing new shares, the company must first offer them to existing
shareholders who already own a percentage of the company. This allows them to
maintain their ownership share by purchasing the new shares. If they choose not
to buy, their ownership percentage will decrease due to the increase in the total
number of shares. This right is called the "preemptive right."

OsSkiay ) sl Graabosall e Lea je Y51 4S8N e oy Baiaa agead o) U8 Aiadle
13 Bl agasd) ol b 3o sk oo LSl (8 agiian o Blial) @lld agd w485 (e A Jadlly
é&" - é;j\ \JA (A ?g_um L_ALA;:}“ .J.A’J‘ Bdl:\j [SERTTE} e@i\;\SlA 4.3.;.».1 uaﬁ;.ﬁ.mﬁ 4;\).&3\ ?JQ \jjt\i\
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When a corporation goes public, two types of agreements can be made with the
investment banker:

Lﬁ)ﬂuY\@M\@&%\ﬁf}”w&ye\}\u@c&b%ﬂ\@aﬁum

1. Underwriting agreement: The investment banker purchases the shares
from the issuer at a specific price and promises to resell them at a
predetermined offering price (firm commitment).

\.@.’_.H EJL::}.) Axy g Ay ‘)MAM (e e@.«u‘i\ Lﬁ)hﬁﬁm&\ Lf‘)“a‘d\ L;)S.&.J gm‘)" 3\,\5\.&3\ A
(.l o) S Gse 3a0 GRS s

2. Best efforts agreement: No guarantee is given for price or for the quantity
of shares to be sold.

Lo a AN agad) At gl mdl laa 2a 5 V2 3 ggadl Juadl A

Process of Going Public ala) z k!l 43lae
1. A registration statement is submitted to the regulator.
Agahill dgall ) diaadl) Gl anali oy ]
2. Once approved, a prospectus is distributed to potential investors.
Clainall G pafiall e jlaal) 8y a8 Al <38 pal) e 2
3. The underwriting agreement is finalized.
LISy A8 alad) a3

o Shelf registration: A one-time registration allows securities to be sold
gradually over two years.
Advantages:
a) Sell the quantity you need.
b) Sell shares when the market is strong.

Oale (sda Ao U 500 Al (31,60 o rana 23l g etz Baesal) Jiaadll o
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Lgaliag i) Apah) gy
L8 sl 068 Ladic agudll an

After selling the Initial Public Offering (IPO), there is often a price jump.
Price jumps occur due to underpricing, which happens because:

1) Underwriter aim to reduce risk.
2) Investors generally prefer price jumps.

el A ) Gaag La W ¢ (IPO) AV alal) gkl o 22
AN QLB Gitay oA g (alaiall paadl] Gu £ Y 138 Gy

oblaal) JuI8S ¢ gtiCal) 4y 1
D) gL ) Bale (g palinall Sy 2
Problems with an IPO:

1) Underpricing
2) Timing (When the IPO is sold).

(IPO): A5 alad) 7 jlal) JSLéia
oAk ) 1
(oY) plad) g bl g cg) i) 2
Costs of an IPO:

1. Direct Cost:
Investment banks typically charge 7% of the funds being raised.

2. Underpricing:
Money left on the table due to stocks being sold below their true market

value.
(IPO): S s¥ alall 7 shall) cidlss
3 _pdileall Cilssl) L
Axdadl) O ga¥) (e %7 Bale Ay lafiu) o gl ualiss

(Underpricing):oaidial) jaudll 2
o) A Aiiall Liad cre ST s agal) an Gua 33 58811 J) g4y
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Types of Markets:
1. Direct Search Market: The least organized
o Buyers and sellers seek each other out directly.
o Example: Selling second-hand goods, such as eBay.
2. Broker Market: Large and specialized
o Brokers have knowledge of valuing assets traded in the market.
o Example: Primary market, real estate market.
3. Dealer Market:

o Dealers act as market makers. They usually specialize in various
assets. They buy and sell assets for their own profit.

o Example: Over-the-counter market (NASDAQ). (A secondary market)
4. Auction Market:

o The most integrated market, where all trades occur in one place,
either physically or electronically, to buy or sell assets (Organized
Exchange).

o Example: New York Stock Exchange (NYSE) (A secondary market)

13 9aY) £ gl

Lol J8Y): pdilsal) dial) (g .1
Bdlae gl s e (sl 5 (g idall Gy o
eBay.& s Jie dlerivall alid) e Jha o

waadiag juS: dlugl) Gom 2
Bl 8 A glaiall J gua) anly 48 yra lass ol clliay o
Bl G g Al V) Goadl: Jla o

ol G 3

OIS Cun dAdlide Jsal 8 O sanaddy L bile, (Gom ailal Jadll Jeay o
Aualdl) agaly i g8ail J gl (st g
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(255 35w ) (NASDAQ)a sl g A Gsuall: JEa o
2l G 4

g ) gf Uala ) ges cda) g (hSa (B Y gl aan o5 Cun Sl (3 gud) ST o
(:\.AE.\A :ba‘)x) dya‘i\ & Ji &) pdd

(L5l (59m) (NYSE) &osaosi A Jha o

Types of Orders:

1. Market Order: Buy or sell stocks or securities at the current market price
(or best price).
o Example: Ask the broker about the market price of FedEx.
= Bid Price (Selling price) = $90
= Ask Price (Buying price) = $90.05
= Ask price — Bid price = Bid-ask spread
= $90.05 - $90 = $0.05 (Goes to the investment banker).
o Depth determines how many shares you can buy at the current ask
price or sell at the current bid price. If you want to buy or sell more
shares, you may need to accept a different price.

: ol gl,gi

(e y2ew J4adb o) Jlodll Bgadl s AW 3o o gl ap o el s Bgundl 5ol .1
FedEx.pged Ggudl yau e Jawgll dlgwe: Jlo o
593 90 = (2l y2w) G252l y2w
Y85 90.05 = (¢15d) yaw) cllall yaww =
2y yaw = Cllall yaw = (2 yally cllall yaw §y0 -
(il § naodl JI apds) $0.05 =$90 -$90.05 -
s g of Jloull Cllall yaug g cliSes (I eged)l Sue Dgeudl s o
Jg:d JI gl Aid cogud)l (1o wijedl g of £l 3 )3 CuST13] . Jloell (ol

2) Price-Contingent Order (Limit Order): Investors place orders specifying the
prices at which they are willing to buy or sell securities.
a) Limit Buy Order: Instructs the broker to buy a specific number of shares
at or below a given limit.
b) Limit Sell Order: Instructs the broker to sell a specific number of shares
when the stock price rises above a given limit.
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e &,\3‘ 9 9‘}54\&,50‘99:9‘)3 gﬂ\ Sl g afitenall daay: (AAJ\ JA\) ) daaa jal 2
&\J\JAAAMLQ*AY\QAWJﬁ ;‘ﬂk&u}\w;ﬂ%émﬁ\ﬂy\ \
O da ) ) L) die agul) (e Gare 338 o L sl e allay ddae 2w el Lo

3) Stop Orders: Orders that are executed only when the price reaches a
specific level.
a) Stop-Loss Order: The stock is automatically sold if the price falls to a
specific level (Associated with buying on margin).
b) Stop-Buy Order: The stock is automatically bought if the price rises to a
specific level (Associated with short selling).

O 5 gien ) ) Juay Lesic Jadd e gY) 835 AN algl (3
b ya) (e s ghn A mall (i) 13) LAl agd) g aly: B Ludd) Gildy) yal ]

(algdl ¢l
&l bai 0 Crma (s ghena ) ) i) 13) AL o) ¢ 5 aly: g pil) il el o
Buying on Margin Uialedl o)yl

e Aninvestor uses both their own money and borrowed money to buy stocks.
g ol il (da yiRal) Jladl ) A8LaYU Aaldd) Al gaf ciial) sddi e

e The investor borrows money from a broker. The broker, in turn, borrows
money from the bank at a call rate.

i) e Jlall o) 52 L yi8 (531 5 ¢ (Broker)lal) das gl (e Jlall aiiniall a3y o
(Call Rate).Juai) Jara o o jay 5206 jay

e The investor must pay the call rate along with service charges on the loan.
oAl Jilie Laddl) o guay g Jualy) Jana @by patiedl e oy
e The purchased securities are usually held as collateral for the loan.

.02 Al ladag §) idal) Adlal) (31 gWL BliiaY) 21 W
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e The Federal Reserve typically requires investors to pay at least 50% of the
securities' purchase price in cash (this is called the initial margin
requirement).

ALl (31, 8Y) ad (e JBY) o 950 ad jaliisall (e Bale ) ol hbial) cllay
(Initial Margin)..3s¥) Glalgd) s clld Ca el 5 )38

e The broker sets a maintenance margin. If the investor's percentage margin

( Equity
Value of the stock purchased
margin call.

) drops below this level, the broker will issue a

eisall Gials duas Cuzmidll 13) (Maintenance Margin). Albsall il sl aasy o
Olalgdl £18 jlaaly Jagus ol sy caall 138 e (31 jidiall agea) Ao [ ASLal) (5 48a)
(Margin Call).

e A margin call requires the investor to deposit additional cash or securities
into their account.

Alan b Adlaa) Alla (350 apai gf Adlia) ) gal £1) einaal) o Glialgd) slai llaly

e If the investor does not respond, the broker may sell the investor’s
securities to cover the loan.

Lol Al Aladl ()09 g Janes o) o sy 8 ¢ pafiaal) i A1 1Y W

Buying On Margin

Maintenance Margin (MM)
In investments, maintenance margin is the minimum amount of money an
investor must always have in their account to keep a margin trade open.

Difference Between Maintenance Margin & Initial Margin

Equity

Both use the same formula:
Value of the stocks purchased

But they are different in meaning:

Concept Initial margin Maintenance margin

MOHAMMED HAJ MOHAMMED l
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Definition The starting amount of money an The minimum amount of
investor must put in to buy stocks money the investor must keep
using a margin account. to avoid a margin call (forced

selling of stocks).

Whe|.1 it At the time of buying the stock. Conhnu9usly after buying, as
Applies stock prices change.

W31y yasiunedl Gl 3 0550 OF o ST JW! (e 33V sl 52 luall Sielgdl laiiwdl
Agiioe Sinelgll dddye Je Llaxl

J9V! Gielglly Qluall ialgl! o 3581

Equity

Ao laadl uds pusing Laads

" Value of the stocks purchased

il § 3,2 o
Qluall ilg) oV sl P ool
Clusdl § o O caw G Wl e oY1 uxll Je o gl oY1 adll sl
(eed! Gienlg)l Ol pldseiuly
eI ylaael 235 o ¢ paane S 6l ] peedlsld dis | SEdais o

Example: Suppose an investor buys 100 shares at $100 per share, and they take a
loan of $4,000 to finance part of the purchase. The investor percentage margin is
calculated as follows:

2 82cLall§4,000 sl 4] caa) gl agaill$100 ro agl00 o) o o8 | atins ol il
IS aiall alel Fs laa iy ol Jy s

SCENARIO 1

Step 1: calculate the value of the stock purchased

(Value of stocks purchased = number of shares * price per share)
(Value of stock purchased = 100 shares* S100/share)

Value of the stocks purchased = $10,000

Step 2: calculate the equity

Loan = $4,000

MOHAMMED HAJ MOHAMMED l
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Equity = Value of the stocks purchased — loan
Equity = $10,000 - $4,000 = 56,000

OR like this for both steps above:

INVESTMENT MANAGEMENT

ASSETS LIABILITIES + OWNER’S EQUITY
Value of the stocks purchased = $10,000 | Loan = $4,000 Equity= $6,000
$10,000 => (100 shares * $100/share) $6,000 => ($10,000-54,000)

Step 3: Calculate the investor percentage margin

Equity $6,000

Investor percentage margin = =

Value of the stock purchased a $10,000

Scenario 2

=60%

If the price per share DECLINES down to $70 per share, calculate the investor

Percentage margin?

Step 1: calculate the value of the stock purchased

(Value of stocks purchased = number of shares * price per share)

(Value of stock purchased = 100 shares* $70/share)
Value of the stocks purchased =

Step 2: calculate the equity

Loan = $4,000

Equity = Value of the stocks purchased — loan

Equity = -$4,000 = $3,000
ASSETS LIABILITIES + OWNER’S EQUITY
Value of the stocks purchased = Loan = $4,000 Equity= $3,000
$7,000 => (100 shares * $70/share) $3,000 => ( -$4,000)

Step 3: Calculate the investor percentage margin

. Equity $3,000
Investor percentage margin = =
Value of the stock purchased

MOHAMMED HAJ MOHAMMED l
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Scenario 3

If the price per share increases up to 5110 per share, calculate the investor
percentage margin?

Step 1: calculate the value of the stock purchased

(Value of stocks purchased = number of shares * price per share)
(Value of stock purchased = 100 shares* $110/share)

Value of the stocks purchased =

Step 2: calculate the equity

Loan = $4,000

Equity = Value of the stocks purchased — loan

Equity = - $4,000 = $7,000
LIABILITIES + OWNER’S EQUITY
Value of the stocks purchased = Loan = $4,000 Equity= $7,000
$11,000 => (100 shares * $110/share) $7,000 => ( -$4,000)

Step 3: Calculate the investor percentage margin

. Equit $7,000
Investor percentage margin = Y = = 63.63%
Value of the stock purchased

Conclusion:

e If the stock price increases, the investor percentage margin will also
increase.

e If the stock price decreases, the investor percentage margin will decrease.

e If the investor does not borrow money (Loan = 0), the investor percentage
margin will always be 100%, regardless of stock price changes.
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o) Sl Gl s e kil (ks <%100

Example on scenario 1 continued:
If a maintenance margin is 30%

What is the price where the investor receives a margin call?

Answer:
ASSETS LIABILITIES + OWNER’S EQUITY
Value of the stocks purchased = Loan = $4,000 Equity= 100P -$4,000
$100P=> (100 shares * P/share) Equity => (100P -54,000)

Maintenance Margin (MM)

Equity
MM =
Value fo the stock purchased
300 = 100P — $4,000
° T 100P

30P = 100P — $4,000
70P = $4,000
P =$57.14

At this price the investor will receive a margin call.

MOHAMMED HAJ MOHAMMED l
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Example 2:

Suppose an investor is bullish* on Fincorp stock, which is selling for $100 per

*In investing, the terms bullish* and bearish describe how investors feel about
the market or a specific stock.

e Bullish 7% = Investors believe prices will go up.

e Bearish ‘o' = Investors believe prices will go down.

(o..e.wji Ggudd (ppeiiundl Olad g5 Caso gl &M‘j g2l rllaian pusviug el (§

2 ¥l O (9 yadianall diiny Loic (Bullish) 70 > $agasall Goudl o

aRiu Hlaud)] Of Og peinell Witay Lodie (Bearish) & = Jogrgdl Ggud! o

share. An investor with $10,000 to invest expects Fincorp to go up in price by 30%
during the next year. Ignoring any dividends, what is thew expected rate of return?

Answer: - before the risen of the price

ASSETS LIABILITIES + OWNER’S EQUITY
Securities = $10,000 Loan = SO Equity= $10,000 (Old Equity)
$10,000 => (100 shares * $100/share) $10,000 => ($10,000-50)

After the risen of the price by 30%: -

ASSETS LIABILITIES + OWNER’S EQUITY
Securities = Loan = SO Equity= $13,000 (NEW Equity)
$13,000 => ($10,000 * (1+30%)) $13,000 => ( -$0)

New Equity — 0ld Equity

Rate of return =

Old Equity
rat . $13,000 - $10,000 _ $3,000 _ .
= = = V. * =
ate of return $10,000 $10,000 °

The expected rate of return would be 30% if the investor invested $10,000 to buy
100 shares.
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Now assume the investor borrows another $10,000 from the broker and invests it
in Fincorp, too. And assuming an interest rate on the margin loan of 9% per year

ASSETS LIABILITIES + OWNER’S EQUITY
Securities = $20,000 Loan =S 10,000 Equity= $10,000 (Old Equity)
$20,000 => ($10,000 (Invested) + $10,000 (borrowed)) $10,000 => ($20,000-510,000)

After one year, stock has risen up by 30%, and have an Interest rate of 9%

ASSETS LIABILITIES + OWNER’S EQUITY
Securities = Loan = $10,000 Equity= $15,100 (NEW Equity)
$26,000 => ($20,000 * (1+30%)) | Interest payable = $10,000 * 9% = $900 | $15,100 => ( -$10,900)

Total => ($10,000 + $900) = $10,900

New Equity — 0ld Equity

Rate of return =

Old Equity
Rat . $15,100 - $10,000 _ $5,100 _
= == = (. * =
ate of return $10, 000 $10,000 °

Scenario 2: If the price of the stock does not change.

ASSETS LIABILITIES + OWNER’S EQUITY
Securities = $20,000 Loan = $ 10,000 Equity= $10,000 (Old Equity)
$20,000 => ($10,000 (Invested) + $10,000 (borrowed)) $10,000 => ($20,000-510,000)

After 1 year, having an interest rate of 9%

ASSETS LIABILITIES + OWNER’S EQUITY
Securities = Loan = $10,000 Equity= $9,100 (NEW Equity)
$20,000 => Nothing Changed Interest payable = $10,000 * 9% = $900 | $9,100 => ( -$10,900)

Total => ($10,000 + $900) = $10,900

$9,100 —$10,000  —$900
$10, 000 "~ $10,000

Rate of return = —0.09 x100 = —9%

MOHAMMED HAJ MOHAMMED l
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Scenario 3: If the price of the stock down by 30%

ASSETS LIABILITIES + OWNER’S EQUITY
Securities = $20,000 Loan =S 10,000 Equity= $10,000 (Old Equity)
$20,000 => ($10,000 (Invested) + $10,000 (borrowed)) $10,000 => ($20,000-510,000)

After 1 year, the price goes down by 30%, and have an interest rate of 9%

ASSETS LIABILITIES + OWNER’S EQUITY
Securities = Loan = $10,000 Equity= $3,100 (NEW Equity)
$14,000 => ($20,000 * (1-30%)) | Interest payable = $10,000 * 9% = $900 $3,100 => ( -$10,900)

Total =>($10,000 + $900) = 510,900

$3,100 — $10,000 —$6,900
= =-0.69 100 = —69%

Rat turn = _ \
ate of return $10, 000 $10,000

Page 88 on hard copy, and page 117 on soft copy

9. You are bullish on Telecom stock. The current market price is $50 per
share, and you have $5,000 of your own to invest. You borrow an additional
$5,000 from your broker at an interest rate of 8% per year and invest
$10,000 in the stock.

by gl egudd Y9550 52 Godl § Sl jaudl VLA a8 egun Olin Bilato il
ey Slawg (0 ddLD) V905,000 (oIAB8L peis . yleiiw Lol Wigal o0 )Y 95,000
gl (3 )Y9310,000 jeisiudy bgiwB% 8515
a. What will be your rate of return if the price of Telecom stock goes up by
10% during the next year? The stock currently pays no dividends.
S el bl UM510%  daads YUY AS 0 pgan yaww adyl 13] s (ol WSladl Juas 52 Lo, |
B> l:;b)i &9 Y M\ ol f’w‘ xo

Solution:
ASSETS LIABILITIES + OWNER’S EQUITY ‘
Securities = $10,000 Loan = $ 5,000 Equity= $5,000 (Old Equity)
$10,000 => ($5,000 (Invested) + $5,000 (borrowed)) $5,000 => ($10,000-S

/ £
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After 1 year, the price goes up by 10%, and have an interest rate of 8%

ASSETS LIABILITIES + OWNER’S EQUITY
Securities = Loan = $5,000 Equity= $5,600 (NEW Equity)
$11,000 => ($10,000 * (1+10%)) | Interest payable = $5,000 * 9% = $400 $3,100 => ( -$5,400)

Total => ($5,000 + $400) = $5,400

$5,600 — $5,000  $600
$5,000 ~ $5,000

Rate of return = =0.12+100 = 12%

b. How far does the price of Telecom stock have to fall for you to get a
margin call if the maintenance margin is 30%? Assume the price fall
happens immediately.

AN a1 OB 13 ¢ ualg) el (25 g VL3I A5 gus yaw (ks Of oo d> T L @
D98 G yadl (3 (alassdl of (olsk $30% (imelel

ASSETS LIABILITIES + OWNER’S EQUITY
Securities = 200P Loan = $5,000 Equity= 20P -$5,000
200P=> (200 shares * P/share)

We don'’t need to calculate for the next year; because they mentioned that the
price fall happens immediately.

Dsd oy yaudl @ (2lassd Of (o as Wl JIgdl (315,85 0gl {uiall plad) Gl ] Al biad oy

Equity
MM =
Value fo the stock purchased
300 — 200P — $5,000
° T 200P
60P = 200P — $5,000
140P = $5,000

P = $35.7142/Share

The Investor will receive a margin call from the broker, when price reaches down
to $35.7.

LY9335.7 Jl sl duay ois ¢ Jarngll o Jiaold 55 paliianall (flisws
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SHORT SALE Gl e aud

Short selling is a strategy that investors use to profit from falling stock prices.
¥ bl BRI o ol im0 patlsall ot Al 55 BgSall e
How It Works:
1. Investor borrows shares from a broker.
2. Investor sells the borrowed shares at the current market price.

3. Later, investor buys back the same number of shares (to return them to
the broker).

4. If the stock price drops, the investor profits by buying the shares back at a
lower price. If the price rises, the investor loses money.

Ty S

dagll o pgudl (LB peliluadl poiy 1
A Ggerdl ya L2781 a1 gl syl g
dagl I galeY pgadl due s paliunel! (§dg B>y

ekl O ¢ yraadl 22351 13] Lol . J8T ymc 5] ) By yaicnall (30 cpogund| yaaw (pRA55113]
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Important Rules:

o The short seller must pay any dividends issued on the borrowed shares to
the lender.

o The broker lends shares from their own portfolio or borrows them from
other investors.

« The money from selling the borrowed shares stays in a broker’s account (it
cannot be reinvested).

o The short seller must provide extra money or collateral (margin) in case
the stock price rises to cover potential losses.
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rdago Jelgd
c2ykall ] L5812l pgud byl ©lasisd 8 ads gaslall e B8l e oy o
23T Opyetins (pe Lo of Lol dilaine (o egued)! Gy Jasaagll o
Loy lostts] (Seas Vg darswgll Ol 3 (A5 0gud) 1 (3¢ d3U1 JIgadl o
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*Purchase of the stocks: pgud! sl

Time Action Cashflow

Byl el X ERT]

Buy stocks (}- or Outflow) Initial price

PO [ JV padl (s (s 385 91 -)

Receive dividends & sell shares (+ or Inflow) Ending price + dividends
06 20 9 zWII il LI+ Gl ol (15 (485 (335 9l +)

Profit = Inflow — Outflow

Profit = (Ending price + dividends) — Initial Price
*Short sale of stocks: pgud GsaSall e aud!

Time Action Cashflow
gl syl Sl 3ol
Borrow shares & sell them (+ or Inflow) Initial price
ez 9 pgedl 218 SV sl (S (s (355 o1 +)
Repay the dividends & buy shares to (- or Outflow) Ending price + dividends
replace the borrowed ones LI+ Gl ol ()l (Suss 3346 91 -)

Profit = Inflow — Outflow

Profit = Initial Price — (Ending price + dividends)
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Example page 110 (soft book edition)

If you are bearish on Dot Bomb stock and decide to short-sell 1,000 shares at a
market price of $100 per share, and the broker requires a 50% margin on short
sales, what will be the total value of your account with the broker after the short
sale?

2Y93100 043 39w yruo BgaS86)l e 04w 1,000 xo <,%9 Dot Bomb gl Ola WSlade ¢S 13)
adleaz Y Aol Ld b aSall e gl Sl e %50 s Urols Cllaty ausg)l 05 cogun S
F39aSe)l e audl ddas day Loyl ae el

Step 1: calculate the cash received after selling on short sale, and margin on
short sale

58l s eall Slikas e alglly 35Sl e gl day ol I o) 1591 85k
1,000 shares * $100/share = $100,000 (cash)
$100,000 * 50% = $50,000 (Treasury bills “T-bills” or securities)
Total asset => $100,000 + $50,000 = $150,000

ASSETS LIABILITIES + OWNER’S EQUITY
Cash = $100,000 Securities in short position = $100,000  Equity= $50,000 (Old Equity)
T-bills = $50,000 $50,000 => ($150,000 - $100,000)

Total Asset = $150,000

If, as expected, the price drops to $70 per share, what are your total dollar
returns and the rate of return on the short sale?

Gl e Bl Jiaog 3Y90b Adlaz Yl Bl gall (o Lod cogudd 15993 TO ) 50 90 LS yauall pasil 13)

S LgaSall e gl
Answer:
$1,000 shares * $70/share = $70,000
ASSETS LIABILITIES + OWNER’S EQUITY
Cash = $100,000 Securities in short position = $70,000 Equity= $80,000 (New Equity)
T-bills = $50,000 $80,000 => ($150,000 - $70,000)
Total Asset = $150,000 (Assets — Liabilities)
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Return in dollar = $80,000 - $50,000 = $30,000 (profit)

$80,000 —$50,000
Rate of return = =0.6 *100 = 60%
$50,000

If the broker has a maintenance margin of 30% on short sales, what is the
highest price Dot Bomb stock can reach before you receive a margin call?

O oS yaws (el 92 lad cBgaSall e adl ldas e %30 dwis Bluo il Jasgll (s 0513
§ inelgll sl (35 oF LS Dot Bomb eges 44| s

ASSETS LIABILITIES + OWNER’S EQUITY
Cash = $100,000 Securities in short position = 1,000 P Equity= $150,000 — 1,000 P
T-bills = $50,000 1,000 P => (1,000 Shares * Price) => (Assets — Liabilities)

Total Asset = $150,000

Equity

Maintenance margin (MM) =
Value of the stocks purchased

$150,000 — 1,000 P
1,000 P

300 P = $150,000 — 1,000 P
1,300 P = $150,000
P =$115.38

30% =

At a stock price of $115.38, the investor will receive a margin call from the broker,
requiring them to either deposit additional cash, purchase more securities, or
cover the short position by buying back the borrowed shares at the market price.

gl Ao oo oo cdarwgll (o Jiolgdl £l polllunell (Bl <1395 115.38 ] pgd! yaw Jguo9 Sis
£l Bale] UM opo BgiSall (e audl 3Sp0 dndass ol cduladl BlygWI (o adll el cdudlis) Jlgal

You are bearish on Telecom and decide to sell short 100 shares at the current
market price of $50 per share.

50 JUWI bl Ggudl yrun BgaSall (e wgew 100 2 539 OILaIYI A4 ogur olaw @Slade cdl
o SN Y90
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a. How much in cash or securities must you put into your brokerage account if
the broker’s initial margin requirement is 50% of the value of the short position?

o) J991 Ginolgll Cllaie O 13] el ol Ablugll lus (§ ddle Blygl ol A o £395 OF oo . |
S48l e gl 3550 daid (y0 %50 9o
100 Shares * $50/Share = $5,000

ASSETS LIABILITIES + OWNER’S EQUITY
Cash = $5,000 Securities in short position = $5,000 Equity=$2,500
T-bills = $2,500 ($5,000 *50%) => (Assets — Liabilities)
Total Asset = $7,500 =>($7,500 - $ 5,000)

b. How high can the price of the stock go before you get a margin call if the
maintenance margin is 30% of the value of the short position?

2ol 3550 dad (30 %30 92 Dluall sl OE13] Guslgl el (25 O Jud eguad! 2w alyy 0F Sy . &

T gaSall e
ASSETS LIABILITIES + OWNER’S EQUITY
Cash = $5,000 Securities in short position = 100 P Equity= $7,500 — 100 P
T-bills = $2,500 ($5,000 *50%) => (Assets — Liabilities)

Total Asset = $7,500
Equity

Maintenance margin (MM) =
Value of the stocks purchased

$7,500 — 100 P
100 P

30 P = $7,500 — 100 P

30% =

130 P = $7,500
P = $57.69

At a stock price of $57.69, the investor will receive a margin call from the broker,
requiring them to either deposit additional cash, purchase more securities, or
cover the short position by buying back the borrowed shares at the market price.

gl e o bow cdarwgll (po Sualgd! sl pollicnadl (Bl )Y 95 57.69 | pgudl 2w Jgu09 i
sl Bale] IS oo LBgiSadl A ! 3Sye dudais of cadlal! (31ygVl oo el el ddlo) dl}ci
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Problem Sets

4. A market order has:

a. Price uncertainty but not execution uncertainty.
b. Both price uncertainty and execution uncertainty.
c. Execution uncertainty but not price uncertainty.

Answer: A

6. Dée Trader opens a brokerage account and purchases 300 shares of Internet

Dreams at $40 per share. She borrows $4,000 from her broker to help pay for
the purchase. The interest rate on the loan is 8%.

a. What is the margin in Dée’s account when she first purchases the stock?

ASSETS
Securities = $12,000
$12,000 => (300 shares * S40/share)

LIABILITIES + OWNER’S EQUITY
Loan = $ 4,000 Equity= $8,000 (Old Equity)
$8,000 => ($12,000 - $4,000)

.. . Equity $8,000
Initial percentage margin =

=> = 66.79
Value of stocks purchased $12,000 o

b. If the share price falls to $30 per share by the end of the year, what is
the remaining margin in her account? If the maintenance margin
requirement is 30%, will she receive a margin call?

After one year, the call rate 8%, and the price fall to 305

ASSETS LIABILITIES + OWNER’S EQUITY
Securities = $9,000 Loan = $ 4,000 Equity= $4,680 (New Equity)
$9,000 => (300 shares * $30/share) Interest Payable (8%) => $320 $4,680 => ($9,000-54,320)

Total = $4,320 => (Assets — Liabilities)
Remaining Margin = $4,680

When Maintenance Margin = 30%

MM = Equity _ $4,860
" Value o f the stocks purchased "~ $9,000

=52% = 30%

Investor will, not receive a margin call.
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c. What is the rate of return on her investment?

New Equity — 0ld Equity
0ld Equity

$4,680 — $8,000

Rat t = = —41.59
ate of return $8.000 Yo

Rate of return =

7. 0ld Economy Traders opened an account to short sell 1,000 shares of
Internet Dreams from the previous problem. The initial margin requirement
was 50%. (The margin account pays no interest.) A year later, the price of
Internet Dreams has risen from $40 to $50, and the stock has paid a
dividend of $2 per share.

a. What is the remaining margin in the account?

ASSETS LIABILITIES + OWNER’S EQUITY
Cash = $40,000 Securities in short position = $40,000 Equity= $20,000 (Old Equity)
T-bills = $20,000 $20,000=> (Assets — Liabilities)

Total Asset = $60,000

b. If the maintenance margin requirement is 30%, will Old Economy receive
a margin call?

ASSETS LIABILITIES + OWNER’S EQUITY
Cash = $40,000 Securities in short position = $50,000 Equity= $8,000 (New Equity)
T-bills = $20,000 => (1000 shares *$50/share) $8,000=> ($60,000 - $52,000)
Total Asset = $60,000 Dividends Payable = $2,000
Total Liabilities = $52,000

Maintenance Margin “MM” = 30%

Equity $8,000

= = = 16% < 309
Sec in short position  $50,000 %o = 30%

MM

Hence, the investor will receive a margin call.

c. What is the rate of return on the investment?

Rat . _$8,000 — $20,000 60%
ate of return = $20,000 = 0
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15. You've borrowed $20,000 on margin to buy shares in Disney, which is
now selling at $40 per share. Your account starts at the initial margin
requirement of 50%. The maintenance margin is 35%. Two days later, the
stock price falls to $35 per share.

a. Will you receive a margin call?
Balance sheet Before

ASSETS LIABILITIES + OWNER’S EQUITY
Sec= $40,000 Loan = $20,000 Equity= $20,000 (Old Equity)
$20,000=> (Assets — Liabilities)
How do we calculate Securities?

Equity

Initial Margin requirement =
Value of the stocks purchased "x"

5006 Equity

x
Equity = 0.5 X

Assets = Liabilities + Owner’s Equity

X = $20,000 + 0.5X

0.5X = $20,000

X = $40,000 => Value of the stocks purchased

$40,000

340 = 10,000 shares

Number of stocks purchased =

And to calculate equity “2" method”

Equity = 0.5 * $40,000 = $20,000

After 2 days
Note: Do NOT calculate Interest Payable because it hasn’'t been completed 1 year.

Mg ple Buad JoiSS o (@Y ddouiuwadl BUSAI el Y 1dage dasDlo

ASSETS LIABILITIES + OWNER’S EQUITY
Sec= $35,000 Loan = $20,000 Equity= $15,000 (New Equity)
(S35/share *1000 shares) $15,000=> (Assets — Liabiliti
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Equity __ $15,000
Value of stocks purchased - $35,000

Percentage Margin = =42.8% > 35%

The investor will NOT receive a margin call.

b. How low can the price of Disney shares fall before you receive a
margin call?

ASSETS LIABILITIES + OWNER’S EQUITY
Sec=1,000P Loan = $20,000 Equity=1,000P - 20,000
=> (Assets — Liabilities)
Maintenance Margin = 35%
Equity

MM =
Value of the stocks Purchased

1,000P — $20,000
0.35 =
1,000 P

350P = 1,000P — $20,000

650P = $20,000
P =$30.77

The Investor will receive a margin call from the broker, when price reaches down
to $30.77.

DHY95 30.77 Ul yaed! Juas i ¢ Jarwgdl (po ol ¢l podilunal! i

16. On January 1, you sold short one round lot (that is, 100 shares) of Four Sisters
stock at $21 per share. On March 1, a dividend of $2 per share was paid. On April
1, you covered the short sale by buying the stock at a price of $15 per share. You
paid 50 cents per share in commissions for each transaction. What is the value
of your account on April 1?

Step 1: Understanding the Short Sale (January 1%)

« You sell short 100 shares of Four Sisters stock at $21 per share.
« You must eventually buy back the shares (cover your short position).
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You receive:

100Shares * $21/share= $2,100

Commission Fee: Every time you trade, you pay a fee.
You paid $0.50 per share for selling.

Total commission:

100Shares * $0.5/Share= $50

So, your net cash from the sale is:

$2,100 - $50 =2,050

Step 2: Dividend Payment (March 1)

Dividend per share = $2
Total dividend paid:
100Shares * $2/ Share= $200

Step 3: Covering the Short Sale (April 1)

You buy back 100 shares at $15 per share to return them.

Total cost to buy shares:

100Shares * $15/Share= $1,500

Commission Fee: Again, you pay $0.50 per share when you buy.
Total commission:

100Shares * $0.5/Share= $50

Total cost to close the short:

$1,500+5$50 = $1,550

Step 4: Final Account Value

MOHAMMED HAJ MOHAMMED l

You started with $2,050 in cash (after selling short).
You paid $200 in dividends.

You spent $1,550 to buy back the stock and close the short.
Final cash in account:
$2,050-5200-51,550= $300
Final account value = $300
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CFA Problems:

1) FBN Inc. has just sold 100,000 shares in an initial public offering. The
underwriter’s explicit fees were $70,000. The offering price for the shares
was $50, but immediately upon issue, the share price jumped to $53.

a.

IPO => 100,000 Shares

Underwriters explicit cost = $70,000

Market price = $50/ share (That FBN has been sold out)
Offering price = $53 (The actual worth price in the market)

a) What is your best guess as to the total cost to FBN of the equity
issue?

Cost of the IPO = Direct cost + Underpricing

Cost = $70,000 + ($3/share *100,000Shares)

Cost = $70,000 + $300,000

Cost = $370,000

Note: Underpricing cost = Number of shares * (Market price - offering price)

Underpricing cost = 100,000 shares * ($53/share - $50/share)

b) Is the entire cost of the underwriting a source of profit to the
underwriters?

No. The underwriters only receive $70,000 as their fee. The $300,000
underpricing loss benefits investors who bought shares at $50 and
saw them rise to $53.

$ 300,000 AW jaiasied paaddl 8ylus Lo <o) poewyS 70,0005 s tadd giiSall Juam .Y
$.53 ] adhy) 03 $50 yra pgued g il ) (39 painall lgie dudians
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If you place a stop-loss order to sell 100 shares of stock at $55 when the current
price is $62, how much will you receive for each share if the price drops to $50?
A. S50.

b. $55.

c. $54.87.

d. Cannot tell from the information given.

Answer: d. cannot tell from the information given.

8. Consider the following limit-order book for a share of stock. The last trade in
the stock occurred at a price of $50.

$.50 yauw pgedl e ddduo y3T JudiB 65 . cpne g QW1 adl jalgl 85 Slacl §

Limit Buy Orders Limit Sell Orders
Price Shares | Price Shares
$49.75 500 $50.25 100
$49.50 800 $51.50 100
$49.25 500 $54.75 300
$49.00 200 $58.25 100
$48.50 600

a. If a market buy order for 100 shares comes in, at what price will it be filled?
Coduiss g o ‘“51 LS (g 100 o) §gud! yauncs ;!f".b_,.ai Nﬁ ‘03 kY]
Look at the “Limit Sell Orders” table and take the First row that has 100
shares, and then look at the price the answer is $50.25!!
el J] 5131 03 cagee 100 e Sgize S oY Cisall dis-g "Badmeedl gl yolsl" Jgu JI sl
50.255!! LYl ¢S

b. At what price would the next market buy order be filled?
B gl yaun QW1 1l 5ol Jai @tian yaw (ST s
Look at the “Limit Sell Orders” table and take the Second row that has 100
shares, and then look at the price the answer is $51.50!!
! )31 05 cogen 100 e Sgioe AT QU Casall disg "Baiomall gl algl" Jgaz ) Lail
51.50S! LY oS

c. If you were a security dealer, would you want to increase or decrease your
inventory of this stock?
S gl 13 (0 Og33all Jald 9l 3L (3 &y o (ddle Blygl 12 B) Bgw plio cuiS'13)
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You should know that:
e Limit Buy Orders => Quantity Demanded “Qd"
e Limit Sell Orders => Quantity Supplied “Qs”
Ol Gy O e
(Qd).glacdl &SIl (e pad Badseall sl &l yolgl o
(Qs).ds09 a0l &xaSUl oy Badoall adl palgl o

Calculate total shares for Qd and Qs
Total Shares Qd = 500+800+500+200+600= 2,600 shares
Total shares Qs = 100+100+300+100= 600 shares
Qd > Qs => 2,600 > 600
The dealer should increase the investor of this stock.

[ Apgyaallg dyghiaadl pgudl Jlozr] Gl

e4¢~ (Qd) = 500 + 800 + 500 + 200 + 600 = 2,600 Lokl cgud! Jdle=]
o4~ (Qs) =100 + 100 + 300 + 100 = 600 459 y20)l 0yl Jle=]

Bgdl Bl e Camd Logyaall ogudl Jlaz] o dol bgllaall 0gud)l Jlor] O Lo
ol 13 (0 Og35ua)l B3

END OF THE CHAPTER
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