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RWJ Ch. 5 Problem 44

Ã You are planning your retirement in 10 years. You 
currently have $150,000 in a bond account and $450,000 
in a stock account. You plan to add $9,000 per year at 
the end of each of the next 10 years to your bond 
account. The stock account will earn an 11.5% return 
and the bond account will earn a 7.5% return. When you 
retire, you plan to withdraw an equal amount for each of 
the next 25 years at the end of each year and have 
nothing left. Additionally, when you retire you will 
transfer you money to an account that earns 6.75%. How 
much can you withdraw each year?
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HOW SECURITIES ARE TRADED

October 7, 2008
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Ã BKM Chapter 3 

Ã Problems

ÄSelf-test and concept check questions in the readings

ÄProblem sets 4, 5, 8, 12, 14, 17

How securities are traded

7

Outline

Ã Primary markets (issuing securities)

Ã Secondary markets (trading securities)

Ã Margin positions
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Primary markets9

Ã Yes: This is the primarymarket
Ä Issuer receives the proceeds from the sale
Ä Note qualification on slide 13.

Ã No: This is the secondarymarket
Ä Existing owner sells to another party
ÄLǎǎǳƛƴƎ ŦƛǊƳ ŘƻŜǎƴΩǘ ǊŜŎŜƛǾŜ ǇǊƻŎŜŜŘǎ ŀƴŘ ƛǎ ƴƻǘ ŘƛǊŜŎǘƭȅ 

involved in the trade.
Ã Why do we make a distinction?
Ä Although total trading volume in secondary markets is 

usually higher, the primary market is the largest single 
transaction.

Ä Different mechanisms, regulations.

Is the seller the issuer of the security?

10
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Ã Auction held on Thursdays at Federal Reserve Bank of New 
York.

Ã Bids may be

Ä Competitive
ÂάL ōƛŘ ϷфΦфa ŦƻǊ Ϸмлa ŦŀŎŜ-value T-ōƛƭƭǎέ

ÂA competitive bid has a quantity and a price.

Ä Non-competive.
ÂάL ǿŀƴǘ Ϸмлa ŦŀŎŜ-value T-ōƛƭƭǎέ !ƴŘ LΩƭƭ Ǉŀȅ ǿƘŀǘŜǾŜǊ ǇǊƛŎŜ ƎŜǘǎ 

set in the auction.

Ã Note: bidders actually bid by specifying the interest rate 
ǘƘŜȅΩǊŜ ǿƛƭƭƛƴƎ ǘƻ ŀŎŎŜǇǘΦ 9ΦƎΦΣ άL ōƛŘ мΦпс҈ ŦƻǊ Ϸмлa ŦŀŎŜ-
value T-ōƛƭƭǎΦέ

The primary market for U.S. DƻǾΩǘSecurities

11

Procedure

Ã The Fed sorts the bids and constructs demand curve.

ÄNoncompetitive bids ; 

ÄCompetitive bids (high price to low price)

Ã The supply is the quantity of bonds the Fed wishes to sell

Ã The supply=demand balance determines the uniform 
price.

Ã Everyone who bid > the clearing price gets their bonds

Ã Everyone who bid < the clearing price gets nothing

Ã Players who bid the clearing price get a partial fill.

12
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Price

Quantity

$10B non-

competitive 

bids

$2B bid 

at 98

$3B bid 

at 97

$4B bid 

at 96

98

97

96

Price

Quantity

$10B non-

competitive 

bids

$2B bid 

at 98

$3B bid 

at 97

$4B bid 

at 96

98

97

96

Supply: Fed is selling $14B

¶
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Price

Quantity

$10B non-

competitive 

bids

All filled

$2B bid 

at 98

All 

filled

$3B bid 

at 97

2/3 

filled

$4B bid 

at 96

None filled

98

97

96

Supply: Fed is selling $14B

¶

Ã CŜŘ ŀǳŎǘƛƻƴǎ ŀǊŜ ǇǊŜǎŜƴǘƭȅ ǳƴƛŦƻǊƳ ǇǊƛŎŜ όά5ǳǘŎƘέύ 
auctions

Ã Lƴ ǘƘŜ ǇŀǎǘΣ ǘƘŜ CŜŘ ǳǎŜŘ ŘƛǎŎǊƛƳƛƴŀǘƛƴƎ ŀǳŎǘƛƻƴǎ όάȅƻǳ 
Ǉŀȅ ǿƘŀǘ ȅƻǳ ōƛŘέύ

16
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Other uses of auctions in primary markets

Ã Auctions are used almost exclusively to issue municipal 
bonds.

Ã Rarely used to issue corporate securities

Ã Important exception: the Google equity IPO.

Ã Auctions are used extensively in secondary markets for 
corporate securities.

Ã Most corporate securities are issued using investment 
banks as intermediaries.

Ã ! ŦƛǊƳǎ ǿƛǎƘƛƴƎ ǘƻ ǎŜƭƭ ǎŜŎǳǊƛǘƛŜǎ ƘƻƭŘǎ ŀ άōŀƪŜ-ƻŦŦέ

Ä i.e., listens to presentations by investment bankers

ÄOne is selected as the lead underwriter, and forms a 
syndicate of other banks.

Public offering

18
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Ã The syndicate contacts potential buyers and decides how 
ǘƻ ǇǊƛŎŜ ǘƘŜ ƛǎǎǳŜ όάōƻƻƪ ōǳƛƭŘƛƴƎέύ

Ã Most issues proceed with a firm commitment.

ÄThe syndicate buys the entire issue at a fixed price and 
redistributes the securities.

Ä¢ƘŜ ƻŦŦŜǊ ƛǎ ǎǘƛƭƭ ŎƘŀǊŀŎǘŜǊƛȊŜŘ ŀǎ άǇǊƛƳŀǊȅ ƳŀǊƪŜǘέ 
even though the redistribution sales (technically) do 
not involve the issuer.

19

Ã At the offering price, most issues are oversubscribed.

ÄNot everyone gets the shares they want.

Ã On the first day of trading, shares usually rise (see next 
page). Large short-term gains.

Ã The average long-run performance of IPOs is thought to 
be negative.

Ã It has been alleged that brokers allocated shares to 
certain clients in exchange for kick-backs.

Equity Initial Public Offerings (IPOs)

20
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Figure 3.3

21

Ã Securities directly sold to large investors (pension funds, 
insurance companies, etc.)

Ã Pros

Ä Securities to be publicly offered must be registered with 
the Securities and Exchange Commission (SEC). A private 
placement avoids the expense and delay of registration.

Ä Issuer and investor can share certain nonpublic info.

Ã Cons

Ä Unregistered securities cannot be resold. 

Ä Historically, private placements have been used primarily 
ŦƻǊ ŘŜōǘΣ ōǳǘ ƭŀǘŜƭȅ Χ

Private placements

22
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Ã A large investor (e.g., a hedge fund) makes a substantial 
investment.

Ã The firm issues equity which

Ä Is priced at a discount from the current market price 
of the shares, and

Ä Is unregistered.

Ã The buyer subsequently registers the stock and resells it.

Ã This takes time and entails risk.

Private Investments in Public Equity (PIPEs)
23

Trading after the security has already been 
issued

Secondary trading
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Ã Trading typically between a buyer and seller who often 
have no relationship with the issuer.

Ã Secondary trading is not always allowed!

ÄPrivately-ǇƭŀŎŜŘ ǎŜŎǳǊƛǘƛŜǎ ŎŀƴΩǘ ōŜ ǊŜǎƻƭŘΦ

ÄLƴ Ŝǉǳƛǘȅ LthΩǎΣ ǎƘŀǊŜǎ ŀƭƭƻŎŀǘŜŘ ǘƻ ƻŦŦƛŎŜǊǎ ŀƴŘ 
ŜƳǇƭƻȅŜŜǎ ŀǊŜ ǎǳōƧŜŎǘ ǘƻ άƭƻŎƪ-ǳǇέ ǊŜǎǘǊƛŎǘƛƻƴǎΦ

Ã The most active secondary markets are in stocks.

25

Ã /ǳǎǘƻƳŜǊ ǘƻ ōǊƻƪŜǊΥ άIƻǿΩǎ L.aΚέ
If I wanted to buy or sell, what would be the price?

Ã .ǊƻƪŜǊΥ άтсΦнм ōƛŘΤ ƻŦŦŜǊŜŘ ŀǘ тсΦнсέ
If you want to buy immediately, the best (lowest) offer 
(ask) price is $76.26 per share.
If you want to sell immediately, the best (highest) bid 
price is $76.21 per share.

The stock market: anatomy of a trade

26
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Ã /ǳǎǘƻƳŜǊ ά.ǳȅ млл ŀǘ ǘƘŜ ƳŀǊƪŜǘέ
Buy 100 shares at the best (lowest) offer price, and do it 
quickly..
or

Ã /ǳǎǘƻƳŜǊ ά{Ŝƭƭ млл ŀǘ ǘƘŜ ƳŀǊƪŜǘέ
Sell 100 shares at the best (highest) bid price, and do it 
quickly.

Ã These are marketorders.

tƻǎǎƛōƭŜ ƴŜȄǘ ǎǘŜǇǎΧ

27

Ã /ǳǎǘƻƳŜǊΥ άмлл ǘƻ ōǳȅ ŀǘ тсΦнп ƭƛƳƛǘέ
L ǿŀƴǘ ǘƻ ōǳȅ млл ǎƘŀǊŜǎΣ ōǳǘ L ŘƻƴΩǘ ǿŀƴǘ ǘƻ Ǉŀȅ ƻǾŜǊ 
76.24.
or

Ã /ǳǎǘƻƳŜǊΥ άмлл ǘƻ ǎŜƭƭ ŀǘ тсΦнн ƭƛƳƛǘέ
L ǿŀƴǘ ǘƻ ǎŜƭƭ млл ǎƘŀǊŜǎΣ ōǳǘ L ŘƻƴΩǘ ǿŀƴǘ ǘƻ ƎŜǘ ƭŜǎǎ ǘƘŀƴ 
76.22

Ã These are limit orders.  

ÄThey will get filled only if a counterparty can be found.  
E.g., The buy at 76.24 will be filled only if the broker 
can find someone to sell at this price.

Another alternative

28
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Ã ά! ƭƛƳƛǘ ōǳȅ ƻǊŘŜǊ Ƴŀȅ ƛƴǎǘǊǳŎǘ ǘƘŜ ōǊƻƪŜǊ ǘƻ ōǳȅ ǎƻƳŜ 
number of shares if and when IBM may be obtained at or 
below a stipulated price [the limit price]. Conversely, a limit 
sell instructs the broker to sell if and when the stock price 
rises above a specified limitΦ ώƛǘŀƭƛŎǎ ƳƛƴŜϐέ

Ã The second sentence is more correctly worded: 
Ä A limit sell order instructs the broker to sell some number 

of shares if and when a buyer for IBM may found at or 
above the limit price. 

Ä The original wording implies that there has to be a trade 
above the limit price before the order will be executed. It 
also leaves open the possibility that the order might be 
executed below the limit price. Neither of these is correct.

Ä Figure 3.5 is misleading for similar reasons.

Note on BKM (p. 60)

29

Where does the bid and ask come from?
(Where is the broker getting his numbers?)

Ã In many markets, the bid and ask arise from the limit orders 
of other customers.

Ã The collection of limit orders that have not been executed is 
ŎŀƭƭŜŘ ǘƘŜ άōƻƻƪέΦ

Ã Next page: the Arca book in SPY on Sept 6 2007

Ä Arcaόά!ǊŎƘƛǇŜƭŀƎƻέύ ƛǎ ŀƴ ŜƭŜŎǘǊƻƴƛŎ ƳŀǊƪŜǘ ƴƻǿ ƻǿƴŜŘ ōȅ 
the NYSE Group.

Ä{t¸ ƛǎ ǘƘŜ ǘƛŎƪŜǊ ǎȅƳōƻƭ ƻŦ ǘƘŜ {t5w όά{ǇƛŘŜǊέΣ {ǘŀƴŘŀǊŘ 
and Poor Depositary Receipt)

ÂAn ETF (exchange traded fund) that replicates the S&P 500 index.

ÂHolding SPY is roughly equivalent to holding the S&P 500 index.

30
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32

The book will be 

thinner for 

smaller 

stocks/issues:
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33

The book may be 

empty on one (or 

both) sides:

34

The SPY book at 

the beginning 

and end of 

(approx) one 

minute window.
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Ã Some markets have a single consolidated limit order 
book, where everything happens.

ÄThis is mostlytrue of the Tokyo Stock Exchange, the 
Paris Bourse, the Taiwan Stock Exchange, etc., etc.

Ã Other markets are fragmented.

ÄThere are multiple limit order books in different 
physical venues (or computers).

Ã In addition to Arca, trading in SPY occurs on the New 
York Stock Exchange, the American Stock Exchange, 
bŀǎŘŀǉΣ .!¢{ όάōŜǎǘ ŀƭǘŜǊƴŀǘƛǾŜ ǘǊŀŘƛƴƎ ǎȅǎǘŜƳέύΣ ŜǘŎΦ

Markets organized as electronic limit order books.

35

Ã The oldest and by some measures the largest stock 
exchange in the US.

Äaƻǎǘ άƻƭŘŜǊέ ŎƻƳǇŀƴƛŜǎ ŀǊŜ ƭƛǎǘŜŘ ƻƴ ǘƘŜ b¸{9Φ

Ã Companies that trade on the NYSE are said to be listed.

Ã To be listed, a company must satisfy financial 
requirements and pay fees to the NYSE.

Ã Why would a company list?

Äb¸{9 ƭƛǎǘƛƴƎ ƎƛǾŜǎ ŀ άǎŜŀƭ ƻŦ ŀǇǇǊƻǾŀƭέ

ÄNYSE oversees and regulates the trading process.

The New York Stock Exchange

36
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Ã In the discussion of the limit order book, all orders originated 
from customers.

Ã But what if no customers are willing to bid (place limit buy 
orders) or offer (place limit sell orders).

Ä/ǳǎǘƻƳŜǊΥ άIƻǿΩǎ L.aΚέ

Ä.ǊƻƪŜǊΥ άLΩƳ ƴƻǘ ǎƘƻǿƛƴƎ ŀƴȅǘƘƛƴƎΦ  ¦ƘΣ ƛǘ ŎƭƻǎŜŘ ȅŜǎǘŜǊŘŀȅ 
ŀǘ ммрΦ  5ƻ ȅƻǳ ǿŀƴǘ ǘƻ ōŜ ǘƘŜ ŦƛǊǎǘ ƻƴŜ ǘƻ ōƛŘ ƻǊ ƻŦŦŜǊ Φ Φ Φέ

Ä/ǳǎǘƻƳŜǊΥ άbƻǇŜΦ  aŀȅōŜ ƭŀǘŜǊΦέ

Ã To attract orders, a market (like the NYSE) relies on its 
reputation that a customer will almost always be 
accommodated. 

Trading on the NYSE

37

Ã The specialist is assigned the responsibility of overseeing 
trading in a stock.  

Ä There is one specialist per stock. 

Ä The specialist maintains the book.  

Ä All orders for the stock that come to the NYSE go to the 
specialist.

Ã ¢ƘŜ ǎǇŜŎƛŀƭƛǎǘ ƛǎ ǊŜǎǇƻƴǎƛōƭŜ ŦƻǊ άƳŀƛƴǘŀƛƴƛƴƎ ŀ ŦŀƛǊ ŀƴŘ 
ƻǊŘŜǊƭȅ ƳŀǊƪŜǘέ

Ã Among other things, the specialist is required to post a 
(narrow) bid and ask, even if no customers are willing to do 
so.  When the specialist does this, he/she is trading for 
his/her own account.

The Specialist

38
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Ã SPY trades on the American Stock Exchange (its primary 
ƭƛǎǘƛƴƎύΣ ŀƴŘ ǘƘŜ ǊŜƎƛƻƴŀƭ ǎǘƻŎƪ ŜȄŎƘŀƴƎŜǎΣ ŀƴŘ 9/bΩǎΣ 
etc., etc.

Ã How does a customer know where the best prices are?

Ã Most exchanges are linked by the consolidated quotation 
system.  A broker or customer can look on one screen 
and see what everyone is bidding and asking.

Ã All trades are reported to the consolidated transaction 
ǎȅǎǘŜƳ όάǘƘŜ ǘŀǇŜέύΦ

What holds the market for SPY άǘƻƎŜǘƘŜǊέΚ

39

Ã Nasdaq is the principal alternative to the exchanges (NYSE, 
American Stock Exchange, etc.) 
ÄMany tech stocks list on Nasdaq, e.g., Microsoft, Intel, 

Cisco, etc.
Ã Nasdaq has never had have a trading floor.  It is a network of 

dealers linked electronically.
Ä¢Ƙƛǎ ŘƻŜǎ ƴƻǘ ƴŜŎŜǎǎŀǊƛƭȅ ƳŜŀƴ άŀǳǘƻƳŀǘŜŘέΦ aŀƴȅ 

Nasdaq trades are arranged via phone.
Ã Historically, Nasdaq was a dealer market.
Ä Professional dealers set the bid and ask; customers 
ŎƻǳƭŘƴΩǘ Ǉǳǘ ƛƴ ƭƛƳƛǘ ƻǊŘŜǊǎ ǘƻ ƎŜǘ ƛƴ ōŜǘǿŜŜƴΦ

Ã Currently Nasdaq and the NYSE are more structurally similar.

The Nasdaq Stock Market

40
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Recent events: 
Themes common to both NYSE and Nasdaq

Ã Privatization

Ä Historically, both Nasdaq and NYSE were member-owned 
cooperatives.

Ä Now both are private for-profit corporations.

Ã Growth via merger and acquisition

Ä NYSE acquired ARCA (a large electronic limit order market) and 
has merged with Euronext (the operator of major European 
stock markets).

Ä Nasdaq acquired INET (a large electronic limit order book) and 
bought OMX.

Ã Development of trading protocols that allow for a blending of 
customer limit orders and dealer/market-maker/specialist quotes.

Äb¸{9Υ άIȅōǊƛŘ ƳŀǊƪŜǘέ

ÄbŀǎŘŀǉΥ ά{ƛƴƎƭŜ.ƻƻƪέ

41

Ã The growth in connectivity means:
ÄCustomers can interact directly.
ÄMarket data are widely disseminated (reducing the 
ŘŜŀƭŜǊǎΩ ƛƴŦƻǊƳŀǘƛƻƴŀƭ ŜŘƎŜύ

Ã Implications:
ÄTrading costs have gone way down.
Âaŀƴȅ ǎǘŀǘƛǎǘƛŎŀƭ ŀǊōƛǘǊŀƎŜ όάǎǘŀǘ ŀǊōέύ ŀǳǘƻƳŀǘŜŘ ǎǘǊŀǘŜƎƛŜǎ 
ǘƘŀǘ ǿƻǳƭŘƴΩǘ ƘŀǾŜ ōŜŜƴ ǇǊƻŦƛǘŀōƭŜ ǿƛǘƘ ƭŀǊƎŜ ǘǊŀŘƛƴƎ Ŏƻǎǘǎ 
are now profitable. 

ÄCustomers now compete directly with dealers.
ÂDealer presence in many markets has declined.
ÂDealer/market-making activities are less profitable.

Trends in trading

42



Foundations of Finance

Copyright 2008, Joel Hasbrouck

All rights reserved 22

¢ǊŜƴŘǎ όŎƻƴǘΩŘύ

Ã Latency

Ã ά5ŀǊƪέ ƭƛǉǳƛŘƛǘȅ

43

Margin Transactions44
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Ã An investor is said to be long xif when x or the price of x goes 
ǳǇΣ ǘƘŜ ƛƴǾŜǎǘƻǊΩǎ ƴŜǘ ǿƻǊǘƘ ƎƻŜǎ ǳǇΦ

Ã Usually this is because the investor actually holds the security 
in question.  

Ä An investor who holds 1,000 shares of MSFT is long 
Microsoft.

Ã Term is also used to describe situations where x is more 
abstract.  

Ä Using derivatives, it is possible to put together 
combinations in which the net worth will increase if the 
ǊƛǎƪƛƴŜǎǎ ƻŦ ǘƘŜ ǎǘƻŎƪ ƛƴŎǊŜŀǎŜǎΦ  {ǳŎƘ ŀƴ ƛƴǾŜǎǘƻǊ ƛǎ άƭƻƴƎ 
ǾƻƭŀǘƛƭƛǘȅέΦ

Terminology

45

Long margined positions

Ã Investor borrows money from broker to buy stocks in 
excess of her net worth.

Ã Example: an investor buys 150 shares of $10 stock (total 
value of $1,500), even though the investor only has 
equity of $1,000

46
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Assets Liabilities + NetWorth

$1,500 (150 sh @ $10/sh) $500 Loan from broker

$1,000 Net worth

Assets Liabilities + NetWorth

$2,250 (150 sh @ $15/sh) $500 Loan from broker

$1,750 Net worth

Stock rises to $15/sh

Assets Liabilities + NetWorth

$1,200 (150 sh @ $8/sh) $500 Loan from broker

$700 Net worth

Stock falls to $8/sh

Initial position

Margin calculation on a long position

Ã The percentage margin is:
NW / Mkt val of securities 
1,000/1,500 = 67%

Ã Margin = (n x PςLoan)/(n x P)
where P is the market price and n is the no. of shares 
held.

Ã If the price falls, the margin drops.

48
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How much can you borrow?

Ã For most investors, stock margin limits are set by the 
Federal Reserve Bank

Ã Regulation T: The margin when the position is first set up 
(initial margin)ŎŀƴΩǘ ōŜ ōŜƭƻǿ рл҈

Ã In 1998, Fed effectively delegated margin regulation to 
the SEC.

Ã The margin limits binding on institutional investors are 
ŜǎǎŜƴǘƛŀƭƭȅ ǘƘƻǎŜ ǎŜǘ ōȅ ǘƘŜ ƛƴǾŜǎǘƻǊΩǎ ŎǊŜŘƛǘƻǊǎΦ

49

Maintenance margin

Ã In the last example, suppose the stock price drops to $4

Ã The margin is now 100/600 = 17%.

Ã The lower limit (after the position is set up) is the maintenance margin.  
At a maintenance margin of 40%, this account is in violation.

Ã 40% of 600 = 240 is the minimum NW for conformance

Ã Broker sends customer a margin callόάǇǳǘ ǳǇ ƳƻǊŜ ŎŀǎƘέύ

50

Assets Liabilities + NetWorth

$600 (150 sh @ $4/sh) $500 Loan from broker

$100 Net worth

Assets Liabilities + NetWorth

$600 (150 sh @ $4/sh) $500 Loan from broker

$140 cash $240 Net worth
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Etc.

Ã How low can the stock price go before a maintenance 
margin of 30% is violated?

Ã The interest rate on the loan is the call money rate.
The call money rate is usually low.

ÄThe call money rate is low because the collateral is so 
liquid.  (It can easily be sold to pay off the loan.)

51

Short margined positions

Ã Short sales allow us to profit from a decline in the price of a 
stock or security

Ã Steps

Ä Borrow stock through a dealer

Ä Sell it and deposit proceeds and margin in an account

Ä To unwind:  buy the stock and return to the party from 
which is was borrowed

Ã For a short position, the margin % is:
NW / [ market value of stock sold short]

Ã Example

Ä Sell short 100 shares of a $100/sh stock.
Assume initial margin of 50%, maintenance margin of 30

52
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Assets Liabilities + NetWorth

$10,000 sale proceeds 100 sh loan from broker: $10,000

$5,000 cash $5,000 Net worth

Stock drops to $80/sh

Stock rises to $140/sh

Initial position

Assets Liabilities + NetWorth

$10,000 sale proceeds 100 sh loan from broker: $8,000

$5,000 cash $7,000 Net worth

Assets Liabilities + NetWorth

$10,000 sale proceeds 100 sh loan from broker: $14,000

$5,000 cash $1,000 Net worth

Maintenance margin
54

Assets Liabilities + NetWorth

$10,000 sale proceeds 100 sh loan from broker: $14,000

$5,000 cash $1,000 Net worth

The margin is 1,000/14,000 = 7.1% (a violation)

NW must be 30% of 14,000 = 4,200

We must put up an additional $3,200 in cash.

Assets Liabilities + NetWorth

$10,000 sale proceeds 100 sh loan from broker: $14,000

$8,200 cash $4,200 Net worth



Foundations of Finance

Copyright 2008, Joel Hasbrouck

All rights reserved 28

Short Sale - Margin Call

Ã With a maintenance margin of 30%, how much can the 
stock price rise before a margin call?

55

Short Sales FAQ

Ã Does the customer have access to the proceeds of the 
short sale?

ÄProceeds are normally held as collateral by the broker 
(or whoever lent the securities).
ÂProceeds earn interest. A portion of the interest is rebated

to the customer.

ÄCustomer can never withdraw the proceeds.
ÂBut institutional customers can sometimes allocate the 

proceeds to other investments.

Ã Prime brokers: Brokers who specialize in servicing the 
margining and shorting needs of institutional
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{ƘƻǊǘ {ŀƭŜǎ C!v όŎƻƴǘΩŘύ

Ã Where does the broker get the stock to borrow?

ÄFrom shares owned by other customers, but held by 
the broker.

ÄSometimes it is difficult to locate loanable shares.

ÄThe loanable ǎƘŀǊŜǎ ŀǊŜ άƻƴ ǎǇŜŎƛŀƭέ 

Ä¢ƘŜ ōƻǊǊƻǿŜǊ ƳƛƎƘǘ ƘŀǾŜ ǘƻ Ǉŀȅ όάƴŜƎŀǘƛǾŜ ǊŜōŀǘŜέύ
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{ƘƻǊǘ {ŀƭŜǎ C!v όŎƻƴǘΩŘύ

Ã Does the broker charge interest on the stock that has 
been loaned?

Ä¦ǎǳŀƭƭȅ άƴƻέΣ ōǳǘ άȅŜǎέ ƛŦ ǘƘŜ ǎǘƻŎƪ ƛǎ ƘŀǊŘ ǘƻ ƻōǘŀƛƴ 
όάƻƴ ǎǇŜŎƛŀƭέύ

Ã What happens to the dividends paid on stock that has 
been sold short?

ÄThe short seller must pay them to the lender of the 
stock.

59
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Ã On May 17, 2005, GM stock closed at 30.85

Ä In July, 2004, GM reached 48.

Ã Suppose GM is trading at 30. We short 200 shares. With 
an initial margin of 50%, how much cash do we have to 
put up? Draw the initial balance sheet.

Ã Suppose that when we close out the position GM is at 
35. What is the $ and % change in the NW of the 
position?

Example

60
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Current issues in short sales

Ã άbŀƪŜŘέ ǎƘƻǊǘ ǎŜƭƭƛƴƎ

Ã Manipulation

Ã Prohibitions

Ã Securities lending by institutional investors

62
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Case study: Trouble in Sioux Falls
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Ã This case is developed solely for the purposes of 
classroom discussion.

Ã Cases are not intended to serve as endorsements, 
sources of primary data, or illustrations of effective or 
ineffective management.
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Ã Thomas Buchanan, a broker at Pipray Jaffer looked across the 
desk at his customer, Jordan Baker .

Ã Baker had purchased a large amount of stock in the stock of 
Second National Capital Corporation.

Ã She had made the purchases on margin, but the market had 
gone against her.

Ã The price of Second National had dropped, and she was now 
on the verge of receiving a wave of margin calls that would 
force her to liquidate.

Ã Buchanan wondered:
ÄάLǎ this really my problemΚέ
ÄάLŦ ƛǘ ƛǎΣ ǿƘŀǘ ŎƻǳƭŘ ǿŜ ŘƻΚέ 
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