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7. Short-selling is the practice of selling securities that the seller does not own. The short-seller bor-

lows the securities sold through a broker and may be required to cover the short position at any fime

on demand. The cash proceeds of a shofi sale are kept in escrow by the broker, and the broker usu-

ally requires that the shoft-seller deposit additional cash or securities to serve as margin (collaterul)

Securities trading is regulated by the Securities and Exchange Commission, by other government

agencies, and through self-regulation of the exchanges. Many of the important regulations have

to do with full disclosure of relevant infbrmation concerning the securities in question. Insider

trading rules also prohibit traders from attempting to profil fiom inside information.
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I . Call one full-service broker and one discount broker and find out the transaction costs of imple-

menting the following strategies:

a. Buying 100 shares of IBM now and selling them 6 months from now.

t llvesting an equivalent amount in 6-month at-the-money call options on IBM stock now lnd

selling them 6 months from now.

2. Who sets the bid and asked price for a stock traded over the counter? Would you expect lhe

spread to be higher on actively or inactively traded stocks?

3. Suppose you short sell 100 shares of IBM, now selling at $ I 20 per share

a. What is your maximum possible loss?

b. What happens to the maxirnum loss ifyou simultaneously place a stop-buy order at $128?

4. A market order has:

Price uncertainty but not execution uncertainty.
Both price uncenainty and execution uncertainly.

Execution uncertainty but not price uncertainty.

5. Where would an illiquid security in a developing country tto.tt likelf lfade?

4. Broker markets.

,. Electronic crossing networks.
c. Electronic limiForder markets.

6. Dde Trader opens a brokerage account and purchases 300 shares of lnternet Dreams at $40 per

share. She borrows $4,000 from her broker to help pay for the purchase. The interest mte on the

loan is 87o.

a. What is the margin in Dde's account when she first purchases the stock?

,. 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 3070, will she receive a margin call?

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

a.

b.
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excel 12. Suppose thrl you sell sholt500sh.lrcsollntel.culTentllscllingfirr$-l0pershruc.anclgiveyour-
hr, 'lrf ( | 5.{x )lr lo ( sl.rhlr.h \,'ur nrirrr.l in ilL\'orrnl.

d. ll vou ciun rro irllcrest on lhc funds in l'our nrlrr'!!in account. whirt wil] heyourr-atc ofrcturn
rlier I )enr i[lrtel stock is sellins ari (i).$-1.1i (ii) S.l0: (iii) $i6] Assume lh{t lnlcl pa)s no
dividcnds.

h ll-thc mainlenance nrarcin is 257. how high can Intel's price risc beli)rc ),,u:rcl r nrir$in
crlll

.. llcdo prrts (./) iLnd (r). but now assuile lhrt Intel lso lras paid a ycar cnd di\idcnd ol'
Sl pcr share. Thc price\ in parl (d) should bc inlcrprcted as cx-divideltd. that is. prices lfler
lhe divideud has hcen paid.

13. Hcru is sonle frice inlbnlralion on Mirriott:

Bid Asked

r 9.95 20 05

You hr\'c placcd a slop-lors order to scll rt $20. What are you tclling you| br-okerl Gircn markct
priccs. \'ill \'()ur odcr be c\cculed'l

lJ. Helc is sonle pricc inlinlnlti()n on Fincorp slock. Supl)ose thal l;incorp tfitdes in n cleuicr
lrtalel.

Mafi ott

AskedBid

5 5.50

d. Suppose )'ou hil!e submittcd ,!l ordcr to )1)ur bll)ker lo bu\ rl
vour- trlde bc excculed.)

l]. Suppose y()u hil\c \ubmitlcd a ordcr to scll al Innrket. At what plicc will your Iftlrlc bc

c\cculcd.)
.. Suppose vou hrvc subnillcd a linrit orLler to sell at $j55.61. Whlt rvill happcn?
.l Supposc \ou havc subrnillcd a lirnil odcr to br] lt 555.17- \Vhlt \\ill h{ppcnl

15. No$ rcc()n\idcr Ihc plevious problcrD rssllrnirs thitl Fincorp sell\ in an erchange ntarkcL likc
rhe NYStr.

r/. ls th!'rc ilr)J chirnce fin lhc rnilrlcl bu\' or(lcr corlsidercd in pitrt (ir) Io Irc cxeculed rt x flice
bclow $5.5.50. lind thiJ scl1 ordcr in filn (r) ilt a l)ricc llbovc $j55.251

/z lsthcrcanl chrnceol irn inrnleLlilte lrrdc ul S55..17 lin the limil-bLl) ordcrinprrt(r/)l
16. You le borrorvccl S10.0(X) on nlursin to buv shure\ in DisDey. \hich is now scllin-l .rt !i.10 per'

shlre. Y()ur rLccounl stlrtsatth0 initiirl milrgin rcquirenrcnt ol507r. l'he nlrinlcnirn(( nrir:rin i\
i5',i. fso dlts latcr'. the stock price falls to S-li per-shar-c.

a- Will you r'cceirc a nar'-uir calll
,. How lo$ citn thc pric0 oi Di\nev shitrcs filll bcfi)re you rccei\e l lnargin cirll.)

17. OnJanulrl l.\ousoldshononcr'()undlot{thulis. l00shlrcs)ofLoNes\tockillSllper\harc.
OnMarchl.ldi!idendol $2])crshlrewrsprid.OnApril I,youco!ere(llhesholtsalebybLry-
ins lhe stock rt a pricc ()l S l5 pcr sharc. Y)Lr paid 50 ccnls pcl shtre in corl|rissions firr elch
lrilnsilction- Whal is the rirlLre olr. our |ccount on April I l

nrilrkct. i\l \rhirl Ficc \!ill

CFA}
\ry)BLEN-rs

L FBN. lnc.. hirs.iust sold 100.{X)0 shtres in an initirl putrlic olltring. The Lrnder$'ritcr's cxplicit
fics $cre 570.000. Thc oljering p.ice tbf lhc sharc\ $ar S-50. but in:nediltel] upon issuc. lhc
shrrc pricc junrpecl to li53.

./. Wh l is y()ur bcst glrcss lls lo thc tot lcoslk)FBNol theequity issuel
h ls thc entirc cost ofthe under\fiting ir \ource ol prolit 1() d]c undel\\'riters.)
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2. Ifyo( placc x stop-loss order to sell 100 sharcs ofsk)ck at ii55 whcn the curenr plice is 1i62. how
much will you receivc tirr each sharc il thc price drops to $501

a. S-50.

, $55.

.. $5'1.87.

./. C:rnnot tcll tionr the irlbnDdtion given.

3. Specialisfs oD the New York Stock Exchangc do all ol lhe tilllowing er( (,/r/.-

d. Acl as dealcrs li)I their own lccoLr|ts.
/r Exccule limit ordel-s.

.. Help providc liquidity lo the markctplacc.
/t Acl as od(l kn derlers.

Stock Market Listing standards
Each exchange sets different criteria that must be satisfied for a stock to be listed there.
Listing requirements for the Singapore Exchange can be found at www.sgx-com. see
Mainboatd Listing Requirements under the l6t/n9 on sGX tab. Similarly, listrng require-
ments for the Hong Kong Exchange can be found at www.hkex,com.hk. See lBting
Requirements and Procedures under the Llstng Matteri tab. What are the financial
criteria Gu(h as profitability, revenue, and market capitalization) for listlng in these
exchanges? Whal are the accounting standards and shareholding spread required by
these exchanges?
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L Linritcd tinrc shell rcgistration was inlroduced becausc its cost stvings outwcighed the disad-
|anlage of slighll), less up-to-dilte disclosures. AIlo$ing unlinrited shelf rcgistmtion rvouid
cil-curDvent 'blue sky- llws thitt cnsure proper disclosutc iN thc linanciitl circumstilnces of the
firnl changc over lin1e.

2. d. Used cars lriide in dcrler rDarkels (used-car lols or auto deirlcrships) and in direct soarch

nritrkets rvhen individuuls ad\ertisc in locrl ne\ spapeN or on the Wcb.

b. Piiintings tlade in broker ma|kets when clients conl ission bl\)ke$ to buy or sell alt ti)r thcm.
in dealer markcts at art grllelics. and in auctioD tlrarkels.

(. Rilre coins tradc mostly in dcaler lrarkets in coin shops. but tltey ll]so trade in auctions ilnd in
dircct search nrarkets whcn individuals ad\ertisc they want to buy or'sell coins.

J. .r- You should give your brokcr a rlffket order. It will be executed inrmediatcly and is thc
chcapest type of order in lernrs ol brokerage lees.

D. Yru should givc your broker a limit-buy ordcr. which will bc execuled ollly if thc sharcs can
bc obtxined at a pricc:Lbout 5% below thc current pdce.

.. You should gi\e jour brokcr a slop-loss or'der'- wlrich will be excculed if the share pricc starts
talling. The linit or stop pricc should be closc to the current price k) avoid lhe possibility ol
llrge losses.
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