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Tentative Teaching Schedule

Session Topics Reading (Main Text)

Introduction and Asset Classes and Financial

1 Chapters 1 and 2
Instruments

2 How Securities are Traded Chapter 3

3 Mutual funds and other investment companies Chapter 4 and 25.3
Learning about Return and Risk from the Historical

a4 Chapter 5
Record

5 Risk Aversion and Capital Allocation to Risky Assets Chapter 6

6 Optimal Risky Portfolios Chapter 7

7 Optimal Risky Portfolios (Continued) Chapter 7

MID-TERM EXAMINATION:
8

TUESDAY 3 MARCH 2020 (15:00-17:00 hours)




Tentative Teaching Schedule

Session Topics Reading (Main Text)

9 The Capital Asset Pricing Model Chapter 9
10 Bond Prices and Yields Chapter 14
11 The term structure of interest rates Chapter 15
12 Options Markets: Introduction Chapter 20
13 Option pricing Chapter 21
14 Option pricing (Continued) Chapter 21
15 The Efficient Market Hypothesis Chapter 11
16 Futures Markets (tentative) Chapter 22
- FINAL EXAMINATION:

TUESDAY 12 MAY 2020 (9:00-12:00 hours)




Assessment

Midterm exam 35%
Final exam 40%
Project and class participation 15%
Homework 10%

Class policies:

Lectures will stress the most important issues addressed in the readings. You are responsible for all
material covered in class and assigned readings. Lectures may g¢o beyond the scope of the textbook.
Therefore, it is important for you to attend and participate in class.

There will assignments as deemed appropriate to accommodate effective learning. Each assignment will
be graded based on the quality of the analysis and the ability to apply the principles of financial
management for managerial decision. Lecture notes, exercises, and guided solution to each lecture, as
well as other useful materials, could be accessible from class Moodle.

You are responsible for all announcements and changes made in class. However, there will be no make-
up quiz and final examination without prior consent from the instructor. If a student has a legitimate,
verifiable reason (e.g., doctor’s note), a separate comprehensive examination will be given.



The Investment Environment



BODIE KANE MARCUS

INVESTMENTS

Eleventh Edition

Reading:
Chapter 1 and 2

Outline

® The Investment Environment
® Real Assets versus Financial Assets

® Risk-return trade-off and efficient pricing

® Asset Classes and Financial Instruments
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Why is this class useful?

® Satisfy degree requirement

® Prepare you for a career in finance as a money manager, financial analyst,
investment professionals, CFO, etc.

® Prepare you for becoming a successful lifelong investor

After taking this class, students should be able (among other things) to discuss
investment alternatives and perform optimal portfolio selection of equity securities, to
value government bonds, to value simple derivatives securities, to understand the
mechanisms of trading and the institutional framework in which investment takes place.
This is a class that will get students thinking about systematic investment analysis. It will
also cover some material required for the CFA (Certified Financial Analyst) exam.



Dictionary

Search for a word Q

What is investment? © in-vest-ment

/in"ves(t)mant/
noun

1. the action or process of investing money for profit or material result.
"a debate over private investment in road-building”
synonyms: investing, speculation; More

2. ARCHAIC
the surrounding of a place by a hostile force in order to besiege or blockade it.

Investment - Investopedia tions
https://www.investopedia.com » Investing » Investing Essentials v Feedback
Jun 30, 2019 - An investment is an asset or item acquired with the goal of generating income or

appreciation. In an economic sense, an investment is the purchase of goods that are not

consumed today but are used in the future to create wealth.

Investment - Wikipedia

https://en.wikipedia.org » wiki» Investment ~

To invest is to allocate money in the expectation of some benefit in the future. In finance, the
benefit from an investment is called a return. The return may consist ...

Terminology and risk - History - Investment strategies - Intermediaries and ...



Assets and Investment

Real Assets

® Have Productive Capacity

® Examples: Land, buildings,

machines, intellectual property

Financial Assets

® Claims on real assets

® Do not contribute directly to
productive capacity

® Examples: Stocks, bonds



Assets $ Billion % Total Liabilities and Net Worth $ Billion % Total
Real assets Liabilities
Real estate $ 25,276 25.0% Mortgages $ 9,711 9.6%
Consumer durables 5,241 5.2 Consumer credit Siosisisl ZUE
Other 463 0.5 Bank and other loans 975 1.0
Total real assets $ 30,979 30.6% Other 291 0.3
Total liabilities $ 14,510 14.3%
Financial assets
Deposits $ 10,693 10.6%
Life insurance reserves 1,331 1.3
Pension reserves 20,972 20.7
Corporate equity 13,311 13.1
Equity in noncorporate business 10,739 10.6
Mutual fund shares 8,119 8.0
Debt securities 4,200 4.1
Other 962 0.9
Total financial assets $ 70,327 69.4 Net worth 86,796 85.7
Total $101,306 100.0% $101,306 100.0%
Table 1.1

Balance sheet of U.S. households

Note: Column sums may differ from total because of rounding error.
Source: Flow of Funds Accounts of the United States, Board of Governors of the Federal Reserve System, March 2016.




Financial Assets

Financial Assets: Claims on Real Assets

7\
Fixed-Income Securities: Equity:
Promises a fixed stream of income Represents ownership share in a
or a stream of income determined corporation; common Stock
by a specified formula; debt
v

Derivatives:

Provide payoffs that are determined

by the prices of other assets




SET Index —
INDEXBKK: SET N/ SET
1,638.24 +1267 (0.78%) ¢

Aug 21, 17:07 GMT+7 - Disclaimer

1 day 5 days 1 month 6 months YTD 1 year Syears Max

2,000 1,518.69 5 Aug 2016
1,800
1,600
1,400

1,200 |

2562

N
hn
o
w
(]
o _|
(8}
(o]
N
()]
o
—

Open 1,628.55 Low 1,623.24
High 1.642.07



Market Data @ TFEX

Market Summary Investor Types = Underlying

Delayed 15 minutes 22 Aug 2019 As of 09:48:46

Volume or*
Total Market 30,882 3,131,046
Total Futures 30,502 3,054,531 Products Highlights All Products @
SETS50 Index 18,522 327,748 .
Sector Index - - SETSO J, GOId /\
Single Stock 115 2,634,725 Futures Futures 4
Precious Metal 11,660 65,344
- GF10 4,117 43,507 e | . "‘\
- GF50 125 2,535 SE_r50 Gold Online ¢
- Gold Online 7,418 19,302 Options Futures
Deferred Precious Metal 205 224 e
-cou s 2 SingleStock ' Gold-D
Currency - 26,418 FU'[UI’GS Sy
Interest Rate - -
Agriculture - 72 ¥ o
S ss  USD /' RSS3D
cal 267 45,983 Futures Futures
Put 113 30,532
Put/Call 0.42 0.66

* Day Session: OI as of the Night Session of previous day.
Night Session: OI as of the Afternoon Session of current day.
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Other Types of Investment

® Investment in currency

®* Commodity futures

® Corporations invest in the
commodity futures to
hedge the risk

This announcement is neither an offer to sell nar a solicitaiion of an offer to buy any af these Certificates.
This offer 15 made only by the Offering Memorandum,

NEW ISSUE $100,m0,000 July 7,1987

AMERICAN
GOLD
CERTTFICATES

Due July 1, 1991

o American Gold Certificates represent physical allocated gold bullion
insured and held in safekeeping at Bank of Delaware.
o Anytime during the four-year period, the certificate holder
may request physical delivery of the gold.

Copies of the Offeving Memorandum may be obiained in any State froms only such of tie wndevsigned
as may legally offer these ceviifientes in such Staie

J. W Korrh CarrtaL Markers, Inc

The CHicaco CORPORATION

First ALsany CORPORATION

InTERSTATE SECURITIES CORPORATION

McDonaLp & Comeany
SECURITIES, INC

Rongy & Co

ViNiNG.Sparks SEcUrITIES, INC

Baker. Warrs & Co

BIRR, WILSON SECURITIES. INC

INDEPENDENCE SECURITIES, InC

EmMeTT A. Larkin Co., Inc.

SewLer AMDEC SECURITIES INC

Cowen & Co DO\!IN[LK & I)unlmu\

ORPORAT
GRIFFIN, KUBIK, STEPHENS & THOMPSON, INC
Janney MonTGoMERY ScoTT ING
PacIFiC SECURITIES, INC.
STePHENS INC Unire, Inc
WesTcap SECUuRITIES, INC.
BARCLAY INVESTMENTS. INC
D. A Davinson & Co.
INCORPURATED
Jesup & Lamont Securrties Co., Inc
SCoTT & STRINGFELLOW. INC

Unnerwoon, Neunavs & Co.
INCORPORATED

Figure 1A A gold-backed security



The Investment Process

® Portfolio: Collection of investment assets
® Asset allocation
® Choice among broad asset classes
® Security selection
® Choice of securities within each asset class
® Investment strategy

® “Top-down” approach: Asset allocation followed by security analysis

® “Bottom-up” approach: Investment based solely on the price-
attractiveness

20



Markets Are Competitive

Return

Risk-Return Trade-off

Low Risk

Low Potential Return

\ 4

1t

High Risk
High Potential Return

Standard Deviation (Risk)

® Higher-risk assets are priced

to offer higher expected
returns than lower-risk assets

® Risk and expected return are

positively correlated

21



Markets Are Competitive

Efficient Markets

® Efficient markets: prices quickly adjust to all relevant information

® There should be neither underpriced nor overpriced securities

22
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Markets Are Competitive

® Passive Management
® Holding a highly diversified portfolio
® No attempt to find undervalued securities

® No attempt to time the market

® Active Management
® Finding mispriced securities

® Timing the market

24



The Players

Who Supplies Capital? Households

Price of Capital

What Demands Capital?  Firms

Quantity of Capital
Roll of Government?

Can be either borrowers or lenders

25



The Players

® Financial Intermediaries: Pool and invest funds
® Investment Companies
® Banks
® Insurance companies

® Credit unions

26



Universal Bank Activities

Investment Banking

« Underwrite new securities issues

« Sell newly issued securities to
public in the primary market

Commercial Banking

« Take deposits and make loans

27



Asset Classes and
Financial Instruments



Financial Assets

Asset Classes

Fixed Income

\ 4

Money Markets

Equity

\ 4

Capital Markets

\ 4

Common Stock

Derivatives

\ 4

Preferred Stock

\ 4

ADRs

29



Fixed Income

Fixed Income

\ 4

Money Markets

Asset Classes

Equity

\ 4

Capital Markets

\ 4

Common Stock

Derivatives

\ 4

Preferred Stock

\ 4

ADRs

30



Fixed Income: The Money Market

® Subsector of the fixed-income market

® Short-term
® Liquid

® | ow risk

® Often have large denominations

Table 2.1

Major components of
the money market

$ Billion
Federal funds and repurchase agreements $3,748
Small-denomination time deposits and savings deposits* 8,991
Large-denomination time deposits? 1,865
Treasury bills 1,527
Commercial paper 1,120
Money market mutual funds 2,716

*Small-denomination time deposits are less than $100,000.
*Large-denomination time deposits are greater than $100,000.

Sources: Flow of Funds Accounts of the United States, Board of Governors of the Federal Reserve System,
March 2016.

31



Money Market Securities

® Treasury bills: Short-term debt of U.S. government
® Bid and asked price

® Bank discount method
® Certificates of deposit (CD): Time deposit with a bank

® Commercial paper: Short-term, unsecured debt of a company

® Bankers’ Acceptances: An order to a bank by a bank’s customer to pay a sum of
money on a future date

® Eurodollars: Dollar-denominated time deposits in banks outside the U.S.
® Repos and reverses: Short-term loan backed by government securities.

® Federal funds: Very short-term loans between banks

32



Yields on Money Market Instruments

®* Money market securities are not free of default risk

® The premium on bank CDs and the TED spread have often become greater
during periods of financial crisis

55
5.0 H
45 —

4.0 H

Financial Crisis
359 OPEC Il

Penn Square

OPEC|

3.0
2.5 -
20 - Market Crash
1.5 -
1.0 —
0.5 —
0.0

Percentage Points

1970
1972 <
1974 <
1976 =
1978 =
1980 —
1982 =
1984 =
1986 —
2000 +

1988 -
1990 —
1992 —
1994 —
1996 —
1998 —
2002 <
2004
2006 —
2008 =
2010
2012
2014 <
2016

Figure 2.2 The spread between 3-month CD and Treasury bill rates -



Fixed Income: The Capital Market

Treasury
Notes

Capital
Markets

Corporate
Bonds

Municipal
Bonds

Treasury
Bonds

Inflation-

Protected

Securities

Federal
Agency
Debt

® Subsector of the fixed-income
market

®Long-Term

® Liquid

® Low risk (but not as low as
the Money Market)

34



Capital Market Securities: Treasury Notes and Bonds

® Treasury Notes and Bonds
® Maturities
® Notes — Maturities up to 10 years
® Bonds — Maturities from 10 to 30 years
® Par Value — $1,000
® Interest paid semiannually

® Quotes — Percentage of par

35



Capital Market Securities

® Inflation-Protected Treasury Bonds

® TIPS (Treasury Inflation Protected Securities) - In the U.S., inflation-
protected Treasury bonds are called TIPS

® Federal Agency Debt
® Fannie Mae
® Freddie Mac
® Others

® International Bonds

® Furobonds and Yankee bonds

36



Capital Market Securities: Municipal Bonds

® Municipal Bonds
® |ssued by state and local sovernments

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

® Types

® General obligation bonds: backed by taxing power of issuer

® Revenue bonds: backed by project,s revenues or by the municipal
agency operating the project

37



Tax-Exempt Debt Outstanding

4,000
3,500 —

B Industrial Revenue Bonds

B General Obligation

3,000 —

2,500 —

2,000 —

1,500 —

1,000 —

500 —
0+ T T T T T T

Figure 2.4 Tax-exempt debt outstanding

$ Billion

2008
2009

2005
2006
2007
2010
2011
2012
2013
2014
2015

Source: Flow of Funds Accounts of the United States, Board of Governors of the Federal Reserve System, March, 2016.



Municipal Bond Yields: Taxable vs. Tax-Exempt Bonds

®* Compare after-tax returns on each bond

®Let t = investor’s marginal tax bracket

® | et r = the before-tax return on the taxable bond

®Let r_ = the municipal bond rate

°if rx (1 — t) >r, then the taxable bond gives a higher return;

otherwise, the municipal bond is preferred

Tax-Exempt Yield

Marginal Tax Rate 1% 2% 3% 4% 5%
20% 1.25% 2.50% 3.75% 5.00% 6.25%
30 1.43 2.86 4.29 5.71 7.14
40 1.67 3.33 5.00 6.67 8.33
50 2.00 4.00 6.00 8.00 10.00

Table 2.2

Equivalent taxable
yields corresponding
to various tax-exempt
yields

39



Capital Market Securities: Corporate Bonds

® Corporate Bonds
® Issued by private firms
® Semi-annual interest payments
® | arger default risk than government securities
® Options in corporate bonds

® Callable

® Convertible

40



Capital Market Securities: Mortgage Backed Securities

® Mortgage-Backed Securities

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

® Produced by securitizing mortgages

®* Most were issued by Fannie Mae and Freddie Mac

Note: Mortgage-backed securities are called pass-throughs because the cash
flows produced by homeowners paying off their mortgages are passed

through to investors.

41



Bond Market Securities

® Mortgage-Backed Securities

® Traditionally conforming morteages

® Later, “private-label” issuers securitized large amounts of subprime
mortgages

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

42



THB Trillion

14

12

10

ForeignBond

State Owned Enterprise Bond
Corporate Bond

Bank of Thailand Bond
Government Bond

Eeenose

-s*’#’##«s

Outstanding value of Thai Bond Market (THB Trillion)

Y - T T - T

&S

........... (l*)

(6%)
""""""" 129%)
. 2%
3790

.9“? ‘9'»‘ ‘9‘»" ‘9'»“ '9';\ ‘9»’

432 471 490 5.87 6.76 711 858 899 946 1016 1107 1171 1306 '( 11.57%)
Figure 2: Thai Bond Outstanding Value
Unit:THB Min
m
Government Bond 4,298,872 4,737,808 10.21’6
Treasury Bill 133,232 120,732 § -9.38%
State Owned Enterprise Bond 869,549 821,165 § -5.56%
Bank of Thailand Bond 3,041,769 3,476,686 f 14.30%
Long term Corporate Bond 2,531,905 3,450,314 f¢ 36.27%
Commercial Paper 737 465 359,790 § -51.21’6
Foreign Bond 94,771 %

11 706 969 13 061 267 11.57%

Source: ThaiBMA
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Equity

Fixed Income

\ 4

Money Markets

Asset Classes

Equity

\ 4

Capital Markets

\ 4

Common Stock

Derivatives

\ 4

Preferred Stock

\ 4

ADRs

44



Equity Securities

Common stock

« Ownership

Residual claim

Limited liability

Preferred stock

Perpetuity
Fixed dividends
Priority over common

Tax treatment

45



Equity Securities: ADR

® American Depository Receipts (ADR)

® Certificates traded in U.S. markets that represent ownership in shares of
a foreign company

Depositary Receipt (DR)

> ‘/SET

@?H

DR Price DR Information DR Issuer (
&J:)m
& DR Issuer A
v
Symbol Issuers Company )

D] \Eb

‘

BLS BUALUANG SECURITIES PUBLIC COMPANY LIMITED

46



Equity Securities

Stock Basics Stock Market Indices

« Dividend Yield: « Dow Jones Industrial Average

« Includes 30 large blue-chip
corporations

« Computed since 1896
« Capital Gains: , ,
« Price-Weighted Index

o S&P 500
« Broad based index of 500 firms

« P/E Ratio: « Market-Value-Weighted Index

47



Equity Securities: Stock Market Indexes

® Investors can base their portfolios on an index
® Buy an index mutual fund

® Buy exchange-traded funds (ETFs)

ETF Statistics
No. of ETFs Underlying Index Total Trading Value
(M.Baht)
17 15 13.40

Top 5 Gainers Close Price %Change Top 5 Losers
1. BSET100 10.54 0.96% 1. EBANK
2. EICT 542 0.93% 2. 1DIv
3. BMSCITH 11.94 0.84% 3. ENY
4. TDEX 10.72 0.75% 4. ESET50
5. BMSCG 8.28 0.61%

AUM
(M.Baht)
18,735.03
Close Price
5.08
10.68
7.07
567

No. of Issuer

6
%Change
2.12%
-0.65%
-0.42%
-0.18%

48



Derivatives

Fixed Income

\ 4

Money Markets

Asset Classes

® A derivative is a security that gets its value from the value of another asset, such as

Equity

\ 4

Capital Markets

\ 4

Common Stock

Derivatives

\ 4

Preferred Stock

\ 4

ADRs

commodity prices, bond and stock prices, or market index values

49



Derivatives Markets: Options

® Call Option: Right to buy underlying asset at the strike or exercise price.
P P

® Right to buy underlying asset at the strike price

® Value of calls decreases as strike price increases

® Put Option: Right to sell underlying asset at the strike or exercise price.
® Right to sell underlying asset at the strike price

® Value of puts increase with strike price

® Both calls and puts increases with time until expiration

50



Derivatives Markets: Futures

® Futures Contract: 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

® Long position: Take delivery at maturity

® Short position: Make delivery at maturity

51



Comparison

Option
« Right, but not obligation, to
buy or sell

« Option is exercised only
when it is profitable (options
must be purchased before)

« The premium is the price of

the option itself

Future Contract

Obliged to make or take

delivery

Long (short) position must
buy (sell) at the futures price

Futures contracts are entered
into without cost

52



Question?



