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INVESTORS  

For investors financial market allow them to invest their savings, as an alterna-ve to bank 

deposits. Investment can be made in several securi-es, that offer different types of risk and 

return 

FIRMS 

For firms financial markets are a source of financing, which are an alterna-ve to bank loans.  

OTHER PLAYERS  

Investment bankers; porAolio managers; retail investors; brokers; dealers. 

Financial Markets 
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Financial Markets 
FUNDING STRUCTURE OF FIRMS (STOCKS) 
As a percentage of the total 
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Financial Markets 
Real cost of capital 
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Real COST OF FINANCING THROUGH 
BONDS 

REAL COST OF FINANCING 
THROUGH COMMERCIAL PAPER 

Financial Markets 
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Financial Markets 
Financing per Instrument in Interna-onal Capital Markets ($bn) 

1996  1998  2000  2002  2004 

Bonds and Money Market Securi<es  543  678  1241  1009  1621 

Stocks  83  125  317  102  214 

Syndicated Loan  901  902  1485  1300  1807 

Total  1527  1705  3043  2411  3642 

Fonte: Bank for Interna1onal Se3lements 
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2006, March 31st  Market Capitalisation, $bn 
Exxon Mobil (US) 371.6 

General Electric (US) 362.5 

Microsoft (US) 281.2 

Citigroup (US) 238.9 

BP (UK) 233.3 

Bank of America (US) 211.7 

Royal Dutch Shell (NL/UK) 211.3 

Wal-Mart (US) 196.9 

Toyota Motor (Japan) 196.7 

Gazprom (Russia) 196.3 

HSBC (UK) 190.3 

Procter & Gamble (US) 189.6 
Source: Financial Times Note: Net Domes-c Income of Portugal 2006: 154 billions of euros 

Financial Markets 
Highest market capitaliza-on 
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Performance Evalua<on 

PorQolio Revision 

PorQolio Construc<on 

Security Analysis 

Financial Markets 
The Investment Process 

Investment Policy 
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1. Set Investment Policy  

o  Indicate the investment objec-ves; 

o  Indicate the policy asset mix; 

o  Select the porfolio management style (ac-ve vs. passive management) 

2. Perform Security Analysis  

o  Selec-on of securi-es for investment; 

o  Fundamental vs. Technical Analysis. 

3. PorQolio Construc<on  

o  How much to invest in each security; 

o  Diversifica-on; 
o  Timimg. 

Financial Markets 
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4. PorQolio Revision  

o  Repe--on of the three previous steps, as objec-ves might change and 
previously held porfolio might not be the op-mal one; 

o  Cost‐benefit Analysis.  

5. PorQolio Performance Evalua<on  

o  How was the porfolio performed over some -me period? 

o  Return earned vs. return incurred; 
o  Benchmarking. 

Financial Markets 
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SECURITIES 

Securi-es are contracts, differing on return and risk. 

TYPES OF SECURITIES 

Financial Markets 
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Money market instruments are short‐term debt instruments sold by government, financial 
ins-tu-ons, and corpora-ons. The important characteris-c of these securi-es is that they 
have maturi-es when issued of one year or less. 

o  Treasury Bills 

‐ Involve lending money on a short‐term basis to the US Treasury; 

‐ Maturity at issuance of no more than one year (91, 182 and 264 days); 

‐  T‐bills carry lihle (if any) risk. 

o  Repurchase Agreement (Repos or RPs) 

o  LIBOR  
o  Nego<able Cer<ficate of Deposit 

o  Bankers Acceptances  
o  Commercial Paper  

o  Eurodollars 

Financial Markets 
Money Market Instruments 
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Financial Markets 
Lis-ng of Treasury Issues 
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Financial Markets 
Capital Market Instruments 
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Financial Markets 
Capital Market Instruments 
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Financial Markets 
Lis-ng of Stocks Traded on  the NYSE 
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‐ A deriva-ve is a security whose value depends upon the value 
of other securi-es; 

‐  Op-ons (e.g. a call op-on on IBM);   

‐  Futures (e.g. futures contract on oil); 
‐  Forwards (e.g. a forward contract on Bri-sh Pound) 
‐  Posi-ons in deriva-ves can be very risky.  

Financial Markets 
Deriva-ves Instruments 
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Financial Markets 
Deriva-ves Instruments: an example 
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Terminal 
stock price ($) 

Long Call on EDP 
Payoff and profit from buying one EDP European call op-on:  
op-on price = $10, strike price = $100, op-on life = 1 year 
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Op-ons 
Basic Posi-ons 

Call (Buy) 
Put (Sell) 

Terms 
Exercise Price 
Expira-on Date 
Assets 

Futures  

•  Basic Posi-ons 
– Long (Buy) 
– Short (Sell) 

•  Terms 

– Delivery Date 
– Assets 

Financial Markets 
Deriva-ves Instruments 
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Financial Markets 
Trading Data on GE Op-ons 
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Financial Markets 
Lis-ng of Selected Futures Contracts 
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Financial Markets 
Main Markets 
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Financial Markets 
Main Markets of Deriva-ves 

+ 
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Financial Markets 
Main Markets (Oct. 2007) 

Stock Exchange   
Market Value Total Share Turnover 

(trillions of USD) (trillions of USD) 

NYSE Euronext 20.7 28.7 

Tokyo Stock Exchange 4.63 5.45 

NASDAQ 4.39 12.4 

London Stock Exchange 4.21 9.14 

Shanghai Stock Exchange 3.02 3.56 

Hong Kong Stock Exchange 2.97 1.7 

Toronto Stock Exchange 2.29 1.36 

Frankfurt Stock Exchange (Deutsche 
Börse) 2.12 3.64 

Madrid Stock Exchange (BME Spanish 
Exchanges) 1.83 2.49 

Bombay Stock Exchange 1.61 0.263 

National Stock Exchange of India 1.46 0.564 
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CAC 40 Index – CotaDon Assiste’ en ConDnu 

   40 biggest companies on Paris Bourse 

DAX 30 – Deutsche AkDenindex 

   30 largest and most liquid listed companies 

Dow Jones Industrial Average Index (price‐weighted) 

   30 stocks chosen by Wall Street Journal editors 

FTSE Actuaries All‐Share Index and FTSE 100 Index 

   Financial Times Stock Exchange Index 

   Quarterly 100 top market capitaliza-on in London Stock Exc. 

MSCI Emerging Markets Free Index 

   Tracks the performance of 25 emerging‐market countries    

Financial Markets 
Some Stock Markets Indices 
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NASDAQ 100 

   NaDonal AssociaDon of SecuriDes Dealers Automated QuotaDons 

   Top 100 companies traded on Nasdaq, mostly tech companies 

Nikkei 225 Index – Published by the business daily  Neihon Keizai Shimbun 

   top 225 of the Tokyo Stock Exchange  

Standard & Poor’s 500 Index 

   Reflect the performance of the largest US companies by market   
 capitalisa-on 

Financial Markets 
Some Stock Markets Indices 
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PSI ‐20               PSI Geral                   PSI Sectoriais (9 industries) 

The index management, calcula-on and disclosure are assured by Euronext Índices 

B.V., which is Euronext company, conjointly a specialized commihee, Euronext Index 
Steering CommiRee. 

PSI‐20 is an price index computed with a sample of 20 stocks issues nego-ated in the 

Mercado de Cotações Oficiais. PSI‐20’s basis value was 3000 points, refereed to December 31, 

1992 close price. The index value is disclosured each 15 seconds by Euronext Lisbon, during 

the treading period. 

Currently, the 20 companies listed are chosen based on their size (number of shares 
outstanding), free float (number of shares owned by small investors), predictable liquidity 

(number os trades performed), regularity and con-nuity of price forma-on. The index 

composi-on is review semi annually.  

Financial Markets 
The Portuguese Stock Market Indices 



Part I ‐ 29 Financial Markets and Investments |  Spring Semester 2011/12 

Financial Markets 
Time evolu-on of some indices 
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Financial Markets 
Time evolu-on of the S&P500 
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hhp://www.google.com/finance?q=INDEXSP:.INX 

Financial Markets 
Time evolu-on of some indices 
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Porfolio: Ini-al value  $25 + $100 = $125 

         Final value $30 + $90 = $120 

               Percentage change in porfolio value 

                 = ‐5/125 = ‐.04 =‐4/100   ‐4% 

Index:     Ini-al index value  (25+100)/2 = 62.5 

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

         Percentage change in index ‐2.5/62.5 

                 =  ‐.04 = ‐4% 

Financial Markets 
Example: Price‐Weighted Average 
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Exchange: Anonymous, standardiza-on of products and 
transac-ons 

Over  the Counter: Bilateral agreements, taylor made 

Financial Markets 
Stock Exchange / OTC 
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Return  

Refers to the percentage change in the value of a security (or of a porfolio) 
over a period of -me. Usually, it includes the change in value and the 
periodical remunera-on (interest or dividends) 

Risk 
Represents the possibility of the realized return on a security (or of a porfolio) being 
different from its expected return.  

We will use standard devia-on (or, alterna-vely variance) to quan-fy risk. 

The standard devia-on is a well‐know sta-s-cal measure that quan-fies the 
dispersion of a random variable around its expected value. 

Financial Markets 
Return and Risk 
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Financial Markets 
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1. Market Order  
o  An investor placing a market order is certain that the order will be executed but there is 
uncertainty about the price the order will be executed; 

o  The broker is obligated to act on a “best‐efforts” basis to obtain the best possible price 
for the investor.   

2. Limit Order  
o  A “limit price” must be specified by an investor that places a limit order;   

o  If the limit order is to sell shares, then the order will be executed only at a price that is 
great or equal than the limit price; 

o  If the limit order is to buy shares, then the order will be executed only at a price that is 
lower or equal than the limit price; 

o  An investor placing a limit order cannot be certain that the order will be executed. 

Financial Markets 
Type of Orders 
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3. Stop Order  
o  A “stop price” must be specified by an investor that places a stop order; 

o  If the stop order is to sell shares, then the stop price must be below the market price at 
the -me the order is placed; 

o  Conversely, if the stop order is to buy shares, then the stop price must be above the 
market price at the -me the order is placed;  

o  If someone trades the stock at a price that reaches or passes the stop price, then the 
stop order becomes a market order. 

4. Stop Limit Order  
o  Two prices must be specified by an investor that places a stop limit order: a stop price 
and a limit price;   

o  If someone trades the stock at a price that reaches or passes the stop price, then the 
stop limit becomes a limit order. 

Financial Markets 
Type of Orders 
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Financial Markets 
Price‐Con-ngent Orders 
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A public offer in the capital market is business proposal made to all investors. The specific 

name given to the opera-on depends on the specific business feature. We have the 

following types of public offer: 

o  OPS  oferta pública de subscrição/IPO ini-al public offer or SEO Seasoned equity offering 

o  OPV  oferta pública de venda/ SEO secondary equity offering 

o  OPA  oferta pública de aquisição/ Takeover  (friendly or hos-le) 

o  OPT  oferta pública de troca/ PEO public exchange offer 

Financial Markets 
Public Offers 



Part I ‐ 40 Financial Markets and Investments |  Spring Semester 2011/12 

o  Oferta Pública de Subscrição/Ini<al Public Offering/Seasoned Equity Offering  a company 

or investment fund that will issue securi-es (stock, bonds or units in investment funds) asks to 

all investors to subscribe them; 

o  Oferta Pública de Venda/Secondary Equity Offering a company or investment fund that will 

issue securi-es (stock, bonds or units in investment funds) asks to all investors to buy them; 

o  Oferta Pública de Aquisição/Takeover a company or investment fund asks to all investors to 

sell it all their securi-es; 

o  Oferta Pública de Troca/Public Exchange Offer a company or investment fund asks to all 

investors to exchange a specific security with other specific security. 

Financial Markets 
Public Offers 
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Financial Markets 

•  Commission: fee paid to a broker for making the 
transac-on 

•  Spread: cost of trading with dealer 
– Bid: price dealer will buy from you 

– Ask: price dealer will sell to you 
– Spread: ask ‐ bid 

•  CombinaDon: on some trades both are paid 

Trading Costs 
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Types of  Financial Risks 

1. Credit Risk 

2. Operational Risk 

3. Liquidity Risk 

4. Market Risk 
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Credit Risk 

     Credit Risk is the risk that an obligor does not honour his payments obligations  

 There is credit risk associated with 
  - Loans to households 
  - Loans to firms 
  - Bonds issued by the corporate sector or the government 
  - … 
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Default ra<os  New overdue credit (as a percentage of credit 
ajdusted for securi<sa<ons opera<ons) 

•  Concerning loans granted by Portuguese banks, a materialization of  credit 
risk has been observed in the recent past 

Source: Banco de Portugal 

Credit Risk 
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Credit Risk 

Rating agencies evaluate the risk of default 
Rating companies 

Moody’s Investor Service 
Standard & Poor’s 
Fitch 

Rating Categories 
Investment grade 
Speculative grade/Junk Bonds 
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Credit Risk 

Credit Default Swaps 

Credit Default Swaps are used to isolate the risk of default on 
credit obligations. 

In a CDS contract the protection seller agrees to pay the default 
payment to the protection buyer if default occurs. As an 
exchange for the default protection the buyer usually pays 
periodic fixed payments to the seller. The default payment is an 
amount to cover the loss. As soon as the default payment took 
place, the CDS contract terminates 
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Credit Risk 

Credit Default Swaps 
Cash-flows:  
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Credit Risk 

Three different specifications for the default payment of a CDS 
the notional amount of the defaulted asset minus the market value of 

the asset after the default event (cash settlement) 
a pre-agreed fixed percentage of the notional amount 
repayment of notional amount for the physical delivery of the defaulted 

asset to the protection seller (physical settlement) 

The CDS premium (or spread) is defined as the price for the default 
protection that has to be paid to the protection seller such that the 
contract has an initial value of zero. This amount is usually quoted in 
basis points per year (bp/a). 
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Credit Risk 

CDS spreads for Portuguese Government Bonds 
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Credit Risk 
CDS spreads for some euro area countries 
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Operational Risk 

     Operational Risk is is the risk arising from execution of a company's business functions and 
concerns 

  - Inadequate or failed systems; 
  - Management and operational error;  
  - Human error; 
  - Legal risk; 
  - Fraud … 
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Liquidity Risk 

     Liquidity Risk is the impossibility of trading in the market at the 
prevailing price due to illiquidity. 
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Market Risk 
 Market Risk is the risk that the value of a portfolio, either an investment portfolio or a trading portfolio, 
will decrease due to the change in value of the market risk factors. The four standard market risk factors are 
stock prices, interest rates, foreign exchange rates, and commodity prices. The associated market risk are: 

 - Equity risk, the risk that stock prices and/or the implied volatility will change.  
 - Interest rate risk, the risk that interest rates and/or the implied volatility will change.  
 - Currency risk, the risk that foreign exchange rates and/or the implied volatility will change.  
 - Commodity risk, the risk that commodity prices (e.g. corn, copper, crude oil) and/or implied volatility will change.  


