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Chapter 4 
SECURITIES MARKETS: ORGANISATION AND OPERATION 

The Market 

 A market is the means through which buyers and sellers are brought together to aid in the transfer of 

goods and services. A market need not have a physical location; it is only necessary that the buyers 

and sellers can communicate regarding the relevant aspects of the transaction. 

 The market does not necessarily own the goods and services but provides information and facilities 

to aid in the transfer of ownership. 

 A market can deal in a variety of goods and services. 

 Both buyers and sellers benefit from the existence of a market. 

Characteristics of a Good Market 

 Timely and accurate information on the price and volume of past transactions. 

 Liquidity, meaning an asset can be bought or sold quickly at a price close to the prices for previous 

transactions (has price continuity), assuming no new information has been received. In turn, price 

continuity requires depth. 

 Low transaction costs, including the cost of reaching the market, the actual brokerage costs, and the 

cost of transferring the asset. 

 Prices that adjust rapidly to new information, so the prevailing price is fair since it reflects all 

available information regarding the asset. 

Organization of Securities Market 

 Securities market is split into the primary market, where new securities are sold, and secondary 

markets, where outstanding securities are bought and sold. 

 Markets may be formal or informal. 

Primary Capital Markets 

 The primary market is where new issues of bonds, preferred stock, or common stock are sold by 

government units, municipalities, or companies who want to acquire new capital. 

Secondary Financial Markets 

 Secondary markets permit trading in outstanding issues; stocks or bonds already sold to the public 

are traded between current and potential owners. 

 The proceeds from a sale in the secondary market do not go to the issuing unit (the government, 

municipality, or company), but rather to the owner of the security. 

Importance of Secondary Markets 

 Because the secondary market involves the trading of securities initially sold in the primary market, 

it provides liquidity to the individuals who acquired these securities. 



 A margin call is the call to provide more equity if the owner’s equity drops below the maintenance 

margin. 

Short Sales 

 A short sale is the sale of a stock that one does not own with the intent of purchasing it back later at a 

lower price. 

 Specifically, one borrows the stock from another investor through a broker and sells it in the market. 

 Subsequently, one replaces it by buying at a potentially lower price than the price at which one sold 

it. This is referred to as covering the short position. 

Formulae 𝒊 =   𝑽  −  𝑫 𝒊  𝑩   𝑽  

Where: 

Market Value = Price x Number of Shares 

Debit Balance = Initial Loan Value 

 𝑹   𝑹 =  𝑷 𝒊𝑰 𝒊 𝒊  𝑰  

Where: 

Initial investment = Price x Number of Shares x Margin Requirement + Commission on Buy  𝑭 =  𝟏𝑷  𝒊  𝑹 𝒊  

Profit = Ending Value - Beginning Value + Dividends - Transaction Costs - Interest 

Example 4.1 

Seth Freeman has a margin account at Bank X with a balance of R150 000. The initial margin required is 

60% and BHP Billiton is trading at R275 per share. If the required maintenance margin is 25%, to what 

price can BHP Billiton fall before Seth receives a margin call? 

Solution 

X = Total Investment 

0.6X = R150 000 ∴ X = R250 000 

 

R250 000/R275 = 909 shares 

Debit balance = R250 000 - R150 000 = R100 000 

Market Value = 909P 

0.25 = (909P - R100 000) / (909P) ∴ P = R146.68 

 

Example 4.2 

  

You decide to sell 100 shares of Topgun Enterprises Inc short when it is selling at its yearly high of $42.25. 

Your broker tells you that your margin requirement is 60% and that the commission on the sale is $20. 



Chapter 5 
SECURITIES MARKETS: MARKET INDEXES 

Uses of Security-Market Indexes 

 Security-market indexes have at least five significant uses: 

1. As benchmarks to evaluate the performance of professional money managers. 

2. To create and monitor an index fund. 

3. To measure market rates of return in economic studies. 

4. For predicting future market movements by technicians. 

5. As a proxy for the market portfolio of risky assets when calculating the systematic risk of an 

asset. 

Indexes 

 Because the indicator series are intended to reflect the overall movements of a group of securities, it 

is necessary to consider which factors are important when constructing an index that is intended to 

represent a total population. 

The Sample 

 The size of the sample, the breadth of the sample, and the source of the sample used to construct a 

series are all important. 

 A small percentage of the total population will provide valid indications of the behaviour of the total 

population if the sample is properly selected.  

 At some point the costs of taking a larger sample will almost certainly outweigh any benefits of 

increased size. The sample should be representative of the total population; otherwise, its size will be 

meaningless.  

 The source of the sample is important if there are any differences between segments of the 

population, in which case samples from each segment are required. 

 

Weighting Sample Members 

 Our second concern is with the weight given to each member in the sample.  

 Three principal weighting schemes are used: (1) a price-weighted series, (2) a market-value-

weighted series, and (3) an unweighted series, or what would be described as an equally weighted 

series. 

Computational Procedure 

 Our final consideration is selecting the computational procedure. One alternative is to take a simple 

arithmetic average of the various members in the series. 

  Another is to compute an index and have all changes, whether in price or value, reported in terms of 

the basic index. Finally, some prefer using a geometric average of the components rather than an 

arithmetic average. 

 

 



Chapter 10 

ANALYSIS OF FINANCIAL STATEMENTS 

Major Financial Statements 

 Financial statements provide information on the resources available to management, how these 

resources were financed, and what the firm accomplished with them. 

 Corporate shareholder annual and quarterly reports include three required financial statements: the 

balance sheet, the income statement, and the statement of cash flows. 

 Information from the basic financial statements can be used to calculate financial ratios and to 

analyse the operations of the firm to determine what factors influence a firm’s earnings, cash flows, 

and risk characteristics. 

Generally Accepted Accounting Principles 

 Among the input used to construct the financial statements are generally accepted accounting 

principles (GAAP), which are formulated by the Financial Accounting Standards Board (FASB). 

 The FASB allows companies some flexibility to choose among appropriate GAAP. This flexibility 

allows the firm’s managers to choose accounting standards that best reflect company practice. On the 

negative side, this flexibility can allow firms to appear healthier than they really are. 

The Balance Sheet 

 The balance sheet shows what resources (assets) the firm controls and how it has financed these 

assets. Specifically, it indicates the current and fixed assets available to the firm at a point in time 

(the end of the fiscal year or the end of a quarter). 

The Income Statement 

 The income statement contains information on the profitability of the firm during some period of 

time (a quarter or a year).  

 The income statement indicates the flow of sales, expenses, and earnings during a period of time. 

The Statement of Cash Flows 

 The statement of cash flows integrates the information on the balance sheet and income statement. 

 For a given period, it shows the effects on the firm’s cash flow of income flows (based on the most 

recent year’s income statement) and changes in various items on the balance sheet (based on the two 

most recent annual balance sheets).  

 The result is a set of cash flow values that you can use to estimate the value of a firm and to evaluate 

the risk and return of the firm’s bonds and stock. 

 The sum total of the cash flows from the three sections is the net change in the cash position of the 

firm. This bottom-line number should equal the difference in the cash balance between the ending 

and beginning balance sheets. 

 The statement of cash flows has three sections: cash flows from operating activities, cash flows from 

investing activities, and cash flows from financing activities.  

- Cash Flow from Operating Activities lists the sources and uses of cash that arise from the 

normal operations of a firm. 



Chapter 12 

Macro-analysis and Micro-valuation of the Stock Market 

The Components of Market Analysis 

 Market analysis has two components: the macro-analysis of the relationship between the aggregate 

securities markets and the aggregate economy, and the specific micro-valuation of the stock market.  

 The macro-analysis is in response to the belief that security markets reflect what is expected to go on 

in the economy, because the value of an investment is determined by its expected cash flows and its 

expected required rate of return. 

 Both of these valuations factors are influenced by the aggregate economic environment. 

 Macro-economy and market analysis provides important insights for subsequent industry and 

company analysis. 

 The microanalysis builds on these macro insights by deriving a specific valuation for the market. 

Macro-market Analysis 

 Fluctuations in security markets are related to changes in the aggregate economy.  

 Individual stock prices reflect investor expectations about an issuing firm’s performance in terms of 

earnings, cash flow, and the investor’s required rate of return.  

Economic Activity and Security Markets 

 Economic series can be classified into three groups: leading, coincident, and lagging indicator series. 

 Extensive analysis of the relationship between the economy and the stock market has shown that 

stock prices are one of the better leading indicator series. 

 Stock prices consistently turn before the economy does. 

 There are two possible reasons why stock prices lead the economy.  

 One is that stock prices reflect expectations of earnings, dividends, and interest rates.  

- As investors attempt to estimate these future variables, their stock price decisions reflect 

expectations for future economic activity, not current activity.  

 A second possible reason is that the stock market reacts to various leading indicator series, the most 

important being corporate earnings, corporate profit margins, interest rates, and changes in the 

growth rate of the money supply.  

- Because these series tend to lead the economy, when investors adjust stock prices to reflect 

expectations for these leading economic series, it makes stock prices a leading series as well. 

The Cyclical Indicator Approach 

 The cyclical indicator approach to forecasting the economy contends that the aggregate economy 

expands and contracts in discernible periods.  

Cyclical Indicator Categories 

 The first category, leading indicators of the business cycle, includes economic series that usually 

reach peaks or troughs before corresponding peaks or troughs in aggregate economic activity. 

 



Formula Sheet 

Chapter 4 

Buying on the Margin =    −      

  =    

 =     

Profit = Ending Value - Beginning Value + Dividends - Transaction Costs - Interest 

Chapter 5 

Indexes − ℎ  =     
 

Market Value = Number of Shares Outstanding × Current Market Price − ℎ  =          ℎ  =         𝑌′  𝑌′ =   𝑌 =   ℎ  −  ℎ   ℎ   

Chapter 10 

Ratios 

Internal Liquidity Ratios  =    

 = ℎ + ℎ   +  

ℎ = ℎ     


