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7. Short-selling is the practice ol selling securities that the seller does not own. The short-seller bor-
rows the secr-rrities sold through a broker iind may be requilecl to cover thc short position at auy time
on demancl. The cash proceeds ofa short sale are kept in escrow by the broker, ancl the broker usn-
ally requires that the sholt-seller cleposit additional cash or securities to ser.vc as rnargin (collateral).
Secttrities trading is regulatecl by the Securities and Exchange Cornmission. by other govel.nment
agencies, and through self-regr-rlation of the exchanges. Many of the inrportant regulations have
to do with firll disclosure of relevant infon-nation conceming the securities in question. lnsider
tlading rules also pr:ohibit tt"adels fi'om attempting to profit tr-on inside infbrrrati,n.
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4.

l ' Call one full-service broker ancl one discount broker ancl find out the transaction costs ol imple-
menting the following strategies:

a. Buying 100 shares ofIBM now and selling them 6 months lrom now.
D lnvesting iin equivalent amount in 6-montlr at-the-money call options on IBM stock now and

selling them 6 months fiom now.

5.

Who sets the bid and asked price lor a stock tlaclecl over the counter? WoLrld you expect the
spread to be higher on actively or inactively traded stocks?

Suppose you short sell 100 shares of IBM, now selling at $ 120 per. share.
o. What is your maximunt possible loss?
D What happens to the maximum loss if you simultaneously place a stop-buy order at $12g?
A market order has:

a. Price uncertainty but not execution uncertainty.
l;. Both price uncertainty and execution uncertainty.
c. Execution uncertainty bllt not price uncertainly.

where would an illiquid security in a developing country most lilely trade.!
a. Broker markets.
b. Electronic crossing networks.
c. Electrclnic limit-order markets.

6 Dde Trader opens a brokerage account and purchases 300 shares of Internet Dreams at $zl0 per
share She borrows $4,000 fiom her broker to help pay fbr the purchase. The interest r-ate on the
loan is B7o.

a. what is the margin in Dde's account when she first purchases the stock?
1' Ifthesharepricetallsto$30persharebytheendoftheyear,whatistheremainingrnarginin

her account'l If the maintenance margin requirement is 30c/o,will she receive a margin calll,
c. What is the rate of retum on her investment?
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Okl EconontvTt'rclersopencclilllilccollnttoshortsell l.000sharesol lntclnetDrcanrsflotnthe

1,r.riuu, 1rrnbl.r.,t. The initial urargin rcclr-rirelnent \\,lls 50%. (The margin accottt-tt pJ1 s tlo itltc-r-

csr.lA y,e.tr larcr. the pricc o1'Inrefnet Drcams has Iiserr fl'orn $'10 to $50' and thc stock has paicl

a dividcld of $2 Per shalc.

ri. \Vhitt is the remaining tnalgin in the accottntl

/r. It rhe nraintenance rTra|gin leqlrirernent is 30%, will old EcLrnonl) recL-i\e x nlL['gin call']

r. What is the late of rctut't.t on thc investment'l

Consicler the lbllorvin-u limit-order book of a spccialist. Tlrc llst tracle in thc stocl< occttLrecl at a

price of 1i50.

Limit Buy Orders Limit Sell Orders
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549 15 5oo

49 50 800

49 25 500

49 00 200

48 50 600

$50 25

51 50

54 15

58 25

100

100

300

100

If u mil.ket bu,v orcler fbr. 100 shares comes in. at what pt'icc rvill it be lillecl'l

At r'vhrt pricc r.vould the next Inal'l(et buy ot'del be flllecl'l

11 1,.Lr u:cr.e t5e specillist. \\r)uld -VoLl \\unt tr) incLeltse or clecrease 1'our in'entory of this

stock l
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I \iru ur.e bullish on Telccorn stock. Thc cttft'ent rnarkct pfice is S50 per slrrt'e, and you have

55.(X)0 Ol y0u1 owrl to il.l\'est. Yott bortow an adclitional $5.000 liom yot-tt'brol<er at an intercst

rute o1' 8fi per' .Yelr ancl invest S 10,000 in tlre stock'

rr. Wh.t u,ill bc volr-rate of retgn il thc price of Tclecom stock goes up by l0%' during the

r1e\t reat'l The stock cullentl)' pl.lys llo clividcnds'

l]. Ho*'lil.cloesthepliccolTelccotnstockhavetotall firryorrtogetamiugincall ifthetnairl

rcnancc nurgin is 30%'l r\ssuntc thc price l'all happens irlrrnecliately.

\iru ar.c belLrish on Tclecotrl ancl elecicle to sell short 100 shares rt the cLllrent market price of

S50 pcr shatc,

rr. I-lou, n]Ltch in crsh ot'secLnities tllLtst \oLl prrt ittto yottr bt'olict'agc accollnt il the broker's

initial nrar.gin r.equilement is 50% ol the value ol tl-tc shor-L position /

1). HorvhighcanthcpriceofthestockgobelbleYougetamat'gilrcall ifthctnaintenancer.naL-

gin is 30tt of thc valtre of the shofi position l

SLrppose that Intel cul'rentlv is sclling irt S:10 pc| share. Yott buy 500 shares usil-tg 5i15'000 of

1nu, nrun ntuney. borrowing thc l'elnaindef of the purchasc price ti'orr-r your blokcl" The t'ate on

thc mu.{in loan is 8%

d. Whrt is the pclcenta-ue increase in the net worth of vour blokcl'ltge ilccottnt if thc p|ice of

httel imnteditftel| changes to: (i) $;fl: (ii) $:l0l (iii) ti36l what is thc lelationship bctu'cen

)'ouI percentage tetuln ancl the percentage chirngc in the pricc o1'Intel'l

1]. Ilthe r.naintenancc mal'gin is 2-5%. honv low cln lntel's price tal1 befole )'ou get rt rnrtlgin

ctll'l
r'. Hou' r.roulcl volll' answer to (b) changc

l0

:8'l

ll

5i 10.000 of yoLrr or.vn ntot'tcY'/

r/. Whatistheratcol lelttrn.l,nl'ou,trat'gincclposition(assumingagainthatyouinvestSl5'000
ol'vour owr.r r.noney) if lntel is scllin,s t(ier 1 I'ettr at: (i) lf'14; (ii) Sa0; (iii) $36'l What is the

r.ellrionship betrveen \oru perccntaga t..t,t.n ancl Lhe pet'centlge change in the plice of Intel l

Assutue thiit Intel pays no dividends'

r,. Continue 10 assllme that a year has passed. How lou' can Intel's plice lall befbre yott get a

nrllgin call'l
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12. Supposethatyousellshort500sharesoflntel,cr.rrrentlysellingfor$40pershare.anclgiveyour
broker $15,000 to establish your margin account.

a. ll'youeal'nnointerestonthefirndsinyourmarginaccount.whatwillbeyourrateofreturn
afier 1 year if Intel stock is selling at: (i) gzl,1: (ii) $a0; (iii) $36'l Assume that Intel pays no
dividends.

D. If the maintenance rnalgin is 25%,how high can Intel's price rise befbre you get a margin
call'l

c. Redo parts (a) and (b), but now assume that Intel also has paid a ycar-end clividend ol
$1 per share. The prices in part (a) shoLrld be interpreted as er-dividend, that is, prices after.
the dividencl has becn paid.

13. Here is some price infbrrrration on Marriott:

Bid Asked

Marriott 19 95 20.05

You have placed a stop-loss order to sell at 1i20. What are yoLr telling your br.oker? Given nrarket
prices, will your order be executed?

14. Here is sotne pl'ice inlbrmation on Fincorp stock. Suppose that Fincory tradcs in a clealer
markel.

Bid Asked

55 25 55 50

Suppose you have submitted an order to yolrr broker to buy at market. At what price will
your tlade bc executed'/
Suppose you have submitted an older to sell at market. At what price will your trade be

t.5.

executed?
.. Sr-rppose you have submitted a lirlit .rclel to sell at $-5.5.62. what wilt happen?
r/. Suppose you have subrnitted a linrit order to blry at $-55.37. what will happen?

Now reconsider the previous problem assuming that Fincorp sells in an exchange rnar.ket like
thc NYSE.

rr. Is there any chance fbr the market br-ry ordel considerecl in part (a) to be executed at a price
below $55.50, and the sell order-in part (b) ar a pr.ice above lli5-5.25?

b. lsthereanychanceolanimmecliatetraclcat$55.37fbrthelimit-buyorcler-inpart(r/)?

You've borowed $20.000 on margin to buy shares in Disney, which is now selling at $40 per
share. Your accollnt stat'ts al the initial rnargin reqnirement of 50%. The maintcnance margin is
3-57c. Two days later', the stock price talls to $3-5 per share.

a. Will you receive a margin call'l
b. How low can the price of Disney shares fall befbre yor,r receive a mar-gin call?
OnJanuary l,yousolcl shortoneloundlot(thatis, l00shares)of Lowesstockiit$2 Ipershare.
on M:u-ch l, a dividend of Xi2 per-share was paid. on April l, you covered the short sale by buy_
in-e the stock at a price of $l-5 per share. You paicl 50 cents per share in commissions for each
transaction. What is the value of your account on April I ?

17

(1.

b.

16.

Cfr\
\P\oBLEN,ls

1. FBN, Inc., has just sold 100.000 shares in an initial public off'ering. The underwriter's explicit
f-ees were $70,000. The ofl'ering price lbr the shares was $.50, but imrrediately upon issLre. the
slrare plice jumped to $53.

a. What is your best guess as to the total cost to FBN of the equity issue?
D. Is the entire cost of the underwriting a source of profit to the nnderwriters?
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If you place a stop-loss ordcr to sell 100 shares of stock at 5i5 5 when the curent

much will you receive for each share il the pricc clrops to $501

a. $50.

h $5-s.

c. S-5'1.87.

11. Cannot tell fiom the information -liven.

3. Specialists on the New York Stock Exchange do all of the tbllowing atreTrl.'

a. Act as dealers fbr their own accollnts.

D. Exccute limit orders.

c. Help pLovide liquidity to the marketplace.

d Act as odd-lot dealers.

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

Mainboard Listing Requirements under the Listing on SGX tab. Similarly, listing require-

ments for the Hong Kong Exchange can be found at www.hkex.com.hk. See listlng
Requirements and Procedures under Ihe Listing Matters tab. What are the financial

criteria (such as profitability, revenue, and market capitalization) for listing in these

exchanges? What are the accounting standards and shareholding spread required by

these exchanges ?

S o I u t i o t'r.g I o C O 
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l. Lirnited-time shelf legistration was introduced because its cttst savings outwcighed the disad-

ylntage of slightly less up{o-date disclosr-nes. Allowing unlimitecl shelf registlation woulcl

circumvent "blue sky" laws that ensllre proper disclosr,rre as the financial circumstances of the

firm change over time .

2. a. Used cars trade in dealer markets (used-cal lots or auto dealcrships) and in direct search

markets when individLrals advertise in local newspapers ol on thc Web'

b. Paintings tracle in broker rn:rrkets when clients corrmission brokers to buy or sell art tbl tlrem,

in dealer r.narkets at art gallerics, and in auction markets.

c. Rare coins trade rnostly in dealer markets in coin shops, btit they also trade in auctions ancl irl

direct search markets when individuals advertise they want to buy or sell coins.

3. a. You should give your broker a market order. lt will be executecl immediately and is thc

cheapest type of order in terms of brokerage t-ees.

b. You shoLrld give your brokcr a lirriit-buy order, which will be execr-rted only if the shares can

be obtained at a price about 5% below the current price.

c. Yo1 shoulcl give your broker a stop-loss orcler. which will be executed if the share price starts

talling. The limit or stop price should be close to the cLrnent price to avoid the possibility of

large losses.
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yields P : $66.67 per share.
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