Chapter 18

Financing and Investing through Securities Markets

1

Distinguish between the primary market for securities and the secondary market.

2

Compare money market instruments, bonds, and common stock and explain why particular investors might prefer each type of security.

3

Identify the five basic objectives of investors and the types of securities most likely to help them reach each objective.

4

Explain the process of buying or selling a security listed on an organized securities exchange.

5

Describe the information included in stock, bond, and mutual fund quotations.

6

Explain the role of mutual funds in securities markets.

7

Evaluate the major features of regulations designed to protect investors.

Enron: A Lesson for Every Investor

An old investment adage warns not to put all your eggs in one basket. That’s because if you drop the basket, all the eggs will break. In investors’ terms, the warning might be translated to: “Diversify, diversify, diversify.” A wise investor makes sure his or her funds are spread across different types of investments, 

so if one investment fails, all the money is not lost. Investing retirement funds in the company you work for—through a 401(k) account, employee stock option plan, or similar instrument—seems a natural way to build loyalty and maintain a stake in the company’s success. After all, if you believe in your company, why not put your money where your mouth is? Why not enjoy the profits when your company does well?

Thousands of Enron employees could tell you why not. Several years ago, when the company reported more than $1 billion in losses, when its stock plummeted from over $90 to 26 cents per share, and when it finally filed for bankruptcy, these workers were not only out of jobs, but they were also out of their life savings. Roy Rinard, a 54-year-old utility worker employed by an Enron subsidiary, watched the value of his 401(k) retirement account—all invested in Enron stock—slide from $472,000 to less than $4,000. He could do nothing to stop the loss even as it was happening because company rules prohibited him from selling the stock. Rinard, just one of many employees in the same situation, will now have to work long past the time he had hoped to retire—and even then, most likely will not recover his losses. Meanwhile, top Enron executives—not forbidden to sell their stock—sold more than $1 billion in shares as the company came crashing down.

It’s no surprise that a consolidated class action suit was filed against Enron in the U.S. District Court of Houston—the location of Enron’s headquarters. Enron remained in the headlines for months as more and more evidence of unethical business activities, including its relationship with accounting firm Arthur Andersen, was uncovered. But our focus here is on understanding investment choices and learning some important lessons from the struggles of former Enron employees.

Employees should tie their retirement security to the performance of their own company only if they have access to all the information necessary to make an educated decision. In the case of Enron, top managers had much more information than did other workers, and they were not restricted from selling their shares. Also, it’s a mistake to equate loyalty with the amount of investment in company stock. An employee can be just as devoted to the success of a firm without sinking an entire life’s savings into a single stock. In fact, a congressional panel is examining proposals to limit the percentage of company stock permitted in an employee’s 401(k) account. Pending legislation in Congress would allow companies to provide investment advice to employees, or at least to pay for it from objective third parties. However, participating companies would need to be careful about potential conflicts of interest.

Currently, about 37 million American workers have 401(k) plans that they probably should be reviewing to see how much company stock they own and perhaps further diversify their holdings. A study conducted by the Employee Benefit Research Institute and the Investment Company Institute revealed that company stock represents nearly 33 percent of the assets in many of these employees’ stock portfolios, instead of the 5 percent that more careful advisors recommend. With numbers like that, if the company drops the egg basket, there’s going to be a real mess.1

Chapter Overview

The previous chapter discussed two sources of funds for long-term financial needs: debt capital and equity capital. Long-term debt capital takes the form of corporate bonds, U.S. government bonds, and municipal bonds. Equity capital consists of common and preferred stock—ownership shares in corporations. Stocks and bonds are commonly called securities because both represent obligations on the part of issuers and are purchased by investors seeking returns on the funds invested or loaned.

security stock, bond, or money market instrument that represents an obligation on the part of the issuer.


This chapter examines how securities are bought and sold in two markets—the primary market and the secondary market. The characteristics of stocks, bonds, and money market instruments (short-term debt securities), and how investors choose specific securities, are discussed. We also examine the role of organized securities exchanges in the financial sector and outline the information included in reports of securities transactions. Finally, we review the laws that regulate the securities markets and protect investors.

The Primary Market

In the primary market, firms and governments issue securities and sell them to the public. When a company needs capital to purchase inventory, expand a plant, make major investments, acquire another firm, or pursue other business goals, it may sell a bond or stock offering to the investing public. For example, General Electric periodically sells securities to raise funds to expand production facilities and make acquisitions. Similarly, when Michigan needs capital to build a new highway or a new community college, or to fulfill other public needs, its leaders may also decide to sell bonds.

primary market market where new security issues are first sold to investors; the issuer receives the proceeds from the sale.
They Said It

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 (1879–1935) American humorist
A stock offering gives investors the opportunity to purchase ownership shares in a firm like well-known drug maker Amgen and to participate in its future growth in exchange for providing current capital. When a company offers stock for sale to the general public for the first time, it is called an initial public offering (IPO). The number of IPO issues tends to fluctuate up and down depending on economic conditions and the overall level of the stock market. In recent years, the number of IPOs has declined dramatically in the face of a weak economy and a declining stock market.

Both profit-seeking corporations and government agencies also rely on primary markets to raise funds by issuing bonds. For example, the federal government sells Treasury bonds to finance part of federal outlays such as interest on outstanding federal debt. State and local governments, such as the Commonwealth of Massachusetts and the city of San Diego, sell bonds to finance capital projects such as the construction of sewer systems, community colleges, streets, and fire stations. Announcements of new stock and bond offerings appear daily in business publications such as The Wall Street Journal. These announcements are in the form of a simple black-and-white ad called a tombstone.
There are two ways in which securities are sold to the investment public: in open auctions and through investment bankers. Virtually all securities sold through open auctions consist of U.S. Treasury securities. A week prior to an upcoming auction, the Treasury announces the type and number of securities it will be auctioning. Treasury bills are auctioned weekly, whereas longer-term Treasury securities are auctioned once a month or once a quarter. Prospective buyers submit competitive bids to the Treasury specifying how much they wish to purchase and the price they are willing to pay. The higher the price specified, the lower the return to the investor, and the lower the cost to the Treasury. In a typical auction, the Treasury accepts about half of the bids submitted. Competitive bids are submitted by large investment firms. Small individual investors may submit so-called noncompetitive bids to the Treasury. In it, the investor simply specifies the amount he or she wishes to purchase. The Treasury accepts all noncompetitive bids, and the investor pays the average price charged on accepted competitive bids.

The IPOs of most corporate and municipal securities are sold through financial specialists called investment bankers. Lehman Brothers, CS First Boston, and UBS Warburg are examples of well-known investment banking firms. An investment banker is a financial intermediary that purchases the issue from the firm or government and then resells the issue to investors. This process is known as underwriting.
Investment bankers underwrite stock and bond issues at a discount, meaning that they pay the issuing firm or government less than the price the firm charges investors. This discount is compensation for services rendered, including the risk investment bankers incur whenever they underwrite a new security issue. Although the size of the discount is often negotiable, it usually ranges between 4 and 8 percent of the public offering price. The size of the underwriting discount is generally higher for stock issues than it is for bond issues. For instance, when discount airline JetBlue went public, the investment bankers paid the airline $25.11 per share while charging investors $27 per share.

Corporations and federal, state, and local governments are willing to pay for the services provided by investment bankers because they are financial market experts. In addition to locating buyers for the issue, the underwriter typically advises the issuer on such details as the general characteristics of the issue, its pricing, and the timing of the offering. Typically, several investment banking firms participate in the underwriting process. The issuer selects a lead, or primary, firm, which in turn forms a syndicate consisting of other investment banking firms. Each member of the syndicate purchases a portion of the security issue, which it resells to investors.

1. What is an IPO?

2. What functions do investment bankers perform?

Investors often turn to professional firms for financial planning and investment advice. Lincoln Financial Group, which has been in business for nearly a century, offers a range of plans, funds, and services to help clients balance and diversify their portfolios.
The Secondary Market

Media reports of stock and bond trading are most likely to refer to trading in the secondary market, a collection of financial markets where previously issued securities are traded among investors. The corporations or governments that originally issued the securities being traded are not directly involved in the secondary market. They neither make any payments when securities are sold nor receive any of the proceeds when securities are purchased. The NYSE and NASDAQ Stock Market are both secondary markets. In terms of the dollar value of securities bought and sold, the secondary market is four times larger than the primary market. During a typical trading day, tens of billions of dollars’ worth of stock changes hands on the NYSE alone. The various elements of the secondary market are discussed later in the chapter.

secondary market financial markets where previously issued securities are traded among investors.
Securities

Securities can be classified into three categories: money market instruments, bonds, and stock. Money market instruments and bonds are both debt securities, and stocks are units of ownership in corporations like Abbott Labs, General Electric, Boeing, and PepsiCo.

Money Market Instruments

Money market instruments are short-term debt securities issued by corporations, financial institutions such as banks, and governments. By definition, all money market instruments mature within one year from the date of issue. Investors are paid interest by the issuer for the use of their funds. Money market instruments are generally low-risk securities and are purchased by investors when they have surplus cash. As was noted in Chapter 17, financial managers often choose to invest surplus cash in money market instruments because they are low risk and are easily convertible into cash. For example, drug maker Merck has more than $1.5 billion invested in money market instruments. Examples of money market instruments include U.S. Treasury bills, commercial paper, repurchase agreements, and bank certificates of deposit. These securities were described in the prior chapter.

1. Give two examples of secondary markets.

2. Compare the sizes of the primary and secondary markets in terms of total dollar values.
money market instruments short-term debt securities issued by corporations, financial institutions such as banks, and governments.
Bonds

Bondholders are creditors of a corporation. By selling bonds, a firm obtains long-term debt capital. Federal, state, and local governments also acquire funds in this way. Bonds are issued in various denominations (face values), usually between $1,000 and $25,000. Each issue indicates a rate of interest to be paid to the bondholder—stated as a percentage of the bond’s face value—as well as a maturity date on which the bondholder is paid the bond’s face value. Because bondholders are creditors, they have a claim on the firm’s assets that must be satisfied before any claims of stockholders in the event of the firm’s dissolution or bankruptcy. For instance, when US Airways came out of Chapter 11 bankruptcy, stockholders received virtually nothing. On the other hand, bondholders and other creditors received at least part of the amount they were owed.2
Types of Bonds

A prospective bond investor can choose among a variety of bonds. Major types of bonds are summarized in Figure 18.1. A secured bond is backed by a specific pledge of company assets. For example, mortgage bonds are backed by real property owned by the firm, such as machinery or office furniture, and collateral trust bonds are backed by stocks and bonds of other companies owned by the firm. In the event of default, bondholders may receive the proceeds from selling these assets.

secured bond bond backed by specific pledge of a company’s assets.
FIGURE 18.1

Types of Bonds and the Significant Features of Each
Because bond purchasers want to balance their financial returns with their risks, bonds backed by pledges of specific assets are less risky than those without such collateral. Consequently, a firm can issue secured bonds at lower interest rates than it would have to pay for comparable unsecured bonds. However, many firms do issue unsecured bonds, called debentures. These bonds are backed only by the financial reputation and promises of the issuing corporation.

debenture bond backed by the reputation of the issuer rather than by a specific pledge of a company’s assets.
Government bonds are issued by the U.S. Treasury. Because government bonds are backed by the full faith and credit of the U.S. government, they are considered the least risky of all bonds. Municipal bonds are issued by state or local governments. There are two types of municipal bonds. A revenue bond is a bond issue whose proceeds are used to pay for a project that will produce revenue—such as a toll road or bridge. The Oklahoma Turnpike Authority has issued such bonds. A general obligation bond is a bond whose proceeds are used to pay for a project that will not produce any revenue—such as a new state police post. General obligation bonds can be sold only by states like Oregon or local governmental units like Toledo, Ohio, or Bergen County, New Jersey, that have the power to levy taxes. An important feature of municipal bonds is the exemption of interest payments from federal income tax. Moreover, investors who purchase municipal bonds issued in their state of residence do not have to pay any state income tax on the interest received. Because of this attractive feature, municipal bonds generally carry lower interest rates than either corporate or government bonds.

Quality Ratings for Bonds

Two factors determine the price of a bond: its risk and its interest rate. Bonds vary considerably in terms of risk. One tool used by bond investors to assess the risk of a bond is its so-called bond rating. Two investment firms—Standard & Poor’s (S&P) and Moody’s—rate corporate and municipal bonds. The bonds with the least amount of risk are assigned a rating of either AAA (S&P) or Aaa (Moody’s). The ratings descend as risk increases. Table 18.1 lists the S&P and Moody’s bond ratings. Bonds with ratings below BBB (S&P) or Baa (Moody’s) are classified as speculative, often called high-yield or junk bonds. Junk bonds attract investors by offering high interest rates in exchange for greater risk. Historically, junk bonds have paid around 5.5 percent higher annual interest rates than bonds issued by the U.S. government.

Table 18.1  Moody’s and Standard & Poor’s Bond Ratings
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The second factor affecting the price of a bond is its interest rate. Other things being equal, the higher the interest rate, the higher the price of a bond. However, everything else usually is not equal; the bonds may not be equally risky, or one may have a longer maturity. Investors must evaluate the trade-offs involved.

Another important influence on bond prices is the market interest rate. Because bonds pay fixed rates of interest, as market interest rates rise, bond prices fall, and vice versa. For instance, when interest rates on 10-year U.S. government bonds fell a few years ago, the prices of these bonds rose by over 20 percent.

Retiring Bonds

Because bonds in an issue mature on a specific date, borrowers such as Bed Bath & Beyond or Harris County, Texas, must have the necessary funds available to repay the principal at that time. In some instances, this can create a cash flow problem. To ease the repayment problem, some borrowers issue serial bonds. A serial bond issue consists of bonds that mature on different dates. For example, assume a corporation issues $20 million in serial bonds for a 30-year period. None of the bonds mature during the first 20 years. However, beginning in the 21st year, $2 million in bonds mature each year until all the bonds are repaid at the end of the 30 years.

A variation of the concept of serial bonds is the sinking-fund bond, or prerefunded bond. Under this arrangement, an issuer like Duke Energy makes annual deposits to accumulate funds for use in redeeming the bonds when they mature. These deposits are made to the bond’s trustee—usually a large bank—that is responsible for representing bondholders. The deposits must be large enough that their total, plus accrued interest, will be sufficient to redeem the bonds at maturity.

Most corporate and municipal bonds, and some government bonds, are callable. A call provision allows the issuer to redeem the bond prior to its maturity at a prespecified price. Not surprisingly, issuers tend to call bonds when market interest rates are declining or low by historical standards. For example, suppose York County, Pennsylvania, had $50 million in bonds outstanding with a 5.5 percent annual interest rate. If interest rates decline to 3 percent, it may decide to call the 5.5 percent bonds, repaying the principal from the proceeds of newly issued 3 percent bonds. Calling the 5.5 percent bonds and issuing 3 percent bonds will save the county $1.25 million a year in interest payments. The savings in annual interest expense should more than offset the cost of retiring the old bonds and issuing new ones.

Stock

The basic form of corporate ownership is embodied in common stock. Purchasers of common stock are the true owners of a corporation. Holders of common stock vote on major company decisions, such as purchasing another company or electing a board of directors. In return for the money they invest, they expect to receive payments in the form of cash dividends. Dividends vary considerably from stock to stock. 3M, for instance, pays an annual dividend of $2.64 per share. By contrast, Microsoft’s annual dividend is only 8 cents per share. Investors also hope to benefit from capital gains resulting from increases in the value of their stock holdings.

common stock share of ownership in a company.
Common stockholders benefit from company success, and they risk the loss of their investments if the company fails. If a firm dissolves, claims of creditors must be satisfied before stockholders will receive anything. Because creditors have a senior claim to assets, holders of common stock are said to have a residual claim on company assets.

Sometimes confusion arises over the difference between book value and market value. Book value is determined by subtracting the company’s liabilities from its assets. When this net figure is divided by the number of shares of common stock outstanding, the book value of each share is known.

The market value of a stock is the price at which the stock is currently selling. It is easily found by referring to the financial section of daily newspapers or on the Internet and may be more, or less, than the book value. Recently, for instance, ExxonMobil’s market price was around three times its book value. What determines market value, however, is more complicated. Although many variables cause stock prices to fluctuate up and down in the short term, in the long run, stock prices tend to follow a company’s profits. For instance, over the last 20 years, both the profits and stock price of Johnson & Johnson have increased by more than fivefold.

They Said It

Spend at least as much time researching a stock as you would choosing a refrigerator.

—Peter Lynch (b. 1944) American investment guru and vice chairman, Fidelity Investments
Preferred Stock  In addition to common stock, a few companies also issue preferred stock—stock whose holders receive preference in the payment of dividends. AEP is such a firm. Also, if a company is dissolved, holders of preferred stock have claims on the firm’s assets that are ahead of the claims of common stockholders. On the other hand, preferred stockholders rarely have any voting rights, and the dividend they are paid is fixed, regardless of how profitable the firm becomes. Therefore, although preferred stock is legally equity, many investors consider it to be more like a bond than common stock.

preferred stock stock whose holders receive preference in the payment of dividends.
Convertible Securities  Companies may issue bonds or preferred stock that contains a conversion feature. This feature gives the bondholder or preferred stockholder the right to exchange the bond or preferred stock for a fixed number of shares of common stock. For example, Lowe’s has a convertible bond outstanding that its holder can exchange for 16.5 shares of Lowe’s common stock. The value of the conversion feature depends on the price of Lowe’s common stock. If the stock is selling for $50 per share, then the conversion feature is worth $825. Convertible bonds pay lower interest rates than those lacking conversion features, helping reduce the interest expense of the issuing firms. Investors are willing to accept these lower interest rates, since they value the potential for additional gains if the price of the firm’s stock increases.

1. Who are bondholders?

2. Which factors determine the price of a bond?

3. What is the difference between book value and market value of a stock?

They Said It

There are two times in a man’s life when he should not speculate: when he can’t afford it and when he can.

—Mark Twain (1835–1910) American author and humorist
Securities Purchasers

Two general types of investors buy securities: institutions and individuals. An institutional investor is an organization that invests its own funds or those it holds in trust for others. Institutional investors include insurance companies like New York Life, pension funds like the Retirement Systems of Alabama, T. Rowe Price mutual funds, and not-for-profit organizations such as the American Cancer Society. Many institutional investors are huge. As noted in the previous chapter, pension funds have almost $7 trillion in assets, and the total assets of life insurance companies exceed $3 trillion.3
Institutional investors buy and sell large quantities of securities, often in blocks of 10,000 or more shares per transaction. Such block trading represents about half of the total daily volume on the major securities exchanges.4 By some estimates, institutional investors make up around half of the typical company’s shareholders. For some stocks, institutional ownership is even more significant. For instance, over 73 percent of 3M’s shares are owned by institutional investors.

Despite the importance of institutional investors, however, individual investors still play a vital role. Well over half of all American households now own stocks, either directly or by investing in stock mutual funds, as described in the Best Business Practices box. In contrast, 30 years ago, less than one-third of American households owned any stocks at all.5

Best Business Practices

Raymond James: From Wall Street to Main Street

Ten years ago, less than 5 percent of [Americans] owned stocks,” says a Federal Reserve Bank economist. “Now it’s more like 50 percent.” This also means that millions of Americans lost as much as 70 percent of their investments during the recession of the early 21st century. “Every one of my clients lost money,” says one broker. “I’ve had people cry.”


Despite the fact that Wall Street is sometimes a rocky road for many investors, Raymond James Financial, a $1.7 billion retail brokerage, has managed to provide consumer financial planning services for smaller clients, including buying and selling securities, advising on how to save for college, and choosing the right insurance at the right stage of life. Raymond James’s 4,700 sales reps in 2,100 locations nationwide cater to middle-class investors who don’t want to take risks with their money—many simply can’t afford to. Personal attention may include driving an hour to a client’s home to close a deal worth $5,000. It means finding out about the way clients live their lives instead of just crunching the numbers. “By the time I left [one client’s home],” says a Raymond James broker, “I knew her dog’s name, what her hobbies were, and when her husband died.”


Even as other companies tout the advantages of trading online, Raymond James believes that personal interaction is the best way to build a long-term relationship. “We don’t have a direct-access business,” explains company president Chet Helck. “You can’t open an account without going through someone who is registered to us or an RIA.” By registering with a Raymond James financial advisor, clients get the financial planning help they need, which is particularly attractive during uncertain economic times.


Raymond James emphasizes education for its advisors and offers a number of programs tailored to different investment areas. For instance, the trust division offers the Raymond James Trust School, where advisors can learn the fundamentals of trusts and estate planning. Advisors who want to further their training may attend the Advanced Trust Institute, which is held once a year in conjunction with the company’s national conference. “We’re taking the approach that education of financial advisors is key,” says David Ness, president of the Raymond James Trust Company.


Regardless of which stage of the business cycle the U.S. economy is in at any given time, Raymond James insists on providing service to its clients. “Our culture is called ‘service first,’” comments marketing executive Larry Silver. That includes everyone along Main Street.

Questions for Critical Thinking

1.
What role do you see financial advisors like those at Raymond James playing in maintaining consumer confidence in the stock market over the next five years?

2.
What other profitable financial services do you think Raymond James could offer?

Sources: Company Web site, http://www.raymondjames.com, accessed May 6, 2003; William Glasgall, “The Human Touch,” Investment Advisor, March 2003, http://www.investmentadvisor.com; Brett Nelson, “What Others Are Saying about Raymond James,” Forbes, February 4, 2002, http://www.forbes.com.
Investment Motivations

Why do individuals and institutions invest? What are their motivations for investing? In general, individuals and institutions have five primary motivations for investing: growth in capital, stability of principal, liquidity, current income, and growth in income. All investors must rank each motivation in terms of importance, and all investments involve trade-offs. For example, an investment that has the potential for substantial growth in capital may provide no current income. By contrast, an investment that has very stable principal may have little potential for capital growth. The bottom line is this: Some investments are more appropriate for certain investors than for others. Table 18.2 provides a useful guide for evaluating money market instruments, bonds, and stocks.

Table 18.2  Primary Investment Objectives by Type of Security


Type of Security


Money Market Investment Objective
Instruments
Bonds
Common Stock

Potential growth in capital
None
Little or none
Highest

Stability of principal
Highest
Good
Lowest

Liquidity
Highest
Good
Lowest

Current income
Variable
Highest
Good

Growth in income
Variable
Lowest
Highest
Growth in Capital  When it comes to potential growth in capital over time, especially over long periods of time, common stocks are the clear winner. For example, over a recent 25-year period, $1,000 invested in common stocks would have grown to over $24,000. A similar investment in bonds, made during the same period, would have grown to only a little over $8,700. This is not to imply, however, that the prices of all common stocks go up all the time, nor do they go up by the same amount. There is considerable variation in the performance of stocks. For instance, over the past decade, $10,000 invested in Procter & Gamble’s common stock would have grown to over $42,000. Yet a $10,000 investment in The Coca-Cola Company’s common stock would have grown to only $24,000 over the same period.

Stability of Principal  Treasury bills and other money market instruments are the clear winner when it comes to stability of principal. The odds that the price of a money market investment will fall below the price the investor originally paid are virtually zero. Furthermore, when an investor buys a Treasury bill or other money market instrument, the investor can be pretty sure the original investment will be returned. With stocks, there is no such guarantee.

Liquidity  Because the prices of stocks, and to a lesser extent bonds, can vary widely, investors cannot count on making profits whenever they decide or need to sell. Liquidity is a measure of the speed at which assets can be converted into cash. Since money market instruments such as a CD issued by Bank of America have short maturities and stable prices, they offer investors the highest amount of liquidity.

Current Income  Historically, bonds have provided the highest current income of any security. Interest rates on bonds are usually higher than money market interest rates or the dividends paid on common stocks. For instance, Lockheed Martin has a bond outstanding that yields around 4.1 percent. By contrast, the stock pays a dividend of only 1.1 percent. In addition, money market interest rates vary up and down while the interest rate on a bond remains constant. Traditionally, investors looking for high current income have invested a large portion of their funds in bonds.

Growth in Income  When you buy a bond, the interest you receive is fixed for the life of the bond. Interest rates on money market instruments can increase over time, but they can decrease as well. On the other hand, common stock dividends have historically risen at a rate that exceeds the rate of inflation. Over the past 20 years, for instance, Johnson & Johnson’s common stock dividend has risen at an average annual rate of around 12 percent. There is, however, no guarantee that a company’s common stock dividend will always increase. Several well-known companies, such as AT&T and Ford, have recently cut their common stock dividends.

1. Who buys securities?

2. Name the two types of investment return.
Taxes and Investing

Taxes affect investment decisions, though more so for some investors than others. Investment returns come in two forms: income (bond interest and stock dividends) and realized capital gains (selling a security for more than its purchase price). These investment returns may or may not be taxable. Many institutional investors, such as pension funds, pay no taxes on investment returns. Individual investors, on the other hand, may owe taxes on investment returns resulting from either income or realized capital gains.

Securities Exchanges

Stocks and bonds are traded in centralized marketplaces called securities exchanges. Most of the largest and best-known securities exchanges are commonly called stock exchanges, or stock markets, since the vast majority of securities traded are common stock issues. Stock exchanges are secondary markets. The securities have already been issued by firms, which received proceeds from the issue when it was sold in the primary market. Sales in a securities exchange occur between individual and institutional investors.

stock exchange centralized marketplace where primarily common stocks are traded.
Stock exchanges exist throughout the world, and most countries today have at least one stock market. The two largest stock exchanges—measured by the value of securities traded—are the New York Stock Exchange and the NASDAQ Stock Market. Other large stock markets are located in London, Tokyo, Paris, and Frankfurt.

They Said It

Nothing tells in the long run like a good judgment, and no sound judgment can remain with the man whose mind is disturbed by the mercurial changes of the stock exchange. It places him under an influence akin to intoxication. What is not, he sees, and what he sees, is not.

—Andrew Carnegie (1835–1919) American industrialist and philanthropist
The New York Stock Exchange

The New York Stock Exchange—sometimes referred to as the Big Board—is the largest and most famous stock market in the world. It is also one of the oldest, having been founded in 1792. Today, more than 3,000 common and preferred stock issues are traded on the NYSE. These stocks represent most of the largest, best-known companies in the U.S., with a total market value in excess of $10 trillion. For a company’s stock to be traded on the NYSE, the firm must apply to the exchange for listing. Corporate bonds are also traded on the NYSE, but bond trading makes up less than 1 percent of the total value of securities traded there during a typical year.

Trading on the NYSE takes place face-to-face on a trading floor. Buy and sell orders are transmitted to 1 of 42 posts—each stock is assigned a post—on the floor of the exchange. Buyers and sellers then bid against one another in an open auction. Only investment firms that are members of the NYSE are allowed to trade, meaning that the firm owns at least 1 of 1,366 “seats.” Seats are occasionally bought and sold. Currently, the asking price for an NYSE seat is around $2 million.6

The New York Stock Exchange is the largest and most famous stock market in the world. Firms apply to be listed on its exchange and must meet high standards to do so.
Each NYSE stock is assigned to 1 of 42 specialist firms. Specialists are unique investment firms that are responsible for maintaining an orderly and liquid market in the stocks assigned to them. Specialists must be willing to buy when there are no other buyers and sell when there are no other sellers. Specialists also act as auctioneers and catalysts, bringing buyers and sellers together.

A number of observers portray the NYSE and its trading practices as somewhat old-fashioned, especially in this high-tech age. Even though the NYSE still retains a trading floor, the exchange has become highly automated in recent years. Its computer systems automatically match and route most orders, which are typically filled in a few seconds. In recent years, the NYSE has also moved aggressively to attract more firms and showcase its technological advances.

The terrorist attacks of September 11 challenged the NYSE technology. Located only a few blocks from the site of the Twin Towers, the NYSE was closed almost immediately after the attacks. It remained closed for the rest of the week as telephone, computer, and transportation systems were repaired. The exchange reopened on Monday, September 17. Trading was orderly, despite a big drop in stock prices, and trading volume soon returned to pre-9/11 levels.

The NASDAQ Stock Market

The world’s second-largest stock market is the NASDAQ Stock Market. It is a very different market from the NYSE. NASDAQ—which stands for National Association of Securities Dealers Automated Quotation system—is a computerized communications network that links member investment firms. It is the world’s largest intranet.7 All trading on NASDAQ takes place through its intranet rather than on a trading floor. Buy and sell orders are entered into the network and executed electronically. All NASDAQ-listed stocks have two or more market makers—investment firms that perform essentially the same functions as NYSE specialists.

Around 4,000 companies have their stocks listed on NASDAQ. Compared with firms listed on the NYSE, NASDAQ-listed corporations tend to be smaller, less known firms. Some are relatively new businesses and cannot meet NYSE listing requirements. It is not uncommon for firms eventually to move the trading of their stocks from NASDAQ to the NYSE. Some recent examples include AirTran Holdings, E*Trade Financial, and Network Associates. However, there are dozens of companies currently trading on NASDAQ—such as Amgen, Cisco Systems, Dell, Intel, and Microsoft—that would easily meet NYSE listing requirements. For a variety of reasons, these firms have decided to remain on NASDAQ for the time being.

Cincinnati-based Fifth Third Bank is listed on the NASDAQ exchange, which is composed of a wide range of firms. The company has approximately $84 billion in assets, was recently ranked the No. 1 financial institution on the NASDAQ based on market value, and is recognized as an industry leader.
Other U.S. Stock Markets

In addition to the NYSE and NASDAQ Stock Market, there are several other stock markets in the U.S. The American Stock Exchange, or AMEX, is also located in New York. It focuses on the stocks of smaller firms as well as other financial instruments, such as options—instruments that give an investor the right to buy or sell stock at a fixed price for a fixed period of time. In comparison to the NYSE or NASDAQ, the AMEX is tiny. Daily trading volume is only around 25 million shares compared with the 1 billion- plus shares on each of the larger two exchanges.

Several regional stock exchanges also operate throughout the U.S. These include the Chicago, Pacific (San Francisco), Boston, Cincinnati, and Philadelphia stock exchanges. Originally established to trade the shares of small regional companies, the regional exchanges now list securities of many large corporations as well. In fact, over half the companies listed on the NYSE are also listed on one or more regional exchanges. The largest regional exchange, the Chicago, handles around 10 percent of all trades in NYSE-listed stocks.8 It closes 30 minutes after the NYSE closes, giving investors a chance to take advantage of late-breaking news.

Foreign Stock Markets

As noted earlier, stock markets exist throughout the world. Virtually all developed, and many developing, countries have stock exchanges. Examples include Mumbai (Bombay), Helsinki, Hong Kong, Mexico City, Paris, and Toronto. One of the largest stock exchanges outside the U.S. is the London Stock Exchange. Founded in the early 17th century, the London Stock Exchange lists almost 3,000 stock and bond issues, more than 500 of which are shares of companies located outside the UK and Ireland. Trading on the London Stock Exchange takes place using a NASDAQ-type computerized communications network.

The London Stock Exchange is very much an international market. Around two-thirds of all cross-border trading in the world (for example, the trading of stocks of U.S. companies outside the U.S.) takes place in London. It is not uncommon for institutional investors in the U.S. to trade NYSE- or NASDAQ-listed stocks in London. These investors claim they often get better prices and faster order execution in London than they do in the U.S.

Direct Trading and ECNs

For years, a so-called fourth market has existed. The fourth market is the direct trading of exchange-listed stocks off the floor of the exchange, in the case of NYSE-listed stocks, or outside the network, in the case of NASDAQ-listed stocks. For the most part, trading in the fourth market was limited to institutional investors buying or selling large blocks of stock.

Now the fourth market has begun to open up to smaller, individual investors. Electronic Communications Networks (ECNs), such as Instinet—described in the Hits and Misses box—are part of the fourth market. Buyers and sellers meet in a virtual stock market where they trade directly with one another. No specialist or market maker is involved.

Hits & Misses

Investing in the Virtual Stock Market

Despite the ups and downs of Wall Street, technological innovations continue to change the way Americans invest. One innovation that has taken hold is online securities trading through electronic communication networks (ECNs). ECNs allow investors to buy or sell stocks directly with one another over the Internet. When a trade is executed on a traditional stock exchange, such as the New York Stock Exchange (NYSE) or NASDAQ, the order usually goes through an intermediary whose task is to bring together buyers and sellers at an agreed market price. But on an ECN, buyers and sellers trade directly.


One such ECN is Instinet, which recently acquired Island.com, previously a giant in the ECN world. During one 12-month period, Island.com traded over 53 billion shares worth a total of $3 trillion. Naturally, traditional stock exchanges view ECNs and their accompanying innovations as a competitive threat. In fact, ECNs have chipped away at the market shares of traditional stock exchanges for the past several years. NASDAQ has struck back with SuperMontage, a system that brings together and displays the five best bids for each stock that NASDAQ trades. “Our new trading platform, SuperMontage, illustrates how NASDAQ technology can offer trading opportunities more efficiently, quickly, and transparently to investors,” explains Wick Simmons, chairman and CEO of NASDAQ. “It offers the most comprehensive picture of any market ever for all market participants.”


Instinet is not fazed. The company now plans to roll out a new electronic device that represents a customer’s order in the market and in the electronic marketplace at the same time. “It allows us to automatically place a certain number of shares down on the floor and constantly replenish that slice of the customer’s order, while at the same time, we expose that order to the electronic upstairs marketplace,” notes Ed Nicoli, CEO of Instinet.


Some industry analysts praise Instinet’s new technology. “This is a great way to have your order in two places without risking overexposure,” says Mirada Mizen, a senior analyst with TowerGroup. “This is a way of dual peddling in several places. You maximize the chance of execution, but you’re not overexposed and you won’t overtrade.” Others are more hesitant to predict Instinet’s long-term success at taking market share away from the larger stock exchanges like NASDAQ and NYSE. “The NYSE has managed to hang on to much of their market share, where close to 80 percent of their share volume occurs on the floor,” explains Sang Lee of Celent Communications. Despite its skeptics, however, Instinet is bullish on ECN trading, and it will continue to lock horns with any competitors in its way.

Questions for Critical Thinking

1.
Describe the advantages and disadvantages of online trading in general.

2.
Do you think ECNs will ultimately succeed in changing the way people buy and sell stocks? Why or why not?

Sources: Instinet Web site, http://www.instinet.com, accessed May 6, 2003; Ivy Schmerken, “Instinet Sharpens Tool to Slice into NYSE Market Share,” Wall Street & Technology Online, May 1, 2003, http://www.wallstreetandtech .com; “All NASDAQ Securities Now Trade on SuperMontage,” press release, December 2, 2002, http://www.nasdaqnews.com; Robert Sales, “SuperMontage Showdown: ECNs Are Ready for a Row with NASDAQ,” Wall Street & Technology Online, June 18, 2002, http://www.wallstreetandtech.com.

1. What is a stock exchange?

2. Name some of the foreign stock exchanges.
Buying and Selling Securities

Unless an investor is a member of one of the stock exchanges, the investor must use the services of a brokerage firm that is a member of one or more stock exchanges. A brokerage firm is a financial intermediary that buys and sells securities for individual and institutional investors. Examples include A. G. Edwards, Edward Jones, Quick and Reilly, and Salomon Smith Barney. Choosing a brokerage firm, and a specific stockbroker, is one of the most important decisions investors make.

brokerage firm financial intermediary that buys and sells securities for individual and institutional investors.
Placing an Order

An investor who wants to purchase shares of a stock would typically initiate the transaction by contacting his or her brokerage firm. The firm would transmit the order to the appropriate market, complete the transaction, and confirm the transaction with the investor—all within a few minutes.

An investor’s request to buy or sell stock at the current market price is called a market order. A market order instructs the brokerage firm such as Charles Schwab to obtain the highest price possible—if the investor is selling—or the lowest price possible—if the investor is buying. By contrast, a limit order instructs the brokerage firm not to pay more than a specified price for a stock if the investor is buying or not to accept less than a specified price if the investor is selling. If Schwab is unable to fill a limit order immediately, it is left with either an NYSE specialist or NASDAQ market maker. If the price reaches the specified price, the order is carried out. Limit orders are often recommended during periods of extreme price volatility.

1. What is a brokerage firm?

2. How is an order initiated?
Costs of Trading

When investors buy or sell securities through a brokerage firm, they pay a fee for the related services. Today, these costs vary widely among brokerage firms. A trade that costs less than $20 using E*Trade might cost more than $75 using a full-service firm such as Merrill Lynch. Often, the cost depends on what type of brokerage firm the investor uses. A full-service firm—such as Morgan Stanley—provides extensive client services and offers considerable investment advice but charges higher fees. Brokers at full-service firms make recommendations and provide financial advice to investors.

By contrast, a discount firm—such as Charles Schwab or My Discount Broker—charges lower fees but offers fewer services. However, even discount firms usually provide research tools to customers to help them make better decisions. Moreover, many discount firms also offer fee-based investment planning services. All investors need to weigh the appropriate trade-off between cost, advice, and services when choosing a brokerage firm.

Online brokerage firms such as Ameritrade charge among the lowest fees of all brokerage firms. Investors enter buy and sell orders on their PCs or PDAs. Most online firms also give customers access to a wide range of investment information, though they do not directly provide advice to investors. According to recent statistics, about 10 percent of stock trades are conducted online today. In response, most discount and full-service brokerage firms have begun offering online trading services. Merrill Lynch, for instance, which once dismissed online trading as a passing fad, now offers a wide range of online trading services. In addition, the company’s 15,000 brokers—called financial advisors—now offer clients more comprehensive personal financial planning advice.9

Business Tool Kit

Reading a Financial Newspaper

Learning how to read a financial newspaper takes time and practice, but keeping abreast of financial news is beneficial to any professional. Aside from providing information about the financial markets, newspapers such as Investor’s Business Daily (IBD), Barron’s, and The Wall Street Journal (WSJ) provide unbiased glimpses into general business news, emerging trends, stock research, market timing, and historical financial information. Here are some common elements to look for when glancing through a financial newspaper.


•  Company news. Company news is reported throughout financial newspapers. IBD breaks the news down into brief capsules of information called “Business Briefs,” “After the Close,” and “Trends & Innovations” in its front section. In addition, there are longer articles throughout about the goings-on at different companies. How or what a company is doing relates to its financial condition or standing.


•  Financial markets/forecasts. Financial markets are discussed, especially in light of significant global or political happenings. The WSJ has a column called “Ahead of the Tape: Today’s Market Forecast,” which discusses current financial forecasts for certain industries. Bar graphs, tables, and charts help illuminate the financial numbers throughout the papers.


•  Economic conditions. Another area covered in financial newspapers is the economy. This information centers around the overall economic conditions of the country, certain industries, and businesses. Economic conditions play an important part in the financial world, of course, so this information is vital to smart investing.


•  General business news. All papers include general business news. Usually this news relates to the financial markets and economic outlooks, but sometimes it’s just good-to-know information about a particular business or industry.


•  Specific financial numbers (such as American Exchange tables, NYSE tables, commodities, currency trading, treasury bonds/notes/bills, annuities, mutual funds, money rates, and NASDAQ stocks). This is the majority of the information you’ll find in a financial newspaper. By following these numbers, you can determine the health of a stock or company, so it’s important to take the time (and a magnifying glass!) to learn how to read and analyze this information.

Sources: The Wall Street Journal, July 28, 2003; Investor’s Business Daily, July 28, 2003; “Investor’s Business Daily Launches eIBD(TM); An Exact Digital Replica of the Newspaper Accessible Worldwide,” PR Newswire, January 22, 2003.
Direct Investing

A growing number of corporations—including Microsoft, Citigroup, Starbucks, and Hewlett-Packard—offer investors a direct way of purchasing stock. Hundreds offer dividend reinvestment plans (DRIPs). When an investor enrolls in a DRIP, the company uses the dividends paid on shares owned by the investor to buy more shares of the company’s stock. The investor ends up buying more shares while avoiding brokerage fees. Another form of direct investing is the stock purchase program. Over 100 companies allow first-time investors to buy shares directly from the company, again avoiding brokerage fees. Firms offer direct investing programs because it gives them another source of long-term capital.

Companies offering direct investment programs charge one-time enrollment fees and perhaps a small fee on individual transactions. Most firms set a minimum purchase requirement starting as low as $50. To buy a stock directly, investors simply call the company and ask for an enrollment form. Information on direct investing is also available on most company Web sites. The Netstock Direct Web site (http://www.netstockdirect.com) lists firms offering direct investing and information on minimum purchase requirements and fees.

Reading the Financial News

At least four or five pages of most daily newspapers are devoted to reporting current financial news. This information is also available on countless Web sites. Much of the financial news coverage focuses on the day’s securities transactions. Stocks and bonds traded on the various securities markets are listed alphabetically in the newspaper, with separate sections for each of the major markets. Information is provided about the volume of sales and the price of each security.

Today, all major stock markets throughout the world quote prices in decimals. In the U.S., stock prices are quoted in dollars and cents per share. In London, stock prices are quoted in pence, in Japan they are quoted in yen, and in Frankfurt prices are quoted in euros.

Stock Quotations

To understand how to read the stock tables found in newspapers, you need to understand how to interpret the symbols in the various columns. As Figure 18.2 explains, the symbol in Column 1 is the 52-week indicator. An arrow pointing up means that a stock hit its 52-week high during the day, and an arrow pointing down means that a stock hit its 52-week low. Column 2 gives the stock’s highest and lowest trading prices during the past year. Column 3 contains the abbreviation for the company’s name, footnotes that provide information about the stock (pf, for instance, refers to preferred stock), and the stock’s ticker symbol. Column 4 lists the dividend, usually an annual payment based on the last quarterly declaration. Column 5 presents the yield, the annual dividend divided by the stock’s closing price.

FIGURE 18.2

How to Read Stock Quote Tables
Column 6 lists the stock’s price-earnings (P/E) ratio, the current market price divided by the annual earnings per share. The stock’s trading volume in 100-share lots is in Column 7, and its highest and lowest prices for the day appear in Column 8. Column 9 gives the closing price for the day, and Column 10 summarizes the stock’s net change in price from the close of the previous trading day.

Bond Quotations

To learn how to read corporate bond quotations, pick a bond listed in Figure 18.3 and examine the adjacent columns of information. Most corporate bonds are issued in denominations of $1,000, so bond prices must be read a little differently from stock prices. The closing price of the first AAA bond reads 104 3/4, but this does not mean $104.75. Because bond prices are quoted as a percentage of the $1,000 price stated on the face of the bond, the 104 3/4 means $1,047.50.

FIGURE 18.3

How to Read Bond Quote Tables
The notation following the bond name—such as 6.5s10 in the case of the AB Gas and Electric—indicates the annual interest rate stated on the bond certificate, 6.5 percent, and the maturity date of 2010. The s means that the bond pays half of its annual interest every six months, so the investor would receive $32.50 every six months. Since the bond is selling for slightly less than its face value, the bond would actually yield 6.6 percent. The price of a bond rises and falls to keep the current yield in line with market interest rates. The cv notation means that the AlbertoPharm bond is convertible.

The next column indicates the total trading volume for the day. The volume of 20 listed for the AlbertoPharm bond means that $20,000 worth of bonds were traded. The closing bond price is listed next, followed by the change in price since the previous day’s closing price.

1. What is direct investing?

2. Define price-earnings ratio.
Stock Indexes

A feature of most financial news reports is the report of current stock indexes or averages. The most familiar is the Dow Jones Average (or Dow). Two other widely reported indexes on U.S. stocks are the Standard & Poor’s 500 and NASDAQ Composite indexes. In addition, there are numerous indexes on foreign stocks including the DAX (Germany), the FT-100, or “Footsie” (London), and the Nikkei (Tokyo). All of these indexes have been developed to reflect the general activity of specific stock markets.

While there are several Dow Jones indexes, the most widely followed is the so-called Dow Jones Industrial Average, consisting of 30 stocks of large well-known companies. The S&P 500 is made up of 500 stocks, including industrial, financial, utility, and transportation stocks, and is considered to be a broader measure of overall stock market activity than the Dow. The NASDAQ Composite is an index made up of all the 5,000-plus stocks that trade on the NASDAQ Stock Market. Because technology companies—such as Oracle and Apple Computer—make up a substantial portion of the NASDAQ Stock Market, the NASDAQ Composite is considered to be a bellwether of the “tech” sector of the economy.

The Dow Jones Industrial Average has served as a general measure of changes in overall stock prices and a reflection of the U.S. economy since it was developed by Charles Dow, the original editor of The Wall Street Journal, in 1884. The term industrial is somewhat of a misnomer today because the index now combines industrial corporations such as Alcoa, General Motors, and United Technologies with such nonindustrial firms as American Express, McDonald’s, and Wal-Mart.

Periodic changes in the composition of the Dow reflect changes in the U.S. economy. In fact, General Electric is the only original member of the Dow that remains in the index today. Recent changes include adding Home Depot, Intel, Microsoft, and SBC Communications to the Dow, while dropping Chevron, Goodyear, Sears, and Union Carbide. These changes were made to increase the representation of firms in communications, specialized retailing, and technology industries so that the index better reflects the overall stock market and U.S. economy.10

1. What is the Dow Jones Industrial Average?

2. Which company is the only original member of the Dow that remains in the index today?
Mutual Funds

Many investors choose to invest through mutual funds, financial institutions that pool money from purchasers of their shares and use it to acquire diversified portfolios of securities consistent with their stated investment objectives. Investors who buy shares of a mutual fund become part owners of a large number of securities, thereby spreading their investment risk. Mutual funds also allow investors to purchase part of a diversified portfolio of securities for a relatively small investment, $1,000 to $3,000 in most cases. Mutual funds are managed by experienced investment professionals whose careers are based on success in analyzing the securities markets and choosing the right mix of securities for their funds. Mutual fund ads often stress performance or highlight the fund’s investment philosophy. Most mutual funds are part of mutual families, a number of different funds sponsored by the same organization. The largest mutual fund families in the U.S. include Dreyfus, Fidelity, Janus, T. Rowe Price, and Vanguard.

The Vanguard Group is one of the largest mutual fund firms in the U.S. It offers more than 100 funds, each with different investment objectives to meet varying client needs.

mutual fund financial institution that pools investment money from purchasers of its shares and uses the money to acquire diversified portfolios of securities consistent with the fund’s investment objectives.
Mutual funds have become extremely popular in recent years. Today, U.S. mutual fund assets exceed $6.2 trillion. The number of American households owning mutual fund shares has increased from less than 5 million in 1980 to over 54 million today. Mutual funds are not limited to the U.S. either. Mutual funds in other countries have over $5 trillion in assets.11
Today’s mutual fund investors choose among more than 8,000 mutual funds in the U.S. Some mutual funds invest only in stocks, some invest only in bonds, others invest in money market instruments. The approximate breakdown of mutual fund assets by stock, bond, hybrid (funds that invest in both stocks and bonds), and money market funds is shown in Figure 18.4. Most funds pursue more specific goals within these broad categories. Some stock funds concentrate on small companies, while others concentrate more on the shares of larger firms. Some bond funds limit their investments to municipal bonds, while other bond funds invest in only junk corporate bonds.

FIGURE 18.4

Distribution of Mutual Fund Assets by Type of Fund

Note: Hybrid funds invest in both stocks and bonds.

Source: Investment Company Institute, accessed at the ICI Web site, http://www.ici.org, April 23, 2003.
A number of mutual funds have been developed for investors who want their religious, social, or personal philosophies reflected in the management of the fund. For instance, there are funds designed for Catholics, conservative Christians, Lutherans, Mennonites, and Muslims. All attempt to follow investment philosophies that don’t conflict with their religious teachings. Certain Muslim funds don’t invest in bank stocks because banks charge interest, which some believe is contrary to Islamic teachings. Recently, many investors have been choosing funds that represent socially responsible investing, as described in the Solving an Ethical Controversy box. These funds reflect many different social views, ranging from environmental protection to antidiscrimination.

Solving an Ethical Controversy

Should You Invest in Socially Responsible Mutual Funds?

Everyone wants to do some good in the world. But when we invest our hard-earned money, we want it to perform well for us. That’s where the idea of socially responsible investing (SRI) comes in; this type of investing reflects your own social values and ethical standards. SRI funds reflect attitudes on everything from the environment to antidiscrimination. Investors wishing to learn more about these funds and their specific missions can go to SocialFund .com on the Internet, where nearly 2,000 such funds are listed. SRI is actually big business, with more than $2 trillion invested in SRI funds.

Is the creation of socially responsible funds actually in investors’ best interest?

PRO

1.
According to the Social Investment Forum, socially responsible mutual funds based in the U.S. currently outperform diversified equity funds. In one quarter, the SRIs experienced $185.3 million in net inflows, while the others posted outflows of $13.2 billion.

2.
SRIs give investors more control over where their money is going and provide a wide array of choices. “I’ll never switch from SRI,” says one investor. “Knowing there are so many options in SRI funds, I would never invest in a non-SRI fund.”

CON

1.
It may be difficult to be sure companies really meet the standards an investor requires.

2.
Companies may make socially responsible decisions that actually expose investors to more risk.

SUMMARY

Socially responsible investing continues to grow. Many SRI funds are also very strict about companies’ management policies, looking for any potentially unethical behavior that could ultimately undermine the stock. Says one investor, “The startler that just knocked me flat on my back was that the performance of SRI funds was every bit as good as if not better than regular mutual funds that don’t have any socially or environmentally responsible thinking.”

Sources: Susannah Blake-Goodman, “Socially Responsible Funds: Judge Their Performance for Yourself,” iVillage, http://www.ivillage.com, accessed May 6, 2003; William Baue, “The Switch to Socially Responsible Investing Affords Choice and Confers Power,” SocialFunds.com, May 5, 2003, http://www.socialfunds.com; William Baue, “The Benefits and Obstacles of Switching to Socially Responsible Investing,” SocialFunds.com, May 2, 2003, http://www.socialfunds.com; “US Socially Responsible Funds Continue to Outperform,” Financial Review, May 1, 2003, http:// www.afr.com; “Fund Performance Update,” Social Investment Forum News, April 29, 2003, http://www.socialinvest.org.

Reading mutual fund tables is a relatively simple task. The first column in Figure 18.5 lists the organization issuing and managing the fund, the different types of funds offered for investors, and footnotes. The NAV column lists the fund’s net asset value (the market value of fund assets divided by the number of outstanding shares), the price at which investors can buy shares if the fund is a no-load fund. Purchasers of shares of load funds pay a fee called a load charge on top of the NAV. The Net Change column shows gains or losses in the NAV from the previous day’s close. The figures in the last column, the Year-to-Date Percentage Return, indicate each fund’s total return from the beginning of the year.

FIGURE 18.5

How to Read Mutual Fund Tables

1. Who typically manages a mutual fund?

2. What does the NAV column in a mutual fund table represent?
Legal and Ethical Issues in Securities Trading

As the number of Americans owning securities has increased, so too have concerns about illegal and unethical trading practices. Examples of unethical trading practices include brokers urging investors to buy high-risk investments and churning accounts (excessive trading) to generate higher commissions. Examples of illegal trading practices include broker theft from a client’s portfolio and giving false or misleading information to investors. Even Internet chat rooms have come under increased scrutiny. The Internet is full of investment-oriented chat rooms where participants discuss various investment topics daily. The Securities and Exchange Commission (SEC) settled a lawsuit it had filed against a 17-year-old high school student in California. The SEC alleged that Cole Bartiromo posted false information about companies on several electronic bulletin boards in an attempt to inflate their stock prices. Once the prices rose, Bartiromo sold his block of shares at a profit. The settlement required that Bartiromo surrender almost $100,000 in ill-gotten investment profits.12
Government Regulation of the Securities Markets

Regulation of U.S. securities markets is primarily a function of the federal government, although states also regulate the securities markets. Federal regulation grew out of various trading abuses during the 1920s. During the Great Depression, in an attempt to restore confidence and stability in the financial markets after the 1929 stock market crash, Congress passed a series of landmark legislative acts that have formed the basis of federal securities regulation ever since.

As was noted earlier, the U.S. Securities and Exchange Commission, created in 1934, is the principal federal regulatory overseer of the securities markets. The SEC’s mission is to administer securities laws and protect investors in public securities transactions. The SEC has broad enforcement power. It can file civil lawsuits against individuals and corporations, but actions requiring criminal proceedings are referred to the U.S. Department of Justice.

The SEC requires that virtually all new public issues of corporate securities be registered. Before offering securities for sale, an issuer must file a registration statement with the SEC. As part of the registration process for a new security issue, the issuer must prepare a prospectus. The typical prospectus gives a fairly detailed description of the company issuing the securities, including financial data, products, research and development projects, and pending litigation. It also describes the stock or bond issue and underwriting agreement in detail. The registration process seeks to guarantee full and fair disclosure. Full and fair disclosure means that the SEC does not rule on the investment merits of a registered security. Rather, it is concerned only that an issuer gives investors enough information to make their own informed decisions.

full and fair disclosure requirement that investors should be told all relevant information by stock or bond issuers so they can make informed decisions.
Besides primary market registration requirements, SEC regulation extends to the secondary markets as well, keeping tabs on trading activity to make sure it is fair to all participants. Every securities exchange, including NASDAQ, must, by law, follow a set of trading rules that have been approved by the SEC. In addition, the Market Reform Act of 1990 gave the SEC emergency authority to halt trading and restrict practices such as program trading (when computer systems are set to buy or sell securities if certain conditions arise) during periods of extreme volatility.

One area to which the SEC pays particular attention is so-called insider trading. Insider trading is defined as the use of material nonpublic information about a company to make investment profits. Examples of material nonpublic information could include a pending merger or a major oil discovery. The SEC’s definition of insider trading goes beyond corporate insiders—people such as the company’s officers and directors. It includes lawyers, accountants, investment bankers, and even reporters—anyone who uses nonpublic information to profit in the stock market at the expense of ordinary investors.

insider trading use of material nonpublic information to make investment profits.
One well-known case of insider trading involved biotechnology company ImClone. Samuel Waksal, cofounder and former CEO of the firm, was charged with illegally tipping off several people that the Food and Drug Administration (FDA) was not going to approve for sale ImClone’s principal product, the anticancer drug Erbitux. According to the SEC and Department of Justice, Waksal and others then sold thousands of shares of ImClone stock before the public learned of the FDA’s decision. Once it was made public, the price of the company’s stock plunged by over 50 percent. Waksal eventually pleaded guilty to several counts of criminal securities fraud. Others ensnared in the ImClone insider trading scandal included Waksal’s father and daughter and lifestyle guru Martha Stewart. Stewart was indicted on federal charges of securities fraud and obstruction of justice but is vowing to prove in court that she is innocent.13
Regulation FD requires that firms share information with all investors at the same time. It is designed to prohibit selective disclosure of information by companies to favored investment firms. Prior to regulation FD, many allege that clients of these firms often received the information sooner than other investors.

Securities laws also require every public corporation to file several reports each year with the SEC; the contents of these reports become public information. The best known, of course, is the annual report. Public corporations prepare annual reports for their shareholders, and they file another report containing essentially the same information, Form 10-K, with the SEC. The SEC requires additional reports each time certain company officers and directors buy or sell a company’s stock for their own accounts (Form 4) or anytime an investor accumulates more than 5 percent of a company’s outstanding stock (Form 13-d). All of these reports are available for viewing and download at the SEC’s Web site (http://www.sec.gov, click on “Edgar”).

Industry Self-Regulation

The securities markets are also closely monitored by professional associations and the major financial markets. The securities industry recognizes that rules and regulations designed to ensure fair and orderly markets will promote investor confidence to the benefit of all participants. Two examples of self-regulation are the rules of conduct established by the various professional organizations and the market surveillance techniques used by the major securities markets.

Professional Rules of Conduct  Prodded initially by federal legislation, the National Association of Securities Dealers (NASD) established, and periodically updates, rules of conduct for members—both individuals and firms. These rules try to ensure that brokers perform their basic functions honestly and fairly, under constant supervision. Failure to adhere to rules of conduct can result in disciplinary actions, including temporary or even permanent suspensions of brokerage licenses. The NASD also established a formal arbitration procedure through which investors can attempt to resolve disputes with brokers without litigation. In an arbitration proceeding, an impartial arbitrator reviews the facts of a case and attempts to render a decision that is acceptable to both parties. Arbitration is usually faster and cheaper than litigation.

Market Surveillance  All securities markets use a variety of market surveillance techniques to spot possible violations of trading rules or securities laws. For example, the NYSE continuously checks trading activity throughout the trading day. A key technical tool used by the NYSE is called Stock Watch, an electronic monitoring system that flags unusual price and volume activity. The NYSE then seeks explanations for unusual activity from the member firms and companies involved. In addition, all market participants must keep detailed records of every aspect of every trade. This is called an audit trail. The NYSE’s enforcement division may impose a variety of penalties on members for rule violations, including fines and suspensions. Furthermore, the exchange turns over evidence to the SEC for further action if it believes that violations of federal securities laws may have occurred.

1. What function does the SEC serve?

2. What is full and fair disclosure?

Did You Know?

1.
More than 60 million people directly own shares in publicly traded corporations. That’s more than one out of every four U.S. households.

2.
Major brokerage firms pay a total of $500 million for independent stock research to avoid conflicts of interest.

3.
Seventy-three percent of participants in one poll said that if they observed wrongdoing at work (such as unethical accounting or insider trading), they would become whistleblowers. In the same poll, 57 percent said they believed whistleblowers face negative consequences at work.

What’s Ahead

Contemporary Business concludes with three appendixes. Appendix A examines risk management and insurance. It discusses the concept of risk, the alternative ways of dealing with it, and the various kinds of insurance available for businesses and individuals. Appendix B offers a guide to your own personal finances, as well as a stock market game. Finally, Appendix C outlines how to prepare a business plan.

Summary of Learning Goals
1

Distinguish between the primary market for securities and the secondary market.

The primary market for securities serves businesses and governments that want to sell new issues to raise funds. The secondary market handles transactions of previously issued securities between investors. The business or government that issued the security is not directly involved in secondary market transactions. In terms of the dollar value of trading volume, the secondary market is four times larger than the primary market.

2

Compare money market instruments, bonds, and common stock and explain why particular investors might prefer each type of security.

Money market instruments and bonds are debt instruments. Money market instruments are short-term debt securities and tend to be low-risk securities. Bonds are longer-term debt securities and pay a fixed amount of interest each year. Bonds are sold by the U.S. Treasury (government bonds), state and local governments (municipal bonds), and corporations. Most municipal and corporate bonds have risk-based ratings. Common stock represents ownership in corporations. Common stockholders have voting rights and a residual claim on the firm’s assets.

3

Identify the five basic objectives of investors and the types of securities most likely to help them reach each objective.

The five basic objectives are growth in capital, stability of principal, liquidity, current income, and growth in income. Common stocks are the most likely to meet the objectives of growth in capital and growth in income. Historically, common stock investments have had higher returns on average than either bonds or money market instruments. Common stock dividends have also generally risen over time. Money market instruments are the most stable in price and rarely ever lose value. They are also the most liquid securities. Bonds tend to provide the highest current income of any security.

4

Explain the process of buying or selling a security listed on an organized securities exchange.

Investors use the services of a brokerage firm that is a member of one of the stock exchanges. After a broker receives a customer’s order, it is sent electronically to the appropriate stock exchange for execution. A market order instructs the broker to obtain the best possible price, while a limit order places a ceiling or floor on the transaction price. Full-service brokers provide the most advice but charge the highest fees. Customers at discount firms have to make their own decisions but are charged lower fees. Online brokerage firms are popular today, and many full-service and discount firms have begun offering online trading services.

5

Describe the information included in stock, bond, and mutual fund quotations.

Information in a stock quote includes the 52-week indicator, the highest and lowest trading prices during the previous 52 weeks, the dividend, dividend yield, price-earnings ratio, trading volume, the stock’s highest and lowest prices for the day, the closing price for that day, and the stock price’s change from the close of the previous trading day. A bond quotation includes the maturity date and interest rate, the current yield, trading volume, and a comparison of the day’s closing price with that of the previous day. Tables of mutual funds list each fund’s general investment objective, net asset value (NAV), the change in NAV from the previous day, and the year-to-date total return.

6

Explain the role of mutual funds securities markets.

Mutual funds are professionally managed investment companies that own securities consistent with their overall investment objectives. Investors purchase shares of a mutual fund, which make them part owners of a diversified investment portfolio. Investors can purchase shares of mutual funds for relatively small amounts. Mutual funds have become extremely popular in recent years. Mutual fund assets in the U.S. total over $6 trillion.

7

Evaluate the major features of regulations designed to protect investors.

U.S. financial markets are regulated at both the federal and state levels. Markets are also heavily self-regulated by the financial markets and professional organizations. The chief regulatory body is the federal Securities and Exchange Commission. It sets forth a number of requirements for both primary and secondary market activity, prohibiting a number of practices including insider trading. The SEC also requires that public companies disclose financial information regularly.
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Review Questions

 1.
Explain the differences between a primary market and a secondary market. What two ways are securities sold in the primary market?

 2.
Outline the underwriting process. Why do corporations and state and local governments use investment bankers?

 3.
What are the major characteristics of money market instruments? How do money market instruments differ from bonds?

 4.
Distinguish between a corporate bond and a municipal bond. Explain the purpose of bond ratings.

 5.
What is common stock and how does it differ from preferred stock? Over the long run, what does a company’s stock price tend to follow?

 6.
What are the primary investment motivations or objectives? Which security best meets each objective?

 7.
Explain the difference between a market order and a limit order. What are the differences among full-service, discount, and online brokerage firms?

 8.
How does the New York Stock Exchange operate? Compare the operations of the NYSE with those of the NASDAQ Stock Market.

 9.
Explain how a mutual fund operates. What are the benefits of investing in mutual funds?

10.
Define and give an example of insider trading. List some ways in which the securities industries are self-regulated.

Projects and Applications
1.
Assume you just inherited $50,000 from your uncle, and his will stipulates that you must invest all the money until you complete your education. Prepare an investment plan. What is (are) your primary investment objective(s)? How much would you invest in money market instruments, bonds, and common stocks?

2.
Would you feel comfortable investing the $50,000 you inherited in Question 1 using an online broker, or would you use a full-service firm? Discuss the reasons behind your choice.

3.
Many believe that conventional markets, such as the New York Stock Exchange, are fast becoming relics and eventually all securities markets will resemble Instinet. Do you agree with this assessment? Why or why not?

4.
Assume you are considering buying shares of Merck. Describe how you would go about analyzing the stock and deciding whether or not now is a good time to buy it.

5.
You’ve probably heard of U.S. savings bonds; you may even have received some bonds as a gift. What you may not know is that there are several different types of savings bonds. Do some research and compare and contrast the various types of savings bonds. What are their features? Their pros and cons? Assuming you were interested in buying savings bonds, which type do you find the most attractive?

Experiential Exercise
Background: Assume you receive $25,000 as a gift from a wealthy relative. As a condition of the gift, she expects you to invest the money. She also wants to review your investment plan and the securities you wish to purchase.

Directions:
a. Develop an investment plan, beginning with your investment objectives and goals. Make sure to consider your investment time horizon. Which of the five investment motivations (growth in capital, stability of principal, liquidity, current income, and growth in income) is emphasized by your investment plan? Why?

b. Assume you decide to decide to purchase mutual fund shares with your relative’s gift. What are some of the advantages of buying mutual fund shares rather than buying securities—such as stocks and bonds—directly? Next, go to the Morningstar Web site (http://www.morningstar.com). Based on your investment objectives and goals, select at least two Morningstar mutual fund categories. Make a list of the three top-performing funds in each category based on five-year performance. Research one of the top-performing funds in each category and prepare a brief summary. You should note the fund’s investment objectives, its investment philosophy, its major holdings, and fund expenses.

Nothing But Net
1.
Mutual fund information. The Investment Company Institute compiles and publishes data on the mutual fund industry. Visit the Institute’s Web site (http://www.ici.org) and review the most recent statistical release. Answer the following questions:


a. 
What are the current net assets of U.S. mutual funds? Have net assets increased or decreased since the last reporting period?


b.
How many mutual funds are in operation? Has the number increased or decreased?


c.
Which type of mutual fund is the largest (measured in terms of both net assets and number of funds)?

2.
Purchasing Treasury securities. As noted in the chapter, anyone may bid on Treasury securities when they are auctioned. Go to the Bureau of Public Debt’s Web site and review the procedures for bidding on a Treasury security. Prepare an oral report outlining the bidding procedure, what the prospective buyer must specify, and how the Treasury decides which bids to accept. If you wanted to buy a newly issued Treasury security, would you have to go through a bank or brokerage firm?


http://www.publicdebt.treas.gov
3.
Stock price quotations. Choose five public companies mentioned somewhere in Contemporary Business. Visit one of the finance- or investment-oriented Web sites listed and obtain a current stock price quotation for each company, similar to the ones shown in the chapter.


http://moneycentral.msn.com/investor

http://finance.yahoo.com

http://www.quicken.com

http://www.morningstar.com

Note: Internet Web addresses change frequently. If you do not find the exact sites listed, you may need to access the organization’s or company’s home page and search from there.

Case 18.1
Evaluating Alternative Stock Purchase Possibilities

Gina and Mario are a married couple in their mid-30s with two small children. Together, they earn around $90,000 per year. They have decided to begin investing in stocks and are most interested in stocks that promise growth with a steady return in the form of dividends. They have assembled the data in the following table from the past three years.

Questions for Critical Thinking

1.
Calculate the dividend yield and price-earnings ratio for each stock for each of the three years.

2.
What is Gina and Mario’s main investment objective (growth in capital, stability of principal, liquidity, current income, or growth in income)?

3.
Based on your answer to the prior question, do you agree or disagree with Gina and Mario’s main investment objective? Explain your answer.

4.
Given your analysis of the data, and the couple’s investment objective, recommend one of the five stocks.



Price per Share
Earnings per Share
Dividends per Share

2003
A
$ 60
$ 5.12
$ 2.70


B
268
13.35
10.00


C
42
2.17
0.05


D
6
0.12
0.08


E
30
3.06
1.70

2004
A
59
7.98
2.80


B
275
15.94
10.00


C
45
2.74
0.06


D
8
0.22
0.10


E
29
3.20
1.80

2005
A
72
9.00
3.00


B
320
17.50
10.00


C
60
3.40
0.10


D
11
0.80
0.12


E
42
3.75
2.00

Video Case 18.2
Morgan Stanley

This video case appears on page 621. A recently filmed video, designed to expand and highlight the written case, is available for class use by instructors.

Part 6 Krispy Kreme Continuing Case

Investors Have an Appetite for Krispy Kreme

Businesses need money to get started, to continue operating, and to grow. Vernon Rudolph sank his own savings into his business when he purchased his first doughnut shop and its secret recipe from a French chef and opened the first Krispy Kreme shop in North Carolina in 1937. Company history says that Rudolph and two friends arrived in Winston-Salem “with $25 in cash, a few pieces of doughnut-making equipment, the secret recipe, and the name Krispy Kreme Doughnuts.” Rudolph used the $25 to rent a building for the shop and then convinced local grocers to let him have the ingredients he needed to make his doughnuts on credit, promising they would be paid back as soon as he sold the first batches.

In 1976, Krispy Kreme became a wholly owned subsidiary of food giant Beatrice Foods, which gave the company access to Beatrice’s resources—in return for running the business the Beatrice way. But a group of ambitious franchisees led by Joseph A. McAleer, Sr., bought the company back from Beatrice in 1982 in a leveraged buyout worth about $22 million. Leveraged buyouts allow purchasers with limited funds to pay for a major portion of the acquisition cost with long-term notes, making it possible for the new owners to repay the balance over a period of years. The amount of debt associated with the buyout played a major role in assessment of speculative risk, but McAleer and his partners believed strongly that their profits would soon greatly outweigh any potential losses. However, the debt did slow the expansion of the company, which opened fewer than two dozen new stores between 1982 and 1995. Since then, Krispy Kreme’s main avenue for growth has been through franchising, which places much of the risk squarely on the shoulders of franchisees, partly because Krispy Kreme does not offer financing to its franchisees. By around 1990, most of the buyout debt had been paid off, giving CEO Scott Livengood and then president Joseph “Mac” McAleer, Jr., the freedom to rethink the company’s business model and find new ways to raise capital. (McAleer’s father returned to Alabama to operate his own stores.) The executive team focused on developing franchise deals for entire regions, making alliances with such companies as New York-based Restaurant Associates and Chicago-based ICON. Areawide franchise development rights were granted to businesspeople who had already demonstrated experience in the food service industry and brand management.

Another way companies raise cash is by offering an ownership share of the company to outside investors through the sale of shares of stock. Some companies—like the dot-coms of the 1990s—do this too early in their history, before they have any real earnings to report. But once companies have a good track record of sales and earnings growth, they can make an initial public offering (IPO) and bring financial success to themselves and their stockholders. By 2000, Livengood, now serving as president and CEO, had been working on Krispy Kreme’s new business model for a decade. “Mac” McAleer returned to the South to run his own franchises, as had his father earlier. To continue its record of steady growth, Livengood and his executive team decided that they needed to raise additional funds. So in April 2000, just when the dot-com stocks were beginning their tumble, Krispy Kreme issued its IPO to waiting investors. The stock, which was offered by the financial specialists who served as underwriters of the offering and had sold the shares to their clients at $21 per share, began trading on the NASDAQ at a price of $32 per share and more than doubled its offer price within a few months. In a little more than a year, the stock split twice. In May 2001, Krispy Kreme moved to the New York Stock Exchange, where company officials celebrated by handing out 40,000 of its signature Hot Original Glazed doughnuts to anyone who wanted to try them.

Despite some peaks and valleys in price, along with skepticism from some analysts, the stock has continued to perform well (during the first two years on the market, share prices increased 635 percent). That’s up there with the former high-flying dot-coms of the 1990s and is significantly higher than the P/Es of companies like Starbucks and McDonald’s. Skeptics warned that these prices were too lofty, but Krispy Kreme remained on solid ground as a company. Company management reports a 100 percent return on investment (meaning that every dollar invested in a new Krispy Kreme shop is made back within a year), compared with a 25 percent return for a “typical” good restaurant. Ron Baron, manager of Baron Growth, puts it this way: “[Krispy Kreme’s] returns are superior to any publicly traded restaurant.” Perhaps that is because the company has steady earnings, a solid operating history of more than 65 years, and potential for long-term growth.

Scott Livengood is now chairman of the board, president, and CEO of Krispy Kreme; his colleague “Mac” McAleer recently retired from his service on the board of directors and continues to operate Krispy Kreme franchise stores. Systemwide sales for the company topped out over $778 million in fiscal year 2003, with a net income of over $33 million. Those figures represent a 28 percent increase in sales and 51 percent increase in net income from the previous year. The annual report for that year stated, “Our ultimate purpose is to achieve superior economic rewards for our shareholders while operating in a manner aligned with our mission, values, purpose, and commitment to our people.” So far, things are looking sweet for Krispy Kreme.

Questions

1.
How would you describe the risk-return tradeoff of Krispy Kreme’s move into new markets in both the U.S. and overseas?

2.
List as many reasons as you can think of for why Krispy Kreme needs funds.

3.
Why was Krispy Kreme’s transfer from the NASDAQ to NYSE a significant business move?

4.
Look at a stock table in one of the major newspapers to see how Krispy Kreme stock, shown under the ticker symbol KKD on the New York Stock Exchange (NYSE), is performing. What is today’s price? Record also the P/E, 52-week high and low, and the net change.

Sources: Krispy Kreme Web site, accessed January 2, 2004; Krispy Kreme 2002 Annual Report, pp. 3, 65; Olivia Barker, “Let Us Eat Cake Again!” USA Today, October 30, 2002, p. C1; “Krispy Kreme Word-of-Mouth Tactics Continue to Go against Grain,” Brandweek, October 21, 2002, p. 9; Randall E. Stross, “A Hot Glazed Don’t,” U.S. News & World Report, June 10, 2002, p. 37; “Talk about Your Sugar High,” Money, March 2002, p. 32; Brian P. Knestout, “The Sweet Smell of Excess,” Kiplinger’s, September 2001, p. 93; “Think Locally, Eat Globally,” ABC NEWS.com, August 23, 2001, http://abcnews.go.com; Scott Hume, “Model Behavior,” Restaurants & Institutions, July 1, 2001, pp. 30–38.

