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INVESTMENTS IN REAL AND FINANCIAL ASSETS 

An investment is a reduction of current consumption in expectation of greater future consumption. 

Examples include: 

• Purchasing stock, collecting dividends, and selling stock later 

• Buying a corporate bond, collecting coupon payments, and collecting principal at maturity 

• Paying college tuition, learning, growing, earning a higher salary 

 

 

Investments require an expectation of a future benefit, not necessarily a realization. 

 

 

REAL VS. FINANCIAL ASSETS 

Generally, we refer to two broad classes of assets that we might invest in: real and financial.  

1. Real assets directly contribute to the creation of goods and services (land, equipment, 

buildings, a college education.)  

 

 

2. Financial assets indirectly contribute to the creation of goods and services via allocation 

of money and resources to finance real assets.  

 

 

 

A financial asset to you is a liability to another party. Financial assets (or instruments) “cancel 

out”, leaving only real assets as material wealth in a society. 
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EQUITY SECURITIES 

Equity securities primarily consist of common stock or shares, which represents ownership 

interest in a publicly held corporation. Common stockholders, or shareholders, are owners of a 

firm. Equity shares include the following features: 

1. Residual claim on the firm 

 

 

2. Dividends (if paid) 

 

 

3. Limited liability 

 

 

4. Voting rights for directors, auditor, advisory executive compensation, mergers 

 

 

Figure 1: Financial Asset Classes 
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Equity markets in an upward (downward) trend are known as bull (bear) markets.  When 

investors believe security prices will increase, they are bullish on that security. If they believe 

prices will fall, they are bearish.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The Etymology of Bull and Bear1 

The origin of the terms “bull” and “bear” is unclear. An archaic proverb declares “it 

is unwise to sell the bear’s skin before one has caught the bear.” This may have been 

a warning for traders who borrowed stock to sell it in expectation that the stock’s price 

would fall. Once the stock was cheaper, they might buy the shares back (and profit 

upon refurnishing the shares to the party they borrowed the shares from). The bull 

term may have simply been chosen as the bear’s alter ego. 

 

Others say it is related to the way each animal attacks: bulls strike up with their horns 

while bears “bear down.”  

 

How many dollars’ worth of  Conagra Brands (owners of Slim Jim, Vlasic, PAM, 

Healthy Choice)  must you own to have 1% of the vote, assuming equal voting rights of 

one vote per share? Conagra has about 480 million shares outstanding and a share price 

of $36. 

 

Search for stock listings at the WSJ Market Data Center:  https://www.wsj.com/market-

data/quotes 

 

https://www.wsj.com/market-data/quotes
https://www.wsj.com/market-data/quotes
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While less well-known, equity securities also include: 

1. Preferred Stock: nonvoting shares usually paying cumulative fixed dividends. 

 

 

2. American Depositary Receipts (ADRs):  a certificate issued by a U.S. bank that 

represents ownership interest in a foreign stock. 

 

 

This stock, with ticker KO trades at $54.70, 

began the day trading at $54.83, went as high 

as $55.02 during the day and as low as 

$54.50. Over the last 52 weeks, it was as high 

as $55.50 and as low as $43.20. KO shares 

exchanged hands 12.11 million times 

today, a bit lower than its daily average of 

13.98 million. The size or market 

capitalization (overall value) of this firm is 

$234.77 billion (shares outstanding 

multiplied by its current price). The stock price 

per share divided by its earnings (net income) 

per share, or the P/E ratio, is 32.79. Finally, the 

dividend yield or annual dividend divided by 

stock price is 3.01%. 

Figure 2: Stock Quotes from Robinhood 
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TYPES OF ORDERS 

MARKET ORDERS 

Market Orders are to buy or sell shares at current market prices. That is, buy now at the best ASK 

or sell now at the best BID the broker is able to obtain. However, the best ASK and best BID prices 

are for a set number of shares and may vary across markets and dealers.  

Figure 3: Real-Time Quotes 

 

 

 

 

 

 

 

 

 

 

 

Last transaction price. 

Can now sell up to 5 

round lots of 100 shares 

for $141.35. 

Can now buy up to 1 

round lot of 100 

shares for $141.54. 

You can view the best available (lowest) prices at which stocks are for sale (asks), and 

the best available (highest) prices at which a stock is available to sell (bids) with the 

Cboe Book Viewer. Notice what happens as you buy (demand) more shares or you sell 

(supply) more shares:  

https://www.cboe.com/us/equities/market_statistics/book_viewer/ 

 

If you purchase all 100 shares at the listed ask price and want to purchase more, will the 

next 100 shares likely be more or less expensive than your first 100? If you sell all 500 

shares at the listed bid prices and want to sell more, will you be able to sell the next 100 

shares for more or less than the first 500 you sold? 

 

https://www.cboe.com/us/equities/market_statistics/book_viewer/
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PRICE CONTINGENT ORDERS 

Price Contingent Orders are executed depending on whether the security’s price has met, 

exceeded, or fell below some specified value: 

 

• Buy Limit: buy if share price is at or below a specified price (‘good deal’) 

• Sell Limit: sell if share price is at or above a specified price (‘cash out’) 

• Buy Stop: buy when share price is at or above a specified price (‘about time’/‘protect 

short’) 

• Sell Stop: sell when share price is at or below a specified price (‘cut losses’) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Current Stock Price 

Buy Sell 

Limit 

Stop 

Stop 

Limit 

Figure 4: Price Contingent Orders 

View examples of each of the orders above in the Excel file Order Types at 

josephfarizo.com/fin366.html. 

 

If you submit a price contingent order with your broker, are you guaranteed you will 

transact at the price you’ve chosen? Are you guaranteed you’ll get all the shares you 

request? 

 

https://www.josephfarizo.com/files/FIN366Investments/OrderTypes.xlsx
https://www.josephfarizo.com/fin366.html
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BUYING ON MARGIN 

Buying on Margin is the use of borrowing and debt to invest an amount greater than money in an 

account allows. As with using leverage in any investing context: 

 

• Higher upside potential 

 

 

• Greater losses possible 

 

The margin is the portion of an account contributed by the investor (the investor’s equity in the 

account). The remainder is contributed by a broker’s call loan, so named because the money the 

broker lends the investor may itself be borrowed from a bank and payable “on call.” 

• Initial Margin: At the outset, an investor must own at least 50% of the assets in the account 

by Regulation T of the Federal Reserve.1 The broker may require a greater percentage, but 

cannot require less. 

 

 

The value of the securities in an account can fluctuate such that the investor’s equity in the account 

is too low (or you owe more to the broker than you own in securities in the account).  

 

 

• Maintenance Margin: This is the level below which a margin call will be issued, whereby 

the broker will require the investor to add new cash or securities to increase the investor’s 

equity in the account. The maintenance margin may be no less than 25% by Financial 

Industry Regulatory Agency (FINRA) Rule 4210.2 The broker may require a greater 

percentage, but cannot allow for less. 

 

 

Brokers have discretion to sell securities from the investor’s account if the investor doesn’t 

contribute funds to keep their equity above the maintenance margin. 
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PRACTICE: Assume you’d like to buy 100 shares of JJD Corp., currently trading at $100. You’ll 

contribute $6,000 and borrow the rest from your broker. 

• What’s your initial margin? 

• What is the margin if the stock price falls to $68? What if it rises to $132? Construct balance 

sheets.  

• At what price would a margin call be triggered assuming a maintenance margin of 30%? 

• What are your returns with and without leverage if the share goes to $68 or $132, assuming 

the interest on the loan is 3%? 

 

We will use the Excel file Buying On Margin available at  josephfarizo.com/fin366.html.  

 

SOLUTION: Beginning with the initial margin, let’s construct the balance sheet. 

ASSETS LIABILITIES AND EQUITY 
Value of Stock  Loan from Broker  

  Equity  

    

 

Compute the initial margin: 

 

𝑀𝑎𝑟𝑔𝑖𝑛 =  
𝐸𝑞𝑢𝑖𝑡𝑦 𝑖𝑛 𝐴𝑐𝑐𝑜𝑢𝑛𝑡

𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑆𝑡𝑜𝑐𝑘 
=

𝐸𝑞𝑢𝑖𝑡𝑦 𝑖𝑛 𝐴𝑐𝑐𝑜𝑢𝑛𝑡

𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑆𝑡𝑜𝑐𝑘
= 

 

If the share price falls to $68: 

ASSETS LIABILITIES AND EQUITY 
Value of Stock  Loan from Broker  

  Equity  

    

 

The margin becomes: 

 

𝑀𝑎𝑟𝑔𝑖𝑛 =  
𝐸𝑞𝑢𝑖𝑡𝑦 𝑖𝑛 𝐴𝑐𝑐𝑜𝑢𝑛𝑡

𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑆𝑡𝑜𝑐𝑘 
=

𝐸𝑞𝑢𝑖𝑡𝑦 𝑖𝑛 𝐴𝑐𝑐𝑜𝑢𝑛𝑡

𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑆𝑡𝑜𝑐𝑘
= 

 

https://www.josephfarizo.com/files/FIN366Investments/BuyingOnMargin.xlsx
https://www.josephfarizo.com/fin366.html
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If the share price rises to $132: 

ASSETS LIABILITIES AND EQUITY 
Value of Stock  Loan from Broker  

  Equity  

    

 

The margin becomes: 

 

𝑀𝑎𝑟𝑔𝑖𝑛 =  
𝐸𝑞𝑢𝑖𝑡𝑦 𝑖𝑛 𝐴𝑐𝑐𝑜𝑢𝑛𝑡

𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑆𝑡𝑜𝑐𝑘 
=

𝐸𝑞𝑢𝑖𝑡𝑦 𝑖𝑛 𝐴𝑐𝑐𝑜𝑢𝑛𝑡

𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑆𝑡𝑜𝑐𝑘
= 

 

To determine the price that the share must fall to before a broker issues a margin call, we solve for 

the following (which equates the margin after a price change and the maintenance margin) for the 

price P. Notice that our asset is a function of the price P: 

 

𝐸𝑞𝑢𝑖𝑡𝑦

𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑆ℎ𝑎𝑟𝑒𝑠 𝑂𝑤𝑒𝑑
=

(𝑆ℎ𝑎𝑟𝑒𝑠 𝑃𝑢𝑟𝑐ℎ𝑎𝑠𝑒𝑑 × 𝑃) − 𝑂𝑟𝑖𝑔𝑖𝑛𝑎𝑙 𝐿𝑜𝑎𝑛

(𝑆ℎ𝑎𝑟𝑒𝑠 𝑃𝑢𝑟𝑐ℎ𝑎𝑠𝑒𝑑 × 𝑃)
= 𝑀𝑎𝑖𝑛𝑡. 𝑀𝑎𝑟𝑔𝑖𝑛 

 

Thus, 

 

(𝑆ℎ𝑎𝑟𝑒𝑠 × 𝑃) − 𝑂𝑟𝑖𝑔𝑖𝑛𝑎𝑙 𝐿𝑜𝑎𝑛

(𝑆ℎ𝑎𝑟𝑒𝑠 × 𝑃)
= 𝑀𝑎𝑖𝑛𝑡. 𝑀𝑎𝑟𝑔𝑖𝑛 

 

 

Solving for P yields the price __________, implying that if the shares fall to this value, a margin 

call will be issued and more cash or liquid assets (T-bills) would need to be contributed to the 

account.  

 

 

Finally, we determine what our returns are with and without leverage if the stock rises to $132 or 

falls to $68, and assuming 3% simple interest when buying on margin. We’ll use the percent 

change formula: 
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% 𝐶ℎ𝑎𝑛𝑔𝑒 =  
𝑁𝑒𝑤 − 𝑂𝑙𝑑

𝑂𝑙𝑑
=

(𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡 𝑉𝑎𝑙𝑢𝑒 − 𝐿𝑜𝑎𝑛 𝑎𝑛𝑑 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡) − 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐼𝑛𝑣𝑒𝑠𝑡.

𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐼𝑛𝑣𝑒𝑠𝑡.
 

 

If the stock is up to $132 without leverage: 

% 𝐶ℎ𝑎𝑛𝑔𝑒 =  
𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡 𝑉𝑎𝑙𝑢𝑒 − 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡

𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡
= 

 

If the stock is down to $68 without leverage: 

% 𝐶ℎ𝑎𝑛𝑔𝑒 =  
𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡 𝑉𝑎𝑙𝑢𝑒 − 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡

𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡
= 

 

 

If the stock is up to $132 with leverage: 

% 𝐶ℎ𝑎𝑛𝑔𝑒 =  
𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡               𝑉𝑎𝑙𝑢𝑒 − 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡

𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡
= 

 

If the stock is down to $68 with leverage: 

% 𝐶ℎ𝑎𝑛𝑔𝑒 =  
𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡              𝑉𝑎𝑙𝑢𝑒 − 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡

𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡
= 

 

INTERPRETATION: Notice that the magnitudes of the positive return and negative return with 

leverage is greater than the magnitudes without leverage. You stand to gain more but at greater 

risk when buying on margin. 

 

SHORT SELLING 

Investors who are bullish may consider buying on margin. Investors who are bearish on a 

security may consider selling short shares. 

 

Short selling is the sale of securities not owned by the investor but borrowed through a broker. 

The investor expects to borrow the shares today, sell them at current market prices, then buy them 

back later at a lower price to return to the broker - covering the short.  
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PRACTICE: You are bearish on AADC Corp. shares. They trade at $100, and you short 1000 

shares on 65% margin.  

• What’s your profit if the shares fall to $68? 

• What’s your profit if the shares rise to $128? 

• At what price would a margin call be triggered assuming a maintenance margin of 25%? 

 

We will use the Excel file Short Selling available at  josephfarizo.com/fin366.html.  

  

SOLUTION: We’ll construct an initial balance sheet and balance sheets assuming shares rise and 

fall to help us determine the profit and loss in each case. 

 

Upon borrowing the shares and selling on the market, the cash is added to your account. Given 

you borrowed these shares, it results in a liability. The problem states you’ve sold on margin, 

implying that you must have some assets in your account. We’ll say that you have short term and 

highly liquid Treasury bills (or T-bills) in your account. 

 

These T-bills will effectively be our “cash”: issued and backed by the federal government. 

 

Borrow share and sell 

short here at $55 

Buy share at $25 and 

return share to broker 

Profit $30 

Lose $30 

Borrow share and sell 

short here at $25 

Buy share at $55 and 

return to broker 

Figure 5: Short Selling 

Short selling can be substantially riskier than buying a stock outright. Why? What 

happens if you short a share at $100 and its price rises to $150? $500? $1,000? 

 

https://www.josephfarizo.com/files/FIN366Investments/ShortSelling.xlsx
https://www.josephfarizo.com/fin366.html
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Initial balance sheet… 

ASSETS LIABILITIES AND EQUITY 
Cash (from stock)  Short Position  

T-Bills   Equity  

    

 

 

If the share price falls… 

ASSETS LIABILITIES AND EQUITY 
Cash (from stock)  Short Position  

T-Bills   Equity  

    

 

 

 

If the share price rises… 

ASSETS LIABILITIES AND EQUITY 
Cash (from stock)  Short Position  

T-Bills   Equity  

    

 

 

 

 

We determine the proceeds in each case, as well as the percent return based on the original 

investment (our initial margin): 

 

 

If the share price falls… 

Proceeds from Sale   ̶   Covering the Short  =  Profit 

_______________    ̶   _______________   = _______________ 
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Return as a percentage of the original investment: 

Profit  ÷ Original Investment  =  % Return 

_______________    ÷   _______________   = _______________ 

 

If the share price rises… 

Proceeds from Sale   ̶   Covering the Short  =  Profit 

_______________    ̶   _______________   = _______________ 

 

 

Return as a percentage of the original investment: 

Profit  ÷ Original Investment  =  % Return 

_______________    ÷   _______________   = _______________ 

 

To determine how high the share price can rise before a margin call, we solve for the price P in the 

maintenance margin equation, noticing that our liability is now a function of P: 

 

𝐸𝑞𝑢𝑖𝑡𝑦

𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑆ℎ𝑎𝑟𝑒𝑠 𝑂𝑤𝑒𝑑
=

𝐴𝑠𝑠𝑒𝑡𝑠 − (𝑆ℎ𝑎𝑟𝑒𝑠 𝑡𝑜 𝐶𝑜𝑣𝑒𝑟 × 𝑃)

(𝑆ℎ𝑎𝑟𝑒𝑠 𝑡𝑜 𝐶𝑜𝑣𝑒𝑟 × 𝑃)
= 𝑀𝑎𝑖𝑛𝑡𝑒𝑛𝑎𝑛𝑐𝑒 𝑀𝑎𝑟𝑔𝑖𝑛 

 

Thus,  

 

𝐴𝑠𝑠𝑒𝑡𝑠 𝑖𝑛 𝐴𝑐𝑐𝑜𝑢𝑛𝑡 − (𝑆ℎ𝑎𝑟𝑒𝑠 𝑡𝑜 𝐶𝑜𝑣𝑒𝑟 × 𝑃)

(𝑆ℎ𝑎𝑟𝑒𝑠 𝑡𝑜 𝐶𝑜𝑣𝑒𝑟 × 𝑃)
= 𝑀𝑎𝑖𝑛𝑡𝑒𝑛𝑎𝑛𝑐𝑒 𝑀𝑎𝑟𝑔𝑖𝑛 

 

Solving for P yields the price __________, implying that if the shares rise to this value, a margin 

call will be issued and more T-bills or cash would need to be contributed to the account.  

 

  The broker will also expect you return the shares within an agreed upon timeframe with 

any dividends the company paid while you shorted them. What would happen to the 

return to your short position if the stock pays dividends? 
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END NOTES 

1 Regulation T: https://www.federalreserve.gov/supervisionreg/reglisting.htm 
2 FINRA Rule 4210: https://www.finra.org/rules-guidance/rulebooks/finra-rules/4210  

                                                 

https://www.federalreserve.gov/supervisionreg/reglisting.htm
https://www.federalreserve.gov/supervisionreg/reglisting.htm
https://www.finra.org/rules-guidance/rulebooks/finra-rules/4210

