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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

September 25, 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
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Outline

Ã Primary markets (issuing securities)

Ã Secondary markets (trading securities)

Ã Margin positions

Primary markets6
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Ã Yes: This is the primarymarket
Ä Issuer receives the proceeds from the sale
ÄNote qualification on slide 13.

Ã No: This is the secondarymarket
ÄExisting 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?
ÄAlthough total trading volume in secondary markets is 

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

ÄDifferent mechanisms, regulations.

Is the seller the issuer of the security?

7

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

Ã Bids may be

ÄCompetitive
ÂάL ōƛŘ ϷфΦфa ŦƻǊ Ϸмлa ŦŀŎŜ-value T-ōƛƭƭǎέ

ÂA competitive bid has a quantity and a price.

ÄNon-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
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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.
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$10B non-

competitive 
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$2B bid 
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at 97
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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

Supply: Fed is selling $14B

¶

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

¶
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Ã CŜŘ ŀǳŎǘƛƻƴǎ ŀǊŜ ǇǊŜǎŜƴǘƭȅ ǳƴƛŦƻǊƳ ǇǊƛŎŜ όά5ǳǘŎƘέύ 
auctions

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

16
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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)
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Figure 3.3

18
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Ã Securities directly sold to large investors (pension funds, 
insurance companies, etc.)

Ã Pros

ÄSecurities 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

ÄUnregistered securities cannot be resold. 

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

Private placements

19

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)
20
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Trading after the security has already been 
issued

Secondary trading

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.

22
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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

23

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

24
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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
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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: 
ÄA 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)
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