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Research companies with S&P

Because your parents
AREN'T GOING TO LOAN YOU

$500,000

to practice what you learned in class today.

Stock-Trak® Portfolio Simulation.

And can you blame them? Learning to make good investment decisions comes from experience—experience making
bad investment decisions. Get those bad decisions over with before managing real money (your parents’ or your own)
by using the Stock—Trak® Portfolio Simulation provided free with this text. After all, learning to effectively manage real
money and make investment decisions is what this text is all about.

Stock-Trak® gives students $500,000 in play money to trade stocks, options, futures, bonds, mutual funds, and interna-
tional stocks (no other simulation offers so many!). Students can immediately apply investment material from the text or
class by managing their Stock—Trak® portfolio, accessible online through the text's Web site at www.mhhe.com/jmbe.

If you bought a new book, you already have a subscription to Stock—Trak® (it comes free with this text), so follow the
directions on the insert card to set up your trading account today!

Professors: Use it as a Class.

Who picked the best stock? Who made the best trade? See the Instructor’s Manual for information on Stock—Trak's®
reporting system so you can see how your students and class do compared to others.

Students: Use it on your Own.

Your professor doesn’t have to sign up in order for you to participate—the insert card found with this text is your free
subscription to this simulation. Stock—Trak® exercises in the OLC briefly summarize key topics and trades and prompt
you to try these out yourself!

Use it Right Away.

Jordan and Miller cover the basics early so you can start trading through Stock—Trak® within the first two weeks of
class!
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then trade them on Stock—Trak!

Standard & Poor’s Educational Version of Market Insight

A free (with each new text purchased) exclusive partnership through McGraw-Hill/
Irwin and the Institutional Market Services division of Standard & Poor’s allows you to
access this rich online database. Containing six years of fundamental financial data
for over 1,000 companies, you can use this database to research and help answer the
corresponding end-of-chapter S&P problems. For more details and to register, please
see the bound-in card inside the front cover of this text or visit www.mhhe.com/
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Preface
R

So why did we write this book?

As we toiled away, we asked ourselves this question many times, and the answer was
aways the same: Our students made us.

Traditionally, investments textbooks tend to fall into one of two camps. The first type
has a greater focus on portfolio management and covers a significant amount of portfolio
theory. The second type is more concerned with security analysis and generally contains
fairly detailed coverage of fundamental analysis as a tool for equity valuation. Today, most
texts try to cover all the bases by including some chapters drawn from one camp and some
from another.

The result of trying to cover everything is either a very long book or one that forces the
instructor to bounce back and forth between chapters. This frequently leads to a noticeable
lack of consistency in treatment. Different chapters have completely different approaches:
Some are computational, some are theoretical, and some are descriptive. Some do macroeco-
nomic forecasting, some do mean-variance portfolio theory and beta estimation, and some
do financial statements analysis. Options and futures are often essentially tacked on the back
to round out this disconnected assortment.

The goal of these books is different from the goal of our students. Our students told us
they come into an investments course wanting to learn how to make investment decisions.
As time went by, we found ourselves supplying more and more supplemental materials to
the texts we were using and constantly varying chapter sequences while chasing this elusive
goal. We finally came to realize that the financial world had changed tremendously, and
investments textbooks had fallen far behind in content and relevance.

What we really wanted, and what our students really needed, was a book that would do
severa key things:

» Focus on the students as investment managers by giving them information they can
act on instead of concentrating on theories and research without the proper context.

« Offer strong, consistent pedagogy, including a balanced, unified treatment of the
main types of financial investments as mirrored in the investment world.

» Organize topicsin away that would make them easy to apply—whether to a portfo-
lio simulation or to real life—and support these topics with hands-on activities.

We made these three goals the guiding principles in writing this book. The next several
sections explain our approach to each and why we think they are so important.

Who Is This Book For?

This book is aimed at introductory investments classes with students who have relatively
little familiarity with investments. A typical student may have taken a principles of finance
class and had some exposure to stocks and bonds, but not much beyond the basics. The
introductory investments class is often a required course for finance majors, but students
from other areas often take it as an elective. One fact of which we are acutely aware is that
this may be the only investments class many students will ever take.

We intentionally wrote this book in a relaxed, informal style that engages the student
and treats him or her as an active participant rather than a passive information absorber. We
think the world of investmentsis exciting and fascinating, and we hope to share our consid-
erable enthusiasm for investing with the student. We appeal to intuition and basic principles
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whenever possible because we have found that this approach effectively promotes under-
standing. We also make extensive use of examples throughout, drawing on material from
the world around us and using familiar companies wherever appropriate.

By design, the text is not encyclopedic. As the table of contents indicates, we have atotal
of 20 chapters. Chapter length is about 30 to 40 pages, so the text isaimed at a single-term
course; most of the book can be covered in atypical quarter or semester.

Aiming the book at a one-semester course necessarily means some picking and choosing,
with regard to both topics and depth of coverage. Throughout, we strike a balance by intro-
ducing and covering the essentials while leaving some of the details to follow-up coursesin
security analysis, portfolio management, and options and futures.

How Does the Fifth Edition of This Book Expand upon
the Goals Described Above?

Based on user feedback, we have made numerous improvements and refinementsin the fifth
edition of Fundamentals of Investments. Valuation and Management. We have included an
appendix containing useful formulas. We updated every chapter to reflect current market
practices and conditions, and we significantly expanded and improved the end-of-chapter
material. Also, our chapters devoted to market efficiency and to behavioral finance continue
to rate highly among readers.

To give some examples of our additional new content:

e Chapter 2 contains a greatly expanded section on investment fraud and the Security
Investors Protection Corporation (SIPC). In addition, a new section has been added
to show students one way to form an investment portfolio.

» Chapter 4 contains a new section on the advantages and drawbacks of mutual fund
investing and a greatly expanded section on exchange-traded funds, which includes
exchange-traded notes (ETNS).

e Chapter 5includes a greatly expanded section on private equity versus selling securi-
tiesto the public. In addition, discussion of the current structure of the NY SE and the
NASDAQ is enhanced with new material .

» Chapter 6 contains a section on how we get the formulafor constant perpetual growth.
Also, adetailed discussion of the two-stage dividend growth model is presented.

e Chapter 7 contains new material on an event study using actual events surrounding
Advanced Medical Optics.

e Chapter 10 contains a greatly revamped section on dedicated portfolios and reinvest-
ment risk.

e Chapter 14 now includes a detailed example of how to hedge an inventory using
futures contracts.

e Chapter 15 contains an expanded discussion of the Options Clearing Corporation
(OCCQ). In addition, the chapter has been extensively reorganized so that it naturally
culminates in the put-call parity condition.

» Chapter 16 has been extensively reworked. It now contains sections on asimple
way to value options; the one-period binomial option pricing model; the two-period
option pricing model; the binomial option pricing model with many periods; and the
Black-Scholes model. This chapter also describes employee stock options (ESOs)
and their valuation using a modified Black-Scholes-Merton model.

e Chapter 20 (Web site only) includes a discussion of reverse mortgages.

In addition, we have written a set of learning objectives for each chapter. We have exten-
sively reworked our chapter summaries to reflect the chapter’s learning objectives.

For thefifth edition, we significantly expanded and improved the end-of-chapter material .
We added new problems throughout, and we increased the number of CFA questions. We
created new questions that test understanding of concepts with no calculations involved. In
addition, our What's on the Web? questions give students assignments to perform based on
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information they retrieve from various Web sites. Our S& P Problems require the use of the
educational version of Market Insight, which provides access to S& P's well-known Com-
pustat database, and they provide instructors with an easy way to incorporate current, real-
world data. Finally, in selected chapters, we have created spreadsheet assignments, which
ask students to create certain types of spreadsheets to solve problems.

We continue to emphasi ze the use of the Web in investments analysis, and we integrate
Web-based content in several ways. First, wherever appropriate, we provide a commented
link in the margin. These links send readers to selected, particularly relevant Web sites. Sec-
ond, our Work the Web feature, expanded and completely updated for this edition, appearsin
most chapters. These boxed readings use screen shots to show students how to access, use,
and interpret various types of key financial and market data. Finally, as previously noted,
new end-of-chapter problems rely on data retrieved from the Web.

We continue to provide Spreadsheet Analysis exhibits, which we have enhanced for this
edition. These exhibits illustrate directly how to use spreadsheets to do certain types of
important problems, including such computationally intensive tasks as cal cul ating Macaul ay
duration, finding Black-Scholes option prices, and determining optimal portfolios based on
Sharpe ratios. We also continue to provide, where relevant, readings from The Wall Street
Journal, which have been thoroughly updated for this edition.

Assurance-of-Learning Ready

Many educational institutions today are focused on the notion of assurance of learning, an
important element of some accreditation standards. This edition is designed specifically to
support your assurance-of-learning initiatives with a simple, yet powerful, solution. Listed
below are the learning objectives for each chapter.

Each test bank question for this book maps to a specific chapter learning objective listed
in the text. You can use the test bank software to easily query for learning outcomes and
objectivesthat directly relate to the learning objectives for your course. You can then use the
reporting features of the software to aggregate student results in similar fashion, making the
collection and presentation of assurance-of-learning data simple and easy.

Chapter Learning Objectives

Chapter 1: A Brief History of Risk and Return
To become awise investor (maybe even one with too much money), you need to know:
1. How to calculate the return on an investment using different methods.
2. The historical returns on various important types of investments.
3. Thehistorical risks on various important types of investments.
4. The relationship between risk and return.
Chapter 2: Buying and Selling Securities
Don't sell yourself short. Instead, learn about these key investment subjects:
1. The various types of securities brokers and brokerage accounts.
2. How to calculateinitial and maintenance margin.
3. Theworkings of short sales.
4. The importance of investor objectives, constraints, and strategies.
Chapter 3: Overview of Security Types
Price quotes for all types of investments are easy to find, but what do they mean? Learn
the answer for:
1. Varioustypes of interest-bearing assets.
2. Equity securities.
3. Futures contracts.
4. Option contracts.

Preface ix
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Chapter 4: Mutual Funds
You're probably going to be a mutual fund investor very soon, so you should definitely
know the following:
1. Thedifferent types of mutual funds.
2. How mutual funds operate.
3. How to find information about how mutual funds have performed.
4. The workings of exchange-traded funds.
Chapter 5: The Stock Market
Take stock in yourself. Make sure you have a good understanding of:
1. The difference between primary and secondary stock markets.
2. Theworkings of the New York Stock Exchange.
3. How NASDAQ operates.
4. How to calculate index returns.
Chapter 6;: Common Stock Valuation
Separate yourself from the commoners by having a good understanding of these security
valuation methods:
1. The basic dividend discount model.
2. Thetwo-stage dividend growth model.
3. Theresidua income model.
4. Priceratio anaysis.
Chapter 7: Stock Price Behavior and Market Efficiency
You should strive to have your investment knowledge fully reflect:
1. The foundations of market efficiency.
2. Theimplications of the forms of market efficiency.
3. Market efficiency and the performance of professional money managers.
4. What stock market anomalies, bubbles, and crashes mean for market efficiency.
Chapter 8: Behavioral Finance and the Psychology of I nvesting
Psych yourself up and get to know something about:
1. Prospect theory.
2. Theimplications of investor overconfidence and misperceptions of randomness.
3. Sentiment-based risk and limitsto arbitrage.
4. The wide array of technical analysis methods used by investors.
Chapter 9: Interest Rates
It will be worth your time to increase your rate of interest in these topics:
1. Money market prices and rates.
2. Rates and yields on fixed-income securities.
3. Treasury STRIPS and the term structure of interest rates.
4. Nominal versusreal interest rates.
Chapter 10: Bond Pricesand Yields
Singing “ The Bonds Song” will help you learn:
1. How to calculate bond prices and yields.
2. Theimportance of yield to maturity.
3. Interest rate risk and Malkiel’s theorems.
4. How to measure the impact of interest rate changes on bond prices.
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Chapter 11: Diversification and Risky Asset Allocation
To get the most out of this chapter, spread your study time across:
1. How to calculate expected returns and variances for a security.
2. How to calculate expected returns and variances for a portfolio.
3. Theimportance of portfolio diversification.
4. The efficient frontier and importance of asset allocation.
Chapter 12: Return, Risk, and the Security Market Line
Studying some topics will yield an expected reward. For example, make sure you
know:
1. The difference between expected and unexpected returns.
2. The difference between systematic risk and unsystematic risk.
3. The security market line and the capital asset pricing model.
4. The importance of beta.
Chapter 13: Performance Evaluation and Risk M anagement
To get a high evaluation of your performance, make sure you know:
1. How to calculate the three best-known portfolio evaluation measures.
2. The strengths and weaknesses of these three portfolio eval uation measures.
3. How to calculate a Sharpe-optimal portfolio.
4. How to calculate and interpret Value-at-Risk.

Chapter 14: Futures Contracts
You will derive many future benefitsif you have a good understanding of:

1. The basics of futures markets and how to obtain price quotes for futures
contracts.
2. Therisksinvolved in futures market speculation.
3. How cash prices and futures prices are linked.
4. How futures contracts can be used to transfer price risk.
Chapter 15: Stock Options
Give yourself some in-the-money academic and professional options by understanding:
1. The basics of option contracts and how to obtain price quotes.
2. The difference between option payoffs and option profits.
3. Theworkings of some basic option trading strategies.
4. Thelogic behind the put-call parity condition.
Chapter 16: Option Valuation
Make sure the priceis right by making sure that you have a good understanding of:;
1. How to price options using the one-period and two-period binomia model.
2. How to price options using the Black-Scholes model.
3. How to hedge a stock portfolio using options.
4. The workings of employee stock options.
Chapter 17: Projecting Cash Flow and Earnings
Help yourself grow as a stock analyst by knowing:
1. How to obtain financial information about companies.
2. How to read basic financial statements.
3. How to use performance and price ratios.
4. How to use the percentage of sales method in financial forecasting.

Preface xi
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Chapter 18: Corporate Bonds
Conform to your fixed-income knowledge covenants by learning:

1. The basic types of corporate bonds.
2. How callable bonds function.

3. Theworkings of convertible bonds.
4. The basics of bond ratings.

Chapter 19: Government Bonds
Before you loan money to Uncle Sam (and his relatives), you should know:

1. Thebasics of U.S. Treasury securities and how they are sold.

2. Theworkings of the STRIPS program and pricing Treasury bonds.
3. How federal agencies borrow money.

4. How municipalities borrow money.

Chapter 20 (Web site only): Mortgage-Backed Securities
Before you mortgage your future, you should know:

1. Theworkings of afixed-rate mortgage.

2. Government’srole in the secondary market for home mortgages.
3. Theimpact of mortgage prepayments.

4. How collateralized mortgage obligations are created and divided.

How Is This Book Relevant to the Student?

Fundamental changes in the investments universe drive our attention to relevance. The first
major change is that individuals are being asked to make investment decisions for their
own portfolios more often than ever before. Thereis, thankfully, a growing recognition that
traditional “savings account” approaches to investing are decidedly inferior. At the same
time, the use of employer-sponsored “investment accounts’ has expanded enormously. The
second major change is that the investments universe has exploded with an ever-increasing
number of investment vehicles available to individual investors. As aresult, investors must
choose from an array of products, many of which are very complex, and they must strive to
choose wisely.

Beyond this, students are more interested in subjects that affect them directly (as are we
all). By taking the point of view of the student as an investor, we are better able to illustrate
and emphasize the relevance and importance of the material.

Our approach is evident in the table of contents. Our first chapter is motivational;
we have found that this material effectively “hooks” students and even motivates a
semester-long discourse on risk and return. Our second chapter answersthe student’s next
natural question: “How do | get started investing and how do | buy and sell securities?’
The third chapter surveys the different types of investments available. After only three
chapters, very early in the term, students have learned something about the risks and
rewards from investing, how to get started investing, and what investment choices are
available.

We close thefirst part of the text with a detailed examination of mutual funds. Without a
doubt, mutual funds have become the most popular investment vehiclesfor individua inves-
tors. There are now more mutual funds than there are stocks on the NY SE! Given the size
and enormous growth in the mutual fund industry, this material is important for investors.
Even so, investments texts typically cover mutual funds in a cursory way, often banishing
the material to aback chapter under the obscure (and obsolete) heading of “investment com-
panies.” Our early placement lets students quickly explore atopic they have heard alot about
and are typically interested in learning more about.
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How Does This Book Allow Students to Apply
the Investments Knowledge They Learn?

After studying this text, students will have the basic knowledge needed to move forward
and actually act on what they have learned. We have developed two features to encourage
students in making decisions as an investment manager. Learning to make good investment
decisions comes with experience, while experience (regrettably) comes from making bad
investment decisions. As much as possible, we press our students to get those bad decisions
out of their systems before they start managing real money!

Not surprisingly, most students don’t know how to get started in buying and selling se-
curities. We have learned that providing some structure, especially with a portfolio simula-
tion, greatly enhances the experience. Therefore, we have a series of Get Real! boxes. These
boxes (at the end of each chapter) usually describe actual trades for students to explore. The
intention isto show students how to gain real experience with the principles and instruments
covered in the chapter. The second feature is a series of Stock-Trak exercises that take stu-
dents through specific trading situations using Stock-Trak Portfolio Smulations, which can
be found in the book’s Web site, www.mhhe.com/jm5e.

Because we feel that portfolio simulations are so valuable, we have taken steps to assist
instructors who, like us, plan to integrate portfolio simulationsinto their courses. Beyond the
features mentioned above, we have organized the text so that the essential material needed
before participating in a simulation is covered at the front of the book. Most notably, with
every book, we haveincluded afree subscription to Stock-Trak Portfolio Smulations. Sock-
Trak isthe leading provider of investment simulation services to the academic community;
providing Stock-Trak free represents asignificant cost savingsto students. To our knowledge,
oursisthefirst (and only) investments text to directly offer a full-featured online brokerage
account simulation with the book at no incremental cost.

How Does This Book Maintain a Consistent,
Unified Treatment?

In most investmentstexts, depth of treatment and presentation vary dramatically from instru-
ment to instrument, which leaves the student without an overall framework for understand-
ing the many types of investments. We stress early on that there are essentially only four
basic types of financial investments—stocks, bonds, options, and futures. In parts 2 through
6, our simple goal isto take a closer look at each of these instruments. We take a unified ap-
proach to each by answering these basic questions:

What are the essential features of the instrument?

What are the possible rewards?

What are the risks?

What are the basic determinants of investment value?

For whom is the investment appropriate and under what circumstances?

How isthe instrument bought and sold, and how does the market for the instrument
operate?

o 0 s~ wbd PR

By covering investment instruments in this way, we teach the students what questions to
ask when looking at any potential investment.

Unlike other introductory investmentstexts, we devote several chapters beyond the basics
to the different types of fixed-income investments. Students are often surprised to learn that
the fixed-income markets are so much bigger than the equity markets and that money man-
agement opportunities are much more common in the fixed-income arena. Possibly the best
way to seethisisto look at recent CFA exams and materials and note the extensive coverage
of fixed-income topics. We have placed these chapters toward the back of the text because
we recognize not everyone will want to cover all this material. We have aso separated the
subject into several shorter chapters to make it more digestible for students and to allow
instructors more control over what is covered.
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This book was designed and developed explicitly for a first course in investments taken

by either finance majors or nonfinance majors. In terms of background or prerequisites,

the book is nearly self-contained, but some familiarity with basic algebra and account-

ing is assumed. The organization of the text has been designed to give instructors the

flexibility they need to teach a quarter-long or semester-long course.

To present an idea of the breadth of coverage in the fifth edition of Fundamentals

of Investments, the following grid is presented chapter by chapter. This grid contains

some of the most significant new features and a few selected chapter highlights. Of

course, for each chapter, features like opening vignettes, Work the Web, Spreadsheet

Analyses, Get Real, Investment Updates, and end-of-chapter material have been thor-

oughly reviewed and updated.

Chapters and Learning
Outcomes

PART ONE

Introduction

Selected Topics of Interest

Learning Outcome/Comment

Chapter 1
A Brief History of Risk and Return

Chapter 2

Buying and Selling Securities

xvi

Dollar returns and percentage returns.

Return variability and calculating variance

and standard deviation.

Arithmetic versus geometric returns.

The risk-return trade-off.

Brokerage accounts and choosing a
broker.

Expanded Material: Investment Fraud
and the Security Investors Protection
Corporation (SIPC).

Short sales.

Investor objectives, constraints, and
strategies.

New Section: Forming an Investment
Portfolio.

Average returns differ by asset class.

Return variability also differs by asset class.

Geometric average tells you what you actually
earned per year, compounded annually.
Arithmetic returns tells you what you earned in
a typical year.

Historically, higher returns are associated with
higher risk.

Discussion of the different types of brokers and
accounts available to an individual investor.

“Insurance” for investment fraud does not exist
in the United States. The SIPC restores funds to
investors who have securities in the hands of
bankrupt brokerage firms.

Description of the process of short-selling stock.

Presentation of issues like risk and return,
resource constraints, market timing, and asset
allocation.

An investment portfolio must account for an
investor’s risk tolerance, objectives, constraints,
and strategies.
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Chapter 3

Overview of Security Types

Chapter 4
Mutual Funds

Chapter 5
The Stock Market

Chapter 6

Common Stock Valuation

Classifying securities.

NASD’s new TRACE system and
transparency in the corporate bond
market.

Equity securities

Derivative securities: Obtaining futures
contract and option contract price quotes
using the Internet.

Investment companies and types of
funds. New Section: The Advantages and
Drawbacks of Mutual Fund Investing.

Mutual fund organization, creation, costs,
and fees.

Short-term funds, long-term funds, and
fund performance.

Special funds like closed-end funds,
exchange-traded funds (expanded
material), and hedge funds (expanded
material). New Material: exchange traded
notes (ETNs).

The primary stock market. Expanded
Material: Seasoned equity offerings
(SEOs).

The secondary stock market. New
Material: The current structure of the
NYSE and NASDAQ.

Stock indexes, including the Dow Jones
Industrial Average (DJIA) and the
Standard & Poor’s 500 Index (S&P 500).

The basic dividend discount model (DDM)
and several of its variants. New Material:
How we get the formula for constant
perpetual growth. New Material: The
two-stage dividend growth model.

Expanded Section: Residual Income Model
(RIM).

Price ratio analysis.

New Material: Updated McGraw-Hill
valuation detailed example.

Interest-bearing, equity, and derivative
securities.

Up-to-date discussion of new developments in
fixed income with respect to price, volume, and
transactions reporting.

Obtaining price quotes for equity securities.

Defining the types of derivative securities,
interpreting their price quotes, and calculating
gains and losses from these securities.

Covers concepts like open-end versus closed-end
funds and net asset value.

Presents types of expenses and fees like front-
end loads, 12b-1 fees, management fees, and
turnover.

Discussion of money market mutual funds versus
the variety of available stock and bond funds
and how to find their performance.

The closed-end fund discount mystery and a
discussion of exchange-traded funds (ETFs) and
exchange-traded notes (ETNs).

The workings of an initial public offering (IPO),
a seasoned equity offering (SEO), the role of
investment bankers, the role of the Securities
and Exchange Commission (SEC).

The role of dealers and brokers, the operation
of the New York Stock Exchange (NYSE),
NASDAQ market operations.

The difference between price-weighted indexes
and value-weighted indexes.

Valuation using constant and nonconstant
growth.

Valuation of non-dividend-paying stocks.
Valuation using price-earnings, price-cash flow.

Using Value Line information to value a stock
using methods presented earlier in the chapter.

xvii
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Chapter 7

Stock Price Behavior and Market
Efficiency

Chapter 8

Behavioral Finance and the
Psychology of Investing

Chapter 9

Interest Rates

Chapter 10

Bond Prices and Yields

xviii

Forms of market efficiency.

New Material: Event studies using actual
events surrounding Advanced Medical
Optics.

Informed traders, insider trading, and
illegal insider trading.

Expanded Material: Market efficiency
and the performance of professional
money managers.

Expanded Material: Anomalies.

Bubbles and crashes.

Introduction to behavioral finance.

Prospect theory.

Overconfidence, misperceiving
randomness, and overreacting to chance
events.

Sentiment-based risk and limits to
arbitrage.

Expanded Material: Technical analysis.

Interest rate history and a quick review
of the time value of money.

Money market rates and their prices.

Rates and yields on fixed-income
securities.

Nominal versus real interest rates.

Determinants of nominal interest rates.

Straight bond prices and yield to
maturity (YTM).

The concept of duration and bond risk
measures based on duration.

Expanded Material: Dedicated portfolios
and reinvestment risk.

Immunization.

The effects of information on stock prices with
respect to market efficiency.

Explains how new information gets into stock
prices and how researchers measure it.

New Example: Martha Stewart and ImClone.

Discuss the performance of professional money
managers versus static benchmarks.

Presentation of the day-of-the-week effect, the
amazing January effect, the turn-of-the-year
effect, and the turn-of-the-month effect.

Shows the extent of famous events like the
crash of 1929, the crash of October 1987, the
Asian market crash, and the “dot-com” bubble
and crash.

The influence of reasoning errors on investor
decisions.

How investors tend to behave differently when
faced with prospective gains and losses.

Examines the consequences of these serious
errors in judgment.

New Examples: 3Com/Palm mispricing, the Royal
Dutch/Shell Price Ratio.

New Material: Elliott Waves, expanded
discussions of charting, moving averages, MACD,
money flow, and Fibonacci numbers.

A graphical presentation of the long-term
history of interest rates.

Important money market concepts including
pricing U.S. Treasury bills, bank discount yields
versus bond equivalent yields, annual percentage
rates, and effective annual returns.

The Treasury yield curve, the term structure of
interest rates, and Treasury STRIPS.

The Fisher hypothesis.

Problems with traditional theories and modern
term structure theory.

Calculate straight bond prices, calculate yield to
maturity.

Calculate and interpret a bond’s duration. The
dollar value of an “01,” yield value of a 32nd.

Learn how to create a dedicated portfolio and
show its exposure to reinvestment risk.

Minimize the uncertainty concerning the value
of a bond portfolio at its target date.
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Chapter 11

Diversification and Risky Asset
Allocation

Chapter 12

Return, Risk, and the Security
Market Line

Chapter 13

Performance Evaluation and Risk
Management

Chapter 14

Futures Contracts

Expected returns and variances.

Portfolios and the effect of diversification
on portfolio risk.

The importance of asset allocation.

The Markowitz efficient frontier and
illustrating the importance of asset
allocation using three securities.

Diversification, systematic and
unsystematic risk.

Measuring systematic risk with beta.

The security market line and the reward-
to-risk ratio.

The capital asset pricing model (CAPM).

Extending CAPM.

Performance evaluation measures.

Sharpe-optimal portfolios.

Value-at-Risk (VaR)

Example showing how to calculate a
Sharpe-optimal portfolio.

The basics of futures contracts and using
them to hedge price risk. New Material:
Hedging an inventory using futures
markets.

Spot-futures parity.

Stock index futures. Expanded Example:
Changing the beta of a stock portfolio
using stock index futures.

Hedging interest rate risk with futures.

Calculating expected returns and variances
using equal and unequal probabilities.

Compute portfolio weights, expected returns,
variances, and why diversification works.

The effect of correlation on the risk-return
trade-off.

Compute risk-return combinations using various
portfolio weights for three assets.

Total risk is comprised of unsystematic and
systematic risk and only unsystematic risk can be
reduced through diversification.

The average beta is 1.00. Assets with a beta
greater than 1.00 have more than average
systematic risk.

The security market line describes how the
market rewards risk. All assets will have

the same reward-to-risk ratio in competitive
financial markets.

Expected return depends on the amount and
reward for bearing systematic risk as well as the
pure time value of money.

One of the most important extensions of the
CAPM is the Fama-French three-factor model.

Calculate and interpret the Sharpe ratio, the
Treynor ratio, and Jensen'’s alpha.

The portfolio with the highest possible Sharpe
ratio given the assets comprising the portfolio
is Sharpe optimal.

VaR is the evaluation of the probability of a
significant loss.

Combines the concepts of a Sharpe ratio, a
Sharpe-optimal portfolio, and VaR.

Futures quotes from the Internet and financial
press, short and long hedging, futures accounts.

Basis, cash markets, and cash-futures arbitrage.

Index arbitrage, speculating with stock index
futures, and hedging stock market risk with
stock index futures.

Shows how to use portfolio duration when
deciding how many futures contracts to use to
hedge a bond portfolio.

xix
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Chapter 15
Stock Options

Chapter 16
Option Valuation

Chapter 17

Projecting Cash Flow and Earnings

Chapter 18

Corporate Bonds

Option basics and option price quotes.

Option payoffs and profits.

Option strategies. New Material: Using
options to manage risk. Enhanced
Material: Spreads and combinations.

Option intrinsic value.

Put-call parity.

New Material: The one-period and two-
period binomial option pricing model.

New Material: The Black-Scholes option
pricing model.

Measuring the impact of changes in
option inputs.

Hedging stock with stock options.

Employee stock options (ESOs) and
their valuation. Enhanced Material:
Black-Scholes-Merton option pricing
model.

The basics of financial statements.

Financial statement forecasting using the
percentage of sales approach.

Updated Material: A detailed case study
valuing Starbucks Corporation.

Corporate bond basics and types of
corporate bonds.

Bond indentures and callable bonds.
Enhanced Material: Make-whole call
provisions.

Corporate bond credit ratings. Enhanced
Material: Bond yield spreads.

The difference between call and put options,
European and American options, online option
price quotes, option chains.

Diagram long and short option payoffs and
profits for calls and puts.

Protective puts, covered calls, straddles.

Know how to calculate this important aspect of
option prices.

Shows how a call option price equals a put
option price, the price of an underlying share
of stock, and appropriate borrowing.

How to compute option prices using this option
pricing model—by hand and by using an online
option calculator.

How to compute option prices using this
famous option pricing model—by hand and
by using an online option calculator.

Computing call and put option deltas.

Using option deltas to decide how many option
contracts are needed to protect a stock’s price
from feared declines in value.

Features of ESOs, repricing ESOs, and ESO
valuation.

Income statement, balance sheet, cash flow
statement, performance and price ratios.

Preparing pro forma income statements and
balance sheets to examine the potential
amount of external financing needed.

Using actual financial data to prepare

pro forma income statements and balance
sheets using different sales growth
scenarios.

Become familiarized with the basics of the
various types of corporate bonds.

Bond seniority provisions, call provisions, and
make-whole call provisions.

Assessing the credit quality of the bond issue.
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Chapters and Learning

Outcomes Selected Topics of Interest Learning Outcome/Comment
Chapter 19
Government Bonds Government bonds basics emphasizing Details of U.S. Treasury bills, notes, bonds, and
U.S. government debt. STRIPS.
U.S. savings bonds. Covers important changes to these investment
vehicles.

Municipal bonds and their credit ratings.  Reviews important features of bonds issued by
municipal governments.

Chapter 20 (Web site only)

Mortgage-Backed Securities Fixed-rate mortgages and prepayment. Presents home mortgage principal and interest
calculations.
Secondary mortgage markets. New The function of GNMA and its clones, the PSA
Material: Reverse mortgages. mortgage prepayment model.
Collateralized mortgage obligations, Describing how cash flows from mortgage pools
CMOs. are carved up and distributed to investors.
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Pedagogical Features

From your feedback, we have included many pedagogical features in this text that will

be valuable learning tools for your students. This walkthrough highlights some of the

most important elements.

Chapter Openers

These one-paragraph introductions for each
chapter present scenarios and common mis-
conceptions that may surprise you. An expla-
nation is more fully developed in the chapter.

O .

Learning Objectives

You're probably going
to be a mutual fund
investor very soon, so
you should definitely
know the following:

. The different types of
mutual funds.

N

. How mutual funds
operate.

w

. How to find
information about
how mutual funds
have performed.

=

The workings of
Exchange-Traded
Funds.

CHAPTER 4 =

Mutual Funds

“Take calculated risks. That is quite different from being rash.”
—George S. Patton

With only $2,000 to invest, you can easily own shares in Microsoft, GM, McDonald’s,
IBM, Coke, and many more stocks through a mutual fund. Or, you can invest in a port-
folio of government bonds or other investments. Indeed, many thousands of different
mutual funds are available to investors. In fact, there are about as many mutual funds
as there are different stocks traded on the NASDAQ and the New York Stock Exchange
combined. There are funds for aggressive investors, conservative investors, short-term
investors, and long-term investors. There are bond funds, stock funds, international
funds, and you-name-it funds. Is there a right fund for you? This chapter will help you

find out. m

Aswe discussed in an earlier chapter, if you do not wish to actively buy and sell individual
securities on your own, you can invest in stocks, bonds, or other financial assets through a
mutual fund. Mutual funds are simply @ means of combining or pooling the funds of alarge
group of investors. The buy and sell decisions for the resulting pool are then made by afund
manager, who is compensated for the service provided.

Because mutua funds provide indirect access to financial markets for individual inves-
tors, they are a form of financial intermediary. In fact, mutual funds are now the largest
type of intermediary in the United States, followed by commercial banks and life insurance

companies.
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Check This! >

Every major section in each chapter ends

What is the difference between a load fund and a no-load fund?
What are 12b-1 fees?

4.4a
4.4b

with questions for review. This feature helps CHECK THIS

students test their understanding of the ma-
terial before moving on to the next section.

< Key Terms

money market mutual
fund

A mutual fund specializing in
money market instruments.

As the name suggests, money market mutual funds, or MMMFs, specialize in money
market instruments. As we describe el sewhere, these are short-term debt obligations issued
by governments and corporations. Money market funds were introduced in the early 1970s
and have grown tremendously. At the end of 2006, about 850 money market funds managed
almost $2.3 trillion in assets. All money market funds are open-end funds.

Key terms are indicated in bold and defined
in the margin. The running glossary in the

margin helps students quickly review the
basic terminology for the chapter.

\

Web Addresses

Web sites are called out in the margins, Vit

www.mfea.com
for info on thousands of
funds, including MMMFs.

MONEY MARKET FUND ACCOUNTING A unique feature of money market funds is
that their net asset values are always $1 per share. This is purely an accounting gimmick,
however. A money market fund simply sets the number of shares equal to the fund's assets.
In other words, if the fund has $100 million in assets, then it has 100 million shares. As the
fund earns interest on its investments, the fund owners are simply given more shares.

The reason money market mutual funds always maintain a $1 net asset value is to
make them resemble bank accounts. As long as a money market fund invests in very safe,

along with a notation of how they relate to

the chapter material.

Not sure whether you're saving enough or whether you
have the right investment mix? To get a better handle on
your portfolio, it sometimes helps to look at your finances
from another angle.

1 How Much Do You Need in
Conservative Investments to Feel Safe?

Investment advisers and Wall Street firms constantly
exhort investors to consider their risk tolerance. For
instance, we are often prodded to fill out those irritating
questionnaires where we are asked whether our goal is
“growth” or “capital preservation.”

The answer, of course, is that we want both. Even
retirees need growth from their portfolios. Even freshly
minted college graduates hanker after some stability.

My advice: Forget risk tolerance. Instead, divide your

GET A FRESH ANGLE ON YOUR FINANCES

high-quality corporate bonds, municipals, money-market
funds, and savings accounts. But don't stop there.

| would expand the list to include Social Security
retirement benefits, pension income, mortgage debt,
and any other loans you have. After all, you regularly
receive income from Social Security and your pension,
just as you would from a bond. Meanwhile, your debts
involve making regular payments to other folks.

All these dealings affect your sense of financial secu-
rity, and they should influence how you structure your
portfolio. For instance, if you expect a traditional com-
pany pension when you retire, you effectively have a
huge position in bonds and thus you might want to load
up on stocks in your investment portfolio.

On the other hand, if you have a heap of debts, your
financial position is much more precarious and you may
want to take less risk with your investments. On that

<—— Investment Updates

These boxed readings, reprinted from various
business press sources, provide additional real-
world events and examples to illustrate the
material in the chapter. Some articles from the
past two years highlight very recent events,
and others present events of more historical
significance.
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Work the Web >
Various screenshots appear throughout the
text. These exercises illustrate how to ac-
cess specific features of selected Web sites
in order to expand students’ knowledge of
current investment topics.

——

Here is a stock quote and an option chain for Starbucks Corp. (SBUX) from Yahoo! Finance (finance.yahoo.com).

STARBUCKS CP (Nasd=qG5:SBUX)
Last Trade: 26.45 Day's Range: 26.43-26.75 Nggé!ugaOuiﬂfw?anfci)"vafta‘
o pn () ahoo

Trade Time: ~ 12:05PM ET 52wk Range: 2522 -40.01 2 :
Change: +0.39(1.45%)  Volume: 3.054.091 Tz
Prev Close: 2684 Avg Vol (zm): 12,407,200 26.6
Onn 26,68 Market Cap:  19.748 23

10am L2pm Zom dpm
Bid: 2645 x 15400 PIE (ttm): 3253 id 54 3m 6m 1y 2y 5y max
Ask 2646 x 12500 EPS(am)  0.81 TR

aricet Updatas Hourly from
1y Target Est: 34 82 Div & Yield:  N/A (N/A) Fox B ch.
NEW add Quotes to Your Web Sita 4 Add SBUX to Portfolic ¢ Set Alert % Download Data
Quotes delayed, except where indicated otherwise. For consolidated reak-time quotes (including reaktime prefpost markst
data), sign up for a free trial of Real-time Quotes.

yield to maturity is 7 percent. What's the price?

coupon is $80. The bond’s price is calculated as follows:

1. Present value of semiannual coupons:

$80[, _ 1 ]_
07 |1~ (1.ossy0| = $854-20289
2. Present value of $1,000 principal:
$1,000 _
{1,035y = $25257247

The bond’s price is the sum of coupon and principal present values:
Bond price = $854.20 + $252.57 = $1,106.77
This bond sells for $1,106.77.

the nearby Spreadsheet Analysis box.

|View By Expiration: Oct 07 | Nov 07 | Jan 08 | Apr 08 | Jan 09 | Jan 10
CALL OPTIONS Expire at close Fri, Oct 19, 2007

Stike Symbol Last Chg  Bid  Ask Vol 0‘:(?”
1500 SQXJICX 1230 0.00 1140 1160 50 3 B Expire at close Fri, Oct 19, 2007)
17.50 SQXJWX 9.20 0.00 8890 910 50 87 Boen
2250  SQXXX 410 $0.30 300 410 1 719 Strike  Symbol  Last Chg Bid Ask Vol Int
25.00 SQXJEX 150 +0.45 1.55 1.60 78 8642 17.50  SQXVV 0.05 0.00 N/A 0.05 0 30
21.50 SQXJY X 0.15 30.04 0.10 015 44 32043 22,50 SQXVXX 0.03 0.00 N/A 005 5 3790
3000 SQWEX 005 000 MNA 005 2 22625| |25.00 SQXVEX 040 0.00 005 010 42 23717
3250 SQXZX 0.05 0.00 NA 0.05 9 12699 21.50 SQXVYX 1.10 +0.30 110 115 46 31422
3500 SQXIGX 0.02 0.00 NIA 0.05 3 7180 30.00 SQXVFX 350 +0.30 3.80 3.60 10 6,854
3750 SQXUX 0.01 0.00 NIA 005 4 2133 32,50 SQXVZX 5.80 0.00 6.00 610 10 3200
40.00 SQXHX 0.05  0.00 MiA - 005 100 734 3500 SQXVGX 835 0.00 B840 860 31 100
4250 SQXNVX | 005 000 NA 005 0 m Highlighted options are in-the-maney.

<

Suppose a bond has 20 years to maturity and a coupon rate of 8 percent. The bond’s

In this case, the coupon rate is 8 percent and the face value is $1,000, so the annual

Straight bond prices may be calculated using a built-in spreadsheet function. An
example of how to use an Excel™ spreadsheet to calculate a bond price is shown in

Numbered Examples

Example boxes are integrated throughout the
chapters to reinforce the content and demonstrate
to students how to apply what they’ve learned.
Each example displays an intuitive or mathemati-
cal application in a step-by-step format. There is
enough detail in the explanations so that the stu-
dent doesn’t have to look elsewhere for additional
information.

Spreadsheet Analysis >
Self-contained spreadsheet examples show students
how to set up spreadsheets to solve problems—a
vital part of every business student’s education.

e————
SPREADSHEET ANALYSIS

A | 8 [ ¢ [ b [ € [ F [ e | H

Calculating the Price of a Coupon Bond

1

2

3

4 | ATreasury bond traded on March 30, 2008 matures in 20 years on March 30, 2028.
5 | Assuming an 8 percent coupon rate and a 7 percent yield to maturity, what is the
6

7

8

price of this bond?
Hint: Use the Excel function PRICE.

9 ‘ $1 10.6775‘ = PRICE("3/30/2008 /30/2028",0.08,0.07,100,2,3)
10 I [ |

11| For a bond with $1,000 face value, multiply the price by 10 to get $1,106.78.
12 I I I

13 | This function uses the following arguments: | |

14 [ I | |

15 | =PRICE(*Now", "Maturity", Coupon,Yield,100,2,3)

16 | I I I [

17 | The 100 indicates redemption value as a percent of face value.
18| The 2 indicates semi-annual coupons.

19| The 3 specifies an actual day count with 365 days per year.

20 I I I I [

2 | | | | |
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Numbered Equations >

Key equations are highlighted and numbered se-
quentially. For easy reference, a new appendix at
the end of the book lists these key equations by
chapter.

American put option price = MAX[K — S, 0] (15.4)

EUROPEAN CALLS Because European options cannot be exercised before expiration, we
cannot use the arbitrage strategies that we used to set lower bounds for American options.
We must use a different approach (which can be found in many textbooks that focus on op-
tions). It turns out that the lower bound for a European call option is greater than itsintrinsic
value.

European call option price = MAX[S — K/(1 + r)’, 0] (15.5)

EUROPEAN PUTS Thelower bound for a European put option priceisless than itsintrin-
sicvalue. Infact, in-the-money European putswill frequently sell for lessthan their intrinsic
value. How much less? Using an arbitrage strategy that accounts for the fact that European
put options cannot be exercised before expiration, the lower bound for a European put
option is:

European put option price = MAXIK/(1 + r)"-S, 0] (15.6)

To give you some intuition, let's look at an extreme case. Suppose the stock price falls to
zero before expiration and there is absolutely no chance that the stock price will recover

Probability

30 20 1o 0 +1o +20 +30
—48.0% —27.9% —7.8% 12.3% 32.4% 52.5% 72.6%

Return on
large-company
common stocks

< Figures and Tables

This text makes extensive use of real data and
presents them in various figures and tables.
Explanations in the narrative, examples, and
end-of-chapter problems refer to many of these
exhibits.

Summary and
Conclusions

Y

Each chapter ends with a summary that
highlights the important points of the chap-
ter. This provides a handy checklist for stu-
dents when they review the chapter.

Summary and Conclusions

In this chapter we examine the basic types of financial assets. We discuss three broad classes:
interest-bearing assets, equity securities, and derivative assets—futures and options. For
each of the broad classes, we ask three questions. First, what is its basic nature and what
are its distinguishing characteristics? Second, what are the potential gains and losses from
owning it? Third, how areits prices quoted online and in the financial press? We cover many
aspects of these investments. We provide a brief description of these investments broken
down by the chapter’s important concepts.

1. Varioustypesof interest-bearing assets.

A. Each of these major groups can be further subdivided. Interest-bearing assets include
money market instruments and fixed-income securities.

B. Money market instruments generally have the following two properties: (1) they are
essentially |0OUs sold by large corporations or governments to borrow money; and
(2) they maturein less than one year from thetime they are sold, meaning that theloan
must be repaid within one year.
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Get Real! >

For instructors looking to give their students
a taste of what it means to be an invest-
ment manager, this feature (at the end of

A

each chapter) acts as a first step by explain-
ing to students how to apply the material
they just learned. The Get Real boxes en-
courage students—whether for practice in a
trading simulation, or with real money—to
make investment decisions, and they also
give some helpful tips to keep in mind.

D
NEA

This chapter added to your understanding of put and call options by covering the
rights, obligations, and potential gains and losses involved in trading options. How
should you put this information to work? You need to buy and sell options to experi-
ence the gains and losses that options can provide. So, with a simulated brokerage
account (such as Stock-Trak), you should first execute each of the basic option trans-
actions: buy a call, sell a call, buy a put, and sell a put.

For help getting started, you can find an enormous amount of information about-
options on the Internet. Useful places to start are the options exchanges: Chicago
Board Options Exchange (www.cboe.com), American Stock Exchange (www.amex.
com), Pacific Stock Exchange (www.pacificex.com), and Philadelphia Stock Exchange
(www.phlx.com). Excellent Web sites devoted to options education are the Options
Industry Council (www.optionscentral.com) and the Options Clearing Corporation
(www.optionsclearing.com). You might also look at the options section of Trading
Markets (www.tradingmarkets.com) or Investor Links (www.investorlinks.com).

For information on option trading strategies, try entering the strategy name into
an Internet search engine. For example, enter the search phrases “covered calls” or
“protective puts” for online information about those strategies. For more general
information, try the search phrase “options trading strategies” to find sites like Com-
modity World (www.commodityworld.com). For a sales pitch on writing covered calls,
check out Write Call (www.writecall.com).

If you're having trouble understanding options ticker symbols, don’t feel alone be-
cause almost everyone has trouble at first. For help on the net, try the search phrases
“option symbols” or “options symbols” to find sites like www.optionscentral.com. Of
course, the options exchanges listed above also provide complete information on the
option ticker symbols they use.

\ Chapter Review Problems and Self-Test

Chapter Review Problems
< and Self-Test

1. Call Option Payoffs You purchase 25 call option contracts on Blue Ox stock. The strike
price is $22, and the premium is $1. If the stock is selling for $24 per share at expiration,
what are your call options worth? What is your net profit? What if the stock were selling
for $23? $22?

2. Stock versusOptions  Stock in Bunyan Brewery is currently priced at $20 per share. A call
option with a $20 strike and 60 days to maturity is quoted at $2. Compare the percentage gains
and losses from a $2,000 investment in the stock versus the option in 60 days for stock prices
of $26, $20, and $18.

3. Put-Call Parity A call option sellsfor $8. It has a strike price of $80 and six months until
expiration. If the underlying stock sells for $60 per share, what is the price of a put option with
an $80 strike price and six months until expiration? The risk-free interest rate is 6 percent per
year.

Answers to Self-Test Problems

1. Blue Ox stock isselling for $24. Y ou own 25 contracts, each of which gives you the right to
buy 100 shares at $22. Y our options are thus worth $2 per share on 2,500 shares, or $5,000.
The option premium was $1, so you paid $100 per contract, or $2,500 total. Y our net profit
is$2,500. If the stock is selling for $23, your options are worth $2,500, so your net profit is
exactly zero. If the stock is selling for $22, your options are worthless, and you lose the entire
$2,500 you paid.

2. Bunyan stock costs $20 per share, so if you invest $2,000, you'll get 100 shares. The option
premium is $2, so an option contract costs $200. If you invest $2,000, you'll get $2,000/$200 =
10 contracts. If the stock is selling for $26 in 60 days, your profit on the stock is $6 per share, or
$600 total. The percentage gain is $600/$2,000 = 30%.

Students are provided with one to three
practice problems per chapter with worked-
out solutions to test their abilities in solving
key problems related to the content of the
chapter.
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Test Your IQ >

An average of 15 multiple-choice questions

are included for each chapter, many of

®

10

CFA2\
\PR/OBLEMS

which are taken from past CFA exams. This
text is unique in that it is the only text that
presents CFA questions in multiple-choice
format—which is how they appear on the
actual exam. Answers to these questions
appear in Appendix A.

®

Test Your Investment Quotient

For theremaining questions and problems, the circled numbersin the margin refer to the
corresponding learning objectivein this chapter.

1. Balance Sheet Assets White Company assets as of December 31, 2007:

Cash and cash equivalents $ 150
Operating assets $1,190
Property, plant, and equipment $1,460
Total assets $2,800

White Co. experienced the following eventsin 2008:
Old equipment that cost $120 and that was fully depreciated was scrapped
Depreciation expense was $125
Cash payments for new equipment were $200

Based on the information above, what was White Co.’s net amount of property, plant, and

equipment at the end of 2008?

a. $1415

b. $1,535

c. $1,655

d. $1,660

2. Cash Flow Cash flow per shareis calculated as

a. Net cash flow/Shares outstanding.

b. Operating cash flow/Shares outstanding.

c. Investing cash flow/Shares outstanding.

d. Financing cash flow/Shares outstanding.

Concept Questions

1. Money Market Instruments What are the distinguishing features of amoney market instrument?

. Preferred Stock Why is preferred stock “ preferred” ?

. WSJ Stock Quotes What is the PE ratio reported for stocks in The Wall Street Journal? In
particular, how isit computed?

4. Yields Thecurrent yield on abond isthe coupon rate divided by the price. Thus, it is very

similar to what number reported for common and preferred stocks?

OO

< Concept Questions

At the end of every chapter are 10 to 15 concept
questions that further reinforce key concepts
found throughout the chapter.

\

Questions and Problems

A variety of problems (average of 20 per chapter) are
included in each chapter to test students’ understanding
of the conceptual and mathematical elements. Each prob-

Core Questions

Questions and Problems

1. Stock Quotations  You found the following stock quote for DRK Enterprises, Inc., at your
favorite Web site. You also find that the stock paid an annual dividend of $0.86, which resited
in adividend yield of 1.30 percent. What was the closing price for this stock yesterday? How
many round lots of stock were traded yesterday?

®

DAILY YD 52 WEEK
Company Symbol Vol  Close Chg %Chg %Chg High Low %Chg
DRK Enterprises ~ DRK 18,649,130 22 026 -0.39% 873% 78.19 51.74 27.4%

lem is labeled with the subject and the level—core or
intermediate. Selected answers appear in Appendix B, and
complete solutions are included in the Instructor Web site.

S&P Problems

www.mhhe.com/edumarketinsight

STANDARD
&POOR’'S

Regional Banks.

a. How many companies are in each industry?

b. What are the total salesin each industry?

c. Do theindustries with the largest total sales have the most companies in the industry?
What does this tell you about competition in the various industries?

Chapter 1 m A Brief History of Risk and Return

1. Industry Comparison On the Market Insight Home Page, follow the “Industry” link to go to
the industry home page. The drop down menu alows you to select different industries. Answer
the following questions for these industries: Air Freight & Logistics, Apparel Retail, Department
Stores, Electric Utilities, Home Improvement Retail, Investment Banking & Brokerage, and

- S&P Problems

Now included in the end-of-chapter mate-
rial are problems directly incorporating the
Educational Version of Market Insight, a ser-
vice based on Standard & Poor’s renowned
Compustat database. These problems pro-
vide an easy method of including current

35 real-world data in the course.
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What's on the Web?

These end-of-chapter activities show students
how to use and learn from the vast amount of
financial resources available on the Internet.

What's on the Web?

1. Ticker Symbols Go to finance.yahoo.com and look up the ticker symbols for the following
companies: 3V Company, International Business Machines, Dell Computer, Advanced Micro
Devices, American Standard Company, and Bed, Bath & Beyond.

2. Average Return and Standard Deviation Go to finance.yahoo.com and enter the ticker
symbol for your favorite stock. Now, look for the historical prices and find the monthly closing
stock price for the last six years. Calculate the annual arithmetic average return, the standard
deviation, and the geometric return for this period.

Stock-Trak Exercises
STOCK TRAK =2

To access the Stock-Trak Exercise for this chapter, please visit the book Web site at
www.mhhe.com/jm5e and choose the corresponding chapter.

<—— Stock-Trak Exercises

Unique to this text! This text is the only book
that incorporates Stock-Trak Portfolio Simula-
tions® exercises. Stock-Trak is one of the most
successful trading simulations with over 30,000
college students having trading accounts each

xxviii

semester (see Supplements for more informa-
tion). Go to the next level in teaching your
students about investments management by
encouraging your students to use this product.
Chapters with Stock-Trak Exercises will have the
logo and the URL for the book’s Web site. The
actual exercise and questions related to the
chapter will be presented in both the Student
and Instructor portions of the Web site. Instruc-
tors and Students must be registered for Stock-
Trak in order to make trades (see the Supple-
ment Section of the Preface or the insert card
for more information).
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Resources

Teaching and Learning Supplements

We have developed a number of supplements for both teaching and learning to accompany
this text. Each product has been significantly revised for the fifth edition.

For Instructors

Instructor’s Resource CD-ROM

ISBN 0-07-3363804

The Instructor’s Resource CD-ROM contains the following assets:
Power Point Presentation, prepared by Thomas W. Miller Jr., Saint Louis
University
This product, created by one of the authors, contains over 300 slides with lecture
outlines, examples, and images and tables from the text.
Instructor’s Manual, prepared by Scott Beyer, University of Wisconsin, Oshkosh

Developed to clearly outline the chapter material as well as provide extra teaching
support, the first section of the Instructor’s Manual includes an annotated outline of
each chapter with suggested Web sites, references to PowerPoint slides, teaching
tips, additional examples, and current events references.

Solutions Manual, Prepared by Joe Smolira, Belmont University

The Solutions Manual contains the complete worked-out solutions for the end-of -
chapter questions and problems.

Test Bank, prepared by Kay Johnson, Penn State University—Erie

With almost 1,500 questions, this Test Bank, in Microsoft Word, provides a variety

of question formats (true-false, multiple choice, fill-in-the-blank, and problems) and
levels of difficulty to meet any instructor’s testing needs.

Computerized Test Bank (Windows) This computerized version of the Test Bank
utilizes McGraw-Hill’s EZ Test testing software to quickly create customized exams.
This user-friendly program allows instructors to sort questions by format; edit exist-
ing questions or add new ones; and scramble questions for multiple versions of the
same test.

Videos ISBN 0-07-3363790 (DVD format)

The McGraw-Hill/lIrwin series of finance videos are 10-minute case studies on topics
such as Financial Markets, Stocks, Bonds, Portfolio Management, Derivatives, and Going
Public.

Digital Solutions

Online Learning Center (OL C):
Online Support at www.mhhe.com/jm5e

The Online Learning Center (OL C) contains FREE access to additional Web-based study
and teaching aids created for this text, such as:
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Student Support

New! Student-Narrated Power Points created by Lynn Phillips Kugele, The University
of Mississippi.

Students al learn differently and these chapter PowerPoints were created with that
rationale in mind. The interactive presentations provide detailed examples demonstrat-
ing how to solve key problems from the text. The slides are accompanied by an audio
narration. They can be purchased as part of the premium content package available for
$10 and then viewed online or uploaded onto an iPod.

Excel Templates

Corresponding to most end-of-chapter problems, each template allows the student to
work through the problem using Excel, reinforcing each concept. Each end-of-chapter
problem with atemplate is indicated by an Excel icon in the margin besideit.

Self-Study Chapter Quizzes

Quizzes consist of 10-15 multiple-choice questions on various chapter topics. They
reveal ascore instantly and provide feedback to help students studly.

Other Features

Be sure to check out the other helpful features found on the OL C including key-term
flashcards, helpful Web links, and more!

Teaching Support

Along with having access to all of the same material your students can view on the book’s
OLC, you also have password-protected access to the Instructor’s Manual, Solutions to end-
of-chapter problems, Instructor’s PowerPoint, Excel Template Solutions, Video clips, and
Video projects and questions.

OLCs can be delivered in multiple ways—through the textbook Web site (www.mhhe
.com/jm5e), through PageOut (see Packages below), or within a course management system
like Blackboard, WebCT, TopClass, or eCollege. Ask your campus representative for more
details.

PageOut at www.pageout.net

Free to adopters, this Web page generation software is designed to help you create your own
course Web site, without all of the hassle. In just afew minutes, even the most novice com-
puter user can have a functioning course Web site.

Simply type your material into the template provided and PageOut instantly converts it
to HTML. Next, choose your favorite of three easy-to-navigate designs and your class Web
home page is created, complete with online syllabus, |ecture notes, and bookmarks. You can
even include a separate instructor page and an assignment page.

PageOut offers enhanced point-and-click features, including a Syllabus Page that applies
areal-world link to original text material, an automatic grade book, and a discussion board
where you and your students can exchange questions and post announcements. Ask your
campus representative to show you a demo.

Additional Resources Packaged with Your New Text

Stock-Trak Portfolio Simulation

Give your students investment management experience! McGraw-Hill/Irwin has partnered
with Stock-Trak and is providing a free subscription to the Stock-Trak Portfolio Smulation
for one semester with the purchase of every new copy of Fundamentals of Investments:
Valuation and Management, Fifth Edition by Jordan and Miller. Sock-Trak gives students
$500,000 and allows them to trade stocks, options, futures, bonds, mutual funds, and inter-
national stocks—no other simulation offers all these types of securities! More than 600 pro-
fessors have used this service, and around 30,000 college students each semester participate.
All trades are done on the Web at www.stocktrak.com/cj. See this site for more information
or use the Stock-Trak card bound into this text. Stock-Trak exercises are available on the
book Web site, www.mhhe.com/jm5e.
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Standard & Poor’s Educational Version of Market Insight

McGraw-Hill/Irwin and the Institutional Market Services division of Standard & Poor’s
are pleased to announce an exclusive partnership that offers instructors and students free
access to the educational version of Standard & Poor’s Market Insight with each new
textbook. The Educational Version of Market Insight is a rich online resource that pro-
vides six years of fundamental financial data for more than 1,000 companies in the data-
base. S& P-specific problems can be found at the end of almost all chapters in this text. For
more details, please see the bound-in card inside the front cover of this text, or visit www
.mhhe.com/edumarketinsight.
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Learning Objectives

To become a wise
investor (maybe even
one with too much
money), you need to
know:

1. How to calculate
the return on an
investment using
different methods.

2. The historical returns
on various important
types of investments.

3. The historical risks
on various important
types of investments.

4. The relationship
between risk and
return.
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CHAPTER 1 -

A Brief History of Risk
and Return

“All | ask is for the chance to prove that money can’t make me happy.”
—Spike Milligan

Who wants to be a millionaire? Actually, anyone can retire as a millionaire. How?
Consider this: Suppose you, on your 25th birthday, invest $3,000. You have the disci-
pline to invest $3,000 for the next 39 birthdays. You retire on your 65th birthday. How
much will you have? The answer might surprise you. If you earn 10 percent per year,
you will have about $1.46 million. Are these numbers realistic? Based on the history
of financial markets, the answer appears to be yes. For example, over the last 81 or so
years, the widely followed Standard & Poor’s index of large-company common stocks

has actually yielded about 12 percent per year. ®

The study of investments could begin in many places. After thinking it over, we decided that
a brief history lesson is in order, so we start our discussion of risk and return by looking back
at what has happened to investors in U.S. financial markets since 1925. In 1931, for example,
the stock market lost 43 percent of its value. Just two years later, the market reversed itself and
gained 54 percent. In more recent times, the stock market lost about 25 percent of its value on
October 19, 1987, alone, and it gained almost 40 percent in 1995. Very recently, following nine
years of consecutive gains, the stock market lost value in three straight years, 2000 through 2002.
From the end of 2002 through July of 2007, however, the market gained about 58 percent.

So what should you, as a stock market investor, expect when you invest your own money?

In this chapter, we study more than eight decades of market history to find out.
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Part 1 m Introduction

In this chapter, we present the historical relation between risk and return. As you will
see, this chapter has a lot of very practical information for anyone thinking of investing in
financial assets such as stocks and bonds. For example, suppose you were to start investing
in stocks today. Do you think your money would grow at an average rate of 5 percent per
year? Or 10 percent? Or 20 percent? This chapter gives you an idea of what to expect (the
answer may surprise you). The chapter also shows how risky certain investments can be, and
it gives you the tools to think about risk in an objective way.

Our primary goal in this chapter is to see what financial market history can tell us
about risk and return. One of the most important things to get out of this discussion is
a perspective on the numbers. What is a high return? What is a low return? More gen-
erally, what returns should we expect from financial assets such as stocks and bonds,
and what are the risks from such investments? Beyond this, we hope that by studying
what did happen in the past, we will at least gain some insight into what can happen
in the future.

The history of risk and return is made day by day in global financial markets. The Internet
is an excellent source of information on financial markets. Visit our Web site (at www.mhhe.
com/jmbe) for suggestions on where to find information on recent financial market events.
We will suggest other sites later in the chapter.

Not everyone agrees on the value of studying history. On the one hand, there is philoso-
pher George Santayana’s famous comment, “Those who do not remember the past are con-
demned to repeat it.” On the other hand, there is industrialist Henry Ford’s equally famous
comment, “History is more or less bunk.” These extremes aside, perhaps everyone would
agree with Mark Twain, who observed, with remarkable foresight (and poor grammar), that
“October. This is one of the peculiarly dangerous months to speculate in stocks in. The oth-
ers are July, January, September, April, November, May, March, June, December, August,
and February.”

Two key observations emerge from a study of financial market history. First, there
is a reward for bearing risk, and, at least on average, that reward has been substantial.
That’s the good news. The bad news is that greater rewards are accompanied by greater
risks. The fact that risk and return go together is probably the single most important
fact to understand about investments, and it is a point to which we will return many
times.

1.1 Returns

We wish to discuss historical returns on different types of financial assets. First,
we need to know how to compute the return from an investment. We will consider
buying shares of stock in this section, but the basic calculations are the same for any
investment.

DOLLAR RETURNS

If you buy an asset of any type, your gain (or loss) from that investment is called the
return on your investment. This return will usually have two components. First, you may
receive some cash directly while you own the investment. Second, the value of the asset
you purchase may change. In this case, you have a capital gain or capital loss on your
investment.?

To illustrate, suppose you purchased 100 shares of stock in Harley-Davidson (ticker
symbol: HOG) on January 1. At that time, Harley was selling for $50 per share, so your
100 shares cost you $5,000. At the end of the year, you want to see how you did with your
investment.

! As a practical matter, what is and what is not a capital gain (or loss) is determined by the Internal Revenue
Service. Even so, as is commonly done, we use these terms to refer to a change in value.
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Our favorite investments
Web site is Yahoo!
Finance at
finance.yahoo.com
Visit this site and look
around!

total dollar return

The return on an investment
measured in dollars that accounts
for all cash flows and capital gains
or losses.

The first thing to consider is that over the year, a company may pay cash dividends to its
shareholders. As a stockholder in Harley, you are a part owner of the company, and you are
entitled to a portion of any money distributed. So if Harley chooses to pay a dividend, you
will receive some cash for every share you own.

In addition to the dividend, the other part of your return is the capital gain or loss on the
stock. This part arises from changes in the value of your investment. For example, consider
these two cases:

Case 1 Case 2
Ending Stock Price $69.96 $39.78
January 1 value $5,000 $5,000
December 31 value $6,996 $3,978
Dividend income $ 81 $ 81
Capital gain or loss $1,996 —$1,022

At the beginning of the year, on January 1, the stock is selling for $50 per share, and,
as we calculated above, your total outlay for 100 shares is $5,000. Over the year, Harley
pays dividends of $.81 per share. By the end of the year, then, you received dividend
income of

Dividend income = $.81 X 100 = $81

In Case 1, suppose that as of December 31, Harley was selling for $69.96, meaning that the
value of your stock increased by $19.96 per share. Your 100 shares are now worth $6,996,
so you have a capital gain of

Capital gain = ($69.96 — $50) X 100 = $1,996

On the other hand, if the price had dropped to, say, $39.78 (Case 2), you would have a capital
loss of

Capital loss = ($39.78 — $50) X 100 = —$1,022

Notice that a capital loss is the same thing as a negative capital gain.
The total dollar return on your investment is the sum of the dividend and the capital
gain (or loss):

Total dollar return = Dividend income + Capital gain (or loss)
In Case 1, the total dollar return is thus given by
Total dollar return = $81 + $1,996 = $2,077

Overall, between the dividends you received and the increase in the price of the stock, the
value of your investment increased from $5,000 to $5,000 + $2,077 = $7,077.

A common misconception often arises in this context. Suppose you hold on to your
Harley-Davidson stock and don’t sell it at the end of the year. Should you still consider the
capital gain as part of your return? Isn’t this only a “paper” gain and not really a cash gain
if you don’t sell it?

The answer to the first question is a strong yes, and the answer to the second is an
equally strong no. The capital gain is every bit as much a part of your return as the divi-
dend, and you should certainly count it as part of your return. The fact that you decide
to keep the stock and don’t sell (you don’t “realize” the gain) is irrelevant because you
could have converted it to cash if you had wanted to. Whether you choose to do so is up
to you.
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dividend yield

The annual stock dividend as a
percentage of the initial stock
price.

capital gains yield

The change in stock price as a
percentage of the initial stock
price.

total percent return
The return on an investment
measured as a percentage that
accounts for all cash flows and
capital gains or losses.

4 Part 1 m Introduction

After all, if you insist on converting your gain to cash, you could always sell the stock
and immediately reinvest by buying the stock back. There is no difference between doing
this and just not selling (assuming, of course, that there are no transaction costs or tax con-
sequences from selling the stock). Again, the point is that whether you actually cash out and
buy pizzas (or whatever) or continue to hold the investment doesn’t affect the return you
actually earn.

PERCENTAGE RETURNS

It is usually more convenient to summarize information about returns in percentage terms
than in dollar terms, because that way your return doesn’t depend on how much you actually
invested. With percentage returns the question we want to answer is: How much do we get
for each dollar we invest?

To answer this question, let P, be the price of the stock at the beginning of the year.
Let D, , , be the dividend paid on the stock during the year. The following cash flows are
the same as those shown earlier, except that we have now expressed everything on a per-
share basis:

Case 1 Case 2
January 1 stock price, P, $50.00 $50.00
December 31 stock price, P, _ , $69.96 $39.78
Dividend income, D, _, $ .81 $ .81
Capital gain or loss $19.96 -$10.22

In our example, the price at the beginning of the year was $50 per share and the dividend
paid during the year on each share was $.81. If we divide the dividend by the beginning stock
price, the result is the dividend yield:

Dividend yield = D, , / P,
= $.81/ $50 = .0162 = 1.62%

(1.1)

This calculation says that for each dollar we invested we received 1.62 cents in dividends.

The second component of our percentage return is the capital gains yield. This yield is
calculated as the change in the price during the year (the capital gain) divided by the begin-
ning price. With the Case 1 ending price, we get:

(1.2)

Capital gains yield = (P,,, — P,) / P,
($69.96 — $50) / $50

= $19.96 / $50 = .3992 = 39.92%

This 39.92 percent yield means that for each dollar invested we got about 40 cents in capital
gains (HOG heaven).

Putting it all together, per dollar invested, we get 1.62 cents in dividends and 39.92 cents
in capital gains for a total of 41.54 cents. Our total percent return is 41.54 cents on the
dollar, or 41.54 percent. When a return is expressed on a percentage basis, we often refer
to it as the rate of return, or just “return,” on the investment. Notice that if we combine the
formulas for the dividend yield and capital gains yield, we get a single formula for the total
percentage return:

Percentage return = Dividend yield + Capital gains yield (1.3)

=Dr+1/Pt+(Pt+1_Pt)/Pt

=(Dt—1+Pt+1_Pt)/P!

To check our calculations, notice that we invested $5,000 and ended up with $7,077.
By what percentage did our $5,000 increase? As we saw, our gain was $7,077 — $5,000 =
$2,077. This is an increase of $2,077 / $5,000, or 41.54 percent.
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WORK THE WEB

To look up information on common stocks using the Web, finance.yahoo.com. Here we have looked up (using the
you need to know the “ticker” symbol for the stocks in “Symbol Lookup” link) and entered ticker symbols for
which you are interested. You can look up ticker sym- some well-known “tech” stocks: Dell, Cisco, Intel, and

bols in many places, including one of our favorite sites, Microsoft.

YAHOO! FINANCE s gk

Friday, June &, 2007, 5:25PM ET - U.5. Markets cdlosed.

m_ INVESTING | NEWS & OPINION | | PERSONAL FINANGE || MY PORTFOLIOS |

| deil esco inte mst | [ cerauotes | »SymbolLookup  »Finance Search

Once we hit “Get Quotes,” this is what we got:

View: _Summag,: | Columnar New View _

Columnar [Edit]
Symbol Time Trade Change % Chg Volume Intraday Related Info
DELL 4:00PMET 27.34 4 0.35 4 1.30% 14,250,745 f———="" Chart, Messages, Key Stats, More
CSCO 4:00PMET 26.48 + 0.63 + 2.44% 47,021,824 [~~—"""] Chart, Messages, Key Stats, More
INTC 4:00PMET 21.83 4 0.52 + 2.44% 60.972.777 [mer—""] Chart. Messages, Key Stats. More
MSFT 4-:00PM ET 30.05 <4 0.43 4 1.45% 61,345 969 [cvwwr—"] Chart, Messages. Key Stats, More

As you can see, we get the price for each stock, along (number of shares traded). You will find a lot of links to

with information about the change in price and volume hit and learn more, so have at it!

EXAMPLE 1.1 Calculating Percentage Returns

Suppose you buy some stock in Concannon Plastics for $35 per share. After one year,
the price is $49 per share. During the year, you received a $1.40 dividend per share.
What is the dividend yield? The capital gains yield? The percentage return? If your
total investment was $1,400, how much do you have at the end of the year?

Your $1.40 dividend per share works out to a dividend yield of

Dividend yield =D, _, / P,
= $1.40 / $35
=4%

The per-share capital gain is $14, so the capital gains yield is

Capital gains yield = (P,, , — P,) / P,
= ($49 — $35) / $35
=$14 / $35

= 40%

The total percentage return is thus 4% + 40% = 44%.

If you had invested $1,400, you would have $2,016 at the end of the year. To check
this, note that your $1,400 would have bought you $1,400 / $35 = 40 shares. Your
40 shares would then have paid you a total of 40 X $1.40 = $56 in cash dividends.
Your $14 per share gain would give you a total capital gain of $14 X 40 = $560.
Add these together and you get $616, which is a 44 percent total return on your
$1,400 investment.

Chapter 1 m A Brief History of Risk and Return
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A NOTE ON ANNUALIZING RETURNS

So far, we have only considered annual returns. Of course, the actual length of time you own
an investment will almost never be exactly a year. To compare investments, however, we
will usually need to express returns on a per-year or “annualized” basis, so we need to do a
little bit more work.

For example, suppose you bought 200 shares of Lowe’s Companies, Inc. (LOW) at a price
of $48 per share. In three months, you sell your stock for $51. You didn’t receive any divi-
dends. What is your return for the three months? What is your annualized return?

In this case, we say that your holding period, which is the length of time you own the
stock, is three months. With a zero dividend, you know that the percentage return can be
calculated as:

Percentage return = (P, — P,)/P, = ($51 — $48)/$48 = .0625 = 6.25%

This 6.25 percent is your return for the three-month holding period, but what does this
return amount to on a per-year basis? To find out, we need to convert this to an annualized
return, meaning a return expressed on a per-year basis. Such a return is often called an effec-

effective annual tive annual return, or EAR for short. The general formula is this:
return (EAR)
The return on an investment 1+ EAR = (1 + holding period percentage return)™ (1.4)

expressed on a per-year, or
“annualized,” basis.

~

where m is the number of holding periods in a year.

In our example, the holding period percentage return is 6.25 percent, or .0625. The hold-
ing period is three months, so there are four (12 months/3 months) periods in a year. We
calculate the annualized return, or EAR, as follows:

1 + EAR = (1 + holding period percentage return)™
(1 + .0625)
= 12744

So, your annualized return is 27.44 percent.

EXAMPLE 1.2 A "QWEST” for Returns

Suppose you buy some stock in Qwest (no, that's not a typo, that’s how the company
spells it) at a price of $8 per share. Four months later, you sell it for $8.40. No dividend
is paid. What is your annualized return on this investment?

For the four-month holding period, your return is:

—P)/P,=($8.40 — $8) / $8 = .05 = 5%
There are three four-month periods in a year, so the annualized return is:

1 4+ EAR = (1 + holding period percentage return)” = (1 + .05)*> = 1.1576
Subtracting the one, we get an annualized return of .1576, or 15.76 percent.

Percentage return = (P,

|\

EXAMPLE 1.3 More Annualized Returns

6

Suppose you buy some stock in Johnson & Johnson (JNJ) at a price of $50 per
share. Three years later, you sell it for $62.50. No dividends were paid. What is your
annualized return on this investment?

Thessituation here is a bit different because your holding period is now longer than
a year, but the calculation is basically the same. For the three-year holding period,
your return is:

Percentage return = (P,, , — P,) / P, = ($62.50 — $50) / $50 = .25 = 25%

(continued)
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How many three-year holding periods are there in a single year? The answer is
one-third, so m in this case is 1/3. The annualized return is:

1+ EAR = (1 + holding period percentage return)™
=(1+.25)"3
= 1.0772

Subtracting the one, we get an annualized return of .0772, or 7.72 percent.

CHECK THIS

Annual historical
financial market data
can be downloaded
(but not for free) at
www.globalfindata.com

Now that you know how to calculate returns on a hypothetical stock, you should begin
looking at real stocks. The nearby Work the Web box using finance.yahoo.com describes
how to get going. Meanwhile, in the next several sections, we will take a look at the
returns that some common types of investments have earned over the last 81 years.

1.1a What are the two parts of total return?

1.1b What is the difference between a dollar return and a percentage return?
Why are percentage returns usually more convenient?

1.1c What is an effective annual return (EAR)?

1.2 The Historical Record

We now examine year-to-year historical rates of return on five important categories of finan-
cial investments. These returns can be interpreted as what you would have earned if you had
invested in portfolios of the following asset categories:

1. Large-company stocks. The large-company stock portfolio is based on the Standard
& Poor’s (S&P’s) 500 Index, which contains 500 of the largest companies (in terms
of total market value of outstanding stock) in the United States.

2. Small-company stocks. This is a portfolio composed of stock of smaller compa-
nies, where “small” corresponds to the smallest 20 percent of the companies listed
on the New York Stock Exchange, again as measured by market value of outstand-
ing stock.

3. Long-term corporate bonds. This is a portfolio of high-quality bonds with 20 years to
maturity.

4. Long-term U.S. government bonds. This is a portfolio of U.S. government bonds
with 20 years to maturity.

5. U.S. Treasury bills. This is a portfolio of Treasury bills (T-bills for short) with a
three-month maturity.

If you are not entirely certain what these investments are, don’t be overly concerned. We
will have much more to say about each in later chapters. For now, just take as given that
these are some of the things that you could have put your money into in years gone by. In
addition to the year-to-year returns on these financial instruments, the year-to-year percent-
age changes in the Consumer Price Index (CPI) are also computed. The CPI is a standard
measure of consumer goods price inflation.

Here is a bit of market jargon for you. A company’s total market capitalization (or market
“cap” for short) is equal to its stock price multiplied by the number of shares of stock. In other
words, it’s the total value of the company’s stock. Large companies are often called “large-cap”
stocks, and small companies are called “small-cap” stocks. We’ll use these terms frequently.

Chapter 1 m A Brief History of Risk and Return 7
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FIGURE 1.1
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stocks
$71.69
Long-term $19.29
government bonds $11.26
Inflation

0
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Year-end

Source: Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Inc., Chicago (annually updates work by Roger G. Ibbotson and Rex

Sinquefield). All rights reserved.
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A FIRST LOOK

Before examining the different portfolio returns, we first take a look at the “big picture.”
Figure 1.1 shows what happened to $1 invested in these different portfolios at the beginning
of 1926 and held over the 81-year period ending in 2006 (for clarity, the long-term corporate
bonds are omitted). To fit all the information on a single graph, some modification in scaling
is used. As is commonly done with financial time series, the vertical axis is scaled so that
equal distances measure equal percentage (as opposed to dollar) changes in value. Thus,
the distance between $10 and $100 is the same as that between $100 and $1,000, since both
distances represent the same 900 percent increases.

Looking at Figure 1.1, we see that the small-company investment did the best overall.
Every dollar invested grew to a remarkable $15,922.43 over the 81 years. The larger com-
mon stock portfolio did less well; a dollar invested in it grew to $3,077.33.

At the other end, the T-bill portfolio grew to only $19.29. This is even less impressive
when we consider the inflation over this period. As illustrated, the increase in the price level
was such that $11.26 is needed just to replace the original $1.

Given the historical record, why would anybody buy anything other than small-company
stocks? If you look closely at Figure 1.1, you will probably see the answer—risk. The T-bill
portfolio and the long-term government bond portfolio grew more slowly than did the stock
portfolios, but they also grew much more steadily. The small stocks ended up on top, but,
as you can see, they grew quite erratically at times. For example, the small stocks were the
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Total return indexes (1801-2007)
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Source: Jeremy J. Siegel

1821 1841 1861 1881 1901 1921 1941 1961 1981 2001
Year

, Stocks for the Long Run, 3rd ed. (New York: McGraw-Hill, 2003). Update through 2007 provided by Jeremy J. Siegel.

worst performers for about the first 10 years and had a smaller return than long-term govern-
ment bonds for almost 15 years.

A LONGER RANGE LOOK

The data available on the stock returns before 1925 are not comprehensive, but it is
nonetheless possible to trace reasonably accurate returns in U.S. financial markets as far
back as 1801. Figure 1.2 shows the values, in 2007, of $1 invested in stocks, long-term
bonds, short-term bills, and gold. The CPI is also included for reference.

Inspecting Figure 1.2, we see that $1 invested in stocks grew to an astounding $13.4 mil-
lion over this 207-year period. During this time, the returns from investing in stocks dwarf
those earned on other investments. Notice also in Figure 1.2 that, after two centuries, gold
has managed to keep up with inflation, but that is about it.

What we see thus far is that there has been a powerful financial incentive for long-term
investing. The real moral of the story is this: Get an early start!

A CLOSER LOOK

To illustrate the variability of the different investments, Figures 1.3 through 1.6 plot the
year-to-year percentage returns in the form of vertical bars drawn from the horizontal
axis. The height of a bar tells us the return for the particular year. For example, looking at
the long-term government bonds (Figure 1.5), we see that the largest historical return
(40.35 percent) occurred in 1982. This year was a good year for bonds. In comparing these
charts, notice the differences in the vertical axis scales. With these differences in mind,
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FIGURE 1.3 Year-to-Year Total Returns on Large-Company Stocks: 1926-2006

Large-company stocks
Return indices, returns, and dividend yields
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Total annual returns (in percent)
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Source: Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Inc., Chicago (annually updated by Roger G. Ibbotson and
Rex A. Sinquefield). All rights reserved.

FIGURE 1.4 Year-to-Year Total Returns on Small-Company Stocks: 1926-2006
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Source: Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Inc., Chicago (annually updated by Roger G. Ibbotson and
Rex A. Sinquefield). All rights reserved.
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m Year-to-Year Total Returns on Bonds and Bills: 1926-2006

Long-term government bonds
Return indices, returns, and yields
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Source: Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Inc., Chicago (annually updated by Roger G. Ibbotson and
Rex A. Sinquefield). All rights reserved.

you can see how predictably the Treasury bills (bottom of Figure 1.5) behaved compared
to the small stocks (Figure 1.4).

The returns shown in these bar graphs are sometimes very large. Looking at the graphs,
we see, for example, that the largest single-year return was a remarkable 143 percent for
the small-cap stocks in 1933. In the same year, the large-company stocks returned “only”
53 percent. In contrast, the largest Treasury bill return was 15 percent, in 1981. For future
reference, the actual year-to-year returns for the S&P 500, long-term government bonds,
Treasury bills, and the CPI are shown in Table 1.1 on page 13.
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Source: Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Inc., Chicago (annually updated by Roger G. Ibbotson and
Rex A. Sinquefield). All rights reserved.

1.2a With 20-20 hindsight, what was the best investment for the period 1926-35?
1.2b Why doesn’t everyone just buy small stocks as investments?

CHECK THIS 1.2c  What was the smallest return observed over the 81 years for each of these
investments? Approximately when did it occur?

1.2d  About how many times did large stocks (common stocks) return more than
30 percent? How many times did they return less than —20 percent?

1.2e What was the longest “winning streak” (years without a negative return)
for large stocks? For long-term government bonds?

1.2f How often did the T-bill portfolio have a negative return?

1.3 Average Returns: The First Lesson

As you’ve probably begun to notice, the history of financial market returns in an undi-
gested form is complicated. What we need are simple measures to accurately summarize and
describe all these numbers. Accordingly, we discuss how to go about condensing detailed
numerical data. We start by calculating average returns.

CALCULATING AVERAGE RETURNS

The obvious way to calculate average returns on the different investments in Figures 1.3
to 1.6 is to simply add up the yearly returns and divide by 81. The result is the historical
average of the individual values. For example, if you add the returns for large-company
common stocks for the 81 years, you will get about 996 percent. The average annual return
is thus 996/81 = 12.3%. You can interpret this 12.3 percent just like any other average.
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INVESTMENT UPDATES

AFTER 30 YEARS OF INVESTING, MARKET HAS NO SURE THING

The stock market exists to enrich investors, while utterly
humiliating them. With great regularity, | receive e-mails
from readers who are convinced that you should own
only blue-chip companies, or only high-dividend stocks,
or only technology companies. And all | can think about is
the market’s litany of once-sure things. It happens again
and again. Hot stocks turn cold. Highflying stock funds
crash and burn. Time-tested stock-picking strategies sud-
denly falter. To understand just how capricious the mar-
ket can be, consider results from the past three decades.

As the Decades Turn

Take a look at the accompanying table (Swings and Round-
abouts), which shows returns calculated by Baltimore’s
T. Rowe Price Associates using data from Chicago’s
Ibbotson Associates. In particular, focus on the perfor-
mance of large, small and foreign stocks in each of the
past three decades. | think of these as the three key stock-
market sectors.

As you will see, large-company stocks—which are so
beloved after their dazzling gains in the 1990s—didn‘t fare
quite so well in the prior two decades. They ranked second
behind foreign stocks in the 1980s and they lagged behind
both small and foreign stocks in the 1970s. Similarly, small
stocks ranked first in the 1970s, second in the 1990s and
third in the 1980s. Meanwhile, foreign stocks were first in
the 1980s, second in the 1970s and third in the 1990s.

In other words, none of the sectors consistently ranked
as the top performer and all had periods of dreadful per-
formance. Moreover, if you look at results for the 30 years
through December 2001, there isn't a huge difference
between the average annual returns for large, small and
foreign stocks. Of course, if you were really clever, you
would figure out which sector was going to be the
decade’s top performer, and then invest everything in

that sector. But | am not smart enough to make that sort
of market call, and | don‘t think anybody else is, either.

Gerald Perritt, a money manager in Largo, Fla., and
editor of the Mutual Fund Letter, a monthly newsletter,
says he has lately met many investors who got themselves
into financial trouble. All have one thing in common:
They failed to diversify and instead made big investment
bets that turned sour. “Diversification is good,” Mr. Perritt
says. “But if it's so good, why don’t more people practice
it? Return is the most visible element in the investing pro-
cess. The least visible is risk. People see the return they
miss by diversifying. We don’t think about what will hap-
pen if a big bet goes in the wrong direction.”

My hunch is that the current decade will be a lackluster
one for blue-chip shares. Large-company stocks have
been dazzling performers over the past two decades, and
now they are burdened by lofty share price-to-earnings
multiples and boast only skimpy dividend yields. Indeed,
| suspect foreign and small stocks will prove to be the
market’s new darlings. But | am unwilling to invest based
on such hunches. So what should an investor do? Owning
a little bit of everything has worked well in the past, and
it still seems like a mighty fine strategy to me.

Glancing at the performance of narrower market sec-
tors strengthens the case for humility. In the past two
years, three of the market’s best-performing segments
have been gold, bargain-priced “value” stocks and real
estate investment trusts, or REITs. Meanwhile, “growth”
stocks, including once-sparkling technology shares, have
been crushed. But look at the accompanying table to see
results from earlier decades. Unfortunately, data aren’t
available for all time periods. Still, there are enough results
to see how unpredictable market returns can be. Sure,
value stocks were strong performers in 2000 and 2001. But
they lagged behind growth stocks in the 1990s. True, REITs
have generated great results recently. But they didn’t do

If you picked a year at random from the 81-year history and you had to guess the return in
that year, the best guess is 12.3 percent.

AVERAGE RETURNS: THE HISTORICAL RECORD

Table 1.2 shows the average returns for the investments we have discussed. These averages
don’t reflect the impact of inflation. Notice that over this 81-year period the average inflation
rate was 3.1 percent per year while the average return on U.S. Treasury bills was 3.8 percent
per year. Thus, the average return on Treasury bills exceeded the average rate of inflation
by only .7 percent per year. At the other extreme, the return on small-cap common stocks
exceeded the rate of inflation by about 17.4% — 3.1% = 14.3%. The real return of the large-
cap common stocks averaged 12.3% — 3.1% = 9.2% per year.

Our analysis thus far has covered market history going back to the end of 1925. You
might be wondering about the more recent past. The nearby Investment Updates box pro-
vides more detail on the stock market’s ups and downs since 1970.
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Swings and Roundabouts
All market sectors enjoy periods of dazzling gains. But none performs well all the time.

Bear Markets

1973-74 2000-01
Large-company stocks —42.6% —-29.3%
Small-company stocks —43.2 —-19.4
Foreign markets —35.2 —36.6
Growth stocks NA —42.2
Value stocks NA —-134
Real-estate trusts —52.6 35.2
Intermediate bonds 49 19.4
Treasury bills 13.5 7.9
Gold 133.1 5.9

*Through December 31, 2001.

Long-Run Annual Performance

1970s 1980s 1990s 30 Years*
5.9% 17.6% 18.2% 12.2%
11.5 15.8 15.1 14.9
10.1 22.8 7.3 11.2
NA 16.3 20.6 NA
NA 18.3 15.4 NA
NA 12.5 8.1 9.4
7.0 11.9 7.2 8.5
6.3 8.9 4.9 6.7
30.7 -2.5 =3.1 6.4

Note: All returns are annualized, except for the two bear markets, for which cumulative performance is shown.

NA: Not available.

much better than intermediate-term government bonds
in the 1990s. And gold? You have to go back to the 1970s
to find a decent decade for the yellow metal.

When the Bear Growls

To get a handle on down-market performance, | had
T. Rowe Price calculate returns for the two most-searing
bear markets of recent decades, the 1973-74 debacle
and the 2000-01 tech wreck. In both stock-market de-
clines, gold, bonds, and Treasury bills posted gains, even
as other sectors were crushed. Clearly, if you want a little
bear-market protection, these are good assets to own.
But how did different stock-market sectors fare? Con-
sider the 1973-74 crash. The two hardest-hit sectors were
REITs and small-company stocks. If you were worried
about a bear market and you had taken your cues from
the 1973-74 crash, you would have avoided both sectors.

TABLE 1.2

Investment

Large stocks

Small stocks

Long-term corporate bonds
Long-term government bonds
U.S. Treasury bills

Inflation

Yet REITs, the hardest-hit sector in the 1973-74 crash,
were the biggest winners in the recent bear market.
Small-company stocks, meanwhile, didn‘t perform quite
so impressively in the 2000-01 market decline. Nonethe-
less, they lost far less money than large-company stocks.
As the data make clear, there aren’t many sure things
in investing. But that doesn’t mean you can’t make good
money over time. If you simply build a well-diversified
portfolio and hang on for the long haul, history suggests
you will be handsomely rewarded. “Here’s a 30-year
period that includes two grueling bear markets and
one awful decade, the 1970s,” notes Steven Norwitz, a
T. Rowe Price vice president. “But if you invested through
the whole period, you got pretty attractive returns.”

Source: Jonathan Clements, The Wall Street Journal, April 28, 2002.
© 2002 Dow Jones & Company, Inc. All Rights Reserved Worldwide.

Average Return
12.3%
17.4
6.2
5.8
3.8
3.1

Source: Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Inc., Chicago (annually updated by
Roger G. Ibbotson and Rex A. Sinquefield). All rights reserved.
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TABLE 1.3

risk-free rate
The rate of return on a riskless
investment.

risk premium

The extra return on a risky asset
over the risk-free rate; the reward
for bearing risk.
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Investment Average Return Risk Premium
Large stocks 12.3% 8.5%
Small stocks 17.4 13.6
Long-term corporate bonds 6.2 2.4
Long-term government bonds 5.8 2.0

U.S. Treasury bills 3.8 0.0

Source: Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Inc., Chicago (annually updated by
Roger G. Ibbotson and Rex A. Sinquefield). All rights reserved.

RISK PREMIUMS

Now that we have computed some average returns, it seems logical to see how they compare
with each other. Based on our discussion above, one such comparison involves government-
issued securities. These are free of much of the variability we see in, for example, the stock
market.

The government borrows money by issuing debt, that is, bonds. These bonds come in dif-
ferent forms. The ones we focus on are Treasury bills. Treasury bills have the shortest time
to maturity of the different types of government debt. Because the government can always
raise taxes or print money to pay its expenses, Treasury bills are virtually free of any default
risk. Thus, we will call the rate of return on such debt the risk-free rate, and we will use it
as a kind of investing benchmark.

A particularly interesting comparison involves the virtually risk-free return on T-bills and
the risky return on common stocks. The difference between these two returns can be inter-
preted as a measure of the excess return on the average risky asset (assuming that the stock
of a large U.S. corporation has about average risk compared to all risky assets).

We call this the “excess” return because it is the additional return we earn by moving from
a virtually risk-free investment to a risky one. Because this excess return can be interpreted
as a reward for bearing risk, we will call it a risk premium.

THE FIRST LESSON

From the data in Table 1.2, we can calculate risk premiums for the five different catego-
ries of investments. The results are shown in Table 1.3. Notice that the risk premium on
T-bills is shown as zero in the table because they are our riskless benchmark. Looking at
Table 1.3, we see that the average risk premium earned by the large-cap common stock
portfolio is 12.3% — 3.8% = 8.5%. This difference is a significant reward. The fact that it
exists historically is an important observation, and it is the basis for our first lesson: Risky
assets, on average, earn a risk premium. Put another way, there is a reward, on average,
for bearing risk.

Why is this so? Why, for example, is the risk premium for small stocks so much larger
than the risk premium for large stocks? More generally, what determines the relative sizes
of the risk premiums for the different assets? These questions are at the heart of the modern
theory of investments. We will discuss the issues involved many times in the chapters ahead.
For now, part of the answer can be found by looking at the historical variability of the returns
of these different investments. So, to get started, we now turn our attention to measuring
variability in returns.

1.3a What do we mean by excess return and risk premium?

1.3b What is the historical risk premium on small-company stocks? On U.S.
Treasury bonds?

1.3c What is the first lesson from financial market history?
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variance

A common measure of volatility.

standard deviation

The square root of the variance.

FIGURE 1.7

1.4 Return Variability: The Second Lesson

We have already seen that the year-to-year returns on common stocks tend to be more vola-
tile than returns on, say, long-term government bonds. We now discuss measuring this vari-
ability so we can begin examining the subject of risk.

FREQUENCY DISTRIBUTIONS AND VARIABILITY

To get started, we can draw a frequency distribution for large-company stock returns like the
one in Figure 1.7. What we have done here is to count the number of times that an annual
return on the large-company stock portfolio falls within each 10 percent range. For example,
in Figure 1.7, the height of 15 for the bar within the interval 10 percent to 20 percent means
that 15 of the 81 annual returns are in that range. Notice also that most of the returns are in
the —10 to 40 percent range.

What we need to do now is to actually measure the spread in these returns. We know,
for example, that the return on the S&P 500 index of common stocks in a typical year
was 12.3 percent. We now want to know by how much the actual return differs from this
average in a typical year. In other words, we need a measure of the volatility of returns.
The variance and its square root, the standard deviation, are the most commonly used
measures of volatility. We describe how to calculate them next. If you’ve already studied
basic statistics, you should notice that we are simply calculating an ordinary sample vari-
ance and standard deviation, just as you may have done many times before.

THE HISTORICAL VARIANCE AND STANDARD DEVIATION

The variance essentially measures the average squared difference between the actual returns
and the average return. The bigger this number is, the more the actual returns tend to dif-
fer from the average return. Also, the larger the variance or standard deviation is, the more
spread out the returns will be.

2006
2004
2000 1988 2003 1997
1990 2005 1986 1999 1995
1981 1994 1979 1998 1991
1977 1993 1972 1996 1989
1969 1992 1971 1983 1985
1962 1987 1968 1982 1980
1953 1984 1965 1976 1975
1946 1978 1964 1967 1955
2001 1940 1970 1959 1963 1950
1973 1939 1960 1952 1961 1945
2002 1966 1934 1956 1949 1951 1938 1958
1974 1957 1932 1948 1944 1943 1936 1935 1954

1931 1937 1930 1941 1929 1947 1926 1942 1927 1928 1933

-80 —70 —60 -50 —-40 —-30 -20 —-10 O 10 20 30 40 50 60 70 80 90

Percent

Source: Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Inc., Chicago (annually updated by Roger G. Ibbotson
and Rex A. Sinquefield). All rights reserved.
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review of basic
statistics, see
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The way we calculate the variance and standard deviation depends on the specific
situation. In this chapter, we are looking at historical returns. Therefore, the procedure
we describe here is the correct one for calculating the historical variance and standard
deviation. If we were examining projected future returns, then the procedure would be
different. We describe this procedure in a later chapter.

To illustrate how we calculate the historical variance, suppose a particular investment had
returns of 10 percent, 12 percent, 3 percent, and —9 percent over the last four years. The aver-
age return is (.10 + .12 + .03 — .09)/4 = .04, or 4 percent.

Notice that the return is never actually equal to 4 percent. Instead, the first return devi-
ates from the average by .10 — .04 = .06, the second return deviates from the average by
.12 — .04 = .08, and so on. To compute the variance, we square each of these deviations, add
them up, and divide the result by the number of returns less one, or three in this case.? These
calculations are summarized in the following table.

(1) (2) (3) (4)
Actual Average Deviation Squared
Year Return Return (1 -(@) Deviation
1 .10 .04 .06 .0036
2 12 .04 .08 .0064
3 .03 .04 —.01 .0001
4 —.09 .04 -.13 .0169
Totals .16 .00 .0270

In the first column, we write down the four actual returns. In the third column, we calcu-
late the difference between the actual returns and the average by subtracting out 4 percent.
Finally, in the fourth column, we square the numbers in Column 3 to get the squared devia-
tions from the average.

The variance can now be calculated by dividing .0270, the sum of the squared deviations,
by the number of returns less 1. Let Var(R) or o2 (read this as “sigma squared”) stand for the
variance of the return:

Var(R) = o2 = .027/(4 — 1) = .009

The standard deviation is the square root of the variance. So, if SD(R) or ¢ stands for the
standard deviation of the return:

SD(R) = o = \/.009 = .09487

The square root of the variance is used because the variance is measured in “squared” per-
centages and thus is hard to interpret. The standard deviation is an ordinary percentage,
so the answer here could be written as 9.487 percent.

In the table above, notice that the sum of the deviations is equal to zero. This will always
be the case, and it provides a good way to check your work. In general, if we have N histori-
cal returns, where N is some number, we can write the historical variance as:

Var(R) = g [(R, — Ry + -

: R, R

This formula tells us to do just what we did above: Take each of the N individual returns
(R, R, ..., R) and subtract the average return, R; square the results, and add up all these
squares; and finally, divide this total by the number of returns less 1 (i.e., N — 1). The stan-
dard deviation is the square root of Var(R). Standard deviations are a widely used measure
of volatility.

2 The reason for dividing by N — 1 rather than simply N is based on statistical sampling theory, which is beyond
the scope of this book. Just remember that to calculate a variance about a sample average, you need to divide the
sum of squared deviations from the average by N — 1.
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Calculating the Variance and Standard Deviation

EXAMPLE 1.4

From Table 1.1, we see that the large-company stocks and long-term government
bonds had these returns for the past four years:

Large-Company Long-Term
Year Stocks Government Bonds
2003 0.2868 0.0162
2004 0.1088 0.1034
2005 0.0491 0.1035
2006 0.1579 0.0028

What are the average returns? The variances? The standard deviations?
To calculate the average returns, we add up the returns and divide by four. The
results are:

Large-company stocks, average return = R = .6026/4 = .15065
Long-term government bonds, average return = R = .2259/4 = .056475

To calculate the variance for large-company stocks, we can summarize the relevant
calculations as follows:

Q)] (2) (3 @

Actual Average Deviation Squared
Year Return Return 1) -(@) Deviation
2003 .2868 .15065 .13615 .01854
2004 .1088 .15065 —.04185 .00175
2005 .0491 .15065 —.10155 .01031
2006 .1579 .15065 .00725 .00005
Totals .6026 .00000 .03065

Because there are four years of returns, we calculate the variance by dividing .03065

by (4 - 1) =3:
Large-Company Long-Term
Stocks Government Bonds
Variance (o?) .03065/3 = .010217 .00892/3 = .002973
Standard deviation (o) V.010217 = .1011 V/.002973 = .0545

For practice, verify that you get the same answers that we do for long-term gov-
ernment bonds. Notice that the standard deviation for large-company stocks,
10.11 percent, is about twice as much as the standard deviation for long-term gov-
ernment bonds, 5.45 percent. What does this difference mean?

THE HISTORICAL RECORD

Figure 1.8 summarizes much of our discussion of capital market history so far. It dis-
plays average returns, standard deviations, and frequency distributions of annual returns
on a common scale. In Figure 1.8, notice, for example, that the standard deviation for the
small-stock portfolio (32.7 percent per year) is more than 10 times larger than the T-bill

Chapter 1 m A Brief History of Risk and Return 19
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FIGURE 1.8

normal distribution

A symmetric, bell-shaped
frequency distribution that is
completely defined by its average
and standard deviation.

20 Part 1 m Introduction

Average Standard
Series return deviation Distribution

Large-company
stocks 12.3% 20.1%

%

Small-company

stocks 17.4 32.7
Long-term
corporate bonds 6.2 8.5
Long-term
government 5.8 9.2

Intermediate-term

TR

government 5.4 5.7
U.S. Treasury bills 3.8 3.1
Inflation 3.1 4.3 lI.

—90% 0% 90%

*The 1933 small-company stocks total return was 142.9 percent.

Source: Stocks, Bonds, Bills, and Inflation Yearbook™, Ibbotson Associates, Inc., Chicago (annually updated
by Roger G. Ibbotson and Rex A. Sinquefield). All rights reserved.

portfolio’s standard deviation (3.1 percent per year). We will return to discuss these facts
momentarily.

NORMAL DISTRIBUTION

For many different random events in nature, a particular frequency distribution, the normal
distribution (or bell curve) is useful for describing the probability of ending up in a given
range. For example, the idea behind “grading on a curve” comes from the fact that exam
scores often resemble a bell curve.

Figure 1.9 illustrates a normal distribution and its distinctive bell shape. As you can see,
this distribution has a much cleaner appearance than the actual return distributions illustrated
in Figure 1.7. Even so, like the normal distribution, the actual distributions do appear to be
at least roughly mound shaped and symmetric. When this is true, the normal distribution is
often a very good approximation.

Also, keep in mind that the distributions in Figure 1.8 are based on only 81 yearly obser-
vations, while Figure 1.9 is, in principle, based on an infinite number. So, if we had been able
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FIGURE 1.9

Probability

Return on
large-company
common stocks

—30 20 —lo 0 +1o +20 +30
—48.0% —27.9% —7.8% 12.3% 32.4% 525% 72.6%

to observe returns for, say, 1,000 years, we might have filled in a lot of the irregularities and
ended up with a much smoother picture. For our purposes, it is enough to observe that the
returns are at least roughly normally distributed.

The usefulness of the normal distribution stems from the fact that it is completely
described by the average and the standard deviation. If you have these two numbers,
then there is nothing else you need to know. For example, with a normal distribution, the
probability that we end up within one standard deviation of the average is 68 percent,
or about 2/3. The probability that we end up within two standard deviations is about
95 percent. Finally, the probability of being more than three standard deviations away
from the average is less than 1 percent. These ranges and the probabilities are illustrated
in Figure 1.9.

To see why this range is useful, recall from Figure 1.8 that the standard deviation
of returns on the large-company common stocks is 20.1 percent. The average return is
12.3 percent. So, assuming that the frequency distribution is at least approximately normal,
the probability that the return in a given year is in the range of —7.8 percent to 32.4 percent
(12.3 percent plus or minus one standard deviation, 20.1 percent) is about 2/3. This
range is illustrated in Figure 1.9. In other words, there is about one chance in three that
the return will be outside this range. This literally tells you that, if you buy stocks in
large companies, you should expect to be outside this range in one year out of every
three. This reinforces our earlier observations about stock market volatility. However,
there is only a 5 percent chance (approximately) that we would end up outside the range
of —27.9 percent to 52.5 percent (12.3 percent plus or minus 2 X 20.1%). These points
are also illustrated in Figure 1.9.

THE SECOND LESSON

Our observations concerning the year-to-year variability in returns are the basis for our sec-
ond lesson from capital market history. On average, bearing risk is handsomely rewarded,
but, in a given year, there is a significant chance of a dramatic change in value. Thus, our
second lesson is this: The greater the potential reward, the greater is the risk.

Thus far in this chapter, we have emphasized the year-to-year variability in returns.
We should note that even day-to-day movements can exhibit considerable volatility. For
example, on September 17, 2001, the Dow Jones Industrial Average (DJIA) plummeted
684.81 points, or 7.13 percent. By historical standards, it was one of the worst days ever
for the 30 stocks that comprise the DJIA (as well as for a majority of stocks in the market).
Still, while the drop was the largest one-day decrease in the DJIA ever in terms of points,
it actually wasn’t quite in the top 10 largest one-day percentage decreases in history, as
illustrated in the following table:
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Days with Greatest Net Loss

Rank Date Close Net Change % Change
1 09/17/2001 8920.70 —684.81 -7.13
2 04/14/2000 10305.77 —617.78 -5.66
3 10/27/1997 7161.15 —554 26 -7.19
4 08/31/1998 7539.07 -512.61 -6.37
5 10/19/1987 1738.74 —508.00 -22 61
6 03/12/2001 10208.25 —436.37 -4.10
7 02/27/2007 12216.24 -416.02 -3.29
8 07/19/2002 8019.26 —390.23 -4 63
9 08/09/2007 13270.68 —387.18 -2.83
10 09/20/2001 8376.21 —382.92 -4.37

Rank Date Close Net Change % Change
1 10/19/1987 1738.74 -508.00 -22.61
2 10/28/1929 260.64 —38.33 -12.82
3 10/29/1929 23007 -3057 -11.73
4 11/06/1929 23213 —25.55 -9.92
5 12/18/1899 58.2T7 —5.57 -8.72
6 08121932 6311 -579 -53.40
7 031141907 76.23 —6.89 -8.29
8 10/26/1987 1793.93 -156.83 -5.04
9 07/211933 88.71 —7.55 -7.84
10 10/18/1937 125.73 -10.57 -7.75

Source: Dow Jones (http:/www.djindexes.com/mdsidx/index.cfm?event=showAvgStats#no4).

This discussion highlights the importance of looking at returns in terms of percentages
rather than dollar amounts or index points. For example, before 2001, the biggest one-day loss
in terms of points was on April 14, 2000, when the DJIA declined by about 618 points. The
second worst was the 554-point drop of October 27, 1997. By contrast, the 5.57-point drop in
the DJIA on December 18, 1899, marked the fifth worst day in the history of the index, but a
5.57-point loss in the DJIA in today’s market would hardly be noticed. This is precisely why
we relied on percentage returns when we examined market history in this chapter.®

3 By the way, as you may have noticed, what’s kind of weird is that 6 of the 12 worst days in the history of the DJIA
occurred in October, including the top 3. We have no clue as to why. Furthermore, looking back at the Mark Twain
quote near the beginning of the chapter, how do you suppose he knew? Sounds like a case for CSI: Wall Street.

Investing in Growth Stocks

22
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The term growth stock is frequently a euphemism for small-company stock. Are
such investments suitable for “widows and orphans”? Before answering, you should
consider the historical volatility. For example, from the historical record, what is the
approximate probability that you will actually lose 16 percent or more of your money
in a single year if you buy a portfolio of such companies?

Looking back at Figure 1.8, we see that the average return on small stocks is
17.4 percent and the standard deviation is 32.7 percent. Assuming that the returns
are approximately normal, there is about a 1/3 probability that you will experience a
return outside the range of —15.3 percent to 50.1 percent (17.4% = 32.7%).

(continued)
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Because the normal distribution is symmetric, the odds of being above or below
this range are equal. There is thus a 1/6 chance (half of 1/3) that you will lose more
than 15.3 percent. So, you should expect this to happen once in every six years, on
average. Such investments can thus be very volatile, and they are not well suited for

those who cannot afford the risk.

Now that you know how to calculate and, more importantly, interpret average returns and
standard deviations, the nearby Spreadsheet Analysis box shows how to do the calculations

using Excel, which can really speed up things when we have a lot of data.

SPREADSHEET ANALYSIS s

Using a Spreadsheet to Calculate Average Returns and Volatilities

Here is an Excel spreadsheet summarizing the formulas and analysis needed to
calculate average returns and standard deviations using the 1990s as an example:

A B C D E F G H

1

2 Using a spreadsheet to calculate average returns and standard deviations

3 | | | | | | |

4 | Looking back in the chapter, the data suggest that the 1990s were one

5 | of the best decades for stock market investors. We will find out just how good by

6 | calculating the average returns and standard deviations for this period. Here are the

7 | year-by-year returns on the large-company S&P 500 Index:

8

9 Year Return(%) Year Return(%)

10 1990 -3.10| 1995 37.58

11 1991 30.46 | 199% 22.96

12 1992 7.62| 1997 33.36

13 1993 10.08 | 1998 28.58

14 1994 1.32| 1999 21.04

15

16 Average return (%): 18.99

17 Standard deviation (%): 14.16

18 |

19 | The formulas we used to do the calculations are just =AVERAGE(C10:C14;E10:E14)

20 | and =STDEV(C10:C14;E10:E14). Notice that the average return in the 1990s was 18.99

21 | percent per year, which is larger than the long-run average of 12.3 percent. At the same

22 | time, the standard deviation, 14.16 percent, was smaller than the 20.1 percent long-run value.
1.4a In words, how do we calculate a variance? A standard deviation?
1.4b What is the second lesson from financial market history?

CHECK THIS
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geometric average
return

The average compound return
earned per year over a multiyear
period.

arithmetic average
return

The return earned in an average
year over a multiyear period.
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1.5 More on Average Returns

Thus far in this chapter, we have looked closely at simple average returns. But there is
another way of computing an average return. The fact that average returns are calculated
two different ways leads to some confusion, so our goal in this section is to explain the two
approaches and also explain the circumstances under which each is appropriate.

ARITHMETIC VERSUS GEOMETRIC AVERAGES

Let’s start with a simple example. Suppose you buy a particular stock for $100. Unfortu-
nately, the first year you own it, it falls to $50. The second year you own it, it rises back to
$100, leaving you where you started (no dividends were paid).

What was your average return on this investment? Common sense seems to say that
your average return must be exactly zero since you started with $100 and ended with
$100. But if we calculate the returns year-by-year, we see that you lost 50 percent the first
year (you lost half of your money). The second year, you made 100 percent (you doubled
your money). Your average return over the two years was thus (—50% + 100%)/2 =
25%! So which is correct, 0 percent or 25 percent?

The answer is that both are correct; they just answer different questions. The 0 percent is
called the geometric average return. The geometric average return answers the question
“What was your average compound return per year over a particular period?”

The 25 percent is called the arithmetic average return. The arithmetic average re-
turn answers the question ““What was your return in an average year over a particular
period?”

Notice that, in previous sections, the average returns we calculated were all arithmetic
averages, so you already know how to calculate them. What we need to do now is (1) learn
how to calculate geometric averages and (2) learn the circumstances under which one aver-
age is more meaningful than the other.

CALCULATING GEOMETRIC AVERAGE RETURNS

If we have N years of returns, the geometric average return over these N years is calculated
using this formula:

Geometric average return = [(1 + R) X (1 + R) x --- x (1 + RN)]”"’ -1 (1.5)
This formula tells us that four steps are required:

1. Take each of the N annual returns R, R,, ..., R and add a one to each (after
converting them to decimals!).

2. Multiply all the numbers from step 1 together.
3. Take the result from step 2 and raise it to the power of 1/N.

4. Finally, subtract one from the result of step 3. The result is the geometric average
return.

To illustrate how we calculate a geometric average return, suppose a particular invest-
ment had annual returns of 10 percent, 12 percent, 3 percent, and —9 percent over the last
four years. The geometric average return over this four-year period is calculated as (1.10 X
1.12 X 1.03 X .91)¥* — 1 = 3.66%. In contrast, the average arithmetic return is (.10 + .12 +
.03 —.09)/4 = 4.0%.

One thing you may have noticed in our examples thus far is that the geometric average
returns seem to be smaller. It turns out that this will always be true (as long as the returns are
not all identical, in which case the two “averages” would be the same). To illustrate, Table 1.4
shows the arithmetic averages and standard deviations from Figure 1.8, along with the geo-
metric average returns.

As shown in Table 1.4, the geometric averages are all smaller, but the magnitude of
the difference varies quite a bit. The reason is that the difference is greater for more
volatile investments. In fact, there is a useful approximation. Assuming all the numbers
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Geometric versus Arithmetic Average Returns: 1926-2006

Geometric Arithmetic Standard
Series Mean Mean Deviation
Large-company stocks 10.4% 12.3% 20.1%
Small-company stocks 12.7 17.4 32.7
Long-term corporate bonds 5.9 6.2 8.5
Long-term government bonds 5.4 5.8 9.2
Intermediate-term government bonds 5.3 5.4 5.7
U.S. Treasury bills 3.7 3.8 3.1
Inflation 3.0 3.1 43

are expressed in decimals (as opposed to percentages), the geometric average return is
approximately equal to the arithmetic average return minus half the variance. For exam-
ple, looking at the large-company stocks, the arithmetic average is .123 and the standard
deviation is .201, implying that the variance is .040401. The approximate geometric
average is thus .123 — .040401/2 = .1028, which is quite close to the actual value.

EXAMPLE 1.6 Calculating the Geometric Average Return

Calculate the geometric average return for the large-company stocks for the last four
years in Table 1.1, 2003-2006.
First, convert percentages to decimal returns, add one, and then calculate their

product.
Year Large-Company Stocks Product
2003 28.68 1.2868
2004 10.88 X 1.1088
2005 4.91 X 1.0491
2006 15.79 x 1.1579
1.7332

Notice that the number 1.7332 is what our investment is worth after five years if
we started with a one-dollar investment. The geometric average return is then calcu-
lated as

Geometric average return = 1.7332'4 — 1 = .1474, or 14.74%

Thus the geometric average return is about 14.74 percent in this example. In contrast,
in Example 1.4, the average arithmetic return was calculated as 15.07 percent. Here
is a tip: If you are using a financial calculator, you can put $1 in as the present value,
$1.7332 as the future value, and 4 as the number of periods. Then, solve for the
unknown rate. You should get the same answer we did.

More Geometric Averages

EXAMPLE 1.7

Take a look back at Figure 1.1. There, we showed the value of a $1 investment
after 81 years. Use the value for the large-company stock investment to check the
geometric average in Table 1.4.

(continued)
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In Figure 1.1, the large-company investment grew to $3,077.33 over 81 years. The
geometric average return is thus

Geometric average return = 3,077.33"%" — 1 = .1042, or about 10.4%

This 10.4% is the value shown in Table 1.4. For practice, check some of the other
numbers in Table 1.4 the same way.

ARITHMETIC AVERAGE RETURN OR GEOMETRIC
AVERAGE RETURN?

When we look at historical returns, the difference between the geometric and arithmetic aver-
age returns isn’t too hard to understand. To put it slightly differently, the geometric average
tells you what you actually earned per year on average, compounded annually. The arithmetic
average tells you what you earned in a typical year. You should use whichever one answers
the question you want answered.

A somewhat trickier question concerns forecasting the future, and there is a lot of confu-
sion about this point among analysts and financial planners. The problem is the following. If
we have estimates of both the arithmetic and geometric average returns, then the arithmetic
average is probably too high for longer periods and the geometric average is probably too
low for shorter periods.

The good news is that there is a simple way of combining the two averages, which we will
call Blume’s formula.* Suppose we calculated geometric and arithmetic return averages from
N years of data and we wish to use these averages to form a T-year average return forecast,
R(T), where T is less than N. Here’s how we do it:

R(T) = ,Il — i X Geometric average + IRII — -{ X Arithmetic average

For example, suppose that, from 25 years of annual returns data, we calculate an arithmetic
average return of 12 percent and a geometric average return of 9 percent. From these aver-
ages, we wish to make 1-year, 5-year, and 10-year average return forecasts. These three average
return forecasts are calculated as follows:

R1) =1L 096+ 22— 1 % 1296 = 12%

24 27
R() = 52_41 X 9% +% X 12% = 11.5%
R(10) = 102 - 1 g9 + 2510 2—410 X 129% = 10.875%

Thus, we see that 1-year, 5-year, and 10-year forecasts are 12 percent, 11.5 percent, and
10.875 percent, respectively.

This concludes our discussion of geometric versus arithmetic averages. One last note: In
the future, when we say “average return,” we mean arithmetic average unless we explicitly
say otherwise.

4 This elegant result is due to Marshal Blume. (“Unbiased Estimates of Long-Run Expected Rates of Return,”
Journal of the American Statistical Association, September 1974, pp. 634-638.)

EXAMPLE 1.8 Forecasting Average Returns

26

Over the 81-year period 1926-2006, the geometric average return for the large-
company stocks was 10.4 percent and the arithmetic average return was 12.3 percent.
Calculate average return forecasts for 1, 5, 10, and 25 years into the future.

In this case, we would use Blume’s formula with values of T= 1, 5, 10, and 25 and
N = 81:

R(T) = 78‘01 x 10.4% + 8183 T x 12.3%

(continued)
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T R(T)
1 12.3%
5 12.2
10 12.1
25 11.7
81 10.4

Notice that short-term forecasts are closer to the arithmetic average return and long-
term forecasts are closer to the geometric average return.

CHECK THIS

Average annual return (%)

18

16

14

12

10

1.5a Over a five-year period, an investment in a broad market index yielded
annual returns of 10, 16, —5, —8, and 7 percent. What were the arithmetic
and geometric average annual returns for this index?

1.5b Over a 25-year period, an investment in a broad market index yielded an
arithmetic average return of 4 percent and a geometric average return of
3.6 percent. Using Blume’s formula, what would be the 5-year and 10-year
average return forecasts?

1.6 Risk and Return

In previous sections we explored financial market history to see what we could learn about
risk and return. In this section we summarize our findings and then conclude our discussion
by looking ahead at the subjects we will be examining in later chapters.

THE RISK-RETURN TRADE-OFF

Figure 1.10 is a way of putting together our findings on risk and return. What it shows is
that there is a risk-return trade-off. At one extreme, if we are unwilling to bear any risk
at all, but we are willing to forgo the use of our money for a while, then we can earn the

Small-company stocks

Large-company stocks

10 15 20 25 30 35
Annual return standard deviation (%)
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risk-free rate. Because the risk-free rate represents compensation for just waiting, it is often
called the time value of money.

If we are willing to bear risk, then we can expect to earn a risk premium, at least on aver-
age. Further, the more risk we are willing to bear, the greater is the risk premium. Investment
advisers like to say that an investment has a “wait” component and a “worry” component. In
our figure, the time value of money is the compensation for waiting, and the risk premium is
the compensation for worrying.

There are two important caveats to this discussion. First, risky investments do not
always pay more than risk-free investments. Indeed, that is precisely what makes them risky.
In other words, there is a risk premium on average, but, over any particular time interval,
there is no guarantee. Second, we have intentionally been a little imprecise about what we
mean exactly by risk. As we will discuss in the chapters ahead, investors are not compen-
sated for all risks. Some risks are cheaply and easily avoidable, and there is no expected
reward for bearing them. It is only those risks that cannot be easily avoided that are com-
pensated (on average).

A LOOK AHEAD

In the remainder of this text, we focus exclusively on financial assets. An advantage of this
approach is that it is limited to four major types: stocks, bonds, futures, and options, in
the order that we cover them. This means that we won’t be discussing collectibles such as
classic automobiles, baseball cards, coins, fine art, or stamps. We also won’t be discussing
real estate or precious metals such as gold and platinum. It’s not that these are unimport-
ant; rather, they are very specialized. So, instead of treating them superficially, we leave a
discussion of them for another day (and another book).

As we’ve indicated, to understand the potential reward from an investment, it is criti-
cal to first understand the risk involved. There is an old saying that goes like this: It’s easy
to make a small fortune investing in (put your favorite investment here)—just start
with a large fortune! The moral is that the key to successful investing is to make informed,
intelligent decisions about risk. For this reason, we are going to pay particular attention to
the factors that determine the value of the different assets we discuss and the nature of the
associated risks.

One common characteristic that these assets have is that they are bought and sold around
the clock and around the world in vast quantities. The way they are traded can be very dif-
ferent, however. We think it is important and interesting to understand exactly what hap-
pens when you buy or sell one of these assets, so we will be discussing the different trading
mechanisms and the way the different markets function. We will also describe actual buying
and selling at various points along the way to show you the steps involved and the results of
placing buy and sell orders and having them executed.

1.7 Summary and Conclusions

This chapter presents some important concepts for investors, including the following items—
grouped by the chapter’s important concepts.

1. How to calculate the return on an investment using different methods.

A. We show how to calculate dollar returns and percentage returns over a time period.
Returns have two parts: a capital gain (or loss) and dividend income. We also show
how to convert returns over a period different from a year into annualized returns.

B. We demonstrate the two ways to calculate average returns over time: the arithmetic
method and the geometric method. The arithmetic average return answers the question
“What was your return in an average year over a particular period?” The geometric
average return answers the question “What was your average compound return per
year over a particular period?” Generally, when investors say “average return,” they
are referring to arithmetic average unless they explicitly say otherwise.
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2. The historical returns on various important types of investments.

A. In order of their historical return from highest to lowest, we discuss returns on some
important portfolios, including:

« Small-company stocks. This is a portfolio composed of the smallest (in terms of
total market value of outstanding stock) of the companies listed on the New York
Stock Exchange.

» Large-company stocks. This portfolio is based on the Standard & Poor’s 500 Index.
This index contains 500 of the largest companies (in terms of total market value
of outstanding stock) in the United States.

* Long-term U.S. government bonds. This is a portfolio of U.S. government bonds
with 20 years to maturity.

e U.S. Treasury bills. This is a portfolio of Treasury bills (T-bills for short) with a
three-month maturity.

B. One important historical return fact is that U.S. T-bill returns have barely outpaced
inflation. Therefore, an investor must invest in stocks or bonds to earn a return higher
than the inflation rate.

3. The historical risks on various important types of investments.

A. Historically, the risk (as measured by standard deviation of returns) of the portfolios
described above is highest for small-company stocks. The next highest risk is for
large-company stocks, followed by long-term government bonds and Treasury bills.

B. We draw two key lessons from historical risk:

» Risky assets, on average, earn a risk premium. That is, there is a reward for bear-
ing risk. However, this expected reward is not realized each year.

e The greater the potential reward from a risky investment, the greater is the risk.
4. The relationship between risk and return.

A. When we put these two key lessons together, we concluded that there is a risk-return
trade-off.
B. The only way to earn a higher return is to take on greater risk.

| I o T
GET REAL

This chapter took you through some basic, but important, investment-related calcula-
tions. We then walked through the modern history of risk and return. How should
you, as an investor or investment manager, put this information to work?

The answer is that you now have a rational, objective basis for thinking about what
you stand to make from investing in some important broad asset classes. For the stock
market as a whole, as measured by the performance of large-company stocks, you know
that you might realistically expect to make 12 percent or so per year on average.

Equally important, you know that you won‘t make 12 percent in any one year;
instead, you’ll make more or less. You know that the standard deviation is about
20-percent per year, and you should know what that means in terms of risk. In par-
ticular, you need to understand that in one year out of every six, you should expect to
lose more than 8 percent (12 percent minus one standard deviation), so this will be a
relatively common event. The good news is that in one year out of six, you can realisti-
cally expect to earn more than 32 percent (12 percent plus one standard deviation).

The other important, practical thing to understand from this chapter is that a
strategy of investing in very low-risk assets (such as T-bills) has historically barely kept
up with inflation. This might be sufficient for some investors, but if your goal is to do
better than that, then you will have to bear some amount of risk to achieve it.

Chapter 1 m A Brief History of Risk and Return 29
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[ Key Terms

J

arithmetic average return 24
capital gains yield 4

dividend yield 4

effective annual return (EAR) 6
geometric average return 24
normal distribution 20

risk-free rate 16

risk premium 16
standard deviation 17
total dollar return 3
total percent return 4
variance 17

[ Chapter Review Problems and Self-Test }

1. Calculating Returns You bought 400 shares of Metallica Heavy Metal, Inc., at $30 per share.
Over the year, you received $.75 per share in dividends. If the stock sold for $33 at the end of
the year, what was your dollar return? Your percentage return?

2. Calculating Returns and Variability Using the following returns, calculate the arithmetic
average returns, the variances, the standard deviations, and the geometric returns for the

following stocks:

Year Michele, Inc. Janicek Co.
1 12% 5%
2 -4 -15
3 0 10
4 20 38
5 2 17

3. Forecasting Returns Over a 30-year period an asset had an arithmetic return of 12.8 percent
and a geometric return of 10.7 percent. Using Blume’s formula, what is your best estimate of the
future annual returns over the next 5 years? 10 years? 20 years?

Answers to Self-Test Problems

1. Your dollar return is just your gain or loss in dollars. Here, we receive $.75 in dividends on each
of our 400 shares, for a total of $300. In addition, each share rose from $30 to $33, so we make
$3 X 400 shares = $1,200. Our total dollar return is thus $300 + $1,200 = $1,500.

Our percentage return (or just “return” for short) is equal to the $1,500 we made divided
by our initial outlay of $30 X 400 shares = $12,000; so $1,500/12,000 = .125 = 12.5%.
Equivalently, we could have just noted that each share paid a $.75 dividend and each share
gained $3, so the total dollar gain per share was $3.75. As a percentage of the cost of one
share ($30), we get $3.75/30 = .125 = 12.5%.

2. First, calculate arithmetic averages as follows:

Michele, Inc. Janicek Co.
12% 5%
-4 =15
0 10
20 38
2 17
30% 55%
Average return: 30/5 = 6% 55/5=11%

30 Part 1 m Introduction
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Using the arithmetic averages above, calculate the squared deviations from the arithmetic
average returns and sum the squared deviations as follows:

Michele, Inc. Janicek Co.
(12 -6)>= 36 5-11)2= 36
(=4 — 6)> =100 (=15 -11)>= 676
(0—-6)2= 36 (10 —-11)2= 1
(20 — 6)2 = 196 (38 — 11)2= 729
2-6r= 16 (17-112=_36
384 1,478

Calculate return variances by dividing the sums of squared deviations by four, which is the
number of returns less one.

Michele: 384/4 = 96 Janicek: 1,478/4 = 369.5
Standard deviations are then calculated as the square root of the variance.
Michele: /96 = 9.8%  Janicek: \/369.5 = 19.22%
Geometric returns are then calculated as:

Michele: [(1 + .12)(1 — .04)(1 + .00)(1 + .20)(L + .02)]*5 — 1 = 5.65%
Janicek: [(1 + .05)(1 — .15)(1 + .10)(1 + .38)(1 + .17)]¥5 — 1 = 9.65%

. To find the best forecast, we apply Blume’s formula as follows:

RG) =21 % 10.7% + 39~ 5 x 12.8% = 12.51%

29 29
R(10) = 102§ 1 % 10.7% + % X 12.8% = 12.15%
R(20) = 202§ 1% 107% + 302_920 X 12.8% = 11.42%

Test Your Investment Quotient }

For the remaining questions and problems, the circled numbers in the margin refer to the
corresponding learning objective in this chapter.

. Prices and Returns  You plan to buy a common stock and hold it for one year. You expect to

receive both $1.50 from dividends and $26 from the sale of the stock at the end of the year. If
you wanted to earn a 15 percent rate of return, what is the maximum price you would pay for
the stock today?

a. $22.61
b. $23.91
c. $24.50
d. $27.50

. Returns A portfolio of non-dividend-paying stocks earned a geometric mean return of

5 percent between January 1, 1994, and December 31, 2000. The arithmetic mean return
for the same period was 6 percent. If the market value of the portfolio at the beginning
of 1994 was $100,000, the market value of the portfolio at the end of 2000 was closest to:

a. $135,000
b. $140,710
c. $142,000
d. $150,363

. Standard Deviation Which of the following statements about standard deviation is true?

Standard deviation

a. Is the square of the variance.

b. Can be a positive or negative number.

c. Is denominated in the same units as the original data.

d. Is the arithmetic mean of the squared deviations from the mean.
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4.

10.

11.

12.

Normal Distribution An investment strategy has an expected return of 12 percent and a stan-
dard deviation of 10 percent. If the investment returns are normally distributed, the probability
of earning a return less than 2 percent is closest to:

a. 10 percent

b. 16 percent

c. 32 percent

d. 34 percent

Normal Distribution What are the mean and standard deviation of a standard normal distribution?
Mean Standard Deviation

a. 0 0
b. 0 1
c 1 0
d 1 1

Normal Distribution Given a data series that is normally distributed with a mean of 100 and
a standard deviation of 10, about 95 percent of the numbers in the series will fall within which
of the following ranges?

a. 60to 140
b. 70to 130
c. 80to 120
d. 90to 110

Asset Types  Stocks, bonds, options, and futures are the four major types of

a. Debt

b. Real assets

c. Equity

d. Financial assets

Investment Returns  Suppose the value of an investment doubles in a one-year period. In this
case, the rate of return on this investment over that one-year period is what amount?

a. 100 percent even if the gain is not actually realized.
b. 200 percent even if the gain is not actually realized.
c. 100 percent only if the gain is actually realized.
d. 200 percent only if the gain is actually realized.

Historical Returns Which of the following asset categories has an annual returns history
most closely linked to historical annual rates of inflation?

a. U.S. Treasury bills

b. Corporate bonds

c. Large-company stocks
d. Small-company stocks

Historical Returns Based on the annual returns history since 1926, which asset category,
on average, has yielded the highest risk premium?

a. U.S. government bonds
b. Corporate bonds

c. Large-company stocks
d. Small-company stocks

Stat 101 Over a four-year period, an investment in Outa’Synch common stock yields returns
of 10, 40, 0, and 20. What is the arithmetic return over this period?

a. 5 percent
b. 7.5 percent
c. 10 percent
d. 12.5 percent

Stat 101 You calculate an average historical return of 20 percent and a standard deviation
of return of 10 percent for an investment in Stonehenge Construction Co. You believe these
values well represent the future distribution of returns. Assuming that returns are normally
distributed, what is the probability that Stonehenge Construction will yield a negative
return?

a. 17 percent
b. 33 percent
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13.

14.

15.

c. 5 percent
d. 2.5 percent

Stat 101 Which of the following statements about a normal distribution is incorrect?

a. Anormal distribution is symmetrically centered on its mean.

b. The probability of being within one standard deviation from the mean is about
68 percent.

c. The probability of being within two standard deviations from the mean is about
95 percent.

d. The probability of a negative value is always one-half.

Normal Distribution Based on a normal distribution with a mean of 500 and a standard
deviation of 150, the z-value for an observation of 200 is closest to:

a. —2.00
b. -1.75
c. 1.75
d. 2.00

Normal Distribution A normal distribution would least likely be described as:

a. Asymptotic.

b. Adiscrete probability distribution.

c. Asymmetrical or bell-shaped distribution.

d. Acurve that theoretically extends from negative infinity to positive infinity.

Concept Questions }

10.

Risk versus Return Based on the historical record, rank the following investments in increasing
order of risk. Rank the investments in increasing order of average returns. What do you conclude
about the relationship between the risk of an investment and the return you expect to earn on it?

a. Large stocks
b. Treasury bills
c. Long-term government bonds
d. Small stocks

Return Calculations A particular stock had a return last year of 4 percent. However, you look
at the stock price and notice that it actually didn’t change at all last year. How is this possible?

Returns Distributions What is the probability that the return on small stocks will be less than
—100 percent in a single year (think about it)? What are the implications for the distribution of
returns?

Arithmetic versus Geometric Returns What is the difference between arithmetic and
geometric returns? Suppose you have invested in a stock for the last 10 years. Which number
is more important to you, the arithmetic or geometric return?

Blume’s Formula What is Blume’s formula? When would you want to use it in practice?

. Inflation and Returns Look at Table 1.1 and Figures 1.5 and 1.6. When were T-bill rates at

their highest? Why do you think they were so high during this period?

Inflation and Returns The returns we have examined are not adjusted for inflation. What
do you suppose would happen to our estimated risk premiums if we did account for inflation?

Taxes and Returns  The returns we have examined are not adjusted for taxes. What do you
suppose would happen to our estimated returns and risk premiums if we did account for taxes?
What would happen to our volatility measures?

Taxes and Treasury Bills  As a practical matter, most of the return you earn from investing in
Treasury bills is taxed right away as ordinary income. Thus, if you are in a 40 percent tax bracket
and you earn 5 percent on a Treasury bill, your aftertax return is only .05 X (1 — .40) = .03,

or 3 percent. In other words, 40 percent of your return goes to pay taxes, leaving you with just

3 percent. Once you consider inflation and taxes, how does the long-term return from Treasury
bills look?

The Long Run  Given your answer to the last question and the discussion in the chapter, why
would any rational person do anything other than load up on 100 percent small stocks?
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[ Questions and Problems }

Core Questions @ 1. Calculating Returns Suppose you bought 100 shares of stock at an initial price of $73 per
share. The stock paid a dividend of $0.88 per share during the following year, and the share
price at the end of the year was $82. Compute your total dollar return on this investment. Does
your answer change if you keep the stock instead of selling it? Why or why not?

2. Calculating Yields In the previous problem, what is the capital gains yield? The dividend
yield? What is the total rate of return on the investment?

. Calculating Returns Rework Problems 1 and 2 assuming that you buy 750 shares of the
stock and the ending share price is $68.40.

4. Historical Returns What is the historical rate of return on each of the following investments?
What is the historical risk premium on these investments?

a. Long-term government bonds
b. Treasury bills
c. Large stocks
d. Small stocks

. Calculating Average Returns  The rate of return on Cherry Jalopies, Inc., stock over the last five
years was 7 percent, 21 percent, —8 percent, —5 percent, and 31 percent. Over the same period,
the return on Straw Construction Company’s stock was 12 percent, 34 percent, —11 percent,

—7 percent, and 41 percent. What was the arithmetic average return on each stock over this
period?

. Calculating Returns and Variability Using the following returns, calculate the arithmetic

©OO

® O

7. Return Calculations A particular stock has a dividend yield of 1.7 percent. Last year, the
stock price fell from $65 to $59. What was the return for the year?

. Geometric Returns A stock has had returns of 16 percent, —19 percent, 4 percent, 34 percent,
and 22 percent over the last five years. What is the geometric return for the stock?

9. Arithmetic and Geometric Returns A stock has had returns of 31 percent, 9 percent,

17 percent, —3 percent, —21 percent, and 37 percent over the last six years. What are the arith-

metic and geometric returns for the stock?

Intermediate Questions 10. Returns and the Bell Curve An investment has an expected return of 11 percent per year
with a standard deviation of 26 percent. Assuming that the returns on this investment are at least
roughly normally distributed, how frequently do you expect to earn between —15 percent and
37 percent? How often do you expect to earn less than —15 percent?

11. Returns and the Bell Curve An investment has an expected return of 7 percent per year with
a standard deviation of 3.5 percent. Assuming that the returns on this investment are at least
roughly normally distributed, how frequently do you expect to lose money?

12. Using Returns Distributions Based on the historical record, if you invest in long-term
U.S. Treasury bonds, what is the approximate probability that your return will be less than
—3.4 percent in a given year? What range of returns would you expect to see 95 percent of
the time? 99 percent of the time?

13. Using Returns Distributions Based on the historical record, what is the approximate prob-
ability that an investment in small stocks will double in value in a single year? How about triple
in a single year?

14. Risk Premiums Refer to Table 1.1 for large-stock and T-bill returns for the period 1973-1977:

a. Calculate the observed risk premium in each year for the common stocks.
b. Calculate the average returns and the average risk premium over this period.

()] average returns, the variances, and the standard deviations for stocks A and B.
LN

_§‘ Year A B
E 1 17% 21%
(o) 2 9 7
L 3 —14 —-10
_CICJ 4 24 26
.g 5 13 15
3

S

3
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c. Calculate the standard deviation of returns and the standard deviation of the risk premium.
d. Is it possible that the observed risk premium can be negative? Explain how this can happen
and what it means.

15. Geometric Return Your grandfather invested $1,000 in a stock 52 years ago. Currently the
value of his account is $193,000. What is his geometric return over this period?

16. Forecasting Returns You have found an asset with a 12.20 percent arithmetic average return
and a 9.95 percent geometric return. Your observation period is 40 years. What is your best
estimate of the return of the asset over the next 5 years? 10 years? 20 years?

17. Geometric Averages Look back to Figure 1.1 and find the value of $1 invested in each asset
class over this 81-year period. Calculate the geometric return for small-company stocks,
long-term government bonds, Treasury bills, and inflation.

18. Arithmetic and Geometric Returns A stock has returns of —15 percent, 12 percent,

15 percent, 22 percent, and 11 percent. What are the arithmetic and geometric returns?
19. Arithmetic and Geometric Returns A stock has had the following year-end prices and dividends:

00 ©® OO

Year Price Dividend
0 $ 77.50 $ -
1 92.68 0.64
2 98.58 0.72
3 82.20 0.80
4 97.15 1.20
5 110.19 1.60
What are the arithmetic and geometric returns for the stock? E
@ 20. Arithmetic versus Geometric Returns You are given the returns for the following three stocks: §
Year Stock A Stock B Stock C §_
1 12% 7% —20% =5
2 12 17 41 SD
3 12 1 18 8
4 12 9 13 3
5 12 16 8 §
Ul
()

Calculate the arithmetic return, geometric return, and standard deviation for each stock. Do you
notice anything about the relationship between an asset’s arithmetic return, standard deviation,
and geometric return? Do you think this relationship will always hold?

Spreadsheet Problems 21. Return and Standard Deviation The 1980s was a good decade for investors in S&P 500 stocks.
To find out how good, construct a spreadsheet that calculates the arithmetic average return, vari-
ance, and standard deviation for the S&P 500 returns during the 1980s using spreadsheet functions.

[ S&P Problems }

www.mhhe.com/edumarketinsight

STANDARD 1. Industry Comparison On the Market Insight Home Page, follow the “Industry” link to go to

&POOR’S the industry home page. The drop down menu allows you to select different industries. Answer

— the following questions for these industries: Air Freight & Logistics, Apparel Retail, Department
Stores, Electric Utilities, Home Improvement Retail, Investment Banking & Brokerage, and
Regional Banks.

a. How many companies are in each industry?

b. What are the total sales in each industry?

c. Do the industries with the largest total sales have the most companies in the industry?
What does this tell you about competition in the various industries?
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2. Calculating Returns Download the historical stock prices for Boeing (BA) under the “Mthly.
Adj. Prices” link. Use the closing stock prices to calculate the monthly return each month for the
last 12 months. Do your calculations match the return calculations given in the file? Why or why
not? Now calculate the dividends paid each month.

3. Calculating Standard Deviation Download the historical stock prices for Canon (CAJ) under
the “Mthly. Adj. Prices” link. Using the monthly returns in the file, calculate the monthly stan-
dard deviation of Canon stock for the past 12 months.

[ What's on the Web? }

1. Ticker Symbols Go to finance.yahoo.com and look up the ticker symbols for the following
companies: 3M Company, International Business Machines, Dell Computer, Advanced Micro
Devices, American Standard Company, and Bed, Bath & Beyond.

2. Average Return and Standard Deviation Go to finance.yahoo.com and enter the ticker
symbol for your favorite stock. Now, look for the historical prices and find the monthly closing
stock price for the last six years. Calculate the annual arithmetic average return, the standard
deviation, and the geometric return for this period.

[ Stock-Trak Exercises }

STOCK|TRAK MY

To access the Stock-Trak Exercise for this chapter, please visit the book Web site at
www.mhhe.com/jm5e and choose the corresponding chapter.
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Learning Objectives

Don‘t sell yourself
short. Instead, learn
about these key
investment subjects:

1.

The various types
of securities brokers
and brokerage
accounts.

. How to calculate

initial and

maintenance margin.

. The workings of

short sales.

. The importance of

investor objectives,
constraints, and
strategies.

B “‘

CHAPTER 2

Buying and Selling
Securities

“Don’t gamble! Take all your savings and buy some good stock and
hold it till it goes up. If it don’t go up, don’t buy it.”
-Will Rogers

You might wish to try Will Rogers’s well-known stock market advice, but
first you must know the basics of securities trading. Fortunately, trading is a relatively
simple task, as attested to by the billions of shares of stocks that trade among investors
on a typical day. Essentially, you begin the process by opening a trading account with a
brokerage firm and then submitting trading orders. But you should know about some

important details beforehand. =

We hope reading about the history of risk and return in our previous chapter generated
some interest in investing on your own. To help you get started, this chapter covers the
basics of the investing process. We begin by describing how you go about buying and
selling securities such as stocks and bonds. We then outline some of the most important
considerations and constraints to keep in mind as you get more involved in the investing

process.
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Part 1 m Introduction

2.1 Getting Started

Suppose you have some money that you want to invest. One way to get started is to open an
account with a securities broker, such as Edward Jones or Merrill Lynch. Such accounts are
often called brokerage or trading accounts. Opening a trading account is straightforward and
really much like opening a bank account. You will be asked to supply some basic information
about yourself and to sign an agreement (often simply called a customer’s agreement) that
spells out your rights and obligations and those of your broker. You then give your broker a
check and instructions on how you want the money invested.

To illustrate, suppose that instead of going to Disneyland, you would rather own part of
it. You therefore open an account with $10,000. You instruct your broker to purchase 100
shares of Walt Disney stock and to retain any remaining funds in your account. Your broker
will locate a seller and purchase the stock on your behalf. Say shares of stock in Walt Disney
Corporation are selling for about $33 per share, so your 100 shares will cost $3,300. In addition,
for providing this service, your broker will charge you a commission. How much depends on
a number of things, including the type of broker and the size of your order, but on this order,
$50 wouldn’t be an unusual commission charge. After paying for the stock and paying the
commission, you would have $6,650 left in your account. Your broker will hold your stock for
you or deliver the shares to you, whichever you wish. At a later date, you can sell your stock
by instructing your broker to do so. You would receive the proceeds from the sale, less another
commission charge. You can always add money to your account and purchase additional secu-
rities, and you can withdraw money from your account or even close it altogether.

In broad terms, this basic explanation is really all there is to it. As we begin to discuss in
the next section, however, there is a range of services available to you, and there are impor-
tant considerations that you need to take into account before you actually begin investing.

CHOOSING A BROKER

The first step in opening an account is choosing a broker. Brokers are traditionally divided
into three groups: full-service brokers, discount brokers, and deep-discount brokers. What
distinguishes the three groups is the level of service they provide and the resulting commis-
sions they charge.

With a deep-discount broker, essentially the only services provided are account maintenance
and order execution—that is, buying and selling. You generally deal with a deep-discount broker
over the telephone or, increasingly, using a Web browser (see the next section on online brokers).

At the other extreme, a full-service broker will provide investment advice regarding the
types of securities and investment strategies that might be appropriate for you to consider (or
avoid). The larger brokerage firms do extensive research on individual companies and secu-
rities and maintain lists of recommended (and not recommended) securities. They maintain
offices throughout the country, so, depending on where you live, you can actually stop in and
speak to the person assigned to your account. A full-service broker will even manage your
account for you if you wish.

Today, many full-service brokers are trying to specialize in wealth management. That is, these
brokers manage many aspects of financial planning for high net worth investors. These high net
worth accounts are exactly what you think they are—accounts with a lot of money in them.

Discount brokers fall somewhere between the two cases we have discussed so far, offering
more investment counseling than the deep-discounters and lower commissions than the full-
service brokers. Which type of broker should you choose? It depends on how much advice
and service you need or want. If you are the do-it-yourself type, then you may seek out the
lower commissions. If you are not, then a full-service broker might be more suitable. Often
investors begin with a full-service broker, and then, as they gain experience and confidence,
move on to a discount broker or a deep-discount broker.

We should note that the brokerage industry is very competitive, and differences between
broker types seem to be blurring. Full-service brokers frequently discount commissions to
attract new customers (particularly those with large accounts), and you should not hesitate to
ask about commission rates. Similarly, discount brokers have begun to offer securities research
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Securities Investor
Protection Corporation
(sIpC)

Insurance fund covering investors
brokerage accounts with member
firms.

)

and extensive account management services. Basic brokerage services have become almost
commoditylike, and, more and more, brokerage firms are competing by offering financial ser-
vices such as retirement planning, credit cards, and check-writing privileges, to name a few.

ONLINE BROKERS

The most important recent change in the brokerage industry is the rapid growth of online
brokers, also known as e-brokers or cyberbrokers. With an online broker, you place buy and
sell orders over the Internet using a Web browser.

Before 1995, online accounts essentially did not exist; by 2007, many millions of inves-
tors were buying and selling securities online. Online investing has fundamentally changed
the discount and deep-discount brokerage industry by slashing costs dramatically. In a typi-
cal online trade, no human intervention is needed by the broker as the entire process is
handled electronically, so operating costs are held to a minimum. As costs have fallen, so
have commissions. Even for relatively large trades, online brokers typically charge less than
$20 per trade. For budget-minded investors and active stock traders, the attraction is clear.

Competition among online brokers is fierce. Some take a no-frills approach, offering only
basic services and very low commission rates. Others, particularly the larger ones, charge a
little more but offer a variety of services, including research and various banking services
such as check-writing privileges, credit cards, debit cards, and even mortgages. As technology
continues to improve and investors become more comfortable using it, online brokerages
will almost surely become the dominant form because of their enormous convenience—and
the low commission rates.

INVESTOR PROTECTION

THE FEDERAL DEPOSIT INSURANCE CORPORATION You probably know that a U.S.
government agency called the Federal Deposit Insurance Corporation, or FDIC, protects
money deposited into bank accounts. In fact, the FDIC insures deposits (up to $100,000
per account) in nearly every bank and thrift in the United States. However, savers have not
always had deposit insurance.

In the 1920s and early 1930s, many banks failed. When these banks failed, the money held
in bank accounts vanished. To help restore faith in the banking system, the U.S. Congress
created the FDIC in 1933. So far, so good. Since the start of FDIC insurance on January 1,
1934, no depositor has lost a single cent of insured funds as a result of a bank failure.

However, the FDIC insures only bank deposits. That is, the FDIC does not insure stocks,
bonds, mutual funds, or other investments offered by banks, thrift institutions, and brokerage
firms—even those calling themselves investment banks.

INVESTMENT FRAUD Suppose someone swindles you by selling you shares in a fictitious
company. Or suppose someone sells you shares in a real company, but does not transfer
ownership to you. These two situations are examples of investment fraud.

Experts estimate that losses from investment fraud in the United States ranges from
$10 billion to $40 billion a year. You should know that “insurance” for investment fraud
does not exist in the United States, but state and federal securities agencies were established
to help investors deal with cases of investment fraud. Of course, investors can help protect
themselves against fraud simply by dealing with reputable brokerage firms.

THE SECURITIES INVESTOR PROTECTION CORPORATION Even reputable brokerage
firms can go bankrupt or suffer financial difficulties. Fortunately for investors, all reputable
brokerage firms belong to the Securities Investor Protection Corporation, or SIPC. In
fact, almost all brokerage firms operating in the United States are required to be members of
the SIPC. The SIPC insures your brokerage account for up to $500,000 in cash and securi-
ties, with a $100,000 cash maximum.

Congress chartered the SIPC in 1970, but SIPC is not a government agency; SIPC is a pri-
vate insurance fund supported by the securities industry. SIPC has a narrow, but important,
focus: restore funds to investors who have securities in the hands of bankrupt or financially
troubled brokerage firms. When a brokerage firm is closed as a result of financial difficulties,
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If you want to learn more
about the SIPC, go to
WWW.Sipc.org
and surf to the Answers to the
Seven Most Asked Questions.

To learn more about
dispute resolution, visit
www.finra.org

CHECK THIS

cash account

A brokerage account in which all
transactions are made on a strictly
cash basis.

margin account

A brokerage account in which,
subject to limits, securities can be
bought and sold on credit.

call money rate

The interest rate brokers pay to
borrow bank funds for lending to
customer margin accounts.
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sometimes customer assets are missing. In this case, the SIPC works to return customers’
cash, bonds, stock, and other eligible securities. Without SIPC, investors at financially trou-
bled brokerage firms might lose their securities or money forever.

Not every loss is protected by the SIPC. For example, the SIPC does not guarantee the
value of securities held in an SIPC-covered brokerage account. In other words, you can still
lose everything in an SIPC-covered account if the value of your securities falls to zero.

BROKER-CUSTOMER RELATIONS

There are several other important things to keep in mind when dealing with a broker. First,
any advice you receive is not guaranteed. Far from it—buy and sell recommendations carry
the explicit warning that you rely on them at your own risk. Your broker does have a duty
to exercise reasonable care in formulating recommendations and not recommend anything
grossly unsuitable, but that is essentially the extent of it.

Second, your broker works as your agent and has a legal duty to act in your best interest;
however, brokerage firms are in the business of generating brokerage commissions. This fact
will probably be spelled out in the account agreement that you sign. There is, therefore, the
potential for a conflict of interest. On rare occasions, a broker is accused of “churning” an ac-
count, which refers to excessive trading for the sole purpose of generating commissions. In
general, you are responsible for checking your account statements and notifying your broker
in the event of any problems, and you should certainly do so.

Finally, in the unlikely event of a significant problem, your account agreement will
probably specify very clearly that you must waive your right to sue and/or seek a jury
trial. Instead, you agree that any disputes will be settled by arbitration and that arbitra-
tion is final and binding. Arbitration is not a legal proceeding, and the rules are much less
formal. In essence, a panel is appointed by a self-regulatory body of the securities industry
to review the case. The panel will be composed of a small number of individuals who are
knowledgeable about the securities industry, but a majority of them will not be associated
with the industry. The panel makes a finding, and, absent extraordinary circumstances, its
findings cannot be appealed. The panel does not have to disclose factual findings or legal
reasoning.

2.1a What are the differences between full-service and deep-discount
brokers?
2.1b  What is the SIPC? How does SIPC coverage differ from FDIC coverage?

2.2 Brokerage Accounts

The account agreement that you sign has a number of important provisions and details speci-
fying the types of trades that can be made and who can make them. Another important con-
cern is whether the broker will extend credit and, if so, the terms under which credit will be
extended. We discuss these issues next.

CASH ACCOUNTS

A cash account is the simplest arrangement. Securities can be purchased to the extent that
sufficient cash is available in the account. If additional purchases are desired, then the needed
funds must be promptly supplied.

MARGIN ACCOUNTS

With a margin account, you can, subject to limits, purchase securities on credit using money
loaned to you by your broker. Such a purchase is called a margin purchase. The interest rate
you pay on the money you borrow is based on the broker’s call money rate, which is,
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margin
The portion of the value of an
investment that is not borrowed.

EXAMPLE 2.1 The Account Balance Sheet

loosely, the rate the broker pays to borrow the money. You pay some amount over the call
money rate, called the spread; the exact spread depends on your broker and the size of the
loan. Suppose the call money rate has been hovering around 7 percent. If a brokerage firm
charges a 2.5 percent spread above this rate on loan amounts under $10,000, then you would
pay a total of about 9.5 percent. However, this is usually reduced for larger loan amounts.
For example, the spread may decline to .75 percent for amounts over $100,000.

Several important concepts and rules are involved in a margin purchase. For concrete-
ness, we focus on stocks in our discussion. The specific margin rules for other investments
can be quite different, but the principles and terminology are usually similar.

In general, when you purchase securities on credit, some of the money is yours and the rest
is borrowed. The amount that is yours is called the margin. Margin is usually expressed as
a percentage. For example, if you take $7,000 of your own money and borrow an additional
$3,000 from your broker, your total investment will be $10,000. Of this $10,000, $7,000 is
yours, so the margin is $7,000/$10,000 = .70, or 70 percent.

It is useful to create an account balance sheet when thinking about margin purchases (and
some other issues we’ll get to in just a moment). To illustrate, suppose you open a margin
account with $5,000. You tell your broker to buy 100 shares of 3M Company (MMM). Shares
in 3M Company are selling for $80 per share, so the total cost will be $8,000. Because you
have only $5,000 in the account, you borrow the remaining $3,000. Immediately following
the purchase, your account balance sheet would look like this:

Assets Liabilities and Account Equity
100 shares of 3M $8,000 Margin loan $3,000

Account equity 5,000
Total $8,000 Total $8,000

On the left-hand side of this balance sheet, we list the account assets, which, in this case,
consist of the $8,000 in 3M stock you purchased. On the right-hand side, we first list the
$3,000 loan you took out to help you pay for the stock. This amount is a liability because, at
some point, the loan must be repaid. The difference between the value of the assets held in
the account and the loan amount is $5,000. This amount is your account equity, that is, the net
value of your investment. Notice that your margin is equal to the account equity divided by the
value of the stock owned and held in the account: $5,000/$8,000 = .625, or 62.5 percent.

You want to buy 1,000 shares of Pfizer (PFE) at a price of $24 per share. You put up
$18,000 and borrow the rest. What does your account balance sheet look like? What
is your margin?

The 1,000 shares of Pfizer cost $24,000. You supply $18,000, so you must borrow
$6,000. The account balance sheet looks like this:

Assets Liabilities and Account Equity

1,000 shares of Pfizer $24,000 Margin loan $ 6,000
Account equity 18,000

Total $24,000 Total $24,000

Your margin is the account equity divided by the value of the stock owned:

Margin = $18,000/$24,000
= .75 or 75 percent
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INITIAL MARGIN When you first purchase securities on credit, there is a minimum margin

initial margin that you must supply. This percentage is called the initial margin. The minimum percentage
The minimum margin that mustbe  (for stock purchases) is set by the Federal Reserve (the “Fed”). However, the exchanges and
supplied on a securities purchase.  individual brokerage firms may require higher initial margin amounts.

The Fed’s power to set initial margin requirements was established in the Securities
Exchange Act of 1934. In subsequent years, initial margin requirements ranged from a low
of 45 percent to a high of 100 percent. Since 1974, the minimum has been 50 percent (for
stock purchases). In other words, if you have $10,000 of your own cash, you can borrow up
to an additional $10,000, but no more.

We emphasize that these initial margin requirements apply to stocks. In contrast, for the
most part, there is little initial margin requirement for government bonds. On the other hand,
margin is not allowed at all on certain other types of securities.

EXAMPLE 2.2 Calculating Initial Margin

Suppose you have $3,000 in cash in a trading account with a 50 percent initial margin
requirement. What is the largest order you can place (ignoring commissions)? If the
initial margin were 60 percent, how would your answer change?

When the initial margin is 50 percent, you must supply half of the total (and you
borrow the other half). So, $6,000 is the largest order you could place. When the
initial margin is 60 percent, your $3,000 must equal 60 percent of the total. In other
words, it must be the case that

$3,000 = 0.60 x Total order
Total order = $3,000/.60
= $5,000

As this example illustrates, the higher the initial margin required, the less you
can borrow. When the margin is 50 percent, you could borrow $3,000. When the
margin is 60 percent, you can borrow only $2,000.

MAINTENANCE MARGIN In addition to the initial margin requirement set by the Fed,

maintenance margin brokerage firms and exchanges generally have a maintenance margin requirement.
The minimum margin that must For example, the New York Stock Exchange (NYSE) requires a minimum of 25 percent
be present at all times in a margin maintenance margin. This amount is the minimum margin required at all times after the
account. purchase.

The maintenance margin set by your broker is sometimes called the “house” margin
requirement. The level is established by your broker, who may vary it depending on what
you are buying. For low-priced and very volatile stocks, the house margin can be as high as
100 percent, meaning no margin at all.

A typical maintenance margin would be 30 percent. If your margin falls below

margin call 30 percent, then you may be subject to a margin call, which is a demand by your broker
A demand for more funds that to add to your account, pay off part of the loan, or sell enough securities to bring your
occurs when the margin in margin back up to an acceptable level. In some cases, you will be asked to restore your
an account drops below the account to the initial margin level. In other cases, you will be asked to restore your account
maintenance margin. to the maintenance margin level. If you do not or cannot comply, your securities may

be sold. The loan will be repaid out of the proceeds, and any remaining amounts will be
credited to your account.

To illustrate, suppose your account has a 50 percent initial margin requirement and a
30 percent maintenance margin. Suppose stock in Vandelay Industries is selling for $50 per
share. You have $20,000, and you want to buy as much of this stock as you possibly can.
With a 50 percent initial margin, you can buy up to $40,000 worth, or 800 shares. The
account balance sheet looks like this:
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Assets Liabilities and Account Equity

800 shares @$50/share $40,000 Margin loan $20,000
Account equity 20,000

Total $40,000 Total $40,000

Unfortunately, right after your purchase, Vandelay Industries reveals that it has been
artificially inflating earnings for the last three years (this is not good). Share prices plummet
to $35 per share. What does the account balance sheet look like when this happens? Are you
subject to a margin call?

To create the new account balance sheet, we recalculate the total value of the stock. The
margin loan stays the same, so the account equity is adjusted as needed:

Assets Liabilities and Account Equity

800 shares @$35/share $28,000 Margin loan $20,000
Account equity 8,000

Total $28,000 Total $28,000

As shown, the total value of your “position” (i.e., the stock you hold) falls to $28,000, a
$12,000 loss. You still owe $20,000 to your broker, so your account equity is $28,000 —
$20,000 = $8,000. Your margin is therefore $8,000/$28,000 = .286, or 28.6 percent. You
are below the 30 percent minimum, so you are subject to a margin call.

THE EFFECTS OF MARGIN Margin is a form of financial leverage. Any time you borrow
money to make an investment, the impact is to magnify both your gains and losses, hence
the use of the term “leverage.” The easiest way to see this is through an example. Imagine
that you have $30,000 in an account with a 60 percent initial margin. You now know that
you can borrow up to an additional $20,000 and buy $50,000 worth of stock (why?). The call
money rate is 5.50 percent; you must pay this rate plus a .50 percent spread. Suppose you
buy 1,000 shares of Coca-Cola Co. (KO) at $50 per share. One year later, shares in Coca-
Cola Co. are selling for $60 per share. Assuming the call money rate does not change and
ignoring dividends, what is your return on this investment?

At the end of the year, your 1,000 shares are worth $60,000. You owe 6 percent inter-
est on the $20,000 you borrowed, or $1,200. If you pay off the loan with interest, you will
have $60,000 — $21,200 = $38,800. You started with $30,000 and ended with $38,800, so
your net gain is $8,800. In percentage terms, your return was $8,800/$30,000 = .2933, or
29.33 percent.

How would you have done without the financial leverage created from the margin pur-
chase? In this case, you would have invested just $30,000. At $50 per share, you would
have purchased 600 shares. At the end of the year, your 600 shares would be worth $60
apiece, or $36,000 total. Your dollar profit is $6,000, so your percentage return would be
$6,000/$30,000 = .20, or 20 percent. If we compare this to the 29.33 percent that you made
above, it’s clear that you did substantially better by leveraging.

The downside is that you would do much worse if Coca-Cola’s stock price fell (or
didn’t rise very much). For example, if Coca-Cola shares had fallen to $40 a share, you
would have lost (check these calculations for practice) $11,200, or 37.33 percent on your
margin investment, compared to $6,000, or 20 percent on the unmargined investment.
This example illustrates how leveraging an investment through a margin account can cut
both ways.
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EXAMPLE 2.3 A Marginal Investment?

A year ago, you bought 300 shares of Pepsico, Inc. (PEP) at $55 per share. You put
up the 60 percent initial margin. The call money rate plus the spread you paid was
8 percent. What is your return if the price today is $50? Compare this to the return
you would have earned if you had not invested on margin.

Your total investment was 300 shares at $55 per share, or $16,500. You supplied
60 percent, or $9,900, and you borrowed the remaining $6,600. At the end of the
year, you owe $6,600 plus 8 percent interest, or $7,128. If the stock sells for $50, then
your position is worth 300 x $50 = $15,000. Deducting the $7,128 leaves $7,872 for
you. Since you originally invested $9,900, your dollar loss is $9,900 — $7,872 = $2,028.
Your percentage return is — $2,028/$9,900 = —20.48 percent.

If you had not leveraged your investment, you would have purchased $9,900/$55 =
180 shares. These would have been worth 180 x $50 = $9,000. You therefore would
have lost $900; your percentage return would have been —$900/$9,900 = —9.09 per-
cent, compared to the —20.48 percent that you lost on your leveraged position.

7
L

EXAMPLE 2.4 How Low Can It Go?

In our previous example (Example 2.3), suppose the maintenance margin was 40 per-
cent. At what price per share would you have been subject to a margin call?

To answer, let P* be the critical price. You own 300 shares, so, at that price, your
stock is worth 300 X P*. You borrowed $6,600, so your account equity is equal to the
value of your stock less the $6,600 you owe, or 300 X P* — $6,600. We can summarize
this information as follows:

Amount borrowed = $6,600
Value of stock = 300 x P*
Account equity = 300 x P* — $6,600

From our preceding discussion, your percentage margin is your dollar margin (or
account equity) divided by the value of the stock:

Account equity

Margin = Value of stock

_ 300 x P* — $6,600
- 300 x P*

To find the critical price, we will set this margin to the maintenance margin and solve
for P*:

Number of shares x P* — Amount borrowed
Number of shares x P*

Maintenance margin =

Solving for P* yields

p* — Amount borrowed/Number of shares
1 — Maintenance margin

Finally, setting the maintenance margin equal to 40 percent, we obtain this critical
price, P*:
p* = $6,600/300
1-.40

_ $6,600

180 $36.67

At any price below $36.67, your margin will be less than 40 percent, and you will be
subject to a margin call. So, $36.67 is the lowest possible price that could be reached
before you are subject to a margin call.

7
L
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hypothecation
Pledging securities as collateral
against a loan.

As Example 2.4 shows, you can calculate the critical price (the lowest price before you
get a margin call) as follows:

p* — Amount borrowed/Number of shares (2.1)
1 — Maintenance margin ’

For example, suppose you had a margin loan of $40,000, which you used to purchase, in
part, 1,000 shares. The maintenance margin is 37.5 percent. What’s the critical stock price,
and how do you interpret it?

See if you don’t agree that the critical stock price, P*, is $40/.625 = $64. The interpreta-
tion is straightforward: If the stock price falls below $64, you are subject to a margin call.

ANNUALIZING RETURNS ON A MARGIN PURCHASE

Things get a little more complicated when we consider holding periods different from a year
on a margin purchase. For example, suppose the call money rate is 9 percent, and you pay
a spread of 2 percent over that. You buy 1,000 shares of Costco (COST) at $60 per share,
but you put up only half the money. In three months, Costco is selling for $63 per share,
and you sell your Costco shares. What is your annualized return assuming no dividends
are paid?

In this case, you invested $60,000, half of which, $30,000, is borrowed. How much do
you have to repay in three months? Here we have to adjust for the fact that the interest rate
is 11 percent per year, but you only borrowed the money for three months. In this case, the
amount you repay is equal to:

Amount repaid = Amount borrowed X (1 + interest rate year)!

where t is the fraction of a year. In our case, t would be 3 months/12 months, or .25. So,
plugging in our numbers, we get:

Amount repaid = Amount borrowed X (1 + interest rate per year)!
= $30,000 X (1 + .11)%
= $30,000 x 1.02643
= $30,792.90

So, when you sell your stock, you get $63,000, of which $30,792.90 is used to pay off the
loan, leaving you with $32,207.10. You invested $30,000, so your dollar gain is $2,207.10,
and your percentage return for your three-month holding period is $2,207.10/$30,000 =
.0736, or 7.36 percent.

Finally, we have to convert this 7.36 percent to an annualized return. There are four three-
month periods in a year, so:

1 + EAR = (1 + holding period percentage return)™
= (1 + .0736)*
=1.3285

So, your annualized return is 32.85 percent.

HYPOTHECATION AND STREET NAME REGISTRATION

As part of your margin account agreement, you must agree to various conditions. We discuss
two of the most important next.

HYPOTHECATION Any securities you purchase in your margin account will be held
by your broker as collateral against the loan made to you. This practice protects the
broker because the securities can be sold by the broker if the customer is unwilling or
unable to meet a margin call. Putting securities up as collateral against a loan is called
hypothecation. In fact, a margin agreement is sometimes called a hypothecation
agreement. In addition, to borrow the money that it loans to you, your broker will often
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broker is the registered owner of
a security.
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re-hypothecate your securities, meaning that your broker will pledge them as collateral
with its lender, normally a bank.

STREET NAME REGISTRATION Securities in a margin account are normally held in
street name. This means that the brokerage firm is actually the registered owner. If this were
not the case, the brokerage firm could not legally sell the securities should a customer refuse
to meet a margin call or otherwise fail to live up to the terms of the margin agreement. With
this arrangement, the brokerage firm is the “owner of record,” but the account holder is the
“beneficial owner.”

When a security is held in street name, anything mailed to the security owner, such as
an annual report or a dividend check, goes to the brokerage firm. The brokerage firm then
passes these on to the account holder. Street name ownership is actually a great convenience
to the owner. In fact, because it is usually a free service, even customers with cash accounts
generally choose street name ownership. Some of the benefits are:

1. Since the broker holds the security, there is no danger of theft or other loss of the
security. This is important because a stolen or lost security cannot be easily or
cheaply replaced.

2. Any dividends or interest payments are automatically credited, and they are often
credited more quickly (and conveniently) than they would be if the owner received
the check in the mail.

3. The broker provides regular account statements showing the value of securities held
in the account and any payments received. Also, for tax purposes, the broker will
provide all the needed information on a single form at the end of the year, greatly
reducing the owner’s record-keeping requirements.

OTHER ACCOUNT ISSUES

If you do not wish to manage your account yourself, you can set up an advisory account.
In this case, you pay someone else to make buy and sell decisions on your behalf. You are
responsible for paying any commissions or other costs, as well as a management fee.

Inarelatively recent innovation, brokerage firms have begun to offer wrap accounts. In
such an account, you choose a money manager or a set of money managers from a group
offered by the brokerage firm. All of the costs, commissions, and expenses associated
with your account are “wrapped” into a single fee that you pay, hence the name. If you
simply authorize your broker to trade for you, then there is no management fee, but you
are still responsible for any commissions. This arrangement is termed a discretionary
account.

Most of the large brokerage firms offer accounts that provide for complete money man-
agement, including check-writing privileges, credit cards, and margin loans, especially for
larger investors. Such accounts are generally called asset management accounts. The terms
of these accounts differ from broker to broker, and the services provided frequently change
in response to competition.

Finally, if you want to buy and sell a broad variety of individual securities, then a
brokerage account is almost a requirement. It is true that some companies and other entities
(such as the U.S. government) do sell directly to the public, at least at certain times and
subject to various restrictions, so you can buy securities directly in some cases. In fact, you
could buy and sell through the want ads in your local paper if you were so inclined, but
given the modest commissions charged by deep-discount brokers, this hardly seems worth
the trouble.

However, you should be aware that if you do not wish to actively buy and sell securities,
but you do want to own stocks, bonds, or other financial assets, there is an alternative to a
brokerage account: a mutual fund. Mutual funds are a means of combining or pooling the
funds of a large group of investors. The buy and sell decisions for the resulting pool are then
made by a fund manager, who is compensated for the service. Mutual funds have become so
important that we devote an entire chapter to them (Chapter 4).
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short sale

A sale in which the seller does
not actually own the security that
is sold.

2.2a What is the difference between a cash and margin account?
2.2b What is the effect of a margin purchase on gains and losses?
2.2c What is a margin call?

2.3 Short Sales

An investor who buys and owns shares of stock is said to be long in the stock or to have a
long position. An investor with a long position will make money if the price of the stock
increases and lose money if it goes down. In other words, a long investor hopes that the price
will increase.

Now consider a different situation. Suppose you thought, for some reason, that the stock
in a particular company was likely to decrease in value. You obviously wouldn’t want to buy
any of it. If you already owned some, you might choose to sell it.

Beyond this, you might decide to engage in a short sale. In a short sale, you actually sell
a security that you do not own. This is referred to as shorting the stock. After the short sale,
the investor is said to have a short position in the security.

Financial assets of all kinds are sold short, not just shares of stock, and the terms “long”
and “short” are universal. However, the mechanics of a short sale differ quite a bit across
security types. Even so, regardless of how the short sale is executed, the essence is the
same. An investor with a long position benefits from price increases, and, as we will see, an
investor with a short position benefits from price decreases. For the sake of illustration, we
focus here on shorting shares of stock. Procedures for shorting other types of securities are
discussed in later chapters.

BASICS OF A SHORT SALE

How can you sell stock you don’t own? It is easier than you might think: You borrow the
shares of stock from your broker and then you sell them. At some future date, you will buy
the same number of shares that you originally borrowed and return them, thereby eliminat-
ing the short position. Eliminating the short position is often called covering the position or,
less commonly, curing the short.

You might wonder where your broker will get the stock to loan you. Normally, it will
simply come from other margin accounts. Often, when you open a margin account, you are
asked to sign a loan-consent agreement, which gives your broker the right to loan shares
held in the account. If shares you own are loaned out, you still receive any dividends or
other distributions and you can sell the stock if you wish. In other words, the fact that some
of your stock may have been loaned out is of little or no consequence as far as you are
concerned.

An investor with a short position will profit if the security declines in value. For example,
assume that you short 1,000 shares of Xerox Corp. (XRX) at a price of $20 per share. You
receive $20,000 from the sale (more on this in a moment). A month later, the stock is selling
for $16 per share. You buy 1,000 shares for $16,000 and return the stock to your broker,
thereby covering your short position. Because you received $20,000 from the sale and it cost
you only $16,000 to cover, you made $4,000.

Conventional Wall Street wisdom states that the way to make money is to “buy low, sell
high.” With a short sale, we hope to do exactly that, just in opposite order—"sell high, buy
low.” If a short sale strikes you as a little confusing, it might help to think about the everyday
use of the terms. Whenever we say that we are “running short” on something, we mean we
don’t have enough of it. Similarly, when someone says “don’t sell me short,” they mean
don’t bet on them not to succeed. A nearby Investment Updates box describes the world of
short sellers.
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IT'"S A TOUGH JOB, SO WHY DO THEY DO IT?
THE BACKWARD BUSINESS OF SHORT SELLING

The shorting life is nasty and brutish. It's a wonder
anyone does it at all.

Shorts make a bet that a stock will sink, and nobody
else wants that: Not company executives, employees,
investment banks nor most investors. That's why most
manipulation is on the other side; fewer people object
when share prices are being pumped up. For most on Wall
Street, the debate is whether shorts are anti-American or
merely un-American.

Yet in all the paranoia about evil short-sellers bad-
mouthing companies, what is lost is how agonizingly
difficult their business is. They borrow stock and sell it,
hoping to replace the borrowed shares with cheaper
ones bought later so they can pocket the price differ-
ence as profit. It's a chronologically backward version of
the typical long trade: sell high and then buy low.

For one, companies targeted by shorts try to silence
attempts to publicize negative information. Two long-
standing targets, discount Internet retailer Overstock.com
and drug maker Biovail, are suing short-sellers, accusing
them of conspiring to spread misinformation to drive
down their stocks. The Securities and Exchange Com-
mission subpoenaed journalists—and then quickly re-
treated—to investigate the relationship between short-
selling hedge funds, the media and a small independent
research firm.

Many hedge funds—the sophisticated investors who
are the bogeymen du jour—try to avoid shorting. They

simply can’t stomach the pain. Often, hedge funds only do
it to be able to call themselves “hedge” funds—shorting
is the classic way to hedge risk on long buys, after all—
and charge those fat fees. Assets at hedge funds almost
tripled in the past five years, yet short activity on the
major exchanges hasn’t even doubled.

The biggest problem with the business is that the
market is stacked against the technique. Stocks tend to
go up over time. Shorts swim against this tide.

There is also theoretically no ceiling on potential prof-
its from a long position. A stock bought at $10 can go to
$20 for a 100 percent gain and then to $30 for a 200 per-
cent gain. But 100 percent decline is as good as it gets for
a short. The opposite is true, too: long losses are finite
but short losses can be infinite. Many hedge funds have
reduced their shorting for this reason. Why put so much
time and energy into something that can inherently not
pay off with a multiple bagger?

What's more, shorting can be expensive when the shares
available to borrow are scarce. Prime brokers, the invest-
ment-bank folks who facilitate hedge-fund trading, charge
interest on popular shorts. Look at this week’s rates: It cost
25 percent to short Martha Stewart Living Omnimedia and
24 percent to borrow Overstock. So, you wouldn’t make
a dime shorting Overstock unless shares tank by almost a
fourth of its value over the course of a year.

Given all that, how do the shorts fare? A study by
Yale's Roger Ibbotson and his eponymous research

The Long and Short of It

Suppose you short 2,000 shares of Alcoa, Inc. (AA), at $35 per share. Six months later
you cover your short. If Alcoa is selling for $30 per share at that time, did you make
money or lose money? How much? What if you covered at $40?

If you shorted at $35 per share and covered at $30, you originally sold 2,000 shares
at $35 and later bought them back at $30, so you made $5 per share, or $10,000. If
you covered at $40, you lost $10,000.

SHORT SALES: SOME DETAILS

When you short a stock, you must borrow it from your broker, so there are various require-
ments you must fulfill. First, there is an initial margin and a maintenance margin. Second,
after you sell the borrowed stock, the proceeds from the sale are credited to your account,
but you cannot use them. They are, in effect, frozen until you return the stock. Finally, if any
dividends are paid on the stock while you have a short position, you must pay them.

To illustrate, we will again create an account balance sheet. Suppose you want to short
100 shares of Texas Instruments, Inc. (TXN), when the price is $30 per share. This means
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firm’s chief investment officer, Peng Chen, found that
short-biased hedge funds fell 2.3 percent per year on
a compounded basis after fees from 1995 through
March 2004.

Sounds like a lousy business to me. So why bother?

The curious thing is those negative returns are actu-
ally quite impressive when you consider what shorts are
supposed to do—hedge risk. The researchers calculated
that the market, measured by the appropriate bench-
marks, was up 5.9 percent a year in that period. That
means short-sellers started each year trying to climb out
of a hole almost 6 percent deep. And, on average, they
did, by 3.6 percent. That shows their stock-picking skill
and ability to reduce market risks for clients, who pre-
sumably invested in those funds to hedge their long posi-
tions elsewhere.

Short-sellers obviously are in it for the money, but in
talking to them for many years, | can tell you they are a
quirky bunch who love ferreting out bad guys. The dirty
secret of the SEC enforcement is that the major finan-
cial frauds are frequently uncovered by short-sellers. The
shorts had Enron and Tyco in the cross hairs before any-
one else.

Shorts aren’t always right. They shorted Sears, trum-
peting its struggling retailing and troubled credit-card
divisions. They shorted Amazon and eBay in the bubble
years, failing to see that some Internet wonders wouldn’t
go bankrupt. But it is a myth that shorts can easily profit
from misinformation because the market is merciless in
dealing with erroneous information.

Amid all of the targets’ litigiousness and outcry, short-
sellers’ influence over the markets is vastly overstated.
Here's an example: Gradient, the independent stock-
research firm being sued by Overstock and Biovail,
started covering Overstock in June 2003 when its shares
were traded around $13 and the company was expected
to be profitable in 2005. Over the next year and a half,
as short-sellers and Gradient bashed the company to
anyone who would listen, the stock topped $76 a share.
The company ended up losing $1.29 a share last year—
yet the stock remains above $22, higher than where
Gradient first picked it up. That’s some market-moving
power.

Mr. Patrick Byrne, Overstock’s CEO, has been the most
vocal in his assault against shorts. But it isn't the short-
sellers who cause Overstock to lose money or to miss
earnings estimates. It isn‘t the shorts who screwed up
Overstock’s information-technology installation. It isn't
the shorts who caused Overstock—just yesterday—to
restate its financials going back to 2002.

By seeming to side with Overstock when it started
seeking information about its complaints against the
shorts, the SEC chills its best sources and hinders the
market from doing its job. It was the shorts who lost
money in Overstock for months and months—until most
investors realized they were right.

Source: Jesse Eisinger, The Wall Street Journal, March 1, 2006. © 2006
Reprinted with permission of The Wall Street Journal, Dow Jones &
Company, Inc. All Rights Reserved Worldwide.

you will borrow shares of stock worth a total of $30 X 100 = $3,000. Your broker has a
50 percent initial margin and a 40 percent maintenance margin on short sales.

An important thing to keep in mind with a margin purchase of securities is that margin
is calculated as the value of your account equity relative to the value of the securities pur-
chased. With a short sale, margin is calculated as the value of your account equity relative
to the value of the securities sold short. Thus, in both cases, margin is equal to equity value

divided by security value.

In our Texas Instruments example, the initial value of the securities sold short is $3,000
and the initial margin is 50 percent, so you must deposit at least half of $3,000, or $1,500,
in your account. With this in mind, after the short sale, your account balance sheet is as

follows:

Assets

Proceeds from sale

Initial margin deposit

Total

Liabilities and Account Equity

$3,000 Short position $3,000
1,500 Account equity 1,500
$4,500 Total $4,500
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fine art of short selling. Try
www.bearmarketcentral.com
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As shown, four items appear on the account balance sheet:

1. Proceeds from sale. This is the $3,000 you received when you sold the stock.
This amount will remain in your account until you cover your position. Note that
you will not earn interest on this amount—it will just sit there as far as you are
concerned.

2. Margin deposit. This is the 50 percent margin that you had to post. This amount
will not change unless there is a margin call. Depending on the circumstances and
your particular account agreement, you may earn interest on the initial margin
deposit.

3. Short position. Because you must eventually buy back the stock and return it, you
have a liability. The current cost of eliminating that liability is $3,000.

4. Account equity. As always, the account equity is the difference between the total
account value ($4,500) and the total liabilities ($3,000).

We now examine two scenarios: (1) the stock price falls to $20 per share, and (2) the stock
price rises to $40 per share.

If the stock price falls to $20 per share, then you are still liable for 100 shares, but the cost
of those shares is now just $2,000. Your account balance sheet becomes:

Assets Liabilities and Account Equity

Proceeds from sale $3,000 Short position $2,000
Initial margin deposit 1,500 Account equity 2,500
Total $4,500 Total $4,500

Notice that the left-hand side doesn’t change. The same $3,000 you originally received is
still held, and the $1,500 margin you deposited is still there also. On the right-hand side, the
short position is now a $2,000 liability, down from $3,000. Finally, the good news is that the
account equity rises by $1,000, so this is your gain. Your margin is equal to account equity
divided by the security value (the value of the short position), $2,500/$2,000 = 1.25, or
125 percent.

However, if the stock price rises to $40, things are not so rosy. Now, the 100 shares for
which you are liable are worth $4,000:

Assets Liabilities and Account Equity
Proceeds from sale $3,000 Short position $4,000
Initial margin deposit 1,500 Account equity 500
Total $4,500 Total $4,500

Again, the left-hand side doesn’t change. The short liability rises by $1,000, and, unfortunately
for you, the account equity declines by $1,000, the amount of your loss.

To make matters worse, when the stock price rises to $40, you are severely undermargined.
The account equity is $500, but the value of the stock sold short is $4,000. Your margin is
$500/$4,000 = 12.5 percent. Since this is well below the 40 percent maintenance margin,
you are subject to a margin call. You have two options: (1) buy back some or all of the stock
and return it, or (2) add funds to your account.
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EXAMPLE 2.6 A Case of The Shorts

You shorted 5,000 shares of a particular stock at a price of $30 per share. The initial
margin is 50 percent, and the maintenance margin is 40 percent. What does your
account balance sheet look like following the short?

Following the short, your account becomes:

Assets Liabilities and Account Equity
Proceeds from sale $150,000 Short position $150,000
Initial margin deposit 75,000 Account equity 75,000

Total $225,000 Total $225,000

Notice that you shorted $150,000 worth of stock, so, with a 50 percent margin
requirement, you deposited $75,000.

7

EXAMPLE 2.7 Margin Calls

In our previous example (Example 2.6), at what price per share would you be subject
to a margin call?

To answer this one, let P* be the critical price. The short liability then is 5,000 shares
at a price of P*, or 5,000 x P*. The total account value is $225,000, so the account
equity is $225,000 — 5,000 x P*. We can summarize this information as follows:

Short position = 5,000 x P*
Account equity = $225,000 — 5,000 x P*

Notice that the total account value, $225,000, is the sum of your initial margin deposit
plus the proceeds from the sale, and this amount does not change. Your margin is the
account equity relative to the short liability:

Account equity

Margin = Value of stock

_ Initial margin deposit + Short proceeds — Number of shares x P*
- Number of shares x P*

_ $150,000 + 75,000 — 5,000 X P*
5,000 x P*

To find the critical price, we will set this margin equal to the maintenance margin
and solve for P*:

Maintenance margin

_ Initial margin deposit + Short proceeds — Number of shares x P*
- Number of shares x P*

Solving for P* yields:

_ (Initial margin deposit + Short proceeds)/Number of shares

P* - -
1 + Maintenance margin

Finally, setting the maintenance margin equal to 40 percent, we obtain this critical
price, P*:

» — $225,000/5,000

P 1.40

= $32.14

At any price above $32.14, your margin will be less than 40 percent, so you will be
subject to a margin call. So $32.14 is the highest possible price that could be reached
before you are subject to a margin call.

7
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NYSE BEARISH BETS HIT ANOTHER HIGH

Short-selling activity rose to a fifth consecutive
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As Example 2.7 shows, you can calculate the critical price on a short sale (the highest
price before you get a margin call) as follows:

» _ (Initial margin deposit + Short proceeds)/Number of shares

P 1 + Maintenance margin

For example, suppose you shorted 1,000 shares at $50. The initial margin is 50 percent,
and the maintenance margin is 40 percent. What’s the critical stock price, and how do you
interpret it?

Noting that the initial margin deposit is $25,000 (50 percent of the short proceeds), see if
you don’t agree that the critical stock price, P*, is $75/1.4 = $53.57. So, if the stock price
rises above $53.57, you’re subject to a margin call.

At this point, you might wonder whether short selling is a common practice among
investors. Actually, it is quite common and a substantial volume of stock sales are initiated
by short sellers. The nearby Investment Updates box is a sample Wall Street Journal
box reporting short interest. Short interest is the amount of common stock held in short

short interest
The amount of common stock held
in short positions.
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WORK THE WEB

You can find the short interest for the current month interest for companies listed on the NASDAQ for the
in many financial publications. But what if you want a previous 11 months. We went to the site and looked up
longer history of the shares sold short for a particular Yahoo!, and here is what we found:

company? At www.nasdag.com, you can find the short

I YHOO
YAHGD" Yahoo! Inc. NASDAQ-GS
Settlement Short Avg Daily Days
Date Interest Share Volume 1o Cover
Jun. 15, 2007 T2,588,303 21,777,099 333
May 15, 2007 79,283,212 41 477 205 1.8
Apr. 13, 2007 75,040,213 13,195,754 599
Mar. 15, 2007 82,317,608 22,093,195 373
Feb. 15, 2007 79932271 24,306,105 329
Jan. 12, 2007 84,085,547 24,705 445 3.40
Dec. 15, 2006 78,124,708 22,374,852 349
Nov. 15, 2006 84,338,150 35,008,741 241
Oct 13, 2006 77,929,435 32,789,977 238
Sep. 15, 2006 &7 245 5438 12,331,933 FRITS
Aug. 15, 20068 02 308,838 30,109,315 3.07
As you can see, the short interest in Yahoo! fell from indicator, which we discuss in a later chapter. Here's a

about 82 million shares in March 2007 to about 72.5 million question for you: What do you think “Days to Cover”
shares in June 2007. Why would you want a history of means?
short sales? Some investors use short sales as a technical

positions. As shown, the amount of stock held short for some companies can be several tens
of millions of shares, and the total number of shares held short across all companies can be
several billion shares. A nearby Work the Web box shows how to find short interest for a
particular company.

We conclude our discussion of short sales with a very important observation. With
a long position, the most you can ever lose is your total investment. In other words, if
you buy $10,000 worth of stock, $10,000 is the most you can lose because the worst that
can happen is the stock price drops to zero. However, if you short $10,000 in stock, you
can lose much more than $10,000 because the stock price can keep rising without any
particular limit. In fact, as our previous chapter showed, stock prices do tend to rise, at
least on average. With this in mind, potential short sellers should remember the following
classic bit of Wall Street wisdom: “He that sells what isn’t his’n, must buy it back or go
to prison!™?

2.3a  What is a short sale?
2.3b Why might an investor choose to short a stock?
CHECK THIS 2.3c What is the maximum possible loss on a short sale? Explain.

t Of course, the same is true for “she that sells what isn’t hers’n”; it just doesn’t rhyme as well.
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2.4 Investor Objectives, Constraints,
and Strategies

Different investors will have very different investment objectives and strategies. For ex-
ample, some will be very active, buying and selling frequently; others will be relatively
inactive, buying and holding for long periods of time. Some will be willing to bear substantial
risk in seeking out returns; for others, safety is a primary concern. In this section, we
describe, in general terms, some strategies that are commonly pursued and their relationship
to investor constraints and objectives.

In thinking about investor objectives, the most fundamental question is: Why invest at all?
For the most part, the only sensible answer is that we invest today to have more tomorrow.
In other words, investment is simply deferred consumption; instead of spending today, we
choose to wait because we wish to have (or need to have) more to spend later. There is no
difference, really, between investing and saving.

Given that we invest now to have more later, the particular investment strategy chosen
will depend on, among other things, willingness to bear risk, the time horizon, and taxes. We
discuss these and other issues next.

RISK AND RETURN

Probably the most fundamental decision that an investor must make concerns the amount
of risk to take. Most investors are risk-averse, meaning that, all else equal, they dislike risk
and want to expose themselves to the minimum risk level possible. However, as our previ-
ous chapter indicated, larger returns are generally associated with larger risks, so there is a
trade-off. In formulating investment objectives, the individual must therefore balance return
objectives with risk tolerance.

Attitudes toward risk are strictly personal preferences, and individuals with very similar
economic circumstances can have very different degrees of risk aversion. For this reason,
the first thing that must be assessed in evaluating the suitability of an investment strategy is
risk tolerance. Unfortunately, this is not an easy thing to do. Most individuals have a difficult
time articulating in any precise way their attitude toward risk (what’s yours?). One reason
is that risk is not a simple concept; it is not easily defined or measured. Nevertheless, the
nearby Investment Updates box contains an article from The Wall Street Journal about risk
tolerance that has a short quiz that might help you assess your attitude toward risk. When
you take the quiz, remember there are no right or wrong answers. Afterwards, score your risk
tolerance as shown at the end of the article.

INVESTOR CONSTRAINTS

In addition to attitude toward risk, an investor’s investment strategy will be affected by vari-
ous constraints. We discuss five of the most common and important constraints next.

RESOURCES Probably the most obvious constraint, and the one to which many students
can most easily relate, is resources. Obviously, if you have no money, you cannot invest
at all. Beyond that, certain types of investments and investment strategies generally have
minimum requirements. For example, a margin account must normally have a minimum of
$2,000 when it is established.

What is the minimum resource level needed? The answer to this question depends on
the investment strategy, so there is no precise answer. Through mutual funds, initial invest-
ments in the stock market can be made for as little as $500, with subsequent investments
as small as $100 or less. However, because minimum commission levels, account fees,
and other costs are frequently associated with buying and selling securities, an investor
interested in actively trading on her own would probably need an account in the $5,000 to
$50,000 range.

HORIZON The investment horizon refers to the planned life of the investment. For example,
individuals frequently save for retirement, where the investment horizon, depending on your
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age, can be very long. On the other hand, you might be saving to buy a house in the near
future, implying a relatively short horizon.

The reason that horizon is important is evident in our previous chapter. It is true that
stocks outperformed the other investments in the long run, but there were short periods
over which they did much worse. This fact means that, if you have to pay tuition in 30
days, stocks are probably not the best investment for that money. Thus, in thinking about
the riskiness of an investment, one important consideration is when the money will be
needed.

LIQUIDITY Some investors have to sell an asset quickly. In such cases, the asset’s liquidity
is particularly important. An asset with a high degree of liquidity is one that can be sold
quickly without a significant price concession. Such an asset is said to be liquid.

Liquidity has two related parts. One part of liquidity is the ease with which an asset can be
sold. The other part is how much you have to lower the price to sell the asset quickly. Liquidity is
difficult to measure precisely, but some assets are clearly much more liquid than others. A good
way to think about liquidity is to imagine buying an asset and then immediately reselling it. The
less you would lose on this “round-trip” transaction, the more liquid is the asset.

TAXES Different types of investments are taxed very differently. When we talk about the
return on an investment, what is really relevant is the aftertax return. As a result, taxes are
a vital consideration. Higher tax bracket investors will naturally seek investment strategies
with favorable tax treatments, while lower tax bracket (or tax-exempt) investors will focus
more on pretax returns.

In addition, the way in which an investment is held can dramatically affect its tax
status. The tax laws and other rules are in a constant state of flux, so we will stick to broad
principles. The general idea is that certain types of accounts, particularly retirement savings
accounts, receive preferential tax treatment. The tax break can be enormous, and, as a result,
the amount you can invest each year in these accounts is strictly limited. There are also lots
of rules regarding when you can withdraw the money, and it is important to pay careful
attention to them.

In terms of tax treatment, there are basically two types of retirement savings accounts.
With the first type, you pay taxes today on money you earn. If you then invest these
aftertax dollars in a retirement savings account, you pay no taxes at all when you take
the money out later. This means that dividends, interest, and capital gains are not taxed, a
big break. Currently, this type of account is called a Roth Individual Retirement Account
(Roth IRA).

With the second type of account, you do not pay taxes on the money you earn today if
you invest it. Such accounts are “tax-deferred” and are the way most employer-sponsored
retirement accounts (such as so-called 401(k) plans) are set up. Later, when you retire, you
owe income taxes on whatever you take out of the account.

The two types of accounts really come down to this: You either pay taxes today and do not
pay taxes later, or vice versa. It would be great if you could invest pretax dollars and never
pay taxes. Alas, this is tax avoidance—which is illegal. Therefore, investors must decide
whether to pay taxes now or pay taxes later.

SPECIAL CIRCUMSTANCES Almost everyone will have some special or unique require-
ments or opportunities. For example, many companies will match certain types of invest-
ments made by employees on a dollar-for-dollar basis (typically up to some maximum per
year). In other words, you double your money immediately with complete certainty. It is
difficult to envision any other investment with such a favorable payoff. Therefore, investors
should probably seize this opportunity even though there could be some undesirable liquid-
ity, tax, or horizon considerations.

A list of possible special circumstances is essentially endless. To give a few examples,
however, the number of dependents and their needs will vary from investor to investor.
Therefore, the need to provide for dependents will be an important constraint for some
investors. Some investors want to invest only in companies whose products and activities
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they consider to be socially or politically suitable. Some investors want to invest primarily
in their own community or state. Other investors, such as corporate insiders, face regulatory
and legal restrictions on their investing. Elected officials may have to avoid (or at least ethi-
cally should avoid) some types of investments out of conflict of interest concerns.

STRATEGIES AND POLICIES

Investors need to address four key areas when they devise their investment strategy. These
key areas are investment management, market timing, asset allocation, and security selec-
tion. We discuss each of these next.

INVESTMENT MANAGEMENT A basic decision that all investors make is who manages
their investments. At one extreme, investors make all of the buy and sell decisions them-
selves. At the other extreme, investors make no buy and sell decisions. Instead, the investor
hires someone to manage his or her investments.

Often investors make some investment decisions and hire professional managers to make
other investment decisions. For example, suppose you divide your money among four dif-
ferent mutual funds. In this case, you have hired four different money managers. However,
you decided what types of mutual funds to buy. Also, you chose the particular funds within
each type. Finally, you decided how to divide your money among the funds.

At first blush, managing your money yourself might seem to be the cheapest way to go
because you do not pay management fees. Upon reflection, this is not a cheap decision.
First, you must consider the value of your time. For some investors, researching investments
and making investment decisions is something of a hobby. For most investors, however, it
is too time-consuming. The value of your time is a powerful incentive to hire professional
money managers. Also, for some strategies, the costs of doing it yourself can exceed those
of hiring someone even after considering fees. This higher cost is simply due to the higher
level of commissions and other fees that individual investors generally have to pay. For
example, it might not be a bad idea for some of your investment to be in real estate, but a
small investor will find it very difficult to directly acquire a sound real estate investment at
reasonable cost.

An interesting question regarding professional money managers concerns their perfor-
mance. It certainly seems logical to argue that by hiring a professional investor to manage
your money, you would earn more, at least on average. Surely the pros make better invest-
ment decisions than the amateurs! Surprisingly, this is not necessarily true. We will return to
this subject in a later chapter. For now, we simply note that the possibility of a superior return
might not be a compelling reason to prefer professional management.

MARKET TIMING A second basic investment decision you must make is whether you will
try to buy and sell in anticipation of the future direction of the overall market. For example,
you might move money into the stock market when you think stock prices will rise. Or you
might move money out of the stock market when you think stock prices will fall. This trad-
ing activity is called market timing. Some investors actively move money around to try to
time short-term market movements. Other investors are much less active, but they still try to
time long-term market movements. At the extreme, a fully passive strategy is one in which
you make no attempt to time the market.

Market timing certainly seems like a reasonable thing to do. After all, why leave money
in an investment if you expect it to decrease in value? You might be surprised that a common
recommendation is that investors avoid trying to time the market. Why? As we discuss in
more detail in a later chapter, the simple reason is that successful market timing is, to put it
mildly, extremely difficult. To outperform a completely passive strategy, you must be able to
accurately predict the future. If you make even a small number of bad calls, you will likely
never catch up.

ASSET ALLOCATION Another fundamental decision that you must make concerns the
distribution of your investment across different types of assets. We saw in Chapter 1 that
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asset allocation

The distribution of investment
funds among broad classes of
assets.

security selection
Selection of specific securities
within a particular class.

different asset types—small stocks, large stocks, bonds—have distinct risk and return
characteristics. In formulating your investment strategy, you must decide what percentage
of your money will be placed in each of these broad categories. This decision is called asset
allocation.

An important asset allocation decision for many investors is how much to invest in com-
mon stocks and how much to invest in bonds. There are some basic rules of thumb for this
decision, one of the simplest being to split the portfolio into 60 percent stocks and 40 percent
bonds. A slightly more sophisticated rule of thumb is that your equity percentage should be
equal to your age subtracted from 100 (or 110, depending on the source). Under this rule,
a 22-year-old college student should have 100 — 22 = 78 percent (or 110 — 22 = 88 per-
cent) of her portfolio in stocks. This approach gradually reduces your exposure to stocks
as you get older. Most of the major investment firms and many Web sites maintain recom-
mended asset allocation schemes, which can be custom-tailored for individuals depending
on their risk tolerance, wealth, and retirement goals.

SECURITY SELECTION Finally, after deciding who will manage your investment,
whether you will try to time the market, and the various asset classes you wish to hold,
you must decide which specific securities to buy within each class. This is termed security
selection.

For example, you might decide that you want 30 percent of your money in small stocks.
This is an asset allocation decision. Next, however, you must decide which small stocks to
buy. Here again you must choose an active strategy or a passive strategy. With an active
strategy, you would try to identify those small stocks that you think will perform best in the
future. In other words, you are trying to pick “winners.” Investigating particular securities
within a broad class in an attempt to identify superior performers is often called security
analysis.

With a passive security selection strategy, you might just acquire a diverse group of small
stocks, perhaps by buying a mutual fund that holds shares in hundreds of small companies
(such funds are discussed in detail in a later chapter).

A useful way to distinguish asset allocation from security selection is to note that asset
allocation is a macro-level activity. That is, the focus is on whole markets or classes of
assets. Security selection is a much more micro-level activity. The focus of security selection
is on individual securities.

If we consider the active versus passive aspects of asset allocation and security selection
simultaneously, four distinct investment strategies emerge. These strategies appear in the
following two-by-two table:

Security Selection

Asset Allocation Active  Passive
Active | 1]
Passive ] \Y)

With strategy I, we actively move money between asset classes based on our beliefs and
expectations about future performance. In addition, we try to pick the best performers in
each class. This is a fully active strategy. At the other extreme, strategy 1V is a fully passive
strategy. In this strategy, we seldom change asset allocations or attempt to choose the likely
best performers from a set of individual securities.

With strategy |1, we actively vary our holdings by class, but we do not try to choose par-
ticular securities within each class. With this strategy, we might move back and forth between
short-term government bonds and small stocks in an attempt to time the market. Finally, with
strategy 11, we do not vary our asset allocations, but we do select individual securities. A die-
hard stock picker would fall into this category. Such an investor holds 100 percent stocks and
concentrates solely on buying and selling individual companies.
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BUMPY MARKET REMINDS INVESTORS TO ASSESS THEIR RISK TOLERANCE

Do-It-Yourself Crowd Has Quizzes to Rate
Courage on Finances

Risk

For many investors, it's a word that has all but disappeared
from the lexicon. Throughout much of the 1990s, stocks
mostly went up. And even when they went down,
many investors saw the slump as just another buying
opportunity because stocks soon would go up again.

But the bumpy ride of the past six months finally has
woken investors up to the fact that, with stocks more
volatile these days than anytime in history, risk is playing
an increasingly significant role in their lives.

Did you root the NASDAQ Composite Index higher
when it bested 5000 earlier this year, but secretly fear
for your overbloated technology shares? Did you panic
when the NASDAQ subsequently plummeted in March
and April, then kick yourself for not investing more when
the market rebounded days later?

These dueling visions of fear and greed reflect the
fact that many of today’s do-it-yourself investors haven't
assessed their own tolerance for risk, captivated instead by
the lure of what seems to be easy, almost riskless, riches.

The current, and often myopic, quest for market
wealth has spawned “a willingness to take risks that
[average investors] haven't had in the past,” says Robert
J. Shiller, an economics professor at Yale University and
author of a new market tome, "Irrational Exuberance.”
In the process, he says, "investors haven’t stopped to
think about what risk is at all.”

Until the recent market drop, “people had no clue what
[risk] is about,” agrees Joanna Bickel, a project manager
at TIAA-CREF, the big New York provider of retirement
services, which is working to bring a more sophisticated
risk-assessment tool to its Web site later this year so that
its investors can better gauge their own risk profile.

There once was a time when risk assessment was
the duty of stockbrokers or financial planners, who
questioned clients to gauge their comfort level for
volatility and potential losses. But with the explosion of
online trading, investors have taken control of their own
finances. In the process, they have cast aside the mental
due diligence that ultimately determines whether they're
sleepless in Cisco or bored by Boeing.

It's an age-old quest for balance. Investors who struc-
ture their portfolios so that they are comfortable with
both the rewards and risks are the ones who sleep best
when market downdrafts keep others awake at night.
Moreover, they aren’t the ones berating themselves for
missing out on big gains when the market rebounds.

To help investors determine the level of risk they're
most comfortable with, here's a statistically based risk-
tolerance quiz constructed with the help of Investment
Technologies Inc., a New York firm that provides invest-
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ment tools and risk-assessment instruments to financial
institutions such as banks and investment firms.

Financial companies increasingly rely on risk quiz-
zes similar to this one, though often far more detailed,
to better assess a client’s true tolerance for market
vicissitudes. As investors continue to take on increas-
ing responsibility for their own money—through online
trading or in self-managed 401(k) and IRA retirement
accounts—"the issue of how individual investors make
investment decisions is becoming a huge issue,” says
Brian Rom, president of Investment Technologies.

All manner of risk-assessment quizzes are available.
Some are posted on financial Web sites, others are avail-
able from financial planners and investment companies.
Some are relatively simple and are designed to match an
investor with particular mutual funds or annuities.

The more sophisticated quizzes are based on statis-
tical research that quantifies the psychological behav-
ior of people and their money habits. Such “behavioral
finance” studies have determined that many people
typically aren’t rational but are irrational when it comes
to money and risk.

For example, research has shown that most people fear
loss more than they value comparable gain. Offer someone
a sure $50 or, on the flip of a coin, the possibility of winning
$100 or winning nothing, and chances are they’ll pocket
the sure thing. Conversely, penalize them $50 to start, then
offer a flip of a coin to lose $100 or lose nothing, and they’ll
invariably take the coin toss. Both scenarios are statistically
equivalent, yet people tend to view “the possibility of re-
couping a loss as more important than the possibility of
greater gain,” even though the coin flip could mean an
even greater loss, says James Corter, associate professor of
statistics and education at New York’s Columbia University.

The accompanying quiz is based on research done by
Mr. Corter. At just eight questions, it is short, but it is
backed by empirical studies and “has adequate reliability
and validity,” says Mr. Corter.

The quiz is designed to reveal where an individual
falls along the risk spectrum. It is accompanied by a chart
detailing where a variety of stock and bond investments,
based on historical performance and volatility, fall along
the risk spectrum, to give quiz takers an idea of the
class of investments most likely to match an investor’s
temperament.

Certainly, no risk quiz can tell you everything about
your financial courage, and your score here doesn't
mean that if you fall into a more conservative category
that you can’t stomach a little exposure to volatile tech
stocks. “But if you answer the questions candidly,” says
Ms. Bickel at TIAA-CREF, “and don’t worry about whether
you come out conservative or a swinger, you'll have an
accurate portrayal of your risk level that you can use
when building your portfolio.”
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Risk Advisor

Do you know your risk tolerance? This short question-
naire can help you gain a better understanding of your
tolerance for market vicissitudes. Answer the questions,
tally the results and match the score to the Suitable
Investments.*

1. Choose the statement that best describes your
interests in an investment program.

A My primary aim is to achieve high long-term
return in the value of my portfolio, even if that
means accepting some significant short-term
swings in values.

B My primary interest is in stable growth in
the value of my portfolio, even if that means
somewhat lower returns over time.

C | attach equal value to maximizing long-term
returns and minimizing fluctuations in value.

2. How important are the following factors when
you decide to purchase a stock or mutual fund?

a) Short-term potential for the price to
appreciate.

b) Long-term potential for the price to
appreciate.

c) If a stock, the potential that the company will
be bought or taken over.

d) Gain or loss in the price over the past six
months.

e) Gain or loss in the price over the past five
years.

f) Stock was recommended by a friend or
coworker.

g) Risk that the price could drop.
h) Potential that the investment will pay

dividends.
Very Somewhat Not At All
Important Important Important
A B C
A B C
A B C
A B C
A B C
A B C
A B C
A B C

3. a) Would you put $5,000 of your assets into an
investment where you have a 70% chance of

doubling your money (to $10,000) and a 30%
chance of losing the entire $5,000?

Yes_ No__

b) How about an 80% chance of doubling to
$10,000 and a 20% chance of losing the entire
$5,000?

Yes_ No__

¢) How about a 60% chance of doubling to
$10,000 and a 40% chance of losing the entire
$5,000?

Yes_ No__

. Suppose you have a choice between two mutual

funds, both of which are broadly diversified into
6 asset classes (e.g., stocks, bonds, real estate,
etc.). The charts below show the changes in value
over the past 12 months for the assets in each
portfolio. Which portfolio of assets do you prefer
to invest in?

One-year returns for One-year returns for
assets in portfolio A assets in portfolio B
30% 30%

20 20

10 10

0 ol inllns
_10 L L1 1 R I Y

GHI1 J KL ABCDEFTF
Assets Assets

. Assume that you have made an investment that

has dropped in value by $2,000 and you find
yourself faced with the following choice (please
circle only one option):

A Sell and take the immediate $2,000 loss
(a 100% chance of loss).

B Hold on to it with a 50% chance of recouping
the $2,000 and a 50% chance of losing an
additional $2,000.

C No preference.

. Assume that you have recently invested $10,000

in a stock and that the value of this stock has
dropped 15% in value in one week. You can
discover no reason for this decline, and the
broader market has not dipped accordingly. Which
of the following actions would you be most likely
to take? (Circle one answer only.)

A Buy more.

B Sell all your holdings in the fund immediately
and put the money into a less volatile
investment.

(continued)
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C Sell half of your holdings in the fund C Average experience
immediately and put the money elsewhere. D Less than average experience

D Wait for the price to recover and then sell all

L= |l E Little or no experience
your holdings in the fund.

. ) L. i Source: Investment Technologies Inc.

E Do nothing (occasional dips in price are to be
expected). Scoring

7. The following charts show quarterly performance

1-A.15;B.0; C. 7

of two equity mutual funds over the past two

years. Which do you prefer to invest in? FOR EACH QUESTION:
2a)-A.0;B.1;C. 2
Fund A quarterly returns Fund B quarterly returns 2b) through 2e)
30% 30% A.2;B.1;C.0
20 20 FOR EACH QUESTION:
10=—4_ 8§ = 10 i 2f) through 2h)
oy paay e 0 A.0:B.1;C.2
-10 -10 FOR EACH QUESTION:
_20IIIIIIII _ZOIIIIIIII 3a) through 3¢)
Calendar quarters Calendar quarters Yes. 5: No. 0
8. As an investor in stock and bond markets, how 4-A.10;B.0
would you rate your degree of experience relative 5-A.0;B.10; C. 10
to other individual investors? (Please circle one.) 6-A.15:B.0;C.5: D.0; E. 10
A Extremely experienced 7-A.10;B.0
B More than average experience 8-A.20;B.15,C.10;D.5;E.0
Score
in Points  Suitable Investments*
0-11 Avoid risk! Open a money-market account—or buy a bigger mattress.
12-33 Gentlemen (and ladies) prefer bonds, and are most at home with high-grade corporate and government bonds of
an intermediate duration.
34-55 You're still a bond buyer. But you're willing to live a bit closer to the edge with interest-only U.S. Treasury STRIPS.
56-77 Mix it up. Convertible bonds and stocks are to your liking. But safer utilities and large blue chips are as risky as you

go. Real-estate investment trusts fit too.

78-99 Stock up on stocks. At the low end, you’re comfortable with larger value stocks; at the high end, riskier midcap and
growth stocks work.

100+ Viva Las Vegas, baby! Place your bets on ‘Net stocks and new-tech issues. Risks are high, but so are the payoffs.

*Suitable investments are based upon an analysis of the volatility of 75 various bond and stock indices, and apply to investment horizons of between
10 and 15 years.

Source: Jeff D. Opdyke, The Wall Street Journal, © 2003 Reprinted with permission of The Wall Street Journal, Dow Jones & Company. All Rights Re-
served Worldwide.

2.4a What does the term “risk-averse” mean?

2.4b What are some of the constraints investors face in making investment

CHECK THIS decisions?

2.4c What is asset allocation?
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TABLE 2.1

2.5 Forming an Investment Portfolio

The nearby Investment Updates box contains a quiz to help you determine your risk toler-
ance. What was your score? The purpose of this section is to give you an example of how to
use this score in forming an investment portfolio.

One way that an investor could go about forming an investment portfolio is to consider
her objectives, constraints, and strategies as we discussed in the previous section. Of course,
there are many other approaches, as we illustrate next.

SOME RISK TOLERANCE SCORES

To start, we gave the risk tolerance quiz to 10 students, staff, and faculty at a well-known
private university in St. Louis. Their scores and some other information appear in Table 2.1
(their names are changed, but no one is innocent).

As you can see, the scores have a wide range: from 27 to 85. If you look closely, you will
see that the average score for the males and females in this very small set of quiz takers is
about the same. However, the average score for those investors with little or no investment
experience is 47. Those with at least some investment experience have an average score of
61. What do these scores mean?

RISK AND RETURN

Risk tolerance is the first thing to assess in evaluating the suitability of an investment strategy.
Let’s look at the test results for Marie and Imelda.

Marie and Imelda have a sufficient cash reserve. That is, both Marie and Imelda have
at least six months’ living expenses readily available in a money market account. Of
course, these amounts are not the same, largely because of housing and transportation cost
differences. Having a sufficient cash reserve means that Marie and Imelda can proceed with
building an investment portfolio.

MARIE Marie is a 21-year-old accounting student with more than average investment ex-
perience. According to the Investment Updates quiz, her score of 85 means Marie should:
“Stock up on stocks. On the low end, you’re comfortable with larger value stocks; at the high
end, riskier midcap and growth stocks work.” Okay, but how much of her portfolio should
she devote to stock?

To help determine Marie’s percentage stock allocation, we will use the rule of thumb
from the previous section. That is, an investor’s percentage allocation to stock should be
equal to his or her age subtracted from 100. For Marie, this is 100 — 21 = 79 percent (let’s
call it 80 percent).

Name Age Sex Investment Experience Score
Lynn 23 F Little or none 27
Lucy 50 E Little or none 38
Isabel 28 F Little or none 73
Brigit 38 F Little or none 67
Lauren 22 E Little or none 37
Patrick 29 M Little or none 41
Imelda 59 F Less than average 30
Homer 54 M Average 52
Bart 25 M Average 77
Marie 21 F More than average 85
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Marie, 21 Imelda, 59

Initial Holding Initial Holding
Asset Class Allocation Limit Allocation Limit
Small-cap stock fund 40% 20—-50% 10% 10—-20%
Midcap stock fund 20 10—-30 5 0-10
Large-cap stock fund 15 5-20 20 10-30
International stock fund 5 0-10 5 0-10
REIT fund 5 0-10 20 15—30
High-yield bond fund 5 0-15 0 0-5
High-quality bond fund 5 0-10 40 25-50
International bond fund 5 0-10 0 0-5

Marie has 30+ years to retirement, so she does not have to worry about short-term mar-
ket volatility. In addition, she is studying diligently so that she can begin her auditing career
and earn a steady and relatively high income. Therefore, for now, having 80 percent of her
investments devoted to stock seems appropriate.

IMELDA Imelda is about 59. She is a college professor with many advanced degrees.
Imelda’s score of 30 means that: “Gentlemen (and ladies) prefer bonds, and are most at home
with high-grade corporate and government bonds of an intermediate duration.”

For Imelda, the rule of thumb shows that she should consider having a portfolio with
100 — 59 = 41 percent in stocks (let’s call it 40 percent). Imelda has 5+ years to retirement,
but many years left to enjoy life. Therefore, Imelda has to worry about market volatility in
the short term. Her worry stems from the fact that her lofty income will not be available
to her when she retires. As a result, Imelda will really have to think long and hard about
whether 40 is the appropriate percentage to have invested in stock.

INVESTOR CONSTRAINTS

In our example, both Marie and Imelda have sufficient resources? to set up the brokerage
accounts that they will use for their investment portfolio, but they have different investment
horizons. For simplicity, we will assume that both investors prefer highly liquid investments.
With respect to taxes, Marie is currently in a low tax bracket. Therefore, she is likely to elect
to pay taxes now and invest in a Roth IRA. Imelda will most likely defer taxes because she is
currently in a high tax bracket. So Imelda will most likely try to invest as many pretax dollars
as she can. Marie and Imelda will both have to factor in special circumstances. For example,
Marie might very well have some dependents to support beginning in the next five years or
so. Imelda has adult children, but her grandchildren will certainly appreciate her financial
support in the years ahead.

STRATEGIES AND POLICIES

With respect to investment management, both Marie and Imelda want to avoid the time-
consuming activities associated with managing her own investment portfolio. However,
each will monitor her portfolio on a monthly basis. Marie and Imelda are convinced that
attempts at market timing will result in investment underperformance. In addition, both think
that security selection is a dangerous trap for the unwary. As a result, they both decide to
invest in mutual funds (but they have not told us which ones).

Both investors have yet to decide on their asset allocation. The asset allocation strategy should
provide the highest rate of return given the acceptable level of risk and after accounting for
portfolio constraints. Based on their financial resources, financial goals, time horizon, tax status,
and risk tolerance, our investors have selected the initial asset allocations seen in Table 2.2.

2 All investor constraints, strategies, and policies appear in italics.
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REIT
A company that owns income-
producing real estate

To learn more about REITS, go to
www.investinreits.com

CHECK THIS

In addition, you can see that our investors have set holding limits on each asset class. That
is, they want to make sure that they do not overinvest in any particular asset class. This can
happen if an asset class performs well in relation to the rest.

REITS

Some quiz results in the Investment Updates box suggested that investors consider REITSs.
REITs is an acronym for real estate investment trust(s). You might be unfamiliar with REITSs.
Briefly, a REIT is a company that owns income-producing real estate such as apartments,
shopping centers, offices, hotels, and warehouses. The shares of many REITs trade on major
stock exchanges. Therefore, REITS provide for a way to make a diversified investment in
professionally managed income-producing real estate without having to deal directly with
tenants. REITS are risky assets because cash flows from the properties are not guaranteed.
However, the portfolio of properties varies from REIT to REIT. Therefore, not all REITs
have the same risk.

2.5a Besides risk tolerance, what are some other constraints, strategies, and
policies that investors use in forming an investment portfolio?

2.5b Why could two investors of the same age wind up with different
investment portfolios?

2.6 Summary and Conclusions

In this chapter, we cover many aspects of the investing process—which we summarize by
the chapter’s important concepts.

1. The various types of securities brokers and brokerage accounts.

A. Opening a brokerage account is straightforward and really much like opening a bank
account. You supply information and sign agreements with your broker. Then you
write a check and provide instructions on how you want your money invested.

B. Brokers are traditionally divided into three groups: full-service brokers, discount
brokers, and deep-discount brokers. What distinguishes the three groups is the level
of service they provide and the resulting commissions they charge. In recent years, the
boundaries among the groups have blurred.

C. Your broker does not have a duty to provide you with guaranteed purchase and sale
recommendations. However, your broker does have a duty to exercise reasonable care
in formulating recommendations. Your broker has a legal duty to act in your best
interest. However, your broker relies on commissions generated from your account.
Therefore, on rare occasions, a broker is accused of “churning” an account (i.e.,
promoting excessive trading). When you open your brokerage account, you generally
agree that disputes will be resolved by binding arbitration.

2. How to calculate initial and maintenance margin.

A. If you have a “cash account,” you can purchase securities only to the extent that you
can pay for them in full. If you want to buy more stock, you must deposit more cash
into your account.

B. If you have a “margin account,” you can purchase securities on credit using money
loaned to you by your broker. Generally, you can borrow only half the amount needed
to buy the securities.

C. When you first purchase securities on credit, you must supply a specified minimum
amount of money. This minimum amount of money is called initial margin.
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D. After you have purchased securities on margin, the securities can decline in value. If
they do, you must follow established rules concerning the amount of money you must
keep in your account. This minimum is called maintenance margin. If your account
balance falls below the maintenance margin level, you will receive a margin call. In
this chapter, we show you how to calculate initial and maintenance margin levels and
their effects on your returns.

3. The workings of short sales.

A. An investor who buys and owns shares of stock is said to be long in the stock, or to
have a long position. An investor with a long position makes money only if the price
of the stock increases.

B. If you think, for whatever reason, that shares of stock in a particular company are
likely to decline in value, you can engage in a short sale. In a short sale, you actually
sell a security that you do not own. This is referred to as shorting the stock. After the
short sale, the investor is said to have a short position in the security. An investor with
a short position makes money only if the shares decrease in value.

C. Inthis chapter we describe in detail the short sale process for shares of stock. We also
stress the potentially unlimited losses that can arise from a short position.

4. The importance of investor objectives, constraints, and strategies.

A. We cover some of the constraints faced by investors. In addition, we briefly describe
some basic investment strategy considerations, which include market timing, asset
allocation, and security selection.

B. We present a detailed example of one way to form an investment portfolio. In this
example, we use a sample of 10 potential investors. The example begins with some
risk tolerance scores for these investors. Then the example goes through potential
investor constraints and strategies.

GET REAL

This chapter covered the basics of brokerage accounts, some important trade types,
and, finally, some big-picture issues regarding investment strategies and objectives.
How should you, as an investor or investment manager, put this information to work?

The answer is that you need to open a brokerage account! Investing is like many
activities; the best way to learn is by making mistakes. Unfortunately, making mistakes
with real money is an expensive way to learn, so we don’t recommend trying things
like short sales with real money, at least not at first.

Instead, to learn about how to trade and gain some experience with making (and
losing) money, you should open a Stock-Trak account (or a similar simulated brokerage
account). Take it seriously. Try various trade types and strategies and see how they turn
out. The important thing to do is to follow your trades and try to understand why you
made or lost money and also why you made or lost the amount you did.

In a similar vein, you should carefully review your account statements to make sure you
understand exactly what each item means and how your account equity is calculated.

After you have gained some experience trading “on paper,” you should open a real
account as soon as you can pull together enough money. Try visiting some online brokers
such as Ameritrade to find out the minimum amount you need to open an account. The
amount has been declining. In 2007, you could open a cash account for as little as $500,
but to open a margin account, you need in the area of $2,000. Or, you can visit www.
sharebuilder.com and www.buyandhold.com to open accounts with no money at all!

Looking back at Chapter 1, you know that it's important to get started early. Once
you have a real account, however, it's still a good idea to keep a separate “play
money” account to test trading ideas to make sure you really understand them before
committing your precious real money.
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[ Chapter Review Problems and Self-Test }

1. The Account Balance Sheet Suppose you want to buy 10,000 shares of Intel Corporation
at a price of $30 per share. You put up $200,000 and borrow the rest. What does your account
balance sheet look like? What is your margin?

2. Short Sales Suppose that in the previous problem you shorted 10,000 shares instead of
buying. The initial margin is 60 percent. What does the account balance sheet look like
following the short?

3. Margin Calls You purchased 500 shares of stock at a price of $56 per share on 50 percent
margin. If the maintenance margin is 30 percent, what is the critical stock price?

Answers to Self-Test Problems

1. The 10,000 shares of Intel cost $300,000. You supply $200,000, so you must borrow $100,000.
The account balance sheet looks like this:

Assets Liabilities and Account Equity
10,000 shares of Intel $300,000 Margin loan $100,000

Account equity 200,000
Total $300,000 Total $300,000

Your margin is the account equity divided by the value of the stock owned:

Margin = $200,000/$300,000
= .666 . ..
=67%

2. Following the short, your account is as follows:

Assets Liabilities and Account Equity
Proceeds from sale $300,000 Short position $300,000
Initial margin deposit 180,000 Account equity 180,000
Total $480,000 Total $480,000

Notice that you shorted $300,000 worth of stock, so, with a 60 percent margin requirement, you
deposited $180,000.

3. The lowest price the stock can drop before you receive a margin call is:

px — Amount borrowed/Number of shares
1 — Maintenance margin
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You borrowed 500 X $56 X .50 = $14,000. Therefore:

_ 14,000/500
1-.30
You will receive a margin call if the stock drops below $40.00.

[P = $40.00

[ Test Your Investment Quotient }

For the remaining questions and problems, the circled numbers in the margin refer to the
corresponding learning objective in this chapter.

I:I Q @ 1. Investment Objectives An individual investor’s investment objectives should be expressed in

terms of:
a. Risk and return.

b. Capital market expectations.
CPTD c. Liquidity needs and time horizon.
® d. Tax factors and legal and regulatory constraints.
\\PR/OBLEMS @ 2. Asset Allocation  Which of the following best reflects the importance of the asset allocation
decision to the investment process? The asset allocation decision:

’\ a. Helps the investor decide on realistic investment goals.
CFA@ b. Identifies the specific securities to include in a portfolio.
\\PR/OBLEMS c. Determines most of the portfolio’s returns and volatility over time.
d. Creates a standard by which to establish an appropriate investment horizon.
@ 3. Leverage You deposit $100,000 cash in a brokerage account and purchase $200,000 of stocks
on margin by borrowing $100,000 from your broker. Later, the value of your stock holdings falls
Q to $150,000, whereupon you get nervous and close your account. What is the percentage return
"g on your investment (ignore interest paid)?
—N a. 0 percent
E b. —25 percent
c. —50 percent
8 d. —75 percent
qj @ 4. Leverage You deposit $100,000 cash in a brokerage account and short sell $200,000 of stocks.
< Later, the value of the stocks held short rises to $250,000, whereupon you get nervous and close
- your account. What is the percentage return on your investment?
E_ a. 0 percent
; b. —25 percent
; c. —50 percent
; d. —75 percent
@ 5. Account Margin You deposit $100,000 cash in a brokerage account and purchase $200,000
of stocks on margin by borrowing $100,000 from your broker. Later, the value of your stock
holdings falls to $175,000. What is your account margin in dollars?
a. $50,000
b. $75,000
c. $100,000
d. $150,000

@ 6. Account Margin You deposit $100,000 cash in a brokerage account and purchase $200,000
of stocks on margin by borrowing $100,000 from your broker. Later, the value of your stock
holdings falls to $150,000. What is your account margin in percent?

a. 25 percent
b. 33 percent
c. 50 percent
d. 75 percent
@ 7. Account Margin You deposit $100,000 cash in a brokerage account and short sell $200,000
of stocks on margin. Later, the value of the stocks held short rises to $225,000. What is your
account margin in dollars?
a. $50,000
b. $75,000
c. $100,000
d. $150,000
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@ 8. Account Margin You deposit $100,000 cash in a brokerage account and short sell $200,000
of stocks on margin. Later, the value of the stocks held short rises to $250,000. What is your
account margin in percent?

a. 20 percent
b. 25 percent
c. 33 percent
d. 50 percent

@ 9. Margin Calls You deposit $100,000 cash in a brokerage account and purchase $200,000 of
stocks on margin by borrowing $100,000 from your broker, who requires a maintenance margin
of 30 percent. Which of the following is the largest value for your stock holdings for which you
will still receive a margin call?

a. $200,000
b. $160,000
c. $140,000
d. $120,000

@ 10. Margin Calls You deposit $100,000 cash in a brokerage account and short sell $200,000 of
stocks. Your broker requires a maintenance margin of 30 percent. Which of the following is
the lowest value for the stocks you are holding short for which you will still receive a margin
call?

a. $260,000
b. $240,000
c. $220,000
d. $200,000

@ 11. Investment Decisions Which of the following investment factors, strategies, or tactics is the
least relevant to a passive investment policy?

a. Market timing

b. Asset allocation

c. Political environment
d. Tax status

@ 12. Investment Decisions Which of the following investment factors, strategies, or tactics is most
associated with an active investment policy?

a. Market timing
b. Asset allocation
c. Security selection
d. Tax status
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@ 13. Investment Decisions Which of the following investment strategies or tactics will likely
consume the greatest amount of resources, time, effort, and so on, when implementing an
active investment policy?

a. Market timing
b. Asset allocation
c. Security selection
d. Tax strategy

@ 14. Investment Decisions Which of the following investment strategies or tactics is likely the
most relevant in the decision to short sell a particular stock?

a. Market timing
b. Asset allocation
c. Security selection
d. Tax strategy

@ 15. Investment Constraints Which of the following investment constraints is expected to have
the most fundamental impact on the investment decision process for a typical investor?
a. Investor’s tax status
b. Investor’s time horizon
c. Investor’s need for liquidity
d. Investor’s attitude toward risk
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{ Concept Questions }

Margin What does it mean to purchase a security on margin? Why might you do it?
Short Sales  What does it mean to sell a security short? Why might you do it?
Margin Requirements What is the reason margin requirements exist?

Allocation versus Selection What is the difference between asset allocation and security
selection?

EC R

@n

Allocation versus Timing  Are market timing and active asset allocation similar? Why or why not?

. Street Name Registration Why is street name registration advantageous to investors? Under
what circumstances is it required?

7. Broker—Customer Relations Suppose your broker tips you on a hot stock. You invest
heavily, but, to your considerable dismay, the stock plummets in value. What recourse do you
have against your broker?

8. Long Profits An important difference between a long position in stock and a short position
concerns the potential gains and losses. Suppose a stock sells for $18 per share, and you buy
500 shares. What are your potential gains and losses?

9. Liquidity The liquidity of an asset directly affects the risk of buying or selling that asset
during adverse market conditions. Describe the liquidity risk you face with a short stock
position during a market rally, and a long stock position during a market decline.

10. Short Sale Profits Suppose you sell short 1,000 shares of a stock at $60 per share. Ignoring
borrowing costs and fees, what is the maximum profit you can earn from this investment? What
is the potential maximum loss?

© © OOOOEOO®

{ Questions and Problems }

Core Questions 1. Calculating Margin Carson Corporation stock sells for $71 per share, and you’ve decided to
purchase as many shares as you possibly can. You have $13,000 available to invest. What is the

maximum number of shares you can buy if the initial margin is 60 percent?

2. Margin You purchase 500 shares of 2nd Chance Co. stock on margin at a price of $53. Your
broker requires you to deposit $11,000. What is your margin loan amount? What is the initial
margin requirement?

3. Margin Return In the previous problem, suppose you sell the stock at a price of $62. What
is your return? What would your return have been had you purchased the stock without margin?
What if the stock price is $44 when you sell the stock?

4. Margin Repeat the previous two problems assuming the initial margin requirement is
30 percent. Does this suggest a relationship between the initial margin and returns?

5. Margin Purchases You have $12,000 and decide to invest on margin. If the initial margin
requirement is 55 percent, what is the maximum dollar purchase you can make?

6. Margin Calls You buy 400 shares of stock at a price of $75 and an initial margin of 45 percent.
If the maintenance margin is 30 percent, at what price will you receive a margin call?
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7. Margin Calls You decide to buy 600 shares of stock at a price of $43 and an initial margin
of 55 percent. What is the maximum percentage decline in the stock before you will receive a
margin call if the maintenance margin is 35 percent?

8. Margin Calls on Short Sales The stock of Flop Industries is trading at $71. You feel the stock
price will decline, so you short 900 shares at an initial margin of 60 percent. If the maintenance
margin is 30 percent, at what share price will you receive a margin call?

9. Margin Calls on Short Sales You short sold 1,000 shares of stock at a price of $63 and an
initial margin of 55 percent. If the maintenance margin is 30 percent, at what share price will
you receive a margin call? What is your account equity at this stock price?

10. Taxes and Returns You purchase a stock at the beginning of the year at a price of $108. At
the end of the year the stock pays a dividend of $1.80 and you sell the stock for $117. What
is your return for the year? Now suppose that dividends are taxed at 15 percent and long-term
capital gains (over 11 months) are taxed at 30 percent. What is your aftertax return for the year?

ONONONOICIOIONONONC
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Intermediate Questions 11. Calculating Margin Using the information in Problem 1, construct your equity account
balance sheet at the time of your purchase. What does your balance sheet look like if the share
price rises to $84? What if it falls to $62 per share? What is your margin in both cases? Round
the number of shares down to the nearest number of whole shares.

@ 12. Calculating Margin You’ve just opened a margin account with $11,000 at your local
brokerage firm. You instruct your broker to purchase 600 shares of Smolira Golf stock, which
currently sells for $46 per share. What is your initial margin? Construct the equity account
balance sheet for this position.

13. Margin Call Suppose you purchase 500 shares of stock at $84 per share with an initial cash
investment of $15,000. If your broker requires a 30 percent maintenance margin, at what share
price will you be subject to a margin call? If you want to keep your position open despite the
stock price plunge, what alternatives do you have?

14. Margin and Leverage In the previous problem, suppose the call money rate is 5 percent and
you are charged a 1.5 percent premium over this rate. Calculate your return on investment for
each of the following share prices one year later. Ignore dividends.

a. $96
b. $84
c. $62

Suppose instead you had simply purchased $15,000 of stock with no margin. What would your
rate of return have been now?

®© ©

15. Margin and Leverage Suppose the call money rate is 6.8 percent, and you pay a spread of
1.9 percent over that. You buy 1,000 shares at $51 per share with an initial margin of 40 percent.
One year later, the stock is selling for $57 per share, and you close out your position. What is
your return assuming no dividends are paid?

16. Margin and Leverage Suppose the call money rate is 5.8 percent, and you pay a spread of
2.5 percent over that. You buy 800 shares of stock at $43 per share. You put up $15,000. One
year later, the stock is selling for $58 per share, and you close out your position. What is your
return assuming a dividend of $.64 per share is paid?

17. Margin Interest Suppose you take out a margin loan for $30,000. The rate you pay is an
8.4 percent effective rate. If you repay the loan in six months, how much interest will you pay?

18. Margin Interest Suppose you take out a margin loan for $39,000. You pay a 7.2 percent
effective rate. If you repay the loan in two months, how much interest will you pay?

19. Annualized Returns Suppose you hold a particular investment for seven months. You
calculate that your holding-period return is 9 percent. What is your annualized return?

20. Annualized Returns In the previous question, suppose your holding period was five months
instead of seven. What is your annualized return? What do you conclude in general about the
length of your holding period and your annualized return?

OO © O
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21. Annualized Returns Suppose you buy stock at a price of $67 per share. Five months later,
you sell it for $61. You also received a dividend of $.40 per share. What is your annualized
return on this investment?

22. Calculating Returns Looking back at Problem 12, suppose the call money rate is 6 percent
and your broker charges you a spread of 1.25 percent over this rate. You hold the stock for six
months and sell at a price of $53 per share. The company paid a dividend of $.25 per share the
day before you sold your stock. What is your total dollar return from this investment? What is
your effective annual rate of return?

23. Short Sales You believe that Rose, Inc., stock is going to fall and you’ve decided to sell
1,500 shares short. If the current share price is $47, construct the equity account balance sheet
for this trade. Assume the initial margin is 100 percent.

24. Short Sales Repeat the previous problem assuming you short the 1,500 shares on 75 percent
margin.

25. Calculating Short Sale Returns  You just sold short 1,200 shares of Wetscope, Inc., a fledg-
ling software firm, at $96 per share. You cover your short when the price hits $86.50 per share
one year later. If the company paid $.75 per share in dividends over this period, what is your
rate of return on the investment? Assume an initial margin of 50 percent.

26. Short Sales You believe the stock in Freeze Frame Co. is going to fall, so you short 1,600
shares at a price of $72. The initial margin is 50 percent. Construct the equity balance sheet for

ONNOIONO,
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the original trade. Now construct an equity balance sheet for a stock price of $63 and a stock
price of $79. What is your margin at each of these stock prices? What is your effective annual
return if you cover your short position at each of these prices in five months?

[ S&P Problems }

www.mhhe.com/edumarketinsight

STANDARD 1. Margin Download the historical stock prices for Tootsie Roll Industries (TR) under the

&POOR’S “Mthly. Adj. Prices” link. Assume you purchased 400 shares of Tootsie Roll stock at the closing

—_— price six months ago. The initial margin requirement is 50 percent and the maintenance margin
is 30 percent. Show the account balance sheet based on monthly closing prices for the last five
months. At what stock price will you receive a margin call? Are any margin deposits required
over this period? What is your return on this investment?

2. Short Sales Download the historical stock prices for Ford (F) under the “Mthly. Adj. Prices”
link. Assume you short sold 200 shares of Ford stock at the closing price six months ago. The
initial margin requirement is 50 percent and the maintenance margin is 30 percent. Show the
account balance sheet based on monthly closing prices for the last five months. At what stock
price will you receive a margin call? Are any margin deposits required over this period? What is
your return on this investment?

[ What's on the Web? }

1. Risk Tolerance As we discussed in the chapter, risk tolerance is based on an individual’s
personality and investment goals. There are numerous risk tolerance questionnaires on the Web.
One, provided by Merrill Lynch, is located at individual.ml.com. Go to the Web site, locate the
questionnaire, and take the quiz. How conservative or aggressive are you?

2. Short Interest You can find the number of short sales on a particular stock at
finance.yahoo.com. Go to the site and find the number of shares short sold for ExxonMabil
(XOM) under the “Key Statistics” link. How many shares are sold short in the current month?
What about the previous month? What do the “Percent of Float” and “Short Ratio” mean?

3. Broker Call Money Rate What is the current broker call money rate? To find out, go to
www.money-rates.com and look up the call money rate.

4. Margin Purchases Suppose you have a margin account with TDAmeritrade. You purchase
1,000 shares of IBM stock on 50 percent margin at today’s price. Go to finance.yahoo.com
to find your purchase price. Ignoring transaction costs, how much will you borrow? Next,
go to www.money-rates.com to find the current broker call money rate. Finally, go to
www. TDAmeritrade.com to find out how much above the current broker call money rate you
will pay. If you keep your investment for one year, how much will you pay in interest assuming
the margin rate stays the same? What does the stock price have to be in one year for you to
break even on your investment?
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[ Stock-Trak Exercises }
STOCK TRAK M

To access the Stock-Trak Exercise for this chapter, please visit the book Web site at
www.mhhe.com/jm5e and choose the corresponding chapter.
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2 CHAPTER3  mm

Overview of Security Types

“An investment operation is one which upon thorough analysis
promises safety of principal and an adequate return. Operations not
meeting these requirements are speculative.”

—Benjamin Graham

You invest $5,000 in Yahoo! common stock and just months later sell the shares
for $7,500, realizing a 50 percent return. Not bad! At the same time, your neighbor
invests $5,000 in Yahoo! stock options, which are worth $25,000 at expiration—a
400 percent return. Yahoo! Alternatively, your Yahoo! shares fall in value to $2,500,
and you realize a 50 percent loss. Too bad! But at the same time your neighbor’s

Yahoo! stock options are now worthless. Clearly, there is a big difference between

Learning Objectives , ,
stock shares and stock options. Security type matters. m

Price quotes for all

types of investments

are easy to find, but Our goal in this chapter is to introduce you to some of the different types of securities that

it €10 tiey ey are routinely bought and sold in financial markets around the world. As we mentioned in

Learn the answers for:
Chapter 1, we will be focusing on financial assets such as bonds, stocks, futures, and options

1. Various types of

. : in this book, so these are the securities we briefly describe here. The securities we discuss
interest-bearing

assets. are covered in much greater detail in the chapters ahead, so we touch on only some of their
2. Equity securities. most essential features in this chapter.
3. Futures contracts. For each of the securities we examine, we ask three questions. First, what is its basic
4. Option contracts. nature and what are its distinguishing characteristics? Second, what are the potential gains

and losses from owning it? Third, how are its prices quoted in the financial press?
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TABLE 3.1

CHECK THIS

money market
instruments

Debt obligations of large corpora-
tions and governments with an
original maturity of one year or

less.
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3.1 Classifying Securities

To begin our overview of security types, we first develop a classification scheme for the
different securities. As shown in Table 3.1, financial assets can be grouped into three broad
categories, and each of these categories can be further subdivided into a few major subtypes.
This classification is not exhaustive, but it covers the major types of financial assets. In the
sections that follow, we describe these assets in the order they appear in Table 3.1.

When we examine some of these security types in more detail, we will see that the dis-
tinctions can become a little blurred, particularly with some recently created financial instru-
ments; as a result, some financial assets are hard to classify. The primary reason is that some
instruments are hybrids, meaning that they are combinations of the basic types.

As you may have noticed in our discussion, financial assets, such as bonds and stocks,
are often called securities. They are often called financial “instruments” as well. In certain
contexts, there are distinctions between these terms, but they are used more or less inter-
changeably in everyday discussion, so we will stick with common usage.

Basic Types Major Subtypes
Interest-bearing Money market instruments
Fixed-income securities
Equities Common stock
Preferred stock
Derivatives Futures

Options

3.1a What are the three basic types of financial assets?

3.1b Why are some financial assets hard to classify?

3.2 Interest-Bearing Assets

Broadly speaking, interest-bearing assets (as the name suggests) pay interest. Some pay interest
implicitly and some pay it explicitly, but the common denominator is that the value of these as-
sets depends, at least for the most part, on interest rates. The reason that these assets pay interest
is that they all begin life as a loan of some sort, so they are all debt obligations of some issuer.

There are many types of interest-bearing assets. They range from the relatively simple to
the astoundingly complex. We discuss some basic types and their features next. The more
complex types are discussed in later chapters.

MONEY MARKET INSTRUMENTS
For the most part, money market instruments are the simplest form of interest-bearing
asset. Money market instruments generally have the following two properties:
1. They are essentially IOUs sold by large corporations or governments to borrow money.
2. They mature in less than one year from the time they are sold, meaning that the loan
must be repaid within one year.

Most money market instruments trade in very large denominations, and most, but not all,
are quite liquid.
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The most familiar example of a money market instrument is a Treasury bill, or T-bill for
short. Every week, the U.S. Treasury borrows billions of dollars by selling T-bills to the pub-
lic. Like many (but not all) money market instruments, T-bills are sold on a discount basis.
This simply means that T-bills are sold at a price that is less than their stated face value. In
other words, an investor buys a T-bill at one price and later, when the bill matures, receives
the full face value. The difference is the interest earned.

U.S. Treasury bills are the most liquid type of money market instrument—that is, the type
with the largest and most active market. Other types of money market instruments traded
in active markets include bank certificates of deposit (or CDs) and corporate and municipal
money market instruments.

The potential gain from buying a money market instrument is fixed because the owner
is promised a fixed future payment. The most important risk is the risk of default, which is
the possibility that the borrower will not repay the loan as promised. With a T-bill, there is
no possibility of default, so, as we saw in Chapter 1, T-bills are essentially risk-free. In fact,
most money market instruments have relatively low risk, but there are exceptions, and a few
spectacular defaults have occurred in the past.

Prices for different money market instruments are quoted in the financial press in differ-
ent ways. In fact, usually interest rates are quoted, not prices, so some calculation is neces-
sary to convert rates to prices. The procedures are not complicated, but they involve a fair
amount of detail, so we save them for another chapter.

FIXED-INCOME SECURITIES

fixed-income securities Fixed-income securities are exactly what the name suggests: securities that promise to
Longer-term debt obligations, make fixed payments according to some preset schedule. The other key characteristic of a
often of corporations and govern- fixed-income security is that, like a money market instrument, it begins life as a loan of some

ments, that promise to make fixed  sort, Fixed-income securities are therefore debt obligations. They are typically issued by
payments according to a preset corporations and governments. Unlike money market instruments, fixed-income securities
schedule. have lives that exceed 12 months at the time they are issued.

The words “note” and “bond” are generic terms for fixed-income securities, but “fixed
income” is more accurate. This term is being used more frequently as securities are increas-
ingly being created that don’t fit within traditional note or bond frameworks but are nonethe-
less fixed-income securities.

EXAMPLES OF FIXED-INCOME SECURITIES To give one particularly simple example
of a fixed-income security, near the end of every month, the U.S. Treasury sells between
$25 billion and $35 hillion of two-year notes to the public. If you buy a two-year note when
it is issued, you will receive a check every six months for two years for a fixed amount,
called the bond’s coupon, and in two years you will receive the face amount on the note.
Suppose you buy $1 million in face amount of a 4 percent, two-year note. The 4 percent

is called the coupon rate, and it tells you that you will receive 4 percent of the $1 million
face value each year, or $40,000, in two $20,000 semiannual “coupon” payments. In two
years, in addition to your final $20,000 coupon payment, you will receive the $1 million face
value. The price you would pay for this note depends on market conditions. U.S. government
security prices are discussed in detail in a later chapter.

current yield You must be careful not to confuse the coupon rate with current yield. The current yield

Annual coupon divided by the is the annual coupon divided by the current bond price. For most bonds, the coupon rate

current bond price. never changes. But the current yield fluctuates with the price of the bond.

m A “Note-Worthy” Investment?

Suppose you buy $100,000 in face amount of a just-issued five-year U.S. Treasury note.
If the coupon rate is 5 percent, what will you receive over the next five years if you
hold on to your investment?

You will receive 5 percent of $100,000, or $5,000, per year, paid in two semiannual
coupons of $2,500. In five years, in addition to the final $2,500 coupon payment, you
will receive the $100,000 face amount.
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WORK THE WEB

Corporate bond quotes have become more available with We went there and looked for bonds issued by 3M Co.

the rise of the Internet. One site where you can find cur- (MMM), long known as Minnesota Mining and Manufac-
rent corporate bond prices is www.nasdbondinfo.com. turing Company. Here is a look at one of these bonds:
Issue: MMM.GB MINNESOTA MINING AND MANUFACTURING COMPANY Time and Sales  Descriptive Data
6.375 02115/2028
In Rating =~ = 02— L) Bt Seile-c e R Most Recent -
Portfolio Moody's/S&P/Fitch Date Price Yield Date Price Yield
I | Aat AL 07130/2007 109.014 5629 0713002007 109.04 5.629

The bond has a coupon rate of 6.375 percent and matures Then, by clicking on the “Descriptive Data” link for this
on February 15, 2028. The last sale price of this bond was bond, we obtained this detailed information for the
109.014, which gives a yield to maturity of 5.629 percent. bond:

Detailed Bond Information Call Schedule
Symbol: MMM.GB Call Date Call Price
Issue: MMM 6.375 02/15/28 0211512007 100.00
Cusip: 604059AE5 0211512008 100.00
Bond Type: Debenture 02/15/2009 100.00
Moody's/S&P/Fitch Rating Aa1/AA/ 021512010 100.00
Payment Frequency: Semiannually 021152011 100.00
Industry: Manufacturing 02/15/2012 100.00
Industry Subsector: Conglomerate/Diversified Mfg 02/15/2013 100.00
Coupon Type: Fixed:Plain Vanilla Fixed Coupan 0215/2014 100.00
Callable: N 021512015 100.00
Other Features: 02/15/2016 100.00
Composite Trade Information
Last Sale Most Recent Cr:;:ltge
Date Price  Yield High Price Low Price High Yield Low Yield Date Price  Yield Price
07/30/2007  109.014 5629 109.014 106.547 5.629 5.824 07/30/2007  109.014 5629 3491

Not only does the site provide the most recent price callable. The credit rating for this bond is Aal from
and yield information, but we also find out that the Moody’s and AA from Standard & Poor’s.
fixed coupon rate is paid semiannually, and the bond is

To give aslightly different example, suppose you take out a 48-month car loan. Under the
terms of the loan, you promise to make 48 payments of $400 per month. It may not look like
it to you, but in taking out this loan, you have issued a fixed-income security to your bank. In

Check out bond basics fact, your bank may turn around and sell your car loan (perhaps bundled with a large number
"‘I’[‘]";"(‘)’I:Z‘;ecs;'n':g of other loans) to an investor. Actually, car loans are not sold all that often, but there is a very

active market in student loans, which are routinely bought and sold in huge quantities.

FIXED-INCOME PRICE QUOTES Corporate bond dealers now report trade information
through what is known as the Trade Reporting and Compliance Engine (TRACE). As this is
To learn more about written, daily transaction prices are reported on thousands of bonds. A nearby Work the Web

WLRVAV‘;iEr;r‘"s“r box shows you how to get data from TRACE.
and Sel'ect?;/’ng As shown in Figure 3.1, The Wall Street Journal provides an online daily snapshot of

the data from TRACE by reporting information on the most active investment-grade bonds.
Information for the most active high-yield bonds and convertible bonds is available, too.
Most of the information is self-explanatory.
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FIGURE 3.1

Market Breadth
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Investment About This information:
Alllssues = = High¥ield Convertibles  gng ofnay data. Activity as reported to NASD
TRACE (Trade Reporting and Compliance Enging).
Tatalissues iTaded A0 087 oy it The Market breadth information represents activity in
Advances 1,743 1,273 408 81 all TRACE eligible publicty traded securities. The most
Declines 1841 1109 572 160 active information reprezent the most active fixed-
. coupon bonds (ranked by par value traded). Inclusion
Unchanged 18 43 88 T in Investment Grade or High Yisld tables based on
52 Week High 53 48 5 1 TRACE dizzemination criteria. "C” indicates vield i
52 Week Low 439 78 187 46 unavailable because of issue’s call criteria.
Dollar Volume * 16493 8483 5,505 2,505 = Parvalue in millions.
Most Active Investment Grade Bonds
: Rating
lsguer Name Symbol Coupon Maturity Moody's/S&P/ High Low Last Change Yield%
Fitch

VALE OVERSEAS RID.GP 8.875% Mov 2036 PBaa3d/BBEB/BBB- 101.423 95003 93548 3.1 6.991
LEHMAN BROTHERS HLDS LEHHEC 6000% Jul2012 Afl—l— 104976 99797 100.524 -0.260 5.875
SBC COMM SBC.ID £.250% Mar 2011 AR 102750 101.914 102132 1.007 5.587
GOLDMAN SACHS GP GSWL 5.625% Jan 2017 AA G7615 94141 0469 -0.78% §.382
EMBARC CORP EQ.GB 7.082% Jun2016 Baad/BBB-/BBB- 100.366 99.240 55745 -1.383 119
TELECOM MALIA CAPTAL T.GQ §.200% Jul2011 BaaZ/BBB+BBB+ 101.36%9 101.011 101245 0.330 5841
MOTOROLA NOT.GOD 4808% MNov2007 BaallA-/BEB= 93606 99543 09695 -0.022 5720
LEHMAN BROTHERS HLDS PLC LEHHEP  &6.500%  Jul2017 A2 100.502 97177 100.000 2.043 6.49%
DEWVON FINANCING DVN.GK 6.875% Sep2011 Bas2/BBB/BBB 105356 101.480 101480 -3702 6.450
MORGAMN STANLEY MWD.QP  4750% Apr2014 Alish 04477 90527 92780 0209 §.084

Source: www.wsj.com, August 2, 2007. Reprinted by permission of The Wall Street Journal. © Dow Jones & Company, Inc. All Rights
Reserved Worldwide.

Corporate Bond Quotes

In Figure 3.1, which bond has the longest maturity? Assuming a face value of $1,000
each, how much would you have to pay for 100 of these bonds? Verify that the
reported current yield is correct.

The bond with the longest maturity is the Vale Overseas bond with a 6.875% coupon.
It matures in November 2036. Based on the reported closing price, the price you would
pay is 98.548 percent of face value per bond. Assuming a $1,000 face value, this is
$985.48 per bond, or $98,548 for 100 bonds. The current yield is the annual coupon
divided by the price, which, in this case, would be 6.875/98.548 = 6.98 percent.

The potential gains from owning a fixed-income security come in two forms. First, there are
the fixed payments promised and the final payment at maturity. In addition, the prices of most
fixed-income securities rise when interest rates fall, so there is the possibility of a gain from a
favorable movement in rates. An unfavorable change in interest rates will produce a loss.

Another significant risk for many fixed-income securities is the possibility that the issuer
will not make the promised payments. This risk depends on the issuer. It doesn’t exist for
U.S. government bonds, but for many other issuers the possibility is very real. Finally, un-
like most money market instruments, fixed-income securities are often quite illiquid, again
depending on the issuer and the specific type.

3.2a
3.2b

What are the two basic types of interest-bearing assets?

What are the two basic features of a fixed-income security?

CHECK THIS
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3.3 Equities

Equities are probably the most familiar type of security. They come in two forms: common
stock and preferred stock. Of these, common stock is much more important, so we discuss
it first.

COMMON STOCK

Common stock represents ownership in a corporation. If you own 1,000 shares of IBM, for
example, then you own about .0000685 percent of IBM (IBM has roughly 1.46 billion shares
outstanding). It’s really that simple. As a part owner, you are entitled to your pro rata share
of anything paid out by IBM, and you have the right to vote on important matters regarding
IBM. If IBM were to be sold or liquidated, you would receive your share of whatever was
left over after all of IBM’s debts and other obligations (such as wages) were paid.

The potential benefits from owning common stock come primarily in two forms. First,
many companies (but not all) pay cash dividends to their shareholders. However, neither
the timing nor the amount of any dividend is guaranteed. At any time, it can be increased,
decreased, or omitted altogether. Dividends are paid strictly at the discretion of a company’s
board of directors, which is elected by the shareholders.

The second potential benefit from owning stock is that the value of your stock may rise
because share values in general increase or because the future prospects for your particular
company improve (or both). The downside is just the reverse: your shares may lose value if
either the economy or your particular company falters. As we saw back in Chapter 1, both
the potential rewards and the risks from owning common stock have been substantial, par-
ticularly shares of stock in smaller companies.

PREFERRED STOCK

The other type of equity security, preferred stock, differs from common stock in several
important ways. First, the dividend on a preferred share is usually fixed at some amount
and never changed. Further, in the event of liquidation, preferred shares have a particular
face value. The reason that preferred stock (or preference stock, as it is sometimes termed)
is called “preferred” is that a company must pay the fixed dividend on its preferred stock
before any dividends can be paid to common shareholders. In other words, preferred share-
holders must be paid first.

The dividend on a preferred stock can be omitted at the discretion of the board of direc-
tors, so, unlike a debt obligation, there is no legal requirement that the dividend be paid (as
long as the common dividend is also skipped). However, some preferred stock is cumulative,
meaning that any and all skipped dividends must be paid in full (although without interest)
before common shareholders can receive a dividend.

Potential gains from owning preferred stock consist of the promised dividend plus any
gains from price increases. The potential losses are just the reverse: the dividend may be
skipped, and the value of your preferred shares may decline from either marketwide decreases
in value or diminished prospects for your particular company’s future business (or both).

Preferred stock issues are not rare, but they are much less frequently encountered than
common stock issues. Most preferred stock is issued by large companies, particularly banks
and public utilities.

In many ways, preferred stock resembles a fixed-income security; in fact, it is sometimes
classified that way. In particular, preferred stocks usually have a fixed payment and a fixed lig-
uidation value (but no fixed maturity date). The main difference is that preferred stock is not a
debt obligation. Also, for accounting and tax purposes, preferred stock is treated as equity.

Having said this, preferred stock is a good example of why it is sometimes difficult to
neatly and precisely classify every security type. To further complicate matters, some pre-
ferred stock issues have dividends that are not fixed. So it seems clear that these securities
are not fixed-income securities. However, some bond issues make no fixed payments and
allow the issuer to skip payments under certain circumstances. As we mentioned earlier,
these are examples of hybrid securities.
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FIGURE 3.2

To give a more difficult example, consider a convertible bond. Such a bond is an ordinary
bond in every way except that it can be exchanged for a fixed number of shares of stock
anytime at the bondholder’s discretion. Whether this is really a debt or equity instrument is
difficult (or even impossible) to say.

COMMON STOCK PRICE QUOTES

Unlike fixed-income securities, the price quotes on common and preferred stock are fairly
uniform. Part of the common stock page found at www.wsj.com can be seen in Figure 3.2.
Locate the entry for the Boeing Company (BA).

In the first column, you see a green arrow pointed upward. This arrow is a trend indicator that
says the average price for Boeing stock over the past 20 days is higher than the average price for
Boeing stock over the past 50 days. In addition, the average price for Boeing stock over the past
50 days is greater than the average price for Boeing stock over the past 100 days. We have much
more to say about technical indicators, including trend indicators, in a later chapter.

The second and third columns contain the company name and its ticker symbol. The next
piece of information, Volume, is the actual number of shares traded for the day: 6,196,160.
Because investors usually trade stock in multiples of 100 shares, called “round lots,” some-
times you will see volume figures reported in multiples of hundreds. For example, if you
wanted to report Boeing’s volume in round lots, you would report volume as 61,962.

The next three columns contain Boeing’s share price at the close of trading, the share
price change (“Chg”) measured in dollars, and the percent change from the previous day’s
closing price (“% Chg”). You can see that Boeing shares closed at $104.53, which is $1.10
higher than the previous day. In percent change terms, you can verify that the closing price

Most Widely Held: Closing Table

Wednesday, August (1, 2007

Trend  Company
4k AT&TInc
v Abbott Labs
A Alcoa Inc
4 Altria Group Inc
4k . American Express
v Amer Int'l Group
v Amgen Inc
A Apple Inc
'y Applied Materials
v Bank of America
4 Bank of NY Mellon
A Boeing Co
v . Boston Scientific
L1 Bristol-Myers
'y CBSCorpB
4 CVS Caremark
. Carnival Corp
. Chevron Corp

v
'y
A Cisco Systems
v Citigroup Inc
F'S

Coca-ColaCo

Alphabetical listing of stocks with the largest institutional ownership based on the most recent Form 13-F SEC filings.
Stocks' trends based on a comparison of three moving averages (20-day, 50-day and 100-day), as supplied by www.Investorsintelligence.com, based on the Dow Jones
Wilshire 5000 universe. Bullish (4} Shorter-term maoving averages hold above longer-term (20-day=50-day=100-day). Bearish (¥) Shorter-term moving averages have
crossed below longer-term (20-day=50-day=100-day). No trend (4») No trend symbol means the company is not in the DJ Wilshire 5000 universe
DAILY 52 WEEK
YTD
Symbol Volume Close Cha % cha High Low % Chag
T 355619,979 54023 107 125 $41.92 $20.82 N6
. ABT . 7,954,654 50.95 026 L8 59.50 4541 2.1
. AA . 25,446 464 3785 -0.08 26.5 4877 26.39 28.0
. MO . 13,040,723 66.58 o1 34 72.20 56.32 109
. AXP . 10,718,649 5963 1.09 . 17 65.89 51.19 152
. AlG . 38422 947 6457 039 -9 7297 58.24 i
. AMGH . 27 142 474 5209 -1.65 =237 77.00 50.30 -26.4
. AAPL . 61,263,300 135.00 324 581 148.92 . 62.58 281
AMAT 41,283 963 2245 o4 b 22.50 15.06 440
BAC 48 211,553 4763 0.21 -10.8 55.08 46.89 23
BK 12,936,477 41.96 -0.59 0.8 46.93 3519 17.8
. BA . 6,196,160 10453 ¥1a T 107.83 . 7213 330
. BSX . 22302610 1398 004 | 232 18.69 12.96 -25.1
. BMY . 12,070,394 2867 0.26 8.9 3235 20.08 21.0
. CcBS . 6,377,433 arey 0.25 . 25 3575 2553 17.8
. CVs . 12,909,287 3554 035 150 39.44 . 27.09 F
. cCcL . 5643024 4430 049 . 87 5273 36.69 16.3
. CVX . 21,436,036 anAT -0.09 1H8 95.00 60.72 281
. CsCo . 58195321 2877 086 8.4 30.39 17.10 70.3
. E . 58,093,611 46.85 0.28 -15.9 57.00 . 4583 =38
KO 12,337,403 6T 118 104 54.49 43.48 202

Source: www.wsj.com, August 1, 2007. Reprinted by permission of The Wall Street Journal. © Dow Jones & Company Inc. All Rights

Reserved Worldwide.
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WORK THE WEB

Throughout this chapter, we have looked at information particularly in fast-moving markets. Using an Internet
available online at www.wsj.com. One problem is that server, such as Yahoo!, let's get some intraday prices.

prices reported are sometimes from the previous day. Here, as in Chapter 1, we entered a ticker symbol (“HPQ"
Before you trade, you’ll want more up-to-date prices, for Hewlett-Packard Co.).
HPQ » Symbol Lookup « Finance Search
Hewlett-Packard Co. (HPQ) At 12:480m £7; 48.05 +1.32 (2.82%)
Most of the information here is self-explanatory. The ab- see in the print version of The Wall Street Journal. We'll
breviation “Market Cap” is short for “market capitaliza- discuss other unfamiliar terms, such as “Bid” and “Ask,”
tion,” which is the total value of all outstanding shares. a little later in the book. For now, a good exercise is to

Notice, on this particular day, HPQ was up 2.82 percent, select a detailed quote yourself and find out what infor-
compared to the $46.73 (“Prev Close”) that you would mation is in the links below the stock quote.

HEWLETT PACKARD CO [NYSE:HPQ) Edit]
Last Trade 48.05 Day's Range: 47.05-4842 Mew! Try our new Charls in Beta

HPQ 2-Aug 12 :dopm (ChYatoo!
T T T T T

Trade Time: 12:48PM ET 52wk Range:  34.15-49.09 o
Change: +1.32 (2.82%) WVolume: §.896.700 43,0 :V‘/_/J\ -

Prev Close: 46.73 Avg Vol (3m)- 14115300 e

Open: 47.05 Market Cap:  125.34B 22:2 ]
Bid: N/A PIE (em): 2094 » ;’a";_m ﬁﬁmﬁ ;fp;i m‘*:z
Ask: MIA EPS (ttm): 2.30

1y Target Est: 52 04 Div & Yield: 0.32 {0.70%) Annual Repert for HPQ
MEW Add Quotes to Your Web Site A Add HEQ to Portfolio 4 Set Alert # Download Data

Quotes delayed, except where indicated otherwise. For conzelidated real-time quotes (including real-time pre/post market
data}, =ign up for a free trial of Realtime Quotes.

As noted, the free quotes available at finance.yahoo.com These days, you can also see “real-time” quotes. After a free
during the day are generally delayed by 20 minutes or so. trial period, however, you must pay for this information.

is 1.06 percent higher than the previous closing price. The closing price is the last price at
which a trade occurred before regular trading hours ended at 4:00 p.m. EST.

The last three numbers (labeled “52 WEEK High,” “Low,” and “% Chg”) are the highest
and lowest price per share that the stock has sold for over the past 52 weeks. Thus, Boeing’s
stock sold for as high as $107.83 per share and as low as $72.13 per share. Based on its share
price 52 weeks ago, Boeing shares have increased by 33.0 percent.

You can also get preferred stock quotes at www.wsj.com. They appear in a separate
section with a relatively simple format. Of course, the information contained in The Wall
Street Journal and at www.wsj.com can be obtained online in many other places, too. The
nearby Work the Web box describes one way.

To interpret this information, you will need to know the company’s ticker symbol. The
ticker symbol is a unique combination of letters assigned to each company. Hewlett-Packard’s
ticker symbol, for example, is HPQ.

Stock price information is also available all day long on television and on the Web.
Our nearby Investment Updates box explains how to interpret a very common sight
on television, the on-air ticker. As explained there, once you understand the display,
you can actually create your own ticker to track the investments that interest you the
most.

Some investors want a list of companies that pay dividends. A sample of such a list from
www.wsj.com appears in Figure 3.3. Notice that much of the information is similar to the
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INVESTMENT UPDATES

THE TALE OF THE TAPE

The on-air “ticker tape” is a familiar sight on television,
particularly on financially oriented shows and networks.
The most widely watched such channel is CNBC. All day
long, at the bottom of the screen, two rolls of informa-
tion scroll by.

On CNBC, the upper band shows trading on the New
York Stock Exchange, and the lower band shows trading
on the NASDAQ Stock Market. A lot of other information
(too much, in fact, for us to cover here) will also scroll by.

To learn more, go to moneycentral.msn.com and scroll
down to “Open MSN Money Streaming Ticker.” Follow
the installation instructions, and you will be able to cre-
ate your own desktop ticker that you can display on your
computer screen. A personalized ticker allows you to
track just the stocks that interest you the most. We cre-
ated our own ticker:

CAT 7373 ¥ (.34 BA 105.86 & 1.33

o0 v |

0 Inkernet

If you click on “custom,” you can add your own list
of stock symbols. You can make this ticker run forward
or backward, and you can even pause it. If you see an
interesting news headline flash by, you can click on it and
read the pop-up window. Many other free stock tickers
are available online. (We Googled “free stock ticker” and
got about 26,000 results.)

The display is called a “ticker” because, at one time, it
was printed on a thin strip of “ticker tape” (paper) by a
“ticker” machine (so named because of the sound it made

while printing). In fact, the reason for ticker symbols in
the first place was to make information quicker and eas-
ier to print. Perhaps you have seen old film footage of a
“ticker tape parade” in New York. The paper that rains
down on the celebrities and dignitaries is ticker tape.

Ticker machines date to an era before television (if
you can imagine such a time). The first one was intro-
duced in 1867 and was later improved upon by none
other than Thomas Edison. To learn more, visit the Web
site www.stocktickercompany.com.

Stock Scan: Dividend Stocks

TOP-YIELDING STOCKS

GO TO: WAYS TO INVEST FOR DIVIDENDS: Stocks Viith Fastest Dividend Growth | High-Yielding Mutual Funds | ETFs

Friday, August 17, 2007 Find Historical Data |D | WHATS THIS?

Stocks with the highest dividend yields in the day's best performing L.8. seclors, ranked by dividend yield.

DAILY 52-WEEK RANGE
Div Div Mkt % Y70 % PEE
amt %yld  IndexiCore stock symbol  capt Close Chg Chg % chg Low Close (@) High chg ratio
- 1.43  Basic Resources = . | 275039 9754 3.68 6.5 213859 ESENNN 347982 143

$2.24 6.94 | Alliance Rsrc Prin ARLP $1.170 §32.26 1.08 48 6.5 §30.12 I $45.50 -151 G
1.06 443 | AllianceHidgGP LP = AHGP 1,433 2384 0.45 1.92 :1 2 1841 IR 3373 104 16
032 440 Friedman Indus FRD 52 7.81 036 | 483 3550 7.06 I 12.89 | 140 8
0.80 4.08 Olin Corp OLN 1429 19.60 019 0.98 :E 6 1422 IR 2271 7.8 10
1.28 3.87 | Compass Minerals CMP 1,058 3310 on 219 4.9 2590 RSN 36.79 226 2
1.60 3.76 | Pope Resources POPEZ 199 4250 142 3.46 :3 8 30.50 NN 50.01 354 9
240 3.69 Weyerhaeuser Co wy 14,034 65.00 203 322 -8.0 56.95 NN 87.09 124 "
0.68 3.2¢ | Worthington Indus =~ WOR 1,764 20.70 0.20 0.98 I1E.8 1641 N 2340 0.4 16
0.20 313 | Empire Resources ERS 62 6.40 819 3.06 -41.5 554 | 16.90 -47.8 9
1.00 3.02 | Int'l Paper Co P 14,404 33.07 078 232 -3.0 31.05 I 4157 -51 5

Source: www.wsj.com, August 20, 2007. Reprinted by permission of The Wall Street Journal. © 2007 Dow Jones & Company, Inc.

All Rights Reserved Worldwide.
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MENT UPDATES

REBALANCING YOUR PORTFOLIO

A year of major shifts in the world’s financial markets
is forcing investment advisers to overhaul some of their
basic advice on asset allocation.

As a result, this fall as individual investors gear up for
the ritual end-of-year reassessment and rebalancing of
their portfolios, they might find they need to make big-
ger changes than in the past.

For instance, the longstanding 60%-in-stocks-and-
40%-in-bonds rule for a medium-risk Baby Boomer
portfolio is being tossed out the window at some firms.
Instead, financial planners say, they are increasingly ad-
vising clients to test the waters of foreign investments,
especially in Europe and Japan, as well as alternative in-
vestments such as hedge funds.

Portfolios that haven’t been rebalanced this year
most likely drifted toward U.S. real-estate related hold-
ings, intermediate-term bonds, value stocks and small-
capitalization stocks, all of which should be reined in,
advisers say.

The shifting advice is the result of a range of the some-
times surprising changes in the investing landscape over
the past year to 18 months. The federal-funds target rate
has climbed to 4% from its nearly half-century low of
1% as recently as mid-2004, guiding short-term interest
rates higher. That steady climb in itself is rapidly turning
investors off debt investments, especially the riskiest so-
called junk bonds, and instead increasing the appeal of
cash-like investments such as money-market funds.

At the same time, the dollar has staged an unexpected
surge. U.S. stocks, meanwhile, have been relatively flat
this year, which has sent investors looking for better re-
turns abroad.

Complicating matters: Energy prices remain high, an
immediate concern that throws a wrench into investment
planning because it is still unclear what the longer-term
impact will be on the economy and the stock market.
And real-estate prices have showed signs of softening in
the past few months, perhaps signaling that the decade-
long real-estate boom is cooling off. As a result, some

once-popular real-estate investment trust stocks are now
increasingly viewed as having topped out and run their
course in recent months.

All this upheaval signals what some financial advis-
ers believe is a turning point for investors. Namely, the
changed landscape means people might need to make
more than the usual small tune-up this year and possi-
bly further down the road. “I think we’re about to enter
a multi-year shift,” says David Darst, chief investment
strategist at Morgan Stanley’s individual investor group.
“People should question how much their portfolios are
returning,” in a market in transition.

Investors need to be cautious about rebalancing. It is
generally unwise to make significant changes to an invest-
ment strategy based on short-term market movements.
And the current environment of relatively low returns
across the board means it is crucial to minimize transac-
tion costs and taxes, for example, taxes on capital-gains
distributions from mutual funds at year-end.

One way to limit costs like these is to start rebalanc-
ing with a 401 (k) or other tax-deferred account, and use
new money, like individual retirement account contribu-
tions, stock dividends and bond interest payments, to ad-
just existing holdings. Rebalancing now could also mean
selling off stocks at a loss to offset gains, reducing year-
end taxes in the process.

Interviews with 21 strategists nationwide indicated
that there are a number of adjustments that investors
should consider. Here is their advice on where the smart
money may be headed.

Stocks

Many strategists now favor high-quality stocks over the
lower-quality names that have led the market in recent
years. Low-quality stocks are often smaller companies
with substantial debt—but today, many have lofty stock
valuations because investors were willing to make ag-
gressive bets on them during the earlier stages of the

information in Figure 3.2. However, you can find some additional information on dividends,
dividend yields, and price-earnings ratios.

You can see that this list is for a group of stocks in the “Basic Resources Sector.” Locate
the entry for Weyerhaeuser Company (WY). Weyerhaeuser Company is classified in the
“Basic Resources Sector” because Weyerhaeuser grows and harvests timber and then manu-
factures and distributes a wide range of lumber and paper products.

The first two columns in Figure 3.3 are the dividend amount and dividend yield, $2.40
and 3.69 percent, respectively, for Weyerhaeuser. Like most dividend-paying companies,
Weyerhaeuser pays dividends on a quarterly basis. The dividend number reported here,
$2.40, is actually four times the most recent quarterly dividend. The dividend yield is this
annualized dividend divided by the closing price.
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bull market. For instance, many advisers recommend
trimming holdings in energy and utilities, which are two
lower-quality sectors that have been the S&P 500’s top
performers this year.

Instead, some advisers say that higher-quality sectors
like health care and consumer staples are set to take the
lead. The reason: Rising interest rates, inflation fears,
and other market jitters will make investors look for
surer bets, says Sam Stovall, chief investment strategist
at Standard & Poor’s. High-quality stocks, which normally
command higher valuations, are now trading at a 10%
discount to lower-quality stocks, says Mr. Stovall.

Strategists are especially bullish on health care and
technology—areas that, like the broader market, have
barely budged this year. Health-care companies stand to
benefit from an aging population. And while the cur-
rent wave of high energy prices might cause consumers
to cut back on, say, new clothes or vacations, they will
always spend money on medicine. “It's not a discretion-
ary item,” says Bryan Olson, vice president at Schwab'’s
Center for Investment Research.

Thanks to strong performance in overseas markets,
many investors may find their international-stock alloca-
tion has grown over the past year. Rather than cutting
back, many strategists are raising their recommended
foreign-stock allocations. They see a number of head-
winds facing the U.S. stock market, including slowing
profit growth and high energy prices, and good prospects
for continued growth in emerging markets and Japan.

Bonds and Cash

One message rings loud and clear right now: Anything
but bonds.

Many advisers say the expectation of rising interest
rates and corresponding lower bond prices suggest in-
vestors aren’t being rewarded to take on longer-term
bond risk heading into next year.

That is why advisers are suggesting shorter-term U.S.
bonds for medium-risk investors next year, with more-
conservative investors being led into shorter-term U.S.

municipal bonds. Some planners are calling for a mix
that reduces bond holdings to as little as 15% of hold-
ings, down from the more common 25% to 30% for a
medium-risk and size portfolio. This might include more
Treasury Inflation-Protected Securities, which offer inves-
tors upside with rising inflation.

“Fixed income as a whole is just not that attractive,”
and hasn’t been for a while, says Nic Richard, head of
asset allocation at Citigroup Private Bank.

In the five years ended 2004, cash or short-term fixed
income investments held by U.S. households rose more
than 41% to a record $5.7 trillion, while bond hold-
ings declined, according to a Citigroup Private Bank
investment-outlook bulletin released this month. While
Citigroup cautions against “the risk of risk aversion,”
in the report, the trend mirrors many public companies
hoarding cash these days amid restrained spending.

Cash was once seen as a place-holder: an idle bet that
didn't generate returns but offered security. It is now
being bumped up to 10% of holdings or more, especially
as yields on some money-market accounts close in on the
4.57% yield on a 10-year Treasury note.

Alternative Investments

Alternative investments are taking up an ever-growing
chunk of the pie even in medium-risk portfolios. Both
Morgan Stanley and Citibank recommend 10% to 12%
allocations to hedge funds, with another 4% or 5% de-
voted to private-equity, managed-futures funds and
other, more opaque, items. The figure could ramp up
to as much as 40% of a portfolio for more risk-friendly
clients.

Upping holdings in alternative investments remains a
more likely option for wealthier investors since catego-
ries like hedge funds often require $1 million of invest-
able assets from the get-go.

Source: Diya Gullapalli and Eleanor Laise, The Wall Street Journal,
November 12, 2005. © 2005 Dow Jones & Company, Inc. All Rights
Reserved Worldwide.

The last column contains the price-earnings ratio, or “P/E ratio.” This ratio, as the name
suggests, is equal to the price per share divided by earnings per share. Earnings per share is
calculated as the sum of earnings per share over the last four quarters. We will discuss divi-
dends, dividend yields, and price-earnings ratios in detail in a later chapter.

3.3a What are the two types of equity securities?

3.3b Why is preferred stock sometimes classified as a fixed-income security?

CHECK THIS
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primary asset
Security originally sold by a
business or government to
raise money.

derivative asset

A financial asset that is derived
from an existing traded asset
rather than issued by a business or
government to raise capital. More
generally, any financial asset that
is not a primary asset.

futures contract

An agreement made today
regarding the terms of a trade
that will take place later.

You can download lots of basic
futures information from the
Knowledge Center at
www.cmegroup.com
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3.4 Derivatives

There is a clear distinction between real assets, which are essentially tangible items, and
financial assets, which are pieces of paper describing legal claims. Financial assets can be
further subdivided into primary and derivative assets. A primary asset (sometimes called
a primitive asset) is a security that was originally sold by a business or government to raise
money, and a primary asset represents a claim on the assets of the issuer. Thus, stocks and
bonds are primary financial assets.

In contrast, as the name suggests, a derivative asset is a financial asset that is derived
from an existing primary asset rather than issued by a business or government to raise capi-
tal. As we will see, derivative assets usually represent claims either on other financial assets,
such as shares of stock or even other derivative assets, or on the future price of a real asset
such as gold. Beyond this, it is difficult to give a general definition of the term “derivative
asset” because there are so many different types, and new ones are created almost every day.
On the most basic level, however, any financial asset that is not a primary asset is a deriva-
tive asset.

To give a simple example of a derivative asset, imagine that you and a friend buy 1,000
shares of a dividend-paying stock, perhaps the Weyerhaeuser stock we discussed. You each
put up half the money, and you agree to sell your stock in one year. Furthermore, the two
of you agree that you will get all the dividends paid while your friend gets all the gains or
absorbs all the losses on the 1,000 shares.

This simple arrangement takes a primary asset, shares of Weyerhaeuser stock, and creates
two derivative assets, the dividend-only shares that you hold and the no-dividend shares held
by your friend. Derivative assets such as these actually exist, and there are many variations
on this basic theme.

Two types of derivative assets, futures and options, are particularly important. Many
other types exist, but they can usually be built up from these two basic types, possibly by
combining them with other primary assets. Futures are the simpler of the two, so we discuss
them first.

FUTURES CONTRACTS

In many ways, a futures contract is the simplest of all financial assets. A futures contract
is just an agreement made today regarding the terms of a trade that will take place later. For
example, suppose you know that you will want to buy 100 ounces of gold in six months.
One thing you could do is to strike a deal today with a seller in which you promise to pay,
say, $400 per ounce in six months for the 100 ounces of gold. In other words, you and the
seller agree that six months from now, you will exchange $40,000 for 100 ounces of gold.
The agreement that you have created is a futures contract.

With your futures contract, you have locked in the price of gold six months from now.
Suppose that gold is actually selling for $450 per ounce in six months. If this occurs, then
you benefit from having entered into the futures contract because you have to pay only
$400 per ounce. However, if gold is selling for $350, you lose because you are forced to pay
$400 per ounce. Thus, a futures contract is essentially a bet on the future price of whatever
is being bought or sold. Notice that with your futures contract, no money changes hands
today.

After entering into the futures contract, what happens if you change your mind in, say,
four months, and you want out of the contract? The answer is that you can sell your contract
to someone else. You would generally have a gain or a loss when you sell. The contract still
has two months to run. If market participants generally believe that gold will be worth more
than $400 when the contract matures in two months, then your contract is valuable, and you
would have a gain if you sold it. If, on the other hand, market participants think gold will not
be worth $400, then you would have a loss on the contract if you sold it because you would
have to pay someone else to take it off your hands.

Futures contracts are traded all over the world on many types of assets, and futures con-
tracts can be traced back to ancient civilizations. As we discuss in detail in a later chapter,
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FIGURE 3.4

there are two broad categories of futures contracts: financial futures and commodity futures.
The difference is that, with financial futures, the underlying asset is intangible, usually
stocks, bonds, currencies, or money market instruments. With commodity futures, the un-
derlying asset is a real asset, typically either an agricultural product (such as cattle or wheat)
or a natural resource product (such as gold or oil).

FUTURES PRICE QUOTES

An important feature of traded futures contracts is that they are standardized, meaning that
one contract calls for the purchase of a specific quantity of the underlying asset. Further,
the contract specifies in detail what the underlying asset is and where it is to be delivered.
For example, with a wheat contract, one contract specifies that 5,000 bushels of a particular
type of wheat will be delivered at one of a few approved locations on a particular date in
exchange for the agreed-upon futures price.

In Figure 3.4, futures price quotations for U.S. Treasury bonds (or “T-bonds” for short)
are seen as they appear online at www.wsj.com. A nearby Work the Web contains links for
futures price quotes. Looking at Figure 3.4, we see these are quotes for delivery of T-bonds
with a total par, or face, value of $100,000. The letters CBT indicate to us where this contract
is traded; in this case, it is the Chicago Board of Trade.

The first column in Figure 3.4 tells us the delivery date for the bond specified by the con-
tract. For example, the “Sep 07” indicates that the first contract listed is for T-bond delivery in
September 2007. The second is for delivery in December 2007. Following the delivery month,
we have a series of prices. In order, we have the open price, the high price, the low price, and
the settle price. The open price is the price at the start of the trading day, the high and low are
highest and lowest prices for the day, and the settle is a price reflecting the trades at the end of
the day. The “Chg” is the change in the settle price from the previous trading day.

The columns labeled “LIFETIME High” and “LIFETIME Low” refer to the highest and
lowest prices over the life of this contract. Finally, the “Open Int” tells us how many con-
tracts are currently outstanding.

To get a better idea of how futures contracts work, suppose you buy one September
contract at the settle price. What you have done is agree to buy T-bonds with a total par
value of $100,000 in September at a price of 110-02 per $100 of par value, where the
“02” represents 2. Thus, 110-02 can also be written as 110 %32, which represents a price of

Interest Rate Futures |index | Agricultural | Currency | Metals & Petroleum

Wednesday, August 01, 2007 Find Historical Data |E | VWHAT'S THIS?

KEY TO EXCHANGES: CBT: Chicago Board of Trade; CME: Chicago Mercantile Exchanage; CMX: Comex; DME: Dubai Mercantile Exchange;ENXT:
Euronext liffe; EUREX: EUREX; ICE: IntercontinentalExchange; KC: Kansas City Board of Trade; ME: Mantreal Exchange; MPLS: Minneapolis Grain
Exchange, NYBOT: New Yark Board of Trade; MYM: Mew York Mercantile Exchange, or Nymex, SGX-DT: Singapore Exchange Derivatives Trading Ltd

Treasury Bonds (CBT)-$100,000; pts 32nds of 100%

LIFETINME
Open High Low Seftle Chg High (h ¥F) Low Open Int
Sep 07 110-11 110-25 109-26 110-02 114-08 104-16 998,171 ‘
Dec 07 110-12 110-21 109-24 109-31 114-17 104-18 7624 |
Mar 08 110-15 110-15 110-15 109-30 113-15 105-03 495 |
Jun 08 110-08 110-08 110-08 109-30 112-26 105-30 B |
Sep 08 110-00 110-00 110-00 109-30 110-00 108-31 10 |

E=t vol 601, 483; vol Tue 814,482; open int, 1,008,308, +1, 320

Sources: Reuters; WSJ Market Data Group

Source: www.wsj.com, August 1, 2007. Reprinted by permission of The Wall Street Journal. © 2007 Dow Jones & Company, Inc.
All Rights Reserved Worldwide.
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WORK THE WEB

Futures price quotes have also become more available
with the rise of the Internet. Sites where you can find
futures price quotes currently include www.cbot.com,
www.cme.com, and www.nymex.com.

At the Chicago Board of Trade (CBOT), futures con-
tracts for grains (e.g., corn, wheat, soybeans), interest

rates (U.S. Treasury notes and bonds, German bonds),
and Dow Jones Index Futures are listed. Each futures
contract has some unique aspects. For example, here
isa sample soybean futures screen from the CBOT's
Web site.

Soybeans Comp. - cbot

Data retrisved at Aug 02 17:36:27 GMT * Allquotss ars in Gresnwich Mean Time * Data provided by £Signal

Contract Month 3 High Low Volume Openint Exchange
FAME | SOYBEANS Aug'07| B354 9'G| 827'0| 835'4| B26'6 4441 7405 CBT| 08/02/07| 171757
Pl SOYBEAMS Sep 07| B842'0 9'4| B320| 8444 8320 5882 29758 CBT| 08/02/07| 17:25:45
AME | SOYBEANS Mov'0T| 8582 @'4| B5712| B8606| 8494 30824 307529 CBT| 08/02/07| 17:26:25

Locate the line that starts with Nov ‘07. This is a very
active futures contract that calls for November delivery
of 5,000 bushels of soybeans. Note that these quotes are
obtained at the end of the day’s trading. By convention,
soybean prices are still quoted in cents and eighths of
a cent even though the minimum price change is one-
fourth cent, or two-eighths of a cent. Under the “Last”
column, you can see an entry of 8582, which is 858 and
2/8 cents, or $8.58"4. The daily low was 849’4, which is
849 and 4/8 cents, or $8.49%.

At the Chicago Mercantile Exchange (CME), trading
exists in a wide variety of markets including agricultural
futures (live cattle, feeder cattle, lean hogs, frozen pork
bellies), foreign exchange rate futures, S&P 500 futures,
and interest rate futures (LIBOR, Eurodollar).

At the New York Mercantile Exchange (NYMEX),
futures contracts for metals (copper, silver, gold, platinum)

and energy (crude oil, heating oil, unleaded gasoline)
are traded. A complete list of all the contracts traded at
each commodity exchange can be found at the respective
exchange’s Web site.

Understanding futures markets, their use, and their
quoting conventions takes a great deal of study. Your
school might even offer a course where you can study
futures markets in depth.

As this is written, the CBOT and the CME have agreed
to merge their enterprises. This merger will create an
extensive, diverse, and competitive global derivatives
exchange. The combined company will be named CME
Group Inc.,, a CME/Chicago Board of Trade Company.
Corporate headquarters of the combined organization
will remain in Chicago. Also, CME Group is exploring the
purchase of NYMEX.

$110,062.50 per $100,000 face value. No money changes hands today. However, if you take
no further action, when September rolls around your T-bonds will be delivered, and you
must pay for them at that time.

Actually, most futures contracts don’t result in delivery. Most buyers and sellers close out
their contracts before the delivery date. To close out a contract, you take the opposite side.
For example, suppose that with your one T-bond contract, you later decide you no longer
wish to be in it. To get out, you simply sell one contract, thereby canceling your position.

GAINS AND LOSSES ON FUTURES CONTRACTS

Futures contracts have the potential for enormous gains and losses. To see why, let’s con-
sider again buying T-bond contracts based on the settle prices in Figure 3.4. To make matters
somewhat more interesting, suppose you buy 15 September contracts at the settle price of
110-02 per $100 of par value.

One month later, perhaps because of falling inflation, the futures price of T-bonds for
September delivery rises five dollars to 115-02. This may not seem like a huge increase, but
it generates a substantial profit for you. You have locked in a price of 110-02 per $100 par
value. The price has risen to 115-02, so you make a profit of $5 per $100 of par value,
or $5,000 per $100,000 face value. With 15 contracts, each of which calls for delivery of
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$100,000 in face value of T-bonds, you make a tidy profit of 15 X $5,000 = $75,000.
Of course, if the price had decreased by five dollars, you would have lost $75,000 on your
15-contract position.

It is July. Suppose you purchase five September T-bond contracts at a settle price of
115-22. How much will you pay today? Suppose in one month you close your position
and the September futures price at that time is 110-21. Did you make or lose money?
How much?

When you purchase the five contracts, you pay nothing today because the transac-
tion is for September. However, you have agreed to pay 115-22 per $100 par value. If,
when you close your position in a month, the futures price is 110-21, you have a loss
of 115-22 — 110-21 = 5% per $100 par value, or 5% x 1,000 = $5,031.25 per contract.
Your total loss is thus $5,031.25 X 5 contracts, or $25,156.25 in all (ouch!).

CHECK THIS

option contract

An agreement that gives the owner
the right, but not the obligation,

to buy or sell a specific asset at

a specified price for a set period

of time.

call option

An option that gives the owner the
right, but not the obligation, to buy
an asset.

put option

An option that gives the owner the
right, but not the obligation, to sell
an asset.

option premium
The price you pay to buy an option.

strike price

The price specified in an option
contract at which the underlying
asset can be bought (for a call op-
tion) or sold (for a put option). Also
called the striking price or exercise
price.

3.4a What is a futures contract?
3.4b What are the general types of futures contracts?
3.4c Explain how you make or lose money on a futures contract.

3.5 Option Contracts

An option contract is an agreement that gives the owner the right, but not the obligation, to
buy or sell (depending on the type of option) a specific asset at a specific price for a specific
period of time. The most familiar options are stock options. These are options to buy or sell
shares of stock, and they are the focus of our discussion here. Options are a very flexible in-
vestment tool, and a great deal is known about them. We present some of the most important
concepts here; our detailed coverage begins in a later chapter.

OPTION TERMINOLOGY

Options come in two flavors, calls and puts. The owner of a call option has the right, but not
the obligation, to buy an underlying asset at a fixed price for a specified time. The owner of
a put option has the right, but not the obligation, to sell an underlying asset at a fixed price
for a specified time.

Options occur frequently in everyday life. Suppose, for example, that you are interested
in buying a used car. You and the seller agree that the price will be $3,000. You give the
seller $100 to hold the car for one week, meaning that you have one week to come up with
the $3,000 purchase price, or else you lose your $100.

This agreement is a call option. You paid the seller $100 for the right, but not the obliga-
tion, to buy the car for $3,000. If you change your mind because, for example, you find a
better deal elsewhere, you can just walk away. You’ll lose your $100, but that is the price you
paid for the right, but not the obligation, to buy. The price you pay to purchase an option, the
$100 in this example, is called the option premium.

A few other definitions will be useful. First, the specified price at which the underlying
asset can be bought or sold with an option contract is called the strike price, the striking price,
or the exercise price. Using an option to buy or sell an asset is called exercising the option.

The last trading day for all listed stock options in the United States is the third Friday
of the option’s expiration month (except when Friday falls on a holiday, in which case the
last trading day is the third Thursday). The expiration day for stock options is the Saturday
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immediately following the last trading day. The expiration day is the last day (in the case of
American-style options) or the only day (in the case of European-style options) on which an
option may be exercised.

OPTIONS VERSUS FUTURES

Our discussion thus far illustrates the two crucial differences between an option contract and
a futures contract. The first is that the purchaser of a futures contract is obligated to buy the
underlying asset at the specified price (and the seller of a futures contract is obligated to sell).
The owner of a call option has the right, but not the obligation, to buy.

The second important difference is that when you buy a futures contract you pay no money
at the time of purchase (and you receive none if you sell). However, if you buy an option
contract, you pay the premium at the time of the purchase; if you sell an option contract, you
receive the premium at the time of the sale.

OPTION PRICE QUOTES

Like futures contracts, most option contracts are standardized. One call option contract, for
example, gives the owner the right to buy 100 shares (one round lot) of stock. Similarly, one
put option contract gives the owner the right to sell 100 shares.

Figure 3.5 presents intraday 20-minute delay quotes for call and put options on Hewlett-
Packard common stock. The data is from finance.yahoo.com. To obtain these option quotes,
enter a ticker symbol (here: HPQ), then find and click the option link. At the time these
quotes were obtained, Hewlett-Packard stock was trading at $47.80.

The first column in Figure 3.5 lists strike prices for options with August expiration. More
precisely, these options expire at the close of trading on August 17, 2007. Option data for
other expiration months can be obtained by clicking on other views.

The second column is the unique symbol for each option. For example, the symbol for the
Hewlett-Packard August 47.50 call option is “HPQHW.X.” The “HPQ” stands for Hewlett-
Packard; the “H” represents August (for calls, expiration months correspond to the letters A
through L, so, for calls, the eighth month gets the eighth letter of the alphabet, H); the “W”
refers to the strike (W can be 17.50, 47.50, 77.50, etc.); and the “X” is the symbol Yahoo!
uses for U.S. options. Note that the symbol for the Hewlett-Packard 47.50 put option is
“HPQTW.X.” For puts, expiration months correspond to the letters M through X. So, for
puts, the eighth month gets the twentieth letter of the alphabet, T.

Columns three and four list last sale prices and the change from the previous close. Cur-
rent bid and ask prices appear in the next two columns. The bid price is the price you will
receive if you want to sell an option at the prevailing market price; the ask price is the price
you will pay if you want to buy an option at the prevailing market price. Volume and open
interest numbers appear in the last two columns. Volume is the number of contracts traded
that day. Open interest is the number of contracts outstanding.

Referring to the Hewlett-Packard August 47.50 call options, we see that 2,081 call option
contracts have been traded so far in this trading day, and the last transaction price for this
option was $1.60 per share. Because each listed option contract actually involves 100 shares,
the price per contract was $1.60 X 100 = $160.

The bid and ask prices reflect current market conditions, not the market conditions
that prevailed at the time of the last transaction price. Based on the bid and ask prices,
what price would you pay now for one of these call options? Remember, the ask price is
the price you pay, so you would pay $1.65 per share, or $165 for the contract. If you were
selling, you would sell at the bid price of $1.55 per share, or $155 for the contract.

Suppose you wanted the right to buy 500 shares of Hewlett-Packard for $45 sometime
between now and August 17. What would you buy? Based on the information in Figure 3.5,
how much would you have to pay?

You want the right to buy, so you want to purchase call options. Because each contract
is for 100 shares, and you want the right to buy 500 shares, you need five contracts. The
contract you want would be described as the Hewlett-Packard August 45 call option. From
Figure 3.5, the option premium to buy the contract with a $45 strike and an August expira-
tion is $3.40, so one contract would cost $3.40 X 100 = $340. The cost for five contracts
would therefore be 5 X $340 = $1,700.
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View By Expiration: Aug 07 | Sep 07 | Nov 07 | Jan 08 | Feb 08 | Jan 09 |
Jan 10

CALL OPTIONS Expire at close Fri, Aug 17. 2007

Open
Int

21.50 HPQHY X  18.40 0.00 2030 2050 52 330
30.00 HPQHFX 15590 0.00 1780 18.00 40 535
32.50 HPQHZX 13.40 0.00 1530 1540 a4 G94

Strike  Symbol Last Chg Bid Ask Vol

35.00 HPQHGX 1130 0.00 1280 13.00 21 808
3750 HPQHUX 1070 4190 1030 10.50 2 8313
40.00 HPQHHX 840 4210 790 810 11 3.975
4250 HPQHVX 560 4140 550 560 30 14,282
45.00 HPQHIX 328 4078 330 340 237 15887
4750 HPQHWX 160 +055 155 165 2081 13,988
50.00 HPQHJX 055 4020 050 060 1458 16907
5250 HPQHXX 015 4007 010 020 91 3,844
PUT OPTIONS Expire at close Fri, Aug 17. 2007
Stike Symbol Last Chg Bid Ask Vol Dlﬂf”
2150 HPQTYX 010 000 NA 005 0 194
30.00 HPQTFX  0.05 000 NA 005 0 335
3250 HPQTZX  0.05 0.00 NA 005 5 822
35.00 HPQTGX  0.05 000 NA 005 1 1675
31,50 HPOQTUX  0.03 0.00 NA 005 13 9213
40.00 HPQTHX  0.10 $0.05 NA 005 35 10,744
4250 HPQIV.X  0.08 #027 010 015 212 12412
45.00 HPQTLX 0.35 #045 035 045 56 9,663
47.50 HPQTWX 1.05 $0.85 110 120 233 8783
50.00 HPQTJX 260 #1.30 255 265 479 959
52.50 HPQTXX 450 #190 460 480 9 413

Highlighted cpticns are in-the-money.

Source: finance.yahoo.com, August 2, 2007.

EXAMPLE 3.4 Put Options

Suppose you want the right to sell 200 shares of Hewlett-Packard between now and
August 17 at a price of $50. In light of the information in Figure 3.5, what contract
should you buy? How much will it cost you?

You want the right to sell stock at a fixed price, so you want to buy put options.
Specifically, you want to buy two August 50 put contracts. In Figure 3.5, the ask pre-
mium for this contract is given as $2.65. Recalling that this is the premium per share,
one contract will cost you $265, so two contracts would cost $530.

. v,
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GAINS AND LOSSES ON OPTION CONTRACTS

As with futures contracts, option contracts have the potential for large gains and losses. To
examine this, let’s consider our previous example in which you paid $1,700 for five Hewlett-
Packard August 45 call contracts. Suppose you hold on to your contracts until August rolls
around, and they are just about to expire. What are your gains (or losses) if Hewlett-Packard
is selling for $60 per share? $40 per share?

If Hewlett-Packard is selling for $60 per share, you will profit handsomely. You have
the right to buy 500 shares at a price of $45 per share. Because the stock is worth $60, your
options are worth $15 per share, or $7,500 in all. So you invested $1,700 and ended up with
more than 4 times that. Not bad.

If the stock ends up at $40 per share, however, the result is not so pretty. You have the
right to buy the stock for $45 when it is selling for $40, so your call options expire worthless.
You lose the entire $1,700 you originally invested. In fact, if the stock price is anything less
than $45, you lose $1,700.

EXAMPLE 3.5 | e

In Example 3.4, you bought two Hewlett-Packard August 50 put contracts for $530.
Suppose that August arrives, and Hewlett-Packard is selling for $35 per share. How
did you do? What's the break-even stock price, that is, the price at which you just
make enough to cover your $530 cost?

Your put contracts give you the right to sell 200 shares of Hewlett-Packard at
a price of $50 per share. If the stock is worth only $35 per share, your put options
are worth $15 per share, or $3,000 in all. To determine the break-even stock price,
notice that you paid $2.65 per share for the option, so this is what you must make per
share to break even. The break-even stock price is thus $50 — $2.65 = $47.35.

INVESTING IN STOCKS VERSUS OPTIONS

To get a better idea of the potential gains and losses from investing in stocks compared to invest-
ing in options, let’s suppose you have $10,000 to invest. You’re looking at Macron Technology,
which is currently selling for $50 per share. You also notice that a call option with a $50 strike
price and three months to maturity is available. The premium is $4. Macron pays no dividends.

You’re considering investing all $10,000 either in the stock or in the call options. What
is your return from these two investments, if, in three months, Macron is selling for $55 per
share? What about $45 per share?

First, if you buy the stock, your $10,000 will purchase two round lots, meaning 200 shares.
A call contract costs $400 (why?), so you can buy 25 of them. Notice that your 25 contracts
give you the right to buy 2,500 shares at $50 per share.

If, in three months, Macron is selling for $55, your stock will be worth 200 shares X $55 =
$11,000. Your dollar gain will be $11,000 less the $10,000 you invested, or $1,000. Because
you invested $10,000, your return for the three-month period is $1,000/$10,000 = 10%. If
Macron is selling for $45 per share, then you lose $1,000, and your return is —10 percent.

If Macron is selling for $55, your call options are worth $55 — $50 = $5 each, but now
you control 2,500 shares, so your options are worth 2,500 shares X $5 = $12,500 total. You
invested $10,000, so your dollar return is $12,500 — $10,000 = $2,500, and your percentage
return is $2,500/$10,000 = 25%, compared to 10 percent on the stock investment. However,
if Macron is selling for $45 when your options mature, then you lose everything, and your
return is —100 percent.

In our example for Macron Technology, suppose a put option is also available with
a premium of $2.50. Calculate your percentage return for the three-month holding
period if the stock price declines to $47 per share. What is your annualized return?

(continued)
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One put contract costs $250, so you can buy 40 of them. Notice that your 40 con-
tracts give you the right to sell 4,000 shares at $50 per share.

If, in three months, Macron is selling for $47, your put options are worth $50 —
$47 = $3 each. You control 4,000 shares, so your options are worth 4,000 shares X
$3 = $12,000 total. You invested $10,000, so your dollar return is $12,000 — $10,000 =
$2,000, and your percentage return is $2,000/$10,000 = 20%.

To annualize your return, we need to compute the effective annual return, recog-
nizing that there are 4 three-month periods in a year:

1 + EAR = 1.20*
1+ EAR = 2.0736
EAR = 1.0736 = 107.36%

Your annualized return is thus about 107 percent.

CHECK THIS

3.5a What is a call option? A put option?

3.5b If you buy a call option, what do you hope will happen to the underlying
stock? What if you buy a put option?

3.5¢ What are the two key differences between a futures contract and an
option contract?

3.6 Summary and Conclusions

In this chapter we examine the basic types of financial assets. We discuss three broad classes:
interest-bearing assets, equity securities, and derivative assets—futures and options. For
each of the broad classes, we ask three questions. First, what is its basic nature and what
are its distinguishing characteristics? Second, what are the potential gains and losses from
owning it? Third, how are its prices quoted online and in the financial press? We cover many
aspects of these investments. We provide a brief description of these investments broken
down by the chapter’s important concepts.

1. Varioustypes of interest-bearing assets.

A. Each of these major groups can be further subdivided. Interest-bearing assets include
money market instruments and fixed-income securities.

B. Money market instruments generally have the following two properties: (1) they are
essentially 10Us sold by large corporations or governments to borrow money; and
(2) they mature in less than one year from the time they are sold, meaning that the loan
must be repaid within one year.

C. Fixed-income securities are securities that promise to make fixed payments according
to some preset schedule. Another key characteristic of a fixed-income security is that it
begins life as a loan of some sort. That is, fixed-income securities are debt obligations.
Corporations and governments issue fixed-income securities. Unlike money market
instruments, fixed-income securities have lives that exceed 12 months at the time they
are issued.

2. Equity securities.

A. The two major equity types are common stock and preferred stock. Common stock
represents ownership in a corporation. If you own 1,000 shares of General Electric,
then you own a very small percentage of GE’s outstanding shares. Nonetheless, you
are a part-owner of GE. As a part-owner, you are entitled to your pro rata share of
anything paid out by GE, and you have the right to vote on important matters regard-
ing the company.
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B. Preferred stock differs from common stock in several important ways. First, the divi-
dend on a preferred share is usually fixed at some amount and never changed. Second,
if the company liquidates, preferred shares have a particular face value. The reason
preferred stock is called “preferred” is that a company must pay the fixed dividend on
its preferred stock before any dividends can be paid to common shareholders. In other
words, preferred shareholders must be paid first.

3. Futurescontracts.

A. In many ways, a futures contract is the simplest of all financial assets. A futures contract
is just an agreement made today regarding the terms of a trade that will take place later.

B. Asanexample of a futures contract, suppose you know that you will want to buy 100 ounces
of gold in six months. One thing you could do is to strike a deal today with a seller in which
you promise to pay, say, $800 per ounce in six months for the 100 ounces of gold. In other
words, you and the seller agree that six months from now, you will exchange $80,000 for
100 ounces of gold. The agreement that you have created is a futures contract.

4. Option contracts.

A. An option contract is an agreement that gives the owner the right, but not the obliga-
tion, to buy or sell (depending on the type of option) a specific asset at a specific price
for a specific period of time.

B. The most familiar options are stock options. These are options to buy or sell shares
of stock, and they are the focus of our discussion here. Options are a very flexible
investment tool, and a great deal is known about them. We present some of the most
important option concepts in this chapter.

GET REAL

This chapter covered the basics of the four main types of financial assets: stocks,
bonds, futures, and options. In addition to discussing basic features, we alerted you
to some of the risks associated with these instruments. We particularly stressed the
large potential gains and losses possible with derivative assets. How should you, as an
investor or investment manager, put this information to work?

Following up on our previous chapter, you need to execute each of the possible
transaction types suggested by this chapter in a simulated brokerage account. Your
goal is to experience some of the large gains (and losses) to understand them on a
personal level. Try to do at least the following:

. Buy a corporate or government bond.
. Buy agriculture, natural resource, and financial futures contracts.
. Sell agriculture, natural resource, and financial futures contracts.

. Buy put and call option contracts.

uu b W N =

. Sell put and call option contracts

In each case, once you have created the position, be sure to monitor it regularly by
checking prices, trading activity, and relevant news using The Wall Street Journal or
an online information service to understand why it changes in value.

One thing you will discover if you execute these trades is that some of these invest-
ments carry relatively low risk and some carry relatively high risk. Which are which?
Under what circumstances is each of these investments appropriate? We will have
more to say about these investments later, but you'll get a lot more out of our discus-
sion (and have some fun stories to tell) if you already have some personal experience.
As always, it's better to become educated about these things with play money before
you commit real money.
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[ Key Terms }
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[ Chapter Review Problems and Self-Test }

1. Corporate Bond Quotes In Figure 3.1, locate the “SBC Communications” bond that matures
in the year 2011. What is the coupon rate on this issue? Suppose you purchase $100,000 in
face value. How much will this cost? Assuming semiannual payments, what will you receive
in coupon payments?

2. Call Options In Figure 3.5, locate the Hewlett-Packard August 37.50 call option. If you buy
10 contracts, how much will you pay? Suppose that in August, just as the option is about to
expire, Hewlett-Packard is selling for $42.50 per share. What are your options worth? What is your
profit/loss?

Answers to Self-Test Problems

1. Based on Figure 3.1, the SBC Communications bond that matures in 2011 has a 6.25 percent
coupon rate. The price, as a percentage of face value, is 102.132, or 102.132 percent. If you
buy $100,000 in face value, you would thus pay $102,132. You will receive 6.25 percent
of $100,000, or $6,250, in coupon payments every year, paid in two $3,125 semiannual
installments.

2. From Figure 3.5, the September 37.50 call premium is 10.50, or $10.50. Because one contract
involves 100 shares, the cost of a contract is $1,050, and 10 contracts would cost $10,500. In
August, if Hewlett-Packard is selling for $42.50, then you have the right to buy 10 contracts X
100 shares = 1,000 shares at $37.50. Your contracts are thus worth $42.50 — $37.50 =
$5 per share, or $5,000 total. Because they cost you $10,500, your loss is $5,500.
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[ Test Your Investment Quotient }

For the remaining questions and problems, the circled numbersin the margin refer to the
corresponding lear ning objective in this chapter.

1. Money Market Securities Which of the following is not a common characteristic of money
market securities?

a. Sold on a discount basis.
b. Mature in less than one year.
¢. Most important risk is default risk.
d. All of the above are characteristics.
2. Money Market Securities Which of the following money market securities is the most
liquid?
a. U.S. Treasury bills.
b. Bank certificates of deposit.
c. Corporate money market debt.
d. Municipality money market debt.

3. Options A European option can be exercised

a. Only after American options.

b. Anytime up to and including the expiration date.
c. Only on the day before the expiration date.

d. Only on a European exchange.
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@ 4. Fixed-Income Securities Your friend told you she just received her semiannual coupon pay-
ment on a U.S. Treasury note with a $100,000 face value that pays a 6 percent annual coupon.
How much money did she receive from this coupon payment?

a. $3,000
b. $6,000
c. $30,000
d. $60,000

5. Common Stock A corporation with common stock issued to the public pays dividends

a. At the discretion of management, who are elected by the shareholders.

b. At the discretion of shareholders, since they own the corporation.

c. At the discretion of the company’s board of directors, who are elected by shareholders.

d. At the discretion of the company’s board of directors, who are appointed by management.
6. FuturesContracts You buy (go long) five copper futures contracts at 100 cents per pound,

where the contract size is 25,000 pounds. At contract maturity, copper is selling for 102 cents

per pound. What is your profit (+) or loss (—) on the transaction?

a. —$2,500
b. +%$2,500
c. —$25,000

d. +$25,000

@ 7. FuturesContracts You sell (go short) 10 gold futures contracts at $400 per ounce, where the
contract size is 100 ounces. At contract maturity, gold is selling for $410 per ounce. What is
your profit (+) or loss (=) on the transaction?

a. —$1,000
b. +$1,000
c. —$10,000
d. +$10,000

@ 8. Option Contracts You buy 100 CJC call option contracts with a strike price of 95 at a quoted
price of $1. At option expiration, CJC sells for $97. What is your net profit on the transaction?

a. $2,000
b. $5,000
c. $10,000
d. $20,000

@ 9. Option Contracts You buy 100 CJC put option contracts with a strike price of 92 at a quoted
price of $8. At option expiration, CJC sells for $83.80. What is your net profit on the transaction?
a. $200
b. $1,000
c. $2,000
d. $10,000

/\ @ 10. Short Sales Which of the following statements about short selling is true?
CFAe

a. Ashort position may be hedged by writing call options.
\\PR/OBLEMS b. A short position may be hedged by purchasing put options.

C.

d.
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Short sellers may be subject to margin calls if the stock price increases.
Stocks that pay large dividends should be sold short before the ex-dividend date and bought
afterward to take advantage of the large price declines in a short time period.

[ Concept Questions }

1. Money Market Insruments What are the distinguishing features of a money market instrument?
2. Preferred Stock  Why is preferred stock “preferred”?

% 3. WSJ Stock Quotes What is the PE ratio reported for stocks in The Wall Street Journal? In

particular, how is it computed?

4. Yields The current yield on a bond is the coupon rate divided by the price. Thus, it is very
similar to what number reported for common and preferred stocks?

@ @ @ @ 5. Volume Quotations Explain how volume is quoted for stocks, corporate bonds, futures, and
options.
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6. FuturesContracts Changes in what price lead to gains and/or losses in futures contracts?

7. FuturesContracts What is the open interest on a futures contract? What do you think will
usually happen to open interest as maturity approaches?

8. FuturesversusOptions What is the difference between a futures contract and an option
contract? Do the buyer of a futures contract and the buyer of an option contract have the same
rights? What about the seller?

9. Asset Types What is the distinction between a real asset and a financial asset? What are the
two basic types of financial assets, and what does each represent?

10. PutsversusCalls Suppose a share of stock is selling for $100. A put and a call are offered,
both with $100 strike prices and nine months to maturity. Intuitively, which do you think is
more valuable?

{ Questions and Problems }

1. Stock Quotations You found the following stock quote for DRK Enterprises, Inc., at your
favorite Web site. You also find that the stock paid an annual dividend of $0.86, which resulted
in a dividend yield of 1.30 percent. What was the closing price for this stock yesterday? How
many round lots of stock were traded yesterday?

DAILY YTD 52 WEEK
Company Symbol Vol Close Chg %Chg %Chg High Low %Chg
DRK Enterprises DRK 18,649,130 ?? 0.26 —0.39% 8.73% 78.19 51.74 27.4%

2. Stock Quotations In the previous problem, assume the company has 95 million shares of
stock outstanding and a PE ratio of 16. What was net income for the most recent four quarters?

3. Dividend Yields You find a stock selling for $96.40 that has a dividend yield of 2.8 percent.
What was the last quarterly dividend paid?

4. Earningsper Share In the previous problem, if the company has a PE ratio of 21.5, what is
the earnings per share (EPS) for the company?

5. Bonds You purchase 3,000 bonds with a par value of $1,000 for $940 each. The bonds have
a coupon rate of 8.4 percent paid semiannually, and mature in 10 years. How much will you
receive on the next coupon date? How much will you receive when the bonds mature?

6. FuturesProfits The contract size for platinum futures is 50 troy ounces. Suppose you need
700 troy ounces of platinum and the current futures price is $1,530 per ounce. How many
contracts do you need to purchase? How much will you pay for your platinum? What is your
dollar profit if platinum sells for $1,595 a troy ounce when the futures contract expires? What if
the price is $1,493 at expiration?

7. Option Profits You purchase 10 call option contracts with a strike price of $75 and a premium
of $4.05. If the stock price at expiration is $83.61, what is your dollar profit? What if the stock
price is $69.56?

8. Stock Quotations You found the following stock quote for Gigantus Corporation in today’s
newspaper. What was the stock selling for on January 1?

DAILY YTD 52 WEEK
Company Symbol Vol Close Chg %Chg %Chg High Low %Chg
Gigantus GIG 12,805,325 53.87 0.72 1.34% —-2.70% 62.81 4593 17.3%

Usethefollowing bond quote for the next two questions:

Rating
Moody’s/
Company Symbol Coupon Maturity  S&P/Fitch High Low Last

Int’l ISU.GO 6.850% May, 2032 Baa2/BBB/BB- 105.321 102.817 103.453
Systems

Change Yield%
1.650 6.846%
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@ 9. Bond Quotations What is the yield to maturity of the bond? What is the current yield of the
bond?

@ 10. Bond Quotations If you currently own 25 of the bonds, how much will you receive on the
next coupon date?

Intermediate Questions Use the following corn futures quotes for the next three problems:

Corn 5,000 bushels

Open High Low Settle Chg Open Int
Mar 4551 457'0 451’6 452'0 —2'6 597,913
May 467'0 4680 4630 4632 -2'6 137,547
July 4770 4770 472'4 4730 —2'0 153,164
Sep 4750 475'0 471'6 472'2 —-2'0 29,258

@ 11. FuturesQuotations How many of the March contracts are currently open? How many
of these contracts should you sell if you wish to deliver 150,000 bushels of corn in March?
If you actually make delivery, how much will you receive? Assume you locked in the settle
price.

12. FuturesQuotations Suppose you sell 25 of the May corn futures at the high price of the day.
You close your position later when the price is 460°4. Ignoring commission, what is your dollar
profit on this transaction?

13. Using Futures Quotations Suppose you buy 15 of the September corn futures contracts at the
last price of the day. One month from now, the futures price of this contract is 469’2, and you
close out your position. Calculate your dollar profit on this investment.

ONO,

Use the following quotes for JC Penney stock optionsfor the next three problems:

View By Expiration: Jan 08 | Feb 08 | May 08 | Aug 08 | Jan 03 | Jan 10
CALL OPTIONS Expire at close Fri, Aug 15, 2008

Strike Symbol Llast Chg Bid  Ask Vol Dlﬁf”

31.50¢ JCPHE.X 9.60 0.00 9.80 1010 15 25
42.50 JCPHR.X 7.80 0.00 710 740 20 20

45.00 JCPHLX 560 #0.10 600 620 6 5
4750 JCPHWX 500 #0560 500 520 16 10
50.00 JCPHJX  3.80 $090 410 430 17 13
5250 JCPHXX 330 000 330 350 5 5
PUT OPTIONS Expire at close Fri, Aug 15, 2008
Strike Symbol Last  Chg Bid Ask Vol Olﬁf”
3750 JCPTEX 360 000 330 350 75 27
40.00 JCPTHX 460 000 430 450 13 13
4250 JCPTRX 550 000 550 570 17 17
45.00 JCPTIX 670 000 680  T7.00 10 10
47150 JCPTWX 820 000 820 B840 10 10

@ 14. Options Quotations If you wanted to purchase the right to sell 2,000 shares of JC Penney
stock in August 2008 at a strike price of $45 per share, how much would this cost you?

@ 15. Options Quotations Which put contract sells for the lowest price? Which one sells for the
highest price? Explain why these respective options trade at such extreme prices.
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@ 16. Using Options Quotations In Problem 14, suppose JC Penney stock sells for $38.13 per
share immediately before your options’ expiration. What is the rate of return on your invest-
ment? What is your rate of return if the stock sells for $47.85 per share (think about it)? Assume
your holding period for this investment is exactly three months.

@ 17. Options You’ve located the following option quote for Eric-Cartman, Inc. (ECI):

ECI Call Put
Option/Strike Exp. Vol. Last Vol. Last
20.25 10 Sep 29 5.50

20.25 15 Sep 333 7 69 1
20.25 25 Dec 5 2

20.25 30 Sep 76 2 188 8.75
20.25 35 Oct 89 0.50

Two of the premiums shown can’t possibly be correct. Which two? Why?

@ @ 18. Annualized Returns Suppose you have $30,000 to invest. You’re considering Miller-Moore
Equine Enterprises (MMEE), which is currently selling for $50 per share. You also notice that
a call option with a $50 strike price and six months to maturity is available. The premium is
$7.50. MMEE pays no dividends. What is your annualized return from these two investments if,
in six months, MMEE is selling for $63 per share? What about $44 per share?

19. Annualized Returns In the previous question, suppose a dividend of $.80 per share is paid.
Comment on how the returns would be affected.

@ 20. Option Returns In Problem 18, suppose a put option with a $50 strike is also available with
a premium of $6.25. Calculate your percentage return for the six-month holding period if the
stock price declines to $40.37 per share.

{ What's on the Web? }

1. Option Prices You want to find the option prices for ConAgra Foods (CAG). Go to finance.
yahoo.com, get a stock quote, and follow the “Options” link. What is the option premium and
strike price for the highest and lowest strike price options that are nearest to expiring? What are
the option premium and strike price for the highest and lowest strike price options expiring next
month?

2. FuturesQuotes Go to www.cmegroup.com and find the contract specifications for corn
futures. What is the size of the corn futures contract? On the CBOT Web site, find the settle
price for the corn futures contract that will expire the soonest. If you go long 10 contracts, how
much will the corn cost at the current price?

3. LEAPS Go to www.choe.com, highlight the “Products” tab, then follow the “LEAPS” link.
What are LEAPS? What are the two types of LEAPS? What are the benefits of equity LEAPS?
What are the benefits of index LEAPS?

4. FLEX Options Go to www.choe.com, highlight the “Institutional” tab, then follow the
“FLEX Options” link. What is a FLEX option? When do FLEX options expire? What is the
minimum size of a FLEX option?
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To access the Stock-Trak Exercise for this chapter, please visit the book Web site at
www.mhhe.com/jm5e and choose the corresponding chapter.
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amm CHAPTER 4

Mutual Funds

“Take calculated risks. That is quite different from being rash.”
—George S. Patton

With only $2,000 to invest, you can easily own shares in Microsoft, GM, McDonald’s,
IBM, Coke, and many more stocks through a mutual fund. Or, you can invest in a port-
folio of government bonds or other investments. Indeed, many thousands of different
mutual funds are available to investors. In fact, there are about as many mutual funds

as there are different stocks traded on the NASDAQ and the New York Stock Exchange

Learning Objectives combined. There are funds for aggressive investors, conservative investors, short-term

You're probably going
to be a mutual fund
investor very soon, so
you should definitely
know the following:

investors, and long-term investors. There are bond funds, stock funds, international
funds, and you-name-it funds. Is there a right fund for you? This chapter will help you

find out. ™

1. The different types of

mutual funds.

As we discussed in an earlier chapter, if you do not wish to actively buy and sell individual

2. How mutual funds securities on your own, you can invest in stocks, bonds, or other financial assets through a
operate. mutual fund. Mutual funds are simply a means of combining or pooling the funds of a large
= .HOW 18 fmd group of investors. The buy and sell decisions for the resulting pool are then made by a fund
information about
how mutual funds manager, who is compensated for the service provided.
i [ eiinee. Because mutual funds provide indirect access to financial markets for individual inves-
4. The workings of

Exchange-Traded
Funds.

tors, they are a form of financial intermediary. In fact, mutual funds are now the largest
type of intermediary in the United States, followed by commercial banks and life insurance

companies.
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For mutual fund facts
and figures, visit
Www.ici.org

Mutual funds have become so important that we devote this entire chapter to them. The
number of funds and the different fund types available have grown tremendously in recent
years. As of the beginning of 2007, an estimated 96 million Americans in 55 million house-
holds owned mutual funds, up from just 5 million households in 1980. Investors contributed
$474 billion to mutual funds in 2006, and, by the end of the year, mutual fund assets totaled
$10.4 trillion.

One of the reasons for the proliferation of mutual funds and fund types is that mutual
funds have become, on a very basic level, consumer products. They are created and mar-
keted to the public in ways that are intended to promote buyer appeal. As every business
student knows, product differentiation is a basic marketing tactic, and in recent years mutual
funds have become increasingly adept at practicing this common marketing technique.

In fact, if you are not already a mutual fund investor, it is very likely that you will be in
the near future. The reason has to do with a fundamental change in the way businesses of
all types provide retirement benefits for employees. It used to be that most large employers
offered so-called defined benefit pensions. With such a plan, when you retire, your employer
pays you a pension typically based on years of service and salary. The key is that the pension
benefit you receive is based on a predefined formula, hence the name.

Defined benefit plans are rapidly being replaced by “defined contribution” plans. With a
defined contribution plan, your employer will contribute money each pay period to a retire-
ment account on your behalf, but you have to select where the funds go. With this arrange-
ment, the benefit you ultimately receive depends entirely on how your investments do; your
employer only makes contributions. Most commonly, you must choose from a group of
mutual funds for your investments, so it is very important that you understand the different
types of mutual funds, as well as their risk and return characteristics.

4.1 Advantages and Drawbacks of Mutual
Fund Investing

ADVANTAGES

Investing in mutual funds offers many advantages. Three of these are diversification, profes-
sional management, and the size of the initial investment.

DIVERSIFICATION When you invest in a mutual fund, you are investing in a portfolio, or
basket, of securities. As you will learn in detail in later chapters, holding a diversified port-
folio helps you reduce risk. How? A mutual fund might invest in hundreds (or thousands)
of securities. If the value of one of them falls to zero, this decline will have a small impact
on the mutual fund value. Diversification helps you reduce risk, but diversification does not
eliminate risk. It is still possible for you to lose money when you invest in a mutual fund. Also
note that not all mutual funds are diversified. For example, some intentionally specialize in
specific industries or countries.

PROFESSIONAL MANAGEMENT Professional money managers make investment deci-
sions for mutual funds. That is, the mutual fund manager makes the decision of when to add
or remove particular securities from the mutual fund. This means that you, as the investor
holding the mutual fund, do not have to make these crucial decisions.

MINIMUM INITIAL INVESTMENT Most mutual funds have a minimum initial purchase
of $2,500, but some are as low as $1,000. After your initial purchase, subsequent purchases
are sometimes as low as $50. Of course, these amounts vary from fund to fund.

DRAWBACKS

As with any type of investment, some drawbacks are associated with mutual funds. In par-
ticular, three of them are risk, costs, and taxes.
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investment company
A business that specializes in
pooling funds from individual
investors and investing them.

open-end fund

An investment company that
stands ready to buy and sell shares
at any time.

closed-end fund

An investment company with a
fixed number of shares that are
bought and sold only in the open
stock market.
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RISK Let us start with a point that should be obvious. The value of your mutual fund invest-
ment, unlike a bank deposit, could fall and be worth less than your initial investment. You
should also realize that no government or private agency guarantees the value of a mutual
fund.

A not so obvious point is that some investors think that there is a cost to diversification.
Diversification greatly reduces the risk of loss from holding one (or a few) securities. How-
ever, by spreading your investments over many securities, you limit your chances for large
returns if one of these securities increases dramatically in value. We happen to think that this
is a cost worth bearing.

COSTS Investing in mutual funds entails fees and expenses that do not usually accrue when
purchasing individual securities directly. We detail most of these costs later in the chapter.

TAXES When you invest in a mutual fund, you will pay federal income tax (and state and
local taxes, if applicable) on:

 Distributions (dividends and capital gains) made by the mutual fund.
* Profits you make when you sell mutual fund shares.

There are some exceptions. A notable one is the receipt of distributions in tax-deferred retire-
ment accounts such as individual retirement accounts (IRAS).

4.1a What are some advantages of investing in mutual funds?

4.1b What are some drawbacks of investing in mutual funds?

4.2 Investment Companies and Fund Types

At the most basic level, a company that pools funds obtained from individual investors and
invests them is called an investment company. In other words, an investment company is
a business that specializes in managing financial assets for individual investors. All mutual
funds are, in fact, investment companies. As we will see, however, not all investment com-
panies are mutual funds.

In the sections that follow, we will be discussing various aspects of mutual funds and
related entities. Figure 4.1 is a big-picture overview of some of the different types of funds
and how they are classified. It will serve as a guide for the next several sections. We will
define the various terms that appear as we go along.

OPEN-END VERSUS CLOSED-END FUNDS

As Figure 4.1 shows, there are two fundamental types of investment companies, open-end
funds and closed-end funds. The difference is very important. Whenever you invest in a mu-
tual fund, you do so by buying shares in the fund. However, how shares are bought and sold
depends on which type of fund you are considering.

With an open-end fund, the fund itself will sell new shares to anyone wishing to buy and
will redeem (i.e., buy back) shares from anyone wishing to sell. When an investor wishes to
buy open-end fund shares, the fund simply issues them and then invests the money received.
When someone wishes to sell open-end fund shares, the fund sells some of its assets and
uses the cash to redeem the shares. As a result, with an open-end fund, the number of shares
outstanding fluctuates through time.

With a closed-end fund, the number of shares is fixed and never changes. If you want to
buy shares, you must buy them from another investor. Similarly, if you wish to sell shares
that you own, you must sell them to another investor.
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FIGURE 4.1

Investment companies

Open-end funds Closed-end funds
I I
Money market funds Long-term funds
I I I
Stock funds Bond funds Blended funds

net asset value
The value of assets less liabilities
held by a mutual fund, divided by

the number of shares outstanding.

Abbreviated NAV.

EXAMPLE 4.1

Thus, the key difference between an open-end fund and a closed-end fund is that, with
a closed-end fund, the fund itself does not buy or sell shares. In fact, as we discuss below,
shares in closed-end funds are listed on stock exchanges just like ordinary shares of stock,
where their shares are bought and sold in the same way. Open-end funds are more popular
among individual investors than closed-end funds.

Strictly speaking, the term “mutual fund” actually refers only to an open-end investment
company. Thus, the phrase “closed-end fund” is a bit of an oxymoron, kind of like jumbo
shrimp, and the phrase “open-end mutual fund” is a redundancy, an unnecessary repetition,
or restatement. Nonetheless, particularly in recent years, the term “investment company” has
all but disappeared from common use, and investment companies are now generically called
mutual funds. We will stick with this common terminology to avoid any confusion.

NET ASSET VALUE

A mutual fund’s net asset value is an important consideration. Net asset value is calculated
by taking the total value of the assets held by the fund less any liabilities and then dividing
by the number of outstanding shares. For example, suppose a mutual fund has $105 million
in assets and $5 million in liabilities based on current market values and a total of 5 million
shares outstanding. Based on the value of net assets held by the fund, $100 million, each
share has a value of $100 million/5 million = $20. This $20 is the fund’s net asset value,
often abbreviated as NAV.

With one important exception, the net asset value of a mutual fund will change essentially
every day simply because the value of the assets held by the fund fluctuates. The one excep-
tion concerns money market mutual funds, which we discuss in a later section.

Net Asset Value

The Fidelity Magellan Fund is one of the largest mutual funds in the United States
with about $42.8 billion invested and approximately 465 million shares outstanding
(as of mid-2007). What is its net asset value?

The net asset value is simply the asset value per share, or $42.8 billion/465 million =
$92.04.
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All the major fund
families have Web
sites. Try, e.g.,
www.vanguard.com
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As we noted, an open-end fund will generally redeem or buy back shares at any time. The
price you will receive for shares you sell is the net asset value. Thus, in our example above,
you could sell your shares back to the fund and receive $20 each. Because the fund stands
ready to redeem shares at any time, shares in an open-end fund are always worth their net
asset value.

In contrast, because the shares of closed-end funds are bought and sold in the stock
markets, their share prices at any point in time may or may not be equal to their net asset
values. We examine this issue in more detail in a later section.

4.2a What is an investment company?
4.2b What is the difference between an open-end fund and a closed-end fund?

4.3 Mutual Fund Operations

In this section, we discuss some essentials of mutual fund operations. We focus on how
mutual funds are created, marketed, regulated, and taxed. Our discussion here deals primar-
ily with open-end funds, but much of it applies to closed-end funds as well. Further details
on closed-end funds are provided in a later section.

MUTUAL FUND ORGANIZATION AND CREATION

A mutual fund is simply a corporation. Like a corporation, a mutual fund is owned by
its shareholders. The shareholders elect a board of directors; the board of directors is
responsible for hiring a manager to oversee the fund’s operations. Although mutual funds
often belong to a larger “family” of funds, every fund is a separate company owned by its
shareholders.

Most mutual funds are created by investment advisory firms, which are businesses that
specialize in managing mutual funds. Investment advisory firms are also called mutual fund
companies. Increasingly, such firms have additional operations such as discount brokerages
and other financial services.

There are hundreds of investment advisory firms in the United States. The largest, and
probably best known, is Fidelity Investments, with more than 300 mutual funds, about
$1.2 trillion in assets under management, and 22 million customers. Dreyfus, Franklin, and
Vanguard are some other well-known examples. Many brokerage firms, such as Merrill
Lynch and Charles Schwab, also have large investment advisory operations.

Investment advisory firms create mutual funds simply because they wish to manage them
to earn fees. A typical management fee might be .75 percent of the total assets in the fund
per year. A fund with $200 million in assets would not be especially large, but could none-
theless generate management fees of about $1.5 million per year. Thus, there is a significant
economic incentive to create funds and attract investors to them.

For example, a company like Fidelity might one day decide that there is a demand for a
fund that buys stock in companies that grow and process citrus fruits. Fidelity could form a
mutual fund that specializes in such companies and call it something like the Fidelity Lemon
Fund.t A fund manager would be appointed, and shares in the fund would be offered to the
public. As shares are sold, the money received is invested. If the fund is a success, a large
amount of money will be attracted and Fidelity would benefit from the fees it earns. If the
fund is not a success, the board can vote to liquidate it and return shareholders” money or
merge it with another fund.

! Fidelity would probably come up with a better name.
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As our hypothetical example illustrates, an investment advisory firm such as Fidelity can
(and often will) create new funds from time to time. Through time, this process leads to a
family of funds all managed by the same advisory firm. Each fund in the family will have its
own fund manager, but the advisory firm will generally handle the record keeping, market-
ing, and much of the research that underlies the fund’s investment decisions.

In principle, the directors of a mutual fund in a particular family, acting on behalf of
the fund shareholders, could vote to fire the investment advisory firm and hire a different
one. As a practical matter, this rarely, if ever, occurs. At least part of the reason is that the
directors are originally appointed by the fund’s founder, and they are routinely reelected.
Unhappy shareholders generally “vote with their feet”—that is, sell their shares and invest
elsewhere.

TAXATION OF INVESTMENT COMPANIES

As long as an investment company meets certain rules set by the Internal Revenue Service,
it is treated as a “regulated investment company” for tax purposes. This is important because
a regulated investment company does not pay taxes on its investment income. Instead, the
fund passes through all realized investment income to fund shareholders, who then pay taxes
on these distributions as though they owned the securities directly. Essentially, the fund sim-
ply acts as a conduit, funneling gains and losses to fund owners.

To qualify as a regulated investment company, the fund must follow three basic rules. The
first rule is that it must in fact be an investment company holding almost all of its assets as
investments in stocks, bonds, and other securities. The second rule limits the fund to using
no more than 5 percent of its assets when acquiring a particular security. This is a diversifi-
cation rule. The third rule is that the fund must pass through all realized investment income
to fund shareholders.

THE FUND PROSPECTUS AND ANNUAL REPORT

Mutual funds are required by law to produce a document known as a prospectus. The pro-
spectus must be supplied to any investor wishing to purchase shares. Mutual funds must
also provide an annual report to their shareholders. The annual report and the prospectus,
which are sometimes combined, contain financial statements along with specific information
concerning the fund’s expenses, gains and losses, holdings, objectives, and management. We
discuss many of these items in the next few sections.

4.3a How do mutual funds usually get started?
4.3b How are mutual funds taxed?

4.4 Mutual Fund Costs and Fees

All mutual funds have various expenses that are paid by the fund’s shareholders. These
expenses can vary considerably from fund to fund, however, and one of the most important
considerations in evaluating a fund is its expense structure. All else the same, lower expenses
are preferred, of course, but, as we discuss, matters are not quite that cut-and-dried.

TYPES OF EXPENSES AND FEES

Basically, there are four types of expenses or fees associated with buying and owning mutual
fund shares:

1. Sales charges or “loads.”
2. 12b-1 fees.
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3. Management fees.
4. Trading costs.

We discuss each of these in turn.

SALES CHARGES Many mutual funds charge a fee whenever shares are purchased. These

front-end load fees are generally called front-end loads. Funds that charge loads are called load funds.
A sales charge levied on purchases  Funds that have no such charges are called no-load funds.
of shares in some mutual funds. When you purchase shares in a load fund, you pay a price in excess of the net asset value,

called the offering price. The difference between the offering price and the net asset value is
the load. Shares in no-load funds are sold at net asset value.

Front-end loads can range as high as 8.5 percent, but 5 percent or so would be more typi-
cal. Some funds, with front-end loads in the 2 percent to 3 percent range, are described as
low-load funds.

Front-end loads are expressed as a percentage of the offering price, not the net asset value.
For example, suppose a load fund has an offering price of $100 and a net asset value of $98.
The front-end load is $2, which, as a percentage of the $100 offering price, is $2/$100 =
2 percent. The way front-end loads are calculated understates the load slightly. In our exam-
ple here, you are paying $100 for something worth only $98, so the load is really $2/$98 =
2.04 percent.

EXAMPLE 4.2 Front-End Loads

On a particular day, according to The Wall Street Journal, the Common Sense Growth
fund had a net asset value of $13.91. The offering price was $15.20. Is this a load
fund? What is the front-end load?

Because the offering price, which is the price you must pay to purchase shares,
exceeds the net asset value, this is definitely a load fund. The load can be calculated
by taking the difference between the offering price and the net asset value, $1.29,
and dividing by the $15.20 offering price. The result is a hefty front-end load of
8.5 percent.

Some funds have “back-end” loads, which are charges levied on redemptions. These
loads are often called contingent deferred sales charges and abbreviated CDSC. The CDSC
usually declines through time. It might start out at 6 percent for shares held less than one
year, then drop to 3 percent for shares held for two years, and disappear altogether on shares
held for three or more years.

12b-1 fees 12B-1 FEES So-called 12b-1 feesare named after the Securities and Exchange Commission
Named for SEC Rule 12b-1, (SEC) rule that permits them. Mutual funds are allowed to use a portion of the fund’s assets to
which allows funds to spend cover distribution and marketing costs. Funds that market directly to the public may use 12b-1
up to 1 percent of fund assets fees to pay for advertising and direct mailing costs. Funds that rely on brokers and other sales

annually to cover distribution

, force personnel often use 12b-1 fees to provide compensation for their services. The total
and marketing costs.

amount of these fees could be .75 percent to 1.0 percent of the fund’s assets per year.

Frequently, 12b-1 fees are used in conjunction with a CDSC. Such funds will often have
no front-end load, but they effectively make it up through these other costs. Such funds may
look like no-load funds, but they are really disguised load funds. Mutual funds with no front-
end or back-end loads and no or minimal 12b-1 fees are often called “pure” no-load funds to
distinguish them from the “not-so-pure” funds that may have no loads but still charge hefty
12b-1 fees.

MANAGEMENT FEES We briefly discussed management fees in an earlier section. Fees
are usually based first on the size of the fund. Beyond this, there is often an incentive pro-
vision that increases the fee if the fund outperforms some benchmark, often the S&P 500
Index. Management fees generally range from .25 percent to 1.0 percent of total fund assets
every year.
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turnover

A measure of how much trading a
fund does, calculated as the lesser
of total purchases or sales during
a year divided by average daily
assets.

EXAMPLE 4.3

TRADING COSTS Mutual funds have brokerage expenses from trading just like individu-
als do. As a result, mutual funds that do a lot of trading will have relatively high trading
costs.

Trading costs can be difficult to get a handle on because they are not reported directly.
However, in the prospectus, funds are required to report something known as turnover.
Afund’s turnover is a measure of how much trading a fund does. It is calculated as the lesser
of a fund’s total purchases or sales during a year, divided by average daily assets.?

Suppose a fund had average daily assets of $50 million during a particular year. It
bought $80 million worth of stock and sold $70 million during the year. What is its
turnover?

The lesser of purchases or sales is $70 million, and average daily assets are $50 mil-
lion. Turnover is thus $70/$50 = 1.4 times.

A fund with a turnover of 1.0 has, in effect, sold off its entire portfolio and replaced it
once during the year. Similarly, a turnover of .50 indicates that, loosely speaking, the fund
replaced half of its holdings during the year. All else the same, a higher turnover indicates
more frequent trading and higher trading costs.

EXPENSE REPORTING

Mutual funds are required to report expenses in a fairly standardized way in the prospectus.
The exact format varies, but the information reported is generally the same. There are three
parts to an expense statement. Figure 4.2 shows this information as it was reported for the
Fidelity Low-Priced Stock Fund.

The first part of the statement shows shareholder transaction expenses, which are gener-
ally loads and deferred sales charges. As indicated, for this fund, there is no front-end load
on shares purchased or on dividends received that are reinvested in the fund (it’s common
for mutual fund shareholders to simply reinvest any dividends received from the fund). The
next item shows that there is no CDSC. The third item, labeled “redemption fee,” refers to a
back-end load that is applied under certain circumstances.

The second part of the statement, “Annual operating expenses,” includes the management
and 12b-1 fees. This fund’s management fee was .67 percent of assets. There was no 12b-1
fee. The other expenses include things like legal, accounting, and reporting costs along with
director fees. At .21 percent of assets, these costs are not trivial. The sum of these three items
is the fund’s total operating expense expressed as a percentage of assets, .88 percent in this
case. To put this in perspective, this fund has about $35.8 billion in assets, so operating costs
were about $315 million, of which about $240 million was paid to the fund manager.

The third part of the expense report gives a hypothetical example showing the total expense
you would incur over time per $10,000 invested. The example is strictly hypothetical, however,
and is only a rough guide. As shown here, your costs would amount to $1,084 after 10 years
per $10,000 invested, assuming a return of 5 percent per year. This third part of the expense
statement is not all that useful, really. What matters for this fund is that expenses appear to run
about .88 percent per year, so that is what you pay (in addition to loads, if applicable).

One thing to watch out for is that funds may have 12b-1 fees but may choose not to incur
any distribution or marketing costs. Similarly, the fund manager can choose to rebate some
of the management fee in a particular year (especially if the fund has done poorly). These
actions create a low expense figure for a given year, but this does not mean that expenses
won’t be higher in the future.

2 Purchases and sales for a fund are usually different because of purchases and redemptions of fund shares by
shareholders. For example, if a fund is growing, purchases will exceed sales.
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Prospectuses are

increasingly available online. Visit

104

www.fidelity.com
to see some examples.
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Fidelity®
Low-Priced Stock
Fund

(fund number 316, trading symbol FLPSX)

Prospectus
September 29, 2006

Fee Table

The following table describes the fees
and expenses that are incurred when
you buy, held, or sell shares of the fund.

The annual fund operating expenses
provided below for the fund do not re-
flect the effect of any reduction of cer-
tain expenses during the period.

Shareholder fees (paid by the investor directly)

Sales charge (load) on purchases and reinvested distributions *

Deferred sales charge {load) on redemptions

Redemption fee on shares held less than 90 days (as a % of amount redeemed)®

None
None
1.50%

& The find may impose a 3.00% sales charge on purchases upon 60 days notce to shareholders

B redemplion fee may be charged when you sefl your shares or if your shares are redeemed because your fund balance fafls
below the balance minimum for any reason, including solely due to dedlines in net asset valie per share.

Annual operating expenses (paid from fund assets)

Management fee
Distribution and./or Service (12b-1) fees
Other expenses

Total annual fund operating expenses

This example helps you compare the
cost of investing in the fund with the
cost of investing in other mutual funds.

Let's say, hypothetically. that the fund’s
annual return is 5% and that your share-
holder fees and the fund's annual oper-
ating expenses are exactly as described
in the fee table. This example illustrates

1 year

3 years
5 years
10 years

0.67%

None
0.21%
0.88%

the effect of fees and expenses, but is
not meant to suggest actual or expected
fees and expenses or returns, all of
which may vary. For every $10,000 you
invested, here’s how much you would
pay in total expenses if you sell all of
your shares at the end of each time
period indicated:

90
281
488

1,084

& a5 5 o5
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money market mutual
fund

A mutual fund specializing in
money market instruments.

Visit
www.mfea.com
for info on thousands of
funds, including MMMFs.

WHY PAY LOADS AND FEES?

Given that pure no-load funds exist, you might wonder why anyone would buy load funds or
funds with substantial CDSC or 12b-1 fees. It is becoming increasingly difficult to give a good
answer to this question. At one time, there simply weren’t many no-load funds, and those that
existed weren’t widely known. Today, there are many good no-load funds, and competition
among funds is forcing many funds to lower or do away with loads and other fees.

Having said this, there are basically two reasons that you might want to consider a load
fund or a fund with above-average fees. First, you may simply want a fund run by a particu-
lar manager. A good example of this is the Fidelity Magellan Fund we mentioned earlier. For
many years, it was run by Peter Lynch, who is widely regarded as one of the most successful
managers in the history of the business. The Magellan Fund was a load fund, leaving you no
choice but to pay the load to obtain Lynch’s expertise.

The other reason to consider paying a load is that you want a specialized type of fund.
For example, you might be interested in investing in a fund that invests only in a particular
foreign country, such as Brazil. We’ll discuss such specialty funds in a later section, but for
now we note that there is little competition among specialty funds, and, as a result, loads and
fees tend to be higher.

4.4a What is the difference between a load fund and a no-load fund?
4.4b What are 12b-1 fees?

4.5 Short-Term Funds

Mutual funds are usually divided into two major groups, short-term funds and long-term funds.
Short-term funds are collectively known as money market mutual funds. Long-term funds
essentially include everything that is not a money market fund. We discuss long-term funds in
our next section; here we focus on money market funds.

MONEY MARKET MUTUAL FUNDS

As the name suggests, money market mutual funds, or MMMFs, specialize in money
market instruments. As we describe elsewhere, these are short-term debt obligations issued
by governments and corporations. Money market funds were introduced in the early 1970s
and have grown tremendously. At the end of 2006, about 850 money market funds managed
almost $2.3 trillion in assets. All money market funds are open-end funds.

Most money market funds invest in high-quality, low-risk instruments with maturities
of less than 90 days. As a result, they have relatively little risk. However, some buy risk-
ier assets or have longer maturities than others, so they do not all carry equally low risk.
For example, some buy only very short-term U.S. government securities and are therefore
essentially risk-free. Others buy mostly securities issued by corporations which entail some
risk. We discuss the different types of money market instruments and their relative risks
elsewhere in the book.

MONEY MARKET FUND ACCOUNTING A unique feature of money market funds is
that their net asset values are always $1 per share. This is purely an accounting gimmick,
however. A money market fund simply sets the number of shares equal to the fund’s assets.
In other words, if the fund has $100 million in assets, then it has 100 million shares. As the
fund earns interest on its investments, the fund owners are simply given more shares.

The reason money market mutual funds always maintain a $1 net asset value is to
make them resemble bank accounts. As long as a money market fund invests in very safe,
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interest-bearing, short-maturity assets, its net asset value will not drop below $1 per share.
However, there is no guarantee that this will not happen, and the term “breaking the buck”
is used to describe dropping below $1 in net asset value. This is a very rare occurrence, but,
in 1994, several large money market funds experienced substantial losses because they pur-
chased relatively risky derivative assets and broke the buck, so it definitely can happen.

TAXES AND MONEY MARKET FUNDS Money market funds are either taxable or tax-
exempt. Taxable funds are more common; of the $2.3 trillion in total money market fund
assets at the end of 2006, taxable funds accounted for about 84.4 percent. As the name sug-
gests, the difference in the two fund types lies in their tax treatment. As a general rule, inter-
est earned on state and local government (or “municipal”) securities is exempt from federal
income tax. Nontaxable money market funds therefore buy only these types of tax-exempt
securities.

Some tax-exempt funds go even further. Interest paid by one state is often subject to state
taxes in another. Some tax-exempt funds therefore buy only securities issued by a single
state. For residents of that state, the interest earned is free of both federal and state taxes. For
beleaguered New York City residents, there are even “triple-tax-free” funds that invest only
in New York City obligations, thereby allowing residents to escape federal, state, and local
income taxes on the interest received.

Because of their favorable tax treatment, tax-exempt money market instruments have
much lower interest rates, or yields.® For example, in mid-2007, taxable money funds offered
about 5.09 percent interest, whereas tax-exempt funds offered only 3.50 percent interest.
Which is better depends on your individual tax bracket. If you’re in a 40 percent bracket,
then the taxable fund is paying only .0509 X (1 — .40) = .0305, or 3.05 percent, on an
aftertax basis, so you’re better off with the tax-exempt fund.

Taxes and Money Market Fund Yields

In our discussion just above, suppose you were in a 20 percent tax bracket. Which
type of fund is more attractive?

On an aftertax basis, the taxable fund is offering .0509 x (1 — .20) = .0407, or
4.07 percent, so the taxable fund is more attractive.
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MONEY MARKET DEPOSIT ACCOUNTS

Most banks offer what are called “money market” deposit accounts, or MMDASs, which are
much like money market mutual funds. For example, both money market funds and money
market deposit accounts generally have limited check-writing privileges.

There is a very important distinction between such a bank-offered money market account
and a money market fund, however. A bank money market account is a bank deposit and
offers FDIC protection, whereas a money market fund does not. A money market fund will
generally offer SIPC protection, but this is not a perfect substitute. Confusingly, some banks
offer both money market accounts and, through a separate, affiliated entity, money market
funds.

4.5a What is a money market mutual fund? What are the two types?
4.5b How do money market mutual funds maintain a constant net asset value?

3 We discuss how yields on money market instruments are calculated in another chapter.
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4.6 Long-Term Funds

There are many different types of long-term funds. Historically, mutual funds were classified
as stock, bond, or income funds. As a part of the rapid growth in mutual funds, however, it is
becoming increasingly difficult to place all funds into these three categories. Also, providers
of mutual fund information do not use the same classification schemes.

Mutual funds have different goals, and a fund’s objective is the major determinant of the
fund type. All mutual funds must state the fund’s objective in the prospectus. For example,
the Fidelity Independence Fund states:

The fund’s objective is capital appreciation. Normally, the fund’s strategy is to invest primarily
in common stocks of domestic and foreign issuers. The fund strategy may result in the
realization of capital gains without considering the tax consequences to shareholders. Fidelity
Management & Research Company (FMR) is not constrained by any particular investment
style and may invest in “growth” stocks, “value” stocks, or both, at any given time.

Thus, this fund invests in different types of stocks with the goal of capital appreciation. This
fund is clearly a stock fund, and it might further be classified as a “capital appreciation” fund
or “aggressive growth” fund, depending on whose classification scheme is used.

Mutual fund objectives are an important consideration; unfortunately, the truth is they
frequently are too vague to provide useful information. For example, a very common
objective reads like this: “The Big Bucks Fund seeks capital appreciation, income, and
capital preservation.” Translation: The fund seeks to (1) increase the value of its shares,
(2) generate income for its shareholders, and (3) not lose money. Well, don’t we all!
More to the point, funds with very similar-sounding objectives can have very differ-
ent portfolios and, consequently, very different risks. As a result, it is a mistake to look
only at a fund’s stated objective: Actual portfolio holdings speak louder than prospectus
promises.

STOCK FUNDS

Stock funds exist in great variety. We consider nine separate general types and some subtypes.
We also consider some new varieties that don’t fit in any category.

CAPITAL APPRECIATION VERSUS INCOME The first four types of stock funds trade off
capital appreciation and dividend income.

1. Capital appreciation. As in our example just above, these funds seek maximum
capital appreciation. They generally invest in companies that have, in the opinion of
the fund manager, the best prospects for share price appreciation without regard to
dividends, company size, or, for some funds, country. Often this means investing in
unproven companies or companies perceived to be out-of-favor.

2. Growth. These funds also seek capital appreciation, but they tend to invest in larger,
more established companies. Such funds may be somewhat less volatile as a result.
Dividends are not an important consideration.

3. Growth and income. Capital appreciation is still the main goal, but at least part of the
focus is on dividend-paying companies.

4. Equity income. These funds focus almost exclusively on stocks with relatively high
dividend yields, thereby maximizing the current income on the portfolio.

Among these four fund types, the greater the emphasis on growth, the greater the risk, at
least as a general matter. Again, however, these are only rough classifications. Equity income
funds, for example, frequently invest heavily in public utility stocks; such stocks had heavy
losses in the first part of the 1990s.

COMPANY SIZE-BASED FUNDS These next three fund types focus on companies in a
particular size range.
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1. Small company. As the name suggests, these funds focus on stocks in small companies,
where “small” refers to the total market value of the stock. Such funds are often
called “small-cap” funds, where “cap” is short for total market value or capitaliza-
tion. In Chapter 1, we saw that small stocks have traditionally performed very well,
at least over the long run, hence the demand for funds that specialize in such stocks.
With small-company mutual funds, what constitutes small is variable, ranging from
perhaps $10 million up to $1 billion or so in total market value, and some funds
specialize in smaller companies than others. Since most small companies don’t pay
dividends, these funds necessarily emphasize capital appreciation.

2. Midcap. These funds usually specialize in stocks that are too small to be in the S&P
500 Index but too large to be considered small cap stocks.

3. Large Company. Large-capitalization, or “large-cap”, funds invest in companies with
large market values. Most large-cap firms have a market value in excess of $8 billion.

INTERNATIONAL FUNDS Research has shown that diversifying internationally can sig-
nificantly improve the risk-return trade-off for investors. The number of international funds
grew rapidly during the 1980s and early 1990s. However, that growth slowed sharply in the
late 1990s. Their number shrank in the early 2000s, but their numbers increased in 2005 and
2006. The two fund groups that invest outside the U.S. are:

1. Global. These funds have substantial international holdings but also maintain signifi-
cant investments in U.S. stocks.

2. International. These funds are like global funds, except they focus on non-U.S. equities.

Among international funds, some specialize in specific regions of the world, such as
Europe, the Pacific Rim, or South America. Others specialize in individual countries. Today,
there is at least one mutual fund specializing in essentially every country in the world that
has a stock market, however small.

International funds that specialize in countries with small or recently established stock mar-
kets are often called emerging markets funds. Almost all single-country funds, and especially
emerging markets funds, are not well-diversified and have historically been extremely volatile.

Many funds that are not classified as international funds may actually have substantial
overseas investments, so this is one thing to watch out for. It is not unusual for a fund to call
itself a “growth” fund and actually invest heavily outside the United States.

SECTOR FUNDS Sector funds specialize in specific sectors of the economy and often focus
on particular industries or particular commodities. There are far too many different types to
list here. There are funds that only buy software companies, and funds that only buy hard-
ware companies. There are funds that specialize in natural gas producers, oil producers, and
precious metals producers. In fact, essentially every major industry in the U.S. economy is
covered by at least one fund.

One thing to notice about sector funds is that, like single-country funds, they are obviously
not well-diversified. Every year, many of the best performing mutual funds (in terms of total
return) are sector funds simply because whatever sector of the economy is hottest will gener-
ally have the largest stock price increases. Funds specializing in that sector will do well. In the
same vein, and for the same reason, the worst performing funds are also almost always some
type of sector fund. When it comes to mutual funds, past performance is almost always an
unreliable guide to future performance; nowhere is this more true than with sector funds.

OTHER FUND TYPES AND ISSUES Three other types of stock funds that don’t fit easily
into one of the above categories bear discussing: index funds, so-called social conscience
funds, and tax-managed funds.

1. Index funds. Index funds simply hold the stocks that make up a particular index in
the same relative proportions as the index. The most important index funds are S&P
500 funds, which are intended to track the performance of the S&P 500, the large
stock index we discussed in Chapter 1. By their nature, index funds are passively
managed, meaning that the fund manager trades only as necessary to match the
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www.socialinvest.org
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Is vice nice? Visit
www.vicefund.com
to find out.

index. Such funds are appealing in part because they are generally characterized by
low turnover and low operating expenses. Another reason index funds have grown
rapidly is that there is considerable debate over whether mutual fund managers can
consistently beat the averages. If they can’t, the argument runs, why pay loads and
management fees when it’s cheaper just to buy the averages by indexing? To put
the importance of index funds into perspective, as of mid-2007, the largest single
stock mutual fund in the United States was the Vanguard 500 Index Fund, with
$70.8 billion in assets. This fund, as the name suggests, is an S&P 500 Index fund.

2. Social conscience funds. These funds are a relatively new creation. They invest only
in companies whose products, policies, or politics are viewed as socially desirable.
The specific social objectives range from environmental issues to personnel poli-
cies. The Parnassus Fund is a well-known example, avoiding the alcoholic beverage,
tobacco, gambling, weapons, and nuclear power industries. Of course, consensus on
what is socially desirable or responsible is hard to find. In fact, there are so-called sin
funds (and sector funds) that specialize in these very industries!

3. Tax-managed funds. Taxable mutual funds are generally managed without regard
for the tax liabilities of fund owners. Fund managers focus on (and are frequently
rewarded based on) total pretax returns. However, recent research has shown that
some fairly simple strategies can greatly improve the aftertax returns to shareholders
and that focusing just on pretax returns is not a good idea for taxable investors. Tax-
managed funds try to hold down turnover to minimize realized capital gains, and
they try to match realized gains with realized losses. Such strategies work particu-
larly well for index funds. For example, the Schwab 1000 Fund is a fund that tracks
the Russell 1000 Index, a widely followed 1,000-stock index. However, the fund will
deviate from strictly following the index to a certain extent to avoid realizing taxable
gains, and, as a result, the fund holds turnover to a minimum. Fund shareholders
have largely escaped taxes as a result. We predict that funds promoting such strate-
gies will become increasingly common as investors become more aware of the tax
consequences of fund ownership.

TAXABLE AND MUNICIPAL BOND FUNDS

Most bond funds invest in domestic corporate and government securities, although some
invest in foreign government and non-U.S. corporate bonds as well. As we will see, there
are a relatively small number of bond fund types. Basically, five characteristics distinguish
bond funds:

1. Maturity range. Different funds hold bonds of different maturities, ranging from
quite short (2 years) to quite long (25-30 years).

2. Credit quality. Some bonds are much safer than others in terms of the possibility of
default. United States government bonds have no default risk, while so-called junk
bonds have significant default risk.

3. Taxability. Municipal bond funds buy only bonds that are free from federal income
tax. Taxable funds buy only taxable issues.

4. Type of bond. Some funds specialize in particular types of fixed-income instruments
such as mortgages.

5. Country. Most bond funds buy only domestic issues, but some buy foreign company
and government issues.

SHORT-TERM AND INTERMEDIATE-TERM FUNDS As the names suggest, these two
fund types focus on bonds in a specific maturity range. Short-term maturities are generally
considered to be less than five years. Intermediate-term would be less than 10 years. There
are both taxable and municipal bond funds with these maturity targets.

One thing to be careful of with these types of funds is that the credit quality of the issues
can vary from fund to fund. One fund could hold very risky intermediate-term bonds, while
another might hold only U.S. government issues with similar maturities.
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GENERAL FUNDS For both taxable and municipal bonds, this fund category is kind of a
catch-all. Funds in this category simply don’t specialize in any particular way. Our warning
just above concerning varied credit quality applies here. Maturities can differ substantially
as well.

HIGH-YIELD FUNDS High-yield municipal and taxable funds specialize in low-credit
quality issues. Such issues have higher yields because of their greater risks. As a result,
high-yield bond funds can be quite volatile.

MORTGAGE FUNDS A number of funds specialize in so-called mortgage-backed securi-
ties such as GNMA (Government National Mortgage Association, referred to as “Ginnie
Mae”) issues. We discuss this important type of security in detail in a later chapter. There are
no municipal mortgage-backed securities (yet), so these are all taxable bond funds.

WORLD FUNDS A relatively limited number of taxable funds invest worldwide. Some
specialize in only government issues; others buy a variety of non-U.S. issues. These are all
taxable funds.

INSURED FUNDS This is atype of municipal bond fund. Municipal bond issuers frequently
purchase insurance that guarantees the bond’s payments will be made. Such bonds have very
little possibility of default, so some funds specialize in them.

SINGLE-STATE MUNICIPAL FUNDS Earlier we discussed how some money market funds
specialize in issues from a single state. The same is true for some bond funds. Such funds are
especially important in large states such as California and other high-tax states. Confusingly,
this classification refers only to long-term funds. Short and intermediate single-state funds
are classified with other maturity-based municipal funds.

STOCK AND BOND FUNDS

This last major fund group includes a variety of funds. The only common feature is that these
funds don’t invest exclusively in either stocks or bonds. For this reason, they are often called
“blended” or “hybrid” funds. We discuss a few of the main types.

BALANCED FUNDS Balanced funds maintain a relatively fixed split between stocks and
bonds. They emphasize relatively safe, high-quality investments. Such funds provide a
kind of “one-stop” shopping for fund investors, particularly smaller investors, because they
diversify into both stocks and bonds.

ASSET ALLOCATION FUNDS Two types of funds carry this label. The first is an extended
version of a balanced fund. Such a fund holds relatively fixed proportional investments in
stocks, bonds, money market instruments, and perhaps real estate or some other investment
class. The target proportions may be updated or modified periodically.

The other type of asset allocation fund is often called a flexible portfolio fund. Here, the
fund manager may hold up to 100 percent in stocks, bonds, or money market instruments,
depending on her views about the likely performance of these investments. These funds
essentially try to time the market, guessing which general type of investment will do well (or
least poorly) over the months ahead.

CONVERTIBLE FUNDS Some bonds are convertible, meaning they can be swapped for a
fixed number of shares of stock at the option of the bondholder. Some mutual funds special-
ize in these bonds.

INCOME FUNDS An income fund emphasizes generating dividend and coupon income
on its investments, so it would hold a variety of dividend-paying common stocks, as well as
preferred stocks and bonds of various maturities.
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STOCK FUNDS

Emerging Markets (EM): Funds investing in emerging-market equity securi-
ties, where the “emerging market” is defined by a country’s GNP per capita
and other economic measures.

Equity Income (EX): Funds seeking high current income and growth of income by
investing in equities.

European Region (EU); Funds investing in markets or operations concen-
trated in the European region.

Global Stock (GL): Funds investing in securities traded outside of the U.S. and
may own 1.5, securities as well.

Gold Oriented (AU): Funds investing in gold mines, gold-mining finance houses,
gold coins or bullion.

Health/Biotech (HB): Funds investing in companies related to health care,
medicine and biotechnology.

International Stock (IL) (non-U.S.): Canadian; International; international
Small Cap.

Latin American (LT): Funds investing in markets or gperations concentrated in
Latin American region.

Large-Cap Growth (LG): Funds investing in large companies with long-term
earnings that are ex-pected to grow significantly faster than the earnings of
stocks in major indexes. Funds normally have above-average price-to-earnings
ratios, price-to-book ratios and three-year earnings growth.

Large-Cap Core (LC): Funds investing in large companies, with wide latitude in
the type of shares they buy. On average, the price-to-earnings ratios, price-to-
book ratios, and three-year earnings growth are in line with those of the U.S.
diversified large-cap funds’ universe average.

Large-Cap Value (LV): Funds investing in large tompanies that are considered
undervalued relative to major stock indexes bdsed on price-to-earnings ratios,
price-to-book ratios or other factors.

Mid¢ap Growth (MG): Funds investing in midsize companies with long-term
earnings that are ex-pected to grow significantly faster than the earnings of
stocks in major indexes. Funds normally have above-average price-to-earnings
ratios, price-to-book ratios and three-year earnings growth.

Midcap Core (MCQ): Funds investing in midsize companies, with wide latitude in
the type of shares they buy. On average, the price-to-earnings ratios, price-to-
book ratios, and three-year earnings growth are in line with those of the U.S.
diversified midcap funds’ universe average.

Midcap Value (MV): Funds investing in midsize companies that are considered
undervalued relative to major stock indexes based on price-to-earnings ratios,
price-to-book ratios or ather factors.

Multicap Growth (XG): Funds investing in companies of various sizes, with
long-term earnings ex-pected to grow significantly faster than the earnings of
stocks in major indexes. Funds normaily have above-average price-to-earnings
ratios, price-to-book ratios, and three-year earnings growth.

Multicap Core (XC): Funds investing in companies of various sizes with average
price-to-earnings ratios, price-to-book ratios and earnings growth.

Multicap Value (XV): Funds investing in companies of various size, normally
those that are consid-ered undervalued relative to major stock indexes based
on price-to-earnings ratios, price-to-book ratios or other factors.

Natural Resources (NR): Funds investing in natural-rescurce stocks.

Pacific Region (PR): Funds that invest in China Region; Japan; Pacific Ex-Japan;
Pacific Region.

Science & Technology (TK): Funds investing in science and technology stocks.
Includes

telecommunication funds.

Sector (SE): Funds investing in financial services; real estate; specialty &
miscellaneous.

S&P 500 Index (SP): Funds that are passively managed and are designed

MUTUAL-FUND OBIJECTIVES
Categories compiled by The Wall Street Journal, based on classifications by Lipper Inc.

to replicate the performance of the Standard & Poor’s 500-stock Index on a
reinvested basis.

Smali-Cap Growth (SG): Funds investing in small companies with long-term
earnings that are expected to grow significantly faster than the earnings of
stocks in major indexes. Funds normally have above-average price-to-earnings
ratios, price-to-book ratios, and three-year earnings growth.

Smali-Cap Core (SC): Funds investing in small companies, with wide [atitude in
the type of shares they buy. On average, the price-to-earnings ratios, price-to-
book ratios, and three-year earnings growth are in ine with those of the U.S.
diversified srafl-cap funds’ universe average.

Small-Cap Value (SV): Funds investing in small companies that are considered
undervalued relative ta major stock indexes based on price-to-earnings ratios,
price-to-book ratios or other factors.

Specialty Equity (SQ): Funds investing in all market-capitalization ranges, with
no restrictions for any one range. May have strategies that are distinctly differ-
ent from other diversified stock funds.

Utility (UT): Funds investing in utility stocks.

TAXABLE-BOND FUNDS

Short-Term Bond (SB): Ultra-short Obligation; Short investment Grade Debt;
Short-Intermediate Investment Grade Debt.
Short-Term U.S. (SU): Short U.S. Treasury; Short U.S. Government; Short-In-
termediate U.S. Government debt.
Intermediate Bond (IB): Funds investing in investment-grade debt issues
(rated in the top four grades) with dollar-weighted average maturities of five
t0 10 years,
Intermediate U.S. (IG): intermediate U.S. Government; Intermediate U.S.
Treasury.
Long-Term Bond (AB): Funds investing in corporate- and government-debt
issues in the top grades.
Long-Term U.S. (LU): General U.S. Government; Generai U.S, Treasury; Target
Maturity.
General U.S. Taxable (GT): Funds investing in general bonds.
High-Yield Taxable (HC): Funds aiming for high current yields from fixed-in-
come securities and tend to invest in fower-grade debt.

{MT): Adjustable Rate Mortgage; GNMA; U.S. Mortgage.
World Bond (WB): Emerging Markets Debt; Global Income; Internationat [n-
come; Short World MultiMarket income

MUNICIPAL-DEBT FUNDS
Short-Term Muni (SM); California Short-intermediate Muni Debt; Other States
Short-Intermediate Muni Debt; Short-Intermediate Muni Debt; Short Muni
Debt.
Intermediate Muni (IM): Intermediate-term Muni Debt including single states.
General Muni (GM): Funds investing in muni-debt issues in the top-four credit
ratings.
Single-State Municipal (§5): Funds investing in debt of individual states.
High-Yield Municipal (HM): Funds investing in lower-rated muni debt.
Insured Muni (NM): California insured Muni Debt; Florida Insured Muni Debt;
Insured Muni Debt; New York Insured Muni Debt.

STOCK & BOND FUNDS

Balanced {BL): Primary objectiveisto conserve principal, by maintaining abal-
anced portfolio of both stocks and bonds.

Stock/Bond Blend (MP): Multipurpose funds such as Balanced Target Maturity;
Convertible Securities; Flexible Income; Flexible Portfoiio; Global Flexible and
Income funds, that invest in both stocks and bonds.

Source: Reprinted by permission of The Wall Street Journal, April 3, 2008. © 2008 Dow Jones & Company, Inc. All Rights Reserved Worldwide.

As we mentioned earlier, a mutual fund’s stated objective may not be all that informative.
In recent years, there has been a trend toward classifying a mutual fund’s objective based on
its actual holdings. For example, Figure 4.3 illustrates the classifications used by The Wall
Street Journal.

A key thing to notice in Figure 4.3 is that most general-purpose funds (as opposed to
specialized types such as sector funds) are classified based on the market “cap” of the stocks
they hold (small, midsize, or large) and also on whether the fund tends to invest in either
“growth” or “value” stocks (or both). We will discuss growth versus value stocks in a later
chapter; for now, it is enough to know that “growth” stocks are those considered more likely
to grow rapidly. “Value” stocks are those that look to be relatively undervalued and thus may
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As we have discussed in this chapter, there are many
thousands of mutual funds. So how do you pick one?
One answer is to visit one of the many mutual fund sites
on the Web and use a fund selector. Here is an example
of how they are used. We went to www.morningstar.
com and clicked on the “Fund Screener.” Note that you
will have to register to have access to this feature. There
are many other fund selectors on the Web. For example,

Change Criteria Results of Search

www.wsj.com offers one for subscribers to The Wall
Street Journal.

Using the Morningstar fund screener, we indicated
that we were interested in a domestic stock fund that
invests in small-cap growth stocks with relatively low
expenses and several other features. Out of a data-
base of more than 15,000 funds, here is what was
returned:

o
Mew Search | @ Analyst Insights | Instructions

._5 Results: 1-25 of 27 Previous 25 | Mext 25

VI Snapshot

Check boxes to: Test in a Portfolio | Add to my Portfolio

& Fund Hame

Alger Small Cap Growth In
Apger SmallCapGrowth AL
Alegiant Small Cap Core
American Century New Oppo
Baron Growth

Baron Small Cap

Buffalo Small Cap

Cenftury Small Cap Select
Excelsior Small Cap

Heritage Small Cap Stock

Small Growth
Small Growth
Small Growth
Small Growth
Smal Growth
Small Growth
Small Growth
Small Growth
Smal Growth
Small Growth
Small Growth
Small Growth
Small Growth
Small Growth
Small Growth
Small Growth
Small Growth
Small Growth
Small Growth
Small Growth
Smal Growth
Small Growth
Small Growth
Small Growth
Small Growth

ING Partners Bargn Small
ING Partners Barcn Small

Jennison Small Company A

Jennison Small Company A

Jennison Small Company R
Lord Abbett Small-Cap Ble
Lord Abbett Small-Cap Ble
Lord Abbett Small-Cap Ble

Rice Hall James Micro Cap

T. Rowe Price New Horizon

Turner Emerging Growth

UME Scout Small Cap
Value Line Emerging Oppor

Van Kampen Small Cap Grow

Van Kampen Small Cap Grow
Small Growth Avg
S&Pp 500

Check boxes to: Test in a Portfolio | Add to my Portfolio

view: [ETIIEA Results: 125 of 27 Previous 25 | Mext 25

This search narrowed things down in a hurry! Now we
have a list of 27 funds, the first 25 of which are shown
here in alphabetical order. Clicking on the name of the
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fund takes you to the Morningstar Web site on the fund,
where you can learn more about the fund.
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CHECK THIS

be attractive for that reason. Notice that, in this scheme, all stocks are “growth,” “value,” or
a blend of the two, a classic example of the Lake Wobegon effect.*

The mutual fund “style” box is an increasingly common sight. A style box is a way of visu-
ally representing a fund’s investment focus by placing the fund into one of nine boxes like this:

Style
Value Blend Growth
Large
[ .
N Medium
wn
Small

As shown, this particular fund focuses on large-cap, value stocks.

These newer mutual fund objectives are also useful for screening mutual funds. As our
nearby Work the Web box shows, many Web sites have mutual fund selectors that allow you
to find funds with particular characteristics.

4.6a What are the three major types of long-term funds? Give several examples
of each and describe their investment policies.

4.6b What do single-state municipal funds, single-country stock funds, and
sector stock funds have in common?

4.6¢ What are the distinguishing characteristics of a bond fund?

4.7 Mutual Fund Performance

We close our discussion of open-end mutual funds by looking at some of the performance
information reported in the financial press. We then discuss the usefulness of such informa-
tion for selecting mutual funds.

MUTUAL FUND PERFORMANCE INFORMATION

Mutual fund performance is very closely tracked by a number of organizations. Financial pub-
lications of all types periodically provide mutual fund data, and many provide lists of recom-
mended funds. We examine Wall Street Journal information in this section, but by no means
is this the only source or the most comprehensive.® However, The Wall Street Journal (and
its online version) is a particularly timely source because it reports mutual fund year-to-date
returns on a daily basis, and it provides a summary of average investment performance by fund
category on a regular basis. The information we consider here applies only to open-end funds.

Figure 4.4 reproduces “Mutual-Fund Yardsticks,” a feature appearing online at
www.wsj.com. This table compares the recent investment performance of the major fund
categories, ranked by performance. Figure 4.4 includes yardsticks for many categories of
equity funds, bond funds, and balanced stock and bond funds.

4 Lake Wobegon is a mystical place in Minnesota made famous by Garrison Keillor where “the men are strong,
the women are beautiful, and all the children are above average.” See www.phc.mpr.org for more.

5 For more detailed information, publications from companies such as Morningstar, Weisenberger, and Value Line
are often available in the library or online. Of course, a mutual fund’s prospectus and annual report contain a great
deal of information as well.
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FIGURE 4.4

Part 1 m Introduction

Mutual Fund Yardsticks

Wednesday, August 04, 2007

Mutual-fund categories and their benchmarks ranked by one-year total return. Yardsticks are based on categories compiled by The Wall Street
Journal, based on Lipper, Inc. fund investment objectives. Performance for Yardsticks is based on an arithmetic average of all the mutual funds in
the category.

DAILY TOTAL RETURH (%)
Annualized

Investment Objective Cha % Chg 4wk YTD Jyr 5yr
Science & Technology 0.04 0.25 223 10.34 1376 16.36
European Region -0.08 016 -4.42 912 25.95 2260
International -0.15 .53 -3.58 9.06 23.00 12:83
Mid-Cap Growth Funds . unch. 0.01 358 10.65 . 1528 15.00
Dow Jones Ind DIy Reinv 24853 1.15 -1.49 8.52 . 1213 . 11.95
Utility 041 1.52 -3.83 9.45 2242 2002
Global Funds -0.06 019 -3.60 7.69 18.42 16.93
Muilti-Cap Growth Funds 0.05 0.32 -2.83 . 13.40 13.90
Small-Cap Growth Funds -0.o2 0.14 553 1330 14.87
Large-Cap Growth Funds 011 0.51 -2.40 .58 9.88 978
Mid-Cap Core Funds 0.05 015 -2.59 B.79 14.88

Mid-Cap Value Funds 0.04 0.1 -6.56 15.64

5 & P 500 Daily Reinv 16.55 0.73 -3.78 440 . 12.01

Multi-Cap Core Funds 0.08 0.29 -4.23 474 1250
Large-Cap Core Funds 016 0.59 -3.84 426 11.05
Vanguard Small Co. index 0.05 0.15 -1.13 3.08 . 14.80 17.21
Equity Income 023 0.56 -4.42 414 . 13.42 1B
Multi-Cap Value Funds 010 0.34 -6.63 3.05 1325 14.08
Large-Cap Value Funds 0.27 0.54 -4.91 339 12.84 1312
Small-Cap Core Funds . 0.04 0.05 133 1.96 . 13.53 1583
Stock & Bond Funds unch. 0.06 287 10.78 11.58
Small-Cap Value Funds .09 0.04 -8.29 13.20 1614
Balanced 0.04 07 =237 8.89 9.50
Health & Biotechnology 007 0.38 -3.50 270 9.01 1097
General Taxable Bond -0.01 01 -1.07 145 570 7.00
High Yield Taxable Bond -0.03 034 -3.54 -0.67 622 9.89
Long Term Investment Grade Corporate Bond unch -0.01 033 1.62 3.61 486
Lipper L-T Govt Bond Index =017 -0.04 1.04 157 . 334 329
Intmdt Investment Grade Corporate Bond unch. 0.01 0.52 114 . 338 408
Long Term US Treasury/Govt Bond unch. -0.01 1.30 132 314 328
Mortgage unch. 005 062 138 3.24 342
Short Term Investment Grade Corp Bond unch. 0.02 0.38 214 3.02 3.05
Intermediate Term US Treasury/Govt Bond -0.01 -0.08 1.80 264 3 253
Single State Municipal Debt -0.01 -0.05 0.48 0.37 A 379
General Municipal Debt -0.01 -0.06 0.39 025 3.80 388
Intermediate Term Municipal Debt . unch. -0.01 0.62 0.62 . 2.69 296

Source: Lipper

Source: www.wsj.com, August 1, 2007. Reprinted by permission of The Wall Street Journal. © 2007 Dow Jones &
Company, Inc. All Rights Reserved Worldwide.

Figure 4.5 is a small section of the mutual fund price quotations regularly reported by The
Wall Street Journal online. All of the funds listed in Figure 4.5 belong to the very large fam-
ily of funds managed by Fidelity Investments. We highlighted the Blue Chip Growth Fund
(abbreviated BluCh). As its name suggests, the Blue Chip Fund has a large-cap focus.®

5 A blue chip stock is a well-established, profitable, very-well regarded company. A good example might be GE.
The term “blue chip” refers to the game of poker, in which chips are used for betting. The blue chips are the most
valuable.
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FIGURE 4.5 Mutual Funds: Closing Quotes

Mutual Funds: Closing Quotes

F

GOTO: A|B|C|D|E|GIH|I|J|KILIM|N|O|P|Q|R|S|TIU|V|W]|X]|

Y|Z

Wednesday, August 01, 2007

Alphahetical listing by fund family.

Family/ YTD 3yr

Fund Symbol NAV Chg  %return  %chg

Fidelity Invest
100Index FOMX | 1037 024 NS NS
AgarGrr ' FDEGX 2143 052 106 | 134
Aggrint FIVEX 1733 028 316 173
AMgr20% FASIX 1268 -0.04 25 7.3
AMgrs0% FASMX 1637  -017 30 7.2
AMgr7o% FASGX 1679 026 13 82
AMgrast FAMRX 1385 -027 a7 124
AZMun FSAZX 11.05 0.03 07 28
Balanc FBALX 2018 -0.34 48 128
BIUCh FBGRX 4608 108 40 | 74
BlueChipVal FBCVX 1510 D42 20 133
CAMun FCTFX 11.05 0.03 05 34
CAShITXFr t FCSTX 10.00 0.01 16 NS
Canad r FICDX 5645 @ -143 17.0 28.1
Caphp FDCAX 2807 -0.74 5 125
CapDevA p FOTTX 1306 D29 55 10.8
CapDevO FDETX 1336 -0D29 58 1.4
ChinaReg FHKCX 2064 -002 209 26.5
Cpinc r FAGIX 869 005 15 97
Cng$ CNGRX 47000 -054 5.0 105
Contra FCNTX 6884 -156 66 16.2

Source: www.wsj.com, August 1, 2007. Reprinted by permission of The Wall Street Journal.
© 2007 Dow Jones & Company, Inc. All Rights Reserved Worldwide.

The first piece of information given is the fund’s symbol, FBGRX. Following the symbol is
the latest net asset value, NAV, for the fund. Following the NAV are three performance measures.
The first number is the daily change in the fund’s NAV. In this case, the NAV of the Blue Chip
Growth Fund fell $1.08 from the previous day’s level. Next we have the year-to-date (YTD)
return, 4.0 percent. The last column is the three-year annualized return for this fund, 7.4 percent.
An “NS” in this column just means that the fund did not exist at the start of the period.
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INVESTMENT UPDATES

TO CLOSE OR NOT TO CLOSE A FUND?

Turning Away Potential Investors Can
Help Performance, But Letting Everyone
In Could Boost Profits

“Go away” isn't what you want to hear from a company
with which you'd like to do business.

But in the case of mutual-fund managers who are
turning away potential investors in their funds, that mes-
sage may be a signal to consider a firm’s other offerings
or watch for future reopenings.

Closing funds to prospective buyers can be a good
thing for existing investors, fund researchers and finan-
cial advisers say, because performance can slip when
funds grow so large that managers have trouble execut-
ing their strategies. Fund-management companies, how-
ever, have a financial incentive to keep the doors open
even as portfolios swell: Their fees are figured as a per-
centage of those growing assets.

“Closing funds is one of the better indicators that a
fund company is putting fund investors’ long-term inter-
ests ahead of its own short-term profit goals,” says Russel
Kinnel, director of fund research at Morningstar Inc. in
Chicago.

Turning away new investors is particularly critical with
small-stock funds—since the limited supply of shares in
small companies limits the dollars a manager can invest
in a single stock. Some managers who invest in the tini-
est stocks close their portfolios to new investors at $50
million or $100 million. When funds choose not to close,
the managers usually end up buying a larger number
of stocks or buying more and more larger stocks, thus
changing the fund’s profile.

Fund managers say there are no hard and fast rules
about when to close; that depends on factors including

whether the managers tend to trade frequently and how
much money they are running outside of a particular
mutual fund but in the same style.

A number of highly regarded fund families currently
have at least half of their portfolios closed to most new
investors. The largest such groups in total fund assets:
Dodge & Cox, Artisan, Longleaf Partners, Third Avenue,
and Hotchkis & Wiley. The fund managers generally
say the closed funds are approaching capacity for their
style or that they aren’t finding sufficient opportunities
to put new cash to work. (Some “closed” funds remain
open to certain retirement-plan participants or to clients
of financial planners who have relationships with the
funds.)

“We manage money for the benefit of our existing
clients,” says Ken Olivier, a spokesman for Dodge & Cox,
which closed two of its four funds to new investors last
year. The San Francisco firm doesn’t feel its Dodge & Cox
Stock Fund and Dodge & Cox Balanced Fund are too
large, at $46.3 billion and $22.5 billion, respectively, but
wanted to slow the flow of new money to avoid realiz-
ing too late that that point had been reached. There are
no current plans to reopen, Mr. Olivier says.

Dodge & Cox and other large firms with numerous
closed funds are generally companies that are “focused
on a few defined approaches to investing and not on
being an asset-gathering operation,” notes Tim Med-
ley, a financial adviser in Jackson, Mississippi. Most of
the firms are also privately owned. In contrast, “publicly
owned management firms may have a quarterly earn-
ings agenda” that makes them more reluctant to turn off
the spigot of new investor cash, Mr. Medley says.

A willingness of fund managers to close portfolios be-
fore they become too bloated is one factor Morningstar

If you click on “BluCh,” a screen appears with detailed performance measures. Figure 4.6

shows part of this screen. You can see in Figure 4.6 that this fund falls into the category of
“Large-Cap Growth.” Below the fund category, you can see a series of performance measures.
The first number is the year-to-date return, 3.99 percent (which was rounded to 4.0 percent in
Figure 4.5). Next we have annualized returns for the previous 1, 3, 5, and 10 years. Thus, the
Blue Chip Fund averaged 4.09 percent per year over the previous 10 years. This return slightly
exceeds the large-cap growth category but falls quite a bit short of the S&P 500 Index.

At the bottom of Figure 4.6, you see a letter grade assigned to each of the 1-, 3-, 5-, and
10-year returns. A grade of “A” means that the fund’s return is in the top 20 percent of all
funds in the same category. A grade of “B” means the next 20 percent, and so on. Notice that
the grades are strictly relative, so mutual funds, in effect, are graded on the curve!

HOW USEFUL ARE FUND PERFORMANCE RATINGS?

If you look at the performance ratings reported in Figure 4.6, you might wonder why anyone
would buy a fund in a category other than those with the highest returns. Well, the lessons
learned in Chapter 1 suggest the answer is these historical returns do not consider the riskiness
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considers in assigning what it calls stewardship ratings
that are intended to reflect how well a fund serves share-
holders. At the 10 largest fund firms with at least half
of their funds closed to new investors, all the funds that
have been assigned those relatively new ratings are rated
A or B on the A-to-F scale.

Morningstar has often criticized fund firms, including
the nation’s largest, for not closing funds as promptly
as it believes they should. Mr. Kinnel points to Fidelity
Magellan Fund and Fidelity Low-Priced Stock Fund, cur-
rently with $53.9 billion and $37.3 billion, respectively,
in assets, as “good examples of funds that should have
closed much sooner” than they did.

He names $53.4 billion Fidelity Contrafund and Ameri-
can Funds’ $111 billion Growth Fund of America as two
funds that are still delivering great performance but that
he believes should close because ballooning assets are a
growing handicap.

Fidelity Investments spokesman John Brockelman says
the firm has “closed quite a number of funds” over the
years, based on what is appropriate for each fund. “The
decision of when to close is not a marketing decision. It
is not a decision that is based on Fidelity’s bottom line. It
is a decision on what is in the best long-term interests of
our shareholders,” he says.

At American Funds, spokesman Chuck Freadhoff says
closing Growth Fund is something that the firm looks at
but “at this point, we don’t see that shareholders are
being disadvantaged by the size of the fund.” The fund'’s
portfolio is divided into portions that are managed inde-
pendently by eight individual managers and a team of
analysts.

Closing a fund is no guarantee of stellar future per-
formance, of course. And while many funds close after a
great run, others do so after less-thrilling results. A case

in point: Tweedy, Browne Global Value Fund and Tweedy,
Browne American Value Fund, which closed to new inves-
tors in May. The funds, with $7.2 billion and $628 mil-
lion, respectively, in assets, rank in the bottom 10 percent
of their Morningstar peer groups for the past three and
five years.

In closing the funds, Tweedy cited a shortage of
attractive investment opportunities and a desire not to
dilute the existing investors’ stakes in portfolio holdings.
In a mid-July update to fund investors, the managers said
cash positions in the funds are rising because “bargains
remain scarce around the globe” and the managers are
doing more selling than buying. Cash reserves at mid-
year were about 21 percent of assets in the global fund
and 18 percent in the U.S.-stock fund.

Tweedy officials could not be reached for comment.

While small-stock funds have always been among
those most apt to close, such closures are particularly
common these days, after several years in which small
stocks have gained more than large ones. Seven of
11 funds are closed at small-stock specialist Wasatch
Funds, for example, and six of those even bar new
investments from existing shareholders. Wasatch Micro
Cap Fund, now closed for the third time since its 1995
launch, had the best return among stock funds for the
10 years through August—up an average of 24.15 per-
cent a year, according to Morningstar.

The firm has a policy of closing its small-stock funds
at small sizes and “we will take what some may consider
drastic measures to maintain that performance,” says
Eric Johnson, director of mutual funds.

Source: Karen Damato, The Wall Street Journal, September 9, 2005.
© 2005 Reprinted with permission of The Wall Street Journal,
Dow Jones & Company, Inc. All Rights Reserved Worldwide.

of the various fund categories. For example, if the market has done well, the best ranked funds
may simply be the riskiest funds, since the riskiest funds normally perform the best in a rising
market. In a market downturn, however, these best ranked funds are most likely to become the
worst ranked funds, since the riskiest funds normally perform the worst in a falling market.

These problems with performance measures deal with the evaluation of historical per-
formance. However, there is an even more fundamental criterion. Ultimately, we don’t care
about historical performance; we care about future performance. Whether historical perfor-
mance is useful in predicting future performance is the subject of ongoing debate. However,
one thing we can say is that some of the poorest-performing funds are those with very high
costs. These costs act as a constant drag on performance, and such funds tend to have persis-
tently poorer returns than otherwise similar funds.

CLOSED FUNDS

Sometimes, an open-end fund will choose to close, meaning that the fund will no longer
sell shares to new investors. The use of the word “close” here should not be confused with
“closed-end,” because the number of shares can still fluctuate as existing owners buy and
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FIGURE 4.6
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FIDELITY SECURITIES FUND: FIDELITY BLUE CHIP GROWTH FUND FBGRX
Az of 8/28/07 1-Day Net Change 1-Day Return Y70 Total Return Category
MNAW: 46.08 + -1.08  -229% & 399% Large-Cap Growth
LIPPER LEADER SCORECARD TOTAL RETURNS (%) 2, 5 and 10 year returns sre annualized.
3“’@_ ‘Qvt,,. "‘Pt‘- ‘evt’. Sl‘!.v
e | A28 || 18 || 4 ﬂ,‘;fg YTD  1¥r  3¥r  BYr  10¥r
PRESERURTION
Fund 3.99 11.67 7.36 778 409
uFPER srog e s e _ :
UPRER LErpEr | HBHEST AN eiZeiZeeideiSe west | (| Category 4.32 1354 905 8.59 407
SCORECARD KEY
i Index
More on Lipper Leaders (S&P 500) 2.20 1210 11.00 11:30 .40
s 72 78 69 50
Category
Cuintile
Rank [ 4 D D D 34

Source: www.wsj.com, August 1, 2007. Reprinted by permission of The Wall Street Journal. © 2007 Dow Jones
& Company, Inc. All Rights Reserved Worldwide.

sell. Why would a fund choose to close? It usually happens when a fund grows so rapidly
(due to good past performance) that the fund manager feels that the incoming cash is more
than the fund can invest profitably. When this occurs, the fund in question is usually a small-
cap fund, but large-cap funds have also closed on occasion. Funds that close often reopen
at a later date. A nearby Investment Updates box has more on the issues surrounding closed
funds.

4.7a Which mutual fund in Figure 4.5 had the best year-to-date return? The
worst?
4.7b What are some of the problems with comparing historical performance

numbers?

4.8 Closed-End Funds, Exchange-Traded
Funds, and Hedge Funds

It is probably fitting that we close our mutual fund chapter with a discussion of closed-end
funds and exchange-traded funds. As we will see, such funds have some unusual aspects.

CLOSED-END FUNDS PERFORMANCE INFORMATION

As we described earlier, the major difference between a closed-end fund and an open-end fund
is that closed-end funds don’t buy and sell shares. Instead, there is a fixed number of shares
in the fund, and these shares are bought and sold on the open market. About 600 closed-end
funds have their shares traded on U.S. stock exchanges, which is far fewer than the roughly
8,000 long-term, open-end mutual funds available to investors.

Figure 4.7 shows some quotes for a particular type of closed-end fund, “World Equity
Funds.” As the name suggests, these funds generally invest outside the United States, and
they are a relatively common type (single-state municipal funds are the most common). The
entry for the single-country China Fund is highlighted.
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FIGURE 4.7

CLOSED-END FUNDS: World Equity Funds | Return to Majer Categories | Return to Expanded Categaries | About Closed End Funds
Wednesday, August 1, 2007

Weekly Statistics Daily Statistics

(as of 727/2007) (as of 8/01/2007)

52 Week

Fund NAV Mkt Price PremiDisc % NAV MKkt Price PremiDisc % Market Return %
Aberdeen Australia Eqty (IAF) 15.61 16.37 +5.64 15.19 14.95 -158 3901
Alpine Glhl Dynamic Div (AGD) 2207 22.80 =331 2205 2300 43 2322
Alpine Tot Dynamic Div (A0D} 18.65 19.90 +8.70 [ 18.68 19.87 6.37 | N8
Asia Pacific Fund (APB} | 29.99 27.22 | -9.24 30.30 2695 | -11.08 | 63.28
Asia Tigers Fund (GRR) 28.50 26.20 -8.07 NiA 2580 MNIA 55.86
BlackRack Gl Equity Inc (BFD) 18.87 1872 | -0.79 19.06 1884 -115 | NS
BlackRock Gl Opps Eq (BOE) 28.26 25.87 -8.78 28.66 263 -8.20 1284
BlackRock S&P Qual Gl Eq (BQY) 19.58 17.58 1021 19.71 17.55 -10.98 21.92
Calamaos Glbl Dyn Inc (CHW) 1394 15.00 +7.60 14.06 1402 -028 N8
Calamaos Glbl Tot Rtn (CGO) 17.70 1711 -333 17.72 17.01 -4.01 2218
Canadian Gen Invmnts Ltd (CGI) ¥ 3393 30.00 1171 3362 2980 -11.36 2310
Canadian Wrld Fund Ltd (T.CWF)¥ 7.50 6.11 -18.53 73 6.20 -15.18 1315
Central Europe & Russia (CEE) 61.67 53.37 -13.48 | 61.64 54.61 [ -11.40 2177
Chile Fund (CH} 2115 20.60 -2.60 21.24 2000 -6.28 B5.08
China Fund (CHN} 40 66 42.00 -15.42 49,14 42.25 -1402 E0.63
Clough Glbl Allacation (GLV) [ 2283 [ 2022 -11.43 2273 [ 2004 [ -1183 -6.41
Clough Gibl Equity (GLQ) 2234 2003 -10.34 2224 2027 -8.86 0.2g
Clough Glbl Opptys (GLO) 1859 17.20 -11.69 19.46 17.47 -10.23 0.94
Delaware Enh Gl Div & In (DEX) 13.29 20.00 +3:35 MiA 19.50 NI N8
Eatan Vance Tx-Ad GI Div (ETG) 28.09 2542 -8.51 2859 2558 -1053 2148
Eaton Vance Tx-Ad GI Opp (ETO) 3% 30.99 -6.40 [ 33.56 30.98 -7.69 | 2081
Eaton Vance TxMgdGIDvEIn (EXG) 18.61 182.41 -107 18.83 18.23 =318 NS
Economic lnvmnt Tr Ltd (EVT.TO) ¥ 124.25 98.92 <2039 MiA 98.92 NIA 2255
Emerging Mkts Telecomm (ETF) 2282 2170 -491 2285 2115 -744 69.03
European Equity Fund (EEA) 1363 12.50 -8.29 13.66 12.78 -6.44 2767
FirstIsrael Fund (ISL) 2043 2178 +B.61 [ 2023 21.85 a0 << 8-
First Tr/Abrdn Emerg Op (FEQ) 21.33 18.50 -13.27 21.35 18.20 -14.29 NS
Gabelli Global Deal (GDL) | 18.96 | 17.64 -6.96 19.05 1795 | 577 | NS
Global Income & Currency (GCF) [ 19.45 [ 1871 | -3.80 19.45 [ 18.77 | -3.50 | 18.18
Greater China Fund (GCH) 3538 3049 -13.82 MiA 30.97 NIA 86.45
Herzfeld Caribbean Basin (CUBA) 9.40 1378 +46.60 958 1318 T 11755
India Fund (IFM} 5220 4462 -1452 A 4575 NIA 17.34
Indanesia Fund (IF} 1130 13.00 ~15.04 11.37 1232 836 5582

Source: www.wsj.com, August 1, 2007. Reprinted by permission of The Wall Street Journal. © 2007 Dow Jones
& Company, Inc. All Rights Reserved Worldwide.

Examining the entry for the China Fund, the first entry after the name is the ticker symbol.
Next, we have the NAV, the market price per share, and the fund’s premium or discount.
These three numbers appear for two dates. The final column is the one-year return based on
the fund’s NAV.

An important thing to notice is that the China Fund’s NAV as of 8/1/2007, $49.14, does
not equal its market price, $42.25. The percentage difference is ($42.25 — $49.14)/$49.14 =
—.1402 = —14.02 percent, which is the number shown in the second to last column. We
will say more about this discount in a moment, but notice that (1) essentially all the closed-
end funds have either premiums or discounts, (2) the premiums and discounts can be rela-
tively large, and (3) the premiums and discounts fluctuate (compare the two “Prem/Disc %”
columns).

THE CLOSED-END FUND DISCOUNT MYSTERY

Wall Street has many unsolved puzzles, and one of the most famous and enduring has to do
with prices of shares in closed-end funds. As we noted earlier, shares in closed-end funds
trade in the marketplace. Furthermore, as the China Fund shows, share prices can differ from
net asset values. In fact, many closed-end funds sell at a discount relative to their net asset
values, and the discount is sometimes substantial.
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For more on ETFs, visit
www.morningstar.com

Investigate other ETFs at
www.nasdag.com
or
www.amex.com.

Part 1 m Introduction

For example, suppose a closed-end fund owns $100 million worth of stock. It has 10 mil-
lion shares outstanding, so the NAV is clearly $10. It would not be at all unusual, however,
for the share price to be only $9, indicating a 10 percent discount. What is puzzling about
this discount is that you can apparently buy $10 worth of stock for only $9!

To make matters even more perplexing, as we have noted, the typical discount fluctu-
ates over time. Sometimes, the discount is very wide; at other times, it almost disappears.
Despite a great deal of research, the closed-end fund discount phenomenon remains largely
unexplained.

Because of the discount available on closed-end funds, it is often argued that funds with
the largest discounts are attractive investments. The problem with this argument is that it
assumes that the discount will narrow or disappear. Unfortunately, this may or may not hap-
pen; the discount might get even wider.

Sometimes, certain closed-end funds sell at a premium, implying that investors are will-
ing to pay more than the NAV for shares. This case is not quite as perplexing; after all,
investors in load funds do the same thing. The reasons we discussed for paying loads might
apply to these cases.

One last comment on closed-end funds seems appropriate. When a closed-end fund is first
created, its shares are offered for sale to the public. For example, a closed-end fund might
raise $50 million by selling 5 million shares to the public at $10 per share (the original offer
price is almost always $10), which is the fund’s NAV.

If you pay $10, then you are very likely to shortly discover two unpleasant facts. First,
the fund promoter will be paid, say, 7 percent of the proceeds right off the top, or about
$3.5 million (this will be disclosed in the prospectus). This fee will come out of the fund,
leaving a total value of $46.5 million and a NAV of $9.30. Further, as we have seen, the
shares will probably trade at a discount relative to NAV in the market, so you would lose
another piece of your investment almost immediately. In short, newly offered closed-end
funds are generally very poor investments.

EXCHANGE-TRADED FUNDS

Exchange-traded funds, or ETFs, are a relatively recent innovation. Although they have been
around since 1993, they really began to grow in the late 1990s. As of 2007, about 300 ETFs
were being traded, and more were in the works. An ETF is basically an index fund that seeks
to achieve the same return as a particular market index. Therefore, when you buy an ETF, it
is as if you are buying the basket of stocks that make up the index.

The most popular ETFs represent well-known indexes like the S&P 500, the NASDAQ
100, or the Dow Jones Industrial Average. The best known ETF is a “Standard & Poor’s
Depositary Receipt,” or SPDR (pronounced “spider”). This ETF (ticker symbol SPY) is
simply the S&P 500 Index. The other two ETFs have catchy nicknames, too. The “Cubes”
(QQQQ—former ticker, QQQ) is the NASDAQ 100 Index. “Diamonds” (DIA) is the ETF
that tracks the Dow Jones Industrial Average.

If you decide to invest in these three ETFs, you will have plenty of trading partners. In
mid-2007, average daily trading volume for Diamonds is about 20 million shares. For the
Cubes, traders exchange more than 100 million shares on a daily basis. However, daily trad-
ing volume in Spiders routinely tops 200 million shares (that’s a lot of spiders).

More specialized ETFs also exist. For example, suppose, for some reason, you hold
mostly large-cap stocks. You can get a small piece of many small-cap stocks with the
Vanguard Small Cap ETF (VB). Maven of the Medici? If so, the Italy Index (EWI) might
be for you. Have you played enough Monopoly to convince yourself that “The Donald”
better duck? Then perhaps you will land on the Vanguard REIT ETF (VNQ). You just
cannot decide whether to invest in Europe, Australasia, or the Far East? Why decide when
you can have a portfolio of 21 country indexes by purchasing shares of the EAFE Index
(EFA)? Many other ETFs are available. A nearby Investment Update box discusses ETFs
and provides some examples.

CREATING AN ETF How are ETFs created? The process begins when a potential ETF
sponsor files a plan with the Securities and Exchange Commission (SEC) to create an ETF.
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ETFs: FROM DOG TO DOO

From DOG (AMEX: DOG), an inverse index fund from
Proshares, to DOO (NYSE: DOO), an international dividend-
focused fund from WisdomTree, the exchange-traded
fund (ETF) market is exploding with new offerings.
Hopefully, these two funds won't end up with perfor-
mance that matches their combined names.

The growth in indexed products in general has been a
boon for ETFs. The usual suspects are driving ETF expan-
sion: broad diversification, low expense ratios, high tax
efficiency, trading flexibility, and most importantly, perfor-
mance. Here's a quick, Foolish overview of the ETF market.

ETF Sponsors

Barclays Global Investors, the firm that created the first
index strategy in 1971, is the biggest ETF sponsor, with
more than 125 funds. Barclays currently holds a command-
ing 50 percent of the market, with about $225 billion in
total assets.

State Street Global Advisors developed the very first
ETF, the SPDRs (AMEX: SPY), in 1993, but it's failed to fully
capitalize on that early lead. It now manages only about
one-fourth of all ETF assets, or roughly $90 billion.

After the two ETF giants, the remaining market share
is split between roughly a dozen firms, ranging from tra-
ditional mutual-fund powerhouses like Vanguard and
Fidelity to newcomer PowerShares Capital Management.
Despite its rookie status, PowerShares is quickly carv-
ing out its niche, listing more than 30 new funds in the
United States in 2006.

In the late fall of 2006, the NASDAQ (NASDAQ: NDAQ)
announced a deal to transfer the sponsorship of the
NASDAQ-100 Index Tracking Stock (NASDAQ: QQQQ) to
PowerShares. Though the fund is one of the most widely
traded ETFs, with about $18 billion in assets, NASDAQ
wants to focus instead on its core business of creating
indexes. The deal will vault PowerShares into the ranks
of the top ETF sponsors, and it's a further indication that
distribution and support, not just products, will continue
to grow in importance for ETF sponsors.

Concentrated Assets

Although there are many new and interesting ETFs, the
market is highly concentrated. SPY and EFA (AMEX: EFA),
an ETF that tracks the MSCI EAFE Index, are ETF giants,
with $65 billion and $32 billion in respective assets; the
venerable QQQQ is the market’s third-largest fund. On
another measure, SPY and QQQQ combined account for
more than 50 percent of ETF trading volume. As the vari-
ety and number of funds increases, investors have moved
their money into some of the new choices, but the old
stalwarts still hold the bulk of assets.

New Investment Options

The old saying about the weather—if you don’t like it,
just wait a bit—applies equally well to ETFs. If you don’t

like the current offerings, have patience; a fund meeting
your needs should appear soon. There are now nearly as
many funds in registration with the SEC as there are cur-
rently on the market.

Rydex Investments currently has 24 ETFs in the market,
including seven currency shares. Rydex is well known for
innovation, having debuted the first inverse equity fund
and fixed-income mutual funds. It now has 96 ETFs on
file with the SEC, ranging from leveraged funds to those
designed to run counter to their benchmarks.

ETF newcomer WisdomTree Investments has also filed
with the SEC to launch 31 new “fundamentally weighted”
funds. The offerings will track indexes of sectors and REITs,
along with dividend-rich foreign stocks and other areas.

PowerShares Capital Management has also joined the
line at the SEC, filing 35 ETFs with the agency, primar-
ily focused on international stocks and single-country
funds.

Not Your Father’s ETF

Older ETFs tend to be based on market-cap-weighted
indexes. The newer ETFs are trying to move beyond this
to include fundamentally weighted, equal-weighted,
and theme-weighted indexes as well. While many new
funds push the envelope of active management, passively
managed ETFs tend to be more tax-efficient than more
actively managed funds.

Some of the newer indexes haven’t been around long,
so it's too early for investors to know whether they're
smart investments. The new funds following these in-
dexes may have many merits, yet a lot of these funds and
indexes still haven’t proved their worth yet. Some fund
companies are only able to present backtested or simu-
lated performance assumptions. Backtesting may look
nice, but it's not real-life historical performance, and it
may not accurately reflect future trends.

Institutional investors and traders were early adopters
of ETFs, but now individual investors and financial advi-
sors increasingly view ETFs as long-term alternatives to
both traditional index funds and actively managed funds.
Still, investors should beware the higher fees, greater
turnover, and potentially larger tax hit from some of the
new ETFs, compared to their more veteran counterparts.
Foolish investors should also know the investment objec-
tive, design, and structural differences of an ETF and its
index before committing money.

The ETF market may contain DOG and DOO, but it
also holds funds like the PowerSharesHighYield Divi-
dend Achievers (AMEX: PEY)—an investment that we
can only hope will live up to its ticker symbol, over and
over again.

Source: Zoe Van Schyndel, The Motley Fool, December 4, 2006. © 1995-
2006. The Motley Fool. All rights reserved.

Chapter 4 m Mutual Funds 121


http://downloadslide.blogspot.com

To download more slides, ebooks, solution manual, and test bank, visit http://downloadslide.blogspot.com

FIGURE 4.8

122 Part1 m Introduction

Normally, the sponsors are investment companies, like Fidelity Investments or the Vanguard
Group, that control billions of shares in a wide variety of securities. To get the shares neces-
sary to create an ETF, the sponsor arranges to set aside the shares representing the basket of
securities that forms the ETF index. These few million (or so) shares are placed into a trust.

To complete the process, “creation units” are formed. Creation units are simply claims
(like a claim check) on the bundles of shares held in the trust. Because these creation units
are legal claims backed by the shares in the trust, traders will gladly trade these creation
units. Creation units are generally for 50,000 shares of the ETF. Therefore, the creation units
are split up into the individual ETF shares that are traded on the market.

ETFs AND INDEX FUNDS Earlier, we said that an ETF was basically an index fund. But
an ETF is not exactly like an index fund. What makes an ETF different from an index fund
is that, as the name suggests, an ETF actually trades like a closed-end fund. ETFs can be
bought and sold during the day, they can be sold short, and you can buy options on them.
ETFs generally have very low expenses, lower even than index funds, but you must pay a
commission when you buy and sell shares.

Figure 4.8 contains a partial listing of ETFs ranked by the underlying assets in trust. Spiders
(SPY) top this list, obtained at www.wsj.com. Notice that the SPY has a low expense ratio, .10,
or one-tenth of 1 percent. You might also notice that SPY is not the only ETF on the S&P 500.
An ETF called the iShares S&P 500 (IVVV) appears as well. The SPY is affiliated with State
Street Global Markets, while the IV is affiliated with Barclays Global Investors. You can see
that the share performance of these ETFs vary widely. For example, over the past three years,
the annualized return for the Brazil Index Fund, EWZ, is 64.0 percent. This performance is just

Quarterly Fund Analysis: Tracking Exchange-Traded Portfolios

Monday, July 02, 2007

Performance figures are total returns for periods ended June 29; for largest exchange-traded funds and other portfolios ranked, by asset size. Three-year returns are
annualized

PERFORMANCE (%)

Assets Volume Exp Launch 2nd
Fund Symbol (billions) (000s) ratio date June qtr ¥YTD 141 31
SPDR 5 & P 500 ETF SPY $57.89 1835800 010 01/29/93 17 69 204 82 ( 118
iShares MSCI EAFE EFA 46,37 102510 | 035 0814101 01 10.8 26.8 B 220
iShares § & P 500 v 19.38 37616 0.09 05M5/00 =7 6.8 205 B2 1.8
iShares MSCI Emerging Markets Index Fund EEM 18.44 131310 075 04/07/03 38 148 420 126 | 365
PowerShares QQQ Nasdag 100 0aaa 18.37 1247500 0.20 03/09/99 i3] 103 2 g2 B7
iShares MSCI Japan Index Fund EWJ 13.55 16,472.0 0.54 0312796 -03 28 6.9 06| 129
iShares Russell 2000 Index Fund M 1147 1102032 0.20 05/22/00 -13 6.6 164 48 133
iShares Russell 1000 Value Index Fund WD 10.47 1,686.8 020 05/22/00 -23 62 218 49 157
iShares Russell 1000 Growth index Fund IWVF 10.18 21789 0.20 05/22/00 g 8.0 18.8 68 -5
streetTRACKS Gold Shares ETF GLD a2 27564 0.40 1118/04 =13 21 56 -18 na.
SPDR Mid Cap 400 MDY 9.42 58326 025 05/04/95 -22 118 181 BT 148
Vanguard Total Stock Market ETF VTl 8.56 1482 | 007 0s24/01 AT 75 203 81 | 128
iShares DJ Select Dividend Dvy 8.54 5374 0.40 11/03/03 ~32 33 178 15 125
Diamonds Trust Series | DiA 7.61 19,466.0 018 01/27/98 -15 87 2238 91 110
iShares Lehman 1-3Yr Treas. SHY 6.53 10837 | 0:15 0722102 04 | 50 07 28
iShares Lehman Aggregate Fund AGG 6.18 506.7 0.20 0922103 -0.4 a7 58 -0.6 37
iShares S & P Mid Cap 400 Index Fund IJH 515 568.3 020 05/22/00 -22 118 182 57 | 150
iShares § & P Small Cap 600 Index Fund IR 4.98 1,0603 0.20 05/22/00 -16 B4 158 52 | 143
iShares FTSE/Xinhua China 25 index Fund FXI 4.96 21467 0.74 10/05/04 130 158.1 223 n.a.
Energy Select Sector SPOR Fund XLE 4.91 18,2340 024 1214/38 18 184 151 316
iShares S & P 500 Growth index Fund v 4.88 6366 018 05/22/00 -12 B4 BE 81
iShares S & P 500 Value Index Fund IVE 4.84 615.4 0.18 05/22/00 =21 73 5% | 48
iShares Russell 2000 Value Index Fund VN 4.61 24655 | 025 07724100 23 37 23 | 147
iShares Lehman TIPS Bond Fund TP 4.36 1472 0.20 12/04/03 -02 18 -08 36
iShares MSCI Brazil Index Fund EWZ 416 81504 | 070 07H0/00 a7 308 242 40
iShares Russell Mid Cap Value Index Fund ws 3.85 1595 0.25 o771 -28 88 36 | 1819
iShares § & P 100 Index Fund OEF 3.82 32248 020 10/23/00 -13 5.8 71 a8
iShares Russell Mid Cap Index Fund IWR 3.80 4322 | 020 o7H7I =23 a8 B2 | 0
Vanguard Emerging Markets ETF VWO 3077 2278 0.30 0310/08 45 18.0 154 n.a.

Source: www.wsj.com, July 2, 2007. Reprinted by permission of The Wall Street Journal. © 2007 Dow Jones & Company,
Inc. All Rights Reserved Worldwide.
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hedge fund
An investment company not acces-
sible by the general public.

Extensive information
about hedge funds is available
on the Internet.

Try Hedge World
www.hedgeworld.com
and Hedge Fund Center
www.hedgefundcenter.com

about twice that of the next highest annualized three-year return. An entry of “n.a.” in the three-
year return simply means that the ETF has not existed for the entire three-year period.

EXCHANGE-TRADED NOTES In mid-2006, Barclays Bank introduced exchange-traded
notes (ETNSs). To investors, exchange-traded notes (ETNSs) look very similar to exchange-
traded funds. Like most ETFs, ETNs are designed to allow investors to achieve the same
return as a particular index. Also like ETFs, investors can go long or short an ETN.

Originally, ETNs were created to provide investors with exposure to the risks and returns
of commodities, a traditionally volatile arena. However, ETNs now exist for currencies and
for at least one emerging market—India.

As of late 2007, the largest ETN is the iPath Dow Jones-AlG Commodity Total Return
Index (DJP), a Barclays Bank product. This ETN tracks the returns of a portfolio of 19 futures
contracts. However, in this index, by rule, any commodity group, including energy, can com-
prise only 33 percent of the index. By contrast, the iPath GSCI Total Return Index (GSP) tracks
the returns of a portfolio of 24 futures contracts, but 75 percent of this index is energy-related.
Want more exposure? The iPath GSCI Crude Oil Total Return Index (OIL) provides investors
with 100 percent exposure to returns on crude oil futures contracts.

The iPath ETNs are actually debt securities issued by Barclays Bank. Essentially, these
ETNs promise to pay investors the return on a commodity index, less Barclays .75 percent
annual fee. However, ETNs are not limited to one bank. For example, Deutsche Bank and
Goldman Sachs also have ETNs. Other banks will surely follow.

There is an important difference between ETFs and ETNs. Essentially, the holder of an
ETF holds a fractional ownership of the shares placed in trust to create the ETF. With ETNS,
however, this is not the case. ETNs are unsecured debt securities. This means that holders
of ETNs are relying on the solvency of the issuing bank when they hold ETNs. Therefore,
ETN holders face the risk that the issuing bank might default on the promised payments of
the ETN.

HEDGE FUNDS

Hedge funds are a special type of investment company. They are like mutual funds in that a
fund manager invests a pool of money obtained from investors. Hedge funds are generally free
to pursue almost any investment style they wish. In contrast, as we have discussed, mutual
funds are relatively limited in their permitted investment strategies. For example, mutual funds
are usually not allowed to do things like sell short or use large degrees of leverage.

Hedge funds are also not required to maintain any particular degree of diversification or
liquidity. They don’t have to redeem shares on demand, and they have little in the way of dis-
closure requirements. The extent to which hedge funds avoid many of the restrictions placed
on mutual funds stems from two facts: (1) hedge funds accept only “financially sophisticated”
investors, and (2) hedge funds do not offer their securities for sale to the public. A financially
sophisticated investor is, as a practical matter, usually either an institution or a high net worth
(i.e., rich) individual. Some types of hedge funds are limited to no more than 50-100 inves-
tors. A nearby Investment Updates box provides some guidance on investing in hedge funds.

HEDGE FUND REGULATION Traditionally, hedge funds were only lightly regulated.
Despite protests from the hedge fund industry, the Securities and Exchange Commission
(SEC) recently initiated some regulations.

As of February 2006, the SEC requires hedge funds to register as investment advisers.
However, many hedge fund managers registered with the SEC before this new requirement.
Hedge fund managers do not have to register each of their hedge funds. Instead, they must
provide some basic information to the SEC and must have a person on staff whose duties
include helping the hedge fund comply with SEC rules. Registered hedge fund managers can
be inspected at random by the SEC.

As with many rules, there are exceptions. For example, hedge funds that manage less than
$30 million do not have to register. Also, hedge funds that “lock up” their investors” money for
two or more years do not have to register (by “lock up” we mean that investors cannot with-
draw their money; one reason for such a policy is that the fund may invest in illiquid assets and
redemptions could be damaging).

Chapter 4 m Mutual Funds 123


http://www.hedgeworld.com
http://www.hedgefundcenter.com
http://downloadslide.blogspot.com

INVESTMENT UPDATES

WAITER, THERE’'S A HEDGE FUND IN MY IRA!

Psst! Hey, Fool! Want to invest in a hedge fund? Maybe
you meet the net worth limit, but don’t have the cash
handy?

How about buying a piece of that strip mall that'’s
going up down the block? Maybe some precious met-
als? Or perhaps you'd rather make like Fortress Invest-
ment Group (NYSE: FIG) and BlackRock (NYSE: BLK), with
a little private equity action? Who needs Goldman Sachs
(NYSE: GS) when you can do it yourself, right?

Sound crazy? How much have you got in your IRA?

That's right, your IRA. Several companies now offer
alternative-investment IRAs that can invest in a huge
range of assets, and they’re attracting more investor in-
terest than ever. If you have a sizeable IRA balance (more
than $50,000 or so) and you're thinking of moving beyond
stocks and bonds—or you're just curious—read on.

So What Are These Things?

As you probably know, an investor with an ordinary “self-
directed” IRA can invest in nearly anything that the IRA's
custodian—the company that makes the IRA available to
you, and holds the assets on your behalf—offers for sale.
Since most IRA custodians are brokerages or mutual fund
companies, most of us have stocks, bonds, and mutual
funds in our IRAs.

There are, however, a growing number of firms of-
fering custodial services for a wide range of alterna-
tive investments—and when | say “wide range,” | mean

really huge. Want to buy commercial real estate? Pri-
vately traded stock? Precious metals? Foreclosure prop-
erties? Limited partnerships or hedge funds? Firms like
EntrustGroup and Guidant Financial offer structures and
products that they claim allow investors to hold assets
like these in an IRA easily and affordably—without com-
promising the IRA's tax-deferred status.

The secret here isn't the IRAs themselves. They're
just like any other IRAs, and they come in the standard
flavors—traditional, Roth, rollover, etc.—with the stan-
dard rules. These products’ uniqueness comes from the
legal research their custodial firms have done, enabling
them to offer standardized products that operate within
IRS rules and exemptions while allowing investors to hold
nontraditional assets.

The Limits

Like anything involving the IRS, there are limits on what
you can buy while preserving the IRA's tax status. Trans-
actions that provide immediate financial gain to the
IRA holder are out—that's called “self-dealing,” and it
makes the IRS grumpy, since it believes that your IRA is
supposed to provide you with a financial benefit after
you retire, not before. (You can’t sell your house to your
IRA, for instance, and you can't live in or lease a property
owned by your IRA.) The rules also prohibit investments
in most “tangible personal property,” such as antiques,
rugs, stamps, or other collectibles.

HEDGE FUND FEES Hedge funds typically have a special fee structure, where, in addition
to a general management fee of 1 to 2 percent of fund assets, the manager is paid a special
performance fee. This special performance fee is often in the range of 20 to 40 percent of
profits realized by the fund’s investment strategy. A modest fee structure might be one that
charges an annual management fee of 1 percent of the fund’s assets plus 20 percent of any
profits realized; however, more elaborate fee structures are common.

HEDGE FUND STYLES Worldwide there are thousands of hedge funds, and the number
keeps growing. Big hedge funds may require a minimum investment of $1 million or more.
Small hedge funds may require a minimum investment of only $50,000 or less. Whether
large or small, each fund develops its own investment style or niche. For example, a hedge
fund may focus on a particular sector, like technology, or a particular global region, like Asia
or eastern Europe.

Alternatively, a hedge fund may pursue a particular investment strategy, like the “market-
neutral strategy” in which the fund maintains a portfolio approximately equally split between
long and short positions. By being long in some securities and short in others, the portfolio
is hedged against market risk and hence the term “market neutral.” Incidentally, this is often
thought to be the source of the term “hedge fund,” originally referring to funds that were
hedged against market risk. Today, however, the term hedge fund refers to any unregistered
fund pursuing any type of investment style.

Information about
starting your own hedge fund
is available at Turn
Key Hedge Funds
www.turnkeyhedgefunds.com
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Still, that leaves a lot of attractive choices. Ready to
dive in? Well, hang on, Fool. There are pitfalls aplenty
out there. Here are a few things to keep in mind as you
investigate further:

¢ Invest where you have an advantage. Choose
one of these products only when you have a rea-
sonable chance of generating market-beating
returns—not just for diversification, which you
can easily get elsewhere. For instance, if you have
years of experience buying and managing com-
mercial real estate, then setting up a special IRA
to invest a portion of your retirement portfolio
directly in real estate might make sense.

e Make sure you understand the fees in advance.
Don’t expect to pay a $10 annual maintenance
fee for these specialized IRA accounts. Charges for
custody and recordkeeping can range from $100
to $2,000 per year, depending on account size and
complexity. You may also be charged for each indi-
vidual transaction, for setting up loan payments,
and for any special legal or operational needs.
These fees can easily cost you thousands per year,
eroding that market-beating advantage quickly.

e Beware of franchise offers. Have you always
wanted to own a McDonald’s (NYSE: MCD) or
Sonic (NASDAQ: SONC) location? Some IRA provid-
ers claim that they can help you invest your
assets in a franchise (or other business opportu-
nity) while maintaining the IRA's tax-advantaged
status. Remember that bit about self-dealing?

This is, at best, a legal gray area. Proceed very care-
fully, preferably with a tax attorney at your side.

e Stick with established players. Research the track
record of the IRA provider. There are a lot of new
entrants into this space, and while they may have
the best of intentions, they may not fully under-
stand the tax consequences of their offerings or
have the experience to handle your chosen invest-
ments. Again, proceed with caution, and consult
an attorney if in doubt.

The Upshot

Given the high commitment needed (and the potential
for high fees), most Fools are probably better off diver-
sifying via more mainstream products. If you're looking
to add real estate exposure to your retirement portfolio,
consider an ETF that focuses on real estate investment
trusts, such as the Vanguard REIT ETF (AMEX: VNQ) or
iShares Cohen & Steers (AMEX: ICF). You can find ETFs
and mutual funds that give you exposure to commodities
and specialized debt as well.

Finally, if you clicked on this article because you're
drawn to the outsized returns of some hedge funds, why
not let the Fool help you take another look at mutual
funds? The very best mutual funds have most hedge
funds beat hands-down, with much lower fees and liquid-
ity that no hedge fund can match.

Source: John Rosevear, The Motley Fool, May 4, 2007. © 1995-2007 The
Motley Fool. All rights reserved.

FUNDS OF FUNDS A significant portion of the money invested in hedge funds is fun-
neled through “funds of funds.” A fund of funds is just what the name suggests: An
investment company that invests in hedge funds. For an investor, a fund of funds has the
advantage that the fund manager may have expertise in selecting hedge funds; moreover,
having multiple hedge funds offers a diversification benefit. However, a fund of funds
charges fees of its own, on top of the already hefty hedge fund fees, so these advantages
come with a cost.

STARTING YOUR OWN HEDGE FUND Ever dream about becoming an investment
portfolio manager? You can by starting your own hedge fund. It may be easier than you
think. A hedge fund is typically structured as a limited partnership in which the manager
is a general partner and the investors are limited partners. Rather than stumble through
the legal details, we simply advise that you will need the services of a lawyer familiar
with investment companies, but the bottom line is that it’s not difficult to do. Actually, the
hardest part about setting up your own hedge fund is finding willing investors. Essentially,
you need to find well-to-do individuals who have faith in your investment ideas. Bear in
mind that you will have to register your hedge fund if you have more than 15 investors.
Make sure you know all the regulatory requirements that may (or may not) be imposed on
your hedge fund.
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4.8a
4.8b
4.8c

4.8d

What is a closed-end fund and how does it differ from a mutual fund?
What is meant by the Net Asset Value (NAV) of a closed-end fund?

What is a hedge fund? What are the important differences between a
hedge fund and a mutual fund?

What is a market neutral investment strategy? Why is this strategy
available to hedge funds but not to mutual funds?

4.9 Summary and Conclusions

We covered many aspects of mutual fund investing in this chapter. We saw that there are
thousands of mutual funds and dozens of types. We summarize a few of the more important
distinctions grouped by the chapter’s important concepts.

1

The different types of mutual funds.

A. At the most basic level, a company that pools funds obtained from individual inves-

tors and invests them is called an investment company. In other words, an investment
company is a business that specializes in managing financial assets for individual
investors. All mutual funds are, in fact, investment companies.

. There are two fundamental types of investment companies, open-end funds and

closed-end funds. When an investor wishes to buy open-end fund shares, the fund
simply issues them and then invests the money received. In a closed-end fund, the
number of shares is fixed and never changes. If you want to buy shares, you must buy
them from another investor.

. Mutual funds have different investment horizons. Money market mutual funds are

an example of funds with a short-term investment horizon. Examples of funds with
longer-term investment horizons include:

 Stock funds that may specialize in capital appreciation, income, company size,
international stocks, sector-specific stocks, or indexes.

» Bond funds that may specialize in short-term bonds, intermediate-term bonds,
high-yield bonds, mortgages, or international bonds.

 Stock and bond funds that may keep a fixed balance among stocks, bonds, and
cash balances or try to outguess the market by moving portfolio weights among
stocks, bonds, and cash balances.

How mutual funds oper ate.

. Mutual funds are corporations. Like other corporations, a mutual fund is owned by

its shareholders. The shareholders elect a board of directors; the board of directors is
responsible for hiring a manager to oversee the fund’s operations.

. Although mutual funds often belong to a larger “family” of funds, every fund is a sepa-

rate company owned by its shareholders. Most mutual funds are created by investment
advisory firms, which are businesses that specialize in managing mutual funds. Invest-
ment advisory firms are also called mutual fund companies. Increasingly, such firms
have additional operations such as discount brokerages and other financial services.

. There are hundreds of investment advisory firms in the United States. The largest, and

probably best known, is Fidelity Investments, with more than 300 mutual funds, about
$1.2 trillion in assets under management, and 22 million customers. Dreyfus, Franklin,
and Vanguard are some other well-known examples. Many brokerage firms, such as
Merrill Lynch and Charles Schwab, also have large investment advisory operations.


http://downloadslide.blogspot.com

To download more slides, ebooks, solution manual, and test bank, visit http://downloadslide.blogspot.com

D. Investment advisory firms create mutual funds simply because they wish to manage
them to earn fees. A typical management fee might be .75 percent of the total assets in
the fund per year. A fund with $200 million in assets would not be especially large but
could nonetheless generate management fees of about $1.5 million per year.

3. How to find information about mutual fund performance.

A. Funds have very different objectives and, as a result, very different risk and return po-
tentials. Furthermore, funds with similar-sounding objectives can, in fact, be quite dif-
ferent. It is important to consider a fund’s actual holdings and investment policies, not
just read its stated objective.

B. Mutual fund information is widely available, but performance information should be
used with caution. The best performing funds are often the ones with the greatest risks
or the ones that just happened to be in the right investment at the right time.

4. Theworkings of Exchange-Traded Funds.

A. An Exchange-Traded Fund (ETF) is basically an index fund that seeks to achieve the
same return as a particular market index. Therefore, when you buy an ETF, it is as if
you are buying the basket of stocks that make up the index.

B. The most popular ETFs represent well-known indexes like the S&P 500, the
NASDAQ 100, or the Dow Jones Industrial Average.

C. Many more specialized ETFs exist. For example, with an ETF, you can get a small
piece of many small-cap stocks or mid-cap stocks, or you can invest in country-
specific funds or in real estate.

GET REAL

This chapter covered the essentials of mutual funds. How should you, as an investor
or investment manager, put this information to work?

The first thing to do is to start looking at mutual fund prospectuses. These are
written to be accessible to novice investors (or, at least, they are supposed to be writ-
ten that way). The best way to begin exploring is to visit Web sites. Almost any large
mutual fund company will have extensive online information available. Links to some
of the better known families are available at our Web page. It is important to look
at different funds within a given family and also to look across families. Compare
growth funds to growth funds, for example. This adventure will give you some of the
real-life background you need to select the types of funds most suitable for you or
someone else.

Once you have examined prospectuses on different funds, it's time to invest.
Beginning with your simulated account, pick a few funds, invest, and observe the
outcomes. Open-end mutual funds are probably the place most of you will begin
investing real dollars. An initial purchase can be made with a relatively small amount,
perhaps $500, and subsequent purchases can be made in amounts of as little as $100
or less.

Most important of all, as we discussed to start the chapter, most employers now
provide employees with retirement plans. The way these work is that, typically, your
employer will make a contribution to a mutual fund you select (often from a fairly
limited set). Your employer may even match, or more than match, a contribution you
make. Such plans may be the only retirement benefit offered, but they can be an
extraordinary opportunity for those who take full advantage of them by getting the
largest possible match and then investing in a suitable fund. It's an important choice,
so the more knowledge you have regarding mutual funds, the better your outcome
is likely to be.
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[ Key Terms }

12b-1 fees 102 money market mutual fund 105
closed-end fund 98 net asset value 99

front-end load 102 open-end fund 98

hedge fund 123 turnover 103

investment company 98

[ Chapter Review Problems and Self-Test }

1. Front-End Loads The Madura HiGro Fund has a net asset value of $50 per share. It charges a
3 percent load. How much will you pay for 100 shares?

2. Turnover The Starks Income Fund’s average daily total assets were $100 million for the year
just completed. Its stock purchases for the year were $20 million, while its sales were $12.5 mil-
lion. What was its turnover?

Answers to Self-Test Problems

1. You will pay 100 times the offering price. Since the load is computed as a percentage of the
offering price, we can compute the offering price as follows:
Net asset value = (1 — Front-end load) X Offering price

In other words, the NAV is 97 percent of the offering price. Since the NAV is $50, the offering
price is $50/.97 = $51.55. You will pay $5,155 in all, of which $155 is a load.

2. Turnover is the lesser of purchases or sales divided by average daily assets. In this case, sales
are smaller at $12.5, so turnover is $12.5/$100 = .125 times.

[ Test Your Investment Quotient }

For the remaining questions and problems, the circled numbersin the margin refer to the
corresponding learning objectivein this chapter.

I:I Q @ 1. Investment Companies Which of the following statements typically does not characterize the

structure of an investment company?
a. An investment company adopts a corporate form of organization.

b. An investment company invests a pool of funds belonging to many investors in a portfolio of

C@ individual investments.

¢. An investment company receives an annual management fee ranging from 3 to 5 percent of
\\PR/OBLEMS the total value of the fund.
d. The board of directors of an investment company hires a separate investment management
company to manage the portfolio of securities and handle other administrative duties.

@ 2. Expense Statement Which of the following is not part of the expense statement?
a. Shareholder transactions expenses
b. Shareholder demographic profile
c. Annual operating expenses
d. A hypothetical example of expenses

@ 3. Mutual Fund Investing Which of the following is the least likely advantage of mutual fund
investing?
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a. Diversification

b. Professional management

c. Convenience

d. Mutual fund returns are normally higher than market average returns

@ 4. Open-End Funds An open-end mutual fund is owned by which of the following?

a. An investment company

b. An investment advisory firm

c. A *“family of funds” mutual fund company
d. Its shareholders
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10.

12.

13.

14.

Closed-End Funds Which of the following is most true of a closed-end investment
company?

a. The fund’s share price is usually greater than net asset value.

b. The fund’s share price is set equal to net asset value.

¢. Fund shares outstanding vary with purchases and redemptions by shareholders.

d. Fund shares outstanding are fixed at the issue date.

Closed-End Funds A closed-end fund is owned by which of the following?

a. An investment company

b. An investment advisory firm

c. A*“family of funds” mutual fund company
d. Its shareholders

Investment Advisory Firms Which of the following is not true about the typical relationship
between a mutual fund and an investment advisory firm? The investment advisory firm

a. Owns the mutual fund.

b. Manages the mutual fund’s assets.

¢. Manages shareholder purchase and redemption operations.
d. Receives a management fee for services rendered.

Fund Types Which mutual fund type is most likely to own stocks paying the highest dividend
yields?

a. Capital appreciation fund

b. Equity income fund

c. Growth and income fund

d. Growth fund

Fund Types Which mutual fund type is most likely to own stocks paying the lowest dividend
yields?

a. Capital appreciation fund

b. Equity income fund

c. Growth and income fund

d. Growth fund

Fund Types Which mutual fund type will most likely incur the greatest tax liability for its
investors?

a. Index fund

b. Municipal bond fund
c. Income fund

d. Growth fund

Fund Types Which mutual fund type will most likely incur the smallest tax liability for its
investors?

a. Index fund

b. Municipal bond fund

¢. Income fund

d. Growth fund

Fund Types Which mutual fund type will most likely incur the greatest overall risk levels for
its investors?

a. Large-cap index fund

b. Insured municipal bond fund

c. Money market mutual fund

d. Small-cap growth fund

Mutual Fund Fees Which of the following mutual fund fees is assessed on an annual basis?
a. 12b-1 fees

b. Front-end load

c. Back-end load

d. Contingent deferred sales charge (CDSC)

Mutual Fund Fees Which of the following mutual fund fees will most likely be the biggest
expense for a long-term fund investor?

a. 12b-1 fees
b. Front-end load
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c. Back-end load
d. Contingent deferred sales charge (CDSC)

@ 15. Mutual Fund Fees Which of the following mutual fund fees and expenses is the most
difficult for investors to assess?

a. Sales charges or “loads”
b. 12b-1 fees

¢. Management fees

d. Trading costs

{ Concept Questions }

1. Fund Ownership Who actually owns a mutual fund? Who runs it?

2. Loads Given that no-load funds are widely available, why would a rational investor pay a
front-end load? More generally, why don’t fund investors always seek out funds with the lowest
loads, management fees, and other fees?

3. Money Market Funds s it true that the NAV of a money market mutual fund never changes?
How is this possible?

4. Money Market Deposit Accounts What is the difference between a money market deposit
account and a money market mutual fund? Which is riskier?

5. Front-End Loads You are interested in investing in a mutual fund that charges a front-end
load of 5 percent. If the length of your investment is one year, would you invest in this fund?
Suppose the length of your investment is 20 years? How are the length of your investment and
front-end loads related?

6. Open versus Closed-End Funds An open-end mutual fund typically keeps a percentage,
often around 5 percent, of its assets in cash or liquid money market assets. How does this affect
the fund’s return in a year in which the market increases in value? How about during a bad year?
Closed-end funds do not typically hold cash. What is it about the structure of open-end and
closed-end funds that would influence this difference?

7. 12b-1Fees What are 12b-1 fees? What expenses are 12b-1 fees intended to cover?

Many closed-end mutual funds charge a 12b-1 fee. Does this make sense to you? Why or
why not?

8. Open-versus Closed-End Funds If you were concerned about the liquidity of mutual funds
shares that you held, would you rather hold shares in a closed-end fund or an open-end fund?
Why?

9. Performance Refer to Figure 4.5. Look at the 3-year performance for the funds listed.
Why do you suppose there are so few poor performers? Hint: Think about the hit TV show
Survivor.
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10. Mutual Fund Fees Suppose you want to invest in a mutual fund and are given the choice of
two share classes. Class U shares charge a fee as a percentage of the initial investment upfront.
Class B shares charge the same fee, but the fee is taken out of the total assets at the end of
the year. Which share class would provide you with the highest total return? Assume the fund
makes no distributions prior to the fee assessment at the end of the year.

©OOO O 000 OO

{ Questions and Problems }

Core Questions 1. Net Asset Value The World Income Appreciation Fund has current assets with a market value
of $5.8 billion and has 140 million shares outstanding. What is the net asset value (NAV) for

this mutual fund?

. Front-End Loads Suppose the mutual fund in the previous problem has a current market
price quotation of $42.28. Is this a load fund? If so, calculate the front-end load.

3. Calculating NAV  The Emerging Growth and Equity Fund is a “low-load” fund. The current
offer price quotation for this mutual fund is $27.52, and the front-end load is 1.5 percent. What
is the NAV? If there are 15.6 million shares outstanding, what is the current market value of
assets owned by the fund?

OO O
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@ 4. Money Market Funds The Aqua Liquid Assets Money Market Mutual Fund has a NAV of
$1 per share. During the year, the assets held by this fund appreciated by 5.2 percent. If you had
invested $20,000 in this fund at the start of the year, how many shares would you own at the end
of the year? What will the NAV of this fund be at the end of the year? Why?

@ 5. NAV An open-end mutual fund has the following stocks:

Stock Shares  Stock Price

A 9,000 $68
B 13,000 39
C 8,600 49
D 12,500 82

If there are 50,000 shares of the market fund, what is the NAV?

6. NAV Suppose the fund in the previous problem has liabilities of $110,000. What is the NAV
of the fund now?

7. Front-End Load In the previous problem, assume the fund is sold with a 5 percent front-end
load. What is the offering price of the fund?

. Turnover A mutual fund sold $63 million of assets during the year and purchased $57 mil-
lion in assets. If the average daily assets of the fund was $130 million, what was the fund
turnover?

9. Closed-End Funds A closed-end fund has total assets of $420 million and liabilities of
$800,000. Currently, 19 million shares are outstanding. What is the NAV of the fund? If the
shares currently sell for $18.37, what is the premium or discount on the fund?

10. Mutual Fund Returns You invested $10,000 in a mutual fund at the beginning of the year
when the NAV was $34.87. At the end of the year the fund paid $.39 in short-term distributions
and $.98 in long-term distributions. If the NAV of the fund at the end of the year was $38.21,
what was your return for the year?

Intermediate Questions 11. Calculating Turnover A sector fund specializing in commercial bank stocks had average
daily assets of $3.4 billion during the year. This fund sold $1.25 billion worth of stock during
the year, and its turnover ratio was .42. How much stock did this mutual fund purchase during
the year?

12. Calculating Fees In the previous problem, suppose the annual operating expense ratio for the
mutual fund is 1.25 percent, and the management fee is .85 percent. How much money did the
fund’s management earn during the year? If the fund doesn’t charge any 12b-1 fees, how much
were miscellaneous and administrative expenses during the year?

13. Calculating Fees You purchased 2,000 shares in the New Pacific Growth Fund on January 2,
2008, at an offering price of $53.82 per share. The front-end load for this fund is 5 percent, and
the back-end load for redemptions within one year is 2 percent. The underlying assets in this
mutual fund appreciate (including reinvested dividends) by 12 percent during 2008, and you
sell back your shares at the end of the year. If the operating expense ratio for the New Pacific
Growth Fund is 1.95 percent, what is your total return from this investment? What do you
conclude about the impact of fees in evaluating mutual fund performance?

14. Calculating Fees Suppose in the previous problem that the mutual fund has no front-end load
or back-end load. Further suppose that the operating expense ratio for the fund is .95 percent.
What is your return on investment now?

15. Front-End Loadsand Returns You are considering an investment in a mutual fund with
a 5.5 percent front-end load. Assuming the fund return is 11 percent per year, what is your
return in 1 year? 2 years? 5 years? 10 years? 20 years? 30 years? Graph and explain your
answers.

16. Expensesand Returns The Bruin Stock Fund sells Class A shares that have a front-end load
of 5.75 percent, a 12b-1 fee of .23 percent, and other fees of .73 percent. There are also Class B
shares with a 5 percent CDSC that declines 1 percent per year, a 12b-1 fee of 1.00 percent, and
other fees of .73 percent. If the portfolio return is 12 percent per year and you plan to sell after
the third year, should you invest in Class A or Class B shares? What if your investment horizon
is 20 years?

ONONOIOIO
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@ 17. Expensesand Returns You are going to invest in a stock mutual fund with a 5 percent
front-end load and a 1.30 percent expense ratio. You also can invest in a money market
mutual fund with a 5.2 percent return and an expense ratio of .20 percent. If you plan to keep
your investment for two years, what annual return must the stock mutual fund earn to exceed
an investment in the money market fund? What if your investment horizon is 10 years?

@ 18. Taxesand MMMFs Suppose you’re evaluating three alternative MMMF investments.
The first fund buys a diversified portfolio of municipal securities from across the country
and yields 4.1 percent. The second fund buys only taxable, short-term commercial paper
and yields 6.5 percent. The third fund specializes in the municipal debt from the state of
New Jersey and yields 3.8 percent. If you are a New Jersey resident, your federal tax bracket
is 35 percent, and your state tax bracket is 8 percent, which of these three MMMFs offers
you the highest aftertax yield?

19. Taxesand MMMFs In the previous problem, which MMMF offers you the highest yield if
you are a resident of Texas, which has no state income tax?

20. Closed-End Funds The Argentina Fund has $410 million in assets and sells at a 13.1 percent
discount to NAV. If the quoted share price for this closed-end fund is $18.43, how many shares
are outstanding? If you purchase 1,000 shares of this fund, what will the total shares outstanding
be now?

© OO

21. Closed-End Fund Discounts Suppose you purchase 5,000 shares of a closed-end mutual fund
at its initial public offering; the offer price is $28 per share. The offering prospectus discloses
that the fund promoter gets an 8 percent fee from the offering. If this fund sells at a 12 percent
discount to NAV the day after the initial public offering, what is the value of your investment?

{ What's on the Web? }

1. Bond Funds One of the best Internet sites for information on mutual funds is www.morningstar.
com. Go to the Web site and find the ticker symbol for the Harbor Bond Fund. Find all of the
following information on the Web site for this fund: loads, expense ratio, top five holdings,
bond quality ratings, the fund’s rank in its category for the last seven years, and the Morningstar
rating. Next, find out how the Morningstar star ranking system works.

2. Stock Funds Go to www.morningstar.com and find the ticker symbol for a domestic stock
fund. Enter the ticker symbol and find the following information for the fund: manager and
manager start date, year-to-date return, three-year return, five-year return, front-end or back-end
loads, actual and maximum 12b-I fees, management fees, expense ratio, the top 25 holdings, and
the fund address and phone number.

3. Morningstar Fund Selector Find the Mutual Fund Screener on the Morningstar Web site.
How many funds fit the following criteria: domestic stock fund, minimum initial purchase equal
to or less than $500, expense ratio less than or equal to category average, and turnover less than
75 percent?
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4. ETFs Go to www.amex.com. Once there, find out the advantages Amex lists for individuals
buying ETFs. Now, find out how many ETFs AMEX lists. How many ETFs are international?
What are Diamonds, Spiders, and Cubes (QQQQ)? What do each of these three invest in?

{ Stock-Trak Exercises }
o s i Sl

To access the Stock-Trak Exercise for this chapter, please visit the book Web site at
www.mhhe.com/jm5e and choose the corresponding chapter.
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Learning Objectives

Take stock in yourself.

Make sure you have a
good understanding
of:

1. The difference
between primary
and secondary stock
markets.

2. The workings of
the New York Stock
Exchange.

3. How NASDAQ
operates.

4. How to calculate
index returns.
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CHAPTER 5 o

The Stock Market

“One of the funny things about the stock market is that every time
one man buys, another sells, and both think they are astute.”
—William Feather

“If you don’t know who you are, the stock market is an expensive
place to find out.”
—Adam Smith (pseud. for George J. W. Goodman)

On May 17, 1792, a group of commodity brokers met and signed the now
famous Buttonwood Tree Agreement, thereby establishing the forerunner of what
soon became the New York Stock Exchange. On April 4, 2007, the NYSE and Euronext
completed their merger. The new company, known as NYSE Euronext, operates large
and liquid stock exchanges in Amsterdam, Brussels, Paris, New York, and other world
cities. The NYSE is the world’s best known stock exchange. It's big, too. On a typical day
in 2007, trading volume at the NYSE is well over 2 billion shares. Established in 1971,
and now famous as an arena for “tech” stock investing, daily trading volume at the
NASDAQ is also about 2 billion shares. Together, the NYSE and NASDAQ account for

the vast majority of stock trading in the United States. m

With this chapter, we begin in earnest our study of stock markets. This chapter presents a
“big picture” overview of how a stock market works and how to read and understand stock

market information reported in the financial press.
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venture capital (VC)
Financing for new, often high-risk
ventures.

For a list of well-known
VC firms, see
www.vfinance.com.

The Internet is a tremendous source
of venture capital information, both
for suppliers and demanders of
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capital. For example, see
www.nvca.org

Part 2 m Stock Markets

5.1 Private Equity Versus Selling Securities
to the Public

PRIVATE EQUITY

The broad term private equity is often used to label the rapidly growing area of equity financ-
ing for nonpublic companies. For example, one day, you and a friend have a great idea for
a new computer software product that helps users communicate using the next generation
Meganet. Filled with entrepreneurial zeal, you christen the product MegaComm and set
about bringing it to market.

Working nights and weekends, you are able to create a prototype of your product. It
doesn’t actually work, but at least you can show it around to illustrate your idea. To develop
a working product, you need to hire programmers, buy computers, rent office space, and so
on. Unfortunately, because you are both college students, your combined assets are not suf-
ficient to fund a pizza party, much less a start-up company. You need what is often referred
to as OPM—other people’s money.

Your first thought might be to approach a bank for a loan. You would probably discover,
however, that banks are generally not interested in making loans to start-up companies
with no assets (other than an idea) run by fledgling entrepreneurs with no track record.
Instead, your search for capital would very likely lead you to the venture capital (VC)
market, an important part of the private equity market.

VENTURE CAPITAL

The term venture capital does not have a precise meaning, but it generally refers to financing
for new, often high-risk ventures. For example, before it went public, Internet auctioneer
eBay was venture capital financed. Individual venture capitalists invest their own money,
whereas venture capital firms specialize in pooling funds from various sources and investing
them. The underlying sources of funds for such firms include individuals, pension funds,
insurance companies, large corporations, and even university endowment funds.

Venture capitalists and venture capital firms recognize that many or even most new ven-
tures will not fly, but the occasional one will. The potential profits are enormous in such
cases. To limit their risk, venture capitalists generally provide financing in stages. At each
stage, enough money is invested to reach the next milestone or planning stage. For example,
the first-stage (or first “round”) financing might be enough to get a prototype built and a
manufacturing plan completed. Based on the results, the second-stage financing might be
a major investment needed to actually begin manufacturing, marketing, and distribution.
There might be many such stages, each of which represents a key step in the process of
growing the company.

Venture capital firms often specialize in different stages. Some specialize in very early
“seed money,” or ground floor, financing. In contrast, financing in the later stages might
come from venture capitalists specializing in so-called mezzanine level financing, where
mezzanine level refers to the level just above the ground floor.

The fact that financing is available in stages and is contingent on specified goals being
met is a powerful motivating force for the firm’s founders. Often, the founders receive rela-
tively little in the way of salary and have substantial portions of their personal assets tied up
in the business. At each stage of financing, the value of the founder’s stake grows and the
probability of success rises. If goals are not met, the venture capitalist will withhold further
financing, thereby limiting future losses.

In addition to providing financing, venture capitalists generally will actively participate
in running the firm, providing the benefit of experience with previous start-ups as well as
general business expertise. This is especially true when the firm’s founders have little or no
hands-on experience in running a company.

If a start-up succeeds, the big payoff frequently comes when the company is sold to another
company or goes public. Either way, investment bankers are often involved in the process.
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primary market

The market in which new
securities are originally sold
to investors.

secondary market

The market in which previously
issued securities trade among
investors.

initial public

offering (IPO)

An initial public offering occurs
when a company offers stock for
sale to the public for the first time.

seasoned equity
offering (SEO)

The sale of additional shares of
stock by a company whose shares
are already publicly traded.

general cash offer

An issue of securities offered for
sale to the general public on a
cash basis.

rights offer

A public issue of securities in
which securities are first offered to
existing shareholders (also called a
rights offering).

investment banking firm
A firm specializing in arranging
financing for companies.

underwrite

To assume the risk of buying newly
issued securities from a company
and reselling them to investors.

underwriter spread
Compensation to the underwriter,
determined by the difference
between the underwriter’s buying
price and offering price.

syndicate

A group of underwriters formed
to share the risk and to help sell
an issue.

SELLING SECURITIES TO THE PUBLIC

When we talk about the stock market, we are talking about securities that have been sold
to the public. The stock market consists of a primary market and a secondary market.
In the primary, or new-issue market, shares of stock are first brought to the market and
sold to investors. In the secondary market, existing shares are traded among investors.
In the primary market, companies issue new securities to raise money. In the secondary
market, investors are constantly appraising the values of companies by buying and selling
shares previously issued by these companies. We next discuss the operation of the primary
market for common stocks, and then we turn our attention to the secondary market for stocks.

THE PRIMARY MARKET FOR COMMON STOCK

The primary market for common stock is how new securities are first brought to market.
It is best known as the market for initial public offerings (IPOs). An IPO occurs when a
company offers stock for sale to the public for the first time. Typically, the company is small
and growing, and it needs to raise capital for further expansion.

An IPO is sometimes called an unseasoned equity offering because shares are not available
to the public before the IPO. If a company already has shares owned by the public, it can raise
equity with a seasoned equity offering (SEO). The terms secondary and follow-on offering
also refer to an SEO. A seasoned equity offering of common stock can be made using a general
cash offer or a rights offer. In a general cash offer, securities are offered to the general public
on a “first-come, first served” basis. With a rights offer, securities are initially offered only to
existing owners. Rights offerings are rare in the United States but common in other countries.

Obviously, all initial public offerings are cash offers. To illustrate how an IPO occurs,
let’s look in on the software company that you started several years ago. Suppose your com-
pany was initially set up as a privately held corporation with 100,000 shares of stock, all sold
for one dollar per share. The reason your company is privately held is that shares were not
offered for sale to the general public. Instead, you bought 50,000 shares for yourself and sold
the remaining 50,000 shares to a few supportive friends and relatives (who were taking the
role of venture capitalists).

Fortunately, your company has prospered beyond all expectations. However, company
growth is now hampered by a lack of capital. At an informal stockholders’ meeting, it is
agreed to take the company public. Not really knowing how to do this, you consult your
accountant, who recommends an investment banking firm. An investment banking firm,
among other things, specializes in arranging financing for companies by finding investors to
buy newly issued securities.

After lengthy negotiations, including an examination of your company’s current financial
condition and plans for future growth, your investment banker suggests an issue of 4 million
shares of common stock. Two million shares will be distributed to the original stockholders
(you and your original investors) in exchange for their old shares. These 2 million shares
distributed to the original stockholders ensure that effective control of the corporation will
remain in their hands.

After much haggling, your investment banker agrees to underwrite the stock issue by
purchasing the other 2 million shares from your company for $10 per share. The net effect
of this transaction is that you have sold half the company to the underwriter for $20 million.
The proceeds from the sale will allow your company to construct its own headquarters build-
ing and to double its staff of programmers and sales consultants.

Your investment banker will not keep the 2 million shares but instead will resell them in
the primary market. She thinks the stock can probably be sold for $12 per share in an IPO.
The difference between the $12 the underwriter sells the stock for and the $10 per share you
received is called the underwriter spread, or discount. It is the basic compensation received
by the underwriter. Sometimes the underwriter will get noncash compensation in the form of
warrants and stock in addition to the spread.

Underwriters combine to form an underwriting group called a syndicate to share the risk
and to help sell the issue. In a syndicate, one or more managers arrange the offering. This
manager is designated as the lead manager, or principal manager. The lead manager typically
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firm commitment
underwriting

The type of underwriting in which
the underwriter buys the entire
issue, assuming full financial
responsibility for any unsold
shares.

best efforts
underwriting

The type of underwriting in which
the underwriter sells as much of the
issue as possible, but can return
any unsold shares to the issuer
without financial responsibility.

Dutch auction
underwriting

The type of underwriting in which
the offer price is set based on
competitive bidding by investors.
Also known as a uniform price
auction.
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has the responsibility of pricing the securities. The other underwriters in the syndicate serve
primarily to distribute the issue.

Two basic types of underwriting are involved in a cash offer; firm commitment and best
efforts. A third type of underwriting is Dutch auction underwriting.

FIRM COMMITMENT UNDERWRITING In firm commitment underwriting, the issuer
sells the entire issue to the underwriters, who then attempt to resell it. This is the most prevalent
type of underwriting in the United States. This is really just a purchase-resale arrangement, and
the underwriter’s fee is the spread. For a new issue of seasoned equity, the underwriters can
look at the market price to determine what the issue should sell for, and 95 percent of all such
new issues are firm commitments.

If the underwriter cannot sell all of the issue at the agreed-upon offering price, it may have
to lower the price on the unsold shares. Nonetheless, with firm commitment underwriting, the
issuer receives the agreed-upon amount, and all the risk associated with selling the issue is
transferred to the underwriter.

Because the offering price usually isn’t set until the underwriters have investigated how
receptive the market is to the issue, this risk is usually minimal. Also, because the offering
price usually is not set until just before selling commences, the issuer doesn’t know precisely
what its net proceeds will be until that time.

BEST EFFORTS UNDERWRITING In best effortsunderwriting, the underwriter is legally
bound to use “best efforts” to sell the securities at the agreed-upon offering price. Beyond this,
the underwriter does not guarantee any particular amount of money to the issuer. This form
of underwriting has become very uncommon in recent years; firm commitments are now the
dominant form.

DUTCH AUCTION UNDERWRITING With Dutch auction underwriting, the underwriter
does not set a fixed price for the shares to be sold. Instead, the underwriter conducts an auc-
tion in which investors bid for shares. The offer price is determined based on the submitted
bids. A Dutch auction is also known by the more descriptive name uniform price auction. This
approach to selling securities to the public is relatively new in the IPO market and has not
been widely used there, but it is very common in the bond markets. For example, it is the sole
procedure used by the U.S. Treasury to sell enormous quantities of notes, bonds, and bills to
the public.

Dutch auction underwriting was much in the news in 2004 because Web search com-
pany Google elected to use this approach. The best way to understand a Dutch or uniform
price auction is to consider a simple example. Suppose The Roserita Company wants to sell
400 shares to the public. The company receives five bids as follows:

Bidder Quantity Price
100 shares $16

B 100 shares 14

C 200 shares 12

D 100 shares 12

E 200 shares 10

Thus, bidder A is willing to buy 100 shares at $16 each, bidder B is willing to buy 100 shares
at $14, and so on. The Roserita Company examines the bids to determine the highest price
that will result in all 400 shares being sold. So, for example, at $14, A and B would buy only
200 shares, so that price is too high. Working our way down, all 400 shares won’t be sold
until we hit a price of $12, so $12 will be the offer price in the IPO. Bidders A through D will
receive shares; bidder E will not.

There are two additional important points to observe in our example: First, all the winning
bidders will pay $12, even bidders A and B, who actually bid a higher price. The fact that all
successful bidders pay the same price is the reason for the name “uniform price auction.” The
idea in such an auction is to encourage bidders to bid aggressively by providing some protection
against bidding a price that is too high.
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For more on IPOs, check
out IPO Central at
www.hoovers.com

Securities and Exchange
Commiission (SEC)

Federal regulatory agency charged
with enforcing U.S. securities laws
and regulations.

prospectus

Document prepared as part of

a security offering detailing a
company’s financial position, its
operations, and investment plans
for the future.

red herring
A preliminary prospectus not yet
approved by the SEC.

Second, notice that at the $12 offer price, there are actually bids for 500 shares, which
exceeds the 400 shares Roserita wants to sell. Thus, there has to be some sort of alloca-
tion. How this is done varies a bit, but, in the IPO market, the approach has been to simply
compute the ratio of shares offered to shares bid at the offer price or better, which, in
our example, is 400/500 = .8, and allocate bidders that percentage of their bids. In other
words, bidders A through D would each receive 80 percent of the shares they bid at a price
of $12 per share.

As is common with an IPO, some restrictions are imposed on you as part of the underwrit-
ing contract. Most important, you and the other original stockholders agree not to sell any of
your personal stockholdings for six months after the underwriting (this is called the “lock-
up” period). This ties most of your wealth to the company’s success and makes selling the
stock to investors a more credible undertaking by the underwriter. Essentially, investors are
assured that you will be working hard to expand the company and increase its earnings.

After the underwriting terms are decided, much of your time will be devoted to the
mechanics of the offering. In particular, before shares can be sold to the public, the issue must
obtain an approved registration with the Securitiesand Exchange Commission (SEC). The
SEC is the federal regulatory agency charged with regulating U.S. securities markets.

SEC regulations governing IPOs are especially strict. To gain SEC approval, you must
prepare a prospectus, normally with the help of outside accounting, auditing, and legal
experts. The prospectus contains a detailed account of your company’s financial position,
its operations, and its investment plans for the future. Once the prospectus is prepared, it is
submitted to the SEC for approval. The SEC makes no judgment about the quality of your
company or the value of your stock. Instead, it only checks to make sure that various rules
regarding full disclosure and other issues have been satisfied.

While awaiting SEC approval, your investment banker will circulate a preliminary pro-
spectus among investors to generate interest in the stock offering. This document is com-
monly called a red herring because the cover page is stamped in red ink, indicating that final
approval for the stock issue has not yet been obtained. The preliminary prospectus is essen-
tially complete except for the final offering price and a few other pieces of information. These
are not set because market conditions might change while SEC approval is being sought.
Upon obtaining SEC approval, the prospectus will be updated and completed, and your
underwriter can begin selling your company’s shares to investors.

To publicize an offering, the underwriter will usually place announcements in newspa-
pers and other outlets. Because of their appearance, these announcements are known as
tombstones, and they are a familiar sight in the financial press. A sample tombstone as it
appeared in The Wall Street Journal is shown in Figure 5.1.

As Figure 5.1 shows, a typical tombstone states the name of the company, some informa-
tion about the stock issue being sold, and the underwriters for the issue. All but very small
issues generally involve more than one underwriter, and the names of the participating un-
derwriters are usually listed at the bottom of the tombstone. Those listed first are the “lead”
underwriters, who are primarily responsible for managing the issue process.

Initial public stock offerings vary in size a great deal. The 2 million share issue for your
hypothetical software company discussed above is a fairly small issue. One of the largest
public offerings in the United States was AT&T Wireless, a subsidiary of AT&T. The new
shares were offered at $29.50 per share to create a $70 billion public offering.

THE SECONDARY MARKET FOR COMMON STOCK

In the secondary market for common stock, investors buy and sell shares with other inves-
tors. If you think of the primary market as the new-car showroom at an automotive dealer,
where cars are first sold to the public, then the secondary market is just the used-car lot.

Secondary market stock trading among investors is directed through three channels. An
investor may trade:

1. Directly with other investors.

2. Indirectly through a broker who arranges transactions for others.

3. Directly with a dealer who buys and sells securities from inventory.

Chapter 5 m The Stock Market 137


http://www.hoovers.com
http://downloadslide.blogspot.com

To download more slides, ebooks, solution manual, and test bank, visit http://downloadslide.blogspot.com

FIGURE 5.1

This announcement is neither an offer to sell nor a solicitation of an offer to buy any of these securities.
The offering is made only by the Prospectus.

New Issue

11,500,000 Shares

World Wrestling Federation Entertainment, Inc.
Class A Common Stock
Price $17.00 Per Share

Copies of the Prospectus may be obtained in any State in which this announcement
is circulated from only such of the Underwriters, including the undersigned,
as may lawfully offer these securities in such State.

U.S. Offering
9,200,000 Shares
This portion of the underwriting is being offered in the United States and Canada.

Bear, Stearns & Co. Inc.
Credit Suisse First Boston
Merrill Lynch & Co.
Wit Capital Corporation

Allelzr:lo{f;mcrgre’gpany Banc of America Securities LLC Deutsche Banc Alex. Brown
Donaldson, Lufkin & Jenrette A.G. Edwards & Sons, Inc. Hambrecht & Quist ING Barings
Prudential Securities SG Cowen Wassertein Perella Securities, Inc. Advest, Inc.
Axiom Capital Management, Inc. Blackford Securities Corp. J.C. Bradford & Co.
Joseph Charles & Assoc., Inc. Chatsworth Securities LLC Gabelli & Company, Inc.
Gaines, Berland Inc. Jefferies & Company, Inc. Josephthal & Co. Inc. Neuberger Berman, LLC
Raymond James & Associates, Inc. Sanders Morris Mundy

Tucker Anthony Cleary Gull Wachovia Securities, Inc.

International Offering
2,300,000 Shares
This portion of the underwriting is being offered outside of the United States and Canada.

Bear, Stearns International Limited
Credit Suisse First Boston
Merrill Lynch International
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dealer
A trader who buys and sells
securities from inventory.

broker

An intermediary who arranges
security transactions among
investors.

bid price

The price a dealer is willing to pay.

ask price

The price at which a dealer is
willing to sell. Also called the offer
or offering price.

spread
The difference between the bid
and ask prices.

CHECK THIS

As we discussed in Chapter 2, for individual investors, almost all common stock transactions
are made through a broker. However, large institutional investors, such as pension funds
and mutual funds, trade through both brokers and dealers, and also trade directly with other
institutional investors.

DEALERS AND BROKERS

Because most securities transactions involve dealers and brokers, it is important that you
understand exactly what these terms mean. A dealer maintains an inventory and stands ready
to buy and sell at any time. By contrast, a broker brings buyers and sellers together but does
not maintain an inventory. Thus, when we speak of used-car dealers and real estate brokers,
we recognize that the used-car dealer maintains an inventory, whereas the real estate broker
normally does not.

In the securities markets, a dealer stands ready to buy securities from investors wish-
ing to sell them and to sell securities to investors wishing to buy them. An important part
of the dealer function involves maintaining an inventory to accommodate temporary
buy and sell order imbalances. The price a dealer is willing to pay is called the bid
price. The price at which a dealer will sell is called the ask price (sometimes called
the offer or offering price). The difference between the bid and ask prices is called the
spread.

A dealer attempts to profit by selling securities at a price higher than the average price
paid for them. Of course, this is a goal for all investors, but the distinguishing characteristic
of securities dealers is that they hold securities in inventory only until the first opportunity to
resell them. Essentially, trading from inventory is their business.

Dealers exist in all areas of the economy, of course, not just in the stock markets. For
example, your local university bookstore is both a primary and secondary market textbook
dealer. If you buy a new book, then this is a primary market transaction. If you buy a used
book, this is a secondary market transaction, and you pay the store’s ask price. If you sell the
book back, you receive the store’s bid price, often half the ask price. The bookstore’s spread
is the difference between the bid and the ask price.

In contrast, a securities broker arranges transactions between investors, matching investors
wishing to buy securities with investors wishing to sell securities. Brokers may match inves-
tors with other investors, investors with dealers, and sometimes even dealers with dealers.
The distinctive characteristic of securities brokers is that they do not buy or sell securities for
their own account. Facilitating trades by others is their business.

Most common stock trading is directed through an organized stock exchange or a trad-
ing network. Whether on a stock exchange or through a trading network, the goal is to
match investors wishing to buy stocks with investors wishing to sell stocks. The larg-
est, most active organized stock exchange in the United States is the New York Stock
Exchange (NYSE). Two other well-known stock exchanges are the Chicago Stock
Exchange (CHX) and the American Stock Exchange (AMEX). In addition, there are four
regional exchanges: the Boston Stock Exchange (BSE), the Cincinnati Stock Exchange
(CSE) (which is actually located in Chicago!), the Pacific Stock Exchange (PSE) in Los
Angeles, and the Philadelphia Stock Exchange (PHLX). The major competitor to the
organized stock exchanges is the vast trading network known as NASDAQ. In 1998,
NASDAQ and the AMEX merged to form a single company, but the two organizations
retained their original features. We next discuss the organization of the NYSE, and then
we turn to a discussion of NASDAQ.

5.1a Is an IPO a primary or a secondary market transaction?
5.1b Which is bigger, the bid price or the ask price? Why?
5.1c What is the difference between a securities broker and a securities dealer?
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NYSE exchange member
As of 2006, the owner of a
trading license on the NYSE is an
exchange member.

For up-to-date
info on the NYSE,
surf to
WWW.nyse.com

commiission brokers
NYSE members who execute
customer orders to buy and
sell stock transmitted to the
exchange floor.

specialist

An NYSE member acting as a
dealer in a small number of
securities on the exchange floor;
often called a market maker.

floor brokers

NYSE members who execute
orders for commission brokers
on a fee basis; sometimes called
$2 brokers.

SuperDOT system

An electronic NYSE system
allowing orders to be transmitted
directly to the specialist.
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5.2 The New York Stock Exchange

The New York Stock Exchange (N'YSE, pronounced “ny-see”), popularly known as the Big
Board, celebrated its bicentennial in 1992. It has occupied its current building on Wall Street
since the turn of the twentieth century. For more than 200 years, the NY SE operated as a not-
for-profit corporation. However, on March 8, 2006, the NYSE went public (ticker NYX) and
is now a publicly traded for-profit corporation. On April 4, 2007, NYSE Holdings merged
with Euronext N.V. and launched NYSE Euronext. NYSE Euronext is currently the world’s
largest exchange.

Our subsequent discussion in this chapter concerning the N'Y SE reflects the structure of the
exchange as it exists at the time of this writing. How this structure will evolve over time will
depend on the numerous changes that are being initiated in the U.S. financial markets. NYSE’s
decision to become publicly owned will be affected by regulatory changes and technological
innovations that are changing the landscape for financial markets all across the globe.

NYSE MEMBERSHIP

Historically, the NYSE had 1,366 exchange members. Before 2006, the exchange members
were said to own “seats” on the exchange, and, collectively, the members of the exchange were
also the owners. For this and other reasons, seats were valuable and were bought and sold fairly
regularly. Seat prices reached a record $4 million in 2005.

In 20086, all of this changed when the NYSE became a publicly owned corporation called
NYSE Group, Inc. Naturally, its stock is listed on the NYSE. Now, instead of purchasing
seats, exchange members must purchase trading licenses, the number of which is limited
to 1,500. In 2007, a license would set you back a cool $55,000—per year. Having a license
entitles you to buy and sell securities on the floor of the exchange. Different members play
different roles in this regard.

Before the NYSE went public, NYSE members collectively owned the exchange. Today,
the shareholders own the exchange. At the end of December 2006, the NYSE had about
156 million shares outstanding.

TYPES OF NYSE MEMBERS

The largest number of NYSE members are registered as commission brokers. The business of
a commission broker is to execute customer orders to buy and sell stocks. A commission bro-
ker’s primary responsibility to customers is to get the best possible prices for their orders. The
exact number varies, but, usually, about 500 NYSE members are commission brokers. NYSE
commission brokers typically are employees of brokerage companies such as Merrill Lynch.

Second in number of NYSE members are specialists, so named because each of them acts
as an assigned dealer for a set of securities. With a few exceptions, each security listed for
trading on the NYSE is assigned to a single specialist. Specialists are obligated to make and
maintain a fair and orderly market for the securities assigned to them.

Specialists post bid prices and ask prices for securities assigned to them. Specialists make
a market by standing ready to buy at bid prices and sell at ask prices when there is a tempo-
rary disparity between the flow of buy orders and the flow of sell orders for a security. In this
capacity, they act as dealers for their own accounts.

Third in number of exchange members are floor brokers. Floor brokers are used by com-
mission brokers who are too busy to handle certain orders themselves. Such commission brokers
will delegate some orders to floor brokers for execution. Floor brokers are sometimes called
$2 brokers, a name earned at a time when the standard fee for their service was only $2.

In recent years, floor brokers have become less important on the exchange floor because of
the efficient Super DOT system (the DOT stands for designated order turnaround), which allows
orders to be transmitted electronically directly to the specialist. SuperDOT trading now accounts
for a substantial percentage of all trading on the N'YSE, particularly on smaller orders.

In addition to the SuperDOT system, the NYSE also had the Direct+ automatic execu-
tion service for orders priced at the best bid or ask. However, the Direct+ system restricted
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floor traders

NYSE members who trade for their
own accounts, trying to anticipate
temporary price fluctuations.

trades to a maximum of 1,099 shares. With the introduction of the NYSE Hybrid initiative,
this restriction was eliminated and market orders and marketable DOT limit orders are now
executed using the Direct+ logic.

Finally, a small number of NYSE members are floor traders who independently trade
for their own accounts. Floor traders try to anticipate temporary price fluctuations and profit
from them by buying low and selling high. In recent decades, the number of floor traders
has declined substantially, suggesting that it has become increasingly difficult to profit from
short-term trading on the exchange floor.

THE NYSE HYBRID MARKET

To keep pace with technology advances and innovations in global financial markets, the
NYSE has been increasingly building an automated trading platform structure. The NYSE
began rolling out phase three of a four-phase plan to initiate Hybrid trading in late 2006.

Hybrid trading combines the exchange’s automated technology with the advantages of
an auction market. In the Hybrid market, specialists and floor brokers interact with the mar-
ket electronically as well as in person. This design allows the Hybrid market to offer more
choice in how investor orders are executed on the exchange.

The Hybrid trading system has evolved because human judgment provided by the special-
ist is valuable (1) in less liquid stocks, (2) during the opening and closing of trading sessions,
and (3) during times of market duress. In normal times for the average stock, however, the
automated platform is an efficient option. Also, the NYSE Hybrid market allows investors
to automatically execute up to 1 million shares.

NYSE-LISTED STOCKS

A company is said to be “listed” on the NYSE if its stock is traded there. At the end of
December 2006, the total number of companies listed on the NYSE represented a total global
market value of approximately $25 trillion. This total includes many large companies so well
known that we easily recognize them by their initials—for example, IBM, GE, and GM. This
total also includes many companies that are not so readily recognized. For example, relatively
few investors would instantly recognize AEP as American Electric Power, but many would
recognize AXP as American Express.

U.S. companies that wish to have their stock listed for trading on the Big Board must
apply for the privilege. If the application is approved, the company must pay an initial listing
fee. In 2006, this fee was $37,500, plus a per-share charge as follows. For the first 75 million
shares, $4,800 per million shares. For the next 225 million shares, $3,750 per million shares.
For each million shares above 300 million shares, the fee is $1,900. The maximum listing
fee is $250,000.

In addition to an initial listing fee, the NYSE assesses an annual listing fee. In 2005, the
annual listing fee was $930 per million shares (subject to a $38,000 minimum fee). In 2006,
the NYSE filed a proposal with the SEC to eliminate the initial listing fee of any firm trans-
ferring from another equities market to the NYSE.

The NYSE has minimum requirements for companies wishing to apply for listing on the
Big Board. Although the requirements might change from time to time, some examples of
minimum requirements in effect in 2007 for U.S. domestic stocks included:

1. The company must have at least 2,200 shareholders, and average monthly trading
volume for the most recent six months must be at least 100,000 shares.
2. At least 1.1 million stock shares must be held in public hands.

3. Publicly held shares must have at least $100 million in market value ($60 million
for IPOs).

4. The company must have aggregate earnings of $10 million before taxes in the previ-
ous three years and $2 million pretax earnings in each of the preceding two years.

In practice, most companies with stock listed on the N'YSE easily exceed these minimum list-
ing requirements. Other listing standards can be found at the N'YSE Web site, www.nyse.com,
by following the “NYSE Regulation” link.
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specialist’s post
Fixed place on the exchange floor
where the specialist operates.

market order

A customer order to buy or sell
securities marked for immediate
execution at the current market
price.
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5.2a What are the types of members of the New York Stock Exchange?

5.2b Which NYSE member type is the most numerous? Which type is the second
most numerous?

5.2¢ What is the NYSE Hybrid market?

5.3 Operation of the New York
Stock Exchange

Now that we have a basic idea of how the NYSE is organized and who the major players are,
we turn to the question of how trading actually takes place. Fundamentally, the business of
the NYSE is to attract and process order flow—the flow of customer orders to buy and sell
stocks. Customers of the NYSE are the millions of individual investors and tens of thousands
of institutional investors who place their orders to buy and sell NYSE-listed stock shares
with member-firm brokers.

Historically, the NYSE has been quite successful in attracting order flow. For example, in
2007, the average stock trading volume on the NYSE was well over 2 billion shares per day.
In recent years, however, volume at the NYSE has decreased in proportion to the volume at
the NASDAQ and Electronic Communication Networks (ECNSs).

About one-third of all NYSE stock trading volume is attributable to individual investors,
and almost half is derived from institutional investors. The remainder represents NYSE
member trading, which is largely attributed to specialists acting as market makers.

NYSE FLOOR ACTIVITY

Quite likely you have seen film footage of the NYSE trading floor on television, or you may
have visited the NYSE and viewed exchange floor activity from the gallery (when it was
open). Either way, you saw a big room, about the size of a small basketball gym. This big
room is aptly called “the big room.” There are several other, smaller rooms that you normally
do not see. Another is called “the garage” because that is what it was before it was taken
over for securities trading. Two others were called the “blue room” because, well, the room
is painted blue, and the “extended blue room.” In November 2007, the NYSE closed the blue
room and the extended blue room.

On the floor of the exchange are a number of stations, each with a roughly figure-eight shape.
These stations have multiple counters with numerous computer terminal screens above and on
the sides. People operate behind and in front of the counters in relatively stationary positions.

Other people move around on the exchange floor, frequently returning to the many tele-
phone booths positioned along the exchange walls. In all, you may have been reminded of
worker ants moving around an ant colony. It is natural to wonder: What are all those people
doing down there (and why are so many wearing funny-looking coats)?

As an overview of exchange floor activity, here is a quick look at what goes on. Each of
the counters at the figure-eight shaped stations is a specialist’s post. Specialists normally
operate in front of their posts to monitor and manage trading in the stocks assigned to them.
Clerical employees working for the specialists operate behind the counters. Moving from the
many telephone booths out to the exchange floor and back again are swarms of floor brokers,
receiving relayed customer orders, walking out to specialist posts where the orders can be
executed, and returning to confirm order executions and receive new customer orders.

To better understand activity on the NYSE trading floor, imagine yourself as a floor
broker. Your phone clerk has just handed you an order to sell 3,000 shares of KO (the
ticker symbol for Coca-Cola common stock) for a customer of the brokerage company that
employs you. The order is a market order, meaning that the customer wants to sell the
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limit order

Customer order to buy or sell
securities with a specified “limit”
price. The order can be executed
only at the limit price or better.

stock at the best possible price as soon as possible. You immediately walk (running violates
exchange rules) to the specialist’s post where KO stock is traded.

Upon approaching the specialist’s post where KO is traded, you check the terminal screen
for information on the current market price for KO stock. The screen reveals that the last
executed trade for KO was at 70.63 and that the specialist is bidding 70.50 per share. You
could immediately sell to the specialist at 70.50, but that would be too easy.

Instead, as the customer’s representative, you are obligated to get the best possible price.
It is your job to “work” the order, and your job depends on providing satisfactory order
execution service. So you look around for another broker who represents a customer who
wants to buy KO stock. Luckily, you quickly find another broker at the specialist’s post with
a market order to buy 3,000 shares of KO. Noticing that the specialist is asking 70.76 per
share, you both agree to execute your orders with each other at a price of 70.63. This price,
halfway between the specialist’s bid and ask prices, saves each of your customers approxi-
mately $.13 X 3,000 = $390 compared to the specialist’s prices.

In a trade of this type, in which one floor broker buys from another, the specialist acts only
as a broker assisting in matching buy orders and sell orders. On an actively traded stock, many
floor brokers can be buying and selling. In such cases, trading is said to occur “in the crowd.”
Thus, the specialist functions as a broker as long as buyers and sellers are available. The special-
ist steps in as a dealer only when necessary to fill an order that would otherwise go unfilled.

In reality, not all orders are executed so easily. For example, suppose you are unable to
quickly find another broker with an order to buy 3,000 shares of KO. Because you have a
market order, you may have no choice but to sell to the specialist at the bid price of 70.50. In
this case, the need to execute an order quickly takes priority, and the specialist provides the
necessary liquidity to allow immediate order execution.

In this situation, the specialist is often able to help floor brokers by agreeing to “stop” the
stock. By stopping stock for a sell order, the specialist agrees to try to help you get a better price
while also guaranteeing a minimum price. For your sell order, the specialist might guarantee a
minimum price of 70.50 but try to get a better price, say, 70.63. So agreed, you leave the order
with the specialist. If the next offer to buy KO is at a price of 70.63, the specialist will fill your
order at that price. But if no better offer appears forthcoming, the specialist will execute the
order at the guaranteed price of 70.50—if necessary, from the specialist’s own inventory.

Stopping stock is also a goodwill gesture. The NYSE places great emphasis on the quality
of performance by specialists, which is evaluated regularly through surveys of floor brokers’
satisfaction. Specialists are expected to assist brokers in getting the best prices for customer
orders, to provide liquidity to the market, and to maintain an orderly market for all securities
assigned to them. Stopping stock helps accomplish these objectives.

Note an important caveat concerning this discussion of NYSE floor operations. If you
think about it, there’s no way that the NYSE could trade more than a billion shares a day
using this system. It’s just not physically possible. What actually happens is that over 99 per-
cent of orders are processed electronically using the SuperDOT. Based on volume of orders
submitted, however, that number drops to about 75 percent. The implication is that larger
orders are handled by floor brokers, but smaller orders are not. In fact, with the introduction
of the NYSE Hybrid initiative, much of the trading in liquid stocks during normal times hap-
pens completely electronically.

SPECIAL ORDER TYPES

Many orders are transmitted to the NYSE floor as limit orders. A limit order is an order
to buy or sell stock, where the customer specifies a maximum price he is willing to pay in
the case of a buy order, or a minimum price he will accept in the case of a sell order. For
example, suppose that as a N'YSE floor broker, you receive a limit order to sell 3,000 shares
of KO stock at 70.75. This means that the customer is not willing to accept any price below
70.75 per share, even if it means missing the trade.

One strategy for handling limit orders is to hold the order and frequently check for potential
buyers at the specialist post for KO stock. However, this is unnecessary because you can leave
a limit order with the specialist. As a service to brokers, NYSE specialists display unfilled
limit orders on the terminal screens at their posts for all approaching brokers to see. If another
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stop order

Customer order to buy or sell
securities when a preset “stop”
price is reached.

TABLE 5.1

Order Type

broker wants to buy KO at 70.75, the specialist will execute the sale for you. This service saves
considerable time and energy for busy floor brokers. Indeed, monitoring and executing unfilled
limit orders is a very important function of the N'YSE specialist.

A stop order may appear similar to a limit order, but there is an important difference.
With a stop order, the customer specifies a “stop” price. This stop price serves as a trigger
point. No trade can occur until the stock price reaches this stop price. When the stock price
reaches the stop price, the stop order is immediately converted into a market order. Since the
order is now a market order, the customer may get a price that is better or worse than the stop
price. Thus, the stop price only serves as a trigger point for conversion into a market order.
Unlike a limit price, the stop price places no limit on the price at which a trade can occur.
Once converted to a market order, the trade is executed just like any other market order.

The most common type of stop order is a stop-sell order, which is an order to sell shares
if the stock price falls to a specified stop price below the current stock price. This type of
order is generally called a stop-loss because it is usually intended to limit losses on a long
position. The other type is a stop-buy order, which is an order to buy shares if the price rises
to a specified stop price above the current stock price. Stop-buy orders are often placed in
conjunction with short sales, again as means of limiting losses.

Placing stop-loss orders is frequently touted as a smart trading strategy, but there are a
couple of issues we should mention. For concreteness, suppose you buy 1,000 shares of
GoGo Corp. at $20. You simultaneously place a stop-sell order at $15. Thus you seem to
have limited your potential loss to $5 per share.

Unfortunately, after the market closes, a rumor circulates that GoGo has uncovered a
significant accounting fraud. The next morning, the stock opens at $8, meaning the first trade
occurs at $8 per share. Because this price is below your $15 stop price, a market order to sell
your stock will be placed and executed, and you’ll lose much more than $5 per share. What
you discover is that your stop-loss guarantees only that a market order to sell will be placed
as soon as the stock trades at $15 or below.

Adding insult to injury, after your stock is sold, a creditable announcement is made indicating
that the rumor is false. GoGo shares promptly bounce back to $20, but you were sold out at a big
loss. Thus, a second danger in blindly using stop-loss orders is that volatile conditions can lead to
an unfavorable stop sale. Table 5.1 summarizes the characteristics of limit and stop orders.

A limit price can be attached to a stop order to create a stop-limit order. This is different
from a simple stop order in that once the stock price reaches the preset stop price the order is
converted into a limit order. By contrast, a simple stop order is converted into a market order.
At this point, the limit order is just like any other limit order. Notice that with a stop-limit
order you must specify two prices, the stop and the limit. The two prices can be the same,
or they can be different. In our GoGo Corp. example, you could place a stop-limit sell order
at $15 stop, $12 limit. This order converts to a limit order to sell at $12 or better if the price
ever hits $15 or below. Thus you will never sell below $12. Of course, you may never sell at
all unless your limit price is reached! Our nearby Work the Web box shows how these orders
are entered in an actual online brokerage account.

Another type of order that requires special attention is the short-sale order. As explained
elsewhere, a short sale involves borrowing stock shares and then selling the borrowed

Buy Sell

Market order

Limit order

Stop order

Stop-limit order

Buy at best price available for immediate execution.

Buy at best price available, but not more than the
preset limit price. Forgo purchase if limit is not met.

Convert to a market order to buy when the stock
price crosses the stop price from below.

Convert to a limit order to buy when the stock price
crosses the stop price from below.
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Sell at best price available for immediate execution.

Sell at best price available, but not less than the
preset limit price. Forgo sale if limit is not met.

Convert to a market order to sell when the stock
price crosses the stop price from above. Also known
as a “stop-loss.”

Convert to a limit order to sell when the stock price
crosses the stop price from above.
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WORK THE WEB

To illustrate the importance of getting order types
straight, we captured the actual trading screen from
one of the largest online brokers, eTrade. On the screen
below, the ticker symbol entered is JWN, a purveyor of

fine apparel, Nordstrom Inc. The order is a limit order to
buy 200 shares at $46.50. That is, we want to purchase
these shares for a price of $46.50 or lower. The limit order
is good for the day only.

-

| stocks !| _Options | Mutual Funds | Bonds | Conditional

Order Type: Shares.  Symbal
Buy ] 200 | awn
Pric_e_'_!'_:.._rj_zle:. o Limit Price:

Limit | [4650
Term: =L
‘Good For The Day. el

NORDSTROM INC COM (JWWN}

4810 +.56 (+1.18%)
Bicl Ask “olume
46.55 45.96 4,014 400

Closing Price
0243107 - 4:00:00F M ET

~ PREVIEW ORDER |

Clicking on the “Preview Order” button allows you to double-check your order before you submit it for transaction.

Here is our preview screen:

Please verify that your Standard Market Session order is correct:

Order Type: Buy

Sharez: 200
Company Name (Symboly  NORDSTROM INC COM (JVWN) 4810 +0.56 (+1.18%)
o e TR Bid Ak Yolume
Yourprice:  §46.5 4685 43 0 4,014 400
Term: Good For The Day Bid Size Ask-Size
500 400

NORDSTROM INC COM (WUN)

Closing Price
0843107 - 400:00FPM ET

Estimated commizsion: $12.99
Estimated total cost:  §9,312.99

Iﬂ Important: ¥ou are placing a firm order, Click only once to avoid placing multiple orders.

Change Order
Cancel Order

PLACE ORDER |

After checking to make sure we have entered everything correctly, we just hit the “Place Order” button to submit

our order.
shares in the hope of buying them back later at a lower price. Short-sale loans are normally
arranged through the customer’s broker. New York Stock Exchange rules require that when
NYSE uptick rule shares are sold as part of a short-sale transaction, the order must be marked as a short-sale
Rule for short sales requiring transaction when it is transmitted to the N'YSE floor.
that before a short sale can be Sell orders marked as short sales used to be subject to the NY SE uptick rule. According
executed, the last price change to the NYSE uptick rule, a short sale can be executed only if the last price change was an
must be an uptick. uptick. For example, suppose the last two trades were executed at 55.50 and then 55.63. The
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MENT UPDATES

RULE CHANGE TICKS OFF SOME TRADERS

For most people, ticks are something that crop up at
summer camp. This season, ticks of a different stripe are
causing Wall Street traders to break out in a rash.

The markets have been in turmoil in recent weeks
as the fallout from soaring defaults on riskier home-
mortgage loans spread. Since hitting a record in late July,
the Dow Jones Industrial Average has fallen more than
5 percent, and people looking to sell their holdings, espe-
cially bonds, have often had trouble finding buyers.

Dow Jones Industrials

Number of times the Dow Jones
Industrial Average has closed at least
1% above or below its previous close

8
6
4
2
0
0
J F M A M J J A*

*As of Aug. 13
Source: WSJ Market Data Group

Some traders say another factor is causing turmoil: an
arcane rule change—mockingly referred to as the “down-
tick” rule—that kicked into effect in July. This new rule
makes it easier for investors to bet on stock-price declines.
Before July, under the “uptick” rule, investors typically
had to wait until a stock was rising to bet on its downfall.

Lots of selling can feed off itself, prompting nervous
investors to sell more, which adds to volatility. Often,
heavily shorted stocks can be particularly volatile.

The old rule generally prohibited the shorting of
a stock while its price was falling, or experiencing a
“downtick” in trader slang. The rule was instituted after
the 1929 market crash in order to discourage avalanches
of short sales to push a particular stock—or even the
broader market—precipitously lower.

In a traditional short sale, investors borrow shares and
sell them, betting the price will fall and that they will
be able to buy the shares back later at a lower price for
return to the lender. Short sellers are sometimes blamed
for big rallies as well as stock declines. During one recent
July rally in Intel Corp. shares, some investors blamed the
move on a frantic exit by short sellers who had thrown in
the towel on their bets.

At the New York Stock Exchange, traders pointed
to the downtick rule on July 26, when the Dow Jones
Industrial Average sank 311.50 points, or 2.3 percent, to
finish at 13473.57. But instead of complaining about the
Federal Reserve, the housing market or hedge funds, one
trader directed his ire at the fact that the 1930s rule was
recently revoked. “Appeal the repeal,” he said, walking
across the floor with a handheld computer.

Gary Lahey, a former chairman of the Chicago Board
Options Exchange, says it's hard to quantify the added
volatility given all the turmoil of late but there is no
question it has had an impact. “You're going to get
more volatility because it's easier to whack a stock,” says
Mr. Lahey, who nevertheless favors the rule change.

In recent years, proponents of abolishing the down-
tick rule argued that it had become obsolete in an era
of electronic trading and new investment products that
offer alternative ways to bet on stock declines. For ex-
ample, an array of publicly traded options and futures
contracts, which can be used to bet on a price decline for
shares prior to a set expiration date, emerged in the last
30 years outside the purview of the old short-sales rule,
which applies only to stocks.

The SEC spent two years looking at possibly scrapping
the rule and decided that the move would have little im-
pact on volatility and investors should be able to buy and
sell when they want. The SEC voted in mid-June to do
away with the rule altogether.

Source: Aaron Lucchetti and Peter A. McKay, The Wall Street Journal,
August 14, 2007. © 2007 Dow Jones & Company, Inc. All Rights Reserved
Worldwide.

last price change was an uptick of .13, and a short sale can be executed at a price of 55.63 or
higher. Alternatively, suppose the last two trades were executed at 55.50 and 55.25, where
the last price change was a downtick of .25. In this case, a short sale can be executed only at

a price higher than 55.25.

The NYSE originally enacted the uptick rule to make it more difficult for speculators to
drive down a stock’s price by repeated short sales. Interestingly, the uptick rule was a NYSE
rule only and did not necessarily apply to short-sale transactions executed elsewhere. The
uptick rule was repealed in June 2007. However, it could be reinstated someday. As you can
read in our nearby Investment Updates box, strong opinions remain about the uptick rule.
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CHECK THIS

NASDAQ’s Web site is
www.nasdag.com
Click on “NASDAQ

Corporate.”

over-the-counter (OTC)
market

Securities market in which trading
is almost exclusively done through
dealers who buy and sell for their
own inventories.

Finally, colored coats are worn by many of the people on the floor of the exchange. The
color of the coat indicates the person’s job or position. Clerks, runners, visitors, exchange
officials, and so on, wear particular colors to identify themselves. Also, since things can get
a little hectic on a busy day with the result that good clothing may not last long, the cheap
coats offer some protection. Nevertheless, many specialists and floor brokers wear a good
business suit every day simply out of habit and pride.

5.3a What are the four main types of orders to buy and sell common stocks?
5.3b What do specialists do?
5.3c What is a limit order? How do limit and stop orders differ?

5.4 NASDAQ

In terms of total dollar volume of trading, the second largest stock market in the United
States is NASDAQ (say “Naz-dak™). In fact, in terms of companies listed and, on most days
recently, number of shares traded, NASDAQ is bigger than the NYSE. The somewhat odd
name is derived from the acronym NASDAQ, which stands for National Association of
Securities Dealers Automated Quotations system. But NASDAQ is now a proper name in
its own right.

NASDAQ OPERATIONS

Introduced in 1971, the NASDAQ market is a computer network of securities dealers who
disseminate timely security price quotes to NASDAQ subscribers. These dealers act as mar-
ket makers for securities listed on NASDAQ. As market makers, NASDAQ dealers post
bid and ask prices at which they accept sell and buy orders, respectively. With each price
quote, they also post the number of stock shares that they obligate themselves to trade at
their quoted prices.

Like NYSE specialists, NASDAQ market makers trade on an inventory basis, using their
inventory as a buffer to absorb buy and sell order imbalances. Unlike the NYSE specialist
system, NASDAQ features multiple market makers for actively traded stocks. Thus, there
are two key differences between the NYSE and NASDAQ:

1. NASDAQ is a computer network and has no physical location where trading takes
place.

2. NASDAQ has a multiple market maker system rather than a specialist system.

Traditionally, a securities market largely characterized by dealers who buy and sell securi-
ties for their own inventories is called an over-the-counter (OTC) market. Consequently,
NASDAQ is often referred to as an OTC market. However, in their efforts to promote a dis-
tinct image, NASDAAQ officials prefer that the term OTC not be used when referring to the
NASDAQ market. Nevertheless, old habits die hard, and many people still refer to NASDAQ
as an OTC market.

The NASDAQ is actually made up of three separate markets: the NASDAQ Global Select
Market, the NASDAQ Global Market, and the NASDAQ Capital Market. As the market for
NASDAQ?’s larger and more actively traded securities, the NASDAQ Global Select Market
lists about 1,200 securities (as of 2007), including some very well-known companies. The
Global Market companies are somewhat smaller in size. NASDAQ lists about 1,450 of these
companies. Finally, the smallest companies listed on NASDAQ are in the NASDAQ Capital
Market. About 550 companies are listed in this market. As you might guess, an important
difference among the markets is that the Global Select Market has the most stringent listing
requirements. Of course, as Capital Market companies become more established, they may
move up to the Global Market or the Global Select Market.
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WORK THE WEB

You can actually watch trading take place on the Web.
The ArcaVision Web site is a proprietary tool available
exclusively through the Archipelago Exchange (which
has recently been acquired by NYSE). This password-
protected Web site is somewhat unusual in that the
“order book,” meaning the list of buy and sell orders, is
available in real time.

As shown below, we captured a sample of orders for
Nordstrom, Inc. JWN). On the left-hand side are the buy
orders. On the right-hand side are sell orders. All orders
are limit orders, and both the limit price and quantity are

shown. The inside quotes (the highest bid, or buy, and the
lowest ask, or sell, order) in this market are at the top,
so we sometimes hear the expression “top of the book”
quotes. If you visit the site, you can see trading take place
as limit orders enter and execute.

On this particular day, at 2:55 p.m., the inside quotes
were a bid price of $46.85 and an ask price of $46.87.
Both the bid and the ask were for 100 shares. In addi-
tion to the inside quotes, there are also many more buy
and sell orders. For example, we have highlighted that
2,000 shares are for sale at a price of $47.50.

JWN Nordstrom, Inc

B NYSE Arca [FWH | Gon

"I http:/ /datasvr.tradearca.com - NYSE Arca 'mﬂﬁ . - Ja = ] E[xl
ArcatVisiom com | NYSEArca com | Tooubleshooing | Cordac Us | Log

E Mew Window

Bid

Ask

ID Price Size Time

ID Price Size Time ¢

Done

To get to this screen, go to www.nyse.com. Then click on
the “NYSE ARCA" tab and follow the “ArcaVision” link.
You may have to register, but there was no charge when

we registered. Things change fast in the world of real-time
quotes, so be alert to the possibility of change. Then click
on the “Arca Web Book” button and enter a stock symbol.

The success of the NASDAQ Global Select Market as a competitor to NYSE and other
organized exchanges can be judged by its ability to attract stock listings by companies that tradi-
tionally might have chosen to be listed on the NYSE. Some of the best-known companies in the
world such as Microsoft, Apple Computer, Intel, Dell, Yahoo!, Starbucks, and, of course, Google
list their securities on NASDAQ.

148 Part2 m Stock Markets


http://www.nyse.com
http://downloadslide.blogspot.com

To download more slides, ebooks, solution manual, and test bank, visit http://downloadslide.blogspot.com

electronic
communications
network (ECN)

A Web site that allows investors
to trade directly with each other.

inside quotes

Highest bid quotes and the lowest
ask quotes offered by dealers for
a security.

CHECK THIS

third market
Off-exchange market for securities
listed on an organized exchange.

fourth market

Market for exchange-listed
securities in which investors trade
directly with other investors, usually
through a computer network.

CHECK THIS

NASDAQ PARTICIPANTS

As we mentioned previously, the NASDAQ has historically been a dealer market, characterized
by competing market makers. In 2007, about 3,200 companies were listed on the NASDAQ
system, with an average of about a dozen market makers for each security.

In a very important development, in the late 1990s, the NASDAQ system was opened to
so-called electronic communications networks (ECNs). ECNs are basically Web sites that
allow investors to trade directly with one another. Our nearby Work the Web box describes
the workings of an electronic order book.

Investor buy and sell orders placed on ECNSs are transmitted to the NASDAQ and displayed
along with market maker bid and ask prices. As a result, the ECNs open up the NASDAQ by
essentially allowing individual investors to enter orders through their brokers, not just market
makers. As a result, the ECNs act to increase liquidity and competition.

If you check prices on the Web for both NASDAQ- and NY SE-listed stocks, you’ll notice
an interesting difference. For NASDAQ stocks, you can actually see the bid and ask prices as
well as recent transactions information. The bid and ask prices for the NASDAAQ listings you
see represent inside quotes, that is, the highest bid and the lowest ask prices. For a relatively
small fee (or possibly even free from your broker), you can even have access to “Level I1”
quotes, which show all of the posted bid and ask prices and, frequently, the identity of the
market maker. Of course, NYSE specialists post bid and ask prices as well; they are just not
disclosed to the general public. These quotes are known as “Level 111” and they are available
by subscription at a cost substantially higher than that for Level Il NASDAQ quotes.

5.4a
5.4b

How does NASDAQ differ from the NYSE?
What are the different levels of access to the NASDAQ network?

5.5 NYSE and NASDAQ Competitors

The NYSE and NASDAQ face strong competition in the market for order execution services
from securities trading firms operating in the third market. The phrase “third market” refers
to trading in exchange-listed securities that occurs off the exchange on which the security is
listed. For example, a substantial volume of NY SE-listed stock trading is executed through
independent securities trading firms.

NASDAQ and NYSE also face substantial competition from the fourth market. The
term “fourth market” refers to direct trading of exchange-listed securities among investors.
A good example of fourth-market trading activity is Instinet, an ECN (and one of the oldest)
that facilitates trading among its subscribers, particularly after-hours trading. However, as
we discussed in our previous section, these fourth-market ECNs are increasingly becoming
integrated into the NASDAQ system.

The third and fourth markets are not the only NYSE and NASDAQ competitors. Regional
exchanges also attract substantial trading volume away from NYSE and NASDAQ. For
example, thousands of stocks are dually listed on N'YSE and either on NASDAQ or on at least
one regional exchange.

Some companies do not meet the listing requirements of the NYSE or NASDAQ. Even
if they do meet these requirements, the company’s management might decide to list shares
elsewhere. A nearby Work the Web describes two choices.

5.5a
5.5b

What is the third market for securities?

What is the fourth market for securities?
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WORK THE WEB

Where do companies go when they can’t (or don‘t want
to) meet the listing requirements of the larger stock
markets? Two options are the Over-the-Counter Bulletin
Board (OTCBB) and the Pink Sheets. These two electronic
markets are part of the Wild, Wild West of stock trading.
The somewhat odd names have simple explanations. The
OTCBB began as an electronic bulletin board that was
created to facilitate OTC trading in nonlisted stocks. The
name “Pink Sheets” just reflects the fact that prices for
such stocks once were quoted on pink sheets of paper.
The well-known markets such as the NASDAQ and the
NYSE have relatively strict listing requirements. If a com-
pany fails to meet these requirements, it can be delisted.
The OTCBB and the Pink Sheets, on the other hand, have

no listing requirements. The OTCBB does require that
companies file financial statements with the SEC (or other
relevant agency), but the Pink Sheets does not.

Stocks traded on these markets often have very low
prices and are frequently referred to as “penny stocks,”
“microcaps,” or even “nanocaps.” Relatively few brokers
do any research on these companies, so information is
often spread through word of mouth or the Internet,
probably not the most reliable of sources. In fact, for
many stocks, these markets often look like big electronic
rumor mills and gossip factories. To get a feel for what
trading looks like, we captured a typical screen from the
OTCBB Web site (www.OTCBB.com) and from the Pink
Sheets (www.pinksheets.com).

LR Data delayed 15-20 minutes
Market Statistics
|oTcee =] [wol Actives &| GO |
Name Symbal Last Tick Chg oo Chg Open High Low Volume
Invicta Group Inc. IVGR 0.0033 < 0.001% 125.71% 0.0021 0.004 0.002 40:35m
Universal Express Inc. usxe 0.0003 ¥ -0.0001 -25.00% 0.0004 0.0004 0.0003 34.894m
Seamless WiFi Inc. SLWF 0.0005 - 0.00 0.00% 0.0005 ©0.0005 0.0004 30.36 m
f’::“‘a“' Mailey Caprtsk Sepe e 0.0215 A D0.004 22.896% D.0182 D.0719 0.018 10.8 m
ConectiSys Corp. CNES g.0001 - 0.00 0.00% 0.0001 0.0001 0.0001 7.5 m
?‘:CVE” Hoop tabstaimment | maw g.oo0r - 0.00 0.00% 0.000f 0.0001 0.0001 7.36 m
’I’"'nit"iﬂ ESsolizes Ho =S g 0.0013 A 0,0003 30.00% 0.0015 0.0015 0.0013 5.47 m
IE:’CG“:"“' S ommMBCatnne iy 0.0006 % -0.0002 -25.00% 0.0006 0.0006 0.0006 3.05 m
Tray Resources Inc. TYRIA 0.0008 - 0.00 0.00% 0.0002 ©0.0003 0.0002 2.91 m
GameZnFlix Inc. GZFX 0.0003 4 0.0001 S0.00% 0.0002 0.0003 0.0002 2.83m
First, let’s look at the returns. Invicta Group Inc. had a according to Generally Accepted Accounting Prin-

return to this point in the day of 135.71 percent! That's
not something you see very often. The current stock
price was essentially zero. The shares of Matrixx Resource
Holdings Inc. jumped by 30 percent, increasing by $.0003
per share.

The Pink Sheets (www.pinksheets.com) is operated
by a privately owned company. To be listed on the Pink
Sheets, a company just has to find a market maker
willing to trade in the company’s stock. Companies list
on the Pink Sheets for various reasons. Small companies
that do not wish to meet listing requirements are one
type. Foreign companies often list on the Pink Sheets
because they do not prepare their financial statements

ciples (GAAP), a requirement for listing on U.S. stock
exchanges. Many are companies that had formerly been
listed on bigger stock markets and were either delisted
involuntarily or chose to “go dark” for various reasons.

Total trading volume for the stocks at the OTCBB and
Pink Sheets is usually quite brisk. As you can see, the trad-
ing volume at the Pink Sheets had already surpassed 517
million at 9:57 a.m. (meaning there was about six hours
left in the trading day). However, total dollar volume at
both exchanges is not as impressive. For example, notice
that as of 9:57 a.m., total dollar volume at the Pink Sheets
was only $21.6 million. At the end of a “typical” day in
2007, total dollar trading volume at the Pink Sheets will

5.6 Stock Market Information

Many newspapers publish current price information for a selection of stocks. In the United
States, the newspaper best known for reporting stock price information is The Wall Street
Journal and its online version, www.wsj.com. Investors interested in an overview of stock
market activity refer to daily summaries. Among other things, these summaries contain
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Current OTC Market Activity

Market M

Symbol Price Pct Chg % Volume Share Volume # Trades

W CMUT  17.2800 +2.68 2,524,320 148,196 137
@ car 2.1600 +3.40 1,116,097 571,650 380
W KEGS 14.8700 +0.81 892,424 59,665 52
B CPNLO 21300 +0.48 822,330 398,574 106
W NAVZ  57.9500 +1.64 639,442 12,256 45
j§ DFHIO  0.5000 -1.10 581,631 642,281 158
B DCNAQ  0.4400 -23.15 459,098 1,197,763 173
@ chwl  3.2000 +4.15 323,020 102,697 98
V¥ LTHu 0.1300 -3.70 141,342 1,219,475 60
I SWLRF 26100 -0.33 141,177 54,863 19

'Forsign Stocks & ADRs are not included in intradany data,
“Intraday activity

Total Share Volume: 517,098,347
Total § Volume: 21,601,626

Tue, Sep 4, '07 - 9:57 AM

dkers Volume Advancers Decliners

Share Yolume £ Trades

selma ez 1

delsyed 15 minutes.,

percentage returns on small stock price movements. Be

surpass $100 million. By contrast, average daily volume
for Microsoft Corp. (MSFT) is about 50 million shares at
the NASDAQ. With a stock price of about $28 per share,
this means that total dollar trading volume for Microsoft
is about $1.4 billion, or about 14 times more than the
entire Pink Sheets for just this one NASDAQ stock.

All in all, the OTCBB and Pink Sheets can be pretty
wild places to trade. Low stock prices allow huge

advised, however, that attempts at manipulation and
fraud are commonplace. Also, many stocks on these
markets are often very thinly traded, meaning there
is little volume. It is not unusual for a stock listed on
either market to have zero trades on a given day. Even
two or three days in a row without a trade in a particu-
lar stock is not uncommon.

information regarding several stock market indexes. Immediately below, we describe the
most important stock market indexes.

THE DOW JONES INDUSTRIAL AVERAGE

The most widely followed barometer of day-to-day stock market activity is the Dow Jones Indus-
trial Average (DJIA), often called the “Dow” for short. The DJIA is an index of the stock prices
of 30 large companies representative of American industry. There are two more specialized Dow
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Source: www.wsj.com, September 5, 2007. Reprinted by permission of Dow Jones & Company, Inc. via Copyright Clearance Center, Inc. © 2007 Dow Jones
& Company, Inc. All Rights Reserved Worldwide.

Jones averages, a utilities average and a transportation average. We will focus on the industrial
average. Figure 5.2 reproduces a chart of the DJIA from www.wsj.com.
Figure 5.2 shows daily high, low, and closing prices for the DJIA from March 2007 through
August 2007. The vertical bars in the chart indicate the range of index high and low values on
each trading day. The tick mark on the right side of each day’s bar marks the closing value of
the index on that day. We therefore see that, based on closing prices, the Dow reached a high
For more on the Dow, of about 14,100 during this period compared to a low of about 12,000. Figure 5.3 contains a
visit list of the 30 well-known companies in the DJIA and their dividend yields.

averages.dowjones.com . - . .
Look for “Averages” under Although the Dow is the most familiar stock market index, a number of other indexes are
“Blue Chip Indexes.” widely followed. In fact, as we begin to discuss next, the Dow is not the most representative
index by any means, and the way it is computed presents various problems that can make it

difficult to interpret.

STOCK MARKET INDEXES

The Dow Jones Industrial Average Web page is informative, but market watchers might be
What are the Russell interested in more detail regarding recent stock market activity. A more comprehensive view of
indexes? Visit stock market trading is contained in Figure 5.4, which is also published daily at www.wsj.com.
W"";’(")‘;i‘:;szﬂ'tc"m The Web page we examine here, “Major Stock Indexes,” reports information about a
: variety of stock market indexes in addition to the Dow Jones averages. Of the non—-Dow
Jones indexes shown, by far the best known and most widely followed is the Standard &
Poor’s Index of 500 stocks, commonly abbreviated as the S&P 500, or often just the S&P.
We have seen this index before. In Chapter 1, we used it as a benchmark to track the perfor-
mance of large-company common stocks for the last eight decades.
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Yields on Dow Jones Industrial Average Component Stocks

FIGURE 5.3
Yields On Dow Stocks
Monday, March 31, 2008
Components of the Dow Jones Averages, ranked by dividend yield based on
recent price and annualized dividend amount. This page is updated twice a
month. (See chars of the Dow Jones Averages.)
DOW JOHKES INDUSTRIALS
Indicated Indicated Price Change From

Company Yield Annual Div  3i31/2008  12/31/2007
Bank of America Corp B6.75 256 37 -3.35
Pfizer . 6.12 l 1.28 l 20.93 l -1.80
Citigroup - 5.98 . 1.28 . 21.42 . -8.02
General Motars - 525 . 1.00 . 19.05 . -5.84
Werizon . 472 l 172 l 36.45 l -7.24
ATE&T Corp. . 418 l 1.60 l 38.30 l -3.26
Ierck - 401 . 1.52 . 37.95 . -20.16
J.P. Maorgan Chase . 3.54 . 1,52 . 4295 . -0.70
DuPant . 351 l 1.64 l 46.76 l +2.67
General Electric - 3.35 . 1.24 . 37 . -0.08
Home Depot - 3.22 . 0.80 . 27.97 . +1.03
Chevran Corp . 272 . 232 . B5.36 . -7.87
McOonald's - 2.69 . 1.50 . 5577 . =314
Intel - 2.64 . 0.56 . 21.18 . -5.48
Johnson & Johnson . 2.56 . 1.66 . 54.87 . -1.83
3mM . 253 l 2.00 l 79.15 l =57
Caoca-Cola - 2.50 . 1.52 . 60.87 . -0.50
Boeing - 215 . 1.60 . 74.37 . -13.09
Procter & Gamble . 2.00 l 1.40 l 70.07 l -3.35
Alcoa - 1.89 . 0.68 . 36.08 . -0.49
United Tech - 1.86 . 1.28 . 68.82 . =172
AlG . 1.85 l 0.80 l 4325 l -15.05
Caterpillar - 1.84 . 1.44 . 78.29 . +5.73
Wal-Mart Stores - 1.80 . 0.95 . 52.568 . +5 15
Exxon-Mabil . 1.66 l 1.40 l 84.58 l =4
American Express . 1.65 l 072 l 4372 l -8.30
Microsoft - 1:55 . 0.44 . 28.38 . -1.22
B - 1.39 . 1.60 . 115.14 . +7.04
Walt Disney . 112 l 3:356 l 31.38 l -0.90
Hewlett-Packard - 070 . 0.3z . 45.66 . -4.82

Source: www.wsj.com, April 4, 2008. Reprinted by permission of Dow Jones & Company,
Inc., via Copyright Clearance Center, Inc. © 2007 Dow Jones & Company, Inc. All Rights
Reserved Worldwide.

If you were to scrutinize the various indexes in Figure 5.4, you would quickly find
that there are essentially four differences between them: (1) the market covered; (2) the
types of stocks included; (3) how many stocks are included; and (4) how the index is
calculated.
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Stock Indexes: Closing Data Bank

Friday, August 31, 2007

Index
Dow Jones

Industrial Average
Transportation Average
Utility Average

65 Composite

Wilshire 5000

Wilshire 2500

Wilshire Large-Cap Growth
Wilshire Large-Cap Value
Wilshire Mid-Cap Growth
Wilshire Mid-Cap Value
Wilshire Small-Cap Growth
Wilshire Small-Cap Vaue
Wilshire Micro

Wilshire REIT

Internet

Barron's 400

Nasdaq Stock Market

Composite

Nasdag 100

Biotech

Computer
Industrials
Insurance

Banks
Telecommunications
Standard & Poor's
500 Index

100 Index

MidCap 400
SmallCap 600
SuperComp 1500

New York Steck Exchange

Composite
Arca Tech 100
Financial
Health Care

Energy

price-weighted index
Stock market index in which
stocks are held in proportion to
their share price.

value-weighted index
Stock market index in which
stocks are held in proportion to the
aggregate market value.
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Find Historical Data @ | WHAT'S THIS?
DAILY 52 WEEK
¥TD 391

High Low Close Chg % Chg % chg High Low %Chg  %chg
1342895 | 1324084 | 1335774 | 110.01 0.90 7.2 | 1400041 1133144 16.5 a5
4901.64 4786.56 487875 91.61 191 7.0 5446.49 4195.07 132 162
48825 48115 48479 1.70 035 6.1 53572 42274 9.8 186
4427 10 4356.50 440417 47.51 1.09 6.9 4731.10 3804.61 140 133
1491608 | 14677.24 | 1484770 | 170.46 116 41 | 1570085 1294896 134 15
3534.38 3476.80 3517.60 40.80 147 43 371658 3069.86 130 123
3049 62 3001 66 3036.83 35.34 118 65 3806.48 260372 148 113
3507.83 353851 3877.27 38.82 110 22 3802.47 38147 1.2 144
414332 4072.89 4131.85 50.21 145 102 441160 3368.01 205 13.4
478354 4694 89 4760.62 65.99 141 0.5 533463 4309 38 8.8 126
3770.99 3705.07 3760.11 55.08 1.49 85 401592 314.06 184 177
533092 5736.26 5815.38 79.15 1.38 0.2 £§392.70 529081 8.0 142
764133 7569.16 7625.23 56.08 0.74 28 832801 707230 6.3 114
23752 23032 235.22 493 214 102 29743 215.90 A5 1738
104.80 103,08 104.53 144 1.40 7.8 11524 25.07 128 188
32227 31642 321.04 483 146 5.9 35095 269.13 1538 187
260314 2579.79 2596.36 31.06 1.21 75 272004 215529 18.4 122
199373 1975.83 198873 24,98 127 132 205299 156484 254 123
216.25 80828 21367 7.57 0.94 19 857.08 73423 73 56
1164.31 115404 1161.63 13.90 121 10.3 122515 93343 227 134
224426 222496 2237.58 27.98 127 7.0 238456 1853.27 12.8 128
4124.34 4079.61 4111.95 45.87 113 0.1 4354.98 377736 8.3 110
3036.92 2999.20 3015.87 11.88 0.40 Ay 345575 281981 7.6 ng
276.03 27337 275.55 478 177 17.2 27963 194.04 375 175
1481.47 1457 61 1473.98 16.35 112 38 1552.08 1209402 124 101
£90.92 682,02 587.47 7.01 1.03 a1 71811 59850 135 5
266.24 850.65 263.00 12.32 145 73 926.23 73841 145 14.4
419.02 41232 #1761 5.29 1.28 44 44519 362.23 128 148
33495 32953 333.33 3.80 115 a2 35181 291.94 1258 107
9642.07 9456.67 0586.98 | 140.34 148 50 1022067 826217 13.8 141
948.30 93575 945.78 10.08 1.08 80 99247 793.90 173 122
9059.01 2870.11 901157 | 141.58 1.60 57 993283 8526.67 33 103
705273 6957 54 7026.58 59.04 0.99 1.0 7542 58 672647 11 53
1371474 | 1341296 | 13600.01 | 187.54 1.40 136 | 1473852 1044257 18.0 281

Source: www.wsj.com, September 3, 2007. Reprinted by permission of Dow Jones & Company, Inc., via Copyright Clearance Center,
Inc. © 2007 Dow Jones & Company, Inc. All Rights Reserved Worldwide.

The first three of these differences are straightforward. Some indexes listed in Figure 5.4,
such as the Dow Jones Utilities, focus on specific industries. Others, such as the NASDAQ
Composite, focus on particular markets. Some have a small number of stocks; others, such
as the Wilshire 5000 (which actually has over 6,000 stocks), have a large number.

How stock market indexes are computed is not quite so straightforward, but it is impor-
tant to understand. There are two major types of stock market index: price-weighted and
value-weighted. With a price-weighted index, stocks are held in the index in proportion to
their share prices. With a value-weighted index, stocks are held in proportion to the aggre-
gate market value of the companies in the index.

The best way to understand the difference between price and value weighting is to consider
an example. To keep things relatively simple, we suppose that there are only two companies
in the entire market. We have the following information about their shares outstanding, share
prices, and total market values:
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Price per Share Total Market Value
Shares Beginning End of Beginning End of
Outstanding of Year Year of Year Year
Company A 50 million $10 $14 $500 million $700 million
Company B 1 million $50 $40 $ 50 million $ 40 million

As shown, Company A has a lower share price but many more shares outstanding. Ignor-
ing dividends, notice that Company A’s stock price rose by 40 percent ($10 to $14) while
Company B’s stock price fell by 20 percent ($50 to $40).

The question we want to answer here is simply: How did the market do for the year? There
are several ways we could answer this question. We could first focus on what happened to the
average share price. The average share price was ($10 + $50)/2 = $30 at the beginning of
the year, and ($14 + $40)/2 = $27 at the end, so the average share price fell. If we take the
average share price as our index, then our index fell from 30 to 27, for a change of —3 points.
Because the index began at 30, this isa —3/30 = —10% decrease. We might therefore say that
the market was “off” by 10 percent.

This is an example of a price-weighted index. Because Company B’s stock price is five
times bigger than Company A's, it carries five times as much weight in the index. This ex-
plains why the index was down even though Company A’s stock gained 40 percent whereas
Company B’s stock only lost 20 percent. The Dow Jones indexes are price weighted.

Alternatively, instead of focusing on the price of a typical share, we could look at what hap-
pened to the total value of a typical company. Here we notice that the average total value, in
millions, rose from ($500 + $50)/2 = $275 to ($700 + $40)/2 = $370. If we take average total
company value as our index, then our index rose from 275 to 370, a 35 percent increase.

Take a look at the “value” and This is an example of a value-weighted index. The influence a company has in this case
“growth” indexes at depends on its overall change in total market value, not just its stock price change. Because
www.mscibarra.com Company A has a much larger total value, it carries a much larger weight in the index. With

Click on “S&P/Barra

y the exception of the Dow Jones indexes, most of the other indexes in Figure 5.4, including
Indexes” under products tab.

the Standard & Poor’s, are value weighted.

Now we have a problem. One index tells us the market was down by 10 percent, while the
other tells us it was up by 35 percent. Which one is correct? The answer seems fairly obvious.
The total value of the market as a whole grew from $550 million to $740 million, so the market
as a whole increased in value. Put differently, investors as a whole owned stock worth $550
million at the beginning of the year and $740 million at the end of the year. So, on the whole,
stock market investors earned 35 percent, even though the average share price went down.

This example shows that a price-weighted index can be misleading as an indicator of
total market value. The basic flaw in a price-weighted index is that the effect a company has
on the index depends on the price of a single share. However, the price of a single share is
only part of the story. Unless the number of shares is also considered, the true impact on the
overall market isn’t known, and a distorted picture can emerge.

Caution: Indexes Under Construction

Suppose there are only two stocks in the market and the following information is
given:

Price per Share

Shares Beginning End of
Outstanding of Year Year
Betty Co. 10 million $10 $11
Gray Bull, Inc. 20 million $20 $25

Construct price- and value-weighted indexes and calculate the percentage changes
in each.

The average share price rose from $15 to $18, or $3, so the price-weighted index
would be up by 3/15 = 20 percent. Average total market value, in millions, rose from
$250 to $305, so the value-weighted index rose by 55/250 = 22 percent.

\ Y,
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MORE ON PRICE-WEIGHTED INDEXES

Earlier we indicated that the Dow Jones averages are price weighted. Given this, you may
wonder why the Dow Jones Industrial Average has such a high value when the stock prices
used to calculate the average are much smaller. To answer this question, we must explain one
last detail about price-weighted indexes.

The extra detail concerns the effects of stock splits on price-weighted indexes. For example,
in a 2-for-1 stock split, all current shareholders receive two new shares in exchange for each
old share that they own. However, the total value of the company does not change because it
is still the same company after the stock split. There are just twice as many shares, each worth
half as much.

A stock split has no effect on a value-weighted index since the total value of the company
does not change. But it can have a dramatic effect on a price-weighted index. To see this,
consider what happens to the price-weighted and value-weighted indexes we created above
when Company B enacts a 2-for-1 stock split. Based on beginning prices, with a 2-for-1
split, Company B’s shares fall to $25. The price-weighted index falls to (10 + 25)/2 = 17.50
from 30, even though nothing really happened.

For a price-weighted index, the problem of stock splits can be addressed by adjusting the
divisor each time a split occurs. Once again, an example is the best way to illustrate. In the case
stated just above, suppose we wanted the index value to stay at 30 even though B’s price per
share fell to $25 as a result of the split. The only way to accomplish this is to add together the
new stock prices and divide by something less than 2.

This new number is called the index divisor, and it is adjusted as needed to remove the
effect of stock splits. To find the new divisor in our case, the stock prices are $25 and $10,
and we want the index to equal 30. We solve for the new divisor, d, as follows:

Sum of stock prices

Index level = —
Divisor
_ 25+ 10
0=
d=22=116666...

30

The new divisor is thus approximately 1.17.

Adjusting the divisor takes care of the problem in one sense, but it creates another prob-
lem. Because we are no longer dividing the sum of the share prices by the number of com-
panies in the index, we can no longer interpret the change in the index as the change in price
of an average share.

EXAMPLE 5.2 Adjusting the Divisor

Take a look back at Example 5.1. Suppose that Gray Bull splits 5-for-1. Based on begin-
ning information, what is the new divisor?

Following a 5-for-1 split, Gray Bull’s share price will fall from $20 to $4. With no ad-
justment to the divisor, the price-weighted index would drop from 15to (10 + 4)/2 = 7.
To keep the index at its old level of 15, we need to solve for a new divisor such that
(10 + 4)/d = 15. In this case, the new divisor would be 14/15 = .93333 . . ., illustrating
that the divisor can drop below 1.0.

THE DOW JONES DIVISORS

The method we described of adjusting the divisor on a price-weighted index for stock splits
is the method used to adjust the Dow Jones averages. Through time, with repeated adjust-
ments for stock splits, the divisor becomes smaller and smaller. On February 19, 2008, Bank
of America Corporation (BAC) and Chevron Corporation (CVX) replaced Altria Group
Incorporated (MO) and Honeywell International, Incorporated (HON) in the DJIA. As of
March 8, 2008, the DJIA divisor was a nice, round 0.122834016. Because there are 30 stocks
in the index, the divisor on the DJIA would be 30 if it were never adjusted, so it has declined
substantially. Divisors for the other Dow Jones averages have similarly odd values.
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Given its shortcomings, you might wonder why the financial press continues to report the
Dow Jones averages. The reason is tradition; the Dow Jones averages have been around for
more than 100 years, and each new generation of investors becomes accustomed to its quirks.

MORE ON INDEX FORMATION: BASE-YEAR VALUES

We next discuss one or two more details about indexes. First, to ease interpretation, the start-
ing value of an index is usually set equal to some simple base number, like 100 or 1,000. For
example, if you were to create a value-weighted index for the NYSE, the actual value of the
index would be very large and cumbersome, so adjusting it makes sense.

To illustrate, suppose we have a value-weighted index with a starting value of 1.4 million.
If we want the starting value to be 100, we just divide the starting value, and every subse-
quent value, by 1.4 million and then multiply by 100. So, if the next value of the index is
1.6 million, the “reindexed” value would be 1.6 million/1.4 million X 100 = 114.29, which
is easily interpreted as a 14.29 percent increase over a base of 100.

EXAMPLE 5.3 Reindexing

You've calculated values for an index over a four-year period as follows:

Year 1: 1,687 million
Year 2: 1,789 million
Year 3: 1,800 million
Year 4: 1,700 million

Suppose you wanted the index to start at 1,000. What would the reindexed values be?
To reindex these numbers, we need to (1) divide each of them by the starting value,
1,687 million, and then (2) multiply each by 1,000. Thus, we have:

Year 1: 1,687 million/1,687 million x 1,000 = 1,000.00
Year 2: 1,789 million/1,687 million x 1,000 = 1,060.46
Year 3: 1,800 million/1,687 million x 1,000 = 1,066.98
Year 4: 1,700 million/1,687 million x 1,000 = 1,007.71
k Y,

Finally, an important consideration in looking at indexes is whether dividends are
included. Most indexes don’t include them. As a result, the change in an index measures only
the capital gain (or loss) component of your return. When you’re trying to evaluate how a
particular type of stock market investment has done over time, dividends have to be included
to get an accurate picture.

So which index is the best? The most popular alternative to the DJIA is the value-
weighted S&P 500. You might further wonder, however, why this popular index limits

index staleness . .. . .
itself to 500 stocks. The answer is timeliness and accuracy. Almost all stocks in the S&P

Condition that occurs when an

index does not reflect all current 500 index trade every day, and therefore accurate daily updates of market prices are avail-
price information because some able each day. Stocks that do not trade every day can cause index staleness. Index stale-
of the stocks in the index have ness occurs when an index does not reflect all current price information because some
not traded recently. of the stocks in the index have not traded recently. Also, as a practical matter, the largest

500 companies account for a very large portion of the value of the overall stock market.

5.6a What is the difference between price- and value-weighting in the
construction of stock market indexes? Give an example of a well-known
index of each type.

CHECK THIS 5.6b Which is better, price or value weighting? Why?

5.6¢ Which stock market index is likely to contain the greater degree of index
staleness, the S&P 500 or the Wilshire 5000 index?
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Part 2 m Stock Markets

5.7 Summary and Conclusions

This chapter introduces you to stock markets. We discussed who owns stocks, how the stock
exchanges operate, and how stock market indexes are constructed and interpreted. This chap-
ter covers many important aspects of stock markets, including the following items—grouped
by the chapter’s important concepts.

1

A.

Thedifference between primary and secondary stock markets.

Individual investors, directly or through mutual funds, own more than half of all
traded stocks. The rest are owned mostly by financial institutions such as pension
funds and insurance companies.

. The stock market is composed of a primary market, where stock shares are first sold,

and a secondary market, where investors trade shares among themselves. In the pri-
mary market, companies raise money for investment projects. Investment bankers
specialize in arranging financing for companies in the primary market. Investment
bankers often act as underwriters, buying newly issued stock from the company and
then reselling the stock to the public. The primary market is best known as the market
for initial public offerings (IPOs).

. In the secondary market, investors trade securities with other investors. Secondary

market transactions are directed through three channels: directly with other investors,
indirectly through a broker, or directly with a dealer. We saw that a broker matches
buyers and sellers; a dealer buys and sells out of inventory.

. Theworkings of the New York Stock Exchange (NY SE).

. Most common stock trading is directed through an organized stock exchange or

through a trading network. The largest organized stock exchange in the United States
is the New York Stock Exchange (NYSE). Popularly known as the Big Board, NYSE
was once owned by its members. Today, however, the NYSE itself is a publicly traded
company—so, it is owned by its shareholders.

. The three major types of NYSE members are commission brokers, specialists, and

floor traders. We discussed the role of each in the functioning of the exchange.

. How NASDAQ oper ates.

. The NASDAQ market is a computer network of securities dealers who post timely

security price quotes to NASDAQ subscribers. These dealers act as market makers for
securities listed on the NASDAQ.

. Unlike the NYSE, the NASDAQ relies on multiple market makers instead of using

a specialist system. Because it is a computer network, the NASDAQ has no physi-
cal location.

. The NASDAQ network operates with three levels of information access:

» Level | provides timely and accurate price quotes which are feely available on
the Internet.

» Level Il allows users to view price quotes from all NASDAQ market makers.
This level allows access to inside quotes. Inside quotes are the highest bid and
lowest asked quote for a NASDAQ-listed security.

» Level Il is for use by NASDAQ market makers only. With this access, market
makers can change their quotes.

. How to calculate index returns.

A. Investors interested in an overview of stock market activity refer to the returns on

several stock market indexes.

. The most widely followed barometer of day-to-day stock market activity is the Dow

Jones Industrial Average (DJIA), often called the “Dow” for short. The DJIA is an
index of the stock prices of 30 large companies representative of American industry.
The DJIAis a price-weighted index.
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C. Another widely followed index is the Standard & Poor’s Index of 500 stocks, com-
monly abbreviated as the S&P 500, or often just the S&P. The S&P 500 Index is a
value-weighted index.

D. Many newspapers and Web sites publish current price information for indexes as well
as stocks. In the United States, the newspaper best known for reporting stock price in-
formation is The Wall Street Journal—with its companion Web site, www.wsj.com.

»
Al Wt LA

This chapter covered the operations and organization of the major stock markets. It
also covered some of the most important order types and the construction of stock
market indexes. How should you, as an investor or investment manager, put this
information to work?

First, as in some previous chapters, you need to submit as many as possible of the
different order types suggested by this chapter in a simulated brokerage account
(note that not all simulated brokerage accounts allow all trade types). Your goal is to
gain experience with the different order types and what they mean and accomplish
for you as an investor or investment manager.

In each case, once you have placed the order, be sure to monitor the price of the
stock in question to see if any of your orders should be executed. When an order is
executed, compare the result to the stop or limit price to see how you did.

The second thing to do is to start observing the different indexes and learning
how they are computed, what's in them, and what they are intended to cover. For
example, the NASDAQ 100 is made up of the largest NASDAQ stocks. Is this index
broadly representative of big stocks in general? Of NASDAQ stocks in general? Why
is the Russell 2000 index widely followed (note that it does not contain 2,000 big
stocks)? Visit www.russell.com to learn more.
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[ Chapter Review Problems and Self-Test }

1. Index Construction Suppose there are only two stocks in the market and the following
information is given:

Price per Share

Shares Beginning End of
Outstanding of Year Year
Ally Co. 100 million $ 60 $ 66
McBeal, Inc. 400 million $120 $100

Construct price- and value-weighted indexes and calculate the percentage changes in each.

2. Stock Splits In the previous problem, suppose that McBeal splits 3-for-1. Based on beginning
information, what is the new divisor?

Answers to Self-Test Problems

1. The average share price at the beginning of the year is ($60 + 120)/2 = $90. At the end of the
year, the average price is $83. Thus, the average price declined by $7 from $90, a percentage drop
of —$7/$90 = —7.78%. Total market cap at the beginning of the year is $60 X 100 + $120 X
400 = $54 billion. It falls to $46.6 billion, a decline of $7.4 billion. The percentage decline is
—$7.4 billion/$54 billion = —13.7%, or almost twice as much as the price-weighted index.

2. Following a 3-for-1 split, McBeal’s share price falls from $120 to $40. To keep the price-
weighted index at its old level of 90, we need a new divisor such that (60 + 40)/d = 90.
In this case, the new divisor would be 100/90 = 1.1111.

[ Test Your Investment Quotient }

For the remaining questions and problems, the circled numbersin the margin refer to the
corresponding lear ning objective in this chapter.

@ 1. New York Stock Exchange Which of the following is false?
I Q a. Specialists cannot trade for their own accounts.
b. On the NYSE, all buy and sell orders are negotiated through a specialist.

c. Specialists earn income from commissions and spreads in stocks prices.
d. Specialists stand ready to trade at quoted bid and ask prices.

@ 2. Uptick Rule You wish to sell short 100 shares of XYZ Corporation stock. Assume the uptick
rule is in effect. If the last two transactions were $34.12 followed by $34.25, you can short on
the next transaction only at a price of

a. $34.12 or higher.
b. $34.25 or higher.
c. $34.25 or lower.
d. $34.12 or lowver.

/\ @ 3. Uptick Rule Which of the following is false regarding the NYSE uptick rule?
CFAe

a. The rule does not apply to short sales executed on other exchanges.
\\PR/OBLEMS b. The NYSE enacted the rule to make it more difficult for speculators to drive down a stock’s
price by repeated short sales.
c. The rule has become less of a constraint than it once was.
d. The rule applies when shorting a stock or when covering a short.
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@ 4. Value-Weighted Index An analyst gathered the following data about stocks J, K, and L,
C@ which together form a value-weighted index:
\\PR/OBLEMS December 31, Year 1 December 31, Year 2
Shares Shares
Stock Price Outstanding Price Outstanding
J $40 10,000 $50 10,000
K $30 6,000 $20 12,000*
L $50 9,000 $40 9,000

*2-for-1 stock split.
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CFA<)
\\PR/OBLEMS

CFA<)
\\PR/OBLEMS

10.

12.

13.

The ending value-weighted index (base index = 100) is closest to:

a 9231
b. 93.64
c. 106.80
d. 108.33

Dow JonesIndex The divisor for the Dow Jones Industrial Average (DJIA) is most likely to
decrease when a stock in the DJIA

a. Has a stock split.

b. Has a reverse split.

c. Pays a cash dividend.

d. Is removed and replaced.

New York Stock Exchange Which of the following activities are not conducted by specialists
on the NYSE?

a. Acting as dealers for their own accounts.

b. Monitoring compliance with margin requirements.
c¢. Providing liquidity to the market.

d. Monitoring and executing unfilled limit orders.

Stock Markets What is a securities market characterized by dealers who buy and sell
securities for their own inventories called?

a. A primary market.

b. A secondary market.

c. An over-the-counter market.
d. An institutional market.

Stock Markets What is the over-the-counter market for exchange-listed securities called?

a. Third market
b. Fourth market
c. After-market
d. Block market

Stock Indexes If the market price of each of the 30 stocks in the Dow Jones Industrial
Average changes by the same percentage amount during a given day, which stock will have
the greatest impact on the DJIA?

a. The one whose stock trades at the highest dollar price per share.

b. The one whose total equity has the highest market value.

c. The one having the greatest amount of equity in its capital structure.
d. The one having the lowest volatility.

Stock Indexes In calculating the Standard & Poor’s stock price indexes, how are adjustments
for stock splits made?

a. By adjusting the divisor.

b. Automatically, due to the manner in which the index is calculated.
c. By adjusting the numerator.

d. Quarterly, on the last trading day of each quarter.

Stock Indexes Which of the following indexes includes the largest number of actively traded
stocks?

a. The NASDAQ Composite Index.

b. The NYSE Composite Index.

c. The Wilshire 5000 Index.

d. The Value Line Composite Index.

New York Stock Exchange The largest number of NYSE members are registered as:
a. Stockholders

b. Floor brokers

c. Specialists

d. Floor traders

New York Stock Exchange The second largest number of NYSE members are registered as:
a. Stockholders

b. Floor brokers

c. Specialists
d. Floor traders
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@ 14. New York Stock Exchange The effort by the NYSE to have market makers, specialists, and
brokers interact with each other as well as the electronic market is known as

a. The Direct+ system.

b. The SuperDOT system.

c. NYSE Euronext.

d. The NYSE hybrid market.

@ 15. Stock Indexes Which one of the following statements regarding the Dow Jones Industrial
Average is false?

a. The DJIA contains 30 well-known large-company stocks.

b. The DJIA is affected equally by dollar changes in low- and high-priced stocks.

c. The DJIAis affected equally by percentage changes in low- and high-priced stocks.
d. The DJIA divisor must be adjusted for stock splits.

[ Concept Questions }

@ 1. Primary and Secondary Markets If you were to visit your local Chevrolet retailer, there is
both a primary and a secondary market in action. Explain. Is the Chevy retailer a dealer or a broker?

2. Specialists On the NYSE, does a specialist act as a dealer or a broker? Or both?

3. Market and Limit Orders What is the difference between a market order and a limit order?
What is the potential downside to each type of order?

4. Stop That! What is a stop-loss order? Why might it be used? Is it sure to stop a loss?

5. Order Types Suppose Microsoft is currently trading at $100. You want to buy it if it reaches
$120. What type of order should you submit?

6. Order Types Suppose Dell is currently trading at $65. You think that if it reaches $70, it will
continue to climb, so you want to buy it if and when it gets there. Should you submit a limit
order to buy at $70?

. NASDAQ Quotes With regard to the NASDAQ, what are inside quotes?

8. Index Composition There are basically four factors that differentiate stock market indexes.
What are they? Comment on each.

9. Index Composition s it necessarily true that, all else the same, an index with more stocks is
better? What is the issue here?

@ 10. Upticks What is the uptick rule? Where does it apply? Why did it exist? Why was it eliminated?
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[ Questions and Problems }

Core Questions 1. Price-Weighted Divisor Able, Baker, and Charlie are the only three stocks in an index.
The stocks sell for $39, $132, and $87, respectively. If Baker undergoes a 2-for-1 stock split,

what is the new divisor for the price-weighted index?

@ 2. Price-Weighted Divisor In the previous problem, assume that Baker undergoes a 3-for-1
stock split. What is the new divisor now?

3. Order Books You find the following order book on a particular stock. The last trade on the

stock was at $70.54.
Buy Orders Sell Orders
Shares Price Shares Price
250 $70.53 100  $70.56
100 70.52 400 70.57
900 70.51 1,000 70.59
75 70.49 700 70.60
900 70.61
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Intermediate Questions

®© 06 066

10.

12.

13.

14.

a. If you place a market buy order for 100 shares, at what price will it be filled?
b. If you place a market sell order for 100 shares, at what price will it be filled?
c. Suppose you place a market order to buy 400 shares. At what price will it be filled?

Price-Weighted Index You are given the following information concerning two stocks that
make up an index. What is the price-weighted return for the index?

Price per Share

Shares Beginning End of
Outstanding of Year Year
Kirk, Inc. 53,000 $73 $81
Picard Co. 62,000 48 63

Value-Weighted Index Calculate the index return for the information in the previous problem
using a value-weighted index.

Reindexing In Problem 5, assume that you want to reindex with the index value at the
beginning of the year equal to 100. What is the index level at the end of the year?

Index Level In Problem 5, assume the value-weighted index level was 408.16 at the beginning
of the year. What is the index level at the end of the year?

Reindexing Suppose you calculated the total market value of the stocks in an index over a
five-year period:

Year 1: 4,387 million

Year 2: 4,671 million

Year 3: 5,032 million

Year 4: 4,820 million

Year 5: 5,369 million

Suppose you wanted the index to start at 500. What would the reindexed values be?

Price-Weighted Divisor Look back at Problem 1. Assume that Able undergoes a 1-for-3
reverse stock split. What is the new divisor?

DJIA  OnJanuary 4, 2008, the DJIA closed at 12,800.18. The divisor at that time was
.123017848. Suppose the next day the prices for 29 of the stocks remained unchanged and
one stock increased $5.00. What would the DJIA level be the next day?

DJIA InJanuary 2008, IBM was the highest priced stock in the DJIA and Intel was the
lowest. The closing price for IBM on January 4, 2008, was $101.13 and the closing price for
Intel was $22.67. Suppose the next day the other 29 stock prices remained unchanged and

IBM increased 5 percent. What would the new DJIA level be? Now assume only Intel increased
by 5 percent. Find the new DJIA level.

DJIA  Looking back at the previous problems, what would the new index level be if all stocks
on the DJIA increased by $1.00 per share on the next day?

Price-Weighted Divisor You construct a price-weighted index of 40 stocks. At the beginning
of the day the index is 4,873.29. During the day, 39 stock prices remain the same, and one stock
price increases $5.00. At the end of the day, your index value is 4,897.26. What is the divisor on
your index?

Price-Weighted Indexes Suppose the following three defense stocks are to be combined
into a stock index in January 2007 (perhaps a portfolio manager believes these stocks are an
appropriate benchmark for his or her performance):

Price
Shares
(millions)  1/1/07 1/1/08 1/1/09
Douglas McDonnell 340 $103 $106 $118
Dynamics General 450 45 39 53
International Rockwell 410 74 63 79

a. Calculate the initial value of the index if a price-weighting scheme is used.
b. What is the rate of return on this index for the year ending December 31, 2008? For the year
ending December 31, 2009?

Chapter 5 m The Stock Market 163

s
$
3
3
=2
=
L)
N
o
=
§-
Ul
(¢



http://www.mhhe.com/jm5e
http://www.mhhe.com/jm5e
http://www.mhhe.com/jm5e
http://www.mhhe.com/jm5e
http://downloadslide.blogspot.com

w
LA
£
£
S
@
<
r=
&
3
S
3

To download more slides, ebooks, solution manual, and test bank, visit http://downloadslide.blogspot.com

®

STANDARD
&POOR'S

164

Part 2 m Stock Markets

17.

18.

19.

20.

21.

22.

Price-Weighted Indexes In the previous problem, suppose that Douglas McDonnell
shareholders approve a 3-for-1 stock split on January 1, 2008. What is the new divisor for
the index? Calculate the rate of return on the index for the year ending December 31, 2008,
if Douglas McDonnell’s share price on January 1, 2009, is $39.33 per share.

. Value-Weighted Indexes Repeat Problem 14 if a value-weighted index is used. Assume the

index is scaled by a factor of 10 million; that is, if the average firm’s market value is $5 billion,
the index would be quoted as 500.

Value-Weighted Indexes In the previous problem, will your answers change if Douglas
McDonnell stock splits? Why or why not?

Equally Weighted Indexes In addition to price-weighted and value-weighted indexes, an
equally weighted index is one in which the index value is computed from the average rate of
return of the stocks comprising the index. Equally weighted indexes are frequently used by
financial researchers to measure portfolio performance.

a. Using the information in Problem 14, compute the rate of return on an equally weighted
index of the three defense stocks for the year ending December 31, 2007.

b. If the index value is set to 100 on January 1, 2007, what will the index value be on
January 1, 2008? What is the rate of return on the index for 2008?

Equally Weighted versus Value-Weighted Indexes Historically there have been periods
where a value-weighted index has a higher return than an equally weighted index and other
periods where the opposite has occurred. Why do you suppose this would happen? Hint: Look
back to Chapter 1.

Geometric Indexes Another type of index is the geometric index. The calculation of a
geometric index is similar to the calculation of a geometric return:

1+R, =[1+R)A+R,)...(1+R)™

The difference in the geometric index construction is the returns used are the returns for the
different stocks in the index for a particular period, such as a day or year. Construct the geometric
index returns for Problem 14 over each of the two years. Assume the beginning index level

is 100.

Geometric Indexes We have seen the importance of geometric returns through time.

A geometric index is formed across different stocks at a particular point in time, such as a
day. Constructing a portfolio that exactly replicates a geometric index is thus impossible.
Given this, why would you want to use a geometric index? In other words, what does a
geometric index measure? Now consider the Value Line Arithmetic Index (VLA), which is
equally weighted, and the Value Line Geometric Index (VLG). On February 1, 1988, both
indexes were set to a value of 210.75. As of the close of the market on January 4, 2008, the
VLA was at 2,118.61 and the VLG was at 414.98. Why would you expect to see such a
disparity in the two index levels?

Interpreting Index Values  Suppose you want to replicate the performance of several stock
indexes, some of which are price-weighted, others value-weighted, and still others equally
weighted. Describe the investment strategy you need for each of the index types. Are any of

the three strategies passive, in that no portfolio rebalancing need be performed to perfectly
replicate the index (assuming no stock splits or cash distributions)? Which of the three strategies
do you think is most often followed by small investors? Which strategy is the most difficult

to implement?

[

S&P Problem }

www.mhhe.com/edumarketinsight

1

Index Construction You have decided that you want a stock market index that tracks pub-
lishing companies. The three constituent companies you have decided to use are McGraw-Hill
Companies (MHP), Morningstar, Inc. (MORN), and Value Line Inc. (VALU). For each
company, download the monthly stock prices. Under the “Financial HIts” link you can find
the number of shares outstanding. Construct a price-weighted and a value-weighted index

for the publishing industry for the last six months. Use a beginning index value of 100 where
appropriate. What are the monthly returns for each index?
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[

What's on the Web? }

1

Specialists  Go to www.nyse.com and find the discussion of NYSE members. What are the five
essential functions of the specialist according to the Web site?

DJIA As you have seen, in a price-weighted index, a stock with a higher price has a
higher weight in the index return. To find out the weight of the stocks in the DJIA, go to
www.djindexes.com. Which stock in the DJIA has the highest weight? The lowest weight?

DJIA  You want to find the current divisor for the DJIA. Go to www.djindexes.com and look
up the current divisor.

S& P 500 To find out the most recent changes in the S&P 500, go to www?2.standardandpoors.
com. Once at the Web site, find the 10 most recent additions and deletions to the stocks in the
index.

Nikkei 225 The Nikkei 225 Index is a highly followed index that measures the performance
of the Japanese stock market. Go to www.nni.nikkei.co.jp and find out if the Nikkei 225 is a
price-weighted or value-weighted index. What is the divisor for this index? When was the
latest reconstitution of the index? Which stocks were added? Which stocks were deleted?
Hint: Look in the “Help” section.

[

Stock-Trak Exercises }

STOCK\TRAK =2

To access the Stock-Trak Exercise for this chapter, please visit the book Web site at
www.mhhe.com/jm5e and choose the corresponding chapter.
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Learning Objectives

Separate yourself
from the commoners
by having a good
understanding

of these security
valuation methods:

1. The basic dividend
discount model.

2. The two-stage
dividend growth
model.

3. The residual income
model.

4. Price ratio analysis.

CHAPTERSH T

Common Stock Valuation

“If a business is worth a dollar and | can buy it for 40 cents, something
good may happen to me.”
—Warren Buffett

“Prediction is difficult, especially about the future.”
—Niels Bohr!

Common stock valuation is one of the most challenging tasks in financial analysis.
A fundamental assertion of finance holds that the value of an asset is based on the
present value of its future cash flows. Accordingly, common stock valuation attempts
the difficult task of predicting the future. Consider that the dividend yield for a typical
large-company stock might be about 2 percent. This implies that the present value of
dividends to be paid over the next 10 years constitutes only a portion of the current
stock price. Thus, much of the value of a typical stock is derived from dividends to be

paid more than 10 years away! =

In this chapter, we examine several methods commonly used by financial analysts to assess
the economic value of common stocks. These methods are grouped into two categories:
dividend discount models and price ratio models. After studying these models, we provide

an analysis of a real company to illustrate the use of the methods discussed in this chapter.

! This quote has also been attributed to Yogi Berra, Samuel Goldwyn, and Mark Twain.
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fundamental analysis
Examination of a firm’s accounting
statements and other financial and
economic information to assess
the economic value of a company’s
stock.

Visit the New York Society of
Security Analysts Web site at
WWW.Nyssa.org

CHECK THIS

dividend discount

model (DDM)

Method of estimating the value of a
share of stock as the present value
of all expected future dividend
payments.

6.1 Security Analysis: Be Careful Out There

It may seem odd that we start our discussion with an admonition to be careful, but in this
case, we think it is a good idea. The methods we discuss in this chapter are examples of those
used by many investors and security analysts to assist in making buy and sell decisions for
individual stocks. The basic idea is to identify both “undervalued” or “cheap” stocks to buy
and “overvalued” or “rich” stocks to sell. In practice, however, many stocks that look cheap
may in fact be correctly priced for reasons not immediately apparent to the analyst. Indeed,
the hallmark of a good analyst is a cautious attitude and a willingness to probe further and
deeper before committing to a final investment recommendation.

The type of security analysis we describe in this chapter falls under the heading of
fundamental analysis. Numbers such as a company’s earnings per share, cash flow, book
equity value, and sales are often called fundamentals because they describe, on a basic
level, a specific firm’s operations and profits (or lack of profits).

Fundamental analysis represents the examination of these and other accounting statement-
based company data used to assess the value of a company’s stock. Information regard-
ing such things as management quality, products, and product markets is often examined
as well.

We urge you to be cautious when you apply these techniques. Further, the simpler the
technique, the more cautious you should be. As our later chapter on market efficiency
explains, there is good reason to believe that too-simple techniques that rely on widely
available information are not likely to yield systematically superior investment results.
In fact, they could lead to unnecessarily risky investment decisions. This is especially
true for ordinary investors (like most of us) who do not have timely access to the infor-
mation that a professional security analyst working for a major securities firm would
pOSSess.

As a result, our goal here is not to teach you how to “pick” stocks with a promise that
you will become rich. Certainly, one chapter in an investments text is not likely to be suffi-
cient to acquire that level of investment savvy. Still, an appreciation of the techniques in this
chapter is important simply because buy and sell recommendations made by securities firms
are frequently couched in the terms we introduce here. Much of the discussion of individual
companies in the financial press relies on these concepts as well, so some background is nec-
essary just to interpret commonly presented investment information. In essence, you must
learn both the jargon and the concepts of security analysis.

6.1a What is fundamental analysis?
6.1b What is a “rich” stock? What is a “cheap” stock?
6.1c Why does valuing a stock necessarily involve predicting the future?

6.2 The Dividend Discount Model

A fundamental principle of finance says that the value of a security equals the sum of its
future cash flows, where the cash flows are adjusted for risk and the time value of money. A
popular model used to value common stock is the dividend discount model, or DDM. The
dividend discount model values a share of stock as the sum of all expected future dividend
payments, where the dividends are adjusted for risk and the time value of money.

For example, suppose a company pays a dividend at the end of each year. Let D, denote a
dividend to be paid t years from now, and let P represent the present value of the future divi-
dend stream. Also, let k denote the appropriate risk-adjusted discount rate. Using the dividend
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Check out the American
Association of Individual
Investors Web site at
www.aaii.com

7

discount model, the present value of a share of this company’s stock is measured as this sum
of discounted future dividends:

D D D D

1 2 3 . T
P MY

Ol (R I (e R C ey 6.1

In equation 6.1, we assume that the last dividend is paid T years from now. The value of T
depends on the time of the terminal, or last, dividend. Thus, if T = 3 yearsand D, = D, =
D, = $100, the present value, P, is stated as:

p _ $100 _ $100 _ $100
T @ATR @FK? @ TKP

If the discount rate is k = 10 percent, then a quick calculation yields P, = $248.69. Thus, the
stock price should be about $250 per share.

EXAMPLE 6.1 Using the Dividend Discount Model

Suppose again that a stock pays three annual dividends of $100 per year and the dis-
count rate is k = 15 percent. In this case, what is the price of the stock today?
With a 15 percent discount rate, we have:

p — $100 . $100
o~ (1.15) T (1.15)2

Check that the answer is P, = $228.32.

$100

* (1.15)°

+

L

7

EXAMPLE 6.2 Using the Dividend Discount Model Again

Suppose instead that the stock pays three annual dividends of $10, $20, and $30 in
years 1, 2, and 3, respectively, and the discount rate is k = 10 percent. What is the
price of the stock today?

In this case, we have:

_ $%$10
Py = (1.10)

Check that the answer is P, = $48.16.

$20
(1.10)?

$30

+ (.10

+

constant perpetual
growth model

A version of the dividend discount
model in which dividends grow
forever at a constant rate, and the
growth rate is strictly less than the
discount rate.

Try surfing to the
CFA Institute Web site at
www.cfainstitute.org
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CONSTANT PERPETUAL GROWTH

A particularly simple and useful form of the dividend discount model is called the constant
perpetual growth model. In this case, we assume the firm will pay dividends that grow at
the constant rate g forever. In the constant perpetual growth model, stock prices are calcu-
lated using this formula:

_D(1+9

Po= =g (g<k) (6.2)
Because D (1 + g) = D,, we can also write the constant perpetual growth model as:
D1
= k=g (g<k) (6.3)

Either way, we have a very simple, and very widely used, formula for the price of a share of
stock based on its future dividend payments.

Notice that the constant perpetual growth model requires that the growth rate be strictly
less than the discount rate, that is, g < k. It looks as if the share value would be negative if
this were not true. Actually, the formula is simply not valid in this case. The reason is that a
perpetual dividend growth rate greater than the discount rate implies an infinite value because
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the present value of the dividends keeps getting bigger and bigger. Because no security can
have infinite value, the requirement that g < k simply makes good economic sense.
To illustrate the constant perpetual growth model, suppose that the growth rate is g =
4 percent, the discount rate is k = 9 percent, and the current dividend is D, = $10. In this
case, a simple calculation yields:
~ $10(1.04)

P, = 09— 04 $208

EXAMPLE 6.3 Using the Constant Perpetual Growth Model

Suppose dividends for a particular company are projected to grow at 5 percent for-
ever. If the discount rate is 15 percent and the current dividend is $10, what is the
value of the stock?

_ $10(1.05) _

Po=95-05 - $105
with these inputs, the stock should sell for $105.
\ J

HOW DO WE GET THE FORMULA FOR CONSTANT PERPETUAL GROWTH? Good
question. Many people wonder how such a simple-looking formula, equation (6.3), emerges
when we add up an infinite number of dividends. Recall that perpetual dividend growth
means that dividends will grow forever. This means today’s stock price, P, equals
D bD(1+g) D(+g9) D(+g)y

P 1

o=(1+k)+ 1+ ke + (1t Ky + a1+ k" (6.4)

Equation (6.4) says that the stock price today is equal to the sum of the discounted amounts
of all future dividends. To get the formula for today’s stock price when assuming constant
perpetual growth, we begin by multiplying both sides of equation (6.4) by the amount
[(1 + g)/(1 + K)]. Equation (6.4) then becomes

(1+9)]_ D, [(1+9)) DO+9)(1+g)] D(+9P(1+9)]. = (65
P°{(1 + k)} T +k {(1 + k)} (1 + k)? {(1 + k)} * (1 + k)? {(1 + k)} - (©2)
_D(1+g)  D(1+9g)? D(1+g)

S+ T a+k T avee

Then we simply subtract equation (6.5) from equation (6.4). If you look closely, you can
see that when we do this, we can cancel a lot of terms. In fact, we can cancel all the terms on
the right side of equation (6.5) and all but the first term on the right side of equation (6.4).
Using a little bit of algebra, we show what happens when we subtract equation (6.5) from
equation (6.4):

(1+g) D, D(1+g9) D(1+g) D(1+9)P D(1+g9) +... (6:6)

Po=Pasn=Gx0 ke a+k T Ok~ (O +kP
(1+9)] _ D,
P°{1_(1+k)}_(1+k)

°l1+k (1+k

[l L o

A+h| - (1+h
p_ D (14K
T (1+k (k-9

D1
Py

There. Now you know how we get a formula for the price of a share of stock when we assume
that dividends grow at a constant rate forever. We apply this formula in the following section.
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APPLICATIONS OF THE CONSTANT PERPETUAL GROWTH MODEL In practice, the
constant perpetual growth model is the most popular dividend discount model because it is so
simple to use. Certainly, the model satisfies Einstein’s famous dictum: “Simplify as much as
possible, but no more.” However, experienced financial analysts are keenly aware that the con-
stant perpetual growth model can be usefully applied only to companies with a history of rela-
tively stable earnings and if dividend growth is expected to continue into the distant future.

A standard example of an industry for which the constant perpetual growth model can
often be usefully applied is the electric utility industry. Consider American Electric Power,
which is traded on the New York Stock Exchange under the ticker symbol AEP. In mid-2007,
AEP was paying an annual dividend of $1.56; thus we set D, = $1.56.

To use the constant perpetual growth model, we also need a discount rate and a growth
rate. An old quick and dirty rule of thumb for a risk-adjusted discount rate for electric utility
companies is the yield to maturity on 20-year maturity U.S. Treasury bonds, plus 2 percent.
At the time this example was written, the yield on 20-year maturity T-bonds was about
4.70 percent. Adding 2 percent, we get a discount rate of k = 6.70 percent.

In 2007 and in 2006, AEP increased its dividend about 5.5 percent. However, a future
growth rate this high for AEP might be unduly optimistic because earnings growth in the
electric utilities industry was projected to be about 2 percent per year. Thus, a rate of, say,
2 percent might be more realistic as an estimate of future growth for AEP.

Putting it all together, we have k = 6.70 percent, g = 2 percent, and D, = $1.56. Using
these numbers, we obtain this estimate for the value of a share of AEP stock:

 $1.56(1.02)
0T 067 —.02

Visit the AEP and DTE Web sites at
www.aep.com
www.dteenergy.com

P = $33.86
This estimate is somewhat below the mid-2007 AEP stock price of $44.48, possibly suggest-
ing that AEP stock was overvalued.

We emphasize the word “possibly” here because we made several assumptions in the pro-
cess of coming up with this estimate. A change in any of these assumptions could easily lead
us to a different conclusion. In particular, we made assumptions about the discount rate, the
growth rate, and the steady nature of dividend growth. What happens when we change these
assumptions? We will return to this point several times in future discussions.

EXAMPLE 6.4 Valuing DTE Energy Co. (formerly Detroit ED)

In 2007, the utility company DTE Energy (DTE) paid a $2.12 dividend. Using
D, = $2.12, k = 6.70 percent, and an industry average growth rate of g = 2 percent,
calculate a present value estimate for DTE. Compare this with the mid-2007 DTE stock
price of $47.81.

Plugging in the relevant numbers, we immediately have:

p - $2.12(1.02)

0= 067 — 02 -~ 246.01

This estimate is a little below the mid-2007 DTE stock price of $47.81, suggesting that
DTE stock was slightly overvalued.
. J

geometric average
dividend growth rate

A dividend growth rate based on HISTORICAL GROWTH RATES

a geometric average of historical In the constant growth model, a company’s historical average dividend growth rate is
dividends. frequently taken as an estimate of future dividend growth. Sometimes historical growth
arithmetic average rates are provided in published information about the company. Other times it is nec-
dividend growth rate essary to calculate a historical growth rate yourself. There are two ways to do this:
A dividend growth rate based on (1) using a geometric average dividend growth rate or (2) using an arithmetic aver-

an arithmetic average of historical age dividend growth rate. Both methods are relatively easy to implement, as we will
dividends. now illustrate.
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To illustrate the difference between a geometric average and an arithmetic average of
historical dividend growth, suppose that The Broadway Joe Company paid the following
dividends at the end of each of the years indicated immediately below.

2007:  $2.20 2004: $1.75
2006: 2.00  2003: 1.70
2005: 1.80  2002: 1.50

We begin with a geometric average growth rate because it is the easiest to calculate.
Notice that five years elapsed between the $1.50 dividend paid at the end of 2002 and the
$2.20 dividend paid at the end of 2007. A geometric average growth rate is equivalent to a
constant rate of growth over the five-year period that would grow the dividend from $1.50 to
$2.20. That is, it is the growth rate that solves this growth equation:

$2.20 = $1.50(1 + g)°

_ $z.20)1’5_ _
9 ($1._50 1=.08

Thus, in this case, the five-year geometric average dividend growth rate is 8 percent. Notice
that this calculation is similar to our calculation of the geometric average return in Chapter 1.
In general, if D, is the earliest dividend used and D, is the latest dividend used to calculate
a geometric average dividend growth rate over N years, the general equation used is:
DN 1N
g= [ﬂ —1 6.7)
In the above example, D, = $1.50, D, = $2.20, and N = 5, which yields g = 8%.

An arithmetic average growth rate takes a little more effort to calculate, because it
requires that we first calculate each year’s dividend growth rate separately and then calcu-
late an arithmetic average of these annual growth rates. For our Broadway Joe example, the
arithmetic average of five years of dividend growth is calculated as follows:

Year Dividend Yearly Growth Rates
2007 $2.20 10.00% = (2.20 — 2.00)/2.00
2006 2.00 11.11% = (2.00 — 1.80)/1.80
2005 1.80 2.86% = (1.80 — 1.75)/1.75
2004 1.75 2.94% = (1.75 — 1.70)/1.70
2003 1.70 13.33% = (1.70 — 1.50)/1.50
2002 1.50

SUM/N = 40.24%/5 = 8.05%

The sum of the five yearly growth rates is 40.24%. Dividing by five yields an arithmetic
average growth rate of 40.24%/5 = 8.05%. Notice that this arithmetic average growth rate
is close to the geometric average growth rate of 8.0 percent. This is usually the case for
dividend growth rates, but not always. A large difference between the two means that the
dividend grew erratically, which calls into question the use of the constant growth formula.

EXAMPLE 6.5 Erratic Dividend Growth

To illustrate how the geometric average and the arithmetic average of historical dividend
growth can differ, consider the following dividends paid by the Joltin’ Joe Company:
2007: $2.20 2004: $2.00
2006: 2.00 2003: 1.50
2005: 1.80 2002: 1.50

(continued)
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For Joltin’ Joe, the arithmetic average of five years of dividend growth is calculated
as follows:

Year Dividend Yearly Growth Rates
2007 $2.20 10.00% = (2.20 — 2.00)/2.00
2006 2.00 11.11% = (2.00 — 1.80)/1.80
2005 1.80 —10.00% = (1.80 — 2.00)/2.00
2004 2.00 33.33% = (2.00 — 1.50)/1.50
2003 1.50 _0.00% = (1.50 — 1.50)/1.50
2002 1.50

44.44/5 = 8.89%

In this case, the sum of the five yearly growth rates is 44.44. Dividing by five yields
an arithmetic average growth rate of 44.44/5 = 8.89%. Notice that this arithmetic
average growth rate is somewhat larger than the geometric average growth rate of
8.0 percent, which you can verify using Equation (6.7).

sustainable growth rate
A dividend growth rate that can
be sustained by a company’s
earnings.

retained earnings
Earnings retained within the firm to
finance growth.

payout ratio
Proportion of earnings paid out as
dividends.

retention ratio
Proportion of earnings retained for
reinvestment.
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As the Joltin’ Joe example shows, sometimes the arithmetic and geometric growth rate av-
erages can yield rather different results. In practice, most analysts prefer to use a geometric
average when calculating an average historical dividend growth rate. In any case, a historical
average growth rate may or may not be a reasonable estimate of future dividend growth.
Many analysts adjust their estimates to reflect other information available to them, for
example, whether the growth rate appears to be sustainable.

THE SUSTAINABLE GROWTH RATE

As we have seen, when using the constant perpetual growth model, it is necessary to come up
with an estimate of g, the growth rate of dividends. In our previous discussions, we described
two ways to do this: (1) using the company’s historical average growth rate or (2) using
an industry median or average growth rate. We now describe a third way, known as the
sustainable growth rate, which involves using a company’s earnings to estimate g.

As we have discussed, a limitation of the constant perpetual growth model is that it should
be applied only to companies with stable dividend and earnings growth. Essentially, a com-
pany’s earnings can be paid out as dividends to its stockholders or kept as retained ear nings
within the firm to finance future growth. The proportion of earnings paid to stockholders as
dividends is called the payout ratio. The proportion of earnings retained for reinvestment is
called the retention ratio.

If we let D stand for dividends and EPS stand for earnings per share, then the payout ratio
is simply D/EPS. Because anything not paid out is retained, the retention ratio is just one
minus the payout ratio. For example, if a company’s current dividend is $4 per share, and its
earnings per share are currently $10, then the payout ratio is $4/$10 = .40, or 40 percent, and
the retention ratio is 1 — .40 = .60, or 60 percent.

Afirm’s sustainable growth rate is equal to its return on equity (ROE) times its retention
ratio.

Sustainable growth rate = ROE X Retention ratio (6.8)

= ROE x (1 — Payout ratio)

2 Strictly speaking, this formula is correct only if ROE is calculated using beginning-of-period shareholders’ equity.
If ending figures are used, then the precise formula is ROE X Retention ratio / [1 — (ROE X Retention ratio)].
However, the error from not using the precise formula is usually small, so most analysts do not bother with it.
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Return on equity is commonly computed using an accounting-based performance measure
and is calculated as a firm’s net income divided by shareholders’ equity:

Return on equity (ROE) = Net Income / Equity (6.9)

EXAMPLE 6.6 Calculating Sustainable Growth

In 2007, American Electric Power (AEP) had a return on equity (ROE) of 10.17 percent,
earnings per share (EPS) of $2.25, and paid dividends of D, = $1.56. What was AEP’s
retention rate? Its sustainable growth rate?

AEP’s dividend payout was $1.56/$2.25 = .693, or about 69.3 percent. Its retention
ratio was thus 1 — .693 = .307, or 30.7 percent. Finally, AEP’s sustainable growth rate
was .1017 x .307 = .03122, or 3.122 percent.

~
|\

EXAMPLE 6.7 Valuing American Electric Power (AEP)

Using AEP’s sustainable growth rate of 3.122 percent (see Example 6.6) as an estimate
of perpetual dividend growth and its current dividend of $1.56, what is the value of
AEP’s stock assuming a discount rate of 6.7 percent?

If we plug the various numbers into the perpetual growth model, we obtain a
value of P, = $1.56(1.03122)/(.067 — .03122) = $44.96.

In mid-2007, share prices for AEP were $45.41. In this case, using the sustainable
growth rate to value the stock gives a reasonably accurate estimate.

~
|\

EXAMPLE 6.8 Valuing DTE Energy Co. (DTE)

In 2007, DTE had a return on equity (ROE) of 14.68 percent, earnings per share (EPS)
of $4.80, and a per-share dividend of D, = $2.12. Assuming a 6.7 percent discount
rate, what is the value of DTE’s stock?

DTE’s payout ratio was $2.12/$4.80 = .4417, or about 44.2 percent. Thus, DTE’s reten-
tion ratio was 1 — .442 = .558, or 55.8 percent. DTE's sustainable growth rate is thus
14.68% x .558 = 8.19%. Finally, using the constant growth model, we obtain a value of
$2.12(1.0819)/(.067 — .0819) = —$153.93! Clearly, something is wrong because we have
a negative price. The problem is that the estimate of the sustainable growth rate (8.19%)
is greater than the estimate of the discount rate (6.70%). So, if the discount rate is
appropriate, we conclude the estimate of the sustainable growth rate is too high.

~
|\

A common problem with sustainable growth rates is that they are sensitive to year-to-year
fluctuations in earnings. As a result, security analysts routinely adjust sustainable growth
rate estimates to smooth out the effects of earnings variations. Unfortunately, there is no
universally standard method to adjust a sustainable growth rate, and analysts depend a great
deal on personal experience and their own subjective judgment. Our nearby Work the Web
box contains more information on analyst-estimated growth rates.

6.2a Compare the dividend discount model, the constant growth model, and the
constant perpetual growth model. How are they alike? How do they differ?

. . 5 . 5
CHECK THIS 6.2b What is a geometric average growth rate? How is it calculated?
6.2c What is a sustainable growth rate? How is it calculated?

Chapter 6 m Common Stock Valuation 173


http://downloadslide.blogspot.com

WORK THE WEB

We discussed use of the sustainable growth formula to
estimate a company’s growth rate; however, the for-
mula is not foolproof. Changes in the variables of the
model can have a dramatic effect on growth rates. One
of the most important tasks of an equity analyst is es-
timating future growth rates. These estimates require

a detailed analysis of the company. One place to find
earnings and sales growth rates on the Web is Yahoo!
Finance at finance.yahoo.com. Here, we pulled up a
quote for Coca-Cola (KO) and followed the “Analysts
Estimates” link. Below you will see an abbreviated look
at the results.

Earnings Est Cumrent Gir Meaact Citr Cumrent Year Mext Year
Sep 07 DeoO7 Dec07 DecD8

Avg. Estimate 0 68 054 263 292

MNo. of Analysts 13 12 16 16

Low Estimate 0.67 0.51 259 2.83

High Estimate 0.69 0.58 266 2497

Year Ago EPS 062 0.52 237 263

Hbvende Fet Cumrent Qfr Mt Ctr Cument Year MNext Year
Sepd7 DeoO7 DecO7 DecDE

Aug. Estimate 7.328 6.73B 27.89B 30.28B

MNo. of Analysts 7 T 12 iR

Low Estimate 6.868 6.408 27148 29448

High Estimate 7.798 7 168 28798 31588

Year Ago Sales 6.458 54938 24098 27 898

;i':ﬁe(;[?m“ 13.5% 13.5% 15.8% 8.6%

As shown, analysts expect revenue (sales) of $27.89 billion
in 2007, growing to $30.28 billion in 2008, an increase of

8.6 percent. We also have the following table comparing
Coca-Cola to some benchmarks:

Growth Est KO Industry Sector S&P 500
Current Qtr. 9.7% 8.7% 2. 1% 52%
Mext Qtr. 3.8% 8.5% 20.8% 11.9%
This Year 11.0% 10.9% -2.9% 8.2%
Mext Year 11.0% 11.1% 21.0% 11.7%
PRGNSR raren A NIA N/A
annum)

e 5 Xemeer g 9.68% 9.65% N/A
annum)

Price/Earnings (avg.

for comparison 2067 19.66 20.28 15.59
categories)

PEG Ratio {avg. for

comparson 2.26 2.03 21 MAA
categories)

As you can see, estimated earnings growth this year
for KO is slightly higher than estimates for the industry
and quite a bit higher than the S&P 500 estimate. What
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about next year? Here is an assignment for you: What
is the PEG ratio? Locate a financial glossary on the Web
(there are lots of them) to find out.
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two-stage dividend
growth model

A dividend discount model that
assumes a firm will temporarily
grow at a rate different from its
long-term growth rate.

FIGURE 6.1

6.3 The Two-Stage Dividend Growth Model

In the previous section, the dividend discount model used one growth rate. You might have
already thought that a single growth rate is often unrealistic. You might be thinking that com-
panies experience temporary periods of unusually high or low growth, with growth eventu-
ally converging to an industry average or an economywide average. In these cases, financial
analysts frequently use a two-stage dividend growth model.

Atwo-stage dividend growth model assumes that a firm will initially grow at a rate g, during
afirst stage of growth lasting T years and thereafter grow at a rate g, during a perpetual second
stage of growth. The formula for the two-stage dividend growth model is stated as follows:

A (2 (L

1] k — g1

At first glance, you might think that this expression looks a little complicated. Well, you are
right. Let’s make it easier by looking at each part of the formula. We’ll start with the part of the
formula to the left of the + sign in equation (6.10). To show how we get this part of the formula,
we pretend that dividends grow at the constant rate g, forever. We do this because we want to
know the value today of all the dividends beginning one date from now to Date T—the date
where the dividend growth rate changes from g, to g,. To begin, look at Figure 6.1.

You already know the formula for the value of the sum of all dividends that will be
received beginning one date from now and growing at a constant rate g, in perpetuity. In
Figure 6.1, (A,) represents the value today of this set of cash flows. That is,

_b1+g)

A, =—k—a ) (6.11)

(6.10)

Now for something just a little bit different. Let us focus our attention on date T. Starting
at date T, the value of the sum of all dividends that we will receive beginning one date from
T (i.e, atdate T + 1) and growing at a constant rate g, in perpetuity is

5 - D1+ g)™

= k=g (6.12)

What is the value of these dividends today? To answer this, we discount this amount by
U@+ K

B 1

S TR (6.13)

D,(1+g)™
S
What happens if we subtract B, from A ? Looking at the timeline in Figure 6.1, you can

see that we are left with the value of all dividends beginning one date from now and ending
at Date T. That is,

_D(1+g) 1 D(1+g)™
G = r=r —(1+k)r[ K=, } (6.14)
l
I
Now Beginning one date from Now, forever (Agp)

Now Beginning one date Date  Beginning from date
from Nowtodate T(Cy) T T + 1, forever (Bp)
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To help make equation (6.14) easier to calculate, recall that D (1 + g,)"™* is
D,(1 + g)(1 + g,)". Therefore, we can rewrite equation (6.14) as

_Dby1+49) 1 {Do(l +g)(1+ gl)T}

i e R = =

or, with some rearranging, we get

_D+g) D(1+g) {(1 + gl)T}

€= k=g, k=g, | @FR"

which is the term to the left of the + sign in equation (6.10):

c - D0(1+g1){ B (1+glﬂ
0 k—g, 1+k

Now we have all the parts needed to write the term to the right of the + sign in equa-
tion (6.10). All we have to do is ask, what is the value now of all dividends received begin-
ning at date T + 1 if dividends grow in perpetuity at the rate g, after Date T? To answer this
question, we have to know what the dividend is at Date T + 1. We know the current dividend
D, increases each date by (1 + g,) until Date T. Beginning at Date T, the growth rate be-
comes g,. Therefore, the dividend at Date T + 1 is the amount D (1 + g,)"(1 + g,). We add
an asterisk (*) to B, to alert us to the fact that the dividend growth rate has changed. So,

B* = 1 b(1+g)(1+g,)
o (1+ k7 k—g

2

(6.15)

We see that equations (6.13) and (6.15) are quite similar. The difference is the value
of the dividend at date T + 1. In equation (6.13), this dividend value is D (1 + g,)"™*, or
D,(1 + g)( + g)". In equation (6.15), this value is D (1 + g,)"(1 + g,).

With some rearranging, equation (6.15) becomes the term to the right of the + sign in
equation (6.10). That is,

ge_ 1 [Df1+0)+g)
o THKYT k—og,

. (l+gl)T D, +g,)
0 1+k k—g,

To recap, equation (6.10) has two parts. The first term on the right-hand side measures
the present value of the first T dividends, which is the value A, in equation (6.11). The
second term then measures the present value of all subsequent dividends, assuming that
the dividend growth rate changes from g, to g, at date T. We show that this value is B;‘
in equation (6.15).

Using the formula is mostly a matter of “plug and chug” with a calculator. For example,
suppose a firm has a current dividend of $2, and dividends are expected to grow at the rate
g, = 20 percent for T = 5 years, and thereafter grow at the rate g, = 5 percent. With a dis-
count rate of k = 12 percent, the stock price today, P, is calculated as:

- B G G

= $12.36 + $42.36
= $54.72

In this calculation, the total present value of $54.72 is the sum of a $12.36 present value for
the first five dividends plus a $42.36 present value for all subsequent dividends.
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EXAMPLE 6.9 Using the Two-Stage Model

Suppose a firm has a current dividend of D, = $5, which is expected to “shrink” at the
rate g, = —10 percent for T = 5 years and thereafter grow at the rate g, = 4 percent.
With a discount rate of k = 10 percent, what is the value of the stock?

Using the two-stage model, the stock price today, P,, is calculated as:

p = $5(.90) [1 _ ( .90 )5] + ( .90 )5 [$5(1-04)]

°7 .10 — (-.10) 1.10 1.10) |.10 —.04
= $14.25 + $31.78
= $46.03

The total present value of $46.03 is the sum of a $14.25 present value of the first five
dividends plus a $31.78 present value of all subsequent dividends.

The two-stage growth formula requires that the second-stage growth rate be strictly less
than the discount rate, that is, g, < k. However, the first-stage growth rate g, can be greater
than, less than, or equal to the discount rate.

EXAMPLE 6.10 Valuing American Express (AXP)

American Express trades on the New York Stock Exchange under the ticker symbol
AXP. In 2007, AXP was paying a dividend of $.60 and analysts forecast five-year growth
rates of 12.29 percent for AXP and 12.60 percent for the financial services industry.
Assume the growth rate for the financial services industry will remain constant. Then,
assuming AXP’s growth rate will revert to the industry average after five years, what
value would we place on AXP, if we use a discount rate of 14 percent?

P te e |1 (e |+ (R e

= $39.40 x .07278 + .92722 x $48.26
= $2.87 + $44.75
= $47.62

This present value estimate is less than AXP’s mid-2007 share price of $59.37. Is AXP
overvalued? What other factors could explain the difference?

EXAMPLE 6.11 Have a Pepsi? (PEP)

Pepsi shares trade on the New York Stock Exchange under the ticker symbol PEP.
In 2007, Pepsi was paying a dividend of $1.50 and analysts forecast a five-year
growth rate of 10.96 percent for Pepsi and an 8.68 percent growth rate for the
soft-drink industry. Suppose Pepsi grows at 11 percent for five years and then at
8.5 percent thereafter. Assuming a 10.5 percent discount rate, what value would
we place on PEP?

Plugging this information into the two-stage dividend growth model, we get:

p = $1.50 (1.11) {1 _ ( 1.11 )T " ( 1.11 )5 {$1.50(1.085)
0 105 - .11 1.105 1.105 .105 — .085

= (—$333.00) x (—.02283) + 1.02283 x $81.38
= $7.60 + $83.24
= $90.84

(continued)
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This estimate is about 34 percent higher than PEP’s mid-2007 share price of $67.74.
Suppose we try a second-stage growth rate of 7.75 percent. Then, we get:

p = $1.50 (1.11) [1 _ ( 1.1 )T n ( 1.1 )5 [51.50 (1.0775)
0 105 — .11 1.105 1.105 .105 — .0775

= (—$333.00) x (—.02283) + 1.02283 x $58.77
= $7.60 + $60.11
= $67.71
This yields a much more realistic stock price estimate and illustrates how sensi-

tive dividend growth price formulas can be to small changes in estimated growth
rates.

Visit AXP and PEP Web sites at
WWww.americanexpress.com
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NONCONSTANT GROWTH IN THE FIRST STAGE

The last case we consider is nonconstant growth in the first stage. As a simple example
of nonconstant growth, consider the case of a company that is currently not paying divi-
dends. You predict that, in five years, the company will pay a dividend for the first time.
The dividend will be $.50 per share. You expect that this dividend will then grow at a rate
of 10 percent per year indefinitely. The required return on companies such as this one is
20 percent. What is the price of the stock today?

To see what the stock is worth today, we first find out what it will be worth once dividends
are paid. We can then calculate the present value of that future price to get today’s price. The
first dividend will be paid in five years, and the dividend will grow steadily from then on.
Using the dividend growth model, we can say that the price in four years will be:

P, =D, X (1 +g)/(k — g)
=Dk — 9)
— $.50/(.20 — .10)
=$5

If the stock will be worth $5 in four years, then we can get the current value by discount-
ing this price back four years at 20 percent:

P, = $5/1.20% = $5/2.0736 = $2.41

The stock is therefore worth $2.41 today.

The problem of nonconstant growth is only slightly more complicated if the dividends
are not zero for the first several years. For example, suppose that you have come up with the
following dividend forecasts for the next three years:

Year Expected Dividend
1 $1.00
2 2.00
3 2.50

After the third year, the dividend will grow at a constant rate of 5 percent per year. The re-
quired return is 10 percent. What is the value of the stock today?

In dealing with nonconstant growth, a time line can be very helpful. Figure 6.2 illustrates
one for this problem. The important thing to notice is when constant growth starts. As we’ve
shown, for this problem, constant growth starts at Time 3. This means that we can use our
constant growth model to determine the stock price at Time 3, P,. By far the most common
mistake in this situation is to incorrectly identify the start of the constant growth phase and,
as a result, calculate the future stock price at the wrong time.
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EXAMPLE 6.12

Nonconstant growth Constant growth @ 5%
| | -
Time 0 1 2 3 4 5
| | | | | |
| | | | | |
Dividends $1 $2 $2.50 $2.50 $2.50

X 1.05 X 1.052

The value of the stock is the present value of all future dividends. To calculate this pres-
ent value, we first have to compute the present value of the stock price three years down the
road, just as we did before. We then have to add in the present value of the dividends that
will be paid between now and then. So, the price in three years is:

P, =D, X (1 +g)k—09)
= $2.50 X 1.05/(.10 — .05)
= $52.50

We can now calculate the total value of the stock as the present value of the first three divi-
dends plus the present value of the price at Time 3, P,.

P = D, + b, + D + Ps
oK @FTKZ @TKF @FKP
_$1 . 2 . 250, 5250

T 110 1107 1.10°  1.10°
=$.91+1.65+ 1.88 + 39.44
= $43.88

The value of the stock today is thus $43.88.

“Supernormal” Growth

Chain Reaction, Inc., has been growing at a phenomenal rate of 30 percent per year
because of its rapid expansion and explosive sales. You believe that this growth rate
will last for three more years and that the rate will then drop to 10 percent per year. If
the growth rate then remains at 10 percent indefinitely, what is the total value of the
stock? Total dividends just paid were $5 million, and the required return is 20 percent.

Chain Reaction’s situation is an example of supernormal growth. It is unlikely that
a 30 percent growth rate can be sustained for any extended length of time. To value
the equity in this company, we first need to calculate the total dividends over the
supernormal growth period:

Year Total Dividends (in millions)
1 $5.00 x 1.3 = $ 6.500
2 6.50 x 1.3 = 8.450
3 8.45 x 1.3 = 10.985

The price at Time 3 can be calculated as:
P,=D,x (1+g)/(k—g)
where g is the long-run growth rate. So we have:

P, = $10.985 x 1.10/(.20 — .10) = $120.835 million
(continued)
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To determine the value today, we need the present value of this amount plus the
present value of the total dividends:

P = D, + D, + D, + P,
Tk (T+kF T (T + kP (1+kpP
_ $6.50 8.45 10.985 , 120.835

=720 Y1207 1200 T 1208

= $5.42 + 5.87 + 6.36 + 69.93
= $87.58

The total value of the stock today is thus $87.58 million. If there were, for example,
20 million shares, then the stock would be worth $87.58/20 = $4.38 per share.

DISCOUNT RATES FOR DIVIDEND DISCOUNT MODELS

You may wonder where the discount rates used in the preceding examples come from. The
answer is that they come from the capital asset pricing model (CAPM). Although a detailed
discussion of the CAPM is deferred to a later chapter, we can point out here that, based on
the CAPM, the discount rate for a stock can be estimated using this formula:

Discount rate = U.S. T-bill rate + (Stock beta x Stock market risk premium) (6.16)
The components of this formula, as we use it here, are defined as follows:

U.S. T-bill rate: Return on 90-day U.S. T-bills
Stock beta: Risk relative to an average stock
Stock market risk premium: Risk premium for an average stock

The basic intuition for this approach can be traced back to Chapter 1. There we saw
that the return we expect to earn on a risky asset had two parts, a “wait” component and
a “worry” component. We labeled the wait component as the time value of money, and we
noted that it can be measured as the return we earn from an essentially riskless investment.
Here we use the return on a 90-day Treasury bill as the riskless return.

We called the worry component the risk premium, and we noted that the greater the risk,
the greater the risk premium. Depending on the exact period studied, the risk premium for
the market as a whole over the past 80 or so years has averaged about 9.0 percent. This
9.0 percent can be interpreted as the risk premium for bearing an average amount of stock
market risk, and we use it as the stock market risk premium.

Finally, when we look at a particular stock, we recognize that it may be more or less risky

beta than an average stock. A stock’s beta is a measure of a single stock’s risk relative to an aver-
Measure of a stock’s risk relative age stock, and we discuss beta at length in a later chapter. For now, it suffices to know that
to the stock market average. the market average beta is 1.0. A beta of 1.5 indicates that a stock has 50 percent more risk

than the average stock, so its risk premium is 50 percent higher. A beta of .50 indicates that
a stock is 50 percent less risky than average and has a smaller risk premium.

When this chapter was written, the T-bill rate was about 4.5 percent. Taking the concept
of stock beta as given for now, a stock beta of .8 yields an estimated discount rate of 4.5% +
(.8 X 9%) = 11.7%. Similarly, a stock beta of 1.2 yields the discount rate of 4.5% + (1.2 X
9%) = 15.3%. For the remainder of this chapter, we will use discount rates calculated ac-
cording to this CAPM formula.

OBSERVATIONS ON DIVIDEND DISCOUNT MODELS

We have examined three dividend discount models: the constant perpetual growth model,
the two-stage dividend growth model, and the nonconstant growth model. Each model has
advantages and disadvantages. Certainly, the main advantage of the constant perpetual
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CHECK THIS

Economic Value

Added (EVA)

A financial performance measure
based on the difference between a
firm’s actual earnings and required
earnings.

growth model is that it is simple to compute. However, it has several disadvantages:
(2) itis not usable for firms not paying dividends, (2) it is not usable when the growth rate is
greater than the discount rate, (3) it is sensitive to the choice of growth rate and discount rate,
(4) discount rates and growth rates may be difficult to estimate accurately, and (5) constant
perpetual growth is often an unrealistic assumption.

The two-stage dividend growth model offers several improvements: (1) it is more real-
istic, since it accounts for low, high, or zero growth in the first stage, followed by constant
long-term growth in the second stage, and (2) it is usable when the first-stage growth rate is
greater than the discount rate. However, the two-stage model is also sensitive to the choice
of discount rate and growth rates, and it is not useful for companies that don’t pay dividends.
The nonconstant growth model is more flexible in this regard, but it still remains sensitive to
the discount and growth rates assumed.

Financial analysts readily acknowledge the limitations of dividend discount models. Con-
sequently, they also turn to other valuation methods to expand their analyses. In the next two
sections, we discuss some popular stock valuation methods based on the residual income
model and based on price ratios.

6.3a What are the three parts of a CAPM-determined discount rate?

6.3b Under what circumstances is a two-stage dividend discount model
appropriate?

6.4 The Residual Income Model

To this point, we have been valuing only firms that pay dividends. What about the many
companies that don’t pay dividends? As it turns out, there is an elegant and simple model
that we can use.

RESIDUAL INCOME

At the beginning of any period, we can think of the book, or the accounting, equity in a firm
as representing the total amount of money that stockholders have tied up in the company.
Let B, stand for the book equity per share at the beginning of a period that ends at time t.
Over the period, the stockholders have a required return on that investment of k. Thus, the
required return in dollars, or required earnings per share (REPS), during the period that ends
attime tis:

REPS, = B,_, X k

The difference between actual earnings, EPS,, and required earnings, REPS,, during a period
is called the residual income, RI, and is given by:

RI, = EPS, — REPS = EPS — B_, X k

Residual income is sometimes called Economic Value Added, or EVA for short. It is
also called “abnormal” earnings. Whatever it is called, it is the excess of actual earnings over
required earnings. We can also think of it as the value created by a firm in period t.

Next, we can write the value of a share of stock as the sum of two parts. The first part is
the current book value of the firm (i.e., what is currently invested). The second part is the
present value of all future residual earnings. That is,

EPS,— B, x k EPS,— B, xk EPS,—B,xk

6.17
i (N (N (Y ©17
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residual income
model (RIM)

A method for valuing stock in
a company that does not pay
dividends.

clean surplus
relationship (CSR)

An accounting relationship in
which earnings minus dividends
equals the change in book value
per share.

When we developed the constant perpetual growth model for dividend-paying stocks, we
made the simplifying assumption that dividends grow at a constant rate of g. Here we make
the similar assumption that earnings grow at a constant rate of g. With this assumption, we
can simplify equation (6.17) to:

_p  EPS,(1+9) - B xk
0 0 k_g

(6.18)

Equation (6.18) is known as the residual income model, or RIM. If we write both terms
in equation (6.18) with a common denominator, we get another way to write the residual
income model:

EPS, — B_ X
P0=71k_; 9 (6.19)

THE RIM VERSUS THE CONSTANT GROWTH DDM

The RIM is closely related to the constant perpetual growth dividend model. To see the
connection, assume that the change in book value per share on a stock is equal to earnings
per share minus dividends. This is known as the clean surplus relationship (CSR), writ-
ten as:

EPS,—D,=B,—B, or D =EPS +B, —B,

Note that in practice the CSR does not exactly hold because various “dirty” surplus changes
to book equity are allowed. But it is usually a good approximation, particularly over the
long run.

Assuming that earnings and dividends per share grow at rate g, the CSR shows that book
value per share must also grow at rate g, so we can write:

D,=EPS,+B,— B, = EPS, + B,— B(1+ g) = EPS, — B, x g (6.20)

Plugging the expression for D, from equation (6.20) into equation (6.19), we see right away
that the residual income model is mathematically the same as the constant perpetual growth
model:
b :EPSl—Boxg: D,
T kg kg

So these two approaches are really the same, but the RIM is more flexible because we can
apply it to any stock, not just dividend payers.

Although we do not present them, there are other forms of the RIM. For example, a two-
stage residual income model incorporates two different periods of growth. Also, the case of
nonconstant growth for a number of years followed by constant growth can be handled by
another form of the residual income model.

EXAMPLE 6.13 ST R

182 Part2 m Stock Markets

Shares of Superior Offshore International, Inc., trade on the NASDAQ with the ticker
symbol DEEP. This company is a provider of subsea construction and commercial div-
ing services. Currently, DEEP pays no dividends. It is July 1, 2007, and DEEP shares are
trading at $10.94. We have the following data:

Share Information July 1, 2007 (Time 0)
EPS, $1.20
Dividends $0

Book value per share, B, $5.886

(continued)
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Assume g = 9 percent and k = 13 percent. Using the residual income model,
EPS(1+g) — B, x k
o = By + k—g

$1.20(1.09) — $5.886 x .13
.13 -.09

$1.308 — $.7652
.04

= $5.886 +

= $5.886 +

= $19.46

Verify this price using equation (6.19). Be careful to use g, not (1 + g). Is the market
price for DEEP shares too low? If you say yes, what are you assuming about the values
for g and k?

EXAMPLE 6.14 Deep Growth

Using the relevant data in Example 6.13 and the residual income model, what growth
rate g results in a price of $10.94?

_ +EPSO(1+g)—BO><k
0 0 k_g
1.20(1 + g) — 5.886 x .13
A3 -g

$5.054 X (.13 — g) = 1.20 + 1.20g — .7652
$.6570 — 5.054g = 1.20g + .4348

.2222 = 6.2549

g = .0355 or 3.55%

$10.94 = 5.886 +

6.4a What does the residual income model do that the perpetual constant
growth model cannot do?

6.4b What is the critical assumption that makes the residual income model
HECK THI )
CHEC S mathematically equal to the perpetual constant growth model?

6.5 Price Ratio Analysis

Price ratios are widely used by financial analysts, more so even than dividend discount models.
Of course, all valuation methods try to accomplish the same thing, which is to appraise the eco-
nomic value of a company’s stock. However, analysts readily agree that no single method can
adequately handle this task on all occasions. In this section, we therefore examine several of the
most popular price ratio methods and provide examples of their use in financial analysis.

price-earnings (P/E) ratic P RICE-EARNINGS RATIOS

Current stock price divided by The most popular price ratio used to assess the value of common stock is a company’s
annual earnings per share (EPS). price-ear ningsratio, abbreviated as P/E ratio. In fact, as we saw in Chapter 3, P/E ratios are
earnings yield (E/P) reported in the financial press every day. As we discussed, a price-earnings ratio is calculated
Inverse of the P/E ratio: earnings as the ratio of a firm’s current stock price divided by its annual earnings per share (EPS).

per share divided by price per The inverse of a P/E ratio is called an earningsyield, and it is measured as earnings per
share. share divided by the current stock price (E/P). Clearly, an earnings yield and a price-earnings
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growth stocks
A term often used to describe
high-P/E stocks.

Visit the Starbucks and GM
Web sites at
www.starbucks.com
and
WwWw.gm.com

value stocks
A term often used to describe
low-P/E stocks.

price-cash flow

(P/CF) ratio

Current stock price divided by
current cash flow per share.

cash flow

In the context of the price-cash
flow ratio, usually taken to be net
income plus depreciation.
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ratio are simply two ways to measure the same thing. In practice, earnings yields are less
commonly stated and used than P/E ratios.

Because most companies report earnings each quarter, annual earnings per share can be
calculated either as the most recent quarterly earnings per share times four or as the sum of
the last four quarterly earnings per share figures. Most analysts prefer the first method of
multiplying the latest quarterly earnings per share value times four. However, some pub-
lished data sources, including The Wall Street Journal, report annual earnings per share as
the sum of the last four quarters’ figures. The difference is usually small, but it can some-
times be a source of confusion.

Financial analysts often refer to high-P/E stocks as growth stocks. To see why, no-
tice that a P/E ratio is measured as the current stock price over current earnings per share.
Now, consider two companies with the same current earnings per share, where one com-
pany is a high-growth company and the other is a low-growth company. Which company do
you think should have a higher stock price, the high-growth company or the low-growth
company?

This question is a no-brainer. All else equal, we would be surprised if the high-growth
company did not have a higher stock price, and therefore a higher P/E ratio. In general,
companies with higher expected earnings growth will have higher P/E ratios, which is why
high-P/E stocks are often referred to as growth stocks.

To give an example, Starbucks Corporation is a specialty coffee retailer with a history
of aggressive sales growth. Its stock trades on NASDAQ under the ticker symbol SBUX.
In mid-2007, SBUX stock traded at $26.88 with earnings per share (EPS) of $.87, and so
had a P/E ratio of $26.88/$.87 = 30.90. This P/E ratio is well above the average P/E ratio of
about 16.8 for the S&P 500 (of which SBUX is a member). SBUX has never paid a dividend.
Instead, Starbucks reinvests all earnings. So far this strategy has been successful, as the firm
has grown at an average rate of 26 percent over the preceding five years.

The reason high-P/E stocks are called growth stocks seems obvious enough; however, in
a seeming defiance of logic, low-P/E stocks are often referred to as value stocks. The reason
is that low-P/E stocks are often viewed as “cheap” relative to current earnings. (Notice again
the emphasis on “current.”) This suggests that these stocks may represent good investment
values, and hence the term value stocks.

In mid-2007, shares of the well-known S&P 500 auto company General Motors (GM)
were trading at a price of $31.08. With earnings per share of EPS = $3.75, the P/E ratio is
$31.08/$3.75 = 8.29. This is well below the S&P 500 average, and so General Motors might
be considered a value stock.

Having said all this, we want to emphasize that the terms “growth stock” and “value stock”
are mostly just commonly used labels. Of course, only time will tell whether a high-P/E stock
actually turns out to be a high-growth stock, or whether a low-P/E stock is really a good value.
The nearby Investment Updates box contains additional discussion of P/E ratios.

PRICE-CASH FLOW RATIOS

Instead of price-earnings (P/E) ratios, many analysts prefer to look at price-cash flow (P/CF)
ratios. A price-cash flow (P/CF) ratio is measured as a company’s current stock price di-
vided by its current annual cash flow per share. Like earnings, cash flow is normally reported
quarterly and most analysts multiply the last quarterly cash flow figure by four to obtain
annual cash flow. Again, like earnings, many published data sources report annual cash flow
as a sum of the latest four quarterly cash flows.

There are a variety of definitions of cash flow. In this context, the most common measure
is simply calculated as net income plus depreciation, so this is the one we use here. In a later
chapter, we examine in detail how cash flow is calculated in a firm’s financial statements.
Cash flow is usually reported in a firm’s financial statements and labeled as cash flow from
operations (or operating cash flow).

The difference between earnings and cash flow is often confusing, largely because of the
way that standard accounting practice defines net income. Essentially, net income is mea-
sured as revenues minus expenses. Obviously, this is logical. However, not all expenses are
actually cash expenses. The most important exception is depreciation.
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INVESTMENT UPDATES

ONCE A RUST BELT RELIC, U.S. STEEL IS NOW PROFITABLE,

EFFICIENT .. . AND UNDERVALUED

Regardless of whether Pittsburgh-based U.S. Steel begins
a major buyback program soon, its shares now look at-
tractive, trading around $40. The current price is less than
six times projected 2004 profits of $7.35 and six times the
Wall Street consensus estimate for 2005 of $6.47 a share.

Bulls note that the 2005 consensus assumes a marked
decline in domestic steel prices, which have more than
doubled this year to about $650 a ton for benchmark
hot-rolled products, up from $300 in late 2003. If steel
prices hold around current levels, U.S. Steel could earn
$10 or more a share in 2005. That may sound outlandish,
but the company netted $2.56 a share from operations in
the third quarter and could earn $3 in the current one.

“U.S. Steel is very undervalued,” says Alan Fournier, a
principal at Pennant Capital Management, a Chatham,
N.J., investment firm. “The company is worth 50 percent
more than where it's trading.”

David Tepper, the head of Appaloosa Management,
the company’s second-largest shareholder, recently told
management on its earnings conference call that U.S.
Steel “has the lowest valuation” among the world’s major
steel makers. The latest publicly disclosed data shows
that Tepper’s Chatham, N.J.-based firm, a distressed-debt
specialist that manages $3 billion, owns 5 percent of the
company'’s 130 million outstanding shares.

Fournier and Tepper want U.S. Steel to buy back stock
with its strong earnings and cash flow. Management
has resisted those requests, preferring to use free cash
to pay down debt, fund pension obligations, and make
acquisitions.

Many investors still view U.S. Steel as a rusting relic of a
bygone era when steel producers ruled American industry.
But the company is now one of the globe’s leading steel
makers at a time when the industry may be on the brink
of years of prosperity. U.S. Steel has world-class mills in the
United States and central Europe. It also controls a vast
supply of iron ore, a critical steel input in tight supply.

Indeed, U.S. Steel’s integrated structure, which made
it the industry leader in the early 20th century, is also
a major advantage in the early 21st century. “Our
position has never been better in my 20-plus years at the

company,” says John Surma, U.S. Steel’s chief executive.
“World appetite for steel is strong, and | don’t see why
that should change. Supply is constrained.”

U.S. Steel is the biggest U.S.-based producer, with
total expected 2004 production of 22 million tons, but
it ranks sixth globally and accounts for just 2 percent of
total world production. U.S. Steel generally is viewed as
an asset acquirer—Ilast year, it bought a steel outfit in
Serbia—but it's conceivable the company could be taken
over. One potential buyer is Arcelor, Europe’s largest
steel manufacturer.

The steel market’s strength is being driven by rising de-
mand from China, which now consumes 30 percent of the
world’s annual output of 1 billion tons. Chinese demand
has doubled in the past four years. India, Eastern Europe,
and the states of the former Soviet Union are sources
of significant steel demand. Domestic steel consumption
also has been high. U.S. Steel has a highly profitable steel
plant in Slovakia, which is turning into a center of Euro-
pean auto production.

The Street worries that the sharp increase in steel
prices will reverse, as it often has in the past. The cycle
last turned down—in brutal fashion—in 2001, leading to
bankruptcies of nearly half the U.S. steel industry. Given
the importance of Chinese demand, steel stocks have
been vulnerable to any sign of a slowdown in China’s
economy. U.S. Steel shares dipped last month when spot
prices fell about $100 a ton from their peak summer level
of $750.

U.S. Steel stock (with its famed ticker symbol X) rose
over $3 last week amid some positive analyst comments.
Goldman Sachs’ Aldo Mazzaferro raised his rating to
Outperform from In-Line, telling clients that the com-
pany “appears to be on the verge of a major breakout in
earnings power.” He lifted his 2005 profit projection to
$8.25 a share from $7.90 and boosted his price target to
$58 from $49.

Source: Andrew Bary, Barron’s, November 8, 2004. Copyright © 2005
ProQuest Information and Learning Company. All rights reserved.

When a firm acquires a long-lived asset, such as a new factory, standard accounting prac-
tice does not deduct the cost of the factory all at once, even though it is actually paid for all at
once. Instead, the cost is deducted over time. These deductions do not represent actual cash
payments, however. The actual cash payment occurred when the factory was purchased. At
this point you may be a little confused about why the difference is important, but hang in
there for a few more paragraphs.

Most analysts agree that in examining a company’s financial performance, cash flow can
be more informative than net income. To see why, consider the hypothetical example of two
identical companies: Twiddle-Dee Co. and Twiddle-Dum Co. Suppose that both companies
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have the same constant revenues and expenses in each year over a three-year period. These
constant revenues and cash expenses (excluding depreciation) yield the same constant an-
nual cash flows, and they are stated as follows:

Twiddle-Dee Twiddle-Dum
Revenues $5,000 $5,000
Cash expenses —3,000 —3,000
Cash flow $2,000 $2,000

Thus, both companies have the same $2,000 cash flow in each of the three years of this
hypothetical example.

Next, suppose that both companies incur total depreciation of $3,000 spread out over
the three-year period. Standard accounting practices sometimes allow a manager to choose
among several depreciation schedules. Twiddle-Dee Co. chooses straight-line depreciation,
and Twiddle-Dum Co. chooses accelerated depreciation. These two depreciation sched-
ules are tabulated below:

Twiddle-Dee Twiddle-Dum
Year 1 $1,000 $1,500
Year 2 1,000 1,000
Year 3 1,000 500
Total $3,000 $3,000

Note that total depreciation over the three-year period is the same for both companies. How-
ever, Twiddle-Dee Co. has the same $1,000 depreciation in each year, while Twiddle-Dum
Co. has accelerated depreciation of $1,500 in the first year, $1,000 in the second year, and
$500 depreciation in the third year.

Now, let’s look at the resulting annual cash flows and net income figures for the two com-
panies, recalling that in each year, Cash flow = Net income + Depreciation:

Twiddle-Dee Twiddle-Dum
Cash Flow Net Income Cash Flow Net Income
Year 1 $2,000 $1,000 $2,000 $ 500
Year 2 2,000 1,000 2,000 1,000
Year 3 2,000 1,000 2,000 1,500
Total $6,000 $3,000 $6,000 $3,000

Note that Twiddle-Dum Co.’s net income is lower in the first year and higher in the third year
than Twiddle-Dee Co.’s net income. This is purely a result of Twiddle-Dum Co.’s acceler-
ated depreciation schedule, and has nothing to do with Twiddle-Dum Co.’s actual profitabil-
ity. However, an inexperienced analyst observing Twiddle-Dum Co.’s rapidly rising annual
earnings figures might incorrectly label Twiddle-Dum as a growth company. An experienced
analyst would observe that there was no cash flow growth to support this naive conclusion.

Financial analysts typically use both price-earnings ratios and price-cash flow ratios.
They point out that when a company’s earnings per share is not significantly larger than its
cash flow per share (CFPS), this is a signal, at least potentially, of good-quality earnings.
The term “quality” means that the accounting earnings mostly reflect actual cash flow, not
just accounting numbers. When earnings are bigger than cash flow, this may be a signal of
poor quality earnings.

Going back to some of our earlier examples, Starbucks Corporation had cash flow per
share of CFPS = $1.50, yielding a P/CF ratio of $26.88/$1.50 = 17.92. Notice that cash flow
per share was roughly double earnings per share of $.87, suggesting high-quality earnings.
GM had cash flow per share of CFPS = $22.75, yielding a P/CF ratio of $31.08/$22.75 =
1.37. GM cash flow per share is an unusually large 6.1 times its earnings per share, perhaps
suggesting high-quality earnings.
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price-sales (P/S) ratio
Current stock price divided by
annual sales per share.

price-book (P/B) ratio
Market value of a company’s
common stock divided by its book
(or accounting) value of equity.

Check out the Intel Web site at
www.intel.com

TABLE 6.1

PRICE-SALES RATIOS

An alternative view of a company’s performance is provided by its price-sales (P/S) ratio. A
price-sales ratio is calculated as the current price of a company’s stock divided by its current
annual sales revenue per share. A price-sales ratio focuses on a company’s ability to generate
sales growth. Essentially, a high P/S ratio would suggest high sales growth, while a low P/S
ratio might indicate sluggish sales growth.

For example, Starbucks Corporation had sales per share of $12.65 to yield a price-sales
ratio of P/S = $26.88/$12.65 = 2.12. GM had sales per share of $317.95 for a price-sales
ratio of P/S = $31.08/$317.95 = .10. Notice the large variation in price-sales ratios for the
two companies. The main reason for this difference is that the two companies are in very
different kinds of businesses. Security analysts recognize that price-sales ratios cannot be
compared in isolation from other important information.

PRICE-BOOK RATIOS

A very basic price ratio for a company is its price-book (P/B) ratio, sometimes called the
market-book ratio. A price-book ratio is measured as the market value of a company’s out-
standing common stock divided by its book value of equity.

Price-book ratios are appealing because book values represent, in principle, historical
cost. The stock price is an indicator of current value, so a price-book ratio simply measures
what the equity is worth today relative to what it cost. A ratio bigger than 1.0 indicates
that the firm has been successful in creating value for its stockholders. A ratio smaller than
1.0 indicates that the company is actually worth less than it cost.

This interpretation of the price-book ratio seems simple enough, but the truth is that because
of varied and changing accounting standards, book values are difficult to interpret. For this and
other reasons, price-book ratios may not have as much information value as they once did.

APPLICATIONS OF PRICE RATIO ANALYSIS

Price-earnings ratios, price-cash flow ratios, and price-sales ratios are commonly used to
calculate estimates of expected future stock prices. This is done by multiplying a historical
average price ratio by an expected future value for the price-ratio denominator variable.
For example, Table 6.1 summarizes such a price ratio analysis for Intel Corporation (INTC)
based on mid-2007 information.

In Table 6.1, the five-year average ratio row contains five-year average P/E, P/CF, and P/S ra-
tios. The current value row contains values for earnings per share, cash flow per share, and sales per
share; and the growth rate row contains five-year projected growth rates for EPS, CFPS, and SPS.

The expected price row contains expected stock prices one year hence. The basic idea is
this. Because Intel had an average P/E ratio of 27.30, we will assume that Intel’s stock price
will be 27.30 times its earnings per share one year from now. To estimate Intel’s earnings
one year from now, we note that Intel’s earnings are projected to grow at a rate of 8.5 percent
per year. If earnings continue to grow at this rate, next year’s earnings will be equal to this
year’s earnings times 1.085. Putting it all together, we have

Expected price = Historical P/E ratio X Projected EPS

= Historical P/E ratio X Current EPS
X (1 + Projected EPS growth rate)

= 27.30 X $.86 x 1.085

= $25.47
Earnings Cash Flow Sales
Five-year average price ratio 27.30 (P/E) 14.04 (P/CF) 4.51 (P/S)
Current value per share $ .86 (EPS) $ 1.68 (CFPS) $ 6.14 (SPS)
Growth rate 8.5% 7.5% 7.0%
Expected stock price $25.47 $25.36 $29.63
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See Mickey’s Web site at
www.disney.go.com

TABLE 6.2

EXAMPLE 6.15

The same procedure is used to calculate an expected price based on cash flow per share:
Expected price = Historical P/CF ratio X Projected CFPS

= Historical P/CF ratio X Current CFPS
X (1 + Projected CFPS growth rate)

= 14.04 X $1.68 X 1.075
= $25.36
Finally, an expected price based on sales per share is calculated as

Expected price = Historical P/S ratio X Projected SPS
= Historical P/S ratio X Current SPS
X (1 + Projected SPS growth rate)

= 4.51 X $6.14 X 1.07

= $29.63
Notice that in the case of Intel, the price ratio methods yield prices ranging from about $25 to
about $30. However, when this analysis was made in mid-2007 Intel’s stock price was around
$24.27. This difference may be explained by the fact that price ratios for Intel have fallen sharply

in recent years. For example, Intel’s P/E ratio fell from a high of 45.8 in 2002 to just 23.3 in
2006. With such a large price-ratio decline, a historical average price ratio may be inaccurate.

Price Ratio Analysis for Disney Corporation (DIS) Mid-2007 Stock
Price: $34.55

Earnings Cash Flow Sales
Five-year average price ratio 24.90 (P/E) 14.70 (P/CF) 1.59 (P/S)
Current value per share $ 1.61 (EPS) $ 2.39 (CFPS) $16.61 (SPS)
Growth rate 14.5% 13% 9%
Expected stock price $45.90 $39.70 $28.79

Going to Disneyland

Table 6.2 contains information about Walt Disney Corporation. Calculate expected
share prices using each of the three price ratio approaches we have discussed.

For example, using the P/E approach, we come up with the following estimates of
the price of Walt Disney stock in one year:

Expected price = Historical P/E ratio X Current EPS
X (1 + projected EPS growth)
= 24.90 X $1.61 X 1.145
= $45.90
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6.5a Why are high-P/E stocks sometimes called growth stocks?

6.5b Why might an analyst prefer a price-cash flow ratio to a price-earnings
ratio?

6.6 An Analysis of the McGraw-Hill Company

Stock market investors have available to them many sources of information about the finan-
cial performance of companies with publicly traded stock shares. Indeed, the sheer volume
of information available can often be overwhelming. For this reason, several sources publish
reference summaries for individual companies.
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Visit the McGraw-Hill Web site at
www.mcgraw-hill.com

Check out Value Line’s
Web site at
www.valueline.com

One well-known example is the Value Line Investment Survey, a published reference with
frequent updates. Value Line provides what many serious investors consider to be the best
one-page company summaries available. Current updates to the Value Line Investment Sur-
vey are available at most stock brokerage offices and many public libraries. In addition,
these updates are available (to subscribers) as PDF files on Value Line’s Web site. Figure 6.3
presents a one-page summary for the McGraw-Hill Corporation published by Value Line in
August 2007. We will make frequent reference to information found in the Value Line sum-
mary in the discussion of McGraw-Hill.

As shown in the title bar of Figure 6.3, McGraw-Hill stock trades on the New York
Stock Exchange (NYSE) under the ticker symbol MHP. When this survey went to press
in August 2007, McGraw-Hill’s stock price was $57.27, with a P/E ratio of 18.8. Value
Line calculates a P/E ratio as the most recent stock price divided by the latest six months’
earnings per share plus earnings per share estimated for the next six months. McGraw-
Hill’s relative P/E ratio of 1.01 is obtained by dividing its current P/E by the median
P/E ratio of all stocks under review by Value Line. The dividend yield of 1.4 percent
is calculated by dividing estimated dividends for the coming year by the current stock
price.

At this point, as you look over Value Line’s summary in Figure 6.3, you will realize that
Value Line has packed a considerable amount of information onto a single page. Because
there is so much information on the one-page Value Line survey, we can cover only some
of the items on the page. Most items are well-explained in Figure 6.4, which contains a
complete sample explanation page. However, some items in Figure 6.3 may differ from
those in Figure 6.4 reflecting changes made by Value Line. In the following discussion, we
refer only to information needed to illustrate the analytic methods discussed previously in
this chapter.

USING THE DIVIDEND DISCOUNT MODEL

Our first task is to estimate a discount rate for McGraw-Hill. The Value Line Investment
Survey reports a beta of .90 for McGraw-Hill stock. Using a current Treasury bill rate of
4.5 percent and a historical stock market risk premium of 9 percent, we obtain a CAPM
discount rate estimate for McGraw-Hill of 4.5% + .90 X 9% = 12.6%.

Our next task is to calculate a sustainable growth rate. Value Line reports projected 2008
earnings per share of $3.45 and projected 2008 dividends per share of $.82, implying a
retention ratio of 1 — $.82/$3.45 = .762. Value Line also reports a projected 2008 return on
equity of ROE = 38.5 percent (reported as “Return on Shr. Equity”). Putting these together
yields a sustainable growth rate of .762 X 38.5% = 29.34%, which may be somewhat high
for a mature company like McGraw-Hill.

Finally, with a discount rate and sustainable growth rate we can calculate a share price
for McGraw-Hill. Using a constant dividend growth rate model with the 2007 dividend of
D, = $.82, a discount rate of k = 12.6 percent, and a growth rate of 29.34 percent, we get:
_ $.82 x1.2934

Po= "To6 = 2031

=$-6.34

which cannot be. The negative price is due to a growth rate greater than the discount rate,
indicating we cannot use the constant dividend growth rate model. As a good analyst would,
we’ll try something else.

USING THE RESIDUAL INCOME MODEL

In reality, a sustainable growth rate of over 29 percent is not feasible. Value Line reports that
the actual dividend growth rate over the previous five years was 7.5 percent (from the box
labeled “Annual Rates”). You can audit this number by calculating a simple or geometric
average dividend growth rate using dividends per share from 2002 through 2007. (Which
one rounds to 7.5 percent?)
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Value Line Analysis rt

The Legends box contains the
“cash flow” multiple, the amounts
and dates of recent stock splits
and an indication if options on
the stock are traded.

Value Line’s Ranks—the rank for
Timeliness; the rank for Safety; the
Technical rank. Beta, the stock’s
sensitivity to fluctuations of the
market as a whole, is included in

The “cash flow” line—
reported earnings plus
depreciation (“cash flow")
multiplied by a number
selected to correlate the
stock’s 3- to 5-year projected
target price, with “cash flow”
projected out to 2004.

Monthly price ranges of the stock—
plotted on a ratio (logarithmic)

grid to show percentage changes

in true proportion. For example,

a ratio chart equalizes the move

of a $10 stock that rises to $11

with that of a $100 stock that

rises to $110. Both have advanced
10% and over the same space on

a ratio grid.

Recent price—

see page 2 of the Summary
& Index for the date, just
under “Index to Stocks.”

this box but is not a rank. (See
Glossary for Industry rank.)

The projected stock price in
2006-08. Also, the total expected

% gain/loss before dividends and
the Annual Total Return

(% including dividends).

The record of insider decisions—
the number of times officers and
directors bought or sold stock or
exercised options during the past
nine months.

Stock purchases/sales by
institutions—the number of times
institutions with more than $100
million of assets under manage-
ment bought or sold stock

during the past three quarters
and the total number of shares
held by those institutions at the
end of each quarter.

Statistical Array—historical
financial data appears in regular
type.

The capital structure as of the
indicated recent date showing,
among other things, the $ amount
and % of capital in long-term debt
and preferred stock. We also show
the number of times that interest
charges were earned.

Current position—total current
assets and total current liabilities,
and their detail.

Annual rates of change (on a com-
pound per-share basis). Actual for
each of the past 5 and 10 years,
estimated for the next 3 to 5 years.

Quarterly sales are shown on a
gross basis. Quarterly earnings on
a per-share basis (estimates in bold
type).

Quarterly dividends paid are
actual payments. The total of
dividends paid in four quarters

may not equal the figure shown
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£385 [ BUSINESS: Johmon & Johnson manufachures and sols hoaih

dohnson & Johnson is in talks te ac-
uire the biotechnol

- an oral pill in Phase 11 studies \forl
rheumatoid arthritis. Current competil

ws‘r.—“ 2.4 billion. The cash-for-stock exchange, on the market, such as Amgen's En

%% | pending government antitrust clearance and J&J's own Remicade,

120% | and Scios shareholder approval, will likely  Although  SCIO-44

1a0% | close during the June quarter. (J&J will dosing would hel gain a significant
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in the annual series on dividends
declared in the Statistical Array.
(Sometimes a dividend declared

at the end of the year will be paid
in the first quarter of the following
year.)

Footnotes explain a
number of things, such
as the way earnings are
reported, whether basic

) Price Growth Persistence, and
or diluted.

Earnings Predictability.
(See Glossary for definitions.)

Source: Value Line, "How to Invest in Common Stocks: A Guide to Using the Value Line Investment Survey,” 2007.
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Value Line’s Indexes of Financial
Strength, Stock's Price Stability,

P/E ratio—the recent
price divided by the
latest six months’
earnings per share plus
earnings estimated for
the next six months.

Trailing and median P/E—the
first is the recent price divided
by the sum of reported earnings
for the past 4 quarters; the
second is an average of the
price/earnings ratios over the
past 10 years.

Relative P/E ratio—the stock’s
current P/E divided by the
median P/E for all stocks under
Value Line review.

Dividend yield—cash dividends
estimated to be declared in the
next 12 months divided by the
recent price.

The stock’s highest and
lowest price of the year.

Target Price Range—the range
in which a stock price is likely
to trade in the years 2006-08.
Also shown in the "Projections”
box on the left.

Relative Price Strength describes
the stock’s past price performance
relative to the Value Line Arith-
metic Composite Average of
approximately 1,700 stocks.

(A rising line indicates the stock
price has been rising more than
the Value Line universe.)

The % Total Return shows the
price appreciation and dividends
of a stock and the Value Line
Arithmetic Composite Index for
the past 1, 3, and 5 years.

Statistical Array—Value Line
estimates appearing in the area
on the right side are in bold
italics.

The percent of shares traded
monthly—the number of shares
traded each month as a % of
the total outstanding.

Business Data—a brief
description of the company’s
business and major products
along, with other important data.

Analyst’'s Commentary—an
approximately 350-word report
on recent developments and
prospects—issued every three
months on a preset schedule.

The expected date of receipt
by subscribers. The Survey is
mailed on a schedule that
aims for delivery to every
subscriber on Friday afternoon.
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Let’s assume that “today” is January 1, 2008. Also, let’s keep the 7.5 percent growth rate
and 12.6 percent discount rate. From the Value Line Investment Survey (VL), we can fill in
columns two and three of the table below:

Forecast
End-of-Year
2007 (time 0) 2008 (VL) 2008 (CSR)
Beginning BV per share NA $6.50 $6.50
EPS $3.05 $3.45 $3.2788*
DIV $ .82 $ .82 $2.7913**
Ending BV per share $6.50 $9.25 $6.9875*

*3.05 X 1.075; 6.50 x 1.075.
** 32788 — (6.9875 — 6.50).

The fourth column comes from using the clean surplus relationship (CSR). Here, we
grow EPS and book value per share using a growth rate of 7.5 percent. Then we calculate the
dividend “plug” that makes the change in book value equal to EPS minus dividends.

Now we can estimate two prices for McGraw-Hill shares using the RIM—one from data
provided by Value Line and one from data using the clean surplus relationship. In addition,
we can compare these values using a constant dividend growth rate model that uses a divi-
dend growth rate of 7.5 percent. Using the RIM, we get:

P, = 6.50 + 3:2788 — 650 < 126 _g5473  (CSR)

126 — 075
B 3.45 — (9.25 — 6.50) _
P, =650 + 222 2 = §2023 (VL)

Using the DDM, we get:

_ 27913 _
Py = o575 = $54.73  (CSR)

- .82 -
P, = 56— 075 $16.08 (VL)

The $.82 used is Value Line’s estimate of next year’s dividend, D,, because Value Line
forecasts no dividend growth between 2007 and 2008. As you would expect, both the
RIM and the DDM indicate a price of $54.73 for McGraw-Hill when we use the CSR.
This share value is reasonably close to McGraw-Hill’s recently reported stock price of
$57.27. RIM and DDM prices using data from Value Line differ, however, because of
“dirty surplus.”

USING PRICE RATIO ANALYSIS

Value Line reports annual growth rates for sales, cash flow, earnings, dividends, and book
values in the box labeled “Annual Rates.” These include historical five-year and ten-year
growth rates, along with expected growth rates for the next three to five years. We will esti-
mate expected future stock prices using five-year average price ratios that we will calculate
along with expected growth rates supplied by Value Line.

The Value Line survey reports annual average price-earnings ratios, but it does not report
average price to cash flow per share ratios, P/CF, or average price to sales per share ratios,
P/S. In this case, because all these numbers are on a per-share basis, a quick way to calculate
an average P/CF ratio is to multiply an average P/E ratio by the ratio of earnings per share to
cash flow per share. That is, PICFPS = P/E X EPS/CFPS (recall that the “E” in P/E stands
for EPS, so they cancel).

For example, McGraw-Hill’s 2006 average P/E was 22.20, EPS was $2.56, CFPS was
$2.87, and SPS was $17.67. Thus, a quick calculation of McGraw-Hill’s 2006 average P/CF
ratio is 22.20 X 2.56/2.87 = 19.80. Similarly, the average P/S ratio, (P/EPS) X (EPS/SPS), is
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Price Ratio Calculations for McGraw-Hill Co. (MHP)

2002 2003 2004 2005 2006 Average
P/E 21.10 18.70 20.60 20.40 22.20 20.60
EPS 1.48 1.64 1.91 2.28 2.56 1.97
CFPS 2.57 2.71 2.97 2.52 2.87 2.73
SPS 12.48 12.68 13.83 16.35 17.67 14.60
P/CF 12.15 11.32 13.25 18.46 19.80 14.99
P/S 2.50 2.42 2.84 2.84 3.22 2.77

Price Ratio Analysis for McGraw-Hill Co. (MHP) July 2007 Stock
Earnings Cash Flow Sales

Five-year average price ratio 20.60 (P/E) 14.99 (P/CF) 2.77 (P/S)
Current value per share, 2006 $ 2.56 (EPS) $ 2.87 (CFPS) $17.67 (SPS)
Growth rate 14.5% 11.5% 19.0%
Expected share price $60.38 $47.97 $58.25

22.20 X $2.56/$17.67 = 3.22. In Table 6.3, we provide average price ratio calculations for
P/CF and P/S ratios for the years 2002 through 2006, along with five-year averages for each
price ratio.

We use the five-year average price ratios calculated in Table 6.3 in the price ratio analysis
presented in Table 6.4. We use the expected growth rates for earnings, cash flow, and sales
provided by Value Line (from the “Annual Rates” box) to calculate expected share prices for
McGraw-Hill one year from now. For ease, we restate the three formulas used to calculate ex-
pected prices below. As an exercise, you should verify the expected share prices in Table 6.4.

Expected share price = P/E ratio X EPS X (1 + EPS growth rate)
Expected share price = P/CF ratio X CFPS X (1 + CFPS growth rate)
Expected share price = P/S ratio X SPS X (1 + SPS growth rate)

We can now summarize our analysis by listing the stock prices obtained by the different
ways we have described in this chapter, along with the model used to derive them.

DDM, with calculated sustainable growth rate: Not defined
DDM, historical growth rate, Value Line input: $16.08
DDM, historical growth rate, CSR: $54.73
RIM, historical growth rate, Value Line input: $20.23
RIM, historical growth rate, CSR: $54.73
Price-earnings model: $60.38
Price-cash flow model: $47.97
Price-sales model: $58.25

Notice the wide range of share values we obtained by our various ways. This is not
uncommon in security analysis, and it suggests how daunting a task security analysis some-
times can be. In this case, the price-sales model yields a value closest to the observed stock
price of $57.27. However, the goal is not to find a model that yields a value closest to the
current price. Rather, the goal is to find a model about which we are confident, For example,
if we were confident in the RIM and assumed the clean surplus relationship, then we would
conclude that McGraw-Hill stock is fairly priced. But if we use the RIM but did not assume
the clean surplus relationship holds, then we would conclude that McGraw-Hill shares are
somewhat overpriced.
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CHECK THIS

Part 2 m Stock Markets

6.6a

6.6b

Locate Value Line's projected growth rate in dividends. How does it com-
pare to the sustainable growth rate we estimated? The historical growth
rates? Revalue the stock using the constant perpetual dividend model and
this growth rate.

Assume that the sustainable growth rate we calculated is the growth
rate for the next five years only and that dividends will grow thereafter
at the rate projected by Value Line analysts. Using these growth rates,
revalue the stock using the two-stage dividend growth model.

6.7 Summary and Conclusions

In this chapter, we examined several methods of fundamental analysis used by financial analysts
to value common stocks. The methods we examined are the learning objectives for the chapter.
We illustrated many of these methods with a detailed analysis of the McGraw-Hill Company.

1
A

The Basic Dividend Discount M odel.

. Dividend discount models value common stock as the sum of all expected future divi-
dend payments, where the dividends are adjusted for risk and the time value of money.

. The dividend discount model is often simplified by assuming that dividends will grow

at a constant growth rate. A particularly simple form of the dividend discount model is
the case in which dividends grow at a constant perpetual growth rate. The simplicity
of the constant perpetual growth model makes it the most popular dividend discount
model. However, it should be applied only to companies with stable earnings and
dividend growth.

. Dividend models require an estimate of future growth. We described the sustainable
growth rate, which is measured as a firm’s return on equity times its retention ratio,
and illustrated its use.

The Two-Stage Dividend Growth Model.

. Companies often experience temporary periods of unusually high or low growth,
where growth eventually converges to an industry average. In such cases, analysts
frequently use a two-stage dividend growth model.

. The two-stage growth model can be used with two separate growth rates for two dis-

tinct time periods.

. The two-stage growth model can be used where there is a period with nonconstant

dividend growth and a period of constant dividend growth.
The Residual Income M odel.

. The difference between actual and required earnings in any period is called residual

income. Residual income is sometimes called Economic Value Added.

. The residual income model is a method that can be used to value a share of stock

in a company that does not pay dividends. To derive the residual income model, a
series of constant growth assumptions are made for EPS, assets, liabilities, and equity.
Together, these growth assumptions result in a sustainable growth rate.

. The residual income model breaks the value of a share of stock into two parts: the cur-

rent book value of the firm and the present value of all residual earnings (i.e., income).

. The clean surplus relationship is an accounting relationship that says earnings minus div-

idends equals the change in book value per share. The clean surplus relationship might
not hold in actual practice. But if the clean surplus relationship is true, then the residual
income model is mathematically equivalent to the constant perpetual growth model.
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4. Price RatioAnalysis.

A. Price ratios are widely used by financial analysts. The most popular price ratio is a
company’s price-earnings ratio. A P/E ratio is calculated as the ratio of a firm’s stock
price divided by its earnings per share (EPS).

B. Financial analysts often refer to high-P/E stocks as growth stocks and low-P/E stocks
as value stocks. In general, companies with high expected earnings growth will have
high P/E ratios, which is why high-P/E stocks are referred to as growth stocks. Low-
P/E stocks are referred to as value stocks because they are viewed as cheap relative to
current earnings.

C. Instead of price-earnings ratios, many analysts prefer to look at price-cash flow
(P/CF) ratios. A price-cash flow ratio is measured as a company’s stock price divided
by its cash flow per share. Most analysts agree that cash flow can provide more infor-
mation than net income about a company’s financial performance.

D. An alternative view of a company’s performance is provided by its price-sales (P/S)
ratio. A price-sales ratio is calculated as the price of a company’s stock divided by its
annual sales revenue per share. A price-sales ratio focuses on a company’s ability to
generate sales growth. A high P/S ratio suggests high sales growth, while a low P/S
ratio suggests low sales growth.

E. A basic price ratio for a company is its price-book (P/B) ratio. A price-book ratio is
measured as the market value of a company’s outstanding common stock divided by
its book value of equity. A high P/B ratio suggests that a company is potentially expen-
sive, while a low P/B value suggests that a company may be cheap.

F. A common procedure using price-earnings ratios, price-cash flow ratios, and price-
sales ratios is to calculate estimates of expected future stock prices. However, each
price ratio method yields a different expected future stock price. Because each method
uses different information, each makes a different prediction.

»
LA

This chapter introduced you to some of the basics of common stock valuation and
fundamental analysis. It focused on three important tools used by stock analysts in
the real world to assess whether a particular stock is “rich” or “cheap”: dividend dis-
count models, residual income models, and price ratio analysis. How should you, as
an investor or investment manager, put this information to use?

The answer is that you need to pick some stocks and get to work! As we discussed
in the chapter, experience and judgment are needed to use these models, and the
only way to obtain these is through practice. Try to identify a few stocks that look
cheap and buy them in a simulated brokerage account such as Stock-Trak. At the
same time, find a few that look rich and short them. Start studying P/E ratios. Scan
The Wall Street Journal (or a similar source of market information) and look at the
range of P/Es. What's a low P/E? What's a high one? Do they really correspond to
what you would call growth and value stocks?

The Internet is a copious source for information on valuing companies. Try, for
example, Stock Sheet (www.stocksheet.com), Market Watch (www.marketwatch
.com), Hoovers Online (www.hoovers.com), and Zacks (www.zacks.com). Don’t forget
to check out the Motley Fool (www.fool.com).

Several trade associations have informative Web sites that can be helpful. For in-
dividual investors there is the American Association of Individual Investors (www.aaii
.com) and for professional security analysts there is the New York Society of Security
Analysts (www.nyssa.org). The Association for Investment Management and Research
(www.aimr.com) provides a financial analyst’s certification that is highly respected
among security analysts.
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[ Chapter Review Problems and Self-Test }

1. ThePerpetual Growth Model Suppose dividends for Tony’s Pizza Company are projected to
grow at 6 percent forever. If the discount rate is 16 percent and the current dividend is $2, what
is the value of the stock?

2. The Two-Stage Growth Model  Suppose the Titanic Ice Cube Co.’s dividend grows at a
20 percent rate for the next three years. Thereafter, it grows at a 12 percent rate. What value
would we place on Titanic assuming a 15 percent discount rate? Titanic’s most recent dividend
was $3.

3. Residual Income Model Suppose Al’s Infrared Sandwich Company has a current book value
of $10.85 per share. The most recent earnings per share were $2.96 per share, and earnings
are expected to grow at 6 percent forever. The appropriate discount rate is 8.2 percent. Assume
the clean surplus relationship is true. Assuming the company maintains a constant retention
ratio, what is the value of the company according to the residual income model if there are no
dividends?

4. PriceRatioAnalysis The table below contains some information about the Jordan Air Co.
Provide expected share prices using each of the three price ratio approaches we have
discussed.

PRICE RATIO ANALYSIS FOR JORDAN AIR (CURRENT STOCK PRICE: $40)
Cash Flow
7 (P/CF)
$6.00 (CFPS)
16%

w
LA
£
£
S
@
<
r=
&
3
S
3

Sales
1.5 (P/S)
$30.00 (SPS)
14%

Earnings
25 (P/E)
$2.00 (EPS)
10%

Five-year average price ratio
Current value per share

Growth rate

Answers to Self-Test Problems
1. Plugging the relevant numbers into the constant perpetual growth formula results in:

_$2(1.06) _
P, = 15— = $21.20

As shown, the stock should sell for $21.20.
2. Plugging all the relevant numbers into the two-stage formula gets us:

- B ] (R

= $9.81 + $127.25
= $137.06
Thus, the stock should sell for about $137.
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3. Recall the formula for the residual income model when the clean surplus relationship
is true:
EPS (1+g)—B Xk
P,=B, + 0 = 0

Next, make a table of all the information that you need to put into the formula:

Al’s Infrared Sandwich Company Time 0, i.e., Now
Beginning book value, B, $10.85
Earnings per share, EPS $ 2.96
Growth rate, g 6%
Discount rate, k 8.2%

We can now solve the problem.

$2.96(1 + .06) — $10.85 X .082
.082 — .06

P, = $10.85 +

P, = $113.03

4. Using the P/E approach, we come up with the following estimate of the price of Jordan Air in
one year:

Estimated price = Average P/E X Current EPS X (1 + Growth rate)

=25X$2 % 1.10 E
= $55 E
Using the P/CF approach, we get: S
Estimated price = Average P/CF X Current CFPS X (1 + Growth rate) 3
=7 X $6 X 1.16 ;
= $48.72 0]
Finally, using the P/S approach, we get: 8
Estimated price = Average P/S X Current SPS X (1 + Growth rate) 3
~
=15 X $30 x 1.14 ‘§
= $51.30 ol
()
[ Test Your Investment Quotient }
For the remaining questions and problems, the circled numbersin the margin refer to the
corresponding learning objectivein this chapter.
@ 1. Sustainable Growth A company has a return on equity of ROE = 20 percent, and from
I Q earnings per share of EPS = $5, it pays a $2 dividend. What is the company’s sustainable
growth rate?
a. 8 percent

b. 10 percent
c. 12 percent
d. 20 percent

@ 2. Sustainable Growth If the return on equity for a firm is 15 percent and the retention
C@ ratio is 40 percent, the sustainable growth rate of earnings and dividends is which of the
a. 6 percent
b. 9 percent

c. 15 percent
d. 40 percent
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@ 3. Dividend Discount Model A common stock pays an annual dividend per share of $2.10. The
C@ risk-free rate is 7 percent and the risk premium for this stock is 4 percent. If the annual dividend
PROBLEMS is expected to remain at $2.10, the value of the stock is closest to:
\\/ a. $19.09
b. $30.00
c. $52.50
d. $70.00
@ 4. Dividend Discount Model The constant-growth dividend discount model will not produce a
CPTA@)\ finite value if the dividend growth rate is which of the following?
\\PR/OBLEMS a. Above its historical average.
b. Above the required rate of return.

c. Below its historical average.
d. Below the required rate of return.

@ 5. Dividend Discount Model In applying the constant-growth dividend discount model, a stock’s
C@ intrinsic value will do which of the following when the required rate of return is lowered?
\\PR/OBLEMS a. Decrease.
b. Increase.
¢. Remain unchanged.
d. Decrease or increase, depending on other factors.
@ 6. Dividend Discount Model The constant-growth dividend discount model would typically be
C@ most appropriate for valuing the stock of which of the following?
\\PR/OBLEMS a. New venture expected to retain all earnings for several years.
b. Rapidly growing company.
()] c. Moderate growth, mature company.
"g d. Company with valuable assets not yet generating profits.
—N @ 7. Dividend Discount Model A stock has a required return of 15 percent, a constant growth rate
E C@ of 10 percent, and a dividend payout ratio of 50 percent. What should the stock’s P/E ratio be?
(o) PROBLEMS a. 3.0
L{ \\/ b. 45
Q c. 9.0
f d. 11.0
E @ 8. Dividend Discount Model  Which of the following assumptions does the constant growth
. CPTD dividend discount model require?
; ®
\\PR/OBLEMS I. Dividends grow at a constant rate.
; II.  The dividend growth rate continues indefinitely.
; I11. The required rate of return is less than the dividend growth rate.
a. lonly
b. Il only
c. land Il only
d. I, 11, and Il
@ 9. Dividend Discount Model A stock will not pay dividends until three years from now. The
C@ dividend then will be $2.00 per share, the dividend payout ratio will be 40 percent, and return on
PROBLEMS equity will be 15 percent. If the required rate of return is 12 percent, which of the following is
\\, closest to the value of the stock?
a. $27
b. $33
c. $53
d. $67
@ 10. Dividend Discount Model  Assume that at the end of the next year, Company A will pay a
C@ $2.00 dividend per share, an increase from the current dividend of $1.50 per share. After that,
\\PR/OBLEMS the dividend is expected tp increase at a constant rate of 5 percent. If you require a 12 percent
return on the stock, what is the value of the stock?
a. $28.57
b. $28.79
c. $30.00
d. $31.78
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CFA<)
\\PR/OBLEMS

CFA<)
\\PR/OBLEMS

CFA<)
\\PR/OBLEMS

CFA<)
\\PR/OBLEMS

1.

12.

13.

14.

15.

16.

17.

18.

Dividend Discount Model A share of stock will pay a dividend of $1.00 one year from now,
with dividend growth of 5 percent thereafter. In the context of a dividend discount model, the
stock is correctly priced at $10 today. According to the constant dividend growth model, if the
required return is 15 percent, what should the value of the stock be two years from now?

a. $11.03
b. $12.10
c. $13.23
d. $14.40

Cash Flow Which of the following implies the highest quality earnings?

a. Cash flow less than earnings.

b. Cash flow greater than depreciation.

c. Cash flow less than earnings minus depreciation.
d. Cash flow greater than earnings.

Price Ratios Two similar companies have the same price-sales and price-earnings ratios.
However, company A has a lower price-cash flow ratio than company B. This most likely
indicates that

a. A has lower quality earnings than B.

b. A has lower quality cash flow than B.

c. A uses straight-line depreciation, while B uses accelerated depreciation.
d. Auses accelerated depreciation, while B uses straight-line depreciation.

Price Ratios Two similar companies acquire substantial new production facilities, which they
both will depreciate over a 10-year period. However, Company A uses accelerated depreciation
while Company B uses straight-line depreciation. In the first year that the assets are depreciated,
which of the following is most likely to occur?

a. A’s P/CF ratio will be higher than B’s.
b. A’s P/CF ratio will be lower than B’s.
c. A’s P/E ratio will be higher than B’s.
d. A’s P/E ratio will be lower than B’s.

Price Ratios An analyst estimates the earnings per share and price-to-earnings ratio for a
stock market series to be $43.50 and 26 times, respectively. The dividend payout ratio for the
series is 65 percent. The value of the stock market series is closest to

a. 396
b. 735
c. 1131
d. 1866

P/E Ratio An analyst gathered the following information about a stock market index:

Required rate of return: 16%
Expected dividend payout ratio: 30%
Expected return on equity investment: 20%

The expected price-earnings (P/E) ratio of the index is closest to

a. 35
b. 7.0
c. 15.0
d. 35.00

P/E Ratio A company’s return on equity is greater than its required return on equity. The earn-
ings multiplier (P/E) for that company’s stock is most likely to be positively related to the

a. Risk-free rate.

b. Market risk premium.

c. Earnings retention ratio.

d. Stock’s capital asset pricing model beta.

Residual IncomeModel The residual income model separates the value of the firm into two
basic components. What are these two components?

a. The current book value and the present value of future earnings.

b. The value of earnings per share and the value of cash flow per share.

c. The current value of the firm’s shares and the future value of its shares.
d. The time value of money and the value of bearing risk.
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@ 19. Residual Income Residual income is the difference between

a. Actual earnings less expected earnings.

b. Any increase in the value of the firm.

c. The value of profitable investment projects.
d. The value added by economical use of assets.

@ 20. Clean SurplusRelation The clean surplus relation says that

a. Assets minus liabilities minus shareholder’s equity equals the change in current assets plus
debt payments.

b. The difference between earnings and dividends equals the change in book value.

c. Dividends minus earnings equals one minus the payout ratio.

d. The difference between earnings and dividends equals the change in surplus inventory.

SR

Concept Questions }

©

1. Dividend Discount Model What is the basic principle behind dividend discount models?
2. P/E Ratios Why do growth stocks tend to have higher P/E ratios than value stocks?

3. Residual Income Model What happens in the residual income model when EPS is
negative?

4. Cash Flow In computing the price-cash flow ratio, how is cash flow per share usually
measured?

. Stock Valuation Why does the value of a share of stock depend on dividends?

. Stock Valuation A substantial percentage of the companies listed on the NYSE and the
NASDAQ don’t pay dividends, but investors are nonetheless willing to buy shares in them.
How is this possible given your answer to the previous question?

7. Dividends Referring to the previous two questions, under what circumstances might a
company choose not to pay dividends?

8. Constant Perpetual Growth Model  Under what two assumptions can we use the constant
perpetual growth model presented in the chapter to determine the value of a share of stock?
How reasonable are these assumptions?

9. Dividend Growth Models Based on the dividend growth models presented in the chapter,
what are the two components of the total return of a share of stock? Which do you think is
typically larger?

Constant Perpetual Growth Model  In the context of the constant perpetual growth model,
is it true that the growth rate in dividends and the growth rate in the price of the stock are
identical?
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{ Questions and Problems }

Core Questions @ 1. Dividend Valuation JJ Industries will pay a regular dividend of $4.80 per share for each of
the next four years. At the end of the four years, the company will also pay out a $40 per share
liquidating dividend, and the company will cease operations. If the discount rate is 12 percent,
what is the current value of the company’s stock?

@ 2. Dividend Valuation In the previous problem, suppose the current share price is $50. If all
other information remains the same, what must the liquidating dividend be?

@ 3. Dividend Discount Model  Trust Bankers just paid an annual dividend of $1.75 per share. The
expected dividend growth rate is 5 percent, the discount rate is 10 percent, and the dividends
will last for 5 more years. What is the value of the stock? What if the dividends last for 10 more
years? 30 years? 100 years?

@ 4. Dividend Discount Model China Grove, Inc., will pay dividends for the next 10 years. The
expected dividend growth rate for this firm is 6 percent, the discount rate is 13 percent, and
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Intermediate Questions

© © 0 006

10.

12.

13.

14.

15.

16.

17.

18.

19.

the stock currently sells for $40 per share. How much must the most recent dividend payment
have been?

Dividend Growth Model  Suppose that McKenzie, Inc., just paid a dividend of $5.00 per
share. The company will continue to pay dividends for the next 25 years, and then go out of
business. If the discount rate is 11 percent per year, what is the value of the stock for a dividend
growth rate of 20 percent? 12 percent? 6 percent? 0 percent? —5 percent?

Per petual Dividend Growth A company just paid a dividend of $1.95. If the dividends will
grow at 5.5 percent per year and you require a return of 11.8 percent, what is the most you
should be willing to pay for the stock?

Per petual Dividend Growth Atlantis Seafood Company stock currently sells for $70 per
share. The company is expected to pay a dividend of $4.35 per share next year, and analysts
project that dividends should increase at 4.5 percent per year for the indefinite future. What must
the relevant discount rate be for Atlantis stock?

Per petual Dividend Growth  Xytex Products just paid a dividend of $2.90 per share, and
the stock currently sells for $53. If the discount rate is 11 percent, what is the dividend
growth rate?

Perpetual Dividend Growth Star Light & Power increases its dividend 4.5 percent per
year every year. This utility is valued using a discount rate of 9 percent, and the stock
currently sells for $83 per share. If you buy a share of stock today and hold on to it for at
least three years, what do you expect the value of your dividend check to be three years
from today?

Sustainable Growth  Johnson Products earned $3.10 per share last year and paid a $.75 per
share dividend. If ROE was 16 percent, what is the sustainable growth rate?

Sustainable Growth  Joker stock has a sustainable growth rate of 6 percent, ROE of
17 percent, and dividends per share of $1.65. If the P/E ratio is 19, what is the value of a
share of stock?

Capital Asset Pricing Model A certain stock has a beta of 1.2. If the risk-free rate of return is
5.1 percent and the market risk premium is 8.5 percent, what is the expected return of the stock?
What is the expected return of a stock with a beta of .85?

Residual Income Model Bill’s Bakery expects earnings per share of $6.25 next year.
Current book value is $4.70 per share. The appropriate discount rate for Bill’s Bakery is
12 percent. Calculate the share price for Bill’s Bakery if earnings grow at 4 percent
forever.

Residual Income Model  For Bill’s Bakery described in the previous question, suppose
instead that current earnings per share are $6.25. Calculate the share price for Bill’s
Bakery now.

Two-Stage Dividend Growth Model  Could I Industries just paid a dividend of $.90 per share.
The dividends are expected to grow at a 25 percent rate for the next eight years and then level
off to a 7 percent growth rate indefinitely. If the required return is 12 percent, what is the value
of the stock today?

Two-Stage Dividend Growth Model  The dividend for Should I, Inc., is expected to grow at
21 percent for the next 12 years before leveling off at a 5 percent rate indefinitely. If the firm just
paid a dividend of $1.40 and you require a return of 13 percent on the stock, what is the most
you should pay per share?

Multiple Growth Rates Netscrape Communications does not currently pay a dividend. You
expect the company to begin paying a $6 per share dividend in 10 years, and you expect divi-
dends to grow perpetually at 5.5 percent per year thereafter. If the discount rate is 15 percent,

how much is the stock currently worth?

Multiple Growth Rates PerfectlySoft Corp. is experiencing rapid growth. Dividends are
expected to grow at 25 percent per year during the next three years, 20 percent over the follow-
ing year, and then 7 percent per year thereafter indefinitely. The required return on this stock is
14 percent, and the stock currently sells for $75.80 per share. What is the projected dividend for
the coming year?

Multiple Growth Rates Leisure Lodge Corporation is expected to pay the following divi-
dends over the next four years: $15.00, $10.00, $5.00, $2.20. Afterwards, the company pledges
to maintain a constant 7 percent growth rate in dividends forever. If the required return on the
stock is 14 percent, what is the current share price?
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@ 20. Multiple Required Returns Sea Side, Inc., just paid a dividend of $2.75 per share on its
stock. The growth rate in dividends is expected to be a constant 5.5 percent per year indefinitely.
Investors require an 18 percent return on the stock for the first three years, then a 13 percent
return for the next three years, and then an 11 percent return thereafter. What is the current
share price?
@ 21. PriceRatioAnalysis Given the information below for Seger Corporation, compute the
expected share price at the end of 2008 using price ratio analysis.

Year 2003 2004 2005 2006 2007 2008

Price $94.50 $100.40 $99.10 $97.90 $121.50 $136.80
EPS 4.34 5.05 5.22 6.06 7.00 8.00
CFPS 7.27 8.24 8.71 10.12 11.80 13.10
SPS 52.60 58.52 57.90 60.69 71.60 78.70

@ 22. Dividend Growth Analysis In the previous problem, suppose the dividends per share
over the same period were $1.00, $1.08, $1.17, $1.25, $1.35, and $1.40, respectively.
Compute the expected share price at the end of 2008 using the perpetual growth method.
Assume the market risk premium is 8.5 percent, Treasury bills yield 5 percent, and the
projected beta of the firm is .90.

@ 23. Price Ratio Analysisfor Internet Companies Given the information below for
HooYah! Corporation, compute the expected share price at the end of 2009 using price
ratio analysis.

Q
T
E Year 2003 2004 2005 2006 2007 2008
< Price $ 8.00 $ 44.50 $116.00 $193.00 $83.00 $13.50
g EPS —4.00 —3.30 —1.80 —0.55 0.04 0.06
h! CFPS —9.00 —6.50 —2.80 —0.25 0.03 0.08
()] SPS 5.00 13.50 18.10 20.30 23.80 21.95
<
<
E @ 24. Price Ratio Analysisfor Internet Companies Given the information below for StartUp.
;' Com, compute the expected share price at the end of 2009 using price ratio analysis.
; Year 2005 2006 2007 2008
Price N/A $ 68.12 $95.32 $104.18
EPS N/A — 7.55 —4.30 —3.68
CFPS N/A —11.05 —8.20 —5.18
SPS N/A 4.10 6.80 8.13

25. PriceRatioAnalysis The current price of Parador Industries stock is $68 per share. Current
earnings per share are $3.80, the earnings growth rate is 7 percent, and Parador does not pay a
dividend. The expected return on Parador stock is 13 percent. What one-year ahead P/E ratio is
consistent with Parador’s expected return and earnings growth rate?

26. PriceRatioAnalysis The current price of Parador Industries stock is $68 per share. Current
sales per share are $18.75, the sales growth rate is 9 percent, and Parador does not pay a
dividend. The expected return on Parador stock is 13 percent. What one-year ahead P/S ratio
is consistent with Parador’s expected return and sales growth rate?

® ©

Usethefollowing information to answer Problems 27-31.

Abbott Laboratories (ABT) engages in the discovery, development, manufacture, and sale of a line
of health care and pharmaceutical products. Below you will find selected information from Value
Line. Use the Value Line estimated 2007 figures as the actual year-end figures for the company. The
beta reported was .80 and the risk-free rate was 3.13 percent. Assume a market risk premium of
8 percent.
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27.

28.

29.

30.

31.

32.

2003 | 2004 [ 2005 | 2006 | 2007 | 2008 | © VALUE LINE PUB,, INC
1245 | 1249 | 1451 | 1462 | 16.65 Sales per sh
301 | 305 342 351 4.05 “Cash Flow" per sh
221 227 250 252| 283 Earnings per sh A
98| 104 110 118 130 Div'ds Decl'd per sh Ba
.19 82 18 87 110 Cap’l Spending per sh
8.27 | 9.09 837 914 1035 Book Value persh ¢
1580.2 [ 1575.1 | 1539.2 | 1537.2 | 1535.0 Common Shs Outst'g D
187 [ 187 | 181 | 17.9 | Bordrigres are [Avg Ann’l PIE Ratio
1.07 .99 96 97| \ValuelLine  |Relative P/E Ratio
24% | 25% | 24% | 26% | "™ |AvgAnn’l Div'd Yield
19681 | 19678 | 22336 | 22476 | 25575 Sales ($mill)
270% [282% | 27.68% | 28.2% | 28.3% Operating Margin
12740 [1288.7 | 1358.9 | 15588 | 1825 Depreciation ($mill)
34792 13522.8 | 3908.5 | 3841.8 | 4405 Net Profit (Smill)
220% [214% | 24.3% | 23.5% | 19.9% Income Tax Rate
177% | 17.9% | 17.5% [ 17.1% | 17.2% Net Profit Margin
2650.9 |3908.9 | 3970.5 | d669.3 [ 3785 Working Cap’l {Smill)
3452.3 | 4787.9 | 4571.5 | 7009.7 | 10000 Long-Term Debt ($mill)
13072 | 14326 | 14415 | 14054 | 15865 Shr. Equity ($mill)
215% [18.8% | 21.0% | 18.8% | 18.0% Return on Total Cap’'l
266% [246% | 27.1% | 27.3% | 28.0% Return on Shr. Equity
15.0% | 134% | 15.4% [ 14.7% [ 15.0% Retained to Com Eq
44% | 45% | 43% | 46% | 45% All Div'ds to Net Prof

The high and low share price each year were:

2003 2004 2005 2006 2007
High ~ $47.20  $47.60  $50.00  $49.90  $59.50
Low 33.80 38.30 37.50 39.20 48.80

Constant Perpetual Growth Model  What is the sustainable growth rate and required
return for Abbott Laboratories? Using these values, calculate the 2008 share price of Abbott
Laboratories Industries stock according to the constant dividend growth model.

Price Ratios Using the P/E, P/CF, and P/S ratios, estimate the 2008 share price for Abbott
Laboratories. Use the average stock price each year to calculate the price ratios.

Residual Income Model  Assume the sustainable growth rate and required return you
calculated in Problem 27 are valid. Use the clean surplus relationship to calculate the share
price for Abbott Laboratories with the residual income model.

Clean SurplusDividend Use the information from the previous problem and calculate the
stock price with the clean surplus dividend. Do you get the same stock price as in the previous
problem? Why or why not?

Stock Valuation Given your answers in the previous questions, do you feel Abbott Laborato-
ries is overvalued or undervalued at its current price of around $57? At what price do you feel
the stock should sell?
Residual Income Model and Nonconstant Growth  When a stock is going through a period
of nonconstant growth for T periods, followed by constant growth forever, the residual income
model can be modified as follows:
T EPS, +B_, — B, P
Po= Xy

T

MRy
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P B + EPS, (1 :E)g B, X k
Al’s Infrared Sandwich Company had a book value of $12.95 at the beginning of the year, and
the earnings per share for the past year were $3.41. Molly Miller, a research analyst at Miller,
Moore & Associates, estimates that the book value and earnings per share will grow at 12.5 and
11 percent per year for the next four years, respectively. After four years, the growth rate is
expected to be 6 percent. Molly believes the required return for the company is 8.2 percent.
What is the value per share?

Thefollowing questions are from the 2000 Level || CFA® Exam. Use thisinformation to
answer Problems 33-38.

The management of Telluride, an international diversified conglomerate based in the United States,
believes the recent strong performance of its wholly owned medical supply subsidiary, Sundanci, has
gone unnoticed. In order to realize Sundanci’s full value, Telluride has announced that it will divest
Sundanci in a tax-free spinoff.

Sue Carroll, CFA, is the Director of Research at Kesson and Associates. In developing an invest-
ment recommendation for Sundanci, Carroll has directed her analysts to determine a valuation of
Sundanci using various disciplines. To assist her analysis, Carroll has gathered the information shown

below.
Sundanci Actual 1999 and 2000 Financial Statements
for Fiscal Years Ending May 31
($ in millions except per-share data)
g Income Statement 1999 2000
E Revenue $474 $598
gy Depreciation 20 23
E Other operating expenses 368 460
8 Income before taxes 86 115
03 Taxes 26 35
f Net income 60 80
& Dividends 18 24
;. Earnings per share $0.714 $0.952
; Dividend per share $0.214 $0.286
; Common shares outstanding 84.0 84.0
Balance Sheet
Current assets $201 $326
Net property, plant and equipment 474 489
Total assets 675 815
Current liabilities 57 141
Long-term debt 0 0
Total liabilities 57 141
Shareholder equity 618 674
Total liabilities and equity 675 815
Capital expenditures 34 38
Selected Financial Information
Required rate of return on equity 14%
Growth rate of industry 13%
Industry P/E ratio 26
CFAo)\
\\PR/OBLEMS 33. Sustainable Growth Rate Calculate the ROE for 2000. What is the sustainable growth
rate?
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34. Sustainable Growth Rate Carroll learns that Sundanci’s Board of Directors is considering the
C@ following policy changes that will affect Sundanci’s sustainable growth rate:
\\PR/OBLEMS Director A proposes an increase in the quarterly dividend to $.15 per share. This would increase
the annual dividend to $.60.

Director B proposes a two-for-one stock split.

Would each of these changes increase, decrease, or not affect Sundanci’s sustainable growth
rate, given that the other factors remain unchanged? Identify which component of the sustain-
able growth rate model, if any, is affected by each proposal.

@ 35. Two-Stage Dividend Growth Model Helen Morgan, CFA, has been asked by Carroll to
CFAe determine the potential valuation for Sundanci using the dividend discount model. Morgan
PROBLEMS anticipates that Sundanci’s earnings and dividends will grow at 32 percent for two years and
\\/ 13 percent thereafter. Calculate the current value of a share of Sundanci stock using the two-
stage dividend discount model.
@ 36. P/E Ratio Valuation Christie Johnson, CFA, has been assigned by Carroll to analyze
C@ Sundanci using the constant dividend growth price-earnings ratio model. Johnson assumes
PROBLEMS that Sundanci’s earnings and dividends will grow at a constant rate of 13 percent. Note:
\\, The constant dividend growth price-earnings ratio using next year’s earnings is P/E ratio =
Payout ratio/(k — g). Calculate the P/E ratio based on the information given and Johnson’s
assumptions.
@ 37. PIE Ratio Identify, within the context of the constant dividend growth model, how each of
CFAs the following factors will affect the P/E ratio of Sundanci. In other words, will each of the
PROBLEMS following factors increase, decrease, or possibly increase or decrease the P/E ratio? Assume all
\\/ other factors remain constant.
a. The beta of Sundanci increases substantially. E
b. The estimated growth rate of Sundanci’s earnings and dividends increases.
c. The dividend payout ratio of Sundanci increases. E
d. The market risk premium increases. E
@ 38. Payout Ratioand P/E  Explain why an increase in the dividend payout ratio may not have the 3
C@ effect that the constant dividend growth P/E model suggests. =5
\\PR/OBLEMS =2
o
N
3
~
o
{ S&P Problems } 3
1%
www.mhhe.com/edumarketinsight o
STANDARD 1. Constant Perpetual Growth Model Locate the information for American Electric Power
— . (AEP). If you follow the “Financial Hlts” link you will find the current stock price, most recent
&POOR’S dividend, and the five-year growth rate for dividends. Assuming the five-year dividend growth

rate is equal to the perpetual growth rate, what is the implied required return for American
Electric Power shareholders? Does this number make sense?

2. Sustainable Growth What is the sustainable growth rate for AutoZone (AZ0O)? Under “Excel
Analytics” you will find a link for annual ratios. This report shows return on equity and the pay-
out ratio. Calculate the sustainable growth rate for AutoZone each year for the past five years. Is
the sustainable growth rate the same every year? Why or why not?

3. PriceRatioAnalysis Locate the information for Walgreen Co. (WAG). All of the infor-
mation used in this problem is found under “Excel Analytics.” Use the “Mthly. Adj. Prices”
link and find the year-end stock price for Walgreen Co. for all available years. Next, find the
earnings per share for the last five years using EPS Basic from Operations. Locate the bal-
ance sheet for each of the past five years and record the Common Equity and Common Shares
Outstanding. Use the Annual Cash Flow Statement to find the Net Cash Flow from Operating
Activities. Divide both common equity and cash flow by the shares outstanding each year to
find the annual book value per share and cash flow per share. Record these numbers. Calculate
the price-earnings ratio, price-cash flow ratio, and price-book value ratio for each year. Using
this information, compute the expected share price for Walgreen Co. at the end of the next year
using price ratio analysis.
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[

What's on the Web? }

1

Sustainable Growth Rate You can find the home page for Caterpillar, Inc., at www.cat.com.
Go to this page and find the most recent annual report for Caterpillar. Calculate the sustainable
growth rate for each of the past two years. Are these values the same? Why or why not?

Sustainable Growth Rate Go to finance.yahoo.com and find the analysts’ estimates for
DuPont’s (DD) growth rate over the next five years. How does this compare to the industry,
sector, and S&P 500 growth rates? Now find the EPS and dividends per share for DuPont and
calculate the sustainable growth rate. How does your number compare to analysts’ estimates
for the company? Why might these estimates differ?

Perpetual Dividend Growth Model  Go to finance.yahoo.com and find the following informa-
tion: the beta, the most recent annual dividend, and analysts’ estimated growth rate for Johnson
& Johnson (JNJ). Next, find the three-month Treasury bill yield on finance.yahoo.com.
Assuming the market risk premium is 9 percent, what is the required return for INJ? What

is the value of JNJ stock using the perpetual dividend growth model? Does JNJ appear
overpriced, underpriced, or correctly priced? Why might this analysis be inappropriate, or

at least misleading?

[

Stock-Trak Exercises }

STOCK\TRAK =2

To access the Stock-Trak Exercise for this chapter, please visit the book Web site at
www.mhhe.com/jm5e and choose the corresponding chapter.
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Stock Price Behavior
and Market Efficiency

“A market is the combined behavior of thousands of people
Learning Objectives responding to information, misinformation, and whim.”
. —Kenneth Chang
You should strive to
have your investment
knowledge fully

flect “If you want to know what’s happening in the market, ask the
reflect:

market.”

1. The foundations of —Japanese Proverb
market efficiency.

2. The implications of

s OIS @i e Controversial, intriguing, and baffling issues are at the heart of this chapter.

efficiency.

3. Market efficiency We begin by investigating a very basic question: Can you, as an investor, consistently
and the performance , ,
of professional “beat the market”? You may be surprised to learn that evidence strongly suggests that

money managers.

4. What stock market

the answer to this question is probably not. We show that even professional money

anomalies, bubbles, managers have trouble beating the market. At the end of the chapter, we describe
and crashes mean for , o "
market efficiency. some market phenomena that sound more like carnival side shows, such as the “amaz-

ing January effect.” m
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efficient markets
hypothesis (EMH)

The hypothesis stating that, as a
practical matter, investors cannot
consistently “beat the market.”

For more on market efficiency, go to

http://www.e-m-h.org

CHECK THIS

excess return

A return in excess of that earned
by other investments having the
same risk.
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7.1 Introduction to Market Efficiency

Market efficiency is probably the most controversial and intriguing issue in investments. The
debate that has raged around market efficiency for decades shows few signs of abating. The
central issue in the market efficiency debate is: Can you (or anyone else) consistently “beat
the market”?

If the answer to this question is no, then the market is said to be efficient. The efficient
markets hypothesis (EMH) asserts that, as a practical matter, organized financial markets
like the New York Stock Exchange are efficient. The controversy surrounding the EMH
centers on this assertion.

In the sections that follow, we discuss many issues surrounding the EMH. You will notice
that we focus our discussion on stock markets. The reason is that the debate on the EMH and
the associated research have largely centered on these markets. However, the same princi-
ples and arguments would also apply to any organized financial market, such as the markets
for government bonds, corporate bonds, commodity futures, and options.

71a What is the central issue in the market efficiency debate?
7.1b How would you state the efficient market hypothesis?

7.2 What Does “Beat the Market” Mean?

Good question. As we discussed in Chapter 1 and elsewhere, there is a risk-return trade-off.
On average at least, we expect riskier investments to have larger returns than less risky assets.
So the fact that an investment appears to have a high or low return doesn’t tell us much. We
need to know if the return was high or low relative to the risk involved.

Instead, to determine if an investment is superior to another, we need to compare excess
returns. The excess return on an investment is the difference between what that investment
earned and what other investments with the same risk earned. A positive excess return means
that an investment has outperformed other investments of the same risk. Thus, consistently
earning a positive excess return is what we mean by “beating the market.”

7.2a What is an excess return?
7.2b What does it mean to “beat the market”?

7.3 Foundations of Market Efficiency

Three economic forces can lead to market efficiency: (1) investor rationality, (2) independent
deviations from rationality, and (3) arbitrage. These conditions are so powerful that any one of
them can result in market efficiency. We discuss aspects of these conditions in detail through-
out this chapter. Given their importance, however, we briefly introduce each of them here.
In our discussions, we use the term “rational” to mean only that investors do not systematically
overvalue or undervalue financial assets in light of the information that they possess.
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If every investor always made perfectly rational investment decisions, earning an ex-
cess return would be difficult, if not impossible. The reason is simple: If everyone is fully
rational, equivalent risk assets would all have the same expected returns. Put differently, no
bargains would be there to be had, because relative prices would all be correct.

However, even if the investor rationality condition does not hold, the market could still
be efficient. Suppose that many investors are irrational, and a company makes a relevant
announcement about a new product. Some investors will be overly optimistic, some will be
overly pessimistic, but the net effect might be that these investors cancel each other out. In a
sense, the irrationality is just noise that is diversified away. As a result, the market could still
be efficient (or nearly efficient). What is important here is that irrational investors don’t all
(or mostly all) have similar beliefs. However, even under this condition, called “independent
deviations from rationality,” the market still may be efficient.

Let us now think of a market with many irrational traders and further suppose that their
collective irrationality does not balance out. In this case, observed market prices can be too
high or too low relative to their risk. Now suppose there are some well-capitalized, intelli-
gent, and rational investors. This group of traders would see these high or low market prices
as a profit opportunity and engage in arbitrage—buying relatively inexpensive stocks and
selling relatively expensive stocks.

If these rational arbitrage traders dominate irrational traders, the market will still be efficient.
We sometimes hear the expression “Market efficiency doesn’t require that everybody be rational,
just that somebody is.” In our next section, we look more closely at market efficiency and discuss
several different forms.

7.3a What three economic conditions cause market efficiency?

7.3b How would well-capitalized, intelligent, and rational investors profit from
market inefficiency?

7.4 TForms of Market Efficiency

Now that we have a little more precise notion of what beating the market means, we can
be a little more precise about market efficiency. A market is efficient with respect to some
particular information if that information is not useful in earning a positive excess return.
Notice the emphasis we place on “with respect to some particular information.”

For example, it seems unlikely that knowledge of Shaquille O’Neal’s free-throw shoot-
ing percentage (low) would be of any use in beating the market. If so, we would say that the
market is efficient with respect to the information in Shaq’s free-throw percentage. On the
other hand, if you have prior knowledge concerning impending takeover offers, you could
most definitely use that information to earn a positive excess return. Thus, the market is not
efficient with regard to this information. We hasten to add that such information is probably
“insider” information, and insider trading is generally, though not always, illegal (in the
United States, at least). As we discuss later in the chapter, using insider information illegally
might well earn you a stay in a jail cell and a stiff financial penalty.

Thus, the question of whether a market is efficient is meaningful only relative to some
type of information. Put differently, if you are asked whether a particular market is efficient,
you should always reply, “With respect to what information?” Three general types of infor-
mation are particularly interesting in this context, and it is traditional to define three forms
of market efficiency: weak, semistrong, and strong.

The particular sets of information used in the three forms of market efficiency are nested.
That is, the information set in the strong form includes the information set in the semistrong
form, which in turn includes the information set in the weak form. Figure 7.1 shows the
relationships among the information sets.
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Strong-form information set:
all information of any kind, public or private.

Semistrong-form information set:
all publicly available information.

Weak-form information set:
past price and volume.

A weak-form efficient market is one in which the information reflected in past prices and
volume figures is of no value in beating the market. As we discuss in our next chapter, one
form of stock market analysis, called “technical analysis,” is based on using past prices and
volume to predict future prices. If a market is weak-form efficient, however, then technical
analysis is of no use whatsoever. You might as well read tea leaves as stock price charts if
the market is weak-form efficient.

In a semistrong-form efficient market, publicly available information of any and all kinds
is of no use in beating the market. If a market is semistrong-form efficient, then the funda-
mental analysis techniques we described in a previous chapter are useless. Also, notice that
past prices and volume data are publicly available information, so if a market is semistrong-
form efficient, it is also weak-form efficient.

The implications of semistrong-form efficiency are, at a minimum, semistaggering. What
it literally means is that nothing in the library, for example, is of any value in earning a posi-
tive excess return. How about a firm’s financial statement? Useless. How about information
in the financial press? Worthless. This book? Sad to say, if the market is semistrong-form
efficient, there is nothing in this book that will be of any use in beating the market. You can
imagine that this form of market efficiency is hotly disputed.

Finally, in a strong-form efficient market no information of any kind, public or private,
is useful in beating the market. Notice that if a market is strong-form efficient, it is neces-
sarily weak- and semistrong-form efficient as well. Ignoring the issue of legality, possession
of nonpublic inside information of many types clearly would enable you to earn essentially
unlimited returns, so this case is not particularly interesting. Instead, the market efficiency
debate focuses on the first two forms.

7.4a What role does information play in determining whether markets are
efficient?

7.4b What are the forms of market efficiency?

7.5 Why Would a Market Be Efficient?

The driving force toward market efficiency is simply competition and the profit motive.
Investors constantly try to identify superior-performing investments. Using the most ad-
vanced information processing tools available, investors and security analysts constantly
appraise stock values, buying those stocks that look even slightly undervalued and selling
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those that look even slightly overvalued. This constant appraisal and subsequent trading
activity (as well as all the research behind these activities) act to ensure that prices never
differ much from their efficient market price.

To give you an idea of how strong the incentive is to identify superior investments, consider
a large mutual fund such as the Fidelity Magellan Fund. As we mentioned in Chapter 4, this is
one of the largest equity funds in the United States, with about $45 billion under management
(as of late 2007). Suppose Fidelity was able through its research to improve the performance of
this fund by 20 basis points for one year only (recall that a basis point is 1 percent of 1 percent,
i.e., 0.0001). How much would this one-time 20-basis point improvement be worth?

The answer is 0.0020 times $45 billion, or $90 million. Thus, Fidelity would be willing to
spend up to $90 million to boost the performance of this one fund by as little as one-fifth of
one percent for a single year only. As this example shows, even relatively small performance
enhancements are worth tremendous amounts of money and thereby create the incentive to
unearth relevant information and use it.

Because of this incentive, the fundamental characteristic of an efficient market is that
prices are correct in the sense that they fully reflect relevant information. If and when new
information comes to light, prices may change, and they may change by a lot. It just depends
on the nature of the new information. However, in an efficient market, right here, right now,
price is a consensus opinion of value, where that consensus is based on the information and
intellect of hundreds of thousands, or even millions, of investors around the world.

7.5a What is the driving force behind market efficiency?
7.5b Why does this driving force work?

7.6 Some Implications of Market Efficiency

DOES OLD INFORMATION HELP PREDICT
FUTURE STOCK PRICES?

In its weakest form, the efficient market hypothesis is the simple statement that stock prices
fully reflect all past information. If this is true, this means that studying past price move-
ments in the hopes of predicting future stock price movements is really a waste of time.

In addition, a very subtle prediction is at work here. That is, no matter how often a par-
ticular stock price path has related to subsequent stock price changes in the past, there is no
assurance that this relationship will occur again in the future.

Researchers have used sophisticated statistical techniques to test whether past stock price
movements are of any value in predicting future stock price movements. This turns out to be
a surprisingly difficult question to answer clearly and without qualification.

In short, although some researchers have been able to show that future returns are partly
predictable by past returns, the predicted returns are not economically important, which
means that predictability is not sufficient to earn an excess return. In addition, trading costs
generally swamp attempts to build a profitable trading system on the basis of past returns.
Researchers have been unable to provide evidence of a superior trading strategy that uses
only past returns. That is, trading costs matter, and buy-and-hold strategies involving broad
market indexes are extremely difficult to outperform. (If you know how to outperform a
broad market index after accounting for trading costs, please share it with us.)

RANDOM WALKS AND STOCK PRICES

If you were to ask people you know whether stock market prices are predictable, many of
them would say yes. To their surprise, and perhaps yours, it is very difficult to predict stock
market prices. In fact, considerable research has shown that stock prices change through time
as if they are random. That is, stock price increases are about as likely as stock price decreases.
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random walk

No discernible pattern to the
path that a stock price follows
through time.
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When the path that a stock price follows shows no discernible pattern, then the stock’s price
behavior is largely consistent with the notion of a random walk. A random walk is related to
the weak-form version of the efficient market hypothesis because past knowledge of the stock
price is not useful in predicting future stock prices.

Figure 7.2 illustrates daily price changes for Intel stock from October 9, 2006, through
October 9, 2007. To qualify as a true random walk, Intel stock price changes would have to be
truly independent from day to day. In addition, the distribution of possible stock prices each day
must be the same. Even so, the graph of daily price changes for Intel stock is essentially what a
random walk looks like. It is certainly hard to see any pattern in the daily price changes of Intel.

HOW DOES NEW INFORMATION GET INTO
STOCK PRICES?

In its semistrong form, the efficient market hypothesis is the simple statement that stock
prices fully reflect publicly available information. Stock prices change when traders buy and
sell shares based on their view of the future prospects for the stock. The future prospects
for the stock are influenced by unexpected news announcements. Examples of unexpected
news announcements might include an increase or decrease in the dividend paid by a stock,
an increase or decrease in the forecast for future earnings, lawsuits over company practices,
or changes in the leadership team. As shown in Figure 7.3, prices could adjust to a positive
news announcement in three basic ways.

« Efficient market reaction: The price instantaneously adjusts to, and fully reflects, new
information. There is no tendency for subsequent increases or decreases to occur.

« Delayed reaction: The price partially adjusts to the new information, but days elapse
before the price completely reflects new information.

» Overreaction and correction: The price overadjusts to the new information; it
overshoots the appropriate new price but eventually falls to the new price.

EVENT STUDIES

On Friday, May 25, 2007, executives of Advanced Medical Optics, Inc. (EYE), recalled a contact
lens solution called Complete MoisturePlus Multi Purpose Solution. Advanced Medical Optics
took this voluntary action after the Centers for Disease Control and Prevention (CDC) found
a link between the solution and a rare cornea infection. The medical name for this infection is
acanthamoeba keratitis, or AK for short.
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FIGURE 7.3

event study

A research method designed to
help study the effects of news on
stock prices.

abnormal returns

The remaining return on a stock
after overall market returns have
been removed.
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About two out of every million contact lens users in the United States each year are afflicted
with AK. Although instances of AK are rare, AK is serious—this infection can lead to vision
loss, and sometimes it can lead to the need for a cornea transplant. The CDC determined that the
risk of developing AK is about seven times greater for consumers using the Complete Moisture-
Plus contact lens solution than for those consumers using other contact lens solutions.

Executives at Advanced Medical Optics chose to recall their product even though they
did not find evidence their manufacturing process introduced the parasite that can lead to
AK. Further, company officials believed that the occurrences of AK were most likely the
result of end users who failed to follow safe procedures when installing contact lenses.

Nevertheless, the recall was announced following the market close on Friday, May 25,
2007. Following the long weekend, EYE shares opened on Tuesday, May 29, 2007, at $34.37,
down $5.83 from the Friday close of $40.20. Figure 7.4 is a plot of the price per share of
Advanced Medical Optics (EYE) in the days surrounding this news announcement.

Researchers use a technique known as an event study to test the effects of news announce-
ments on stock prices. When researchers look for effects of news on stock prices, however,
they must make sure that overall market news is accounted for in their analysis. The reason
is simple. Suppose the whole market had fallen drastically on May 29, 2007. How would
researchers be able to separate the overall market decline from the isolated news concerning
Advanced Medical Optics?

To answer this question, researchers calculate abnormal returns. The equation to calcu-
late an abnormal return is simply:

Abnormal return = Observed return — Expected return (7.1)

The expected return can be calculated using a market index (like the NASDAQ 100 Index
or the S&P 500 Index) or by using a long-term average return on the stock. Researchers then
align the abnormal return on a stock to the days relative to the news announcement. Usually,
researchers assign the value of zero to the day a news announcement is made. One day after
the news announcement is assigned a value of +1, two days after the news announcement
is assigned a value of +2, and so on. Similarly, one day before the news announcement is
assigned the value of —1.

According to the efficient market hypothesis, the abnormal return today should relate
only to information released on that day. Any previously released information should have
no effect on abnormal returns because this information has been available to all traders.
Also, the return today cannot be influenced by information that traders do not yet know.
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To evaluate abnormal returns, researchers usually accumulate them over some period. Fig-
ure 7.5 is a plot of the cumulative abnormal returns for Advanced Medical Optics beginning
40 days before the announcement. The first cumulative abnormal return, or CAR, is just
equal to the abnormal return on day —40. The CAR on day —39 is the sum of the first two
abnormal returns, the CAR on day —38 is the sum of the first three, and so on. By examining
CARs, we can see if there was an over- or underreaction to an announcement.

As you can see in Figure 7.5, Advanced Medical’s cumulative abnormal return hovered
around zero before the announcement. After the news was released, there was a large, sharp
downward movement in the CAR. The stock price gyrated as additional news was released,
but the overall pattern of cumulative abnormal returns is essentially what the efficient market
hypothesis would predict. That is, there is a band of cumulative abnormal returns, a sharp
break in cumulative abnormal returns, and another band of cumulative abnormal returns.
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informed trader

An investor who makes a buy
or sell decision based on public
information and analysis.

material nonpublic
information

Private knowledge that can
substantially influence the share
price of a stock.

7.6a How is a random walk affiliated with the efficient market hypothesis?
7.6b What are the possible market price reactions to a news announcement?

7.6¢ How do researchers use event studies to examine the effects of news an-
nouncements on stock prices?

7.7 Informed Traders and Insider Trading

Recall that if a market is strong-form efficient, no information of any kind, public or private, is
useful in beating the market. However, inside information of many types clearly would enable
you to earn essentially unlimited returns. This fact generates an interesting question: Should
any of us be able to earn returns based on information that is not known to the public?

In the United States (and in many other countries, though not all), making profits on non-
public information is illegal. This ban is said to be necessary if investors are to have trust in
U.S. stock markets. The United States Securities and Exchange Commission (SEC) is charged
with enforcing laws concerning illegal trading activities. As a result, it is important for you to
be able to distinguish between informed trading, insider trading, and legal insider trading.

INFORMED TRADING

When an investor makes a decision to buy or sell a stock based on publicly available infor-
mation and analysis, this investor is said to be an informed trader. The information that an
informed trader possesses might come from reading The Wall Street Journal, reading quar-
terly reports issued by a company, gathering financial information from the Internet, talking
to other traders, or a host of other sources.

INSIDER TRADING

Some informed traders are also insider traders. When you hear the term insider trading, you
most likely think that such activity is illegal. However, as you will see at the end of this sec-
tion, not all insider trading is illegal.

WHO IS AN INSIDER? For the purposes of defining illegal insider trading, an insider is
someone who has material nonpublic infor mation. Such information is both not known to
the public and, if it were known, would impact the stock price. A person can be charged with
insider trading when he or she acts on such information in an attempt to make a profit.

Frequently, when an illegal insider trade occurs, there is a tipper and a tippee. The tipper
is the person who has, on purpose, divulged material nonpublic information. The tippee is
the person who has knowingly used such information in an attempt to make a profit. For
example, a tipper could be a CEO who spills some inside information to a friend who does
not work for the company. If the friend then knowingly uses this inside information to make
a trade, this tippee is guilty of insider trading.

Proving that a trader is a tippee is difficult for the SEC, because keeping track of insider
information flows and subsequent trades is difficult. For example, suppose a person makes a
trade based on the advice of a stockbroker. Even if the broker based this advice on material
nonpublic information, the trader might not have been aware of the broker’s knowledge. The
SEC must prove that the trader was, in fact, aware that the broker’s information was based
on material nonpublic information.

Sometimes, people accused of insider trading claim that they just “overheard” someone
talking. Suppose, for example, you are at a restaurant and overhear a conversation between
Bill Gates and his CFO concerning some potentially explosive news regarding Microsoft,
Inc. If you then go out and make a trade in an attempt to profit from what you overheard,
you would be violating the law (even though the information was “innocently obtained”).
When you take possession of material nonpublic information, you become an insider and are
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bound to obey insider trading laws. Note that in this case, Bill Gates and his CFO, although
careless, are not necessarily in violation of insider trading laws.

LEGAL INSIDER TRADING A company’s corporate insiders can make perfectly legal
trades in the stock of their company. To do so, they must comply with the reporting rules
made by the U.S. Securities and Exchange Commission. When they make a trade and
report it to the SEC, these trades are reported to the public. In addition, corporate insid-
ers must declare that trades that they made were based on public information about the
company, rather than “inside” information. Most public companies also have guidelines
that must be followed. For example, companies commonly allow insiders to trade only
during certain windows throughout the year, often sometime after earnings have been
announced.

IT'S NOT A GOOD THING: WHAT DID MARTHA DO? Martha Stewart became one
of America’s most successful entrepreneurs by telling people how to entertain, cook, and
decorate their homes. She built her superhomemaker personality into a far-flung interna-
tional enterprise. When her company went public in 1999, the initial public offering raised
$873 million. Today, Martha Stewart Living Omnimedia, Inc. (MSO), has a market capital-
ization of around $725 million and employs about 750 people (plus interns). Ms. Stewart
controls about 90 percent of the voting power of the shareholders.

Ms. Stewart was in the legal news because the U.S. Securities and Exchange Commis-
sion believed that Martha Stewart was told by her friend Sam Waksal, who founded a com-
pany called ImClone, that a cancer drug being developed by ImClone had been rejected by
the Food and Drug Administration. This development was bad news for ImClone. Martha
Stewart sold her 3,928 shares in ImClone on December 27, 2001. On that day, ImClone
traded below $60 per share, a level that Stewart claimed triggered an existing stop-loss order.
However, the SEC believed that Stewart illegally sold her shares because she had informa-
tion concerning FDA rejection before it became public.

The FDA rejection was announced after the market closed on Friday, December 28,
2001. This news was a huge blow to ImClone shares, which closed at about $46 per
share on the following Monday (the first trading day after the information became pub-
lic). Shares in ImClone subsequently fell to under $10 per share about six months later,
in mid-2002. Ironically, shares of ImClone rallied to sell for more than $80 per share in
mid-2004.

In June 2003, Stewart and her stockbroker, Peter Bacanovic, were indicted on nine fed-
eral counts. They both pleaded not guilty. Stewart’s trial began in January 2004. Just days
before the jury began to deliberate, however, Judge Miriam Cedarbaum dismissed the most
serious charge—securities fraud. Stewart, however, was convicted on all four counts of
obstructing justice and lying to investigators.

Judge Cedarbaum fined Stewart $30,000 and sentenced her to five months in prison, two
years of probation, and five months of home confinement after her release. The fine was the
maximum allowed under federal rules; the sentence was the minimum the judge could im-
pose. Peter Bacanovic, Stewart’s broker, was fined $4,000 and was sentenced to five months
in prison and two years of probation.

So, to summarize, Martha Stewart was accused, but not convicted, of insider trading. She
was accused, and convicted, of obstructing justice and misleading investigators. Although
her conviction bars her from taking on the duties of an executive officer, MSO still paid
Martha over $2 million in 2006 (base pay plus perks).

7.7a What makes a stock trader an informed trader?
7.7b What traders are considered to be insiders?

7.7c What is the difference between legal insider trading and illegal insider
trading?
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7.8 How Efficient Are Markets?

ARE FINANCIAL MARKETS EFFICIENT?

Financial markets are one of the most extensively documented human endeavors. Colossal
amounts of financial market data are collected and reported every day. These data, particu-
larly stock market data, have been exhaustively analyzed to test market efficiency.

You would think that with all this analysis going on, we would know whether markets are
efficient, but really we don’t. Instead, what we seem to have, at least in the minds of many
researchers, is a growing realization that beyond a point, we just can’t tell.

For example, it is not difficult to program a computer to test trading strategies that are
based solely on historic prices and volume figures. Many such strategies have been tested,
and the bulk of the evidence indicates that such strategies are not useful.

More generally, market efficiency is difficult to test for four basic reasons:

1. The risk-adjustment problem.

2. The relevant information problem.
3. The dumb luck problem.

4. The data snooping problem.

We briefly discuss each in turn.

The first issue, the risk-adjustment problem, is the easiest to understand. Earlier, we noted
that beating the market means consistently earning a positive excess return. To determine
whether an investment has a positive excess return, we have to adjust for its risk. As we dis-
cuss elsewhere in this book, the truth is that we are not even certain exactly what we mean by
risk, much less how to measure it precisely and then adjust for it. Thus, what appears to be a
positive excess return may just be the result of a faulty risk-adjustment procedure.

The second issue, the relevant information problem, is even more troublesome. Remem-
ber that the concept of market efficiency is meaningful only relative to some particular infor-
mation. As we look back in time and try to assess whether some particular market behavior
was inefficient, we have to recognize that we cannot possibly know all the information that
may have been underlying that market behavior.

For example, suppose we see that 10 years ago the price of a stock shot up by 100 percent
over a short period of time, and then subsequently collapsed. We dig through all the historical
information we can find, but we can find no reason for this behavior. What can we conclude?
Nothing, really. For all we know, an undocumented rumor existed of a takeover that never
materialized, and relative to this information, the price behavior was perfectly efficient.

In general, there is no way to tell whether we have all the relevant information. Without
all the relevant information, we cannot tell if some observed price behavior is inefficient.
Put differently, any price behavior, no matter how bizarre, might be efficient, and therefore
explainable, with respect to some information.

The third problem has to do with evaluating investors and money managers. One type of
evidence frequently cited to prove that markets can be beaten is the enviable track record
of certain legendary investors. For example, The Wall Street Journal article reproduced in
the nearby Investment Updates box gives some information on the track record of superstar
investor Warren Buffett.

A hidden argument in the Investment Updates box is that because some investors seem to
be able to beat the market, it must be the case that there are market inefficiencies. Is this cor-
rect? Maybe yes, maybe no. You may be familiar with the following expression: “If you put
an immortal monkey in front of a typewriter, this monkey will eventually produce Hamlet.”
In a similar manner, suppose we have thousands of monkeys who are tasked with picking
stocks for a portfolio. We would find that some of these monkeys would appear to be amaz-
ingly talented and rack up extraordinary gains. As you surely recognize, however, this is just
caused by random chance.

Similarly, if we track the performance of thousands of money managers over some period
of time, some managers will accumulate remarkable track records and a lot of publicity. Are
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WARREN BUFFETT, UNPLUGGED

Warren Buffett, the billionaire investor and insurance
executive, was in his office here this summer when he
received a faxed letter about a company he’'d never
heard of.

The letter was from an adviser to Forest River Inc., an
Elkhart, Ind., recreational vehicle maker. He proposed
that Mr. Buffett buy the company for $800 million.

Mr. Buffett liked what he saw: The company had a big
market share and little debt.

The next day, Mr. Buffett offered to buy Forest River
and to let its founder, Peter Liegl, continue running it. He
sealed the deal, at an undisclosed price, in a 20-minute
meeting one week later. As the meeting wrapped up,
Mr. Buffett told Mr. Liegl not to expect to hear from him
more than once a year. Says Mr. Liegl: “It was easier to
sell my business than to renew my driver’s license.”

Mr. Buffett says he knows an attractive acquisition
candidate when he sees it. “If | don’t know it in five to
10 minutes,” Mr. Buffett says, “then I'm not going to
know it in 10 weeks."”

Mr. Buffett, an Omaha native, learned about invest-
ing under the tutelage of the classic “value” investor
Benjamin Graham, who preached buying beaten-down
stocks with good underlying value. He became a broker
in 1951 at Buffett-Falk & Co., his father’s stock-brokerage
firm in Omaha, before going to work for Mr. Graham in
New York three years later. In 1965, Mr. Buffett bought
control of Berkshire, a foundering New Bedford, Mass.,
fabric mill. He soon purchased National Indemnity Cos.,
an Omabha insurer, which gave Berkshire $20 million of
assets.

Mr. Buffett calculates that since 1951, he has gener-
ated an average annual return of about 31%. The average
return for the Standard & Poor’s 500 over that period
is 11% a year. A $1,000 investment in Berkshire in 1965
would be worth about $5.5 million today. Over the past
decade, Berkshire shares have tripled in price, returning
twice as much, in percentage terms, as the S&P 500.

Mr. Buffett, with a personal net worth of $43 billion,
is the nation’s second-richest man, after Bill Gates. His
nearly 55-year record has brought him recognition as
one of the best investors ever, earned him fierce loyalty
from Berkshire shareholders, and inspired legions of
investors who attempt to ape his moves.

Though his empire has grown, Mr. Buffett says his rou-
tine has changed little over the years. He says he spends
the better part of most workdays thinking and reading.
He fields a handful of phone calls, and on most days, he
confers with the chiefs of a few Berkshire subsidiaries.
He seldom holds meetings. “There isn't much going on
here,” he says of his office on a typical day.

Around midday, a call came in from David Sokol, chief
executive of Berkshire's MidAmerican Energy subsidiary.
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Mr. Buffett put his hands behind his head and cradled
the phone against his shoulder, nodding when Mr. Sokol
told him that MidAmerican had received a government
approval for its pending acquisition of PacificCorp (a util-
ity) for $5.1 billion in cash, plus $4.3 billion of assumed
debt. Mr. Buffett, sipping a Coke from a Styrofoam cup,
soon ended the conversation.

Mr. Buffett tends to stick to investments for the long
haul, even when the going gets bumpy. Mr. Sokol recalls
bracing for an August 2004 meeting at which he planned
to break the news to Mr. Buffett that the lowa utility
needed to write off about $360 million for a soured zinc
project. Mr. Sokol says he was stunned by Mr. Buffett’s
response: “David, we all make mistakes.” Their meeting
lasted only 10 minutes.

“1 would have fired me if | was him,” Mr. Sokol says.

“1f you don’t make mistakes, you can’t make decisions,”
Mr. Buffett says. “You can’t dwell on them.”

Mr. Buffett has relied on gut instinct for decades to
run Berkshire Hathaway Inc. Watch him at work inside his
$136 billion investment behemoth, and what you see re-
sembles no other modern financial titan. He spends most
of his day alone in an office with no computer, no stock-
guote machine or stock-data terminal. He keeps a muted
television set tuned to CNBC, the financial-news network.
Although he occasionally carries a cell phone on the road,
he does not use one in Omaha. He keeps no calculator on
his desk, preferring to do most calculations in his head.
1 deplore false precision in math,” he says, explaining
that he does not need exact numbers for most investment
decisions. On the cabinet behind his desk are two black
phones with direct lines to his brokers on Wall Street.

On a recent Wednesday morning, Mr. Buffett had
barely settled into his seat when one of them rang. It was
John Freund, his longtime broker from Citigroup Inc.’s
investment-banking unit. Mr. Freund briefed Mr. Buffett
on a stock position he had been building for Berkshire.
“If we bought a couple million, that would be fine,”
Mr. Buffett said, giving Mr. Freund a parameter for how
many shares he wanted to buy that day. (Mr. Buffett
declines to identify the stock.)

By the end of the day, Mr. Buffett had bought
$140 million of the stock for Berkshire’s investment
portfolio—equal to the entire asset value of many mu-
tual funds.

Even with such heavy trading, Mr. Buffett’s desk isn't
littered with stock research. “I don’t use analysts or for-
tune tellers,” he says. “If | had to pick one, | don’t know
which it would be.”

Source: Susan Pulliam and Karen Richardson, The Wall Street Journal,
November 12, 2005. Reprinted by permission of Dow Jones & Company,
Inc. © 2005 Dow Jones & Company, Inc. All Rights Reserved Worldwide.
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they good or are they lucky? If we could track them for many decades, we might be able to
tell, but for the most part, money managers are not around long enough for us to accumu-
late sufficient data. We discuss the performance of money managers as a group later in the
chapter.

Our final problem has to do with what is known as “data snooping.” Instead of monkeys
at typewriters, think of what can happen if thousands of finance researchers with thousands
of computers are all studying the same data and are looking for inefficiencies. Apparent pat-
terns, or anomalies, will surely be found.

In fact, researchers have discovered extremely simple patterns that, at least historically,
have been both highly successful and very hard to explain. We discuss some of these later
in the chapter. These discoveries raise another problem: ghosts in the data. If we look long
enough and hard enough at any data, we are bound to find some apparent patterns by sheer
chance. But are these patterns real? Only time will tell.

Notwithstanding the four problems we have discussed, based on the last 20 to 30 years
of scientific research, three generalities about market efficiency seem in order. First, short-
term stock price and market movements appear to be very difficult, or even impossible,
to predict with any accuracy (at least with any objective method of which we are aware).
Second, the market reacts quickly and sharply to new (i.e., unanticipated) information, and
the vast majority of studies of the impact of new information find little or no evidence that
the market underreacts or overreacts to new information in a way that can be profitably
exploited. Third, if the stock market can be beaten, the way to do it is at least not obvious,
so the implication is that the market is not grossly inefficient.

SOME IMPLICATIONS OF MARKET EFFICIENCY

To the extent that you think a market is efficient, there are some important investment
implications. Going back to Chapter 2, we saw that the investment process can be viewed
as having two parts: asset allocation and security selection. Even if all markets are efficient,
asset allocation is still important because the way you divide your money among the various
types of investments will strongly influence your overall risk-return relation.

However, if markets are efficient, then security selection is less important, and you do not
have to worry too much about overpaying or underpaying for any particular security. In fact,
if markets are efficient, you would probably be better off just buying a large basket of stocks
and following a passive investment strategy. Your main goal would be to hold your costs to
a minimum while maintaining a broadly diversified portfolio. We discussed index funds,
which exist for just this purpose, in Chapter 4.

In broader terms, if markets are efficient, then little role exists for professional money
managers. You should not pay load fees to buy mutual fund shares, and you should shop for
low management fees. You should not work with full-service brokers, and so on.

If markets are efficient, there is one other thing that you should not do: You should not
try to time the market. Recall that market timing amounts to moving money in and out of the
market based on your expectations of future market direction. By trying to time the market,
all you will accomplish is to guarantee that you will, on average, underperform the market.

In fact, market efficiency aside, market timing is hard to recommend. Historically, most
of the gains earned in the stock market have tended to occur over relatively short periods
of time. If you miss even a single one of these short market runups, you will likely never
catch up. Put differently, successful market timing requires phenomenal accuracy to be of
any benefit, and anything less than that will, based on the historical record, result in under-
performing the market.

7.8a What are the four basic reasons market efficiency is difficult to test?
7.8b What are the implications to investors if markets are efficient?
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7.9 Market Efficiency and the Performance
of Professional Money Managers

Let’s have a stock market investment contest in which you are going to take on professional
money managers. Of course, the professional money managers have at their disposal their
skill, banks of computers, and scores of analysts to help pick their stocks. Does this sound
like an unfair match? Well, it is—you have a terrific advantage.

It’s true. You can become an expert investor by using the following investment strategy:
Hold a broad-based market index. One such index that you can easily buy is a mutual fund
called the Vanguard 500 Index Fund (there are other market index mutual funds, too). This
low-fee mutual find is designed to produce investment results that correspond to the price
and yield performance of the S&P 500 Index. The fund tracks the performance of the S&P
500 Index by investing its assets in the stocks that make up the S&P 500 Index. By the way,
this fund is popular—as of September 2007, the Vanguard 500 Index Fund was the second
largest stock mutual fund in the United States, with over $127 billion in assets.

As discussed in a previous chapter, a general equity mutual fund (GEF) is simply a pool
of money invested in stocks that is overseen by a professional money manager. The number
of GEFs has grown substantially during the past 20 years. Figure 7.6 shows the growth in the
number of GEFs from 1986 through 2006. The solid blue line shows the total number of funds
that have existed for at least one year, while the solid red line shows the number of funds that
have existed for at least 10 years. From Figure 7.6, you can see that it is difficult for profes-
sional money managers to keep their funds in existence for 10 years (if it were easy, there
would not be much difference between the solid blue line and the solid red line).

Figure 7.6 also shows the number of these funds that beat the performance of the Van-
guard 500 Index Fund. You can see that there is much more variation in the dashed blue line
than in the dashed red line. What this means is that in any given year, it is hard to predict
how many professional money managers will beat the Vanguard 500 Index Fund. But the
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low level and low variation of the dashed red line means that the percentage of professional
money managers who can beat the Vanguard 500 Index Fund over a 10-year investment
period is low and stable.

Figures 7.7 and 7.8 are bar charts that show the percentage of managed equity funds that
beat the Vanguard 500 Index Fund. Figure 7.7 uses return data for the previous year only,
while Figure 7.8 uses return data for the previous 10 years. As you can see from Figure 7.7,
in only 9 of the 21 years spanning 1986 through 2006 did more than half the professional
money managers beat the VVanguard 500 Index Fund. The performance is worse when it comes
to 10-year investment periods (1977-1986 through 1994-2006). As shown in Figure 7.8, in
only 2 of these 21 investment periods did more than half the professional money managers
beat the Vanguard 500 Index Fund.

Table 7.1 presents more evidence concerning the performance of professional money man-
agers. Using data from 1977 through 2006, we divide this time period into 1-year investment
periods, rolling 3-year investment periods, rolling 5-year investment periods, and rolling
10-year investment periods. Then, after we calculate the number of investment periods, we
ask two questions: (1) what percentage of the time did half the professionally managed funds
beat the Vanguard 500 Index Fund? and (2) what percentage of the time did three-fourths of
the professionally managed funds beat the Vanguard 500 Index Fund?

As you see in Table 7.1, the performance of professional money managers is generally
quite poor relative to the Vanguard 500 Index Fund. In addition, the performance of profes-
sional money managers declines the longer the investment period.

The figures and table in this section raise some difficult and uncomfortable questions for
security analysts and other investment professionals. If markets are inefficient, and tools like
fundamental analysis are valuable, why don’t mutual fund managers do better? Why can’t
mutual fund managers even beat a broad market index?

The performance of professional money managers is especially troublesome when we con-
sider the enormous resources at their disposal and the substantial survivorship bias that exists.
The survivorship bias comes into being because managers and funds that do especially poorly
disappear. If beating the market was possible, then this Darwinian process of elimination
should lead to a situation in which the survivors, as a group, are capable of doing so. The fact
that professional money managers seem to lack the ability to outperform a broad market index
is consistent with the notion that, overall, the equity market is efficient.
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The Performance of Professional Money Managers versus the
Vanguard 500 Index Fund
Length of Each Number of Number of Investment Number of Investment
Investment Investment Periods Half the Funds Periods Three-Fourths of
Period (Years) Span Periods Beat Vanguard Percent the Funds Beat Vanguard Percent
1 1977-2006 30 14 46.7% 2 6.7%
3 1979-2006 28 13 46.4 2 7.1
5 1981-2006 26 9 34.6 2 7.7
10 1986-2006 21 2 9.5 0 0.0

Source: Author calculations.

So if the market is this efficient, what is the role for portfolio managers? The role of a port-
folio manager in an efficient market is to build a portfolio to meet the specific needs of individ-
ual investors. You have learned that a basic principle of investing is to hold a well-diversified
portfolio. However, exactly which diversified portfolio is optimal varies by investor.

Some factors that influence portfolio choice include the investor’s age, tax bracket, risk
aversion, and even employer. Employer? Sure, suppose you work for Starbucks and part of
your compensation is stock options. Like many companies, Starbucks offers its employees
the opportunity to purchase company stock at less than market value. Of course, you would
take advantage of this opportunity. You can imagine that you could wind up with a lot of
Starbucks stock in your portfolio, which means you are not holding a diversified portfolio.
The role of your portfolio manager would be to help you add other assets to your portfolio
so that it is once again well diversified.

7.9a How well do professional money managers perform, on average, against a
broad market index?

T . . 5
CHECK THIS 7.9b What are the implications of this performance to investors?
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day-of-the-week effect
The tendency for Monday to have a
negative average return.

TABLE 7.2

7.10 Anomalies

In this section, we discuss some aspects of stock price behavior that are both baffling and
potentially hard to reconcile with market efficiency. Researchers call these market anoma-
lies. Keep three facts in mind as you read about market anomalies. First, anomalies are
generally “small,” in that they do not involve many dollars relative to the overall size of the
stock market. Second, many anomalies are fleeting and tend to disappear when discovered.
Finally, anomalies are not easily used as the basis for a trading strategy, because transaction
costs render many of them unprofitable.

THE DAY-OF-THE-WEEK EFFECT

In the stock market, which day of the week has, on average, the biggest return? The question
might strike you as silly; after all, what would make one day different from any other on
average? On further reflection, though, you might realize that one day is different: Monday.

When we calculate a daily return for the stock market, we take the percentage change
in closing prices from one trading day to the next. For every day except Monday this is a
24-hour period. However, because the markets are closed on the weekends, the average
return on Monday is based on the percentage change from Friday’s close to Monday’s close,
a 72-hour period. Thus, the average Monday return would be computed over a three-day
period, not just a one-day period. Therefore, because of this longer time period, we would
predict that Monday should have the highest return; in fact Monday’s average return should
be three times as large.

Given this reasoning, it may come as a surprise to you to learn that Monday has the lowest
average return. In fact, Monday is the only day with a negative average return. This is the
day-of-the-week effect. Table 7.2 shows the average return by day of the week for the S&P
500 for the period January 1950 through December 2006.

In the 57 years spanning 1950 to 2006, the negative return on Monday is significant, both
in a statistical sense and in an economic sense. This day-of-the-week effect appears not to
be a fluke; it exists in other markets, such as the bond market, and it exists in stock markets
outside the United States. It has defied explanation since it was first documented in the early
1980s. As you can see in Table 7.2, the effect is very strong in the 1950-1979 time period.
The effect is not apparent in the 1980-2006 time period.

Still, critics of the efficient markets hypothesis point to this strange return behavior as
evidence of market inefficiency. While this return behavior is odd, exploiting it presents a
problem. That is, how this return behavior can be used to earn a positive excess return is not
clear. This is especially true in the 1980-2006 time period (i.e., in the period following the
time when the effect was first documented). So whether this strange return behavior points
to inefficiency is hard to say.

THE AMAZING JANUARY EFFECT

We saw in Chapter 1 that returns from small-cap common stocks have significantly outdis-
tanced the returns from large-cap common stocks. Beginning in the early 1980s, researchers
reported that the difference was too large even to be explained by differences in risk. In other
words, small stocks appeared to earn positive excess returns.

Weekday
Time Period Monday Tuesday Wednesday Thursday Friday
1950-2006 —0.063% 0.030% 0.096% 0.043% 0.080%
1950-1979 —-0.137 0.001 0.094 0.061 0.115
1980-2006 0.020 0.062 0.099 0.024 0.042

Source: Author calculations.
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Further research found that, in fact, a substantial percentage of the return on small
stocks has historically occurred early in the month of January, particularly in the few days
surrounding the turn of the year. Even closer research documents that this peculiar phenom-
enon is more pronounced for stocks that have experienced significant declines in value, or
“losers.”

Thus, we have the famous “small-stock-in-January-especially-around-the-turn-of-the-
year-for-losers effect,” or SSIJEATTOTYFLE for short. For obvious reasons, this phenom-
enon is usually just dubbed the January effect. To give you an idea of how big this effect is,
we first plotted average returns by month going back to 1926 for large stocks in Figure 7.9A.
As shown, the average return per month has been just under 1 percent.

In Figure 7.9A, there is nothing remarkable about January; the largest average monthly
return for large stocks occurred in July (followed closely by December); the lowest in Sep-
tember. From a statistical standpoint, there is nothing too exceptional about these large stock
returns. After all, some month has to be the highest, and some month has to be the lowest.

Figure 7.9B, however, shows average returns by month for small stocks (notice the dif-
ference in vertical axis scaling between Figures 7.9A and 7.9B). The month of January
definitely jumps out. Over the 81 years covered, small stocks gained, on average, about
6.3 percent in the month of January alone! Comparing Figures 7.9A and 7.9B, we see, out-
side the month of January, small stocks have not done especially well relative to large stocks.
To a lesser exten