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 1. Introduction to financial markets and 

instruments. 

 2. Financial markets: an historic 

perspective. 

 3- The major institutions of the financial 

sector. 

 4. Managing investment portfolios. 

 5. Perspectives about crises in financial 

markets and economic crises 



 

 1. Introduction to financial markets and instruments. 

 1.1 What is a financial instrument and its return? 

 1.2 Stock markets. 

 1.3 Other vehicles to invest in the ownership of firms. 

 1.4 Debt markets. 

 1.5 Derivative investment products. 

 1.5.1 Futures. 

 1.5.2 Options. 

 1.5.3 Other derivatives. 

 1.6 Transaction costs. 

 1.7 Risks associated to financial activities.  

 



 

 2. Financial markets: an historic perspective. 

 2.1 Origins, tendencies and developments at middle ages and 

the renaissance.  

 2.2 Advances and retrievals at creating investment markets 

(1720-1815). 

 2.3 Developments and tendencies at the XIXth century. 

 2.4 The integration of financial markets at the beginning of the 

XXth century. 

 2.1 Crises, crashes and control (1914-1939). 

 2.2  Financial markets after the second world war. 

 2.8 Transatlantic developments (1970-90) 

 2.9 The great globalization of financial markets after 1990. 

 



 3- The major institutions of the financial 
sector. 

 3.1 Commercial banks and deposit 
management institutions. 

 3.2 Investment banks and investment 
companies. 

 3.3 Insurance companies. 

 3.4 Other financial corporations. 

 3.5 Regulators and supervisors.  

 



 

 4. Managing investment portfolios. 

 4.1 Investment and risk. 

 4.2 Portfolio and efficient investment theory  

 4.3 Techniques for selecting investments into shares.  

 4.3.1 Identifying the structure of the return correlations.  

 4.3.2 Identifying the efficient frontier.  

 4.3.3 Models to anticipate expected returns.  

 4.3.4 Choosing potential investments. 

 4.3.5 Empirical evidence on models for estimating expected 
returns.  

 4.4 Techniques for selection and investment into debts 
portfolios.  

 4.4.1 Theories about interest rates and bond prices.  

 4.4.2 Managing debt portfolios.  

 4.5 How to assess investment portfolios? 

 4.6 Roadmap to behavioral finance and behavior economics.  
 



 5. Perspectives about crises in financial markets and economic 

crises.  

 5.1 Different types of financial crises.   

 5.2 Indicators of (eventual) crises. 

 5.3 Comparing crises trough history.  

 5.4 Discussing a contagious effect of financial and economic 

crises. 

 5.5 The concept of rational market and the actual existence 

of crises.  
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Assessment: 
   
 Maximum (AP*0.30+ FE*0.70; FE) 

   

 Where 

 AP: Assignments and participation in class. 

 FE:  Final exam.  

   

 



 1) Group report (3,500 words maximum) 

about the the historical developments of 

the Portuguese capital markets and their 

integration into the Euronext. 

 

 2) Group management of a real-life 

investment portfolio of 1 million Euros at 

the stocktrak.com plataform.  



 1.1 What is a 

financial instrument 

and its return? 



Introductory concepts 

 

 Risk and investment effort sharing.  

 

 Limited liability. 



 

 

 Primary market and secondary market. 

 



 A firm’s capital structure may contain: 

 

 Ordinary shares. 

 Preferred shares. 

 Bonds  

 Bank loans 

 Rights 

 Convertible bonds.  

 



Two major forms of 

return from investing 

in shares 

 



Two major forms of 

return from investing 

in shares 

Dividends 

Added share value 



 Bonds’ return and the distinction to 

shares’ return 

 

 Extreme events of when a firm is 

liquidated or falls bankrrupt.   



Simple interest versus 

compound interest 



 

 Interest with fixed rate and variable rate.  

 



 

 

 Return from the most looked after 

financial investments:  













 

 

 What about the risk that is associated to 

each asset?  





 1.2 Stock markets. 

 



What activities are performade by 

stock exchanges? 

 1- Supervision of transactions to assure 
efficency and transparency.  

 

 2- Authorization for trading and internal 
regulations.  



 3- Criation of environment for timely price 

identification.  

 

 4- Fast and efficient flow of information.  



 5- Clearing and settlement of 

transactions. 

 

 

 6- Sanctions and penalizations to deviant 

behavior and actions. 



Electronic transactions versus 

“floor” transactions 



Turnover figure 



Niche stock exchanges (Exemple 

LSE) 



Investment stats 



Activities performed by 

financial intermediates 

 1)Order execution. 

 

 

 2) Advisement. 

 

 

 3) Financial funds management. 



Where to find information about stocks 

in the internet 

 www.euronext.com  

 

 http://www.google.com/finance 

 

 http://www.digitallook.com 

 

 http://www.iii.co.uk 

 

 



 http://www.reuters.com/finance/markets 

 

 

 http://www.bloomberg.com/markets 

 



 

 http://www.proquote.com/ 

 

 

 www.fool.com 



 1.3 Other vehicles 

to invest in the 

ownership of firms. 



 Instead of directly investing in stocks, 

investment funds are an alternative. 



Related topics 

 Portfolio diversification 

 

 Scale investment and transaction costs. 

 

 Professional management. 

 

 Less investment control.  



Exemplos 

 

 

 Open-ended unit trusts. 

 

 Open-ended investment companies. 



 

 Exchange traded funds (ETFs) 

 

 

 Closed-endend trusts (investment 

companies) 



 

 Hedge Funds 



 Online examples: 

 

 https://www.fidelity.co.uk/investor/resear

ch-funds/fund-supermarket/default.page 



Private equity: investing in stocks 

outside stock markets.  



 The case of preferred shares. 



 1.4 Debt markets. 



 

 

 Initial concepts: price, cupoun and yield. 

 



Public debt types 

 Treasury bonds. 

 

 Treasury notes. 

 

 Treasury tickets. 



Corporate debt types 
 Common bonds (debentures). 

 

 Notes. 

 

 Monetary market instruments (e.g. 
commercial paper). 

 

 Convertible debt. 

 

 Debt with warrants. 



Interest rate types 

 Fixed rate. 

 

 Discount debt securities. 

 

 

 Variable rate.  



Amortization types 

 Fixed maturity. 

 

 

 Fixed maturity with options (either to buyer 

or seller)  

 

 Perpectual securities.  



 Contractual convenants. 

 

 

 High yield (junk) bonds. 



Rating 



Cotações 



 http://markets.ft.com/RESEARCH/Markets/

bonds 

 

 http://www.reuters.com/finance/bonds 



Example of investment funds in 

bonds 

 

 

 https://www.fidelity.co.uk/investor/resear

ch-funds/fund-supermarket/default.page 



 1.5 Derivative 
investment 
products. 

 1.5.1 Futures. 

 1.5.2 Options. 

 1.5.3 Other 
derivatives. 

 



 A) what is a derivative asset? 

 

 

 B) the concept of underlying asset.  



 

 Option is a derivative asset that gives the 

right but not the obligation to buy or sell 

the underlying asset against payment of 

the initial premium to purchase the option  



 

 Two major types of options: call options 

and put options.  



 

 

 Long position (buyer) and short position ( 

seller). 



Exemple: call option over 1000 

shares from Cadbury 



Suppose that the exercise price was 390 

pence by share.  







The short position over the call 

option 



 

 

 The put option case 





Managing risk through options 



Options over stock indexes 



 Furture contract: a contract traded in a 
capital market to buy and sell a certain 
underlying asset at a subsequent time  

 

 In this contract there is a right and an 
obligation to buy / or sell the underlying asset 
. However, because the contract is 
standardized and regulated , it can be 
traded on an exchange before the date of 
maturity, which often happens . 



Asociated concepts 

 Margin account 

 Maintenaince margin  

 Inicial margin.  

 Marking to market. 

 Clearing house. 

 









 

 The conclusion of the futures contract is 

usually made in monetary terms 

(whatever the underlying asset) , and in 

most cases before the maturity date. 



 

 Examples of future contracts 







Other derivatives 

 Swaps. 

 

 Warrants. 

 

 Obrigações convertíveis.  



Vital importance of the 

underlying asset.  



Over the counter markets 

 A product with some characteristics (but 

not all) of futures and traded on over the 

counter markets (hence outside the 

exchange) is called a forward.  



 

 Examples of porfolios with options: 











Profit 

[A] [B] [C]

[D] [E] [F]

ST 

Seis formas básicas de payoffs 







Profit 

[A] [B] [C]

[D] [E] [F]

ST 

Seis formas básicas de payoffs 







Profit 

[A] [B] [C]

[D] [E] [F]

ST 

Seis formas básicas de payoffs 







Profit 

[A] [B] [C]

[D] [E] [F]

ST 

Seis formas básicas de payoffs 



Para além disso existem ainda duas 

posições chamadas sem risco por terem 

payoffs não dependentes do valor de St.  

[A] [B]

profit 

ST 



 

 

 As estratégias com opções vão fazer 

combinações com estes payoffs. 



Basicamente, existem três 

grandes estratégias com opções: 

 

 i) Assumir posições num tipo de opções e 
no ativo subjacente.  

 ii) Assumir posições em opções do mesmo 
tipo, ou seja, só de compra ou só de 
venda (Spread strategy).   

 iii) Assumir posiçõs em opções de tipo 
diferente, isto é de compra e venda 
(Combination strategy).  



 

 

 i) Assumir posições num tipo de opções e 

no ativo subjacente.  

 



[A] Covered Call [B]

[C] Protective Put [D]



 Suppose you current own 100 shares of a stock, with a value of 

$86.38/share. 

 You fear it may fall in value in the short run, but do not want to sell now. 

 You see the following option data: 

 

 

 

 

 

 

 

 

 You decide to purchase an 85 put. 

 The protective put strategy is long stock + long put. 

Strike Call Put

75 11.50 0.75

80 7.00 1.38

85 4.25 3.25

90 2.25 6.13

95 0.81 8.88



Example: Protective Put, II 

 That is: 

 

Stock CF(0)+CF(T)

Price at P(T) Sell Portfolio

Expiration 85 Put stock CF(T) CF(0) Profit

78.00 7.00 78.00 85.00 -89.63 (4.63)

79.00 6.00 79.00 85.00 -89.63 (4.63)

80.00 5.00 80.00 85.00 -89.63 (4.63)

81.00 4.00 81.00 85.00 -89.63 (4.63)

81.75 3.25 81.75 85.00 -89.63 (4.63)

82.00 3.00 82.00 85.00 -89.63 (4.63)

83.00 2.00 83.00 85.00 -89.63 (4.63)

84.00 1.00 84.00 85.00 -89.63 (4.63)

85.00 0.00 85.00 85.00 -89.63 (4.63)

86.00 0.00 86.00 86.00 -89.63 (3.63)

86.38 0.00 86.38 86.38 -89.63 (3.25)

87.00 0.00 87.00 87.00 -89.63 (2.63)

88.00 0.00 88.00 88.00 -89.63 (1.63)

89.25 0.00 89.25 89.25 -89.63 (0.38)

89.63 0.00 89.63 89.63 -89.63 0.00

90.00 0.00 90.00 90.00 -89.63 0.37

91.00 0.00 91.00 91.00 -89.63 1.37

92.00 0.00 92.00 92.00 -89.63 2.37

At time 0 

Buy stock  -86.38 

Buy put  -  3.25 

CF(0)  -89.63 

{ 
This is the 

range of 

S(T) that  

you really 

need 



Profits Example: Protective Put 
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Writing a covered call 
 Buy a stock for S(0) = 43 

 Sell a call with K = 45 for C(0) = 1 

 Initial outlay is -42 

Stock offset CF(0)+CF(T)

Price at C(T) Sell Portfolio

Expiration 45 call stock CF(T) CF(0) Profit

40.00 0.00 40.00 40.00 -42.00 (2.00)

41.00 0.00 41.00 41.00 -42.00 (1.00)

42.00 0.00 42.00 42.00 -42.00 0.00

43.00 0.00 43.00 43.00 -42.00 1.00

44.00 0.00 44.00 44.00 -42.00 2.00

45.00 0.00 45.00 45.00 -42.00 3.00

46.00 -1.00 46.00 45.00 -42.00 3.00

47.00 -2.00 47.00 45.00 -42.00 3.00

48.00 -3.00 48.00 45.00 -42.00 3.00

profit 

ST 
45 

+3 

42 



 

 

 ii) Assumir posições em opções do 

mesmo tipo, ou seja, só de compra ou só 

de venda (Spread strategy).   

 



Vertical Spreads I,  

  [A]  Bulish Vertical Spread with Calls (AKA: A Bull Call Spread, 

or Buy Call with lower strike. 

 Sell Call with higher strike. 

 

 

[A] Bull Call Spread

Profit 

St 

Identify the Strike Prices Using 

the ‘kinks’ 
Note that there is an initial 

outlay with this strategy; the 

purchased call has a higher 

price than the written call 



Vertical Spreads, II. 
 [B] Bullish Vertical Spread with Puts (AKA: A Bull Put 

Spread.) 

 Buy Put with lower strike. 

 Sell Put with higher strike. 

[B] Bull Put Spread

Profit 

St 

Again: Identify the Strikes by the 
‘Kinks’. Do they make sense? 

There is an initial 

cash inflow with 

this strategy. 



Vertical Spreads, III. 

 [C] Bearish Vertical Spread with Calls (AKA: A Bear Call 

Spread.) 

 Buy call with higher strike. 

 Sell call with lower strike. 

 

 

 

[C] Bear Call Spread

Profit 

St 

Is there an initial 

cash inflow or 

outflow? 



Example: Bullish Vertical  

Spread with Calls, I. 
 Suppose you observe the following data from the CBOE: 

 Price of Jan 80 Call: $3.75 ($375 per contract) 

 Price of Jan 75 Call: $5.00 ($500 per contract) 

 You decide to buy the Jan 75 call and sell the Jan 80 Call. 

 Today, your outlay is $1.25, or $125 per contract. 

 At expiration: 
 At any price lower than $75, your payoff is $0 and your loss is $1.25 (your initial 

outlay). 

 If the underlying price is $76 at expiration, your payoff is $1.00, and your loss 
(CF0 + CFT) is $0.25. 

 If the underlying price is $77 at expiration, your payoff is $2.00, and your profit 
is $0.75. 

 If the underlying price is $79 at expiration, your payoff is $4.00, and your profit 
is $2.75. 

 At any price equal to or above $80, your payoff is $5.00, or $500, and your 
profit is 3.75. 



Example: Bullish Vertical  

Spread with Calls, II. 

 Today:  Buy Jan 75 call -5 

   Sell Jan 80 call +3.75 

   CF(0)  -1.25 

C(T) C(T) Total

Offset offset Profit

ST 75 Call 80 Call CF(T) CF(0)+CF(T)

73 0.00 0.00 0.00 (1.25)

74 0.00 0.00 0.00 (1.25)

75 0.00 0.00 0.00 (1.25)

76 1.00 0.00 1.00 (0.25)

77 2.00 0.00 2.00 0.75

78 3.00 0.00 3.00 1.75

79 4.00 0.00 4.00 2.75

80 5.00 0.00 5.00 3.75

81 6.00 (1.00) 5.00 3.75

82 7.00 (2.00) 5.00 3.75

83 8.00 (3.00) 5.00 3.75

84 9.00 (4.00) 5.00 3.75

85 10.00 (5.00) 5.00 3.75



Example: Bullish Vertical  

Spread with Calls, III. 

Then, one can plot the underlying price at expiration against the 

position profit or loss (note that the kinks are at the strike prices, 75 
and 80): 

 
Bullish Vertical Spread with Calls
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(Obviously, one could plot each elementary position as well.) 



Butterfly Spread Using Calls 
 This is a Long Call Butterfly: With equally spaced strikes: 

 

 
 

Long 1 with lowest strike;  

Short 2 with middle strike;  

Long 1 with highest strike 

 
Long Butterfly Using Calls

Profit 

ST 



Butterfly Spread Using Puts 
 This is a Long Put Butterfly: With equally spaced strikes: 

 

 

Long 1 with lowest strike;  

Short 2 with middle strike;  

Long 1 with highest strike 

 

Long Butterfly Using Puts

What do you think a written 

butterfly would look like? 
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Other Spreads, I. 
 Calendar Spreads: 

 Use the same strike, but with two different expiration 
dates. 

 Can use either calls or puts. 
 The resulting payoff is curved.  This is because one option 

is still ‘alive’ at the expiration date of the other. 
 

 Ratio Spreads  
 Can use either calls or puts. 

 Same expiration, but with two different strikes. 
 However, unlike other spreads, the number of options 

held in each position is not the same.  For example, a 
one could buy 3 puts with a strike of 30, and sell one put 
with a strike of 35. 



Other Spreads, II. 
 

 Condor Spread. 
 

 Uses four, equally spaced strikes. 
 

 For a long condor spread: Long 1 at the lowest and 
1 at the highest strike; short 1 at both intervening 
strikes. 
 

 The resulting payoff resembles a butterfly spread, 
but with a ‘flat spot’ between the middle two 
strikes. (The payoff for a long butterfly resembles a 
‘witches’ hat; the payoff for a long condor 
resembles a ‘stovepipe’ hat.) 



 iii) Assumir posiçõs em opções de tipo 

diferente, isto é de compra e venda 

(Combination strategy).  

 



Combinations, I. 
 A Long Straddle is formed by a long call and a long put: 

 Both have the same strike and expiration date. 

 What is the worst possible value for the underlying at expiration? 

 In a Short Straddle, one sells the call and sells the put.  

 

Long Straddle Using a Call and a Put

Profit 

ST 



Combinations, II. 

 A Long Strangle is formed by a long call and a long put: 

 Both have the same expiration date. 

 But, the call and put have different strike prices. 

 In a Short Strangle, one sells the call and sells the put. 

(what does it look like?) 

Long Strangle Using a Call and a Put

Profit 

ST 



Combinations, III. 

Strips and Straps 
 Strips and straps are formed by using a different number of 

calls and puts.  However, all the options share 

 The same strike price. 

 The same expiration date. 

 

[A] Long Strip [B] Long Strap

Long 1 Call; Long 2 Puts Long 1 Put; Long 2 Calls 

What are the slopes of these lines? 
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Example: Long 85 Straddle 
 You see the following option data and decide to 

purchase an 85 call and an 85 put. 

 

 

 

 

 

 

 Using the steps to build a profit table, you 
construct the following table. 

Strike Call Put

75 11.50 0.75

80 7.00 1.38

85 4.25 3.25

90 2.25 6.13

95 0.81 8.88
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Long 85 Straddle, II. 

  

Stock Offset Offset

Price at P(T) C(T) Portfolio

Expiration 85 Put 85 Call CF(T) CF(0) Profit

75.00 10.00 0.00 10.00 (7.50) 2.50

76.00 9.00 0.00 9.00 (7.50) 1.50

77.00 8.00 0.00 8.00 (7.50) 0.50

78.00 7.00 0.00 7.00 (7.50) (0.50)

79.00 6.00 0.00 6.00 (7.50) (1.50)

80.00 5.00 0.00 5.00 (7.50) (2.50)

81.00 4.00 0.00 4.00 (7.50) (3.50)

81.75 3.25 0.00 3.25 (7.50) (4.25)

82.00 3.00 0.00 3.00 (7.50) (4.50)

83.00 2.00 0.00 2.00 (7.50) (5.50)

84.00 1.00 0.00 1.00 (7.50) (6.50)

85.00 0.00 0.00 0.00 (7.50) (7.50)

86.00 0.00 1.00 1.00 (7.50) (6.50)

86.38 0.00 1.38 1.38 (7.50) (6.12)

87.00 0.00 2.00 2.00 (7.50) (5.50)

88.00 0.00 3.00 3.00 (7.50) (4.50)

89.25 0.00 4.25 4.25 (7.50) (3.25)

89.63 0.00 4.63 4.63 (7.50) (2.87)

90.00 0.00 5.00 5.00 (7.50) (2.50)

91.00 0.00 6.00 6.00 (7.50) (1.50)

92.00 0.00 7.00 7.00 (7.50) (0.50)

92.50 0.00 7.50 7.50 (7.50) 0.00

93.00 0.00 8.00 8.00 (7.50) 0.50

94.00 0.00 9.00 9.00 (7.50) 1.50

95.00 0.00 10.00 10.00 (7.50) 2.50

Time 0 

Buy C (K=85) -4.25 

Buy P (K=85) -3.25 

CF(0)  -7.50 
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Long 85 Straddle, III. 

Then, one can plot the profit data: 

 

 
Example: Long 85 Straddle 
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 Exemplo de mais uma fonte de 

informação financeira.  

 

 

 http://money.msn.com/investing/ 

 


