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Course Description

This course covers the elements of financial markets, financial securities and how tiiey are
valued and traded. The perspective is that of the investment manager, responsii)ie for the
investment portiolios of insurance companies, i)anizs, pension iun(is, mutual iuncis, endowment
funds and personai trusts. What we cover in this course has obvious implications for stock
selection strategies i)y individuals and for financial decisions within firms. However, these topics
are covered in greater cieptii in other courses (Investment Principies C15.0041, Advanced
Corporate Finance C15.0008) and are mereiy introduced here. We discuss several outstan(iing
proi)lems of investment management, inciucling the definition of appropriate standards of
prucience, security Vaiuation, periormance measurement, the asset mix decision and alternative

risk control proceclures.

The textbook for this course is Bociie, Kane and Marcus Fssentials o][ Investments
(McGraw—Hiii, Seventh E(iition), and a speciai edition comprising Ciiapters 4, 5 and 8 of Ross,
Westerfield and ]orcian Hssentials o][ Corporate Finance available from the bookstore. Holden
EXCEL Moa’e/ing in Bundamentals of]nvestments (Prentice Haii) is an op’cionai text necessary for
those with limited iznowie(ige or experience with EXCEL tools used in this course. Other require(i
reaciings will be distributed to the class. There will be a midterm and a final examination. The
final exam will cover all of the material in the course, and the midterm will count towards the

final gracie when the gracie on the midterm is iiigiier than the gracle on the final.

All students will need to have a calculator in this class. Oniy the simpiest scientific
calculator is require(i (one that has +,-, X, +, ¥’ (x to power y) and memory iunc’cions). Finance
majors may consider purciiasing a financial calculator. Every student of Stern is expec’ce(i to be
comfortable with EXCEL tools. In particuiar any Finance area major is expecte(i on gra(iuation
to have a iznowiecige of these tools that extends i)eyonci iamiiiarity to an individual awareness of
the uses and limitations of this teciinoiogy. Please note that graplzing ca/cu/ators, PDA’s,
iPhones or any electronic devices with a QWERTY leeyl‘)oaral are not permittec[ in the

examination room.

Midterm examination schedule:

C15.0002.001 (8:00-9:15 MW) Wednesday March 11, 8:00-015AM

C15.0002.004 (2:00-3:15 TuTh) Thursday March 12, 2:00-3:15PM

C15.0002.005 (3:30-4:45 Tu'Th) TZzursalay March 12, 3:30-4:45PM




Final examination schedule:

C15.0002.001 (8:00-9:15 MW) Monday May 11, 8:00-9:50AM
C15.0002.004 (2:00-3:15 TuTh) Tuesday May 12, 2:00-3:50PM
C15.0002.005 (3:30-4:45 TuTh) nursday May 7, 4:00-5:50PM

Please note that the times for the fina/ examination dlfy[er from normal class hours. Due to
University regu/ah'ons as confirmed tltrougll the Dean’s oﬁ[ice, students must take the fina/
examination with their assignea[ Section. Unfortunate/y, the Professor has no discretion in
this matter. Any requests for incomple’ce gracles must be submitted to the instructor via a formal
written request prior to May 7.

I will make every effort to make available to the class paper copies of overhead
transparencies prior to class. If there is any material in the lectures or the handout material that
you feel is unnecessarily obscure, please fill in the comment sheet at the end of the clay’s handout

or see me in my office after class.

This course is chaﬂenging and cumulative in nature. For this reason, it is important not
to fall behind, as it is difficult to catch up. Students are responsible for material covered in
1ectures, Weelzly problem sets submitted on hne, Concept Checks! and proMem sets” listed in the
syﬂabus. The Concept checks and problem sets are not to be handed in, but they are an important
component of the course, and answers are proviclecl. While these homework assignments are not
gradecl, the instructor may take some of the closed book midterm and final examination questions
from the Concept Checks and mini cases that appear in the SyHa]ous, and from pro]alem sets that
are completecl ona Weelzly basis through the Semester. For this reason, failure to complete these
assignments in a timely way may lead to an unsatisfac’tory gra(le in the course. Class
participation is extreme/y important and will be accounted for in determination

O][ the ﬁna/ grade. Class participation credit is determined in the ][irst instance Zvy the qua/ity 0][
the participation in the Discussion Board.

lConcept Checks are pro]:)lems that are interspersed in the text. A worked answer for each of these prol)lems
appears at the end of the chapter in which the concept check appears. For example, the Concept Check 21.1 that
pertains to the first lecture can be found on page 687 of the text, and an answer is providecl on page 700.
2 . . . . .
Problems given in the Syﬂa})us are taken from the textbook and solutions are available in the paclzage
available at the Booleshop.



Grading‘ Policy

The final gracle will be determined as follows. The examinations (mid’cerm and final) will
contribute 85 percent to the final grade and class participation will count towards 10 percent.

Satisfactory and timely completion of all homework assignments will contribute 5 percent.

At Stern, we want to ensure fair and consistent grading across core courses. As such,
gracles for this course will be distributed foﬂowing the Stern Grading Guidelines for Core Courses
at the Undergradua’ce Coﬂege.

25-35% A’s - awarded for excellent work
50-70% B’s — awarded for good or very goo& WOI’lZ
5-15% C’s (or loelow) — awarded for adequate or below work

Attendance and Participation Credit

i Class attendance is man(latory and part of a student’s grade. Absences may be excused
only in the case of documented serious illness, family emergency, religious observance, or civic
obliga’cion. If you will miss class for religious observance or civic ol)ligation, you must inform you
instructor no later than the first week of class. Recruiting activities are not acceptable reasons for
class absence. If you cannot attend class for any reason at any time, you must notify the professor

in advance.

° Students are expectecl to arrive to class on time and stay to the end of the class period.
Chronicaﬂy arriving late or 1eaving class early will have an impact on a student’s grade through a
diminished participation credit. Students may enter class late only if given permission loy the
instructor and can do so without disrupting the class. The pro£essor is not olaligated to admit late
students or may choose to admit them only at specific times. He is not ol)ligated to readmit
students who leave class.

* Participation is not limited to class attendance. Participation in the class Discussion
Board is a very important component of this course. A maximum participation credit of 10% will
be determined on the basis of the quality (not necessarily quantity) of Discussion Board
participation. However, as noted above clisruptive behavior or non attendance will diminish this

participation credit.

° Students are expecte& to come to class prepared having read text and assigned readings

prior to class. Required homework is expected to be completed and submitted in a Jcimely manner.

Classroom NO].’Il’lS



* As thisis a iarge class, piease be respectiui of other students. Inappropriate or abusive
postings on the Discussion Board are not tolerated. Only use NYU domain addresses

(mvname@stern.nvu.e(iu or mvname@nvu.e(iu when communicating Witi’l the instructor or

other class members. Communications from anonymous mail addresses (SU.Cl’l as gmaii or yaiioo)

will not be answerecl.

° Laptops, cell piiones, Smartpiiones and other electronic devices are a disturbance to both
students and proiessors. All electronic devices inclucling’ laptops and cell phones must be
turned off prior to the start of each class meeting.

Ethical Guidelines

Aii stu(ients are expectecl to ioiiow ’ciie Stern CO(ie oi Conciuct.
iittp://Www.stern.nvu.e(iu/uc/cocleoiconcluct A student’s responsibilities inciu(ie, i)ut are not
limited to, the ioiiowing:

° A (i.uty to aclznowie(ige the work and efforts of others when su]omitting work as one’s own.
I(ieas, ciata, direct quotations, parapiirasing, creative expression, or any other incorporation of the

WOI'12 oi others must i)e cieariy reierencecl.

° A ciuty to exercise the utmost integrity when preparing for and compieting examinations,

inclu(iing an oi)iigation to report any observed violations.

Students should understand that failure to abide i)y this Code can have very serious consequences.
Failure to meet these responsiiaiiities will lead in the first instance to an automatic iaiiing gracle in
this course, and aci(iitionaiiy may result in a hearing and sanctions i)y the Stern Undergra(iuate

Honor Council.
Students with Disabilities

* Students whose class periormance may be affected due to a clisa]oiiity should notig/ the
proiessor imme(iiateiy so that arrangements can be made in consultation with the Henry and
Lucy Moses Center for Stuclents Wi’cii Disaiaiiities i'ittp://www.nvu.e(iu/csci/ to accommodate their

neecis.

Prerequisites
(C22.0103 Statistics for Business, V31.0002 or V31.0004 Economic Principies, C10.0001

Principies of Financial Accounting (co-requisite) and Sophomore Stan(iing



Foundations of Financial Markets C15.0002.00 Professor S’cephen Brown
Spring 2008

SyHa})us
Week 1: January 20-26

Investors and the Investment Process

Readings: BKM Chapters 1.1-1.6, 21

Ross Westerfield and Jordan Chapter 4
Concept Check BKM 21.1 (p.687), 21.2 (p.égl),21.3 (p694)
Problem sets: BKM 21:1-7 (p.696), RWJ 4:1-7 (pp.114-115)

What are the investment oZ)jectives o][ individual and institutional investors? What constraints app/y?
We discuss the characteristics o][ cliﬁ[erent investors, and the types o][ securities available to them. It is
important to understand the basic characteristics ofsecurity markets and the way in which these af}[ect
the investment process. In particu/ar, we demonstrate how a very basic unaierstanc{ing o][ these markets

leads to a simp/e basis ][or the valuation o][a//][inancia/ claims.

Week 2: January 27-Fe]3ruary 2
Principles of Security Valuation
Case: Tennant Company
Reaclings: BKM Chapter 13

Ross Westerfield and Jordan Chapters 5,8
Concept Check: BKM 13.1 (p.405),13.2 (p.409), 13.3 (p.412),13.5(p.420)
Problem sets: RWJ 5:1-5 (pp.152-153), 8:5-9,12(pp.258-259)

The idea that a ][inancia/ security is worth no more than the present value 0][ the stream oj[anticipateal
payments is a very basic princip/e o][security valuation. We motivate this genera/ idea, and illustrate it
in the context ofequity, ][ixea/ income and real estate valuation. An una]erstana]ing o][ this idea suggests

wlzy it is so hard to prea’ict ][uture movements in security values.

Week 3: Fel)ruary 3-9
Mathematics of Return

Rea&ings BKM Chapter 5.1,2.1-2.2
Concept Check: BKM 5.1 (p. 119), 2.1 (p. 31)
Problem sets: BKM 5:1 (p. 142), 18:2,3 (p.615)



Comparison o][ rates o][ return is o][ten a shortcut to va/uing a]if}[erent ][inancia/ securities. Un][ortunate/y,
there is no genera/ consensus as to how to measure rates o][ return. Aritlzmetic, geometric, and internal
rates of[ return are oﬁen conffusecj with each other and with measures such as bank discount rates.
Fach o][ these measures o][ return are used in a]i]?[erent contexts ana’for a’iﬁ[erent purposes and should
not be con][usec!.

Week 4: Fe]oruary 10-18
Equity risk and return
Readings: BKM Chapter 2.3,2.4,5.2,5.3,5.5,5.6
Concept Check:  BKM 2.3 (p.38), 2.4 (p.44), 2.5 (p.45), 5.2 (p.122), 5.3 (p.124),
5.4 (p.131), 5.6 (p.135), 5.7 (p.137)
Problem sets: BKM 5:5,14,16,18—20 (pp.143—145)

De][ines notions o][ return and risk ][or equity securities and ffor port][o/ios off securities. Compares the

risk and return ][eatures of[stocks and bonds, and shows how equity risk can be moa]i][iea] Ly considering
a port][o/io o][stocks and bonds.

Week 5: Fe]oruary 17-25
Diversification with two rislzy assets
Case: BKM Problem 0.0-0.10
Readings: BKM Chapter 6
Concept Check: BKM 6.1 (p.155), 6.2 (p.162), 6.3 (p.164), 6.4 (p.167), 6.6
(p.175)
Problem sets: BKM 6:1,5 (pp-182-183)

Examines the risk and return attributes of[ port][o/ios of[ securities, and ic]enti][ies the correlation between

security returns as a central component ofport][o/io risk.

Asset Allocation

Case: XYZ Corporation
Reaclings: BKM Chapter 6.4
Concept Check: BKM 6.5 (p.171)
Problem sets: BKM 6:22-24 (p.186)

]aienti:)[ies the asset mix decision as the central po/icy prob/em o][ investment management, and shows
how port][o/io tkeory can be used to construct /ong term asset mix guiale/ines. Introduces the notion o][

asset /ialai/ity matcking

Weelz 6: February 24 - March 4
Asset Allocation (Continued): Many risley asset case



Rea&ings: BKM Chap’cer 43.3,45.6,45.7,45.8

International Diversification

Case: BKM Problem 10.1,10.2

Reaclings: BKM Chapter 19.1-19.4

Concept Check: BKM 19.1 (p. ()27), 19.2 (p.630), 19.3 (p.631)
Problems: BKM 19: 1,2,9,10,11 (pp.653-654)

Does international a]iversi][ication increase port][o/io risk or decrease it? The answer to this question
depends on the extent to which the components of international risk, equit risk, currenc risk, and
P P quity Y

po/itica/ risk are a’iversifiaé/e in the investor’s port][o/io

Week 7: March 3-23
Capi’cal Asset Pricing Models
Case: APT in Action
Readings: BKM Chapter 7

Concept Check: BKM 7.1 (p.195), 7.2 (p.196), 7.3 (p.198), 7.4 (p.200), 7.5
(p.212), 7.6 (p.221)
Problems: BKM 7:1-3,6,7,26,32,34,36,37 (pp.222-227)

The idea that there may be a finite (ana] sma//) number o][ nona’iversi][iab/e sources o][ risk leads to an
Aréwitrage Pricing Theory that aie][ines the return investors expect ][rom capita/ assets. We stua]y the
][ounaiation o][ this model and the re/ationslzip to the related Capita/Asset Pricing Model, and show how

the model is app/iea] in practica/ investment management.

Week 8: March 10-25
Midterm Examination (MW sections March 11, TH sections March 12)

Spring Break!

Performance Measurement

Case: Growth Management

Rea&ings: BKM Chap‘cer 18.1 - 18.4
Concept Check: BKM 18.1 (p.591), 18.2 (p.604)
Problems: BKM 18:4,10,12 (pp.615-617)

Past performance alone does not guarantee ][uture performance. Soplzisticatea] performance
measurement tools examine the extent to which components o][per][ormance can be related to the

cona]uct o][ tlze manager.



Week 9. March 24—Apri1 1

Performance Measurement (Continued): Performance Attribution

Problems: BKM18:6 (p.616)

Fixed Income Analysis

Reaclings: BKM Chapter 10

Concept Check BKM 10.1 (p.294), 10.2 (p.299), 10.3 (p.305), 10.4 (p.306),
10.5 (p.309), 10.6 (p.310), 10.7 (p.312), 10.8 (p.323)

Problems: BKM 10:4,7,8,13,35,37,39 (pp.325-330)

How do ][ixea[ income securities work and how are tlzey valued? ery should bonds o][c[iﬁ[erent
maturities oﬁ[er a/iﬁ[erent yie/c]s? The ][act that /onger term bonds usua//y oﬁ[er Zziglzer yie/a]s, suggest that
part o][ the aliﬁ[erence is a premium ffor Learing interest rate risk, since exposure to this risk increases

with time to maturity.

Week 10: March 31 - April 8
Fixed Income Analysis (continuecl): Valuation

Managing Fixed Income Investments

Reaclings: BKM Chapter 11

Concept Check: BKM 11.1 (p.339), 11.2 (p.349), 11.3 (p.341), 11.4 (p.343),
11.5 (p.348), 11.6 (p.350), 11.7 (p.350)

Problems: BKM 11:1,2,3,5,6-10 (pp.358-359)

Duration measures how /ong investors tie their money up in fixec[ income securities. It is also ][or this
reason, a measure o][ the investor’s interest rate exposure. Immunization and related strategies attempt
to minimize interest rate risk exposure Ay arranging the investment port][o/io such that the duration o][
the assets matches the duration o][ the investor’s liabilities.

Week 11: April 7-15

Managing Fixed Income Investments (continuecl): Immunization

Problems: BKM 11: 4,11,20,21,24,25,28

Options: Characteristics and Payoffs

Readings: BKM Chapter 15.1-15.2

Concept Check: BKM 15.1 (p.484), 15.2 (p.488), 15.3 (p.497), 15.4 (p.498)
Problems: BKM 15:1,2,4-7 (pp.509-10)



Options ana]][utm'es contracts are examp/es o][a]eriuative securities, whose value a’epenais on the value o][
some other traded security. For some investors, derivative securities o]§[er the cizeapest way to capita/ize
on information that the unc[er/ying security will rise (or ][a//) in value. For other investors, derivative
securities provia/e an insurance ][uncﬁon. To understand derivative securities, it is ][irst necessary to
understand how the value o][ the derivative varies with the value o]/ the unazer/ying security.

Week 12: April 14-22
Options: Characteristics and Payoffs (continued)
Problems: BKM 15:9-11,15-17,26 (pp.509-513)
Option Valuation
Case: Ana/ytic Optioneci
Reaclings: BKM Chapter 16
Concept Check: BKM 16.1 (p.520), 16.2 (p-520), 16.3 (p-523), 16.43(p.525),
16.5 (p.526)
Problems: BKM 16:1-3,5,6,12-14,20,29,32, (pp.544-49)

An ana/ysis o][ the re/ationslzip between the value 0][ the derivative and the value o][ the unaler/ying
security suggests a simp/e approaclz to va/uing the derivative. We illustrate this in the context oj[option
pricing, and introduce the notion o][lzec[ging.

Week 13: April 21-29
Option Valuation (continued)

Futures Contracts

Readings: BKM Chapter 17

Concept Check: ~ BKM 17.1 (p.556), 17.2 (p.560), 17.3 (p.563), 17.4 (p.563),
17.5 (p.568)

Problems: BKM 17:1-3,5,6,13,20 (pp.580-583)

Futures contracts are a specia/ case of[ a derivative security. The specia/ ][eatures 0][ these contracts are
best understood Ly re][erence to related ][orwara] contracts and to the kistory o][ futures contracts traaling
in the United States. In investment management, tlrey are cln'e][]y used to hea’ge security risk (“short

positions”) or to provia]e an inexpensive way to invest in the markets (“/ong positions”).

Week 14: April 28 - May 4

Futures Contracts: Financial Futures



Problems: ~ BKM 17:4,9,11,16,17,22 (pp.582-583)

Portfolio Insurance

Case: POI’t£OliO Insurance Case

Reaclings: BKM Pages 538-542 (Port£oho Insurance)

An ana/ysis of[ this case provia’es a usefu/ summary o][ the material covered in this course.



