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Preface 
This book is written for the entry-level financial professional who is ready to place and manage 
money for clients in one of the most exciting times in our history. The American stock market 
has become the most zestful phenomena for making money over the last decade. With strong 
and stable economic growth, along with radical changes in the financial services industry; 
investing in the stock market will become even more popular during the next century. 

As a certified financial planner, money manager, author, and teacher, I am honored to help you 
understand how our markets have evolved over the years, what the current state of investing is 
all about, and how to prepare for a dynamic future by participating in the international stock 
market. Consider yourself fortunate to be in a position to help investors make decisions that 
were once only reserved for a select few wealthy individuals in our society. We owe the 
deepest gratitude to those who made sacrifices during past wars in order to ensure our 
freedom of choice today. As we enter the 21st century, the United States has evolved into a 
society of tremendous wealth, and the opportunity for making money is unlimited. 

Fundamentals of the Stock Market is designed to give you a growing appreciation for the 
events that are shaping today’s markets and to give you a thorough understanding of how the 
system works. Chapter 1 will examine the origins of investing and how the markets and major 
indexes evolved. By understanding the stock market’s historical background, you can 
appreciate where we stand today and how the major indexes can help you manage money for 
clients in the future. You will learn how and why stocks are traded on the various exchanges, 
the importance of Initial Public Offerings (IPOs), and how to take advantage of market liquidity. 
We will study major indexes and discuss why they are so popular with investors today. You will 
also learn how to identify and invest in a two-tiered market. The chapter concludes with a 
section on predicting future market activity and how to pick consistent winners. 

Before investing money for clients, you must become knowledgeable about the structure of our 
economy, as described in Chapter 2. This knowledge includes a basic understanding of key 
terms and definitions and how the Federal Reserve controls the growth of the economy. By 
learning about equity ownership as it relates to business cycles, you will be able to choose the 
best type of stock for investors in various financial situations. Behind any successful financial 
professional is a fundamental knowledge of economic indicators and how Federal Reserve 
policy affects the value of stocks. 
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Chapter 3 takes a hard look at factors that directly affect major price movements in the 
markets. You will learn to distinguish between types of common and preferred stock and the 
tax ramifications of individual ownership. We will examine financial statements and discover 
how ratio analysis plays a key role in the evaluation process. This includes the importance of 
earnings, book value, and cash flow. To help your clients and customers become prosperous 
investors, you must be able to predict future stock prices in relation to their current values. You 
will also learn about life cycles as part of industry analysis and stock market trends for the new 
millennium. Finally, we will study companies that are reshaping the new decade, and give you 
tips on building a new career as a financial service professional. 

Stock trading has become a hot issue, especially with the explosion of the Internet. Chapter 4 
will take you behind the scenes of a stock-market order and show how electronic trading 
makes today’s instant winners and losers. You will learn the functions of floor brokers and 
specialists, and the importance of proper account registrations. We will study various types of 
orders, how to place them, and what to expect when ordering large-company versus small-
company shares. We will also examine the more risky strategies of buying on margin and short 
selling and show why electronic trading is becoming the wave of the future. Even though the 
markets have converted to decimalization, we must guard against the dangers of churning. 
This chapter concludes with a section on the future of financial markets. 

Understanding and following stock prices in the news is vital for keeping clients informed and 
making timely decisions in our fast-paced economy. Chapter 5 examines what you need to 
know when watching shows such as the “Nightly Business Report” on PBS television and how 
to analyze critical information in major financial publications such as The Wall Street Journal. 
You will also learn how to recognize and use symbols of various stocks on the Internet and 
how to spot trends with advancing or declining share volume. This chapter examines the Dow 
Jones Industrial Average (DJIA), foreign equities, and government regulations. You will also 
learn the best way to maintain your competency skills by using investment advisory services 
and professional publications. 

To become a brilliant money manager, you need to sharpen your decision-making skills by 
using modern tools and understanding new theories. Chapter 6 will examine averages and 
indexes and explain the differences between fundamental and technical analyses. You will 
discover the hard lessons learned from a zig-zagging stock market plus how to protect clients’ 
money. We will examine various investment styles and how to use risk-reduction strategies for 
different types of portfolios. Some market theories that you might want to use immediately 
include the Dow Theory and the Modern Portfolio Theory. 

Chapter 7 will focus on goal setting and how to use investment guidelines to become even 
more successful. By setting portfolio parameters and understanding investment risks, you and 
your clients can avoid major financial mistakes in building a portfolio for the future. In this 
regard, we will examine domestic, foreign, and emotional risks. You will also discover  
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the risks of investing in the new economy and how to avoid major mistakes. We will cover 
important topics that are often overlooked, such as smart reasons for selling a stock and how 
to lower risk by using equity mutual funds. We will show how to tackle challenging financial 
problems at various stages in the life of a client, how to set goals according to time horizons, 
and how to achieve specific client objectives. 

Chapter 8 takes us into the dynamic world of mutual-fund investing. You will learn the benefits 
of owning mutual funds and how to establish a high-quality portfolio to complement individual 
stock holdings. A key to success in this area is understanding the various types of mutual 
funds and how they fit into different investment styles. Flexible purchase plans make mutual-
fund ownership extremely affordable, and you will learn how to weigh risk when setting up 
different types of portfolios. You must be able to address the issue of cost, and explain to 
clients the flexibility in exchanging and redeeming fund shares. They should also understand 
various investment strategies such as dollar-cost averaging and the Modern Portfolio Theory. 
Investment professionals should know how to pick fund companies along with top-quality 
money managers. We will conclude this chapter with a section focusing on portfolio objectives 
and how to help four types of mutual-fund investors. 

When using equities to build a portfolio, one must not ignore tax considerations. Critical issues 
involving ordinary income and capital gains taxes will be examined in Chapter 9. You will learn 
about different types of capital gains taxes and how to figure taxes in the highest marginal 
bracket. We will examine the issues of trading versus a buy-and-hold approach and describe 
how to lower taxes with individual stocks. You will learn which type of Individual Retirement 
Account (IRA) is best to use for various client situations, and how to take advantage of tax 
laws regarding gifts and inheritances. We will also examine the advantages of owning variable 
annuities, and explain how they are being used to create more retirement income. In today’s 
competitive environment, it is critical that financial professionals know how to use variable 
annuities as an asset-allocation tool. We will also study whether or not to use the strategy of 
tax swapping. As more and more older Americans want to make financial gifts to children and 
grandchildren, we will show how inheritances can be passed from one generation to the next 
with minimal tax consequences. 

To conclude our book, Chapter 10 will have a critical and frank discussion of the current 
investment services offered by financial institutions, and will describe the ever-changing role of 
the stockbroker. You will learn about dynamic changes taking place in Internet investing, and 
how they will directly affect your recommendations to clients. We will examine the role of 
various investment advisors in today’s competitive environment. You will learn the tools in 
choosing a broker-dealer, and how to build competency as a financial professional. Also, we 
will examine the latest trends that are reshaping the financial services industry so you can 
become more successful as we enter the 21st century. 

Fundamentals of the Stock Market takes you beyond the basics of investing to prepare for an 
exciting and profitable career as a financial professional. This book will help you become more 
self-confident in making  
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recommendations, while learning how to advise investors during what has become an 
uncertain and volatile time in the financial markets. American investors need your services 
more than ever in our fast-paced and ever-changing economy as they try to make their own 
investment decisions. As a new or veteran financial professional, you are now ready to embark 
on an exciting journey that will give you the knowledge and tools to become highly successful 
in your chosen career field. 

Despite the constant criticism that we seem to receive from the press, this book is written to 
help new professionals coming into the business to start off on the right foot. By understanding 
the current trends that are reshaping the future of our industry, they can make the best 
recommendations for their clients and help them avoid costly mistakes which save time and 
money. Most importantly, knowing your client’s personality and financial background will 
enable you to give sound advice, become highly reputable, and help build your investment 
clientele within a shorter period of time. 

As an entry-level professional, you will benefit from advice focused on the future. I strongly feel 
that our goal is to help as many people as possible sort through the maze of confusion that 
permeates our industry today. We must side with investors as new electronic trading means 
faster execution of orders at lower costs. I feel we must be direct in pointing out mistakes that 
clients tend to make—often unintentionally. Most importantly, we must show them how to avoid 
costly errors that can put them behind the eight ball in achieving future financial goals. 

According to the ‘‘Jobs Rated Almanac” by Les Krantz, which was published in 2000, financial 
planning is one of the top careers in America today. It is very rewarding from the standpoint of 
both job satisfaction and financial renumeration. 

Whether you are a beginner or have many years of experience, this book will give you the 
knowledge to become a true professional who is highly regarded in your community. By doing 
things differently than other people in our industry; you can build a reputation among other 
related professionals (such as accountants and attorneys) that will gain you many referrals. By 
showing that you care about a client’s personal as well as business affairs, you will make 
yourself the professional of choice each and every time. I feel confident that you will enjoy and 
benefit from reading Fundamentals of the Stock Market. Specifically, this book is designed to 
be a reference tool that can be used in building your practice for many years to come. 
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Introduction 

Many years ago, Wall Street was a mysterious entity that many people shied away from 
because they did not understand it. People equated the term stock with the unknown and 
therefore perceived stocks to be risky. Americans did not have the communications 
mechanisms of today and therefore did not have the opportunity to understand Wall Street’s 
colorful history and its vital role in shaping our economy. 

About the only thing that people knew then was that Wall Street existed somewhere in New 
York City and that only the rich gathered there to buy and sell a paper certificate called a stock. 
Little did they realize that stock represented actual ownership in corporate America and that 
those people who were fortunate enough to own stock would make bundles of money in the 
future. 

This chapter sets the tone for this book by giving you an increased knowledge regarding the 
historical background of the major stock markets. To help educate your clients, you will receive 
an overview of the major indexes that we use in today’s markets. You will also learn why 
stocks are priced and how they are traded so that you will have a solid foundation of 
knowledge in order to answer clients’ questions. Finally, an understanding of trading activity 
will help you make even better decisions when dealing in the after market. 

The Stock Market: Historical Background 

The origins of Wall Street date back to the founding of our country, when merchants used 
currencies to buy and sell commodities such as furs, guns, and tobacco. In 1789, Congress 
met on Wall Street to authorize the issue of $80 million in government bonds in order to 
finance the cost of the war. Shortly thereafter, stocks were created to establish the Bank of the 
United States and to offer shares to the public. As more bank stocks and government bonds 
emerged, the need for an organized market to trade these instruments developed. Stocks 
represented an ownership in something and the opportunity to make money as businesses 
grew. 

Wall Street businessmen met regularly to auction stocks and bonds, and agents left securities 
with auctioneers who received a commission for each stock and bond that they sold. With an 
increased interest and the need for an improved system, 24 brokers met under a buttonwood 
tree on May 17, 1792 and signed what they considered to be an all-inclusive document. This 
document enabled them to trade securities among themselves, to maintain fixed commissions 
on these trades, and to avoid dealing in other auctions. We consider this event to be the actual 
founding of the New York Stock Exchange (NYSE). 

In March 1817, the members adopted a formal constitution of trading rules and regulations. 
Exchange members could trade securities and sit  
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at the auction for a cost of only $400 (the beginning of what is now called owning a seat on the 
exchange). Ironically, members never sat down while trading securities; instead, they always 
stood when auctioning their shares of stock. This practice continues today on major 
exchanges. 

As trading activities increased and more members purchased a seat to trade securities, this 
exchange moved to larger quarters several times. Finally, in 1863, the exchange settled into its 
present facilities at 11 Wall Street in New York City. The actual building occupied by the New 
York Stock Exchange at 16 Broad Street was not finished architecturally until 1903. 

During the late 1800s, the discovery of gold and the development of railroads created a large 
interest in owning mining and railroad stocks. People considered many of the smaller company 
issues to be too speculative for trading, so some non-members of the exchange took up the 
slack and actually traded these shares on the streets of New York City. They were called 
curbstone brokers and used hand signals to convey price and volume information to brokers 
who leaned out of second- and third-story office windows. They wore brightly colored clothes 
so that clerks could easily spot them in the crowd and would instantly know that certain stocks 
were being traded at specific landmarks or lamp posts. These street brokers later united and 
settled in a large building on Wall Street to form what is now known as the American Stock 
Exchange (AMEX). 

As the communications media advanced in the early 1900s, people all across America began 
to read newspaper stories about what was taking place in New York City. They were finally 
discovering what Wall Street was all about. They learned that it was a marketplace where 
merchants, agents, and customers actually gathered together each day to buy and sell stocks 
and bonds. As the popularity of making money by trading these instruments grew, other 
companies sprang up in order to participate in this type of activity. Many of them could not 
afford to own a seat on the exchange and therefore began to make a market in securities of 
smaller companies outside the original trading process. 

Brokerage companies that did not own a seat on a major exchange were called non-member 
firms. Their orders for exchange-listed stocks were processed through another member firm or 
were executed in the third market. This third market is referred to as the Over-the-Counter 
Market (OTC), where brokerage firms act as market makers for various company stocks. This 
term was originally referred to more than 100 years ago when securities were actually sold 
over the counter in stores and banks. 

The Exchanges of Today 

Securities exchanges today are designed to facilitate and organize the buying and selling of 
stocks and other securities instantaneously. Two major types of exchanges include the 
registered exchanges and the OTC market. Registered exchanges include the NYSE and the 
AMEX, which are linked electronically in order to facilitate trading activity. 

Securities that are not traded on one of these two exchanges are traded on the OTC market. 
Dealers in these stocks must communicate with each  
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other by using a sophisticated buy-and-sell process. This system is known as NASDAQ, where 
thousands of brokers and dealers communicate electronically to buy and sell shares of specific 
companies. This system acts as the marketplace and central clearinghouse for trading many 
smaller company shares. 

To understand the operations of these exchanges, let’s briefly examine each one. 

New York Stock Exchange (NYSE). This exchange is the largest equities marketplace in the 
world. Some 3,000 people work together each day to trade billions of shares of 3,025 
companies whose combined market capitalization totals $16 trillion. The NYSE represents 
approximately 80 percent of the value of all publicly owned companies in the United States. 

More than two-thirds of NYSE companies have listed within the last 12 years. This amount 
represents a cross-section of leading U.S. companies, including large, mid-size, and small 
capitalization companies. As of July 1999, 382 non-U.S. companies were also listed here, 
which is more than triple the number five years ago. 

As you will learn in Chapter 4, “Trading: Buying and Selling Stocks,” stock orders are referred 
to a floor broker who brings them to a specialist—a broker who personally matches buy and 
sell orders at his post on the exchange floor. Each stock is assigned a specialist who handles 
no more than 10 stocks. Since 1976, most orders have been transmitted electronically to 
specialists’ screens over the Designated Order Turnaround (DOT) system or via the upgraded 
SuperDot. To accommodate the overflow of specialists and staff, the NYSE is building a new 
facility across the street from its present location. 

A member firm is a company or individual that owns a seat on the exchange. This concept 
goes back to the days when members actually sat in assigned chairs, waiting for the name of a 
stock that they wanted to buy or sell to be called. To this day, only member firms can buy and 
sell securities on the trading floor. In order to become a member firm, a company must meet 
rigorous professional standards set by the exchange. The number of seats has remained 
constant (at 1,366) since 1953. Today, an exchange seat commands a hefty asking price—
recently quoted at $1.7 million. 

Institutional investors are corporations that invest on behalf of individuals and companies. They 
are also eligible for membership and include pension funds, mutual funds, insurance 
companies, and banks. Because they account for a tremendous volume of daily trading, we 
cannot overemphasize their importance and function as members. As the 21st century unfolds, 
these firms will manage more money for individuals, pension funds, and foundations. 

In more recent developments, the NYSE overturned a rule that prevented its members from 
trading some of the most popular stocks on alternative trading systems. From now on, the 
biggest firms on Wall Street can trade stocks of blue-chip companies such as General Electric, 
IBM, and AT&T on the Electronic Communications Networks (ECNs), which offer cheaper and 
faster trading systems. This feature will help  



Page 5 

investors receive more efficient executions at the best possible prices. The move will go a long 
way toward improving competition and public participation in various U.S. markets. 

American Stock Exchange (AMEX). The AMEX is considered a secondary exchange but is 
also national in scope. No stocks are listed on either the NYSE or AMEX at the same time. The 
AMEX is also located in New York City and is distinct from the NYSE in terms of member 
requirements, specific companies listed, and instruments traded (in other words, a large 
options exchange). Because of these differences and the need to give full service, most large 
brokerage firms are members of both exchanges. 

In an attempt to become more competitive with the NYSE, the AMEX recently developed a 
Web site for investors to study and analyze companies that are listed there. The Web site is 
www.americanstocks.com and is designed to provide earnings histories, analysts’ reports, and 
virtually everything for discovering new investment opportunities. 

The AMEX is proud to be one of the two largest options exchanges in the world. This 
exchange offers a diverse family of options that helps investors control risk and increase the 
potential to maximize profits. Having been in this specialized business for 25 years, the AMEX 
trades options on more than 1,000 common stocks. Its Web site at www.amex.com teaches 
investors about the basics of options trading, and offers a helpful educational publication. 

The AMEX created and pioneered the concept of index shares. These shares work very similar 
to an index fund yet trade like a stock. Rather than buying a single company, an investor buys 
an entire stock index and gets the diversification of owning stock in many companies. Index 
shares offer an approach to investing that provides lower fees and expenses along with 
important tax efficiencies. They range in diversity and size from large to mid-cap companies 
and from U.S. industry sectors to indexes in 17 foreign countries. 

Over-the-Counter (NASDAQ). Since its inception in February 1971, NASDAQ has been known 
as an industry innovator. For example, it was the first in history to use computers to gather and 
match buy-and-sell orders. During its first year of operation, people used NASDAQ only as a 
pricing system in order to facilitate trading. After a modest start in 1972, when 2.2 billion 
shares of 3,500 stocks changed hands, NASDAQ took off in popularity. By 1999, its trading 
volume had exceeded 270 billion shares, outstripping that of the NYSE by 70 billion shares. 

Today, NASDAQ has become a model symbol of automation—in stark contrast to the NYSE’s 
chaotic manual auction system. Foreign exchanges in Frankfurt, Paris, and London have 
emulated NASDAQ in trading electronically. As of this writing, the NYSE is practically the last 
exchange where people actually come together on a floor to conduct trades. However, as 
electronic trading accelerates, fueled by the Internet, it will be interesting to see whether the 
NYSE changes its system to embrace automation and became more cost efficient. 

As it stands today, NASDAQ is poised to become the world’s first truly global market, and 
ranks second among the world’s securities markets in  
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dollar volume. It is quickly becoming the market of choice for business and industry leaders 
worldwide. NASDAQ has helped thousands of small companies achieve tremendous growth 
by allowing their stock to trade publicly. 

NASDAQ’s future goal is to operate and regulate the most liquid, efficient, and fair securities 
market in the world. Through strict regulation, NASDAQ is designed for the ultimate benefit 
and protection of the investor. Since trading began, it has become the fastest growing market 
in the United States, and ranks second in the world’s securities markets in terms of dollar 
volume. 

We should note some statistical highlights here. Currently, the market value of over 5,000 
companies listed on NASDAQ stands at $5 trillion, considerably more than the 3,000 plus 
companies listed on the NYSE. An average of 1.8 billion shares per day are traded on 
NASDAQ. In the 3rd quarter of 2000, the value of shares traded was $6 trillion. 

Regional Stock Exchanges. There are five regional exchanges in the United States that on a 
typical trading day account for at least 10 percent of the 1 billion shares of stock traded on the 
NYSE: 

These exchanges occupy a small but busy lane on the financial super-highway Approximately 
100 million shares might pass through one or more regional exchanges during a typical trading 
day. For example, a St. Louis investor who buys shares in a Big Board-listed company might 
have that trade executed through a computer in Cincinnati or Chicago, and not on the bustling 
NYSE floor that is familiar to millions of television viewers. 

With the way our trading systems are evolving today, centuries-old open-outcry trading (where 
investors bark orders on crowded floors) is giving way to more efficient electronic systems that 
match buyers and sellers instantaneously Furthermore, our U.S. stock markets are now being 
pushed to expand trading hours, report trades in decimals rather than in fractions, and cut their 

Name of Exchange
Year 

Started

Average 
Daily 
Share 

Volume

Number 
of Stocks 

Traded

Cost 
of a 
Seat

Boston Stock 
Exchange 1834 20 million 2,000 $ 40,000

Chicago Stock 
Exchange 1882 55 million 4,000 $117,000

Cincinnati Stock 
Exchange 1885 12 million 500 $ 10,000

Pacific Exchange (San 
Francisco)

1882 20 million 2,600 $225,000

Philadelphia Stock 
Exchange

1790 8.7 million 2,600 $ 90,000



transaction costs. Keeping up with these innovations will be a major challenge for the regional 
exchanges. 
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Practical .com Sites 

Hundreds of Web sites exist today that all seem to be similar. Some sites provide better tools 
than others, however, in offering investors unique sources of information. That is what gives 
the sites of the NYSE, NASDAQ, the AMEX, and several smaller regional exchanges their 
competitive edge. These sites are storehouses of information revealing which stocks trade, for 
how much, and how often. They even track how sectors are faring and indicate which stocks 
within those groups are soaring or sagging. In fact, these exchanges are eager to share that 
wealth of information with investors in order to attract more trading activity. 

www.nasdaq.com and www.amex.com are virtual twins. To find out what is available on 
either site, you can click Site May & Site Tour. There are links for reading news stories 
and quotes from various markets. There are also preset and customized screens to help 
you search for NASDAQ stocks that meet various investment criteria. Also, you can use 
savings and retirement calculators, retrieve IPO information, earnings report calendars, 
and more. You can even set up a ticker for specific stocks that is updated every three 
minutes that will stay on the screen even when you are visiting other Web sites. 
www.nasdaq.com also offers data about stocks that are listed on NASDAQ or on the 
Amex. The Sector Overview pages (found by clicking the Market Activity header) enable 
you to view charts and comments on various sectors, including transportation and 
finance, with the consensus growth rates for each. Clicking any sector brings similar 
charts and comments on subsectors. For example, healthcare subsectors include 
biotechnology and drugs. You can choose one of those topics for a list of all its NASDAQ 
or AMEX stocks, with links to a research section on each company. NASDAQ’s site 
offers another bonus: price and volume data for pre-market (8:30 A.M. to 9:30 A.M.) 
Eastern Standard Time (EST) and after-hours (4 P.M. to 6:30 P.M. EST) trading. The 
Earnings page also provides useful research shortcuts. Analyst Activity calls up 
summaries of NASDAQ and AMEX stocks whose earnings forecasts have been revised 
by a great number of analysts. Analyst Forecast Change lists the new consensus 
estimates, highlighting the greatest percentage changes for the current week.  
www.nyse.com is the NYSE Web site. This site does not have an abundance of tools but 
is easier to use. Quotes for tradable stocks and funds include bar charts, trading volume, 
data on shares outstanding, market capitalization, dividend yield, earnings per share, and 
even beta (a stock’s risk factor). The Data Library lists record trading volume and a 
trading-statistics archive. One of the site’s most useful features is a geographical list of 
all foreign companies traded on the Big Board as American Depositary Receipts (ADRs). 
For example, by going to Listed Companies and clicking Geography, you will find country 
links that identify familiar ADRs such as Germany’s Celanese and British Airways.  
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Regional exchange sites also have a wealth of information. For example, 
www.pacificex.com is the Pacific Exchange Web site that lists 2,500 issues, including 
common and preferred stocks, corporate bonds, and ADRs. This site also offers quotes 
for all publicly traded stocks. The Philadelphia Stock Exchange, www.phlx.com, lists 
more than 2,300 stocks, 900 equity options, and options on 10 sector indexes. This site 
includes an Oil Service Sector Index Option that is the most actively traded index option 
on any exchange. The Boston Stock Exchange, www.bostonstock.com, trades mostly 
NYSE issues that are identified under Companies on its home page, while the Chicago 
Stock Exchange, www.chicagostockex.com, lists NYSE and AMEX shares as well as 450 
large NASDAQ issues. Finally, the Arizona Stock Exchange, www.azx.com, is interesting 
mostly for its educational value. Its single-price auctions of NYSE, NASDAQ, and AMEX 
securities are available only to institutional traders.  

Pricing and Trading 

Stocks are priced and subsequently quoted in dollars and cents. The asked price is the price at 
which you can buy a stock. The bid price is the price at which you can sell a stock. The 
difference between the bid price and the ask price is called the spread. People often refer to a 
spread as the profit that a broker or dealer makes on a trade over and above any commission 
charged to the customer. 

When it comes to trading, a company whose stock is traded on a national exchange usually 
has a smaller spread between its bid price and asked price. Conversely, a company that 
trades OTC will have a larger spread. For example, the spread on a recent price quoted for 
AT&T common stock listed on the NYSE was $44.50–$44.75, versus a recent price spread 
quoted for Microsoft that traded OTC for $87.25–$88.50. 

The size of the spread relates directly to the level of liquidity for that particular stock in the 
marketplace. The amount of stock outstanding and available for trading is also a major factor. 
For example, a new company might issue two million shares of common stock to be traded on 
NASDAQ. Traders would consider this amount to be a thinly traded issue, because not that 
many shares are issued and outstanding (which makes for limited liquidity). In contrast, a 
major company such as Monsanto that is traded on the NYSE might already have one billion 
shares outstanding that are available for trading. Due to the popularity of a major company 
held by institutional investors, its shares are traded more frequently—making it highly liquid. In 
summary, the more shares that are available for investors to buy and sell, the more price 
efficient the stock will be to own. 

Likewise, every company that issues stock is assigned a symbol, or set of letters to be used to 
identify its stock. These symbols make trading easier for buyers, sellers, and market makers. 
For example, the symbol for AT&T is T; the symbol for Microsoft is MSFT; and the symbol for 
Monsanto is MTC. People who watch the ticker, an electronic scoreboard that records trading 
activity, can look for and identify their stock with its  
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associated symbol. We will discuss the importance of stock symbols as related to trading in 
Chapter 5, “Studying: How to Interpret Prices and Understand Financial News.” 

How and Why Stocks Are Traded 

It’s important to recognize the current trend of market activity from various terms used on Wall 
Street. A bear market is a market in which prices are on the decline for a period of time. 
Generally speaking, when prices decline by 20 percent from their previous high, we are 
considered to be in the type of market where there are more sellers than buyers of stock. 
Conversely, a bull market occurs when prices are rising for a prolonged period of time. Most 
recently, we have been in a long-term bull market since August 12, 1982, when the Federal 
Reserve began to lower interest rates and economic expansion accelerated. Investors are 
more optimistic in a bull-market environment and are more willing to buy stocks, which drives 
prices to even higher levels. 

The perception that we are in either a bull or a bear market is based on the decisions of each 
individual investor. Those who have cash and are willing to buy stocks feel confident about the 
future and are certain they can make more money by holding this type of security. Conversely, 
those who need to use cash for other purposes or feel pessimistic about the money-making 
capability of stocks will not want to hold a security that they feel will decline in value. 
Depending on whether or not investors are in or out of the market at a particular point in time, 
they will either make or lose money, during a bullish or bear market environment. 

Sometimes, as witnessed during the year 2000, the market has an indentiy crisis—it can’t 
decide whether to act like a bull or a bear but will move sideways instead. This can be very 
puzzling to investors, especially when inflation is under control and no recession is in sight. But 
the perception of slower economic growth, higher oil prices, and weak corporate earnings will 
lower investor confidence and give little prospect for a boost to stock prices. 

Initial Public Offerings (IPOs). Depending on the type of market at any given point in time, 
companies might be willing to offer shares to the public—especially if there is a receptive 
environment. When a new business enterprise wants to raise capital for expansion and long-
term growth, it will contact an investment banker. This person’s function is to help guide the 
company when dealing with investors on Wall Street for the first time, and to explore alternate 
sources of financing when a company wants to raise money. 

For example, before a company issues stock for the first time, the investment banker will 
examine several factors such as general economic conditions, the market environment on Wall 
Street, and the company’s financial condition. Most importantly, potential investors want to 
know the company’s history of profitability and the outlook for future success of its products 
before purchasing any new stock. These and other factors  
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help establish an offering price for the new shares. This price is determined in advance and is 
considered reasonable for attracting new buyers. 

If conditions look favorable for the marketing of new stock, the investment banker will negotiate 
an agreement to underwrite the issue by buying all of the shares and then reselling them at a 
predetermined price. For larger issues of stock, inviting other dealers to join in the underwriting 
process spreads the risk. This concept is known as a syndicate group, where all firms together 
will contract to sell the new shares to investors at a set price. 

Before a new issue of stock can be sold, however, each potential buyer must receive a 
prospectus. This legal document is required by the Securities and Exchange Commission 
(SEC) and contains essential facts regarding the financial condition and recent operations of 
the company. By reading the prospectus, a potential investor can make a more informed 
decision before committing any money to purchase the stock. 

During the most recent 10-year bull market, there were billions of dollars raised in IPOs, with 
the highest of over $70 billion raised during 2000. The ten best performing IPOs that went 
public between October 1990 and October 2000 are listed in Figure 1-1. Investors who bought 
and held these securities from their beginning would have made a tremendous amount of 
money. 

After-Market Trading Activity 

After a company issues its stock in the primary market, on the IPO, its shares automatically 
become tradable according to the supply and demand in the secondary market. Investors deal 
with brokers or registered representatives who act on their behalf as agents. These people 
must know the rules and regulations of securities trading and must be professionally licensed. 
They are also known as stock brokers or account 

Figure 1-1 Ten best performing IPOs during the recent bull run (October 11, 
1990–October 9, 2000).
 
Company Gain

American Online 61,506%
Veritas Software 24,662
Network Appliance 14,159
CMGI 13,850
SDL 10,810
Siebel System 9,030
Vitesse Semiconductor 8,893
Applied Micro Circuits 8,822
Yahoo 7,653
Sanmina 7,505
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executives when working for major financial institutions, as explained in Chapter 10, ‘‘Brokers: 
Investment Companies and Services.” 

These professionals are compensated by commission, charged each time a stock is bought or 
sold. Depending on how the order is handled and where the stock is traded, there might also 
be a markup or markdown on the trade. This situation will generally occur on transactions 
traded on the OTC market. The markup is an amount added to the purchase price of a stock, 
while a markdown is subtracted from the sales price of a stock. The amount is limited and 
regulated by the National Association of Securities Dealers (NASD). 

Ever since trading began in 1792, commissions were fixed according to a predetermined 
schedule based on price and the number of shares traded on the exchange. On May 1, 1975, 
however, commissions became fully negotiable on all orders. An investor in today’s market 
who would have had to pay a fixed commission previously can now bargain with a broker for 
the lowest rate available. As we will see in Chapter 4, trading costs have become even less 
expensive with the increased usage of the Internet. 

More affluent individual investors or large institutions such as banks, insurance companies, 
and pension funds can execute what are known as block trades. These transactions are 
designed for large trades of 10,000 shares or more, and the transaction costs are even lower. 
With millions of shares trading hands each day, these types of orders account for the vast 
majority of activity which creates a more efficient market. 

Major Indexes 

In today’s sophisticated markets, major indexes are used to gauge the performance of various 
industries. They are now being followed more closely by investors to help make decisions on 
whether to buy or sell securities. When talking about movements in the market, we need to 
compare them with economic indicators such as industrial production, consumer spending, 
changes in the money supply, and the level of corporate profits. Rates of return in various 
sectors of the market can be a valuable benchmark for judging the performance of actual stock 
portfolios. 

In order to diversify money rationally among stocks, indexes are used to study the price 
relationship of individual stocks compared to movements in the market as a whole. This 
process is known as asset allocation and helps investors lower the overall risk in their 
portfolios. The best summary measure of market behavior is indexes. We will discuss the 
principles underlying them and the uses for which each is best suited. 

There are two important issues to keep in mind when using an index: 

1. Knowing the stocks that are included in each one.  
2. Determining the relative importance or weight of each reported stock in its index.  

These two points include the problems of sampling and weighting. 
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Sampling. An index can be based on a sampling of stocks or on all of the stocks. For example, 
the Dow Jones Industrial Average (DJIA) represents only 30 stocks, which constitutes a 
sampling of those stocks in the entire NYSE composite index. Although it is widely recognized 
as reflecting the general market environment, the DJIA does not represent a wide variety of 
stocks that might be moving in opposite directions. 

The adequacy of indexes based on samples is caused by two elements: (1) the fact that stocks 
of relatively few companies constitute a large proportion of the value of the stocks of all 
companies, and (2) the tendency of all stocks to move together. Therefore, the substantial 
concentration of value in relatively few companies contributes to the power of small samples 
such as the DJIA. 

In other words, if we try to measure the performance of a particular portfolio against such an 
index, the degree of conformity will obviously be distorted. This statement is also true 
regarding some mutual funds that are focused on specializing in only one industry For 
example, the Fidelity Biotechnology Fund should not be expected to represent stocks in 
general, nor should we expect it to reflect the performance of the broader-based DJIA. 
Investors can also fall into the trap of thinking their portfolios are under-performing or over-
performing the market by comparing their holdings of individual stocks to the wrong index. 

Unfortunately, the market receives much media attention when it is going through periods of 
extreme volatility. Busy American investors who do not have time to sit and watch their stocks 
each day will receive a synopsis on the evening news. A negative report on the performance of 
the DJIA or NASDAQ will imply that their stocks may be following these indexes in the same 
direction. However, this situation might not necessarily be true, and this example shows the 
importance of tracking the performance of each individual holding. 

Weighting. The price of each stock represented in an index must be combined in order to 
determine the value of the entire index. For that purpose, the index must be computed each 
time in order to determine the relative importance of each reported stock. Thus, higher-priced 
stocks of larger companies will carry a much greater weighting than lower-priced stocks of 
smaller companies. 

The two most common ways of weighting stocks are in accordance with market value or by 
assigning equal weights to equal relative price changes. The former method is appropriate for 
indicating changes in the aggregate market value of stocks represented by an index, while the 
latter is more appropriate for indicating movements in the prices of typical or average stocks. 
For example, changes in general market value are more important for studies of relationships 
between stock prices and other factors in the national economy. 

You must realize that value-weighted indexes attach relatively great importance to large 
companies and that the stocks of those companies might behave differently from the stocks of 
smaller companies. The main difference is shown through greater volatility in the fortunes and 
stock prices of small companies, and the greater tendency for the price of stocks of large 
companies to be moved by the general tides in the economy as a whole. 
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Major Indexes. Indexes that are most widely followed and used today include the following: 

DJIA—Comprised of 30 large company stocks that represent all major areas of the 
economy. The average is price-weighted and is managed by editors of the Wall Street 
Journal, who occasionally drop or add stocks to keep the index current. The average is 
calculated after the close of the market each trading day and is adjusted for stock splits, 
substitutions, and spin-offs. This index is still the most popular benchmark and has 
proven reliable in reflecting general market conditions as a whole.  
NASDAQ Composite Index (NASDAQ)—Measures the performance of stocks traded on 
the OTC market and is weighted for market value. Newer or smaller companies, or those 
larger companies that do not want to be listed on a larger exchange, are represented in 
this index. In recent years, this index has been weighted more heavily toward technology 
companies.  
Standard & Poor’s 500 (S&P 500) Index—Comprised of 500 of the largest corporations 
traded on the NYSE. These stocks are tracked together, and a summary measure is 
reported on a daily basis. This index is a popular benchmark for gauging the 
performance of individual stocks.  
Russell Indexes—Measures the performances of stocks based on market capitalization 
(for example, Russell 3000 includes stocks that represent 98 percent of the total equity in 
market capitalization). Russell 1000 includes stocks of companies that have larger 
capitalization, and Russell 2000 comprises companies that have smaller capitalization.  
Wilshire 5000 Index—Includes any stock traded in the United States for which 
information is readily available. There is a separate index for the 750 largest stocks, one 
for the next 1,750 companies, and one for the remaining smaller companies. This index 
has been gaining more attention from federal policy makers and market strategists who 
try to determine the next direction that the market will take. The Wilshire combines stocks 
as represented by the old and new economies so that people can see market activity in 
its entirety.  
Industry Indexes—Designed to measure the performance of stocks related to a specific 
industry (for example, automobile, airline, financial, health care, technology; and so on)  
Europe, Australia, and Far East (EAFE) Index—Measures the total return of a sample of 
common stocks of companies in 20 European and Pacific Basin countries. This index 
helps gauge the performance of foreign markets as a whole.  

A Special Application: Investing 
in a Two-Tiered Market 

Sometimes it is necessary to look beyond the numbers in order to see what actually occurs in 
a volatile market environment. For example, the DJIA rose from 7,500 to more than 11,000 
between August 1997 and June  
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1999. While this rise of 47 percent was considered phenomenal, it was not widespread. 
Despite what the general public perceived, many stocks outside the DJIA did not regain their 
former 1997 highs during that period. In fact, just a handful of stocks actually drove the market 
indexes to higher ground. 

How can this situation occur? Partly, it is the result of the way that returns for the S&P 500 and 
NASDAQ indexes are calculated. They are based on the relative size of each company, so 
large companies (rather than small companies) make up a greater percentage of the total 
return of the S&P 500. Understanding the way in which these indexes are calculated is critical 
when you have two groups of stocks operating in a completely different manner. When this 
situation occurs, we have a two-tiered market. 

This situation is exactly what occurred during the 12-month period ending February 22, 1999, 
when the S&P 500 turned in a total return of 24.4 percent. While that figure sounds 
outstanding, you must realize that only 20 stocks out of all 500 in this index produced 14.3 
percent of the 24.4 percent total return. In other words, 20 stocks made up almost 59 percent 
of the entire gain of the S&P 500 during that one-year period. Unfortunately, these stocks 
represented only 4 percent of the entire index. This means that the other 96 percent of those 
companies could only manage a 10 percent return. 

In examining the technology-heavily weighted NASDAQ, the two-tiered market was even more 
dramatic. Again, looking at the one-year returns as of February 22, 1999, the NASDAQ 
produced a total return of 35.3 percent. If you look at the top 20 stocks that comprise the 
NASDAQ, they produced 33.2 percent or 94 percent of the entire gain in this index. Amazingly, 
these 20 stocks represent only 0.5 percent of the total index. All the other stocks were only 
capable of producing a 2.1 percent gain. 

This situation shows us that only a small group of stocks actually drove these indexes to new 
highs. Unfortunately, when the average investor hears that these indexes are moving up, he or 
she believes that all stocks in the index are advancing the markets. The problem occurs when 
these indexes are used as a comparison to a broadly diversified portfolio, which could 
obviously have produced a much lower return. This can result in extreme disappointment and 
unnecessary changes in a portfolio. In a later chapter, we will show how Modern Portfolio 
Theory produces a more accurate return using four asset classes. 

In conclusion, do not let a two-tiered market fool you into changing an investment strategy and 
moving out of a diversified position. History shows that markets go back to their norms and 
either rise or fall on a much broader basis. We all know that diversification reduces risk over 
the long run and that “not putting all of your eggs in one basket” is an Investment 101 
fundamental principle. As a financial professional, you should frequently review your client’s 
portfolio to make sure that it is structured to achieve the client’s future goals. 

Predicting Future Market Activity 

Both professional and novice investors attempt to predict future market activity every day. 
History shows that past performance does not predict  
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future results, especially in the short term. However, we have a much better chance of making 
money over the long term, because history does tend to repeat itself. In other words, the 
longer we go out to measure price fluctuations, the more pronounced the risk-reward tradeoff 
becomes. We will discuss this subject in detail in Chapter 6, “Analysis: Tools and 
Theories” (under the Modern Portfolio techniques). 

Unlike bonds or Treasury bills (T-bills), stocks have been a tremendous defense against rising 
consumer prices. History shows that they have produced returns that have outpaced inflation 
to help us maintain our standard of living. Since 1982, we have seen excellent returns in the 
U.S. stock market. However, we should not be spoiled by these large numbers; but rather, 
prepare for slower growth and lower returns in the years ahead. It is better to be conservative 
when making market projections to clients than to promise phenomenal returns which may not 
materialize. 

This information leads us to conclude that portfolio diversification, which has worked so well in 
the past, will also be a prudent strategy to follow in the future. For example, an investor who 
owns a mix of large and small growth and value U.S. and foreign shares will reduce overall risk 
because these classes of stock do not move in sync. While we tend to hear arguments that 
concentrating on one asset class would be better based on recent results (U.S. blue chip 
growth stocks from 1995 to 1999), we do not know which asset class will be the biggest winner 
in the future. Because we have no crystal ball to make a prediction, it always makes sense to 
split investible assets among the previously mentioned classes of investments. 

Picking Consistent Winners. In the kind of turbulent and fastpaced market we saw in the last 
quarter of 1999 and the early part of the year 2000, many investors just wanted to jump on the 
bandwagon and go along for the roller coaster ride. They did not want to study market history 
first to gain knowledge about investment principles. A market with this kind of momentum 
produced pure madness, and when it corrected, foolish investors lost huge sums of money. 

In conducting market research and making recommendations for clients, you should always err 
on the side of caution. Whether selecting individual stocks or mutual funds, you will find that a 
diversified program will usually include some excellent winners. Most importantly, investors 
want to build faith and trust in your recommendations as a professional. 

In the past, we have seen that some strategies work for a while and then fade away from 
popularity For example, “Dogs of the Dow” involves buying the 10 highest-yielding stocks in 
the DJIA at the beginning of each year. This process usually means picking those companies 
whose stocks lagged in performance the previous year, and therefore ended up with the 
highest dividend payouts. This strategy generated decent results during the ’80s and ’90s, and 
showed that some stocks were recognized as being out of favor and subsequently had value. 
Investors therefore snapped them up, causing a rebound in their prices. 

Although this strategy received a lot of press in the mid-1990s, the approach has not worked 
well recently. Generally, quality stocks that are undervalued will tend to rebound anyway, 
especially if we are in a bull-market environment and their earnings are rising. Over the past 
five  
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years, however, we have seen fewer demand for value stocks than for growth stocks. The 
dogs strategy could be suffering as a result, or it could be that the approach is no longer being 
followed by most astute investors. 

What we have witnessed recently is more of a momentum strategy being taken by investors 
during an optimistic bull market environment. This situation shows that the best-performing 
stocks from one year are tending to generate better-than-average returns the following year. 
Investors will want to own those stocks, especially if they are participating in the growth of the 
new information age economy. 

Meanwhile, the worst-performing stocks keep on suffering and show a lack of performance. 
But history might very well repeat itself here as investors come to realize that overvaluation 
can only go so far and that they are better off buying undervalued stocks with a track record of 
solid earnings. These stocks are known as sleepers that will someday wake up and become 
recognized by the investment community as bargains. Therefore, it is critical to include some 
of these stocks as part of a client’s portfolio. 

Summary 

As we saw in this chapter, the stock market has deep roots in American history and has come 
a long way since its origin. Anyone who is financially able to participate in company ownership 
through the purchase of common stock can reap tremendous rewards. The stock market, as 
measured by the S&P 500 Index, has given investors an average rate of return of 11.3 percent 
between 1926 and 1998. This return has enabled them to keep pace with the rate of inflation 
and to achieve numerous financial goals, such as saving for a college education or for a 
comfortable retirement. 

In order to participate in this dynamic process and make intelligent recommendations for 
clients, you must be familiar with the function of the Federal Reserve system in our economy. 
Its actions will continue to play a major role in determining the direction of our financial markets 
in the future. Chapter 2, ‘‘Economics Basics: Terms, Definitions, Trends, and Policies,” will also 
examine recent economic trends and describe how to interpret important economic data. By 
understanding the benefits of owning stock in relation to economic activity, you will find it 
easier to determine which types are best to own in order to achieve specific goals and 
objectives. 
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Introduction 

Learning about the stock market is an inordinate task. As a professional in the field of finance, 
you will find that your understanding of various terms and the implications of markets moving in 
one direction or the other will be the key to giving sound financial advice. This chapter explains 
what clients need to know regarding our economy as they try to make important investment 
decisions. This material will also give clear insight regarding the actions of the Federal 
Reserve system as it goes about its main function of controlling inflation and the money 
supply. 

A brief background on economics is in order here. We can define economics as the study of 
how wealth is created and distributed in a free society, such as the United States. Citizens are 
free to buy and sell the goods and services that they need, and prices are set according to the 
supply and demand for each type of product or service. There is interplay between major 
institutions, namely the government, labor, and business. They must work together in order to 
satisfy the needs and wants of consumers. 

A number of factors affect the pricing of goods and services. Economics 101 teaches that a 
high demand for consumer products will force prices up. Similarly, factors such as cost of labor 
and industry competition will ultimately influence the overall level of prices. For example, 
because consumers can borrow money at reasonable rates from various lending institutions, 
they will have more money to spend during an economic expansion. Conversely, when 
consumers experience a tightening of credit during economic recessions, they will shy away 
from borrowing money when interest rates are higher. 

Having said that, we must explore the supply and demand for money. Financial institutions 
such as banks, credit unions, and consumer loan companies provide money to consumers to 
help stimulate economic activity. The availability of money to these institutions for lending 
purposes is directly affected by the monetary policy of the Federal Reserve system. We can 
consider “the Fed” as our nation’s central bank, and its chief function is to maintain an 
adequate supply of money while attempting to control the rate of inflation. As our economy 
grows, the Fed makes funds available for business expansion and consumer spending by 
providing money for each of these areas. The Fed also plays a delicate balancing act by 
keeping interest rates and consumer prices at reasonable levels so that the economy can 
continue to grow at a reasonable rate. 

Global Economic Expansion 

Due to the recent tremendous boom in global economic expansion, we cannot ignore these 
important influences. As more international trade develops between all countries of the world 
during the next century, there  
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will be an increase in the activities of foreign investors and more global competition. This 
means American businesses must compete directly with foreign companies for the dollars 
spent by American consumers to buy various products. 

For example, the automobile industry has witnessed this intense competition. Due to their 
sleek styling, high quality, and reasonable prices, foreign automobiles have become very 
popular with American car buyers. While Detroit was asleep during the late 1900s, automobile 
makers such as BMW, Lexus, and Mercedes were making tremendous strides into the 
American market and taking away business from U.S. automobile manufacturers such as GM, 
Ford, and Chrysler. 

To counter this type of intense competition, American companies are expanding their overseas 
locations in order to sell more goods and services to foreigners. In effect, when sales of U.S. 
goods (exports) are greater than the sale of goods made in foreign countries, we have a trade 
surplus that benefits our entire economy. In effect, this surplus increases the funds available 
for domestic spending and investment. Likewise, if foreign companies invest their dollars 
directly into the United States, our money supply increases—which helps reduce interest rates 
and stimulates greater expansion. 

But in recent years we have experienced a large trade deficit, as shown in Figure 2-1. In other 
words, Americans are buying more goods that are made abroad, and more money is leaving 
this country faster than it is coming in. As of October 1999, the U.S. trade deficit stood at $25.9 
billion. This figure was the seventh monthly record set in 1999, and through the first 10 
months, the deficit was running at an annual rate of $262 billion. This figure far surpassed 
1998’s record deficit of $164.3 billion. Through the first eight months of the year 2000, the 
trade deficit stood at $29.4 billion. 

You should note that American exports in October 1999 stood at $81.9 billion as sales of farm 
products, computers, and telecommunications equipment fell. Meanwhile, imports surged to a 
record $107.9 billion. Particularly worrisome is that the deficit at an annual rate had widened by 
$60 billion in that last three-month period. While this tends to be a drag on the U.S. economy, it 
is not expected to show any internal growth. 

The administration blamed 40 percent of the widening deficit on rising oil prices. The average 
price of a barrel of crude oil hit $20.74 in October 1999—more than double the low in January 
($9.19) as production cutbacks by oil producers and the improving global economy boosted 
the world’s demand for oil. As the summer of 2000 approached, the price of a gallon of gas 
had reached $2 in some parts of the country. While the price of oil has reached $32 per barrel 
in November 2000, more production overseas was expected to gradually decrease this amount 
during 2001, reducing inflationary pressure in the U.S. economy. 

Our ultimate goal is to have a trade surplus, where foreigners perceive our goods to be 
superior to theirs in quality and price so they will make more purchases here. In other words, 
an increase of money coming into the country would overtake the amount that is exiting. The 
more money we have to earn and keep, the more money we can spend at home to improve 
our quality of life in the United States. 
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Figure 2-1 Trade deficit. 

 

Economic Terms and Definitions 

To better understand activity in the U.S. economy, let’s examine some key terms and 
definitions and their influences on consumer spending. 
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• Interest rates—Interest rates represent the cost of money. These rates take into effect the 
supply and demand for money. There is a cost for the privilege of borrowing on credit, just as 
there is a return for saving and investing. When interest rates rise, buying on credit is more 
expensive, but saving and investing in certificates of deposit (CDs) becomes more attractive. 
The Fed will use this tactic to contract the money supply and to slow economic expansion. On 
the other hand, when the Fed wants to encourage economic growth, it will reduce interest 
rates—which lowers the cost of borrowing and makes savings less attractive. Figure 2-2 
illustrates both short- and long-term interest rates. Short-term interest rates are represented by 
three-month T-bills and 90-day commercial paper. Notice how they move together and follow 
the prime lending rate. Long-term interest rates are represented by conventional mortgage, 
corporate Aaa, and 30-year Treasury bond (T-bond) rates. They also have a pattern of moving 
together. More recently, interest rates on short-term securities have increased to the point 
where they are equal to or 

Figure 2-2 Short- and long-term interest rates. 
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greater than interest rates on long-term securities. This situation is sometimes referred to as 
an inverted yield curve. 

• Consumer Price Index CPI)—The CPI measures the level of inflation as reflected by changes 
in the price levels of consumer goods and services. As consumer prices rise due to higher 
demand for goods and services, the general level of inflation in the economy also rises. The 
cost of living will vary depending on the area of the country in which you live. For example, 
housing costs are much higher on the east and west coasts than they are in the Midwest. In 
recent years, the CPI has averaged between 1.5 percent to 3.0 percent. Figure 2-3 illustrates 
the activity of the CPI going back to 1975. Notice that inflation got completely out of control in 
the late 1970s and finally peaked at around 14.75 percent in mid-1980. Since 1981, inflation 
has decreased steadily, which has resulted in more economic growth and reasonable prices. 
More recently, the average CPI has been around 3 percent. With the Fed’s actual target being 
closer to 2 percent, it explains the series of increases in short-term rates during the second 
half of 1999 and the first half of 2000. 

• Consumer spending—Measures the demand for goods and services in a free economy. 
When consumers have more jobs and earn higher wages, they feel confident about the state 
of the economy and tend to spend more money. However, increased levels of consumer 
spending and borrowing can also lead to higher inflation—causing the Fed to raise interest 
rates to contract the money supply. This situation can lead to a subsequent reduction in the 
number of jobs, 

Figure 2-3 CPI activity dating back to 1975. 
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Figure 2-4 Consumer spending. 

 

lower wages, and a negative feeling about the economy (which in turn would lower consumer 
spending). We can examine several graphs in Figure 2-4 as they relate to consumer spending. 
These figures show that as real disposable personal income goes up, real consumption or 
consumer spending will also rise. Positive consumer confidence is also reflected in the pattern 
of retail sales in a good economic environment. However, the shaded areas indicate a decline 
in personal income resulting in flat or negative consumption. Note a direct correlation to retail 
sales during these periods. 

• Money supply (M1, M2, and M3)—Money supply measures the dollars that are available for 
spending in the U.S. economy. M1 represents the sum of demand deposits, coins, and 
currency in circulation. M2 includes all of these components plus bank savings accounts, 
smaller CDs (less than $100,000), and all money-market accounts. M3 includes all of these 
elements plus large CDs (greater than $100,000), Euro dollar deposits, and institutional 
money-market funds. Figure 
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Figure 2-5 Changes in money supply. 

 

2-5 shows changes in the money supply going back to 1983. All three measures tend to be 
consistent with each other, based on the Federal Reserve policy of contracting or expanding 
money that is available for consumer spending. These statistics are reported by the Fed on a 
weekly basis and can be interpreted differently. When increases are reported in M1, M2, or 
M3, money is taken out of circulation and economic expansion levels off or tends to decline. 
The Fed can set targets for the levels of M1, M2, and M3. Most importantly, a balance in the 
money supply will help maintain economic growth without an increase in the level of inflation. 

• Gross Domestic Product (GDP)—The GDP represents the total market value of goods and 
services produced in the United States for a particular period. This information is released 
quarterly by the Department of Commerce and is reported on television and in the business 
press. The percentage change is an easy way to determine the productivity in the economy. 
For example, Figure 2-6 shows real GDP increased to 5 percent by the end of 1999, which 
means that the U.S. economy produced more goods and services than it did in 1995. 
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Figure 2-6 Real GDP increased to 5 percent at the end of 1999. 

 

Notice how real GDP has increased steadily since our minor recession in the early 1990s. This 
continued expansionary phase, along with a decreasing Gross Domestic Product Price Index, 
makes the United States look favorable for future economic growth and will attract more 
foreign companies and governments that want to invest here. 

• Unemployment—Unemployment refers to the number of people without work who are willing 
and able to be employed. Each month, the U.S. Bureau of Labor Statistics comes out with an 
employment survey. The results are measured in frictional and structural unemployment. The 
former is unemployment that occurs when employees lose jobs due to the poor management 
of a company. The latter occurs when many companies in the same sector or industry 
encounter financial problems and begin laying off workers. This situation often results from 
changes in technology, consumer preference, or political influences. Because we will always 
have some unemployment in the economy, a 5 percent figure is considered full employment. 
The higher 
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Figure 2-7 Unemployment as an economic indicator. 

 

the rate above this level, the more negative effect that unemployment will have on sales in 
food, housing, retail, automotive, and leisure activities. We show this economic indicator in 
Figure 2-7. The figure shows how a growing economic environment will create more jobs and 
reduce unemployment, as indicated, from 1997 to early 2000. During this time, the population 
of the labor force will also increase, causing the number of skilled jobs available to decrease. 
As workers  
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are retrained for jobs in the new economy, the rate of unemployment will also tend to remain 
low. However, notice how unemployment spiked upward during recessionary periods in the 
U.S. economy (shaded areas). 

• Housing starts—This term refers to the number of new homes being built at a particular point 
in time. An increase in housing starts reflects lower interest rates and an expanding economy. 
In other words, more people can afford mortgages to purchase new homes in desirable 
locations. Conversely, when interest rates on home loans rise, the number of housing starts 
will decline—which, in turn, could warn of a pending slow down of economic activity. We see 
this concept illustrated in Figure 2-8. As interest rates tended to remain stable and the 
economy expanded over the last several years, consumers will feel confident and able to 
afford new homes. However, when mortgage rates rose (as in late 1998 and 1999), the 
demand for new homes declined. 

• Prime rate—This term refers to the rate that banks charge their best customers to borrow 
money. The prime rate is indirectly controlled by the Fed and is generally set by banks to 
acceptable levels for businesses to borrow money in an expansionary environment. As the Fed 
raises the discount rate, as it did in late 1999 and into mid-2000, the prime rate goes up—
resulting in less borrowing and an economy that will tend to contract (refer to Figure 2-2). 

The Business Cycle 

Our economy functions according to a business cycle. We will typically go through four 
phases: expansion, peak, contraction, and trough (statistics 

Figure 2-8 Housing starts. 
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are shown in Figure 2-9). We are currently going through an expansionary period where 
unemployment is low, prices are stable, inflation is steady, and corporate profits are rising. As 
spending during this period of prosperity matures, we will eventually come to a peak. At that 
time, the output of goods and services along with corresponding employment is high. 
Companies have expanded their factories so that they will be capable of producing more 
goods. But as labor demands higher wages, companies will raise prices to cover the increased 
costs, and consumer demand will begin to slow down. Eventually, the supply of goods will 
begin to exceed the demand, and more will remain unsold. Inventories of unsold goods will 
begin to pile up, and gradually the economy will begin to contract. In other words, prices will 
level off as new orders for unsold goods will decrease—as will the demand for the raw 
materials used to make them. The economy usually contracts as companies begin to produce 
less, lay off workers, and try to offset falling sales and profits. Prices for goods and services 
will decrease, as will the use of credit. A prolonged economic contraction of this kind is called a 
recession. The low point in the business cycle is called a trough and is marked by depressed 
stock prices and low consumer confidence. If this period becomes prolonged and severe, it is 
known as a depression. As the Fed lowers interest rates to encourage borrowing once again, 
consumers will eventually begin buying as prices for goods drop faster than income. 
Accumulated business inventories will begin to fall as consumers and businesses increase 
their purchases. As the use of credit becomes popular once again, we begin the expansionary 
phase once more. 

Federal Reserve Policies, Rules, and Regulations. You must realize that throughout any 
business cycle, the Fed’s job is to keep the economy moving forward. The Fed strives for 
continued economic growth and plays a delicate balancing act in order to achieve this goal. 
The Fed closely monitors the economic indicators described previously and expands and 
contracts the money supply by using monetary policy. As we stated earlier, if the supply of 
money increases, the economy is likely to expand. If the supply of money decreases, the 
economy is likely to contract. By raising or lowering interest rates, the Fed directly controls the 
demand for money. 

As we enter the 21st century, dynamic changes are already taking place in our economy. 
Larger companies have been buying smaller ones in an attempt to reduce costs and increase 
profits. As we witness these consolidations in most major industries, the number of laid-off 
workers tends to increase. However many are being retrained to perform more efficient 
functions with their new employers. This situation helps keep unemployment figures down and 
simultaneously raises our GDP. 

As the U.S. economy becomes more technologically oriented, the cost of producing goods and 
services will decrease—resulting in higher corporate profits. This situation should be bullish for 
equity markets and should result in higher stock prices on all major exchanges. Likewise, as 
the rest of the free world attempts to follow the United States in this transformation, other 
countries will experience the same progression. There will be an increase in demand for their 
goods and services, and stock prices of companies will also rise. Barring any major wars or 
unfore- 
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Figure 2-9 Expansion, peak, contraction, and trough. 
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Figure 2-9B Continued. 

 

seen circumstances, we will have more countries joining in free world trade. As a result, this 
situation should result in a more prosperous global economy. 

Controlling the Economy with Monetary Policy. As a government agency, the Federal Reserve 
controls economic activity by changing reserve requirements, using open market operations, 
and changing the discount rate. Let’s examine each one briefly to better understand how they 
are used by the Fed. 

One way in which the Fed can alter the money supply is by changing the level of reserves that 
its member banks must maintain. For example, when you make a deposit into your checking or 
savings account, the bank in turn lends a portion of this money and charges interest to make  
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a profit on the loan. However, the bank is required to keep a certain percentage of your deposit 
on reserve at its regional Federal Reserve bank. 

This percentage is known as the reserve requirement and is considered money that the bank 
cannot use for lending or investment purposes. The higher the reserve requirement, the less 
money that the bank has to lend out. Thus, when the Fed raises the reserve requirement, it will 
reduce the money supply in circulation and will generally cause interest rates to increase. 
Because the Fed has used other strategies to accomplish the same goal, this approach has 
not been a popular form of control in recent years. 

This topic brings us to the more popular approach of open-market operations, involving the 
sale and purchase of government securities to investors. The Fed’s Open-Market Committee 
(OMC) of 12 member banks meets eight times a year in order to evaluate U.S. economic 
conditions. If the OMC wants to stabilize the economy, it can alter the money supply by 
authorizing the purchase or sale of government securities. When buying government securities 
from the public, the government pays investors and increases the amount of money in 
circulation. This increases the amount of borrowing resulting in higher production and 
employment. 

Conversely, when the OMC authorizes the sale of government securities, the government sells 
them to investors who pay to acquire them. This money goes directly to the Fed and is 
subsequently removed from circulation. When the money supply decreases, there is less 
borrowing in the economy. This situation is likely to lead to decreases in consumer demand, 
slower economic growth, and lower prices. Thus, the OMC has powerful control over the 12 
districts of the Federal Reserve banking system. 

The third and currently most popular way in which the Fed controls the money supply is by 
changing the discount rate. This rate is charged to member banks to borrow money overnight. 
By decreasing the discount rate, the Fed has more money available for economic growth and 
borrowing increases. Conversely, by increasing the discount rate, borrowing will decrease and 
fewer funds will be available for economic growth. These higher interest rates are passed 
directly to consumers as banks raise the prime lending rate to their best customers. In effect, 
this increase will discourage consumers and businesses from borrowing money and will tend 
to slow down the economy. Updated rates are available each day in the Money Rates table of 
the Wall Street Journal. 

Figure 2-10 illustrates the Federal OMC’s expected federal funds and discount rate dating 
back to 1983. These rates work together to control the amount of money in circulation. To fine-
tune the economy and control inflation, the Fed will not hesitate to raise these rates. Figure 2-
10 shows this to be the case in 1994 and in late 1999 into the first half of 2000. 

The Federal Reserve and Economic Trends: Past, Present, and Future. As we stated earlier, 
the Federal Reserve acts as our central bank and controls the money supply. History has 
shown, however, that controlling the economy can be a difficult task. For example, during the 
late 1970s, poor monetary policy and political differences in Washington caused inflation to get 
out of control. To catch inflation, the Fed was forced 
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Figure 2-10 FOMC expected federal funds rate and discount plan. 

 

to raise interest rates, which put many people out of work and brought the economy to a 
standstill. As the Fed regained control of the economy during the early 1980s, however, prices 
fell, unemployment decreased, and economic conditions gradually improved. Since that time 
(and as a result of better monetary control), we have experienced tremendous economic 
expansion that has brought us into the boom of the 21st century. 

Currently, economic growth is expected to moderate in late 2000 and into early 2001. 
However, investing in the high-tech sector will continue to be hot, and this area should 
outperform other areas of the economy. As increased demand for specialists in the new 
economy tends to push wages even higher, these costs will be passed on to consumers in the 
form of higher prices. This situation could easily lead to a modest increase in price inflation, 
which means that the Fed would likely raise interest rates further into 2001. 

As we increase the use of computer software to run our daily lives and businesses, this 
industry will become an increasing part of our GDP. In the early 1980s, business software 
investment began to steadily increase. Currently, it adds one-fourth of a percent each year to 
national economic growth. As we become more of a technologically oriented society in the 21st 
century, this area is expected to contribute even more to GDP growth and at a much faster 
pace. Therefore, the outlook for jobs in this industry looks very bright. 

As an important economic indicator, housing starts and the sale of new homes have been 
strong in recent years. This situation is due to the robust economy and a somewhat lagging 
effect of an immigration surge during the 1980s. There has also been an increased demand for 
second homes by more affluent Baby Boomers, and this expansion has fostered a rise in 
home ownership. As people become more established and want to stay in their well-developed 
neighborhoods, we will see more houses being torn down and rebuilt. An unusual period of 
warmer weather and shorter winters has contributed to more activity in the housing market as 
well. 

Because our population growth will eventually peak, we will begin to limit the upside for 
housing starts. Other factors contributing to this trend will be a slowdown in economic growth, 
an increase in mortgage interest rates, and the higher cost of housing construction. As the 
younger generation moves into the 24 to 34 age bracket, they represent a smaller percentage 
of the population and will eventually undermine the demand for housing. 
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Foreign trade is not to be ignored. Americans have been purchasing more goods outside the 
United States than selling to companies overseas. As stated earlier, this situation results in a 
trade deficit, which can have negative implications for U.S. economic growth. The outflow of 
U.S. dollars to overseas markets has been a backstop for other economies in crisis and has 
served as an inflationary safety valve for the United States. As our economy slows in 2001, 
however, we will spend more dollars in the United States—and the foreign demand for U.S. 
goods should also increase. The trade deficit will also become more of a political issue in the 
years ahead. 

The Outlook for Monetary Policy, Interest Rates, and Equity Markets. Milton Research, Inc. is a 
highly respected company that conducts research for high-profile clients in forecasting 
economic activity. Let’s examine some of their graphs, along with the company’s outlook 
regarding the effects that monetary policy will have on interest rates and on the equity markets 
in the coming years. 

During 1998, there was a risk that the U.S. economy would become an island of prosperity 
among the weakness of other global economies. In an attempt to help the free world, the 
Federal Reserve bought insurance by cutting the Fed funds rate three times (75 basis points). 
This action triggered a massive rally in U.S. financial markets, as illustrated in Figure 2-11. 
During 1999, although concerns regarding global recession receded, the Fed still raised the 
funds rate three times (75 basis points) in order to keep U.S. inflation under control. This figure 
shows how this policy hurt bond performance, as reflected in long-term T-bonds, but did little to 
impair the demand for U.S. equities (as reflected in the rise of the S&P 500 stock index). 

As long as we have increasing inflationary pressures, the Fed is likely to keep raising interest 
rates. Its unofficial inflation target is around 2 percent. As in the past, Federal Reserve 
Chairman Alan Greenspan will keep 

Figure 2-11 Cutting the Federal Reserve funds rate. 
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Figure 2-12 Corporate debt and Treasury debt. 

 

a tight rein on inflation. He has been reappointed for another term and will continue to focus on 
slow, yet stable growth for the U.S. economy. 

Figure 2-12 shows that in recent years, corporate debt has expanded more rapidly than 
Treasury debt. This situation is in part due to the Fed’s policy of keeping more money in 
circulation in an expanding economy. What we see is corporate debt inversely correlated with 
the volume of Treasury debt issues. Should the Fed decide to contract the money supply in 
order to control inflation, it would issue more Treasury securities in the near future. 

Ironically, the expansion of corporate debt has been mirrored by a major reduction of corporate 
equity supply, as shown in Figure 2-13. With the recent trend of stock repurchase plans and 
consolidations, corporations have become the largest buyers of equities in recent years. While 
more corporate cash has been paid from share repurchases and major acquisitions, the 
increased demand for a dwindling stock supply has resulted in higher equity prices. This trend 
is expected to continue in the foreseeable future. 

In regards to a leading market index, large cap stocks (as represented by the S&P 500) are 
significantly overvalued. In Figure 2-14, we see a phenomenal growth pattern, especially from 
1995 through the end of 1999. This growth represented a 12 percent overvaluation, which 
seems rather large. This value is small, however, in comparison to a 23 percent overvaluation 
prior to the October 1987 stock market crash. Figure 2-14 would also indicate a continuing 
trend of higher valuations in this index, assuming favorable economic growth, low inflation, and 
low unemployment numbers. 

Several times during 1998 and 1999, small-cap stocks were touted as offering vastly better 
values than large-cap stocks. While this statement has been validated, in each case, 
expectations of superior performance have been disappointing. Figure 2-15 shows the 
underperformance of 
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Figure 2-13 Expansion of corporate debt. 

 

Figure 2-14 Higher valuations. 

 

small-cap stocks, as represented by the Russell 2000 Index since mid-1994. While relative 
value remains in this market sector, we must remember that a sharp reversal in the large-cap 
market (defined as a 5 percent decline in the S&P 500 index in one month) would cause a 
significantly larger negative impact on the small-cap market. 

Should consumer confidence remain high, resulting in increased spending in a growing U.S. 
economy, there is no reason to believe that small-cap stocks would not participate in a bullish 
market environment. During the first half of 2000, mid-cap stocks were the market leaders. 
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Figure 2-15 The relative underperformance of small-cap stocks. 

 

Therefore, now would be an excellent time to purchase small-cap stocks and to hold them for 
the foreseeable future. A portfolio balanced with a combination of large, medium, and small-
cap stocks will work well to accomplish the goals of diversification with reduced risk for many 
clients as we enter the 21st century. The weight assigned to each class will depend on client 
comfort level and risk tolerance. 

Finally, we have seen tremendous volatility in stock prices during 2000. Major threats to future 
valuation of U.S. equities would include the following: 1) Fed tightening, 2) profit 
disappointments, 3) dollar weakness, and 4) inflated prices. The risk of continued Fed 
tightening is much greater now than is generally anticipated by the investing public. In recent 
years, corporate profits have not been growing as fast as stock prices, and a sudden 
realization of this effect might slow the trend of stock-price increases in the future. 

Dangerous Waters for Long-Term Investors 

At the 1999 conference of the Financial Planning Association, Dr. Robert Goodman, managing 
director and senior economic advisor for Putnam Investors, discussed the dangers for 
investors in the current economic environment. ‘‘Virtually all of the economic and market 
commentary that investors receive from the press is geared toward the concerns of traders,” 
he said. “The risk to long-term investors is that they give in to the temptation and try to time 
their long-term investment decisions on the basis of this barrage of information of largely short-
term significance.” 

As financial professionals, we must keep an eye on what matters most to our clients—the 
developing long-term trends in the U.S. economy and market fundamentals. What we are 
seeing today are economic and market trends that are solidly positive. With technological 
changes and the  
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Fed’s monitoring of monetary and fiscal policy, the U.S. equity market should reach levels that 
are consistent with the economy’s long-term potential to grow. 

In commenting on monetary policy, Dr. Goodman noted, “If, as Shakespeare wrote, all the 
world’s a stage and all of us are merely players, it almost seems as if the members of the 
Federal Reserve Board are the featured actors. A few weeks before each meeting, we will see 
the Fed’s governors speaking in various venues. One governor will seem to be hawkish on 
inflation and ready to raise interest rates in a preemptory attack. Another will urge patience. 
The chairman himself, the star of the show, will make cryptic statements that are pored over by 
analysts in an attempt to discern their meaning.” 

Now, it has become a habit that every time the Federal Reserve board decides to raise the 
federal funds rate, traders hope that they can make short-term profits on either bullish or 
bearish positions. The good news for investors, however, is that it does not matter what the 
Fed decides in its policy meetings. Rather, what matters most is that the Fed continues to 
pursue a policy that enables our economy to continue to expand at a potential growth rate that 
is non-inflationary. 

Concerning fiscal policy, Dr. Goodman commented, “The spending and tax policies of 
Congress and the Administration once again will emerge as the focus of attention. This debate 
will be worth watching because the government’s fiscal policy does indeed matter in terms of 
the economy’s course. If monetary policy as directed by the Federal Reserve Board is the fuel 
that propels the country’s economic machine efficiently, than fiscal policy is the steering 
mechanism that keeps it moving in the right direction.” 

What Dr. Goodman said was that politics come into play in what ultimately happens to the 
economy. During the 1990s, we had a competitive environment that improved the standard of 
living for most Americans. Capitalism rewards individuals not according to their needs, but 
rather according to their contribution to the system. As investors, we must keep in mind that 
social inequities can bring about government policy changes that could reverse the positive 
economic and market trends that have created so much wealth. 

Regarding market volatility, Dr. Goodman is a firm believer that investors who have long-time 
horizons should take advantage of significant market volatility in order to position assets for the 
stock market’s continued uptrend. We know that there has been a disparity between growth 
and value stocks, with the former being in favor with investors while the latter have virtually 
been ignored. As financial professionals advising clients, we must be aware of fundamental 
values staring us in the face. There will continue to be some excellent opportunities to invest 
as the markets pull back to more reasonable levels, most recently during the year 2000. 

Our clients need to build solid equity portfolios as a basis for achieving their long-term goals. 
We can only be optimistic about the prospects for continued economic growth during the 21st 
century, and our recommendations should reflect this attitude until we have firm data to believe 
otherwise. In short, serious money should be invested in order to achieve  
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both short and long-term goals in an economy that offers prosperity and growth with controlled 
inflation. 

Summary 

Is market risk being underestimated at this point? With all of these variables interacting at the 
same time, there is no easy way to answer this question. One thing is for certain, however: If 
investors anticipate a continuation of the wide market swings as witnessed during the year 
2000, they will be more cautious when committing new funds in the future. 

During uncertain times, investors will be eager to get your opinion on how to structure their 
portfolios. Your knowledge in the area of economics can be communicated to them instantly by 
making solid recommendations. This will make you stand out from your competition. As we will 
see in future chapters, a variety of equity investments should be used to lower risk and to help 
produce acceptable returns. 

While it is easy to forget past volatility in an overly optimistic market environment, investors 
should also be aware of the factors that will influence economic activity in the future. 
Remember that a reduction in corporate profits can subsequently result in a bear-equity market 
environment. By understanding the economic variables discussed in this chapter, you now 
have a better background for what affects markets and prices, as discussed in Chapter 3, 
“Beginnings: What Affects Markets and Prices.’’ 
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Introduction 

Now that you have an understanding of the market’s historical background and why the 
Federal Reserve implements monetary policy, let’s discuss why markets act the way they do, 
and what other influences affect their behavior. Ultimately people, whether professional or 
novice investors, make the decisions to buy or sell securities, which in turn, cause the markets 
to rise and fall each trading day. The information they disseminate in making their final 
decisions come from a variety of sources. This chapter will discuss the benefits of owning 
various types of stocks and how fundamental analysis influences the decision-making process. 
You will learn about stock market trends and which companies are revolutionizing their 
industries for the new millennium. Finally, we will discuss what you should do to build a 
successful practice as you begin a career as a financial service professional. 

As we know, stock ownership is becoming more popular in American today, and is something 
citizens in a free and democratic society take pride in doing. History tells us that by owning a 
piece of corporate America, we can increase our net worth and improve our standard of living. 
That’s why more and more people own stock in their corporate retirement plans, IRAs, and 
personal accounts. In particular, the performance of the markets over the last twenty years has 
shown the investing public that to not own stock was one of the greatest mistakes an American 
citizen could have made. 

An American doesn’t have to invest $100,000 or for that matter $10,000 to participate in the 
growth of a U.S. business. All he or she needs is an understanding of what asset type is being 
purchased, the risks involved, and how stock ownership can be personally beneficial. 
Beginners can start out by purchasing a small number of higher priced shares of a large 
corporation or more shares of an inexpensive smaller company. With a commitment as little as 
$500, for example, individual stocks or mutual fund shares are readily available. 

Classifications of Stock 

Stocks are generally divided into two main classes—common and preferred. Common stock 
actually represents the most popular form of ownership in corporate America. It gives the 
owner a private interest in the assets and a share in the earnings of the business. It is the most 
widely held type of stock, and owners participate directly in the fortunes or misfortunes of the 
company. Should earnings decline, an owner can expect the value of his or her shares to also 
go down. Conversely, should Wall Street expect higher profits in the future, the value of 
common stock can jump to astronomical levels. 
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The underlying company that issues common stock may pay a dividend to stockholders, which 
actually represents a share in the profits. People who like to receive income, or want to feel 
they are receiving something back for their investment enjoy owning stocks which pay 
dividends. The actual payments can vary each year, and are based on how much the 
corporate board of directors decides to pay out. Some larger companies are known for their 
consistent dividend payments, and are sought after by more conservative investors. 

Ownership of common stock also conveys the right to vote on matters of interest, which 
includes electing members to the corporate board of directors. This is done each year at the 
annual meeting, where shareholders are invited to attend and can vote on other matters that 
affect the overall operations of the company. Those who cannot attend are sent a proxy card in 
the mail along with a detailed explanation of major issues to be voted upon. By signing and 
voting on each issue, owners can send their proxies back to be included in the final votes 
tabulated for the annual meeting. 

When we study various indexes and hear about daily market activity, we are, in effect, being 
told about the movement of common stock. People want to learn more about why common 
stock is so popular to own, and how it can be beneficial to them. This is where you as a 
financial professional come into play As you gain more knowledge about this exciting 
profession, you will be called upon to share your expertise and develop a client base to serve 
in the future. 

Preferred stock also represents ownership in corporate America. Investors who like to receive 
a higher dividend payment and take precedence in being paid before common stockholders 
enjoy owning preferred stock. The term “preferred” means that owners have a claim on 
company profits and have a right to receive a specified dividend before common stockholders 
receive their payments. Likewise, should the company be sold, preferred stockholders will be 
paid out of the liquidating proceeds before common stockholders. 

Because preferred stock is not as actively traded as common stock, owners generally cannot 
count on large price gains in rising markets. Likewise, they will also have less volatility in falling 
markets. Since dividends are fixed, their prices tend to act like bonds and will rise and fall more 
with changes in interest rates. Thus, preferred stock is usually owned by individuals or 
institutions that are seeking steady income with lower price volatility. They are not as 
concerned with large capital appreciation of their assets. 

However, there is a special class of shares called convertible preferred stock. These shares 
may be converted into the common stock of the issuing corporation. The value of this security 
type is directly related to the price of the common stock into which it may be converted. There 
has to be a fixed ratio or number of shares of common stock that can be exchanged for the 
convertible preferred stock. Because dividend payments are usually higher on these securities, 
investors will receive more money and have less volatility than with direct ownership in the 
underlying common stock. 
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Another major difference that distinguishes these two classes of stock is liquidity. Common 
stock is considered to be highly liquid because there are more shares outstanding in actively 
traded markets where investors are constantly buying and selling them. Even though preferred 
stock issues are traded on the major exchanges, there is not as much demand for them by 
investors, so it is considered to be “thinly” traded. As you can see, these basic differences 
create the pros and cons of each class according to the investor’s goals and risk tolerance. 

Generally speaking, investors who seek higher appreciation potential like to own more actively 
traded common stock. Their goals may be college education for children, accumulating money 
for a down payment on a home, or planning for future retirement. On the other hand, investors 
who seek more income with modest appreciation potential may like to own preferred stock. 
Their goals may include generating more income during retirement, or owning them to 
complement a more conservative portfolio of corporate or government bonds. No matter the 
reason, each type represents actual ownership of a company, and history shows that more 
benefits come to owners in a free enterprise system. 

Types of Common and Preferred Stock 

Shares of common and preferred stock are authorized for sale to the public and subsequently 
issued when sold. The maximum number of shares allowed to be issued are authorized under 
a corporate charter. To authorize additional shares for sale requires a formal charter 
amendment. Likewise, the shares considered to be outstanding are the number of authorized 
shares that have been issued that are not yet in the hands of owners. The term “when-issued” 
refers to a security that is authorized but not yet issued. 

Treasury stock is issued stock that has been repurchased by the company from stockholders. 
These shares may be held by the company for an indefinite period of time, reissued to the 
public at a later date, or retired permanently. Unlike issued stock, treasury stock receives no 
dividends and is not eligible for voting purposes. 

Keep in mind that dividends on common and preferred stock can be omitted at anytime. For 
this reason, those investors who rely on income from equities may seek “cumulative preferred 
stock.’’ The benefit of owning this type of stock comes into play if dividends are omitted by the 
board of directors for a certain period of time. In effect, the dividends are allowed to 
accumulate and eventually must be paid when funds become available. On the contrary, 
dividends that are omitted on common stock never have to be made up to those shareholders 
in the future. 

“Participating preferred stock” enables the owner to share in any extra dividend payments if 
declared by the company However, most issued preferred stock is “non-participating,” which 
limits the annual return to a fixed dividend payment. For this reason, most growth oriented 
investors like the opportunity to receive higher dividends as reflected from increased profits 
and declared by the board of directors on common stock. 
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Many well-established companies have a history of dividend increases paid on their common 
stock. This is considered a benefit by many investors as a hedge against the rising cost of 
living. When comparing this benefit to the fixed interest rates on bonds and CDs, it is 
understandable why more and more investors like to purchase and hold dividend-paying 
stocks. They also have the added potential of price appreciation, which is not available with 
most bonds or CDs. 

Perhaps the most popular reason why today’s baby boomers and young investors like to own 
stock is the opportunity to make money as their shares appreciate in value. Stocks can be 
classified as representing either “growth” or “value” It is critical to identify the type of investors 
you will be working with as we enter the new millennium. They will be looking to make money 
in stocks, but want to own companies that are growing quickly in their industries or represent 
unrealized value or a combination of both. 

A growth stock represents shares of a company whose earnings and profits are expected to 
grow at an above average rate in the future. For this reason, very little emphasis is given to 
current income. They often represent shares of very well known companies as well as those of 
smaller firms that may offer superior growth potential. Growth investors like to own companies 
that have been around for a long time, and have a history of rising profits during both good and 
bad times. 

Growth stocks have particularly been in favor from 1995 through 1999. Figure 3-1 shows the 
history of the Standard &Poor’s 500 Stock Index going back to 1983. This index is composed 
of 500 leading growth companies in the United States, and indicates excellent performance for 
shareholders. The average return from 1995 through 1999 was over 20% per year, indicating 
investor preference for growth stocks during that time. 

A value stock is one that represents a company whose price potential has not yet been 
recognized by the investing public for one reason or another. Value investors like to purchase 
the stock of companies that have been out of favor with the market due to weak profits, 
changing management, or product inacceptance. The higher risk taken by value investors 

Figure 3-1 History of major US. growth stock. 
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may be well rewarded if the company experiences a turnaround and suddenly becomes 
favorable with other market investors in the future. 

These types of stocks have not performed as well during the late ’90s as had growth stocks. 
People that owned value stocks were generally disappointed with their returns. There have 
been other times, however, when value stocks did outperform growth stocks. Prudent investing 
would stress that diversification between these classes would generally produce excellent 
results over longer time periods. 

Table 3-1 illustrates the measure of performance from 1980–1999 between the growth and 
value styles of investing in large cap U.S. stocks, as represented by the S&P/Barra 500 
Growth and S&P/Barra 500 Value indices. 

A study of these numbers show that large cap growth stocks outperformed large cap value 
stocks in 13 out of the last 20 years. This would lead us to believe that American investors and 
institutions prefer to own large cap growth stocks as the basis for building their portfolios. 
During the first part of the 21st century, we may very well see a reversal in leadership as more 
value companies are recognized for their profitability and emerging leadership in the new 
economy. A financial professional should keep up with these trends and be in a position to shift 
client funds from 

Table 3-1 Recent history of growth versus value 
stocks.
Year S&P/Barra 500 Growth S&P/Barra 500 Value

1999  + 28.25%  + 12.72%
1998  + 42.16%  + 14.69%
1997  + 36.52%  + 22.00%
1996  + 23.97%  + 22.00%
1995  + 38.13%  + 36.99%
1994  + 3.14%  − 0.64%
1993  + 1.68%  + 18.61%
1992  + 5.06%  + 10.52%
1991  + 38.37%  + 22.56%
1990  + 0.20%  − 6.85%
1989  + 36.40%  + 26.13%
1988  + 11.95%  + 21.67%
1987  + 6.50%  + 3.68%
1986  + 14.50%  + 21.67%
1985  + 33.31%  + 29.68%
1984  + 2.33%  + 10.52%
1983  + 16.24%  + 28.89%
1982  + 22.03%  + 21.04%



1981  − 9.81%  + 0.02%
1980  + 39.40%  + 23.59%
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one class to another. By giving high quality service in this area, you can make more money for 
clients and subsequently gain more referrals. 

Tax Ramifications of Ownership 

Short-term investors are those who sell stock and take profits in less than one year. The 
government wants a higher percentage of their profits, and taxes the entire gain as ordinary 
income in their highest tax bracket. These are known as short-term capital gains. For this 
reason, it does not make sense to buy stocks for the short-term unless the investor feels that 
huge profits will more than make up for the higher taxes. 

On the contrary, under current tax law, stockholders are well rewarded if they can hold their 
stock investment for one year or longer. Any gains realized after this time are taxed at a 
maximum rate of 20%, rewarding the investor for taking a longer period of risk to make a profit. 
People in the 15% tax bracket pay a maximum tax of only 10%. These are classified as long-
term capital gains. 

Under the Taxpayer Relief Act of 1997, investors will benefit from even lower rates if stocks 
are held for more than five years. For example, assets purchased after December 31, 2000, 
and owned more than five years will be taxed at a maximum rate of 18%. People in the 15% 
tax bracket will pay a maximum rate of 8% starting January 1, 2001, on the sale of an asset 
held longer than five years, regardless of when it was acquired. 

However, the ramifications of profit taking can cause havoc in the markets. For example, 
Figure 3-2 illustrates one of the biggest two day declines in the Dow Jones Industrial Average. 
As reported by the Wall Street Journal on January 5, 2000, the Dow dropped 4.34% while the 
NASDAQ Composite Index dropped 5.55%. Much of this decline was due to profit taking from 
sharp gains made by investors during late 1999. In effect, they waited to sell and lock in profits 
that wouldn’t be taxed until the year 2000. 

For those investors who buy stocks that depreciate in value, they can sell shares and take 
either a short or long-term capital loss depending on the time period previously stated. 
Currently, we are allowed to offset short and long-term gains and losses against each other for 
tax purposes. Any excess losses over and above this amount can be taken up to $3,000 per 
year against ordinary income. The balance of losses can than be carried over to offset profits 
in succeeding years. 

While no one enjoys selling stock at a loss, it can sometimes be beneficial if the investor is 
trying to lower his or her income tax bracket. If a company falls upon hard times and the 
outlook for future profitability looks grim, it may make more sense to go ahead and sell to 
realize the tax loss for the current year. Also, taking a loss and repositioning the funds into a 
better investment will oftentimes be more advantageous for the future. 
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Figure 3-2 Selling after a new year begins. 

 

Financial Statements and Ratio Analysis 

Before purchasing any stock, the potential investor must analyze the underlying company to 
make sure invested capital has a chance of appre- 
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ciating in value. Fundamental analysis examines a number of mathematical equations to 
determine the true value of an underlying security. This exercise involves closely examining a 
company’s income statement and balance sheet. Before recommending a stock to any 
investor, a financial professional should understand its intrinsic value and the potential for 
future appreciation. 

The Income Statement shows a company’s business activity for a given year, and whether it 
made money for its shareholders. For example, Figure 3-3 illustrates the 1999 Consolidated 
Income Statement for Anheuser-Busch Companies as stated in their 1999 Annual Report. This 
includes the sales, expenses, net income and earnings that were made for the past twelve 
months as compared to the two previous years. Potential investors will want to examine the 
Income Statement for a number of years to make sure there is a growing trend of profitability, 
and the likeliness of it lasting into the future. 

More specifically, sales will show the demand for the company’s products during this period. 
The cost of products and services will show how money was spent to manufacture these 
products, including materials, wages, energy and other production costs. If sales exceeded the 
cost of production, there will be a “gross profit.’’ 

A non-cash item that does not directly affect profits is called “depreciation.” Companies may 
take as an expense a reasonable allowance for the exhaustion, wear and tear of property used 
in their businesses. Over time, 

Figure 3-3 Anheuser-Busch Companies Income statements. 
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these assets wear out and therefore represent a major cost in operating the business. A 
company’s operating profit is calculated by deducting the cost of sales, marketing, distribution 
and administrative expenses, and depreciation from its total sales. 

Finally, after all costs and expenses are deducted from total revenues, we can see the 
difference as represented in “Income Before Taxes.” This will either rise or fall depending on 
the fortunes or misfortunes of the company within its own industry The ensuing profit a 
company earns after deducting federal taxes is called “Net Income.” 

Earnings per share is derived by dividing net income by the current number of common shares 
outstanding at the end of the current year. For Anheuser-Busch, an accounting change in 1999 
reduced it from $2.99 to $2.94. This is the figure that has most interest to potential investors. 
As earnings rise on a year-by-year comparison, it shows that shareholders are getting more 
value for their invested dollars. 

There are several important ratios that can be derived from an analysis of the Income 
Statement. The Net Profit Margin is computed by dividing net earnings by total revenues, and 
measures the profitability after all expenses and taxes have been paid. For Anheuser-Busch, 
this calculation is $1402.2/1$13,723.3 or 10.22%. Generally speaking, the higher the number, 
the more profits are being made for shareholders. 

The Operating Profit Margin is calculated by dividing operating income by total sales. The 
resulting number tells investors how profitable the products are to manufacture and sell. For 
Anheuser-Busch, this calculation is $2302.3/$13,723.3 or 16.78%. Again, a rising percentage 
on a year-by-year comparison is what we are looking for. 

Finally, the Tax Rate is calculated by dividing taxes paid by profits before taxes. It shows the 
percent of profits paid to federal, state, local, and foreign governments. For Anheuser-Busch, 
this calculation is $762.91 $2007.6 or 38%. Generally, the more a company makes, the higher 
will be its tax rate. As taxes rise over the years, we want to make sure the higher trend in 
earnings per share is not affected. 

In summary, we want to see a positive trend in these numbers. A company with good 
management will show rising sales and gross profits. Figures to the contrary may indicate a 
struggle to gain market share in the industry We also want to see rising figures in operating 
income and equity income after tax. These figures will reflect underlying strength in the value 
of its common stock. Finally, rising net income will be reflected in earnings per share. The 
longer we can go back and establish a good trend here, especially during both good and bad 
economic periods, the better we can lay the foundation for a solid, high quality stock portfolio 
for our clients. 

The Balance Sheet presents a snap shot of the company’s financial condition at the end of a 
given year. This includes the assets (what the company owns), liabilities (what the company 
owes), and the stockholders’equity (difference between assets and liabilities). Figure 3-4 
illustrates the 1999 Consolidated Balance Sheet for Anheuser-Busch Companies as stated in 
their 1999 Annual Report. Most importantly, this represents the financial strength of a 
company, and tells a potential investor whether too much debt is being incurred in an attempt 
to increase profitability. 
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Figure 3-4 Anheiser-Busch Companies balance sheets. 

 

You will notice this balance sheet is divided into two main parts. Assets and liabilities are 
further sub-divided into “current’’ and “longterm.” Generally, current assets are those expected 
to be converted into cash within twelve months, while current liabilities are obligations that will 
be paid within the next twelve months. Long-term assets are those that will be held by the 
company for longer than twelve months, while long-term liabilities will have to be repaid 
sometime beyond twelve months of the statement date. 

Shareholders’ Equity (net worth) represents the value of stockholders’ ownership in the 
company. For Anheuser-Busch, it is total assets minus total liabilities which is $12,640.4 - 
$8,718.9 = $3,921.5. An increasing amount of net worth will show strength in the company’s 
financial position, and is a positive indicator for shareholders. 

There are several ratios that should be considered when analyzing the Balance Sheet. The 
Current Ratio is calculated by dividing current  
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assets by current liabilities, and is one important measure of financial strength. We generally 
look for a ratio of 2 or higher to measure how quickly assets can be converted into cash. For 
Anheuser-Busch, this calculation is $1600.6/$1987.2 or .8055. Newer businesses often have a 
lower current ratio, but over time it should improve as cash flow increases and short-term 
liabilities are paid off. Generally speaking, over 1.0 is an acceptable ratio—the higher it goes, 
the better. 

The Acid Test Ratio shows the relationship of cash and marketable securities to current 
liabilities. The higher the total of cash plus marketable securities is to total current liabilities, the 
better the ability to pay off current debts within a shorter period of time. For Anheuser-Busch, 
this calculation is $781.1 ($152.1 + $629.0)/$1987.2 or 39.31%. 

The Capitalization of a company is represented by long-term debt plus equity. The higher total 
stockholders’ equity is to long-term debt, the less danger to stockholders. A low amount of debt 
is more desirable since it allows management greater flexibility during periods of slower sales 
in a down business cycle. For Anheuser-Busch, this calculation is $4880.6/$3921.5 or 1.24. 

Book Value is calculated by dividing the amount of stockholders’ equity by the result of net 
income by earnings per share, and determines the amount of equity behind each share. We 
look for a trend of increasing book value as a company grows and increases in profitability. 
This figure will also tend to support a rising stock price. The book value for Anheuser-Busch is 
$3921.5/$4192.6 (net income of $1402.2 × earning per share of $2.99) or .9353. 

Another important ratio is Return on Equity, and is calculated by dividing net earnings from the 
Income Statement by stockholders’ equity from the Balance Sheet. This figure is expressed as 
a percent, and if multiplied by book value per share will also equal earnings per share. An 
acceptable level of return on equity for most major U.S. industries has been 14%. For 
Anheuser-Busch, this calculation is $1402.2/$3921.5 or 35.76%. 

Finally, it is important to compare ratios of specific companies to their own industry averages. If 
financial progress can be expected from a growing company, its underlying stock price will rise 
over time. The stockholders should expect to enjoy steady improvement in revenues, as well 
as healthy and expanding profit margins. This should also lead to a sharing in the profits as 
reflected in higher dividend payments in the future. 

Industry Analysis 

Not only is it important to understand how to evaluate individual companies, but to study critical 
factors that affect the industries they exist in. What type of competition do they face both now 
and into the future? Do their products and services enable them to gain an increased market 
share? Is the industry cyclical or is there a constant demand for its products and services 
during both good and bad times? 
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These are some important questions that must be answered before advising clients. While 
research can identify some tremendous opportunities for individual stock purchases, prices will 
also be directly affected by what happens in the underlying industry during economic 
expansion or contraction. Let’s look at some specific examples, and why it’s important to 
identify life cycles. 

All industries go through a life cycle that is similar to that experienced by individuals. Industries 
are born as a result of technological innovations. For example, the invention of computer chips 
lead to the revolution of the personal computer industry. In other cases, changes in one area 
often create a rebirth in another. For example, old movies have been put out on video tapes 
that can now be rented at Blockbuster stores all across America. 

In examining Figure 3-5, we see how the life cycle of an industry takes place. Initially, many 
companies enter an industry which causes rapid growth (t0 to t1). But as the number of 
participants increases, the markets become saturated and the rate of growth begins to level off 
or even decline (t1 to t2). This produces a phase of consolidation, where some firms fail and 
cease operations while others merge with stronger companies that absorb the weaker ones. 
Surviving firms enjoy the benefits of a larger market share and the increased capacity to 
survive. Finally, we see a period of maturity (t2 to t3) with a few large remaining participants 
that share in a stable market, but the overall growth rate will be modest from this point forward.

The time period necessary for a life cycle can be long or short. It depends on a number of 
factors, including the amount of funds needed to start operations, legal barriers to entry such 
as patents, competition, and the rate of technological change. The easier it is to enter a 
market, the quicker it becomes saturated with participants. For example, while once 

Figure 3-5 U.S. industry growth cycle. Courtesy of Harcourt, The Dryden Press. 



Page 52 

McDonald’s and Burger King were the only name companies in the fastfood industry, today’s 
market is saturated by many more companies giving increased competition to the leaders. 

In some cases, saturated domestic markets have encouraged firms to expand abroad. For 
example, due to a national anti-smoking campaign, Phillip Morris and American Brands have 
experienced declining U.S. cigarette sales. This, in turn, has forced them to expand sales 
efforts into foreign countries to maintain profitability. Ironically, many other industries had 
already made this transition many years ago. In the soft drink industry, for example, Coca-
Cola’s foreign sales now generate over half its yearly revenues. 

When picking individual stocks, it is critical to know what type of industry the underlying 
company is participating in. Where does it fall in the life cycle of its industry? Is it a smaller 
company about to experience rapid growth or is it a larger company that has already matured? 
Keep in mind that a portfolio of rapidly growing companies will have the potential for higher 
returns but also higher volatility levels. On the other hand, a portfolio with mature companies 
will have less volatility risk. Clients should always be fitted with a portfolio designed for their 
risk tolerance and comfort levels. 

Some industries are very sensitive to changes in the level of economic activity. These are 
called cyclical industries, and include such common examples as the automotive and building 
industries. Since consumers can defer spending on such high-priced items from year to year, 
sales in these industries will fluctuate directly with the economy. On the other hand, other 
industries are quite resistant to recessions and are classified as non-cyclical. Some examples 
include food processing and retailing. Since people have to eat, such purchases cannot be 
deferred, even during a recession. 

Just because a company may be classified in either of these two industries does not mean its 
stock should be avoided. Securities markets will smooth out the fluctuations in earnings so the 
firm’s value is related to its performance over a certain time period. Most importantly, the flow 
of dividend income and the growth in earnings over many years will ultimately determine the 
value of the shares. In summary, we can say that an investment in a cyclical industry firm will 
be riskier than a firm in a more stable industry. 

Other Critical Factors 

In addition to studying the type of industry a company operates in, the investor must also 
consider such factors as government regulations, labor conditions, and the financing 
requirements of the industry. Some industries are more heavily regulated than others. For 
example, utilities such as electric and gas, along with telecommunications companies are 
subject to a large amount of regulation as to the prices they can charge cus- 
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tomers. A company which operates in a state with a strict regulatory environment will likely 
keep more cash in reserves and pay lower dividends to its shareholders. Also, stock prices 
could be adversely affected should regulations become stricter, which in effect would cause a 
lower demand for its shares. 

Labor conditions also affect the analysis of an industry. The heavy presence of unions, or the 
industry’s need for skilled labor, can have a negative impact on earnings. History shows that 
union demands for higher wages (i.e. the Airline Pilots’ Association or the United Mine 
Workers) can negatively affect company earnings through strikes and expensive long-term 
contracts. Recently, we have experienced an economy with low unemployment. The need for 
specialized labor in this type of environment will often result in more generous salaries, 
resulting in an effort to bid away skilled workers from other firms. A keen assessment of these 
factors can give considerable insight into the risk associated with investing in a particular 
industry. 

The need for various types of financing can also have a tremendous impact on a company’s 
earnings. Industries that are growing or use a large amount of plant space and equipment 
need more funds than more stable and less capital intensive industries. For example, firms in 
the oil drilling industry require large investments in rigs, pipe, and transportation systems. This 
type of equipment is usually financed by the issuance of bonds, which must be repaid to 
lenders as principal and interest. If the company decides to finance its expansion through 
equities, the increase in market shares will tend to dilute earnings. Thus, the need for funds by 
a company can have a direct impact on the valuation of its stock because such financing will 
have a positive or negative implication on the firm’s earnings. 

Stock Market Trends for the New Millennium 

We know the history of the stock market does not always repeat itself Stocks that experienced 
whopping gains during the 1990s won’t necessarily repeat in the new millennium. Markets 
don’t always go up, and sometimes the declines can be very painful. But history shows that 
investors with strong enough nerves to keep much of their wealth in stocks over long time 
spans have consistently outperformed investors using more cautious strategies. With the 
innovations of new technologies that promise to make our lives easier and longer, the chance 
to invest in tomorrow’s growth industries has seldom looked more enticing. 

Traditionally, people have set aside money for their children’s college education, for a home 
down payment, and even for retirement at age 65. How you advise clients to invest money will 
partially be affected by the generation you live in. The older you are, the more you will be 
inclined to follow these traditional values. However, those in a younger generation will likely 
experience a dynamic transformation of goals and values. 
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In our fast growing economy, younger workers change jobs an average of seven times during 
their careers. So getting a good education to keep up with changing technology may be a goal 
that never stops until retirement. With more money being passed down and inherited by 
younger Americans, the line between owning and renting real estate may become a blur. 
Affluence may cause people of all ages to enter and exit the workforce at various times. For 
example, people may use part of an inheritance to travel around the world, or to retire early 
and work part-time in a small business. 

Let’s take a perceptive approach to project what the market could look like by the year 2025. 
Figure 3-6 shows how the leading market indexes closed on December 31, 1999. Even 
compared to 1998, this one year of change was dynamic. It marked the fifth consecutive year 
of unprecedented growth for the broader market averages. The overall average return between 
these nine indexes for 1999 was up 22.14%. Historically, the market, as measured by the S&P 
500 Index, has been up an average of 11.6% since 1926. Depending on your point of view, 
and whether you are from an older or younger generation, projections can be made using any 
range of these averages. 

If we consider the old norm as now becoming conservative, an investment of $100,000 with an 
average return of 11.6% would grow to $1,432,650 by 2025. A more aggressive return, using 
our computed average of 22.14%, would mean an investment of $100,000 would grow to 
$2,734,390 by 2025. Those who are confirmed bulls might even be tempted to use a 

Figure 3-6 Returns of leading market indexes.

12/31/99
CLOSE

% CHG. 
FROM 
9/30/99

% CHG. 
FROM 

12/31/98

DJIA 11497.12 +11.22% +25.22%

DJ U.S. Market 1390.32 +15.15 +18.90

DJ World 193.39 −10.24 − 4.64
S&P 500 1469.25 +14.54 +19.53

NYSE Comp. 650.30 + 9.70 + 9.15

Nasdaq Comp. 4069.31 +48.18 +85.59

Amex 876.97 +11.26 +27.28

Value Line 431.03 + 3.20 − 1.40

Russell 2000 504.75 +18.13 +19.62



Source: WSJ Market Data Group. 
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higher average. However, it would be wise to employ a more moderate approach and use an 
average somewhere in between these two. These figures were computed using interpretation 
and based on the Standard Table of Compound Interest. 

Just as the industrial revolution reshaped our economy during the 1920s, so will the 
technological revolution bring about major changes during the 21st century. Each industry, 
whether in financial services, biotechnology electronics, health care or technology, will have its 
leading companies. They will spend millions on advertising and have brand names that are so 
strong that they could almost be thought of as a monopoly Examples of three current leaders 
include Microsoft, Coca-Cola, and Wal-Mart. When considering the purchase of individual 
stocks, brand leadership should be an important part of the investment decision. 

As companies become larger and tend to monopolize an industry, they will be subjected to 
intense government regulation. For example, in May 2000, the U.S. government proposed 
splitting Microsoft into two pieces. The Justice Department and seventeen states involved in an 
antitrust case said the company used illegal methods to protect its monopoly in computer 
operating systems. Under the proposal, one company would possess the dominant Windows 
operating system while the other would control everything else Microsoft produces, including 
its lucrative Office Suite and Internet services. 

Meanwhile, Microsoft offered to restrict its business practices for four years. It also promised to 
guarantee that its partners and other software developers get the same access to Windows 
technology as its own internal developers enjoy. However the Justice Department dismissed 
the company’s counterproposal as inadequate. The settlement of this case will ultimately affect 
the value of Microsoft stock. 

Many investment strategists would also agree that investing in foreign securities is a way to 
diversify and take advantage of global capitalization. Figure 3-7 shows the performance of the 
world’s stock markets during 1999. The Internet and other new technologies are making it 
easier for investors to analyze and buy securities across international borders. Valuations are 
particularly attractive outside the United States, as many companies in other countries will 
benefit from higher earnings growth and the recovering global economy. 

As can be seen from Figure 3-7, emerging markets of smaller countries represent an 
astounding 85% of the world’s population. They are growing in their importance to the global 
economy, and account for 19% of the world’s GDP. As the industrialization process continues 
in these emerging countries, their share of world imports is expected to increase from 19% to 
38% over the next two decades. As a way to reduce volatility, international diversification may 
offer a particularly effective way to cushion the short-term swings that affect individual stocks in 
the U.S. markets. 

Companies Shaping the New Decade 

What companies should clients focus on at the start of the new millennium? The answer may 
lie in those that have already revolutionized their 
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Figure 3-7 World’s stock markets performance. 

 

industries at the end of the last century. These include such giants as Microsoft, Wal-Mart, Dell 
Computer, IBM, and General Motors. Figure 3-8 shows these among the 20 companies 
certified as “mavericks” for having revolutionized or rewritten the rules in their industries. This 
survey was conducted for the Wall Street Journal by the Reputation Institute of New York as 
published in January 2000. 
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Figure 3-8 Leading companies of the new decade.
The Mavericks
MAVERICK 
      RANK COMPANY

REPUTATION 
RANK

1 Microsoft 7

2 Apple 18

3 Wal-Mart/Sam's Club 2

4 AOL/Netscape 14

5 Amazon 8

6 eBay 13

7 Dell 5

8 Saturn 17

9 IBM 9

10 Yahoo! 8

11 Home Depot 3

12 DaimlerChrysler/ 
Dodge

15

13 AT&T 12

14 Intel 1(tie)

15 Gateway 4

16 Cisco 10

17 Lucent 6

18 Ford 16



Source: Reputation Institute 

You will notice that 12 of these “mavericks” are Internet or computer related companies. With 
the explosion in popularity of this industry, it’s not surprising to see such names as Apple, 
AOL/Netscape, Amazon, eBay, Yahoo, and Intel. The rest come from older and more 
established industries such as retailing and auto manufacturing. 

It’s important to keep in mind that companies we hear about today that tend to dominate the 
Web are not guaranteed of retaining their leadership in the future. For example, just as AT&T 
was forced to break up into the Baby Bells during the last century, the government’s attack on 
Microsoft shows it would like to stimulate more competition from other firms within the industry. 
These companies will challenge the dominance  

19 Ben & Jerry's 1 (tie)

20 MCI WorldCom 19
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of its Windows software, and eventually gain more market share and revenue growth. The 
same thing happened to IBM in the computer hardware industry during the latter part of the 
20th century. 

A related study by Dr. Charles Fombrun, a New York University professor, and Harris 
Interactive asked respondents to rate the reputations of these 20 companies. The study used 
criteria such as emotional appeal and the quality of a firm’s products or services. When we 
compare the maverick rankings with the companies’ reputation ratings, things become more 
interesting. 

For example, Microsoft—the Redmond, Washington software giant—ranked Number 1 on the 
public’s list of maverick companies. Microsoft fell to seventh in terms of reputation, however, 
because respondents blasted the company for making unreliable, difficult-to-use products that 
are only marginally better than earlier software versions. Similarly, Apple Computer ranked 
second among revolutionary companies but fell near the bottom for its corporate reputation. 
On the other hand, ice-cream maker Ben & Jerry’s ranked only 19th in being thought of as an 
industry innovator but tied for first place in terms of its progressive reputation with consumers. 

From this study, we can draw the conclusion that nothing lasts indefinitely. An investor who 
buys stocks in these companies will tend to be well rewarded as long as the reputation of high-
quality products offered at reasonable prices persists. The old philosophy of buying stocks and 
putting them away forever, however, is now outdated. With the ever-increasing volatility of 
market prices and Internet trading, each stock in one’s portfolio must be monitored more 
frequently. The use of fundamental analysis learned in this chapter along with underlying 
quality and reputation will be critical to the success of a portfolio’s performance in the future. 

Beginning a New Career as a Financial Professional 

As you begin a new career, keep in mind that building competence is a key element in what 
clients look for in an investment professional. In today’s competitive market environment, you 
need to combine services that clients desire—along with a streamlined business model. Here 
are five steps to follow in order to accomplish this goal: 

1. Define your ideal client—What types of clients would you like to work with in the 
foreseeable future? You will find it tempting to be all things to all people because of your 
desire to help everyone. However, focusing on a market niche will help you better serve 
your chosen clients with less effort. For example, you might want to serve widows, 
retirees, or even affluent Baby Boomers. If you ask an experienced financial professional, 
most will tell you that 20 percent of their clients generate around 80 percent of their 
business revenue. You can quickly increase profits by designing your business to ser- 
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vice a particular group of people. By becoming an expert in solving their unique 
problems, your business will grow faster and become even more lucrative as new clients 
refer their friends to you. Next, determine the minimum account size with which you want 
to work. Although your decision is not binding in the beginning, you will eventually want 
to work with clients who have a larger asset base that makes it more profitable for your 
business to grow. While feebased advisers need a higher amount of assets in order to be 
profitable, commission brokers can usually accept and work with smaller amounts. 

2. Match personalities with your comfort level—What are the personality traits of people you 
enjoy the most? With which type of people are you most compatible? Knowing the 
psychological makeup of the people with whom you come in contact will help identify 
your ideal clients. Aggressive or driver personalities are inclined to seek speculative, 
high-performance investments. While they are not opposed to taking on more risks, they 
will usually blame you if something goes wrong. Because they want to make their own 
decisions, they will tend to shy away from your services and generally will not make good 
clients. Some people will like to get your investment advice but might be inclined to 
second-guess or devalue your opinion. These uncertain personalities are focused on 
beating the market but somehow think that they can do a better job than you can. 
Obviously, while they might do some business with you in the beginning, they are not 
likely to value your recommendations long enough to continue building a solid 
relationship. Patient investors will likely be your best customers. They tend to find money 
and investing overwhelming and are looking for someone who can help them preserve 
their asset base. Generally speaking, they have worked long and hard in order to 
accumulate their assets and want a professional to guide them in the complete decision-
making process. They tend to be older and more conservative and are motivated more 
by fear than by greed. If you meet their emotional and financial needs, these people are 
the best clients for building an efficient and profitable business.  

3. Identify what they value—Determine what is most important to your clients so that you 
can fulfill their expectations and needs. In David Bach’s workshop on ‘‘Smart Women 
Finish Rich,” this knowledge is a key ingredient to building a successful relationship. How 
can you match your products or services to what your clients hold in high esteem? Men 
are usually quite different than women in what they value. Men will look more at tangible 
things and avoid emotional issues. They are more goal oriented and want quicker results. 
Women, however, will usually be more patient and focus on a longterm approach to 
investing. Volatile markets will not cause them to shift course in mid-stream, as men tend 
to do.  

4. Give clients what they are looking for—They want your guidance in making a 
complicated financial world easier to understand. They need to place the burden of 
responsibility on your shoulders. Keep them informed through newsletters, and invite 
them to workshops and seminars that you sponsor. Encourage them to bring friends and 
relatives to these educational meetings. Design your  
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business around your client base. Give them a combination of institutional money-
management choices and personal financial planning. They want to rely on a higher level 
of competency that they cannot find in others. If you have a business that is designed to 
meet the needs of your ideal clients and are able to give them outstanding service, your 
professional practice can grow with unlimited opportunities. 

5. Build a team-centered practice—You must build your practice by delegating authority to 
others while you focus on meeting with clients face-to-face. As your practice grows, hire 
individuals who can take responsibilities away from you—and focus on serving the needs 
of clients. Start with an administrative assistant who can take over clerical 
responsibilities. Then, hire a marketing person to organize special events, public 
relations, and referral-generating programs. Remember, you cannot do everything 
without hurting your real value to existing clients. Develop a business model that will 
mark specific objectives and yearly growth. By targeting specific markets and identifying 
ideal clients, you will build an organization that is highly profitable and efficient. By doing 
things that create emotional bonds between you and your clients, you can design a 
profitable and efficient business that meets not only your goals but also the needs of your 
clients. As our industry continues to change during the 21st century, your ability to use 
these strategies will help ensure your survival and property.  
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Introduction 

In order to take advantage of trends that will affect various markets in the new millennium, you 
must understand the process of buying and selling stocks. This includes the various types of 
orders that you can execute on the exchanges, how electronic trading works, how to lock in 
profits or limit losses, and who becomes involved in executing a successful transaction. This 
chapter will conclude with a discussion of how the history of buying and selling in the financial 
markets can teach us about where other markets might be heading in the future. 

As mentioned in the previous chapter, an investor who is preparing for the new millennium will 
want an investment professional to be pro-active. In other words, you must constantly monitor 
the development of a new portfolio and provide proper supervision in order to ensure that 
trades will be executed correctly. Whether using a traditional broker from a large wirehouse or 
trading online, the astute investor will only be successful if he or she is directly involved in the 
entire process. 

Our ultimate goal is to select stocks that will create a high-quality portfolio. Depending on their 
goals and risk tolerance, we know that investors have different personal objectives. For 
example, a younger investor might be accumulating money to purchase a house or start an 
educational fund for a child. An older and more seasoned investor, however, might be building 
capital in order to prepare for eventual retirement or to pass on money to family members as 
an inheritance. Whatever the reason, the importance of understanding how individual stocks 
are traded is critical to prosperous money management. 

As we enter the 21st century, more individual investors will want to take responsibility for the 
performance of their portfolios. They will be tempted to become their own money managers 
and as such take the entire matter more seriously. They might tell you that they cannot decide 
whether to become a stock trader or a portfolio manager. Let’s look at the difference between 
the two and see how you can advise this type of client. 

Stock traders are willing to buy and sell shares on any given day during regular market hours. 
They constantly monitor market activity and are ready to make a move on a minute’s notice. 
Thus, their goal is to make money as quickly as possible, and they are willing to assume a 
higher degree of risk with their trading activity. Once more, the temptation to be a stock trader 
is more prevalent today with the ease of setting up an online trading account. 

Portfolio managers buy and sell stocks with the intention of holding their securities for longer 
periods of time (usually quarterly, semi-annually, or yearly). Their goals are to make profits by 
using a strong, fundamental analysis approach as described in Chapter Three. Once they 
make a decision to purchase a stock, they monitor the basics of the underlying company to 
decide when to sell their position at a later date. They might also buy and hold securities for 
more than a year in order to reap the rewards of lower taxes resulting from long-term capital 
gains. 

Whether clients want to trade stocks by searching for quick profits or want to build a portfolio 
over a longer term, you must go through the trad- 
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ing mechanics. As stated earlier, the trading of common stock occurs in a number of major 
market systems, including national stock exchanges, regional stock exchanges, and on the 
over-the-counter (OTC) market. In addition, independently owned and operated electronic 
trading systems are available for trading common stock. Let’s examine the mechanics for 
trading stocks in our free economic society. 

Brokers and Dealers 

The ultimate success of market trading relies on brokers and dealers. A broker, usually 
referred to as a registered representative or account executive, is a person who is licensed in 
securities (possesses a Series 7 license) and is authorized to act as an agent for an investor 
who wishes to execute an order. This person is responsible for acting on behalf of a client 
based on the highest ethical standards. In other words, the broker cannot take a position in a 
stock that would result in a conflict of interest or improper recommendation. The broker should 
also guard against churning or trading stock in a client’s account unnecessarily in order to 
generate excess commissions. When an investor uses a broker to execute trades, he or she 
expects the highest standards of professionalism along with a high degree of trust that bonds 
the relationship. 

On the contrary, a dealer is an entity or company that is willing to buy or sell a stock for its own 
account. Many large brokerage firms have representatives located on the floor of the stock 
exchange who are known as “specialists.” They stand ready to buy stock for their inventory or 
to sell stock that reduces their inventory. At any given time, dealers declare their willingness to 
buy a stock at a specific price (bid price) that is less than the price for which they are willing to 
sell the same stock (its asked or offer price). 

This process is critically important, because an imbalance of orders can hit the market at any 
given time. For example, negative news about a company might cause traders to place a large 
number of sell orders. This temporary disparity would tend to push the stock price much lower 
without a balance of buyers willing to purchase the stock on the other side. 

Dealers help to stabilize the markets by acting as a buffer between the buy and sell side of 
market traders. They work with one another on the exchange floor in order to provide liquidity 
and price stability. Dealers who have a supply of stock in their inventory are willing to sell it to 
those dealers who want to purchase the stock for their traders. We can view the bid-ask 
spread as the price charged by dealers for supplying liquidity and stability resulting from short-
term order imbalances. 

When a stock is more tradable, the balance between its bid and ask price will be better. Not 
only are investors concerned with this liquidity feature, but they also want to trade at 
reasonable prices because market conditions can change quickly. Some dealers have a 
privileged position to know the pricing of a particular stock when they keep the books on 
special orders. This privilege enables them to be in a much better position to  



Page 64 

influence the price information that they signal to market participants with their bids and offers. 

Traders must realize that a bid-ask spread is also affected by the dealer’s direct cost of doing 
business. Some examples are the costs of equipment, administrative and operations staff, and 
order processing costs. With the ever-increasing technological advances in machinery, dealers 
must keep up to date by purchasing or leasing newer types of equipment. They also want to 
hire only the most competent people to run their organizations. Finally, dealers must pay their 
brokers competitive commissions and offer qualified retirement plans in order to retain their 
services and to generate future revenues. 

Dealers must also be compensated for bearing two major risks. This compensation might 
involve carrying a stock inventory (a long position) or selling a stock that is not in inventory (a 
short position). First, there is always uncertainty concerning the future price of a stock. A 
dealer who has a long position is concerned that the price will fall in the future, creating an 
excess inventory of unsold stock. On the other hand, a dealer who has a short position is 
concerned that a sudden price rise would cause a buyback at a much higher price. 

The second type of risk is associated with the amount of time that it will take to unwind a 
position and the uncertainty in doing so. This situation primarily depends on the frequency of 
transactions that take place for a particular security. The greater the number of buy and sell 
orders for a stock, the less time that a dealer has to maintain a position. A stock that is 
infrequently traded, however, poses a much greater risk, because its price could decline during 
a longer holding period. 

Floor Brokers and Specialists 

Several types of members work on the trading floor of the major exchanges, and each plays a 
distinct role in the auction process. 

A floor broker acts as an agent, representing customer orders to buy or sell stock. There are 
two main types of floor brokers: commissioned and independent. Brokerage houses that are 
members of the New York Stock Exchange (NYSE) employ commission brokers. A 
commission broker executes the orders of the firm’s customers. Independent brokers work for 
themselves. Although not affiliated with any brokerage house, they handle orders for 
brokerage houses that do not have full-time brokers, whose brokers are off the floor, or whose 
brokers are too busy to handle a specific order. Their fee is fully negotiable depending on the 
size and difficulty of the order that they are trading. 

A specialist performs five essential functions: 

Manages the auction process—To maintain a fair and orderly market in a particular 
security, the specialist establishes the opening price for that security every day. Then, 
during the day, he or she continually quotes the current bid and offer prices to brokers.  
Executes orders for floor brokers—The specialist can execute an order immediately or 
hold the order and execute it when the stock  
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reaches the specific price requested by the customer. As a dealer, the specialist will buy 
or sell stock from his or her own inventory in order to keep the market liquid or to prevent 
rapid price changes. 
Serves as a catalyst—Specialists are the point of contact between brokers who have buy 
and sell orders. The specialist acts as a catalyst, bringing buyers and sellers together 
and enabling a transaction to take place that otherwise would not have occurred.  
Provides capital—If buy orders temporarily outpace sell orders (or conversely, if sell 
orders outpace buy orders), the specialist is required to use his firm’s own capital to 
minimize the imbalance. He or she performs this task by buying or selling against the 
trend of the market until a price is reached at which public supply and demand are once 
again in balance.  
Stabilizes prices—To ensure that stock trading moves smoothly with minimal price 
fluctuations, the specialist will step in against the market trend. Specialists buy and sell 
stock in order to cushion temporary imbalances and to avoid unreasonable price 
variations.  

Suppose your client works in the health-care industry and wants to purchase shares in the 
drug company Pfizer (PFE). He or she gives you an order to buy 200 shares at a specified 
price. You in turn relay the order to a floor broker who is physically located on the floor of the 
NYSE where Pfizer trades. If the floor broker cannot immediately fill your order to purchase 
200 shares at the price that your client wants, the order goes to the Pfizer specialist. This 
person keeps a record of all unfilled orders on Pfizer. As the market price of Pfizer moves up 
and down during the trading day, the specialist looks for opportunities to fill each order. 

Account Registrations. Before you can place an order for a client, you must know how to open 
and register the account. There are many different situations of which you should be aware, 
and proper registration in the beginning can save you headaches later. You must know how 
each account should be set up and what type of ownership is best for each client. The most 
common types of account registrations are as follows: 

Individual account—For single people who want sole ownership and control of assets.  
Joint ownership—Includes joint tenancy (50/50 ownership), joint tenants with right of 
survivorship (should one tenant die, the surviving tenant receives full ownership of all 
assets in the account), tenants in common (if one tenant dies, the account is divided 
according to the percentage on the joint agreement), tenants by entirety (each tenant has 
full interest in the securities, and upon the death of one tenant, the entire asset is 
transferred to the survivor), and community property (for husband and wife only; upon the 
death of either spouse, the survivor takes half and the remaining half is probated and 
taxable).  
Custodian accounts—Set up under the Uniform Gift to Minors Act (UGMA) in each state, 
according to specific laws. UGMA enables the  
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legal transfer of property to a minor without the expense of creating a trust and the cost 
of a bond. Property that can be given is generally limited to cash, securities, mutual 
funds, and life/annuity contracts. Investment earnings in the account (dividends and 
interest) are the property of the minor (using his or her Social Security number) and must 
be reinvested by the custodian according to the Prudent Man Rule (in the minor’s best 
interest). 
Guardian-conservatorship accounts—This account is established for a minor who does 
not have a parental guardian. A court will appoint a guardian or conservatorship until the 
minor reaches the age of maturity. In addition, there can only be one child whose Social 
Security number is used per account.  
Estate accounts—Where a decedent leaves his or her properties to specifically named 
heirs upon his or her death. If no will exists, the court will appoint an executor or 
administrator to oversee the assets.  
Corporate account—For an entity that operates under a legal name. The federal tax ID 
number must be used at all times, and all corporations are exempt from federal 
withholding.  
Investment club accounts—All names of the club members must be written on the 
investment club agreement, and it must have a tax ID number.  
Trust accounts—A legal entity with assets managed by a trustee for the benefit of the 
beneficiaries. A trust is made up of three persons: the settlor or trustor (owner), the 
trustee (manager), and the beneficiary (ultimate recipient). A trust tax ID number must be 
assigned to this type of account. The most common types of trusts are living (made 
during the lifetime of the trustor), testamentary (directed by the last will and testament of 
the trustor), revocable (can be revoked by the trustor at any time), irrevocable (cannot be 
changed or revoked by the trustor), pension (made up by the employer for the 
employee’s retirement benefits), corporate (an employer who offers his or her employees 
profit-sharing benefits), and private (set up when there are several trustees, enabling the 
trustees to act as a unit).  
Power of attorney—A legal instrument authorizing someone to act as the attorney or 
agent of the grantor. These accounts are used when the person who has the stock 
registered to them is incompetent and needs a coherent individual to serve as power of 
attorney over their possessions.  
Transfer on death (individual or joint)—Permits a security owner to designate a 
beneficiary upon registration of securities and to pass the assets directly to the 
beneficiary(ies) without probate.  

Types of Orders. Now, let’s examine the types of orders that you can place in order to buy and 
sell on the floor of an exchange, such as the NYSE. You should know which type of order to 
place in relation to the client’s desire to buy and sell securities. There are orders for every type 
of investor, from those who want quick executions to those who want to wait for a specific 
price. 

Keep in mind that stock prices are now quoted in decimals, where each cent counts. Prior to 
this, price quotes were in sixteenths of a point.  
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In other words, prices for stocks were in 6.25-cent increments. For example, if PFE is quoted 
at 34 1/16 on the NYSE, this value converted into real dollars equals $34.0625 per share. A 
stock price of 48 13/16 is converted to $48 plus 13 times $0.0625, or $48.8125. 

Generally, most investors place orders in round lots versus odd lots. Each round lot represents 
100 shares of stock. Whether the order is for 500 shares of General Motors (GM) stock on the 
NYSE or 800 shares of Microsoft (MSFT) on the OTC market, the order is considered a round-
lot order. If an investor does not have enough money to buy in round lots, then he or she can 
trade in odd lots. 

An odd-lot order is a trade of fewer than 100 shares and can actually be in any amount. 
Higher-price stocks, such as those of Internet companies, will often create many odd-lot 
orders. Investors usually pay a one-sixteenth-point markup per odd-lot trade. This added fee is 
charged for the extra handling incurred in smaller trades. For example, if the price of a stock is 
$150 per share, an odd-lot trade of 50 shares would cost $150.0625 per share. 

Market Orders. This is the simplest because it is executed at the best price available at the 
time the order is placed. A market order simply means buying or selling at the current market 
price. The investor is willing to accept the trade price when it occurs. Market orders have 
priority on the trading floor, because they can be executed quickly as buy and sell orders reach 
the market at the same time. In effect, the order that has the best price receives the highest 
priority. For example, when a buyer is willing to pay a higher price for a stock, his or her order 
is filled more quickly. Conversely, when a seller is willing to take less for his or her stock, the 
order is filled more quickly. 

Figure 4-1 shows two sample trading tickets from Pershing, a division of Donaldson, Lufkin, & 
Jenrette Securities Corporation (DLJSC). These tickets are marked as stock buy and sell 
orders. The client’s name and account number are placed on each ticket along with the 
agreed-upon commission. To avoid three-day settlement problems, buy orders must usually 
have funds (cash) already in the account, and sell orders must have the securities long 
(already fully paid for) in the account. There is currently a move to shorten settlements to one 
day, which would save millions of dollars each year. 

Specialists will always execute a market order first, so the turnaround time is much shorter. 
More importantly, stocks that are actively traded will have a closer spread between the bid and 
asked price. The price that an investor receives when buying or selling this type of stock will be 
close to the last quotation that he or she received. For example, Ford Motor Company had 
much bad publicity during 2000 as a result of installing defective Firestone tires on many of its 
SUVs. As a result of accidents which resulted in a number of deaths, its stock became very 
volatile (see Figure 4-2). If Ford Motor Company (F) stock is trading between 24.50 to 25.00, a 
broker could execute a market order for 24.75. 

Because of the massive influx of orders received on the floor of an organized exchange, there 
must be a priority as to the handling of orders that arrive at the same time. Generally, we might 
think of the first order in as the first one that should be executed. But higher priority can be 
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Figure 4-1 Two sample trading tickets from Pershing. 

 

given to certain types of market participants. For example, exchange rules require that orders 
received from the public be given priority over those received from member firms that are 
trading for their own accounts. 

Limit Orders. For investors who want to pay a specific price for their stock, a limit order is the 
most desirable type of order to place. Specifically, limit orders indicate the price that you want 
to pay or receive for buying or selling shares. The trade will not take place until the limit price is 
reached. With this type of order, there is no latitude for negotiating for either a lower or higher 
price. 
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Figure 4-2 Two sample limit order tickets from Pershing. 

 

For example, Mr. Jones might want to buy shares of Boeing (BA) at $45. Although the stock is 
currently trading at $48, Mr. Jones is willing to pay no more than $45 per share. If the stock 
moves down in price, the order can be executed at $45, and Mr. Jones will have bought the 
stock at a more reasonable price. However, if the stock continues to move up and never 
comes back down to $45, Mr. Jones will not be able to purchase unless he cancels the limit 
order and places a market order in its place. 

The limit order is also considered conditional because it is executed only if the limit price or a 
better price can be obtained. A buy limit order designates that a stock can be purchased only 
at a specific price or lower.  
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A sell limit order authorizes the stock to be sold at a specific price or higher. For example, 
assume Mr. Jones’ wife is also an investor for her own account. She owns shares of Lands 
End (LE) that are currently trading at $34.75, and she needs to sell some shares in order to 
fund a vacation on a cruise liner. She places a limit order to sell 100 shares at $38. If the price 
goes up to this level or higher; the order is executed. If the price drops from its current range, 
she will have to wait or change her order if she wants to sell her stock. 

An example of a Pershing limit order ticket appears in Figure 4-2. Note the limit price that is set 
for both the buy and sell orders. These orders are also marked Good Until Canceled (GTC), 
meaning they will stay active until executed or canceled by the client. A day limit order is only 
good for a specified date. 

The danger of a limit order is that there is no guarantee that the order will ever be executed. If 
it is not executable at the time it reaches the exchange floor, the order is recorded in the 
specialist’s book. Once the market price hits the designated or limit price, the specialist will 
then attempt to match up all sellers and buyers. But because market orders are always 
executed first, there might not be enough shares at the limit price to execute the order. 
Therefore, make sure that investors specify a time limit for either a GTC or day order, and that 
they understand the ramifications of each type. 

Stop Orders. A stop order is considered conditional because it specifies a trade that is not to 
be executed until the market moves to a designated price. At that time, the order becomes a 
market order. For example, a stop order to buy stipulates that an order is not to be executed 
until the market price of a stock rises to a specific price. Conversely, a stop order to sell 
indicates that an order is not to be completed until the market price of a stock drops to a 
specified price. Once that designated price is reached, it becomes a market order and is 
executed immediately. 

For example, suppose that Mr. Jones wants to buy BA stock, but not at the current price of 
$48. He wants to be sure that if the price goes up, he will not pay more than $51. When he 
places a stop order to buy at $51, the order is executed when and if the price reaches $51. In 
the case of Mrs. Jones, she wants to be sure not to sell her LE stock at less than $30 per 
share. Therefore, she can place her stop order to sell at $30. 

An investor can also place a stop-limit order. In effect, this order type is a stop order that 
designates a limit price on the stock. In comparison to a stop order; which is automatically 
executed when the stop is reached, a stop-limit order becomes a limit order when the stop is 
reached. In other words, the investor can limit the execution price after the stop is activated. 
However; the limit price can never be reached after the order is activated. 

Special Orders. An order that automatically becomes a market order when a designated price 
is reached is called a market-if touched order. This type of order is the opposite of a stop 
order; because the market must fall back to a given price in order for the order to be executed 
as a buy order. Likewise, a sell order becomes a market order when the market falls to a given 
price. To distinguish between a stop order and a market- 
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if-touched order, the former is designed to get out of an existing position at an acceptable 
price, while the latter is designed to get into a position at an agreeable price. 

Another type of order can be classified as time specific. For example, an order to buy or sell at 
the opening of the market is called an opening order. A closing order indicates that a trade is to 
be executed only within a closing period of the business day. A fill-or-kill order is an order that 
must be executed upon reaching the trading floor or it is immediately canceled. Other orders 
might designate a specific time period in which they are effective—a day, a week, a month, or 
even a given time during a regular trading day. 

Buying on Margin. When an investor does not have enough money to pay cash for the entire 
purchase of an order, credit must be arranged in order to buy on margin. Before a margin 
transaction takes place, a special account needs to be opened at the brokerage house or 
dealer’s office. In effect, this account enables the investor to apply for a line of credit—except 
the money is used exclusively to buy stock. 

The Fed and the NASD have established special rules regarding the requirements for margin 
trading. Currently, a 50-percent margin is required on an account in order for this type of trade 
to be executed. In other words, when stock is purchased on margin, cash in the amount of 50 
percent of the total purchase price must already be credited in the brokerage account. 

For example, suppose that you wanted to buy 100 shares of Xerox, which is currently being 
offered at $45 per share. The regular full price for this trade would be $4,500 (excluding 
commissions). If you purchase these shares on margin, you will owe $2,250 or one-half the 
total cost. This amount already has to be in the account or deposited with your broker as 
collateral. The broker pays for the rest of the trade ($2,250) and will charge interest that is 
payable monthly on the outstanding balance. Keep in mind that the interest can be higher than 
the bank rate, because the brokerage firm must borrow the money from the bank to loan you. 

People buy stock on margin to put up a smaller amount of money for the purpose of leverage. 
In effect, a small amount of money is used to control a larger amount of underlying security 
value. When an investor purchases stock on margin, the potential return is much greater if the 
stock price goes up, because the broker was paid only half of the original purchase price. 

For example, let’s assume you paid $45 per share to acquire that 100 shares of Xerox. If the 
price goes up to $60, the gain is $15 per share. But because you only paid half of the $45 per 
share to buy the stock, your actual rate of return is about 67 percent ($15 gain divided by 
$22.50 original per-share payment). Although this rate does not include the interest paid on the 
margin account or the brokerage commission, you still have a much higher gain than if you had 
paid the entire $4,500 in cash initially. 

While this concept sounds like a wonderful idea, remember that stocks can also fall in price, 
which causes the opposite effect. If that happens, the broker might ask you to come up with 
some additional cash in order to maintain a minimum margin requirement. This situation is 
classified as a margin call. The broker’s loan amount in your account does not  
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fall with the stock price; instead, only your invested amount loses value. In other words, the 
broker does not share in the market risk with you. 

Let’s return to our original example. Suppose that the market value of your Xerox falls to 
$3,200 from the initial $4,500 purchase price. The equity in your account drops to $950 
($3,200 market value minus $2,250 initial equity). If the margin requirement is 35 percent of 
the current market value, or $1,120 ($3,200 × .35), you must add $170 to your equity at the 
brokerage house ($1,120 − $950). By law, you must bring your margin account back up to its 
minimum value. 

The margin call gives the investor two choices: either depositing cash or equivalent valued 
securities, or selling out the entire position and settling the account with the broker in full. To 
illustrate our example, if you sell the original 100 shares of Xerox at $3,200 after its decline, 
you owe the broker $2,250 (the original amount borrowed) plus interest on the margin account 
and a sales commission. In effect, you are left with less than $950, meaning that your real loss 
is $1,300 ($2,250 − $950). 

Keep in mind that investors take full responsibility for making the decision to purchase stock on 
margin. In a bullish market environment, doing so can be extremely tempting—especially if 
cash for investing is not readily available. Traders take an especially high risk because they 
are in and out of stocks frequently. Unless the client is a wealthy individual, most brokerage 
firms will generally require traders to keep plenty of cash in reserve in order to cover any 
margin calls. Longer-term investors are more suitable for margin buying, because they 
generally only receive occasional margin calls and can cover their positions by depositing 
other marketable securities. 

Short Selling. When we think of trading in an ordinary sense, we would buy a stock first and 
then sell it later—hopefully for a profit. With a short sale, we do just the opposite. We sell the 
stock first and then buy it back later in order to cover the stock that we initially sold. Does this 
process sound confusing? Let’s go through an example to see why anyone would want to 
employ such a strategy. 

First of all, short sellers tend to be pessimistic and expect the stock price to decline. This 
situation could result from falling company profits or earnings per share, a cut in the dividend 
rate, or a change in management that is anticipated to negatively affect the company as a 
whole. No matter the reason, these investors will be bearish on that particular stock. 

Reacting just the opposite of margin buyers, who are bullish and expect a stock to rise in 
value, the short seller wants to profit from a fall in the stock’s price. First, a margin account 
must be established with the broker. Then, instead of borrowing cash on margin, the short 
seller borrows stock from the broker. The stock can then be sold at a higher price, in 
anticipation that it will fall in value and can be bought back at a much lower price. 

Let’s assume that the brokerage house can borrow stock shares that the investor wants to 
short. The shares are placed in the account and are delivered to the buyer when sold. The 
investor is now short the stock and will need to buy the stock back later to deliver to the broker. 
The goal is to eventually repurchase the shares at a lower price, return them to the  
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broker, and keep the difference as a profit. If the stock’s price rises, however, the investor 
might have to buy back the shares at a higher price and incur a loss. 

Here is a hypothetical example of how short selling works. Suppose you learn that Boeing lost 
a big government contract to build military planes at its old McDonnell-Douglas facility in St. 
Louis. You anticipate that its profits for the year will drop substantially and will negatively effect 
the price of its stock. To try to take advantage of the situation, you borrow 100 shares from 
your broker and sell Boeing stock for $48 per share. This sale nets you $4,800 (excluding 
commissions), but you still owe the broker 100 shares of BA stock. Two months later, your 
intuition is correct, and BA stock has dropped to $40 per share. You now decide to repurchase 
100 shares of BA at $4,000 in order to cover the shares that you borrowed from the broker 
initially. In effect, the broker receives these shares back, and you walk away with an $800 
profit (excluding commissions). 

Just as in margin trading, a short seller also incurs risk. Let’s suppose that after two months, 
the Saudi Arabian government awards Boeing a large contract to build fighter planes for its 
country. In anticipation of higher profits for the year, market forces push the price of BA stock 
higher instead of lower. The stock now trades at $62 per share, so you decide to recover the 
stock and close out your position with the broker. In effect, you will lose $1,400 plus 
commissions—because buying back the stock cost you $6,200. 

To protect yourself from this embarrassing position, you could have placed a stop-loss buy 
order on the BA stock. Therefore, if the stock you sold at $48 increases to $54, an automatic 
stock repurchase is initiated for 100 shares of BA. While you are guaranteed to lose, this 
situation is not as bad as letting your shares get out of hand and escalating to an even higher 
price (and subsequently higher loss). 

OTC Transactions. Securities of stock issued to the general public that are not traded on an 
exchange are traded OTC. This market is also referred to as National Association of Security 
Dealers Automated Quotation (NASDAQ) system. As described in Chapter 1, ‘‘Origins: The 
Markets and Major Indices,” the OTC market does not have a trading floor. Rather, trades take 
place by means of a computerized quotation system at brokerage counters and desks. 

This broader market has what is known as second-tier stocks, which include solid, reputable 
companies. However, they generally have lower capitalization, (shares outstanding), and trade 
for lower prices than those on the major exchanges. For example, one classification is known 
as emerging growth stocks. These stocks represent younger companies that have tremendous 
growth potential but have fewer assurances of long-term success. 

As trading takes place, broker-dealers act as market makers for various stocks. The 
computerized trading system enables them to interact immediately when executing orders, 
providing instant liquidity for the market to function. For example, a stock might have a bid 
price of $15.00 and an ask price of $15.75. An investor who wants to buy shares would pay 
$15.75 per share, and an investor who wants to sell shares would get  
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$15.00 per share. The difference is called the spread and is split between the two firms that 
are involved in the transaction. 

The reporting of NASDAQ national market issues is similar to the reporting of listed securities. 
In Figure 4-3, we see how the Wall Street Journal reports security activity for the NASDAQ on 
a typical trading day. The information includes the 52-week high and low prices, the company’s 
symbol, dividend, the volume of transactions, the high, low, and closing prices of that particular 
trading day, and the net change from the previous day Some papers also include the yield and 
profits/earnings (PIE) ratio. 

For example, let’s look at Compuware (symbol CPWR). We can tell that this is a volatile stock 
from examining its 52-week high and low price (40 − 12.66). This company does not pay a 
dividend and had a P/E of 11 at the time. Shares trading hands were 53,287 on August 2, 
2000. The high was 8.06; the low was 7.78; and the closing price was 7.84. This stock was 
off .16 from the previous day’s close. Thus, we can obtain a lot of information just be studying 
this one report. 

In addition to listed securities and stocks traded OTC, large block transactions are executed by 
brokers who are referred to as the third market. The activity in this market takes place when 
institutional investors (such as pension plans, mutual funds, or insurance companies) buy and 
sell large amounts of shares for their accounts. These transactions usually involve 10,000 
shares or more and are called blocks of stocks. The brokers who organize and execute these 
types of trades are called block positioners. 

Figure 4-3 The Wall Street Journal security activity reports for NASDAQ. 
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Usually, institutional investors work through a large brokerage firm in order to complete the 
transaction. They can also work independently, however, in a fourth market over a 
computerized trading system called Instinet. The system is limited to subscribers only and 
provides bid and ask price quotations plus executing orders. This activity is reported in the 
financial press as composite transactions, just as trades on the various exchanges are 
reported. 

Block trades, the third market, and the fourth market offer institutional investors two 
advantages over individual traders: lower transaction costs and quicker executions. Due to 
increased competition among brokerage firms for this type of business, the commissions 
charged to institutional investors have greatly decreased. The effort to refine trading and 
changes in the regulatory environment has greatly improved efficiency in the market system for 
the execution of security orders. 

Decimals Come to the Markets 

After years of delay, the Securities and Exchange Commission (SEC) has given major stock 
markets permission to convert the pricing of stocks and options to decimals from fractions. The 
new quotes will replace the 200-year-old tradition of using fractions of a dollar, such as 1/8 for 
12.5 cents. Advocates believe that decimals will shrink bid-ask spreads and save investors up 
to $3 million a day in commissions. 

It didn’t take long for investors to adjust to decimal pricing. Hundreds of newspapers that 
publish stock prices have switched to the decimal format. Web sites and monthly brokerage 
statements regularly display decimal prices, as well. U.S. securities markets are also adopting 
the international practice of decimal pricing in order to remain competitive, and this is a crucial 
step in the right direction. 

Supporters say that using the decimal system will help ordinary investors by narrowing the 
difference between a stock’s best bid and asking prices, known as the spread. Spreads 
typically vary from .125 cents to 50 cents—an amount that adds up to a sizable profit for 
brokers who take a percentage based on the size of the spread. This situation will definitely be 
a win-win for investors and will make our markets much more attractive to foreign investors in 
the future. 

Disappearance of the Spread 

Supply and demand determine stock prices, and the difference between what the seller asks 
and what the buyer bids (the spread) is where specialists make part of their profits. Most 
revenue comes from the companies that the specialist represents and is somewhat tied to 
trading volume, so it is in the specialist’s best interest to facilitate trading. However, the spread 
is gradually disappearing from most NYSE trades. With most orders being matched directly 
and electronically, there is almost zero spread. 
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In contrast, all 500 NASDAQ market makers—rather than having specific stocks assigned to 
them—can compete for every stock transaction. Electronic Communications Networks (ECNs) 
have gained popularity thanks to the Internet. By using ECN, brokers can automatically and 
instantly match buy and sell orders and eliminate the spread when executing trades. If no 
match is found, the order is posted in an electronic trading book that lists the would-be buyer 
and seller, the number of shares to be transacted, and the price. NASDAQ market makers look 
at the book and try to fill the orders. If an ECN fails to find a match, however, and NASDAQ 
market makers cannot make the deal, then the trade might never be executed. 

That is one advantage of the specialist system: every order that comes in goes through to 
completion. NYSE rules require specialists to help maintain an orderly market. For example, if 
no buyer comes forward for shares that someone wants to sell, the specialist will buy them to 
sell later. As mentioned earlier, this process is called making a market in the stock. 

Another argument for ECNs is that they save investors money, because trades executed by 
machines are fair and honest and make no errors. Also, the speed of ECNs reduces the 
chance of a price changing between the times when a trade is requested and executed. Here, 
we see that the shift to electronic trading benefits the active trader the most. Per-transaction 
trading costs drop, and market orders most often get filled at the trader’s price. 

Electronic Trading: The Wave of the Future 

The Internet is forcing a revolution in personal investing as we dive into the 21st century. 
Nothing is sacred anymore, and even traditional full-service brokers are joining the online 
trading boom in order to retain clients and keep up with the competition. As Americans become 
more independent and want to make their own investment decisions, more will naturally go to 
the Internet to buy and sell securities in an attempt to lower trading costs. 

Although online trading has made these times exciting for individual clients, they can also be 
the most confusing of times. The recent bull market has generated a surge in the popularity of 
online trading and has put investing within the reach of nearly everyone. Not only can investors 
buy and sell stocks for a minimal cost, but the availability of stock research on the Internet can 
tempt anyone to become an instant Warren Buffett. 

A June 1999 survey by Gomez Advisors, Inc. (a Lincoln, Massachusetts Internet research firm) 
and Harris Interactive, Inc. (a Rochester, New York market-research firm) found that 16.3 
million people were poised to begin trading online. Scrambling to sign up these investors, 
traditional brokerage firms have increased their Internet offerings. For example, a recent Inter- 
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net search on the Yahoo! Web site detected more than 80 firms that offer some type of online 
trading service. 

Basic online investing involves a cheaper or easier way of running a brokerage account. These 
methods are for people who like to pick investments themselves. Instead of calling a broker 
with a traditional order to buy or sell, you send the broker the order online. These accounts 
typically go through discount stock brokers who give no investment advice. 

Some of the leading online brokerage company websites include the following: 

Merrill Lynch & Co.—www.mldirect.ml.com  
Charles Schwab Corp.—www.schwab.com  
E*Trade Group, Inc.—www.etrade.com  
Ameritrade Holding Corp.—www.ameritrade.com  
Powerstreet—www.fidelity.com  
DLJdirect, Inc.—www.dljdirect.com  
TD Waterhouse Group, Inc.—www.waterhouse.com  
Datek Online Brokerage Services—www.datek.com  
Morgan Stanley Dean Witter Online—www.online.msdw.com  
National Discount Brokers Group, Inc.—www.ndb.com  

The Danger of Churning 

For years, experts, planners, and regulators have argued over the appropriate minimum time 
that a stock should be held before it is sold. How much time should pass after an investor buys 
stock before his planner can suggest selling in order to buy another equity? There is an 
obvious potential for abuse here, because commission-based planners or brokers can make 
more money just by recommending trades. 

There have been numerous cases in which licensed securities professionals have been 
accused of churning their client’s accounts. In effect, they recommend a buy and sell of the 
same security within a relatively short period of time in order to make more income from 
commissions. With the lower commission structure of most broker-dealers today, however, this 
argument is harder to prove. 

The SEC is the watchdog of the industry and tries to clamp down on abuses in this area. More 
violations are likely to occur in the mutual-fund industry where higher commissions and 
charges are common for investors. Occasionally, you might find an investor who has suffered 
from this type of abuse. Most importantly, you must have a valid reason for recommending a 
repositioning of funds in a portfolio. 

As a new financial professional, you must structure your practice to install confidence in clients 
that this type of situation will not occur. Frequent reviews do not mean that drastic changes will 
be made to portfolios. Rather, some minor repositioning could take place only if the situation 
warrants. For example, a stock that no longer fits the criteria of  
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achieving a particular goal might be considered for repositioning into a better investment that 
has a much better chance of accomplishing the objective. Once clients are aware that you 
have their best interest in mind, they will not worry about abuse and frequent trading of their 
investments. 

The Future of Financial Markets 

As we have seen so far in this book, the stock market is rich in tradition, and technology is 
becoming more of a factor in changing the way in which business will be conducted in the 
future. Just over the past decade, for example, technology and financial theory have come 
together to set off a gush of new products. Everything in the future will be aimed at reducing 
costs and redistributing risk so that the investor can make better decisions. 

What trends should you be aware of as a financial professional, in order to bring maximum 
value to your clients? 

First, more and more goods and services will be sold through auctions. The pricing of 
Internet transactions makes it more cost efficient to buy both tangible and intangible 
goods and services. The pricing effectively eliminates the middle man, so pricing can 
become more competitive. As more mergers and acquisitions take place in financial 
services, auctions will become the wave of the future.  
The pool of potential buyers and sellers will greatly enlarge. This situation will favor the 
cheapest supplier and keenest buyer and will thus lower the cost of labor and boost 
productivity. Not only will this situation have a tremendous impact on the consumer 
durable goods markets, but it will also affect the demand for intangible products. For 
example, as the number of Baby Boomers using the Internet for online trading increases, 
it will encourage a more efficient market with faster executions and more reliable pricing 
of securities.  
Prices will lose their anchors and float more freely. Just as the Dow Jones Industrial 
Average (DJIA) fluctuates from hour to hour, the same situation has occurred for airline-
ticket pricing. Initially, there was only one class of airline travel. But with technology and 
deregulation, airlines learned to use sophisticated software to change ticket prices 
depending on the time of day, day of the week, the flexibility of the ticket, and so on. 
Priceline.com, Inc. went the last step to create an online market that enables travelers to 
pay an infinite variety of fares.  
Falling transaction costs and more efficient pricing will encourage people to swap what 
they have more frequently. For example, just as $10 stock commissions have turned 
many long-term investors into day traders, people will more readily trade up to a new pair 
of skis if they can sell their old ones at a fair price without paying a chunk of the proceeds 
to a broker.  
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Products will become more standard so that buyers will not need to see what they buy 
every time. In fact, Internet shopping will compete heavily with catalog shopping for 
quantity purchases. Because we deal with intangibles in this industry, people will want 
quicker buy and sell executions of securities and will expect to pay a minimal 
commissions or transaction cost in order to do so.  

The Opportunity to Specialize 

All this change and technological innovation in the securities markets may sound discouraging, 
but it actually gives you the opportunity to specialize in helping clients. You will encounter 
many people who already have these types of accounts. Rather than turn them away, you can 
show them the benefits of your expertise in other areas. 

For example, an investment plan using Modern Portfolio Theory (described in a later chapter) 
will complement an individual trading account using four investment classes and a strategy 
called rebalancing to achieve long-term objectives. You will learn how this concept works to 
increase returns and lower risk associated with individual stocks. 

You could focus on retirement planning using employee benefits. In this career field, you can 
study to become a Retirement Benefits Specialist (RBS). You would learn all about different 
retirement plans, the benefits associated with each type, and how clients can use them to 
maximize tax savings. Long-term retirement planning is directly related to individual securities. 

Finally, you can help younger Americans to receive an inheritance from their parents. If they 
haven’t earned the money through their own efforts, there is a sense of insecurity and the goal 
of not to blow it. Two websites to explore in this area include www.inheritance-project.com and 
www.thewealthconservancy.com. Giving financial advice to wealthy people is one of the best 
services that professionals in our industry can offer to high net worth clients. 
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Introduction 

Once we know the fundamentals of pricing, do our homework on stock selection, and actually 
make a purchase for a client, the next step is to track the activity of this new asset. We want to 
follow its progress and be able to understand why it trades higher or lower on any given day 
Financial information is vitally important in our fast-paced world, and we need to know how to 
follow daily market activity in order to give outstanding service. 

In essence, this chapter will show why so many people open their daily newspapers to the 
business section before reading any other section. Whether contemplating the purchase of a 
new stock or just keeping track of interest rates, many Americans devote a special time and 
place to following the financial markets. While access to the Internet enables us to track the 
value of holdings instantly, this method does not give the proper time to contemplate making 
long-term investment decisions. We will discover here why investors believe that reading 
financial news is a meaningful part of their everyday lives. 

When you read the financial section of a newspaper, you can compare the experience to 
watching a football game. This includes knowing the rules, what to look for, and how to identify 
a few key players. Just as a quarterback’s goal is to lead his team to a successful score, the 
financial reader wants to find and interpret news that will enable him or her to make a profitable 
decision. Now let’s proceed with identifying a strategic approach to finding the most important 
financial news sources so that our client’s chances of winning are enhanced. 

Ticker-Tape Language 

Before analyzing current and future financial news sources, let’s step back in time 133 years 
and walk onto the floor of the New York Stock Exchange (NYSE). In 1867, the first stock ticker 
machine was installed in order to connect the exchange to other brokerage offices in New York 
City and around the country. A thin piece of paper reported the transactions of buyers and 
sellers and showed the results of each stock trade. You might remember pictures of miles of 
ticker tape spread all over the floor of the exchanges and also cluttering the offices of major 
broker-dealers. 

The reports on this tape enabled buyers and sellers to react instantly to the same information. 
As advances in electronics took over, transaction times dropped to a minimum—nd trades 
were executed instantly. While today’s fast-paced world has outdated the old ticker tape, some 
electronic ticker machines are still mounted high above reception rooms in major brokerage 
offices in order to give investors time to sit back and contemplate their next moves. Also, 
despite incremental advances in  
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technology; that method is still basically how many people buy and sell securities today. 

In order to make the ticker tape more time efficient, symbols were assigned to each stock and 
were reported on the tape as trades were executed. For example, a transaction involving 100 
shares of Ford Motor Company at a price of $45 would appear as F 45. After reading this 
report, a buyer could place an order at a price of 44 ⅞ in an attempt to get a lower price, while 
a seller could place an order for 45 ⅛ (hoping to get a higher price). For someone who is 
wishing to buy or sell the stock instantly, a market order would be placed within this narrow 
spread— knowing that the executed price would be somewhere close to $45. 

Share Volume and Trading 

As a financial professional, you should be aware that the best place to find the most 
comprehensive information about daily market activity is in The Wall Street Journal. This 
newspaper keeps investors up to date on details of what happened during the previous trading 
session. One area of importance is tracking the number of shares that were traded on various 
exchanges the previous day. 

Figure 5-1 illustrates the Wall Street Journal trading report for February 25,2000. The 
breakdown of trading on the NYSE during normal business hours shows that more than 1.1 
billion shares traded hands on Thursday, February 24, and more than 975 million shares were 
traded on Wednesday, February 23. This report also shows the trading volume in NYSE stocks 
taking place on other exchanges such as Chicago, Philadelphia, Boston, and Cincinnati. For 
those interested investors, trading volume is also broken down every half hour. The bar chart 
on the bottom shows NYSE volume in millions of shares going back six months. As more 
interest in owning stocks becomes apparent, we can logically see a corresponding increase in 
the overall trading activity. 

After the close of business, each exchange totals the number of shares traded during the day. 
The total volume of the NYSE, however, is the figure used most often by news commentators 
to describe the day’s market activity. Since the 1950s, volume has steadily increased due to a 
larger number of outstanding shares issued by more American companies. Also, trading 
activity has increased due to greater involvement from institutional investors (such as mutual 
funds, pension funds, insurance companies, and banks). 

Figure 5-2 illustrates the most actively traded stock issues on February 24, 2000 on three 
major exchanges. Names will typically be of the largest companies whose shares were traded 
in the millions. This synopsis also gives the closing price of each issue and point change from 
the previous day. Investors who like to own stocks with plenty of liquidity will have a special 
interest in this report. On this particular day, America Online was the most actively traded issue 
on NYSE with more than 42 
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Figure 5-1 The Wall Street Journal trading report for February 25, 2000. 

 

Source: Republished with permission of Dow Jones from WSJ Market Data Group Year 2000; Permission conveyed through 
Copyright Clearance Center. 

million shares, while Dell Computer was the most actively traded issue on NASDAQ with more 
than 60 million shares. 

If a particular stock is not on this list, an investor or professional advisor should not be overly 
concerned. Although they tend to get less attention, many other types of stocks also trade with 
a high volume each day. The activity of a particular issue can be checked for volume of shares 
traded by using the Internet and by searching any number of Web sites that track the activities 
of individual companies. 

For example, Corporate Information (www.corporateinformation.com) is an excellent site that 
contains thousands of research reports, company profiles, and many categorized links. This 
site also has a complete company extensions guide (such as Corp. or Inc.) for every possible 
corporate extension around the world. An investor can conduct company searches by country, 
industry, or specific company. Each link offers impressive capabilities that can be an invaluable 
research tool for advising clients. 

As market trading becomes more popular, more attention will also be given to the Late Trading 
Snapshot (illustrated in Figure 5-3). In the figure, this snapshot shows activity that took place 
from 4 P.M. to 6:35 P.M. Eastern time on February 24, 2000. The snapshot also includes the 



most active issues, along with late price-percentage gainers and losers. 
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Figure 5-2 Most actively traded stocks on February 24, 2000 on three major exchanges (from 
The Wall Street Journal). 

 

Source: Republished with permission of Dow Jones from WSJ Market Data Group Year 2000; Permission conveyed through 
Copyright Clearance Center. 

Often, special news announcements regarding individual companies will come out after the 
close of regular market hours and can have a profound effect on after-hours trading. Investors 
who study this report before the market opens the following morning will know whether a stock 
of particular interest has been positively or negatively affected. Late trading activity can often 
give a clue as to the type of action that will take place during the next trading day. 

Bids and Offers: Understanding Stock Market Tables 

You will also notice in Figure 5-3 the various ways in which trading activity is reported as it 
pertains to each individual stock under the heading ‘‘New York Stock Exchange Composite 
Transactions.” The following list is a summary of each column and describe how to interpret 
this critical data. 
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Figure 5-3 Late trading snapshot. 

 

Source: Republished with permission of Dow Jones from WSJ Market Data Group Year 2000; Permission conveyed through 
Copyright Clearance Center. 

52-Week Hi and Lo—States the highest and lowest prices paid for each stock over the 
past 52 weeks, excluding the latest-day’s trading activity. The investor will know exactly 
where the current price falls within this range, and whether or not the stock is overpriced 
or underpriced in relation to its closing prices over the last year. Many decisions are 
made each day based on just this one set of numbers.  
Stock Name & Symbol—Shows all stocks listed alphabetically by name and the 
accompanying symbol for each stock. Each stock is assigned a letter symbol to make 
trading easier on the exchange  
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floor, and many investors like to learn and follow their favorites—especially if they are 
watching the electronic ticker board or CNBC television. 
Dividend—States the per-share dividend in dollars and cents. The stock’s annual cash 
payout, if any, is based on the rate of the last quarterly payout to shareholders. Those 
investors who are interested in income will study this column carefully to determine the 
appropriateness of individual stocks for their particular situation.  
Yield (percentage)—Obtained by dividing the cash dividend by the closing price of the 
stock. This number enables dividend yields to be compared with other stocks of a similar 
nature and with the interest rates paid on various types of bonds and cash instruments. 
You will note how yields on common stocks are generally always lower than yields on 
preferred stocks.  
Price/earnings ratio—Used as an indicator of relative stock performance. The P/E ratio is 
calculated by dividing the latest closing price by the available earnings per share over the 
last four quarters. A high P/E ratio indicates a stock price that is a high multiple of the 
company’s earnings, and might suggest optimism about the future of the company. A low 
P/E ratio represents lower investor favor and might suggest pessimism about the future 
of a company. Reasons for high and low P/Es include the company’s growth outlook, the 
industry in which it is competing, its perceived risk, and the stability of its earnings.  
Vol 100s (volume)—Indicates the number of shares that were traded in each stock on the 
previous trading day. This number is expressed in hundreds (for example, AAR = 959, or 
95,900 shares were traded). Stocks that have unusually high trading volumes compared 
with that stock’s average trading volume are underlined. An n will also indicate a new 
issue of stock. High volume also indicates favorable or unfavorable momentum for a 
stock, depending on its upward or downward movement in price.  
Hi-Lo-Close-Net Chg—These columns represent the latest-day’s price data—high, low, 
close, and change from the previous day’s closing. Stocks that close up or down more 
than 5 percent from the previous day’s closing price are represented in bold. Investors 
can get a good sense for trading activity by examining the difference between these 
numbers. A separate table also lists new highs and lows of both NYSE and NASDAQ 
stocks. When many issues reach new highs, there tends to be more buying pressure or 
bullish sentiment in the market. Conversely, when many issues reach new lows, there 
tends to be more selling pressure or bearish sentiment in various markets.  

The Dow Jones Averages 

Up until now, the Dow Jones has been the most popular indicator of overall, day-to-day stock 
market activity Charles H. Dow, one of the founders of the Dow Jones Company and first 
editor of The Wall Street Journal, is  
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credited with the original 1884 calculation. His intention was to express the general level and 
trend of the stock market by using the average prices of a few representative stocks. 

His first stock average appeared on July 3, 1884, in the Customer’s Afternoon Letter, a two-
page financial news bulletin that had been distributed daily by Dow Jones since November of 
the previous year. Only 11 stocks were included in the first index, and nine of them were 
railroad issues (which reflected the importance of this mode of transportation back in those 
early days). 

In 1896, there were two Dow Jones averages. Most important was the Dow Jones Railroad 
Average, comprised of 20 rail stocks. As more forms of transportation became popular in later 
years, the Dow Jones Transportation Average (DJTA) evolved with a mixture of railroads, 
airlines, and trucking companies. The second contained 12 stocks that represented other types 
of businesses and was called the Dow Jones Industrial Average (DJIA). This roster was 
increased to 20 stocks in 1916 and then to 30 stocks on October 1, 1928. 

A third average, called the Dow Jones Utility Average (DJUA), was established with 20 stocks 
in 1929 and was later reduced to 15 stocks (as it is today). These three averages—the 30 
industrials, the 20 transportation, and the 15 utilities—together comprise the fourth average 
known as the 65 Dow Jones Composite. The 65 current stocks used to make up this index 
appear in Figure 5-4. 

You will find it interesting to compare these three indices. Companies used from the DJIA will 
give a broad mix from American industries, while those of the DJTA and DJUA will focus more 
on two specific industries. You will also note that most of these companies are considered 
solid and have been in business for a long time. They have withstood economic recessions 
and continue to be leaders in their respective industries. Should you be called upon to make 
recommendations for building a high quality portfolio for the future, a number of these 
companies would make excellent choices as a foundation for your client’s future success. 

Trading activity in these indices, as reported in The Wall Street Journal, is graphed in Figure 5-
5. The figure also reports component volume in each average along with the net change for 
each stock from the previous-day’s trading. Investors studying these graphs will also get a feel 
for how some leading stocks in major U.S. industries have performed over the past six months.

Note how the DJIA had an excellent fourth quarter in 1999 while the DJTA was virtually flat 
and the DJUA suffered a decline. This situation means they do not always move together at 
any particular point in time. This information also proves how important diversification is in 
structuring a portfolio in order to reduce risk. While it is important to understand why each of 
these averages performed the way they did during that period, you must stress that investors 
not make future decisions based solely on past results. 

As you can see, a typical daily graph of the Dow Jones averages is fairly self-explanatory. For 
example, a vertical line or bar is drawn for each day The top of the line indicates the high of the 
day, and the bottom indicates the low. The tiny horizontal crossbar represents the closing level
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Figure 5-4 65 Dow Jones Composite prices and weighting as of Nov. 7, 2000  
(part 1 of 3).

Dow Jones Industrial Average
 
Company Name Symbol Price Weighting(%)
Alcoa Inc. AA 29.0000 1.567
American Express Co. AXP 60.9375 3.293
AT&T Corp. T 22.4375 1.212
Boeing Co. BA 65.1875 3.523
Catepillar Inc. CAT 36.1250 1.952
Citigroup, Inc. C 54.7500 2.959
Coca-Cola Co. KO 60.0625 3.246
DuPont Co. DD 43.3125 2.340
Eastman Kodak Co. EK 47.8750 2.587
Exxon Mobil Corp. XOM 89.0000 4.810
General Electric Co. GE 54.9375 2.969
General Motors Co. GM 57.0000 3.080
Home Depot Inc. HD 41.3750 2.236
Honeywell International HON 54.2500 2.932
Hewlett-Packard Co. HWP 47.4375 2.563
Intl Business Machines IBM 102.3125 5.529
Intel Corpl INTC 46.1875 2.496
International Paper Co. IP 36.8750 1.992
J.P. Morgan & Co. JPM 163.0625 8.812
Johnson & Johnson JNJ 92.1250 4.979
McDonald’s Corp. MCD 31.7500 1.715
Merck & Co. MRK 86.8750 4.695
Microsoft Corp. MSFT 70.5000 3.810
Minnesota Minning & 
Manufacturing Co. MMM 96.9375 5.239
Philip Morris Cos. MO 35.2500 1.905
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Figure 5-4Continued.
 
Procter & Gamble Co. PG 68.4375 3.698
SBC Communications SBC 57.0625 3.084
United Technologies Co. UTX 68.0625 3.678
Wal-Mart Stores, Inc. WMT 48.9375 2.644
Walt Disney Co. DIS 37.1250 2.006
 

Dow Jones Transportation Average
Airborne Freight Corp. ABF 10.0000 1.727
Alexander & Baldwin, Inc. ALEX 25.8125 4.459
AMR Corp. AMR 32.8750 5.680
Burlington Northern 
Santa Fe Corp. BNI 26.4375 4.567
CNF Transportation Inc. CNF 28.0000 4.837
CSX Corp. CSX 26.1875 4.524
Delta Air Lines, Inc. DAL 46.5000 8.034
Federal Express Corp. FDX 46.0299 7.952
GATX Corp. GMT 44.8750 7.753
J.B. Hunt Transportation 
Services JBHT 12.7500 2.202
Norfolk Southern Corp. NSC 14.9375 2.580
Northwest Airlines Corp. NWAC 28.5000 4.924
Roadway Express, Inc. ROAD 21.4375 3.703
Ryder System, Inc. R 18.7500 3.239
Southwest Airline Co. LUV 29.1875 5.042
UAL Corp. UAL 37.5625 6.489
Union Pacific Corp. UNP 48.1250 8.314
US Airways Group, Inc. U 37.3125 6.446
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of that trading day. The greater the distance between the top and bottom of each line, the more 
volatile that average experienced for that particular trading day. 

Over the years, the widely followed DJIA has changed considerably with many substitutions. 
Fewer than 20 of the original 30 stocks in 1928 remain, and only General Electric (of the 
present industrial average) was included in Dow’s initial computation. Expanding its reporting 
services over the years, Dow Jones now calculates thousands of indices around the world. 

Computation of the Dow Jones Averages 

In the beginning, computing the average was relatively simple. If there were 12 stocks, the 
prices were added together and divided by 12. Over 

Figure 5-4 Continued.
 
US Freightways USFC 25.6250 4.427
Yellow Corp. YELL 17.8750 3.088
 

Dow Jones Utility Average
AES Corp. AES 64.1875 9.413
American Electric Power AEP 40.9375 6.003
Consolidated Edison Inc. ED 34.5625 5.068
Dominion Resources Inc. D 58.0625 8.515
Duke Energy Corp. DUK 85.2500 12.500
Edison International EIX 22.6875 3.327
Enron Corp. ENE 81.8125 11.990
Exelon Corp. EXC 56.4375 8.276
NiSource Inc. NI 24.6250 3.611
PG&E Corp. PCG 26.5625 3.895
Public Service Enterprise PEG 39.4375 5.783
Reliant Energy REI 39.1875 5.747
Southern Co. SO 28.6875 4.207
Texas Utilities Co. TXU 36.5000 5.352
Williams Co. WMB 42.9375 6.296
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Figure 5-5 65 Dow Jones Composit Trading activity. 

 

Source: Republished with permission of Dow Jones from WSJ Market Data Group Year 2000; Permission conveyed through 
Copyright Clearance Center. 

time, the divisor had to be changed in order to reflect adjustments for stock splits. This 
situation takes place when the market price of a stock advances to where it is perceived that 
the stock is losing appeal for investors. The company’s board of directors will often vote to split 
the  
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stock and formally declare a stock split. For example, a two-for-one split results in issuing one 
new share for each share that is currently out-standing. In other words, on the effective date, 
each share of stock is now worth only half of the original market price. 

If the new stock price was simply substituted for the old one, these stock splits would produce 
many distortions. Let’s assume that three stocks are selling at $40, $60, and $80, respectively 
This makes the average price of these three stocks $60. Now, let’s assume that the $80 stock 
splits two for one, which will make the new shares sell for $40. The new average price of these 
three stocks is now $46.67, which is a distortion in comparison to the previous average. 

Therefore, an adjustment must be made in order to compensate (so that the average will 
remain at $60). To perform this task, we must change the divisor or the number divided into 
the total of the stock prices. In this case, the new divisor is 2.33, rather than 3. Thus, this new 
figure would be used in any subsequent computations of the average. 

Since its invention, the divisor has been changed numerous times (mostly downward). This 
information explains why the DJIA can be reported as 10,000 while no single stock in the 
average is even close to that price. This method also explains the wide movements of the 
average in comparison to the general level of stock prices. From this perspective, we should 
think of the DJIA as more of an index or indicator. 

In recent years, public interest in the stock market has exploded. As a result, a variety of price-
trend indicators are now available from other sources. These indicators include Standard & 
Poor’s, Inc. and the NYSE itself. Because each index is useful to investors in a variety of ways, 
no single index tells the market’s entire story on a particular trading day. Because of its history 
and familiarity, however, the Dow still ranks as the most widely used indicator of stock market 
action (at least, with older investors). The NASDAQ has also become more popular with 
younger investors, because it represents many technology stocks and newer companies that 
have tremendous growth potential in the new economy. 

Selection of the Dow Stocks 

The structure of the Dow is aimed at tracking underlying market trends over a period of time 
from a number of major industries. It is easy to misunderstand why only 30 stocks are used 
when trying to gauge a market that is composed of thousands of common stock issues. Other 
market indices contain more issues than the Dow, but they react more to fluctuations in lower-
priced stocks. For example, changes in investor sentiment or unusually heavy trading volume 
in certain industries can cause these indicators to change sharply. 

The reason why the Dow is so respected today is because its 30 component companies 
represent broad market activity throughout American industry. These stocks are widely held by 
individuals, institutional investors, and many pension funds. In fact, by the end of the third 
quarter of 1997,  
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these 30 stocks represented about 19 percent of the 9.5 trillion plus market of all stocks in the 
United States. 

Changes in the components are made entirely by the editors of The Wall Street Journal, 
independently of each listed company. Most substitutions are made as a result of mergers, 
such as the Exxon Mobil Corporation (formally listed as Exxon). From time to time, however, 
changes are also made in order to achieve better representation. For example, the recent 
additions of the Intel Corporation, the Microsoft Corporation, and SBC Communications, Inc. 
were warranted due to the rapidly growing trends of a more technologically oriented U.S. 
economy. 

The dynamic changes in the high-technology and telecommunications industries have also 
increased the demand for stocks traded on the NASDAQ. As a result, this index is now quoted 
daily by the news media (along with the DJIA) in order to cover much broader activity in U.S. 
markets. The emergence and development of Internet companies and information technology 
will continue to change our economy from an industrialized nation into a nation of rapid 
communications growth, where greater efficiency should help us lead the rest of the world into 
the 21st century. 

Foreign Equities 

In recent years, individual investors have been attracted by generous returns and the 
excitement of owning shares in foreign securities. These equities consist of companies that are 
incorporated and listed on overseas stock exchanges that generally are not subsidiaries of 
U.S. corporations. For example, there are stock exchanges in London, Paris, Tokyo, and other 
foreign financial centers. These securities can be purchased through U.S. brokers who have 
access to trading on these exchanges. 

However, the easiest way to buy foreign stocks is to purchase the shares of firms that are 
already traded on U.S. exchanges or through U.S. OTC markets. To be eligible for trading, 
foreign securities must be registered and comply with various regulations of the SEC. 

Figure 5-6 shows some foreign firms whose shares are traded in the United States. This figure 
gives the company, its symbol, the country of origin, its primary industry and where the shares 
are actually traded. For example, stocks of large foreign corporations such as Telefonos de 
Mex L, Sony, Nortel Networks, and KLM Royal Dutch Airlines are traded on the NYSE. Others 
such as Japan Airlines, Volkswagenwerk, and Wal-Mart de Mexico trade on the NASDAQ. 

Our domestic markets do not actually trade in foreign shares; instead, they trade receipts for 
each stock issue (called an American depository receipt [ADR]). There are two types of ADRs. 
Sponsored ADRs are created when a foreign company wants its shares to trade in the United 
States. The company employs a bank to create the ADRs and to act as a transfer agent. 
Unsponsored ADRs come into existence when a brokerage firm 
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believes that there will be sufficient interest to make a market in a foreign stock. The firm will 
buy a block of securities and hire a commercial bank to create the ADRs and then act as a 
transfer agent. 

The creation of ADRs simplifies the trading in foreign securities for U.S. investors and offers 
some benefits. First, ADRs reduce the risk of fraud. For example, if an investor bought a 
foreign stock issued by a German company, the stock certificate would be drafted in German. 
Because the U.S. investor probably cannot read German, he or she could become a victim to a 
phony certificate. The issuance of ADRs solves this problem, because the certificates are 
always printed in English. Thus, the issuing agent certifies the authenticity of the certificate. 
Remember that the ADR represents only the underlying securities held by the agent, and the 
ADR is not an obligation of the firm that issued the stock. 

Second, ADRs are convenient. In other words, securities do not have to be delivered by 
international mail; rather, their prices are quoted in dollars. Any dividend payments are also 
delivered in dollars. Furthermore, the ADR can represent any number of foreign shares. For 
example, a Japanese stock that trades for a low price of $2 per share would be considered a 
penny stock in the United States. To make the price comparable to U.S. securities, an ADR 
can represent 10 Japanese shares that would translate to a price of $20. 

Sometimes there are no ADRs issued for the stock that an American investor wishes to 
purchase. In that case, the actual foreign securities will  

Figure 5-6 Examples of foreign firms whose shares are traded in the United  
States.

Selected Foreign Securities Traded on Various Exchanges
 

Firm Symbol Country Industry Traded
Hatachi, Ltd. HIT Japan Electronics NYSE
Imperial Group ITY Britain Tobacco NYSE
Japan Airlines JAPNY Japan Airline NASDAQ
KLM Royal Dutch Air KLM Netherlands Airline NYSE
Nortel Networks NT Canada Telephone NYSE
SONY SNE Japan Electronics NYSE
Telefonus do Mex L TMX Mexico Telecom NYSE
Volkswagenwerk VLKAY Germany Automobiles NASDAQ
Wal-Mart de Mexico WMMVY Mexico Retailer NASDAQ
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have to be ordered. The stock would be purchased in the appropriate foreign market, and the 
shares would be acquired through exchanges or OTC from dealers who make a market in that 
security. After settlement of the completed purchase, an investor can either leave the 
securities registered with the broker or take full delivery of the certificate. 

The prices of a number of foreign stocks are given daily in The Wall Street Journal. Figure 5-7 
illustrates closing prices and the net change for a particular trading day. Also note that there is 
no reporting the volume of transactions, P/E ratios, or dividends. Because this is only a small 
sampling, investors who wish to track more of these stocks will require access to foreign 
publications such as the Financial Times, a British newspaper that is similar in structure to The 
Wall Street Journal. 

Figure 5-7 also shows the activity in the major foreign stock-market indices. This figure shows 
the net and percentage change from the previous trading day and the year-to-date (YTD) net 
and percentage changes. A study of these markets shows that a number of them were up at 
the time of printing while the major U.S. markets were down. For a U.S. investor who had not 
previously thought about single country risk, this action might warrant serious consideration for 
buying foreign securities in order to diversify a portfolio made up entirely of U.S. stocks. 

The Dow Jones Global Indexes from The Wall Street Journal are illustrated in Figure 5-8. First, 
nearly 3,000 companies from 16 countries and 120 industry groups go into an extensive 
foreign listing. The groupings divide these stocks into nine sectors that reflect large segments 
of the world economy. Countries are constantly being added to the index as the global 
economy grows and changes. Over time, the listing will include every country whose stocks 
are available to foreign investors. 

As U.S. investor interest continues to grow in these global markets, this index will give them a 
feel for stock-performance activity in foreign countries. This index also provides investors with 
a more geographical perspective. When studying individual securities, they can also measure 
performance against their peers on a global, regional, or national basis. 

Finally, the Dow Jones Global Industry Groups are illustrated in Figure 5-9. This table shows 
the relative performance of broad economic sectors from the United States, the Americas, 
Europe, Asia and the Pacific, and the entire world. The activity reflects the previous trading day 
and any percentage changes for the YTD. Consider the wealth of information from this table 
alone. An investor who wishes to place money into an industry within a specific region of the 
world will know immediately whether or not this action would be warranted. 

While investors hear about political events that take place in foreign countries from our daily 
news services, it is much harder to obtain information concerning economic and financial 
forces that affect global markets. For this reason, many investors find it more convenient to 
purchase shares of mutual funds that specialize in foreign investing. Professional money 
managers who watch over this area will select the stocks or bonds to make up the portfolios. In 
Chapter 8, ‘‘Diversifying with Mutual Funds,” we will focus on the advantages of this strategy 
for investors who wish to diversify their portfolios internationally. 
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Figure 5-7 Prices of foreign stocks, closing prices, and the net change for a particular trading 
day. 

Source: Republished with permission of Dow Jones from WSJ Market Data Group Year 2000; 
Permission conveyed through Copyright Clearance Center. 
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Figure 5-8 The Dow Jones Global Indexes from The Wall Street Journal. 

 

Source: Republish with permission of Dow Jones from WSJ Market Data Group Year 2000; 
Permission conveyed through Copyright Clearance Center. 

Markets Diary 

For investors who do not have the time to thoroughly read all of the information in The Wall 
Street Journal, they can quickly obtain results from the previous-day’s market activity by 
glancing at the Markets Diary section in the top left-hand corner of Section C of The Wall 
Street Journal. 
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Figure 5-9A The Dow Jones Global Industry Groups (part 1 of 2). 

 

Source: Republished with permission of Dow Jones from WSJ Market Data Group Year 2000; 
Permission conveyed through Copyright Clearance Center. 

Just as the daily business section of any local newspaper would give market results from the 
previous day, this section shows activity from five indices and major international exchanges. 

Figure 5-10 shows this information from February 24, 2000. Listed major indexes include the 
DJIA, DJUS Total Markets, S&P 500, NASDAQ, and Russell 2000. Included are the closing 



averages, net changes for the 
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Figure 5-9B Continued. 

 

Source: Republished with permission of Dow Jones from WSJ Market Data Group Year 
2000; Permission conveyed through Copyright Clearance Center. 

day, changes in percentage, 12 month high and low, and 12 month change in average and 
percentage. These are also reflected in year-to-date changes. This will be of particular 
importance to an investor who already has money committed to these markets, and to those 
contemplating a decision based on the previous day’s market results. 
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Figure 5-10 Activity from five indices and major international exchanges for February 24, 2000.

 

Source: Republished with permission of Dow Jones from WSJ Market Data Group Year 2000; 
Permission coneyed through Copyright Clearance Center. 

International stocks represented by the DJ World Stock Index are also graphed and shown in 
Figure 5-10. This information includes indices from DJ World, Europe, Asia, & Far East 
(EAFE), London, Tokyo, Frankfurt, and Paris. This index also shows the closing averages 
along with net changes for the day in dollars and percentages. As with U.S. stocks, the 12-
month high and low and percentage change is also shown. An investor who is monitoring 
overseas market activity will find this section of particular interest. 
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Investor Protection: Government Regulations 

While there are many publications and magazines available to investors on newsstands and in 
subscription form, the government has an obligation to protect investors by promoting honest 
and fair practices when it comes to company information. In order to make rational decisions, 
investors must be provided with what is called full disclosure. In other words, publicly held 
companies must publish financial and other critical information that would affect the value of 
their securities in the open market. 

While regulations are designed to prevent fraud and the manipulation of stock prices in the 
securities markets, they cannot protect investors from making mistakes based on the human 
emotions of greed or fear. In other words, federal legislation governing the securities industry 
cannot ensure that investors will profit from their investment decisions, but this legislation is 
solely intended to ensure fair market practices. 

There are also state laws that help reduce fraudulent securities practices. They generally 
require the following: 1) the filing of financial information regarding new securities with state 
regulatory bodies, 2) new securities meeting specific standards before they can be sold to the 
public, and 3) securities firms and individual brokers being licensed in their specific state. Each 
state securities commissioner must enforce these rules. 

Specific Legislation 

The first modern legislation governing the securities industry was the creation of the Security 
Act of 1933. This act focused on the issuance of new securities and required them to be 
registered with the SEC. Today, this process consists of supplying the SEC with information 
concerning the company, the nature of its business, competition, and its overall financial 
position. Upon approval, this information is then summarized and printed in a prospectus. The 
chief purpose of this legal document is to make the formal offer to sell the new securities to the 
public. 

When all material facts that might affect the value of the company s shares have been fully 
disclosed in the prospectus, the new stock is then released for sale. As the new securities 
begin trading, each buyer must be given a copy of the prospectus. The firms that are involved 
with issuing the new securities must exercise extreme caution when preparing this legal 
document. An investor who incurs a loss can file suit to recover these losses if the prospectus 
contains false or misleading information. Liability for this loss might rest with the company, with 
its officers or directors, with the brokerage firm that markets the new issue, or with any 
professionals who assisted with preparing the documents. 

Not only are investors who purchase new securities protected, but the government also issued 
the Securities Act of 1934 to extend these regulations to existing securities. In other words, 
publicly held companies must keep current the information that is already on file with the SEC. 
This  
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task is performed annually through the filing of a 10-K report. While containing a substantial 
amount of factual information concerning the company, this report is sent to shareholders in 
more friendly and readable format in the company’s annual report (see Figure 5-11). 

With the ever-changing environment of corporate America, companies have an obligation to 
release any information that might materially affect the value of their securities on the open 
market. News programs that specialize in this area include the Nightly Business Report on 
PBS and daily news announcements on CNBC. Sometimes a company will ask the SEC to 
halt trading in its stock pending a special news release that can be prepared and disseminated 
in a timely manner. 

Despite efforts to protect investors and give them time to make rational decisions, disclosure 
laws do not require a company to tell everything about its operations. In order to be 
competitive in their industries, all 

Figure 5-11 The company’s annual report. 
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firms have patents and secured information that they need to keep secret. Remember, the 
purpose of full disclosure is not to restrict the company’s business operations but to fairly 
inform investors so that they can make intelligent decisions. 

The SEC also prohibits company employees from using privileged information for personal 
gain. Top-level officers and directors, as well as lower-ranking employees, often have access 
to critical news before it reaches the general public. This situation is referred to as inside 
information and can enhance the employees’ abilities to make huge profits or avoid large 
losses. For example, if an employee knows about a pending lawsuit that could negatively 
affect the stock price once the litigation is announced, he or she cannot sell the stock before 
the announcement is made to the public. Such actions would be considered illegal and would 
directly result in criminal prosecution. 

All officers and directors must report their individual stock holdings and any changes in these 
positions to the SEC. This action helps determine whether any illegal transactions have taken 
place prior to a public announcement that affected the value of the company’s securities. If 
insiders do profit illegally from the use of such information, they can be prosecuted as criminals 
and must return any gains directly to the company. 

Other Published Information Sources 

Most major brokerage firms have research staffs that publish special reports. These can 
include a general analysis of current economic conditions or specific recommendations for 
industries and individual stocks. In order to compete effectively and to take credit for timely 
information to customers, the firms’ research staffs will attempt to identify undervalued 
securities that have the potential for price appreciation. There is usually no additional charge to 
send these reports to current or potential customers, because the cost is already built into the 
company’s commissions and fee structure. 

Most reports will give a thorough analysis and conclude with a buy, sell, or hold 
recommendation. There will tend to be a natural bias to encourage the purchase of securities, 
so most reports that are published will be slanted toward the buying of specific stocks. An 
outright sell will encourage the investor to liquidate all existing shares for a number of specific 
reasons, which might include a reduction in profits, dividends, or business-related activity A 
hold will encourage the investor to neither buy any new shares of a specific security nor to sell 
any shares that might already be held in an existing account. 

In a country that emphasizes freedom of speech and freedom of the press, investors are often 
overloaded with information. A decision to buy, sell, or hold should generally be made with 
financial goals in mind. While a pure speculator in the market will tend to make quicker 
judgments, a long-term investor who likes to buy and hold securities will not be as hasty when 
making a monetary commitment. 

Keep in mind that each client or project will have his or her own risk tolerance and comfort 
level when it comes to investing money. For that  
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reason, it is critical that financial planners, stock brokers, and investment advisors recognize 
these personality traits at the beginning of a relationship. They should also work closely with 
their clients in order to help disseminate information that will lead to a logical and sensible 
decision. 

Besides the wealth of information contained in The Wall Street Journal, there are other 
newspapers that benefit the investment community These publications include Barron’s, the 
Investors Business Daily, the Over-the-Counter Weekly Review, and The Wall Street 
Transcript. Barron’s is of particular interest, because it is published every Monday and contains 
a comprehensive summary of activity from the previous week. This information includes a 
weekly securities activity report, various feature articles, and investment advisory reports. The 
Barron’s Confidence Index is designed to identify the level of investors’ confidence as related 
to the price movements between high- and low-quality bonds. 

Financial Magazines 

There is no end to the ever-increasing variety of magazines that report financial news. Among 
the most popular are Forbes, Money Magazine, Business Week, Fortune, and Financial World.
Each one has its own style and flavor for reporting the latest news. Full-time staff writers will 
have weekly or monthly columns that are followed by avid readers. These publications will 
contain articles that report on the general financial community and also on specific companies. 

Sometimes a magazine will devote an issue to specific topics. For example, Forbes has its 
“Annual Report on American Industry” that ranks more than 1,000 companies related to sales, 
growth in earnings, return on equity, and stock price performance. This issue makes it easy to 
find information because the publication classifies companies within their respective industries. 
Other useful information in the publication includes the use of debt and profit margins for 
American industry. 

In conjunction with specialized information, these publications will have articles about 
individual companies and will report on performance of the best stocks or mutual funds within a 
specified period. The danger here is that investors tend to only use this information to make 
critical decisions. We know, however, that past performance cannot guarantee future results. 
Therefore, you should focus on the outlook for specific industries or individual companies when 
advising clients whether or not to invest. 

Investment Advisory Services 

Most libraries subscribe to a number of services that investors can review in order to obtain 
additional information. One of the oldest and most reliable sources is from Standard & Poor’s, 
which publishes reports about individual companies. Figure 5-12 shows an example of a stock 
report on the Microsoft Corporation. This report includes a summary of company operations, 
an opinion based on technical indicators (such as stock price, 
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Figure 5-12 A Microsoft Corporation stock report. 
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volume, and moving averages), an overview, a valuation, and key stock statistics. The 
Business Summary is of particular interest to those who want to learn more about current and 
future operations of the company. In addition, critical financial data is listed from the latest 
income statement and balance sheet. 

Another popular service is from the Value Line Investment Survey, which contains information 
about selected industries and individual companies. For example, Figure 5-13 shows a report 
for the Intel Corporation that contains a large amount of user friendly information. While the 
data is based on facts, it also projects information about items such as earnings per share, 
sales, and dividends. This type of report is ideal for an analytical investor who loves to make 
decisions by studying numbers. This survey also has an easy-to-understand report regarding 
current and future company activity, and how the company expects the stock to perform over 
the next three to five years. 

Another condensed source of information is contained in the Standard & Poor’s Stock Guide, 
which is published monthly. It is generally distributed to both full-service and discount 
brokerage firms. Figure 5-14 reproduces a page from the January 2000 edition. For example, 
Index number 42 on pages 206 and 207 of the January 2000 edition highlights the activity of 
Wal-Mart stores. There is a considerable amount of information, including price-range history 
and data concerning dividends, earnings per share, various balance sheet items, and market 
capitalization. This booklet packs a lot of data into a small space and is therefore widely used 
as a quick and easy-to-use monthly reference guide. 

Academic and Professional Publications 

The information in these publications is more specialized and written for the financial 
professional. The Financial Analysts Journal is exclusively devoted to the professional who 
specializes in analyzing individual companies (such as a chartered financial analyst). The 
Journal of Finance is published for those who are doing research on specialized financial 
topics. Articles published by academicians and industry professionals often appear in the 
Journal of Portfolio Management. 

There are a number of monthly or quarterly publications designed for investment brokers or 
financial planners. Stockbroker Magazine deals with current issues and companies related to 
the brokerage industry. Investment Advisor discusses issues pertaining to professionals who 
give advice for a fee. The Journal of Financial Planning is published exclusively for members 
of the Financial Planning Association. It discusses issues and strategies pertaining to the 
investment industry. Research highlights profiles of successful brokers and information about 
individual companies. 

Internet Web Sites 

The Web is bringing Wall Street everywhere to everybody who wants to receive the 
information. Any laptop computer that has Web access can 
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Figure 5-13 An Intel Corporation report. 





now bring the amateur browser loads of critical corporate research and investment information. 
Investors can retrieve the latest news and even track the results of their own portfolios on a 
daily basis. 

While there are new sites popping up all the time, some are more useful than others. For 
example, The Motley Fool at www.fool.com offers a wide array of links and information for 
anyone who is remotely interested in money. Investors can watch a running tab on the Dow 
and obtain stock 
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Figure 5-14A A page from the January 2000 Standard & Poor’s Stock Guide (part 1 of 2). 
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Figure 5-14B Continued. 
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quotes and valuable tips. This site also has many how-to links about finance for both the 
personal and professional investor. 

Another site is www.money.net. It claims to be the first and only site that enables users to track 
a portfolio in real time for free without buying expensive hardware or downloading additional 
software. After a portfolio has been set up, the site will track security values and enable the 
user to save the information electronically. This site is simple to use and has an extremely 
content-rich homepage. 

Finally, various search engines will enable you to gather all kinds of information. Your Internet 
Service Provider (ISP) can generally recommend sources for seeking out the best investment 
information on the World Wide Web. Most individual companies have their own Web sites for 
browsers, while brokerage and investment firms have a wide array of data to discover in this 
ever-changing world of financial information. 
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Introduction 

This chapter will cover an area that is critical for making client recommendations. We must 
understand the volatility of various averages and indices. Advising clients in guarding against 
uncertain risk is important. In structuring portfolios, we need to strategize in order to reach 
specific objectives. The use of fundamental and technical analyses must be weighed together 
when making a decision to purchase both individual stocks and mutual funds. Finally, an 
understanding of market theories will help us structure portfolios in the most prudent manner 
thus reducing instability. 

We have seen how volatile the markets can be when overvaluation occurs. For example, the 
week ending April 14,2000 saw major U.S. markets experience a free fall. Figure 6-1 illustrates 
graphically how the Dow Jones Industrial Average (DJIA) fell by 7.3 percent and the NASDAQ 
dropped by 25 percent. Even in one day, the indices can lose significant value, as shown on 
Friday, April 14 with the Dow off 5.7 percent and the NASDAQ off 9.7 percent. 

This kind of market activity is scary to most investors, whether they are new or experienced. 
This particular sell-off resulted from a combination of factors, including fears of rising interest 
rates in anticipation of higher inflation, an over-extension of investors covering margin debt, 
and a correction to more realistic values in technology stocks. Many new investors who had 
never experienced a major market correction received a taste of what it was really like to 
actually lose money. Likewise, experienced investors who had not taken the time to diversify 
their money into foreign securities received a dose of reality by of having all their eggs in one 
basket (in this case, the U.S. equities market). 

Likewise, this kind of volatility makes all the difference in the world to short-term investors. 
Those who are in the market to make a quick profit will lose big when the market decides that it 
is time for the bears to suddenly take charge. Making a killing in the market literally means 
attempting to make big profits without suffering huge losses. Most short- 

Figure 6-1 DJIA and NASDAQ falls the week ending April 14, 2000. 
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term traders look for the former to occur and never think that the latter will ever happen. They 
hope to be in a cash position if and when the market turns south. 

For patient, long-term investors, however, this type of pullback can be viewed as a minor 
hiccup. For example, they know that the tumble in high-flying technology stocks is just a 
reminder of the importance of diversification. By spreading their investment dollars across 
several asset sectors, the losses do not cut so deeply nor hurt nearly as much. This situation 
gives us an excellent opportunity to examine various market indices and to show why 
diversification is such a powerful tool for successful investment-planning. 

Averages and Indices 

Figure 6-2 shows the activity on the DJIA during the past one and five year periods. The top 
graph shows that the index of 30 large company stocks had not changed much during the one-
year period from April 1999 to April 2000. The index had struggled to gain higher ground as it 
fought the change in popularity to new economy stocks in the NASDAQ. We do see an 
excellent gain in these averages, however, from a low of slightly higher than 4,000 to a high of 
11,908 over the past five years in the bottom graph. A short-term investor would not look as 
favorably upon the one-year index as a long-term investor who is patiently awaiting a rise in 
blue-chip stocks. 

The Standard & Poor’s 500 (S&P 500) Index—Figure 6-3 shows a similar pattern to the DJIA, 
but with a representation of the 500 largest stocks traded on the NYSE. The top graph shows a 
low of 1,233.70 in October 1999 compared to a high of 1,553.11 in March 2000, or a rise of 26 
percent. The five-year graph was also favorable and would have spurred buying activity from 
both short-term and long-term investors who had studied it. 

The NASDAQ Composite Index (NASDAQ)—Figure 6-4 shows a sharp rise in this index from 
October 1999 through March 2000. The 52-week low of 2,329.87, compared to the high of 
5,132.52, represents a gain of 120 percent. Clearly, this type of activity would make it tempting 
for any investor to jump on board for the perceived ride to much higher profits. However the 
five-year graph would clearly indicate some built-in speculation with the sudden jump during 
1999. This situation would have warned the long-term investor that diversification of the indices 
described previously would have been a prudent strategy to help lower the overall market risk 
of being only in the NASDAQ. 

The Russell 2000 Index (Russell 2000)—Figure 6-5 represents companies with much smaller 
capitalizations. The one-year graph shows similar activity to the NASDAQ Composite Index, 
while the five-year graph shows a more pronounced decline during 1998. In this case, the five-
year graph would have given more of a precautionary warning of just how volatile this index 
can be. Long-term investors would have been more inclined to diversify their holdings away 
from this market sector into larger-cap stocks. 
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Figure 6-2 DJIA activity. 

 

Mainstay Institutional Funds EAFE Index Fund (EAFE)—As shown in Figure 6-6, the EAFE 
measures the return of foreign company stocks in different countries around the world. With a 
low of $11.34 in June 1999 to a high of $13.88 in late-December 1999, investors would have 
realized a gain of 22 percent. The five-year graph, however, shows a slightly negative return. 
As mentioned earlier, investors would not have suffered as 
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Figure 6-3 Representation of the 500 largest stocks traded on the NYSE. 

 

severe of a decline during the first quarter of 2000 by having a portion of their U.S. stock 
portfolio in this area. 

In summary, the more negatively correlated that one index is to the other, the more true 
diversification that we have available to a given portfolio. In other words, in structuring an 
investment program, we want the client to diversify across several areas that do not 
necessarily move either up or down with each other at the same time. Rather, we would like to 
see 
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Figure 6-4 A sharp rise in the NASDAQ Composite Index. 

 

movements in the opposite direction. This situation resulted during the first quarter of 2000, 
with the NASDAQ moving up sharply while the DJIA was declining significantly. 

Don’t get me wrong—we are not against a portfolio of all U.S. stocks. Rather, we want to help 
guard against having a significant amount of money in any one index that falls substantially 
During a bull market and favorable economic conditions, both large and small company stocks 
will tend to rise together. But a slowdown in consumer spending and a subsequent reduction in 
economic growth will more than likely cause stocks in all categories to decline. 
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Figure 6-5 Companies that have much smaller capitalizations. 

 

Lessons to Learn from an Erratic Stock Market 

As we have observed during the year 2000, investors lose plenty of sleep during periods of 
high market volatility. This situation gives us some important lessons to recognize as we head 
into the future: 

1. Stocks should never be detached from other investment classes—It is essential to compare 
them with two main alternatives: 
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Figure 6-6 The EAFE measures the return of foreign-company stocks in different countries. 

 

bonds and cash investments. These alternatives include government and corporate bonds, 
along with money-market funds and Treasury bills (T-bills). For example, in late 1999, equities 
seemed impervious to rising short-term interest rates. But in the first half of 2000, rising rates 
finally took their toll on many blue-chip as well as small company stocks. This proves that if 
interest rates rise long enough, stocks will eventually become vulnerable. This tends to make 
bonds a more attractive alternative. 
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2. Conventional insight does not always hold true. Usually, when large-company stocks decline 
in value, small company shares get beaten to a pulp—But just the opposite happened during 
the first quarter of 2000 when the DJIA was dropping and the NASDAQ was rising. Although 
this situation might be unusual, it underscores the reason for broad stock market 
diversification. Remember, no one has a crystal ball to forecast what investment class will do 
well at any particular point in time, you should spread your bets among al clases of stock. 

3. Don’t hold too much money in one stock—On March 7, 2000, the Procter & Gamble 
Company, one of the largest blue-chip stocks, announced that operating earnings would fall far 
short of expectations for the year. That day, its stock plunged 31 percent. This shows it is 
dangerous to have a lot of money invested in just one stock. Clearly, specific company risk can 
strike at any time, no matter how sound its current financial condition. The problem is that 
forecasting corporate earnings with true accuracy is a difficult task, even for professional 
analysts. 

4. Contrary to popular opinion, owning an index mutual fund does not always reduce risk. An 
investor who owns the Standard & Poor’s 500 stock index is making a bet on only large-
company stocks—It is more prudent to spread bets across a combination of large, medium, 
and small U.S. stocks and foreign shares. For example, an investor could own 25 percent in a 
foreign stock index fund along with 75 percent in a Wilshire 5000 index fund, which tracks the 
performance of almost all U.S. stocks (both large and small). This combination would have 
fared much better than sole ownership in the S&P 500 during the recent market decline. 

5. It is best to be patient when investing for the long term—Investors should have goals they 
are striving to attain. This gives them more time to weather the ups and downs of the stock 
market. For example, a ten-year investment program designed to accumulate money for a 
college education should be monitored closely. If properly set up in the beginning, it will not 
need to be changed during a weak period in the market. 

6. Never place short-term savings into stocks in an attempt to make a killing in the market—
For example, people who sell a house and plan to buy another home in six months should not 
be tempted to invest all the proceeds in stocks in order to come up with a higher down 
payment. This kind of erroneous decision would have come back to haunt investors in the 
spring of 2000, especially if they had invested in the technology sector. By definition, an 
investment in stocks needs a minimum of five years to overcome any losses along the way. 
Therefore, short-term money should clearly be in certificates of deposit (CDs), money-market 
funds, or at most, an intermediate-term bond fund. 

7. Don’t try to time the market—With the type of volatility we experienced during the year 2000, 
short-term investors took a beating they will never forget. History shows that investors usually 
buy high and sell low due to the emotions of greed and fear. Take a common sense appraoch 
and be patient using the long-term investment approach. 
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Guarding Against Risk: Protecting Clients’ Money 

Even though no one knows when the next full-fledged bear market will occur, it does not mean 
we can’t prepare for it. Start by figuring out how risky a portfolio is through its current structure. 
First, add up the total value of all of the investments. Then, group them into three categories: 
stocks, bonds, and cash. Next, divide the amount in each category by the total value of the 
portfolio. For example, let’s say a portfolio adds up to $100,000 ($85,000 in stocks, $10,000 in 
bonds, and $5,000 in cash). Very simply, the allocation is 85 percent in stocks, 10 percent in 
bonds, and 5 percent in cash. 

During the last prolonged bear market from January 1973 through December 1974, the stock 
market fell by 41 percent, and this type of portfolio would have shrunk by 34 percent. If the 
initial $100,000 would have dropped to $66,000 in 34 months, would the client have panicked 
and sold stocks for a loss? This kind of test will confront investors in a bear market 
environment. If they have to cash out in order to get a decent night’s sleep, they need to make 
some radical changes in their portfolios before these events occur: 

1. Use a conservative strategy for money that will be needed within the next three years. 
For example, if the client needs funds for a vacation or for a child’s education, the funds 
should be put into a bank, money-market fund, or short-term bond fund. Specific sums 
that will be needed for the short term should not be in the stock market.  

2. Consider the client’s risk tolerance. Decide if your client could withstand a sudden drop in 
value without feeling that he or she had to bail out. For example, if a client wanted the 
total drop in the portfolio not to exceed 30 percent, you should limit stock holdings to 60 
percent. Put the remaining 40 percent in bonds or money-market funds.  

3. Strive for the best return with the least volatility. A 60/40 mix of stocks to bonds has 
historically been the proper allocation for most people. For more aggressive investors, 
consider a 70/30 stock-to-bond mix. For more conservative investors, consider a 50/50 
mix of stocks to bonds.  

4. Make sure that you have true diversification. It’s going to depend on age and financial 
objectives. Many Americans today are heavily invested in big U.S. companies, which 
performed spectacularly well during most of the 1990s. But your client needs investments 
for more than one economic climate. Your best protection against an unknown future is a 
well-diversified portfolio, which even includes foreign securities.  

5. Stock investments should include big and small companies in different industries and in 
different countries. You might want to keep 15 percent to 20 percent of the allocation in 
international funds. As for bond funds, select one with a short-term maturity (1 to 5 years) 
and one with an intermediate-term maturity (6 to 12 years). Although  
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longer-term bonds yield more, it is not enough to justify their extra risk should interest 
rates rise again. 

6. Do not choose investments based solely on past returns. Although it is human nature to 
do so, this approach is a terrible way to structure a portfolio. The danger is that 
investments with good recent returns all fall into the current ‘‘hot” category; and will 
usually be recommended by most financial publications. A diversified portfolio is the best 
way to be sure that you will have money in this year’s best-performing investments.  

7. Diversification will not prevent you from ever losing money. However, you will lose less 
than you would with a sole collection of high fliers that all nose-dive together. As we have 
seen during the year 2000, diversification can be the difference between losing 15 
percent and losing 75 percent.  

Using Capitalization and Investment Styles 
for Better Balance 

While Chapter 8, “Diversifying with Mutual Funds,” will discuss in detail the characteristics of 
investing in mutual funds, we cannot treat the subject of equity investing without mentioning 
styles and general categories. For example, if we take a portfolio of individual stocks and put 
them under professional management, we have what is known as an equity mutual fund. While 
most American investors are familiar with this concept, many are unfamiliar with style analysis 
and how to diversify a portfolio according to risk and return. 

An equity mutual fund is usually governed by an investment style, which is dictated by the 
fund’s stated objective. The two chief investment styles are growth and value. A growth 
investment style seeks long-term capital appreciation. This growth will often come from large 
companies that have been around for a long period of time and that might already be leaders 
in their industries. This growth will also be found in emerging or innovative industries that will 
grow at an above-average rate. A value investment style attempts to identify quality, 
undervalued stocks with long-term growth potential. These companies might have been out of 
favor with investors due to lower earnings, a temporary decrease in dividends, or unfavorable 
conditions within their industries. 

Because value and growth styles generally experience negative correlation, they are ideal for 
investment-planning purposes. Figure 6-7 shows how they have reacted to each other over 
time. A portfolio designed to hold one style of stocks will react just the opposite of the other 
style. While investors may have preference for one style over another, an ownership in both 
styles will lower risk in an attempt to achieve specific financial goals. Remember, overall 
portfolio performance has been based less on picking individual winners and more on adhering 
to an asset-allocation strategy. 

Similar to investment style, capitalization (the worth of all of the shares of a given stock) is 
another area of consideration when examining mutual 
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Figure 6-7 Value and growth styles. 

 

Figure 6-8 Domestic equity funds. 

 

funds. Large-cap funds (with portfolios of companies whose stock is usually worth $1 billion or 
more) and their complement, small-cap funds, offer another level of diversification. Truly 
diversifying a portfolio means to invest across styles and in different levels of capitalization. All 
domestic equity funds fall somewhere within the four quadrants of the chart shown in Figure 6-
8. 

A balanced approach builds a portfolio by taking style and capitalization into account. For 
example, overweighing a portfolio with certain types of funds (small-cap growth, for example) 
will affect the overall risk and return profile. In other words, it will completely match the charac- 
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teristics of that investment (for better or for worse). On the other hand, asset allocation 
attempts to limit exposure to the risk that is inherent in individual markets by diversifying over 
different investments. 

When allocating client assets, you should seriously consider adding non U.S. investments to 
the overall mix. There are three key benefits in doing so: 

1. Potential for better returns—You gain access to more investment opportunities than the 
ones that exist in the United States alone. The United States has rarely been the Number 
1 performing equity market in any given year. Furthermore, more than 50 percent of the 
world’s stock market opportunities exist outside the United States.  

2. Opportunity to reduce overall risk—You can actually lower volitility in the entire portfolio. 
Stock markets in foreign countries tend to move in different directions. Therefore, 
international investing enables you to put true diversification to work for your client.  

3. A small allocation can have a positive impact on total investment results—Figure 6-9 
illustrates how various combinations of U.S. and foreign investments compare with a 
U.S.-only portfolio on a 

Figure 6-9Various combinations of U.S. and foreign investments compared with a U.S. -only 
portfolio on a risk-versus-return basis. 
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risk-versus-return basis. Surprisingly, the return was almost identical for the 20-year period 
ending December 31, 1998. Most importantly, however, as foreign securities were added to 
the mix, the level of risk decreased for the investor. 

Degrees of Caution When Using 
Fixed-Income Securities 

Fixed-income funds offered by major mutual-fund companies today generally fall into one of 
four categories. Government bond funds are known for their high quality and reliability for 
paying principal and interest payments by holding bonds that are backed by the U.S. 
government. Municipal bond funds give the opportunity to earn tax-free income from state and 
local government bonds. Corporate bond funds are known for their higher yields and total 
return potential from taking on some level of credit risk. Finally, international bond funds are 
structured for the higher yield and total return potential from foreign government anchor 
corporate bonds. 

Regardless of which category a bond fund falls into, its risk can be quickly assessed in two 
terms: average credit rating and average maturity. Average credit rating defines the risk of 
bond defaults, which is generally more important in economic recessions. Average maturity 
defines the sensitivity of a fund’s price to changes in interest rates. When rates rise, prices go 
down. Conversely, when rates fall, prices go up. Duration is used to predict this relationship. 
For example, the longer the bond’s duration, the more that its price will move up and down with 
changes in interest rates. 

Figure 6-10 shows the degree of caution that must be taken with fixed-income investments. 
Lower credit ratings mean a higher default risk, while higher credit ratings mean a lower default 
risk. Standard & Poor’s and Moody’s define actual credit risk. In working with an investor, a 
financial professional must be aware of these risks and fit the investments to a comfort level 
that will help balance the client’s portfolio. 

Strategizing for Various Portfolios 

Financial professionals must use a strategy that will complement their client’s tolerance for 
risk. They must understand how portfolios can be structured to fit the needs and comfort level 
of their investors. According to Van Kamper Funds, the following information helps identify 
optimal portfolios along the efficient frontier for various asset classes. This data is effective 
through December 31, 1998 and is not meant to be representative of the past or future 
performance of any mutual fund. 

1. Growth investor (see Figure 6-11)—Will be comfortable with having most of the portfolio in 
equity positions. This factor includes 85 percent domestic equity and 15 percent in 
international equity. 
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Figure 6-10 Degree of caution required for fixed-income investments. 

 

The domestic equity is broken down between large- and small-cap value and growth funds. 
The international equity is divided between foreign stock (large company) and emerging small-
company stock funds. Historical performance shows the highest risk during the first year, along 
with the lowest returns. You will note, however, that risk declines sufficiently with just a five-
year holding period while returns increase slightly. 

2. Moderate growth investor (see Figure 6-12)—Will have 80 percent in equities, 15 percent in 
fixed income, and 5 percent in cash. 
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Figure 6-11 Growth investor; for invenstors comfortable with risk and hoping to maximize long-
term performance. 

 

Figure 6-12 Moderate growth investor; for investors willing to assume more risk in an attempt 
to achieve better performance than cautious investments over the long term. 

 

This investor will also have a mix of small-and large-cap growth and value funds, plus the 
foreign stock component in the international equity area. Because a moderate growth investor 
is willing to take more risks, he or she will usually include a high-yield corporate bond fund 
along with a small amount of money in a three-month T-bill. You will note quite a significant 
drop in both risk and return during the first year. By the 15th year, risk and return are within 16 
basis points of each other. 

3. Moderate investor (see Figure 6-13)—Will have 60 percent in equities along with a higher 
allocation to cash and fixed-income securities. As with Figure 6-12, an argument could be 
made that a higher amount (15 percent to 20 percent) should be placed in international funds. 
But most U.S. investors do not feel that comfortable with for- 
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Figure 6-13 Moderate investor; for investors seeking growth in combination with potentially 
less risk over the long term. 

 

Figure 6-14 Moderate, cautious investor, for investors seeking an element of growth in 
combination with capital preservation. 

 

eign securities and will usually have a smaller allocation in them. The more moderate we 
become, the more we allocate to large-cap growth and value stocks. This investor will also 
include a general government bond fund to strengthen the fixed-income portion of the portfolio.

4. Moderate, cautious investor (see Figure 6-14)—Shows an optimal portfolio with 40 percent 
domestic equity, 40 percent fixed income, and 20 percent cash. There is no hesitation to 
abandon the foreign stock position, because there is more comfort in holding the international 
bond fund. In an effort to be more conservative, this investor will increase the government 
bond fund to 25 percent and the cash position to 20 percent. A typical U.S. retiree would feel 
very comfortable with this type of diversification. Without worrying about 
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Figure 6-15 Cautious investor; for investors whose primary concern is long-term capital 
preservation. 

 

high returns, this investor is satisfied with an average return of around 11 percent, along with a 
lower level of risk. 

5. Cautious investor (see Figure 6-15)—Would prefer less volatile investments, but knows that 
there must be some growth in the portfolio in order to keep up with higher inflation and a longer 
life expectancy. Domestic equity now accounts for only 30 percent, while fixed income remains 
at 40 percent (with the safety of cash increasing to 30 percent). The historical return will still be 
in the area of 10 percent, and the risk factor is even lower. Investors in this category will 
typically be in their late 70s or older and will want to pass as much of their estate on to family 
or heirs without unnecessary risk. 

Exchange-Traded Portfolios 

The public is just now becoming aware of exchange-traded index funds. Spiders (SPY), S&P’s 
depository receipts, trace the price and dividend yield of the S&P 500 Index. Diamonds (DIA) 
track the DJIA and its 30 blue-chip stocks. Due to the surge in Internet-related equities, the 
NASDAQ 100 tracking stock (QQQ) is suddenly popular. 

Mid-cap Spiders (MDY) track the S&P Mid-Cap 400 Index. Select sector Spiders (various 
symbols) slice the S&P 500 into nine separately traded instrument-based subsectors, including 
Basic Industries, Consumer Services, Consumer Staples, Cyclicals/Transportation, Energy, 
Financial, Industrial, Technology, and Utilities. Along with all of these components comes 
increased advertising, public relations, press coverage, and investor questions. 

World Equity Benchmark Shares (WEBS) are designed to mirror the performance of the 
Morgan Stanley Capital International (MSCI) Index in a specific country. WEBS, traded on the 
American Stock Exchange (AMEX) under various symbols, offers 17 country-specific index-
fund  
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securities in Europe, Asia, and Mexico. WEBS enables an investor or portfolio manager to 
short international markets, and it provides an interesting cost-effective alternative to closed-
end country funds. 

Exchange-traded portfolios are similar to index-based mutual funds in that investors or 
advisors who manage clients’ money can buy the equivalent of a stock portfolio in a single 
investment. But unlike a fund, one can buy and sell shares of exchange-traded securities just 
like other stocks during the trading day. Current prices are available throughout the day, and 
like other stocks, they can be sold short. 

The purchase price is the investor’s tax basis, and shares can be held for long-term gain. Fans 
of these products praise their tax efficiency, because they tend not to make taxable 
distributions to shareholders. Opponents think that they are a threat to the mutual fund 
industry; and that they come at a time when the retail mutual funds are experiencing slower 
growth. 

Index investing has ridden the coattails of a bull market to popularity. Like other index vehicles, 
there is no protection on the down side. As a financial professional, you should realize that 
exchange-traded indices offer a set of new tools that require explanation, research, and all of 
the steps in the investment-management consulting process in order to be effective. A 
disclaimer on the AMEX Web site (www.amex.com) declares in capital letters, “ADVICE FROM 
A SECURITIES PROFESSIONAL IS STRONGLY RECOMMENDED.” 

The Benefits of Fundamental Analysis 

Before deciding whether a stock is worthwhile to purchase, you want to examine all of the 
known facts about that particular company. This statement brings us to the concept of 
fundamental analysis, which examines factors such as a, company’s earnings per share, 
income statement, balance sheet, and quality of management. To evaluate the overall 
environment in which the company operates, you should also examine cultural and political 
trends, activity within the industry, and the general direction of the economy. 

Even though we touched upon this area in an earlier chapter, it warrants a more thorough 
examination here. Companies that are in better financial condition will be more competitive 
within their industry and will be better capable of exploiting upcoming business opportunities. 
When evaluating a stock before purchase, successful advisors scrutinize a variety of financial 
indicators. The following information will help you when working with clients to choose 
appropriate stock investments: 

Earnings per share—Earnings per share is a popular indicator of a company’s financial 
well-being. This information is determined by dividing a company’s net income by the 
total number of common shares outstanding. A stock’s price tends to keep pace with the 
growth or decline in its earnings. That is one reason why companies that have steady 
growth in earnings are usually favored by both novice and professional investors alike. 
Despite changes in investor sentiment over individual stocks, the  
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most common fundamental information that they want to know is, “Is this company 
making money?” “What will my invested dollar be worth in the future?” If the trend in 
earnings per share has been good in the past or if the outlook is excellent for the 
company, it might be worth buying some of the company’s stock and holding it for future 
appreciation. 
P/E multiple—The price/earnings multiple is determined by dividing the current market 
price of a stock by its earnings per share. For example, a stock whose earnings per 
share is $3 and whose stock price is $60 has a P/E multiple of $20 ($60 divided by $3). 
Also referred to as the P/E ratio, this indicator tells investors how much they are paying 
for a company’s earning power. Whether the price seems reasonable or extravagant, it 
could be based upon severely depressed earnings (a value stock) or upon a track record 
of consistent profitability (a growth stock). The trick is to identify sound companies that 
are trading at P/E multiples that are lower than the average for companies in the same 
industry. Ideally, a good company that is trading at a below-average P/E multiple should 
rise in value at a greater rate than its industry peers once the market identifies its real 
value.  
Book value—The difference between a company’s assets and its liabilities, divided by the 
number of shares outstanding, will give you its book value per share. We use this 
indicator to locate companies whose market price is attractive in relation to their book 
value. But we must be careful to remember that the asset values on a company’s 
balance sheet do not represent the current market value of its assets. We must try to find 
companies that have asset values that are understated, rather than overstated. For 
example, some companies have assets that, because of the rules of accounting, are 
actually valued on their balance sheets at a fraction of what they are really worth. For this 
reason, oil companies might be attractive to value investors, because many own vast 
tracts of oil-rich land that are valued on their balance sheets at much less than they are 
thought to be worth.  
Leverage—Leverage relates to the amount of debt owed by a corporation in relation to 
the amount of its stockholders’ equity Highly leveraged companies have a higher 
proportion of debt compared to equity Conservative investors tend to prefer companies 
that have low leverage (those that have relatively low amounts of debt). More aggressive 
investors often prefer highly leveraged companies. This situation would be advantageous 
for stockholders when the earnings are high, because once interest is paid on debt, they 
share in the remainder of the earnings. But because debt interest must be paid before 
common stockholders are entitled to dividends, high leverage works against stockholders 
when earnings decline.  
Return on Equity (ROE)—ROE can be useful, particularly when comparing several 
companies within one industry. ROE measures the rate of return on investors’ capital. To 
derive ROE, divide earnings per share by book value per share. For example, a company 
that has earnings per share of $1.50 and a book value of $10 has an ROE of 15 percent 
($1.50 divided by $10). ROE measures how efficiently company management uses 
stockholders’ equity Value investors  
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favor companies that have above-average ROEs, compared to companies that have 
below-average ROEs in the same industry. 
Dividend yield—A company’s dividend expressed as a percentage of the stock’s current 
market value is know as its dividend yield. Investors who are seeking current income 
prefer stocks that have higher dividend yields—as long as the high yield is not caused by 
a severely depressed and declining stock price. Value investors look for dividend-
payment histories in order to determine strengths and weaknesses. Companies that have 
long histories of consistent dividend payments (and preferably, rising dividends) are 
favored by income investors.  

Not all investors tend evaluate a company based on these fundamental indicators, soit is 
advisable to investigate other areas that might have more relevance to them. 

1. Industry dominance—Are the company’s products and services well known and used by 
the client? Is the company coming out with innovative concepts to change the way we 
live, and is it on the cutting edge of new technology? Is the company in a position to keep 
up or to stay ahead of its competition?  

2. Progressive management—Do executives and top officers own large amounts of 
company stock? Is it available in their 40 1(k) plans? Does their compensation compare 
favorably to that of companies in the same industry? Are top executives overpaid in 
relation to their competition?  

3. Future volatility—How volatile is the stock as compared to major market indices? Does it 
fluctuate more or less than the S&P 500 Index? Will future plans for business expansion 
make the stock more or less vulnerable to economic conditions? Will holding this stock 
jeopardize the client in achieving specific future goals?  

The Popularity of Technical Analysis 

This process of investment theory ignores the school of fundamental analysis and uses charts 
and graphs to make decisions. Technicians like to analyze price movements and chart 
patterns from the past in order to draw conclusions about future buying and selling. They 
believe that the market is much more psychological than logical when it comes to trading 
securities. You will find it easy to concur with their logic when we see the wild swings in 
technology stocks in 1999 and 2000. 

In short, technical analysis tells us when to buy, whereas fundamental analysis tells us what to 
buy More precisely, strict fundamental analysis ignores changes in price due to the 
perceptions and actions of buyers and sellers and only sells stocks when the fundamentals 
change. On the contrary, technical analysis ignores the fundamentals and focus on generating 
investment returns by predicting up-and-down trends in a stock’s price. 
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With recent erratic market patterns showing validation for both schools of thought, we are 
beginning to see investment advisors using both theories to complement one another. 
Fundamental and technical analyses are being used to identify stocks to own and then to 
move in and out as either the fundamentals or price trends change. With more money moving 
into the stock market at an ever-increasing volume, we must take into account the 
psychological impact of the new American investor. 

This point brings us to another controversial issue. By using charts and graphs to determine 
whether or not to be in or out of the market at any given time, we are actually practicing market 
timing. Conventional wisdom says to buy and hold for long-term appreciation and that market 
timing does not work. I would argue the case for technical analysis, however, in examining the 
actions of two indices during the first quarter of 2000. 

Figure 6-16 shows the DJIA with 15- and 30-day moving average lines. When the 15-day line 
crossed the 30-day line in late January 2000, it signaled an exit from Dow stocks. Similarly, 
when the 15-day line crossed back over the 30-day line in mid-March, it signaled a re-entry 
into Dow stocks. An investor who followed the signals of these lines would have missed a 
major decline in the Dow Index or in individual Dow stocks. 

Likewise, Figure 6-17 shows the NASDAQ Composite Index for the same period. These stocks 
kept making new highs during the first quarter of 2000, and the technician would have stayed 
in this market as long as the 15-day moving average line stayed higher than the 30-day 
moving average line. When the lines crossed in late March, the technician would 

Figure 6-16 The DJIA with 15- and 30-day moving average lines. 
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Figure 6-17 The NASDAQ Composite Index for the same period. 

 

have moved out of these stocks and into cash—avoiding the major decline that followed in the 
spring of 2000. 

Once the right stocks are selected for a portfolio, the case for using technical analysis has 
plenty of merit in today’s investment environment. It can also be used to aid the investor or 
market trader with selecting the best time to execute security transactions. As more people 
become interested in the stock market, individual investors will find that they can gain more 
insight into investing by following various charting or technical methods. 

The breath-of-market index is one of the popular techniques used to gauge major market 
movements. This index is calculated by dividing the net advances or declines in stock prices of 
a broad stock index by the number of issues traded. For simplicity, let’s suppose that on any 
given trading day, the number of stocks traded on the NYSE was 1,500. Of that total, the share 
prices of 850 companies rose, 450 declined, and 200 remained unchanged. Net advances 
would have been 400 (850 minus 450), making the breadth index of that day 26.7 percent (400 
divided by 1,500). Weekly breadth index ratios are combined into a moving average of 150 
days (new days are added while old days are dropped). 

These moving averages are then compared to the Dow averages. The resulting breadth index 
will support or fail to support the movement of the Dow. As with our analysis in Figure 6-16, it 
is a technical sign of market weakness when a broader index fails to support the Dow. In this 
case, failure to confirm the Dow averages indicates that the broader market is moving in a 
direction opposite to the 30 stocks in the Dow. 
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Volume-of trading is another widely followed technical indicator. Simply put, price follows 
volume. If for example the market moves upward, accompanied by a large volume of trading, it 
is a sign of market strength. On the contrary; a movement of the market without higher volume 
is a sign of weakness. Also, if the number of new higher priced stocks does not correspond to 
the higher averages, it is a sign of technical weakness. 

The volume of trading does not critically impact the financial markets and can be linked to an 
impending change in market direction. For example, if the broad market indices move higher 
but the rise is not accompanied by an equal increase in the volume of trading, we interpret this 
situation as technical weakness (despite a rise in the index). But, if the rise is accompanied by 
a corresponding increase in the volume of trading, it is interpreted as a sign of technical 
strength. 

The Dow Theory. The Dow Theory is one of the best-known technical analysis systems for 
anticipating stock-price movements. The theory was developed by the founder of Dow Jones, 
who also gave us the key averages quoted in the financial pages: the Dow Jones Industrial 
Average (DJIA), the Dow Jones Thransportation Average (DJTA), and the Dow Jones Utility 
Average (DJUA). If a move in the DJIA is confirmed by either of the other two in sustained 
uptrends, the market rise will continue. If the averages diverge, the market weakens. 

As we stated previously, the DJLA is composed of 30 leading industrial companies that are 
chosen from sectors of the economy that represent America’s lifeblood. The average is based 
on a formula that is computed daily, which results from the closing prices of these 30 major 
industrial companies. This formula adds the stock’s daily closing prices and divides by a 
certain number in order to derive the average. Stocks that have a higher-priced average, such 
as Intel Corporation and IBM, have a much greater effect on the average when their prices 
change. 

The Dow Theory is derived from three basic ideas: 

1. If you want to make a profit in the stock market, you should take advantage of the 
primary market trend, which is the general upward movement of the market (taking from 
one to four years).  

2. Whenever a primary trend is up, each secondary trend will produce a peak that is higher 
than the last one, or vice-versa for a down trend.  

3. Any true indicator of a primary market trend will be confirmed relatively quickly by similar 
action of the different stock-price averages.  

A recent study by Stephen Brown, William Goetzmann, and Alok Kumar supports the validity of 
the Dow Theory. For example, a portfolio that followed the signals to buy or sell identified by 
the Dow Theory software and that used a market index fund with no transaction costs would 
have outperformed a buy-hold strategy by about two percentage points per year. In addition, 
the Dow Theory portfolio would have incurred one-third less volatility Will this approach work in 
the future? Only time will tell how well the Dow Theory will perform in the 21st century. 
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Modern Portfolio Theory 

This strategy was developed in 1959 by two Nobel Prize-winning economists, Harry Markowitz 
and William Sharpe. They assumed that most people want to be cautious when investing and 
that they will take the smallest possible risk in order to obtain the greatest return. This theory is 
based on two assumptions: 

1. The history of investment activity in major asset classes tends to repeat itself  
2. Not all assets go up and down in tandem  

This approach automatically diversifies a portfolio by using four main classes of investments: 
U.S. stocks, U.S. bonds, foreign stocks, and foreign bonds. This portfolio is designed for a time 
span of 15 years and works well with long-term investments such as mutual funds and variable 
annuities. Investors can use one family of funds or pick from a variety of top-performing funds 
that are run by different companies. 

This strategy is well suited for a variety of investors, because they can choose the level of risk 
that is best suited for their comfort level. Three models are available for this purpose: 

Conservative—Designed for lower risk with a heavier concentration in bonds or equity 
income funds  
Moderate—Designed for medium risk with a balance between different types of stock 
and bond funds  
Aggressive—Designed for higher risk with a heavier concentration of stock or growth 
funds  

Figure 6-18 illustrates the three models used by Money Concepts Capital Corporation as of 
August 2000. You will note that the conservative model has five options, which include 32 
percent in international stock and bond funds. This situation shows that even a conservative 
investor should diversify internationally in today’s expanding world market environment. The 
moderate model has four options, with approximately a 60/40 stock-to-bond ratio. The 
aggressive model is marked by an increase in risk, with 34 percent in U.S. aggressive growth 
stocks and up to 38 percent in international stocks. 

Figure 6-18 also illustrates the concept of rebalancing, which is the chief beneit of using the 
Modern Portfolio Theory. This strategy takes money out of assets that have risen in value and 
reinvests the money into assets that are relatively under-priced. In effect, investors are selling 
high and buying low, just as market gurus say that they should do. This practice reduces risk 
so that when the U.S. market experiences a decline, the investor will not have as many assets 
exposed to higher volatility. Furthermore, the investor makes money when the under-
performing part of the portfolio starts moving up again. 
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Figure 6-18 Conservative, moderate, and aggressive MPT models as of August 2000. 

 

As we will see in the next chapter, this strategy works particularly well with tax-deferred 
retirement plans. Rather than having to pay capital-gains taxes every time rebalancing takes 
place, investors get to keep all of the profits for future growth. Fortunately, investors can also 
rebalance within the stock portion of their portfolios. This situation helps maintain  
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target percentages for blue-chip stocks, small-company shares, and foreign securities. 

The Modern Portfolio Theory has five practical applications for client accounts: 

1. Reduces volatility in a portfolio of individual stocks. This program is often used to reduce 
the volatility of individual U.S. securities. It balances the risk of a well-established 
portfolio by adding professional management found in mutual funds and variable 
annuities.  

2. Gives inflation protection for various life stages of an investor. The program benefits both 
younger people who want to build a new investment portfolio and older people who are 
interested in more financial security before and after retirement.  

3. Builds capital in order to meet the expenses of a college education. This program can be 
used for children and grandchildren to take a disciplined approach in order to meet the 
higher cost of future education.  

4. Saves more taxes through the use of variable annuities. These investments are 
becoming extremely popular with people who want to keep more money for themselves. 
Variable annuities will compound interest on a tax-deferred basis indefinitely and do not 
require a mandatory withdrawal at age 70½ (like traditional Individual Retirement 
Accounts do).  

5. Generates more income from IRA accounts after retirement. As these accounts grow in 
value, more income can be taken each year in order to counter the higher cost of living. 
This concept is being used by more retirees to reduce stress and worry less about 
market volatility It also creates a feeling of more control and security in the management 
of their assets.  

In conclusion, this concept works well in a portfolio whose investors use a buy-and-hold 
approach for a portion of the assets. This strategy repositions cash in major asset classes in 
order to buy low and sell high. As we enter the 21st century, serious investors need to 
structure their portfolios in order to prepare for the challenges that lie ahead. The Modern 
Portfolio Theory concept is designed to strengthen existing assets and to help build more 
capital with confidence in the future. 
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Introduction 

One of the first things that you must do as a professional financial planner is to make potential 
clients set goals and guidelines for achieving their dreams. This task can be extremely 
challenging, because many investors just want to see how much money they can make in the 
stock market within a short period of time. But focusing on achieving both short- and long-term 
goals with various amounts of money will help make the entire process of investing much more 
meaningful for everyone concerned. 

To make investors want to use your services, you must immediately gain their confidence and 
trust, and offer value added services. Otherwise, they have no reason not to invest 
themselves, either by using a discount broker or by going to the Internet to purchase securities 
and manage their portfolios online. By perceiving you as someone who is interested in their 
financial well being and who wants to establish a long- term relationship, they will be more 
inclined to let you make recommendations and help invest their money. Remember, high 
quality personal service will never be replaced by a machine. 

In this regard, you must distinguish between their “serious” and “play” money. First, you can 
define serious money as that which is targeted to grow over the long-term to meet specific 
future needs. For example, assume that we have a single male professional, age 25, who 
plans to marry in one year and make a down payment on a house in five years. His goals 
might be to accumulate $3,000 to pay for the honeymoon while building $30,000 to help pay 
for the new home later. In this case, he would need to save and deposit $250 per month, 
putting the money into a safe tax-free money-market account in order to meet his first goal. He 
would also need to immediately invest a lump sum of $18,627 into a balanced mutual fund, 
earning 10 percent for the next five years in order to meet the second goal. 

Second, play money is used to take a gamble in areas of the market that are designed for 
higher risk. For example, our young professional might like to purchase new Internet stocks 
with the goal of making a killing in the market within a short period of time. In this case, he 
would put aside $10,000 in discretionary money (not intended to achieve his previously stated 
goals). Unless you are willing to watch his portfolio on a daily basis and give advice on when to 
buy and sell these individual stocks, he is not a suitable candidate for your services. 

This chapter will focus on understanding various types of risks, how to avoid major investment 
mistakes, and how to achieve specific financial goals. A financial professional who has and 
applies knowledge gained in this area will build a successful practice within a shorter period of 
time. By understanding these goals and guidelines, you can immediately demonstrate your 
professionalism to prospects and gain more credibility in the eyes of your existing clients. 
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Investment Risks 

Most investors will tend to ignore the possibility of risk during a raging bull-market environment. 
Instead, they only focus on making gains that they think are automatic. Your job is to point out 
the risk that they face in trying to achieve short, intermediate, and long-term goals. While this 
topic might not be the most pleasant subject to bring up during a planning session, you must 
remind your clients about market volatility. In fact, it is critical for you to discuss and document 
the subject of risk and save it in the client’s file. In this way, he or she can never accuse you of 
having avoided the topic (or accuse you of not having warned them that something bad could 
negatively affect their portfolio in the future). 

Furthermore, risk is a topic that might hinder you from making an investment sale. For this 
reason, many registered representatives or account executives tend to treat the subject lightly 
or avoid it altogether. This situation has become one of the biggest injustices in our industry 
today In fact, Arthur Levitt, the current chairman of the Securities and Exchange Commission 
(SEC), has promised a crackdown by his agency on vendors and broker-dealers who avoid 
discussing the subject of risk and market volatility. “People must also be warned of the 
potential dangers of investing so they can make rational decisions before deciding what to do 
with their money,” Levitt said recently. 

Let’s examine the various types of risks and put them into major categories when discussing 
future investment strategies with clients: 

1. Domestic risk—Refers to what can happen when money is invested in various U.S. stock 
market securities. These risks can be subdivided into economic, interest rate, market, 
industry, and specific. Whether experienced or not, both young and old investors must 
understand what might happen to their money in our free and democratic society. 

1. Economic risk—Takes place as we go through various stages of economic cycles. 
For example, the stock market is likely to perform well during periods of expansion, 
which are marked by low unemployment, rising wages, and high consumer 
confidence in regard to spending. Conversely, various equity markets will likely 
perform poorly during periods of contraction, which are marked by high 
unemployment, falling wages, and low consumer confidence (with a decrease in 
spending habits). In Chapter 2, “Economics Basics: Terms, Definitions, Trends, and 
Policies,” we explained how the economy functions. Most importantly, you should 
try to give clients a feel for what is taking place in this environment each time you 
meet with them. Few other investment professionals will ever attempt to help clients 
understand this seemingly complicated area. However your clients will  
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greatly appreciate any expression of helping them comprehend what is actually 
taking place. 

2. Interest-rate risk—Takes place when the Federal Reserve attempts to regulate 
economic growth by holding down inflation. The Fed will usually implement a 
strategy to raise interest rates on money being loaned by member banks. As 
described in Chapter 2, this concept is called the Federal funds rate and will in turn 
cause the banks to pass the rate increase along to their loan customers. The higher 
interest rates go, the less attractive it is for individuals and businesses to borrow 
money The stock market usually interprets this action as causing a slowdown in 
economic activity, which lowers corporate profits and reduces net earnings per 
share. Eventually, this situation will lead to lower market prices that reflect a 
decrease in the demand for business goods and services. In regard to bond 
investments, another way to explain interest-rate risk is to draw a seesaw, with 
interest rates on one end and bond prices on the other (see Figure 7-1). We are 
currently in a state where rates have risen in an attempt to control inflation. If the 
Fed decides to continue this policy, prices of fixed-rated bonds will continue to fall. 
For example, if you owned a 7 percent bond that matures in 20 years and new 
bonds with the same maturity are being issued for 8 percent, the value of your old 7 
percent bond would drop as investors obviously seek the one that has a higher 
rate.  

3. Market risk—Refers to possible negative activity within the overall U.S. stock 
market. For example, we will continue to expe-  

Figure 7-1 Seesaw representing interest-rate risk. 
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rience a change in market leadership between old economy stocks, as represented by more 
mature blue-chip companies in the S&P 500 Stock Index, and the new economy stocks, as 
represented by technology companies in the NASDAQ index. As we saw in Chapter 6, 
“Analysis: Tools and Theories,” one sector could be falling while the other is rising. One way to 
help reduce market risk in the United States is to encourage the addition of foreign stocks to a 
portfolio. Just because our markets decline here at home does not mean that other overseas 
markets will drop at the same time. For this reason, a proactive strategy to help clients 
diversify when establishing their portfolios is critically important. 

4. Industry risk—Refers to individual industries or sectors that operate within our economy. As 
explained in Chapter 2, some industries will rise and fall with economic cycles (cyclical) while 
others will tend to resist these changes (defensive). Anything can happen to an industry and 
cause it to become out of favor with investors for any number of reasons. For example, the 
recent increase in the price of oil as reflected in fuel cost could be perceived as a big negative 
factor for the airline industry, causing even the most profitable companies to suffer a decline in 
stock prices. On the contrary, this situation would be very favorable for the energy industry, 
because industrial utilization at higher prices would increase earnings. This would be viewed 
as very positive by the markets, and many of these companies would benefited from higher 
stock prices in 2000. 

5. Specific risk—Refers to individual companies whose stocks trade in the open market. As 
stated in our earlier example, on March 7, 2000, Proctor & Gamble, one of the Dow 30 stocks, 
suffered its greatest one-day decline when the company announced lower-than-expected 
earnings for the entire year. That day, its stock plunged 31 percent. An investor who had 
placed a lot of money in just this one security would have suffered a tremendous loss of capital 
and would require much patience to wait for the recovery to take place. This type of risk is also 
more prevalent in large institutional holdings of single-stock issues and in individual 401(k) 
plans, where matching contributions are sometimes only permitted for corporate stocks. 

II. Foreign risks—Refers to what might happen when money is invested in various foreign 
stock market securities. These can be divided into currency, country, tax, confiscation, and 
company risks. Those investors who wish to diversify must understand that they are taking 
additional risks by placing money outside the U.S. mainland. 

1. Currency risk—Refers to what might happen to a foreign currency if it falls in value 
relative to the investor’s home currency. This situation might have a negative effect of 
devaluing overseas investments. Just as U.S. investors in foreign securities might gain 
from a decline in the value of the dollar, they might also sustain a  
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loss when selling foreign shares and reconverting back into dollars. This result would 
occur if the dollar appreciates relative to the currency in which that stock is denominated. 

2. Country risk—Refers to the political risk that is inherent in doing business with a foreign 
country. While more developed countries that use private enterprise will tend to flourish, 
less-developed third-world countries are more likely to have political upheavals and 
change the rules in how companies can do business. In fact, the attitudes of both 
government and workers toward productivity, wage levels, and employee benefits all 
have an impact on equity values. For example, close cooperation between government, 
business, and labor in Japan has been a major factor in building a strong automobile 
industry. These products have achieved a dominant position in major world markets, 
resulting in higher equity prices for Japanese automobile makers.  

3. Tax changes—Tax changes resulting in lower company profits might have a negative 
impact on stock prices. For example, HongKong provides an attractive environment for 
locally registered companies by taxing profits at 16.5 percent and by not taxing individual 
investors. This type of policy encourages foreign investors to buy stocks in that country, 
which can result in sharply rising equity prices.  

4. Confiscation threats—This is one of the greatest concerns to international investors, 
where locally owned assets are left untouched while those held by foreigners are 
confiscated or devalued. For example, a policy change in Ottawa’s petroleum industry in 
1980 forced many U.S. oil companies to divest themselves of Canadian holdings at 
distressed prices. Foreign investors could also be prohibited from selling their shares (or, 
if they sell the shares, they could be denied conversion of their money into foreign 
currency).  

5. Corruption risk’Refers to what might happen to an individual company that is operating in 
a foreign country Corruption tends to take place in smaller companies operating in less-
developed countries. They are also exposed to the previously mentioned risks, which can 
negatively affect their profitability. As with any U.S. company, sudden bad news will 
cause stock prices to fall, and tight liquidity can also result in not being able to sell shares 
and limit losses.  

III. Emotional risks—Refers to our human makeup and how we feel at any point in time about 
our equity holdings. The way we react to national news or sudden changes in our personal 
lives has a tremendous impact on the value of stock prices on any given trading day Our 
personalities will often be the deciding factors as to whether or not we buy and sell securities 
and how often these transactions take place. 

1. Aggressive personality’An aggressive personality is characterized by someone who is 
more willing to take a risk and who wants to make quick decisions. This investor could be 
a day  
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trader who buys and sells stocks more frequently in an attempt to lock in quick profits 
and to avoid losses. An aggressive investor does not always need a lot of information to 
make decisions and will often use the Internet to save time in doing research. By making 
quicker judgments when executing trades, this type of investor will increase the volume 
of shares traded each day on various exchanges. As Americans become busier and 
have less time to conduct in-depth research, an increase in day trading will cause more 
market volatility in the years ahead. 

2. Passive personality—A passive personality is characterized by an investor who is willing 
to stay the course during various market cycles. This individual will tend to do extensive 
research before deciding whether to purchase a security. But once the decision is made, 
the stock will tend to be in the portfolio for a long time. This investor typically favors a 
buy-and-hold approach with the goal of long-term capital accumulation and more 
favorable long-term capital gains tax treatment. Market fluctuations will not bother this 
type of personality, because he or she is classified as an investor who is striving to 
achieve specific goals in the future. A financial professional will have an opportunity to 
cultivate a solid and long-lasting relationship with this type of client. They are easier to 
work with and will be more inclined to use recommendations that fulfill their financial 
objectives.  

3. Risk adverse—This personality type will tolerate very few losses in a portfolio. This 
investor might have had a bad experience with losing money in the past or might feel 
highly uncomfortable with market volatility. Generally, young investors who are unfamiliar 
with market risk might fall into this category. Also, investors who wish to minimize losses 
could well be retirees who do not want to continue taking unnecessary risk, especially 
with the possibility of losing the money they have worked so long and hard to 
accumulate. They will tend to purchase certificates of deposit (CDs) and short-term U.S. 
government securities with the goal of preserving capital and enjoying a comfortable 
retirement. As a financial professional, you should respect the emotions of anyone who is 
willing to invest money under your leadership, and create your investment plan centered 
around their tolerance for risk.  

New Economy Risks 

As we began the new millennium, many investors were focusing on returns rather than on risk. 
They wanted to get on board and not be left behind in making money on high-flying, new 
technology stocks. Despite the fact that it is not prudent to put all of your eggs in one basket, 
younger Americans in particular tend to be focused on making the most  
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from dynamic changes that are taking place in the economy, and you can’t blame them. 

New studies from a host of research and government organizations confirm that the market of 
new economy stocks is drawing in new investors who are willing to pour in huge amounts of 
cash. While these securities might offer the temptation of higher rewards, they also present an 
ever-increasing amount of risk. The setback in spring 2000 is a reminder of what can happen 
to in over-extended market. Only time will tell how long this frame of mind will last. But as we 
enter 2001, more people will get back to the reality that earnings and profitability are what 
really matter. 

Various organizations have conducted studies regarding recent investment trends. The 
American Association of Individual Investors reports that the average investor has now 
boosted stocks to 75 percent of his or her portfolio from 60 percent in 1994. According to data 
from the Federal Reserve, Figure 7-2 shows that 43 percent of American households owned 
stocks in 1999, up from 31 percent in 1995 and just 20 percent in 1990. Prior to that time, the 
previous peak was in December 1968, before the market began a 36 percent decline that 
lasted 18 months. Subsequently, the next decline of 45 percent began in January 1973 and 
lasted for 23 months. These two bear markets wiped out countless portfolios and brought the 
percentage of stock ownership back below 14 percent in the early 1980s. Today, however, 
individuals are leading the stampede, and for 

Figure 7-2 43 percent of American households owned stocks in 1999. 
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Figure 7-3 In 1995, 8.9 percent of the value of the top 100 stocks held by 
investment clubs came from technology. 

 

Source: Federal Reserve Bank 

the first time in more than 10 years, ownership of the largest 1,000 U.S. companies has shifted 
back to individuals from institutions. 

Investment clubs, once light in technology holdings, have also embraced this new-economy 
industry Figure 7-3 shows that just 8.9 percent of the value of the top 100 stocks held by 
investment clubs came from technology in 1995, according to the Federal Reserve. Now, 
technology stocks make up 47.8 percent of the National Association of Investment Clubs Top 
100 (versus 33.7 percent in the S&P 500). 

What do all of these numbers mean? For optimists, it is a display of power generated by 
human emotion and a sign that significant demographic and technological changes will 
continue to boost stock prices in the future. For pessimists, these prizes glare like a blinking 
yellow traffic light at a dark crossing. For them, high values in these securities is a sign of a 
speculative and dangerous situation that is nothing to feel good about. 

Distinguishing between a Stock Market 
Correction and a Bear Market 

You must be able to distinguish between a regular correction and a bear market. A correction 
is generally defined as a 10 percent decline in the  
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market over its previous high. A bear market is defined as a 20 percent decline in the market 
over its previous high. When the news media states that a market drop represents the 
beginning of a long-awaited decline, many investors will begin to focus on each single day of 
trading, rather than on solid fundamentals of a rising market trend and a strong economy. 

History shows that declines of 10 percent and 20 percent are a normal part of market activity, 
and almost guaranteed to occur with some regularity Furthermore, the market has historically 
shown great resiliency in bouncing back from declines. For example, Figures 6-2 through 6-5 
illustrate the time it takes to bounce back to a previous peak. 

How many 10 percent and 20 percent declines have we seen since 1925? According to 
Ibbotson Associates, there have been 22 declines of at least 10 percent since year-end 1925, 
which is roughly equal to one every 3½ years. Their figures are based on monthly share-price 
changes and reinvested dividends for the Standard & Poor’s 500 Index. You will also find it 
interesting to note that 11 of those 22 corrections turned into 20 percent declines, which equals 
one 20 percent decline every seven years. 

As you will see in Table 7-1, we have had five declines of 20 percent or more since World War 
II. 

Only one of those declines turned out to be significant. In the 1973–1974 bear market, stocks 
fell 42.6 percent from peak to low. The other four declines of 20 percent or more bottomed out 
at an average of 25.7 percent. This chart shows that unless we have tremendous economic 
turmoil or some major catastrophe, a decline below 20 percent or more will generally not last 
too long. More recently, they have been even shorter. 

Unfortunately, investors often sell when we are in the depths of a bear market. Those who sold 
in October 1974, the low point of that massive decline, missed out on returns averaging 15 
percent a year in the ensuing decade. Likewise, those who sold shortly after October 16, 1987, 
when the Dow went down 508 points and lost 23 percent of its value, lost out on returns of 
nearly 17 percent a year over the next five to 10 years. 

Traditionally it takes anywhere from a matter of weeks to many years in order to fully recover 
from a bear market. Table 7-2 represents the bear markets of the DJIA since 1925. This table 
shows the number of months that it took to reach the trough and the number of months that it 
took to fully recover and return to its last peak. 

This historical pattern shows that bear markets are a normal part of investing in the American 
stock market. Also, history shows that the market has great resiliency in bouncing back from 
these declines. However, a full recovery to its previous peak has had mixed results. 

Table 7-1 Major Market Declines since World War II

June–November 1946 −21.8 percent
January–June 1962 −22.3 percent
December 1968–June 1970 −29.3 percent
January 1973–October 1974 −42.6 percent



September–November 1987 −29.5 percent
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Major Investment Fears and Mistakes 

In a volatile market environment, the average investor will not only fear making a purchase of 
stock at the wrong time but will also typically make a number of unnecessary mistakes. Let’s 
examine 10 common fears that lead to avoidable mistakes: 

1. Possible loss of capital—What is the best time to invest in the market and to buy 
common stocks? No one knows for sure, because crystal balls that predict the future is 
not for sale. When a client needs to invest in order to achieve future goals, anytime is the 
right time to invest. Historically, the longer your time horizon for investing in stocks, the 
greater your chances for producing positive returns. Figure 7-4 shows the growth of a 
$10,000 investment in three major classes over a 25-year period through September 
1999. As we can readily see, the best growths achieved by investing in common stocks. 
This figure alone should convince most people that at least a portion of their capital 
should be committed to equities for the long term.  

2. Lack of knowledge—Why do people hesitate to invest or end up buying the wrong type of 
investment? Very simply, they do not have the knowledge to pick the vehicle that is best 
suited for their needs. Remember, it is not their fault that they were not educated in 
school about the advantages and disadvantages of various types of investments. There 
is no excuse, however, to remain ignorant when it comes to making critical decisions 
about money. As dedicated financial professionals, it is our job to educate as many 
people as possible about the risks and rewards of investing. If we make the process  

Table 7-2 Bear markerts of the DJIA since 1925

Date of Peak Percent Decline
Months 

to Trough
Years to Return 

to Last Peak

7/16/90 −21.2 percent   3     .75
8/25/87 −36.1 percent   2 2.0
4/27/81 −24.1 percent 16 1.5
9/21/76 −26.9 percent 17 4.5
1/11/73 −45.1 percent 23 9.8
12/3/68 −35.9 percent 18 3.9
2/9/66 −25.2 percent   8 6.8
12/13/61 −27.1 percent   6   1.75
5/29/46 −23.2 percent 12 3.9
9/3/29 −47.9 percent   2 25.2  
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Figure 7-4 Growth of a $10,000 investment in three major classes over a 
25-year period. 

 

easy to understand and do it in a sincere manner, we will continue to earn the trust and 
respect of more people who want our professional advice. 

3. Fear of making a change—Why do investors want to hold a particular security forever? They 
might fear making a change for several reasons. First, by selling a security at a loss, it would 
confirm their guilt of making a wrong decision in the first place. Second, if they inherited a 
stock from a deceased family member, they might feel emotionally attached to it. Thus, selling 
it might make them feel even more guilty. Third, they might not want to pay taxes on a capital 
gain, despite knowing that the price of their stock might be near its peak. Our professional 
responsibility is to help investors work through these issues. For example, by giving them an 
easy-to-understand illustration and explaining some fundamental analysis data about  
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the company, they may be willing to part with a portion or all the stock. By structuring 
investment plans to achieve specific financial goals, we can show how repositioning these 
funds will work to make them more successful. 

4. Possible reoccurrence of past failures—What would happen if an investor made another bad 
decision? This fear is not uncommon today, especially among short-term traders who might 
have suffered big losses during the spring 2000 correction. This situation is another good 
reason to encourage clients to fund their goals first with a solid investment strategy. Once they 
are on track with a workable financial plan, they can then speculate with dollars that they can 
afford to lose in the short term. 

5. Worry over what others might say or think—If I commit money now, what will others say 
about my strategy to invest? Unfortunately, this fear can hold people back from making critical 
decisions to achieve long-term financial goals. As long as investors do their homework before 
investing, no one else has the right to criticize their actions. Second, they should be reminded 
it is no one else’s business what they decide to do with their money. In the end, they are 
ultimately responsible for their final decisions, whether or not they seek advice from other 
people. 

6. Lack of self-confidence in decision-making abilities—A combination of lack of knowledge or 
just not feeling comfortable with handling or managing money could cause this type of 
uneasiness. This situation could also reflect a problem in other areas of life (not being able to 
make important decisions). It is time to face the music and dance when it comes to managing 
money, and everyone must do it at one time or another. Increased knowledge in more of these 
matters will go a long way toward instilling confidence to become successful in making future 
decisions. 

7. Questionable investment performance—How will current or future events affect the value of 
my new or existing portfolio? Should I wait until something bad happens and the market has 
dropped before making a move to invest? What classes of investments will perform best in the 
future? Dwelling on any of these questions could drive anyone crazy. We must be in a position 
to make decisions concerning when and where to invest so that we have confidence in our 
ability to become successful. Figure 7-4 shows what can happen if we don’t invest. Because 
no one can predict the future, we must have a solid plan or strategy to follow during both good 
and bad times. Most importantly, that strategy must be flexible enough to give us a better 
chance to succeed. 

8. Being impatient with performance—‘‘If this stock or mutual fund does not perform like the 
rest of the market, I am going to sell and change to another investment.” This trend of thought 
is bad unless it is used as a system for a day trader. Generally speaking, we must be patient 
and remain confident about our investment decision-making ability If not, we will tend to get out 
of the market at the wrong time  
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(low end) and then re-enter the market at the wrong time (high end). Most importantly, we must 
resolve to be patient with increased market volatility that’s in store for us in the future. 

9. Being negatively influenced by the news media—Our American news media has a powerful 
influence over today’s investment environment. Every time the market averages drop or rise 
significantly, we will be reminded about it immediately Smart investors who already have a 
long-term plan in place will ignore short-term events and only focus on attaining their future 
goals. Only day traders who have a lot to lose from increased market volatility should focus on 
making decisions based on daily news events. 

10. Procrastination in knowing what to do—This fear is probably the worst and often results in 
missed investment opportunities. The price of postponing the start of a retirement program 
could cost two or three times as much in monthly contributions. Figure 7-5 shows how much 
an investor needs to contribute monthly in order to reach a specific retirement goal. For 
example, if 25-year-old Andrea wants to retire at age 60 with a nest egg of $500,000, she will 
need to begin a savings and investment program as soon as possible. The key is to invest at a 
young age so that she will have an easier time reaching her goal. However, if she waits for 10 
or 20 years to begin this program, it will take much higher monthly amounts in order to achieve 
her ultimate objective. 

 

Figure 7-5 Amount that an investor needs to contribute monthly in order to 
reach a specific retirement goal.

The Price of Procrastination
 
What You May Have to contribute Just to Catch Up

Here’s an idea of how much you may need to contribude monthly to reach a $500,000 retirement goal. This hypothetical example 
assumes an estimate of a 10% average annual return.

Age

Average 
Monthly 

Investment 
Requirement Age

Average 
Monthly 

Investment 
Requirement Age

Average 
Monthly 

Investment 
Requirement

25 $131 ¦ 37 $465 ¦ 49 $2,076
26   145 ¦ 38   520 ¦ 50   2,421
27   161 ¦ 39   582 ¦ 51   2,849
28   178 ¦ 40   653 ¦ 52   3,392
29   198 ¦ 41   734 ¦ 53   4,100
30   219 ¦ 42   826 ¦ 54   5,054
31   244 ¦ 43   932 ¦ 55   6,403
32   271 ¦ 44 1,054 ¦ 56   8,444
33   301 ¦ 45 1,196 ¦ 57 11,868
34   335 ¦ 46 1,363 ¦ 58 18,750
35   374 ¦ 47 1,560 ¦ 59 39,462
36   417 ¦ 48 1,794 ¦
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Smart Reasons for Selling a Stock 

Buying a stock is easy, but deciding when to sell can be much harder. This process requires 
discipline, clear thinking, and a tight reign on one’s emotions. Here are some guidelines to 
follow for considering when to sell a stock in a client’s account: 

1. There is a radical change in company management—If people in top management who 
are responsible for a company’s success begin to leave, there might be some negative 
implications for the future outlook of that company As an advisor, you should look into 
and find out why these changes are taking place. If there is an indication that the 
company might be weakening in its industry, you might want to recommend selling the 
stock and repositioning the funds into a similar company that has stronger and more 
stable management.  

2. What first attracted you to the stock no longer applies—For example, let’s assume that 
you purchased the stock of a health care company because of its innovative products in 
the pharmaceutical field. Suddenly, it loses a crucial patent for a life-saving drug. This 
situation could result in a decrease of market share in its industry, which might lead to a 
decrease in future profits (resulting in a decline in the value of its stock)  

3. The company has not kept up with its competition—This situation usually applies to 
companies that are heavily competing in the same industry. For example, during the 
1980s, Kmart stood by while Wal-Mart took away market share and set new standards 
for high-quality customer service. As a result, Kmart’s stock grew cold and unattractive 
for investors, while Wal-Mart’s stock grew in value and attracted many new investors.  

4. The stock has doubled or tripled in value’This event can easily happen to a growth stock 
in a prolonged bull-market environment. A consistent rise in earnings will usually pull the 
value of a stock up to much higher levels. History shows, however, that investors can 
easily lose these profits from just one sudden market correction (for example, October 
1987). If this type of company is still doing well fundamentally, one strategy is to lock in a 
profit on one-half the position. This move is not only wise, but the investor can also take 
advantage of lower longterm capital gains tax rates. The available funds can then be 
used to purchase another high-quality security using the same strategy  

5. A company suddenly cuts dividends or lowers earnings estimates—This event should be 
investigated thoroughly before making a decision to sell. For good reason, the board of 
directors might want to keep more profits for internal growth, rather than paying them out 
in dividends. A decrease in profits could be a sign of future trouble, however, and could 
result in securities analysts recommending a sell of  
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the stock to their institutional clients. Depending on the market environment or the 
number of shares outstanding, this situation could cause money managers to panic and 
unload their positions quickly. 

6. Refusing to sell because of paying taxes—Some investors might know that their stock is 
already overvalued, but taking a profit will result in a huge tax liability to the government. 
Although no one likes to pay taxes, it does not make sense to lose profits in an unstable 
market environment. By selling a portion of the position, an investor can diversify—
thereby lowering risk—and develop a better investment strategy. One famous Wall Street 
saying is, “You can never go broke taking a profit.”  

7. Using newer concepts to prepare a portfolio for the future—Sometimes a portfolio 
becomes out of balance when one or two issues of stock sharply increase in value. They 
suddenly represent an overweighting or higher percentage in the overall portfolio value. 
By using a strategy such as the Modern Portfolio Theory, an investor can automatically 
diversify between different classes of stock and build more security in order to lower risk 
in the future.  

8. Technical analysis shows an overvaluation—Some investors like to employ technical 
analyses, which stated earlier uses charts and graphs to follow price movements of 
individual stocks. A breakdown in these indicators could signal a pending decline in the 
value of that security Once more, a decrease in market momentum could cause a 
reversal in demand and signal a pending decline in share prices.  

9. A change in monetary policy—We know that the Federal Reserve can change monetary 
policy if it perceives that inflation is heating up. By raising interest rates, it will contract 
the money supply and slow down the economy Stocks generally react negatively to this 
type of action, and some are more volatile than others. Clients who are not comfortable 
with this type of risk should reposition a portion of their portfolio into securities that will 
not be as adversely affected. For example, during the spring 2000, utility stocks became 
a safe haven for investors fearing this type of problem.  

10. Implementing a financial plan to achieve more specific goals—There might be stock 
positions in a portfolio that actually hinder an investor from achieving future financial 
goals, such as building capital for college or for retirement. In this case, an inactive or 
dormant stock should be sold, and the funds should be repositioned into better 
investments designed to attain these specific goals.  

Lowering Risk with Equity Mutual Funds 

While we have mainly focused on the risk of individual common-stock ownership, we must 
briefly mention a way to continue owning equities while attempting to reduce risk. The most 
popular way to accomplish this task is to own stock through mutual funds, or to own a 
diversified portfolio of many different securities. An experienced money manager will  
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decide when to buy and sell stocks for the portfolio, which takes the emotional burden off the 
individual investor. 

Needless to say, there are many different kinds of stock mutual funds that offer various 
degrees of risk and rewards. While we will treat this subject in greater detail in Chapter 8, 
“Diversifying with Mutual Funds,” our point here is to emphasize that a combination of 
individual equities and mutual funds can be used together to achieve many financial 
objectives. 

How to Tackle Specific Financial Goals 

As we have stated, successful investment planning begins with setting financial goals. Clients 
must be reminded that having objectives to shoot for when investing makes more sense than 
just throwing darts. In markets where the bull is in charge, we tend to get off course or become 
lax in following a plan to achieve specific goals. The easier it is to make money, the greedier 
we become—and therefore think we need not follow any logical plan. 

For example, between 1995 and 1999, the S&P 500 Index of leading stocks averaged more 
than 20 percent per year. With that kind of return, who needs to plan or even set goals? 
Unfortunately, history often shows that most who fail to plan ahead never have enough money 
when they need it later. Likewise, those who did plan their financial resources often ended up 
with enough or even more money to meet their goals. The old saying is, “We didn’t plan to fail, 
we just failed to plan” 

Let’s examine some common profiles among 21st century American investors, the time 
horizon that they have set for achieving their dreams, and how you can recommend some 
equity investment strategies for structuring their portfolio. 

1. A young, married couple—This recently married, dual-career couple are in their late 20s, 
have no children because they are focusing on building their working careers, and 
together earn an income of $70,000. Because they have just purchased a new home, 
they have little left in savings to invest. Solution: This couple must focus on the early 
stages of a capital-accumulation program. Assuming that they have little experience with 
stock-market investing, they should begin their program by diversifying their money. This 
busy couple should take advantage of professional management through mutual funds. 
Investments in some large companies or growth stocks should include a dividend-
reinvestment program. Assuming they have more than enough income to pay monthly 
expenses, it is critical for them to set specific goals and begin a regular investment 
program in order to fund their future dreams. Until a systematic program has been 
established to save and invest on a regular basis, this couple should avoid significant risk 
taking with individual stocks.  

2. A young, single professional—This person might be around age 35, have a high yearly 
income of $100,000, along with a bright and promising future. Let’s assume that he or 
she does not need a home  
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at this time, is enrolled in a company 40 1(k) plan, and has already managed to 
accumulate a modest investment portfolio. Solution: A thorough review of his or her 
assets might reveal a major portion in cash equivalents or money-market securities. This 
is very inappropriate for a person of this age, with increasing income potential. After 
educating this client in the risks and rewards of investing, his or her cash should be 
redirected towards equity mutual funds and maybe toward some individual common 
stocks. It is also important to determine the risk tolerance of this client up front. 
Depending on his or her time horizon, a substantial portion of the client’s future savings 
could gradually be put into equities as he or she becomes more comfortable with various 
types of investment risks. 

3. A two-earner, middle-aged family—Lets assume this family of four has one child in 
college (oldest) and one in high school (second oldest). The couple’s combined income 
of $80,000 is expected to keep up with inflation, despite being used to pay rising tuition 
bills. The family has a medium-size mortgage, and other investments have grown to 
$50,000. Solution: A review of the investment portfolio reveals that their individual stocks 
and mutual funds have good diversification. Therefore, they might want to reduce a large 
portion of the money being used for college out of equities and into some more 
conservative bonds or bond funds. This action would help protect against a sudden 
market reversal that would jeopardize the needed funds. A systematic investment 
program should be set up to fund college for the younger children, and the remainder of 
their money should be directed toward a future retirement program.  

4. Middle-income empty nesters—The children of this early 50s-married couple have 
recently left home. The husband has worked more than 25 years for the same company 
and has accumulated a large balance in his pension and 401(k) retirement plan. The wife 
has recently gone back to work on a part-time basis. Their combined income is $65,000, 
and they have a moderate amount of debt to repay as a result of credit cards, their 
mortgage, and the children’s college expenses. Solution: This couple has spent a lot of 
money raising their family and is now ready to do some serious planning for the future. A 
review shows that the husband has accumulated a large amount of company stock in his 
retirement 401(k)plan, which represents a major portion of their retirement assets. They 
can reduce future market risk by repositioning a portion of this company stock within the 
plan (no tax consequences) into other growth options, including mutual funds. A revised 
budget or mortgage refinancing at a lower rate could also produce more savings that can 
be earmarked for personal investments in order to help fund their future retirement 
program.  

5. High-income, self-employed pre-retiree—The income of this successful 60-year-old 
business owner was $300,000 last year but fluctuates with changes in the economy. This 
client also owns rental property and has accumulated a large estate outside of his 
business. His 58 year-old wife has recently been diagnosed with cancer. Solution: This 
client is in a position to consider a wide range of equity alternatives. Because his 
business seems to be cyclical, he should con- 
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sider investing a portion of his money in industries that prosper when his company does 
not. He should also put away the maximum amount into a business retirement plan 
tailored to reduce current income taxes. He can also set up a more conservative 
personal account, using income securities to help pay for ongoing medical expenses 
related to his wife’s illness. Assuming he can invest a major portion of his earnings, tax-
free municipal bonds or a tax-efficient mutual fund can be used to reduce taxable 
income. 

6. Affluent retirees—This couple, in their early 70s, have an income of $150,000—mostly 
from a combination of retirement plans, IRAs, and personal investments. The primary 
concern at this time is to transfer most of their estate to family heirs. Solution: The 
financial planner should contact an attorney to make sure that proper estate planning is 
implemented in order to help protect the total net worth of this couple. Their investments 
should be focused on high-quality, income-oriented common stocks. They might also 
want to own some tax-efficient mutual funds—those that pay little in capital-gains 
distributions—in order to reduce yearly income taxes. While stocks will provide them with 
inflation protection, they should also consider variable annuities to maximize tax-deferred 
growth and income for the future (refer to Chapter 9, “Tax Considerations: Equity-Related 
Vehicles”).  

7. A recently widowed woman—This 67-year-old woman’s husband recently died, leaving 
her an estate of $1,200,000—including a $300,000 interest in their home. Her financial 
situation should be reviewed and updated, but only as soon as she is emotionally ready 
to consider financial alternatives. Her assets must be protected so that she can use them 
to derive a sufficient lifetime income. She also needs inflation protection, to generate 
even higher income for her later years. Solution: Various equity investments will play a 
significant role in funding her income needs. Assuming that she is still in good health, she 
could live another 20 years. She is probably unfamiliar with investments, however, and 
cannot afford a large amount of risk. Therefore, her portfolio should emphasize a 
diversified mixture of blue-chip stocks, large company mutual funds, and bond 
investments to balance her income payments from other sources (such as pension and 
Social Security).  

8. Recipients of an inheritance—This family has recently received an inheritance of 
$650,000. Both spouses work and together earn $125,000. They would like to earmark 
half of the inheritance to fund college costs for their three children. Solution: These 
clients can afford a moderate amount of risk in view of their age, current income, and 
investment time horizon. Over the long term, equity investments will offer a good hedge 
against inflation. They should also consider investing in a combination of small-, medium-
, and large-cap companies, both in individual securities and in mutual funds. Another way 
to diversify is to pick out some solid ADRs of foreign companies and use some zero-
coupon bonds for tax-free college money. Minimizing taxes on their portfolio is also 
important in order to avoid paying unnecessary taxes on their inheritance.  
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A Word to the Wise 

This chapter has given you an insight into various types of investment risks, how to avoid 
major mistakes, and how to structure portfolios for certain life situations. Generally speaking, 
you will find that young investors who have never experienced a market shakeout will not tend 
to worry about the market. The word crash is not in their vocabulary; rather, it only refers to 
their parent’s stock market in a previous generation. 

Most Wall Street veterans and Baby Boomers recall what it felt like when the stock market 
dropped 22.6 percent on October 19, 1987. But for many younger investors who are pointing 
and clicking their way to easy stock-market riches today, that Black Monday is nothing more 
than ancient history and is not likely to be repeated in their lifetime. What is scarier to them is 
not participating in a rising bull market. 

Unfortunately, we are witnessing a deluge of television commercials trying to lure young 
investors into stocks without the proper evaluation techniques. Few of them barely mention the 
word risk. Also, competition for the business of individual investors’ money has caused a rapid 
stampede of marketing campaigns among Internet companies. If these commercials had to be 
formally approved by the SEC before airing, we would not see many of them at all. 

Here are some important lessons to keep in mind for the future. 

Lesson 1: The market offers no free lunch—do your homework. In the early years of the 
20th century, people were encouraged to buy stocks for as little as 10 percent down in 
cash. The rest could be borrowed in anticipation of making huge profits—a practice we 
know as buying on margin. As with many young Americans today, the promise of easy 
riches attracted many middle-aged Americans in the 1920s. They bid up stock prices with 
little thought of the risk that they were taking or the real value of what they were actually 
buying. When the house of cards finally collapsed in the Great Crash of 1929, investors 
were forced to cover their debts by selling stocks in a market where prices were tumbling 
even lower. History repeated itself in the spring of 2000. Our lesson here is not to get 
caught up in a buying panic of speculative risk. Rather, as a financial industry 
professional, encourage investors to achieve their goals with discipline, patience, and 
realistic expectations about risk and returns.  
Lesson 2: Ignorance and greed spell disaster—learn to spot important trends. 
Sometimes, speculative excitement is master-minded by insiders who prey on the 
ignorance of others in order to benefit from their own selfishness. For example, a 
combination of ignorance and greed helped fuel the junk-bond debacle of the late 1980s. 
During this time, corporate raiders used lower-rated bonds to acquire public companies 
at highly inflated prices. Investors who had little understanding of the risk involved with 
these instruments were attracted by their astronomically high yields. Eventually, insider 
trading of the principal players came to the surface, but dozens of companies had 
already gone broke—and thousands of  
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investors were badly burned. In summary, the misuse of junk bonds contributed to the 
stock-market bubble and its subsequent collapse in October 1987. This experience 
taught us an important lesson: Not all investments are created equal. As a trusted 
financial professional, use the tool of fundamental analysis to help clients avoid 
unpleasant surprises. 
Lesson 3: Don’t be a sucker for someone else—avoid overvalued stock. Today’s Market 
fever is often characterized by investors who purchase company stocks that are already 
over-valued. Unscrupulous investors are confident of selling their shares at a higher price 
to someone who is even more foolish. We must be careful to avoid this type of frenzy, as 
witnessed in the technology sector during its recent run up in late 1999 and early 2000. A 
similar pattern happened in the early 1970s, when market euphoria sent stock prices of 
companies such as Avon, Coca-Cola, Disney, and Eastman Kodak out of sight. Investors 
who were caught up in that momentum continued to pour money into these securities, 
even as valuations reached unsustainable levels. When the market declined in 1973, 
these stocks fell particularly hard, and it took many of them a long time to recover. Does 
this sound familiar with what’s happening in today’s investment environment?  

Finally, what we are experiencing now is a transition to a new economy that will propel us into 
a completely new kind of life. As we become more proficient, it will be harder to keep economic 
growth at sustainable levels. It is impossible to supress the excitement of investors and the 
stock market. In today’s environment, as with riding a train, just be sure that your clients are on 
board for the long run and that they do not want to jump off during sudden market downturns. 
Diversify among different classes of stocks, and you will be rewarded with a loyal client base 
for many years to come. 
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Introduction 

Mutual funds are an essential part of any investment program. They complement a portfolio of 
individual stocks by giving the investor diversification to lower risk. Investing in a family of 
mutual funds can help achieve a number of financial goals, as indicated in the last part of 
Chapter 7, “Goals and Guidelines: Setting Portfolio Parameters.” As a financial professional, 
you owe it to your clients to be well-versed on the benefits of using mutual funds, the types that 
are available for achieving specific goals, and how they can work to increase the size of an 
estate. 

Speaking from experience, mutual funds have helped my clients to actually live better lives. 
For example, an automatic investment program makes it easier for someone to put away 
money on a monthly basis. A systematic withdrawal program enables others to receive extra 
cash to supplement retirement income. Most importantly, knowing that their money is 
diversified among many different securities gives clients peace of mind. Investors can also use 
mutual funds as a foundation for a highly successful financial future. 

This chapter will review the benefits of using mutual funds in our changing market 
environment. We will focus on the types of equity mutual funds that are available for structuring 
both a beginning and an advanced portfolio. You will understand the terms and features of 
using professional money managers. Finally, we will show how risk and return work to 
complement each other and how advanced strategies can be implemented when structuring a 
mutual-fund portfolio for the 21st century. 

Benefits of Using Mutual Funds 

A mutual fund, also known as an investment company, is an arrangement in which thousands 
of people pool their money together so that a professional manager can invest the money 
according to specified goals. Mutual-fund portfolios are made up of various types of 
investments, the most popular being stocks, bonds, and money-market securities. Needless to 
say, the proliferation of mutual funds during the 1980s and 1990s has made them one of the 
most popular forms of equity investments. 

According to a recent study by the Investment Company Institute, the number of U.S. 
households owning mutual funds rose 4.5 percent in 1999 to 50.6 million. This represents 49 
percent of all households, up from 30.7 percent in 1994 and just 5.7 percent in 1980. Not 
surprisingly, stock funds are the most popular, owned by 35 percent of these households. 

Another important statistic showed that fund ownership increased with income. For example, 
funds are owned by 32 percent of households with incomes under $50,000, but by a whopping 
72 percent of households with incomes of $50,000 or higher. 
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As of mid 2000, there were about 7,000 mutual funds and out of this total there were around 
4,200 stock funds. Is it any wander why investors are so confused when trying to pick the right 
funds for their portfolios? Over the last decade, the asstes held by mutual funds have soared 
to $5.76 trillion. 

One reason for their popularity is that mutual funds have features similar to individual common 
stock ownership. They pay cash dividends to investors from the pool of securities held in their 
portfolios. They increase and decrease in value based on what is happening to these 
securities. But unlike a direct ownership in individual company stocks, they represent an 
indirect ownership—meaning that shareholders cannot vote on specific issues of each 
company that the portfolio holds. 

Mutual funds can also make capital-gains distributions from yearly trading. These 
disbursements are made when the fund generates profits from the sale of individual stocks in 
its portfolio. While these payouts can be erratic and are not guaranteed from year to year, 
funds that have the objective of capital appreciation for shareholders will make every effort to 
generate an annual capital-gains distribution. Preferably, this distribution will be in the form of a 
long-term capital gain so that shareholders will be taxed on only 20 percent of the profit. 

Investors can own mutual funds and use them for the same reasons they would use a portfolio 
of individual common stocks. Some examples include increasing their portfolio value, 
generating quarterly income, meeting a future investment goal, or providing liquidity. By using 
various types of equity mutual funds, financial advisors can help clients design a program to 
meet future financial needs. Most importantly, investors can obtain diversification and 
professional management at a very reasonable cost. 

Let’s examine some of the chief benefits of using mutual funds in a client’s equity portfolio: 

1. Professional management—Experts who are in touch with various markets on a daily 
basis select and manage the stocks in the portfolio so that mutual-fund owners can worry 
less about news that could adversely affect investment values. Top-quality management 
often enables investors to achieve a much higher return than they could on their own, 
especially if they are inexperienced. Professional management greatly increases the 
chance for long-term success by taking the emotions out of ordinary investing.  

2. Diversification—A mutual-fund investor automatically buys into a large portfolio—typically 
from 50 to 100 different securities or even more. With this type of diversification, the risk 
of volatility is much lower compared to owning a few individual securities where a drop in 
value would mean a much greater loss of capital. This special feature makes mutual 
funds particularly attractive to both new and experienced investors who like to control 
their own portfolios.  

3. Simplicity—The investment company that runs any mutual fund is committed to 
shareholder service. In other words, they will keep records of all transactions that take 
place during the year, mail out  
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monthly or quarterly statements, and reinvest any dividends or capital gains into new 
shares of the fund. For tax purposes, they will also send a year-end statement that 
shows all sales transactions and any taxable distributions. Computer programs calculate 
the cost basis of shares sold, making tax preparation for shareholders and their 
accountants much easier than in the past. 

4. Flexibility—People who invest in one mutual-fund family can move money between 
various stock, bond, or money-market portfolios. If this system is set up in advance, 
investors can perform these exchanges with a quick telephone call before the market 
closes on any business day. Investors can also sell shares via the phone if they need 
cash within a short period of time. Most mutual funds will offer to reinvest earnings 
automatically, giving the opportunity for compounded growth. Shareholders can also 
make automatic deposits from checking or savings accounts and take advantage of 
dollar-cost averaging-buying shares with a set amount of money on a monthly basis.  

5. Controlled liquidity—Investors can deposit a large sum into a money-market fund of an 
investment company of their choice. From there, they can transfer various sums into and 
out of other funds, in that fund family, based on their investment objectives. These 
objectives can include a combination of growth, income, tax savings, and safety. They 
can also set up check-writing privileges in a money market fund to pay for other personal 
expenses. This kind of liquidity makes it convenient to earn higher interest than paid on 
checking or savings accounts, and yet control the source of funds for each individual 
situation.  

Reading the Prospectus 

By definition, a prospectus is a legal document that contains specific information to help 
potential investors make a more informed decision. By law, each mutual fund must issue a 
prospectus to potential and current investors. The old type of prospectus was thick and boring 
to read, because it contained much legal and technical jargon that was difficult for most people 
to understand. The Securities and Exchange Commission (SEC) has recently enabled mutual-
fund companies to begin printing newer versions (see Figure 8-1) that are more brief and user 
friendly. We will use the AIM Value Fund as our working example. 

What are the key elements to look for when reading a prospectus? 

1. Make sure that the copy you receive is no more than one year old—Because some of the 
information could be time sensitive, you should have the most recent or revised copy 
available for clients. Each copy will have a clause that states, “No dealer, salesperson, or 
any other person has been authorized to give any information or to make  
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Figure 8-1 A newer version of a sample mutual fund company prospectus. 

 

any representations other than those contained in this prospectus, and you should not 
rely on such other information or representations.” 

2. Each prospectus must carry a statement of the fund’s declared investment objectives 
and strategies—Most funds will focus on achieving one or more of the following goals: 
growth, income, or safety. The prospectus will state the investment parameters and types 
of investments that can be used in order to achieve the manager’s stated objectives. 
Also, in anticipation of adverse market conditions, most funds can hold a portion of their 
assets in cash. Depending on how much can be held in this area, the fund might not 
achieve its investment objectives.  

3. Each prospectus will state the risks of investing in the fund—For stock funds, these risks 
typically include the historical and prospective earnings of each individual company, the 
value of its assets, general economic conditions, interest rates, investor perceptions, and 
market liquidity. Any of these factors could cause an investor to lose all  
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or a portion of an investment, and the income generated from the port-folio might also 
vary with these conditions. The prospectus also states that the value of the fund will go 
up and down with the prices of the securities held in the portfolio. Finally, an investment 
in any fund is not a bank deposit and therefore is not insured or guaranteed by the 
Federal Deposit Insurance Corporation (FDIC) or any other government agency. 

4. The prospectus will show financial highlights and historical performance—The financial 
highlights table, shown in Figure 8-2, is intended to help investors understand the fund’s 
financial performance for various periods. This sample report covers a five-year period 
and includes the return rate that would have been earned or lost, assuming that all 
dividends and capital gains distributions were reinvested (see total return). The figure 
also shows the net assets held at the end of each period and the portfolio turnover rate. 
Generally speaking, the higher the turnover rate (expressed in a percentage), the higher 
will be the ratio of expenses. This example shows a decrease in the portfolio turnover 
rate which help to keep expenses down. 

Historical performance, shown in Figure 8-3, illustrates annual returns in bar chart format 
which gives potential investors an idea of volatility risk. The further back this information 
goes, the better we can determine performance during both up and down economic 

Figure 8-2 Financial highlights table. 



Page 169 

Figure 8-3 Historical performance. 

 

periods. Other meaningful information shows average returns stated in percentages for 
different classes of shares which are compared to the Standard & Poor’s 500 (S&P 500) 
Index. 

5. Each prospectus will have a fee and expense table—This table, illustrated in Figure 8-4, 
describes the fees and expenses that an investor would pay if purchasing and holding 
shares of the AIM Value Fund. For example, the AIM Mutual Fund Family offers Class A, 
Class B, and Class C shares. The purchase of Class A shares includes paying a 
maximum up-front sales charge of 5.50 percent for the AIM Value Fund, with no back-
end charge to sell shares. With Class B shares, there is no up-front charge to purchase, 
but a  
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Figure 8-4 Fee and expense table. 

 

back-end deferred charge to sell shares over a stated period of years. Class C shares 
involve no up-front charge but usually have a 1 per-cent fee to redeem during the first 
year only. Management fees and other expenses pertaining to each share class are also 
stated here in percentages. Finally, an example of actual expenses based on a sample 
$10,000 deposit will show the costs of these classes which an investor can compare with 
the cost of investing in other mutual funds. 

6. Other shareholder information is invaluable in making a final decision—This section will 
help potential investors by describing in more detail the features of each share class, 
including (12b-1) fees and sales charges (see Figure 8-5). The prospectus will also state 
the minimum amount needed to invest in that particular fund and amounts of additional 
investments that are allowed. Potential  
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Figure 8-5 Features of each share class. 

 

investors will learn how to purchase new shares and will learn how old shares can be 
redeemed. Finally, they will learn about transfers between other funds run by the same 
company, reinvestment privileges, and other redemption features. 

Open-End and Closed-End Funds 

Mutual funds can be classified into two main types: open-end and closed-end. They differ 
mainly in the way in which they are capitalized and how their shares are priced. 
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Open-end funds—These funds have an open capital structure, meaning that when 
investors want to buy shares, the fund simply issues new ones. The purchase is made 
directly from the fund, rather than from another investor. The price is determined after 
each trading day by dividing the fund’s net assets by its number of shares outstanding. 
The result is referred to as the Net Asset Value (NAV). For example, if an open-end fund 
has net assets of $20 million and has two million outstanding shares, its NAV is $10 per 
share.  
Closed-end funds—These funds have a fixed capital structure, meaning that a fixed 
number of shares are issued and are then publicly traded among investors in the open 
market (usually on the New York Stock Exchange [NYSE]). An investor who trades 
shares in a closed-end fund is trading with another investor; rather than with the fund 
itself The price is determined by the forces of supply and demand and behaves just like 
the prices of a regular stock. For example, a closed-end fund that has total net assets of 
$300 million might have an NAV of $30 per share (with 10 million shares outstanding) but 
might sell at a 15 percent discount, or $25.50 per share. Therefore, for every share 
purchased at $25.50, the investor acquires $30 worth of earning assets.  
Listings—Open-end mutual funds are listed daily in The Wall Street Journal, but the 
comprehensive listing once each month can be used for a better analysis (see Figure 8-
6). Included here is the net asset value, fund objective, total return performance over the 
past 10 years, maximum sales charge, and annual expenses. The report also gives 
rankings to compare performance among funds with the same investment objective (A 
through E). I particularly like this section, as you can quickly check the performance of 
other mutual funds the client may own. The activity of closed-end funds is listed daily on 
their respective exchanges and is also listed every Monday in Section C under Closed-
End Funds (see Figure 8-7). This small sampling shows a breakdown by fund type 
(including the 52-week return). The more information that is available for your analysis, 
the better recommendations that can be made for prospects and clients.  

Types of Mutual Funds 

The following categories of mutual funds are classifications that are used by various 
professional services, including CDA/Weisenberger, Value Line, and Morningstar. Keep in 
mind that each service has its own specific style of measuring fund performance. 

Aggressive growth—These funds mainly buy speculative stocks of companies that pay 
low or no dividends. They seek maximum capital gains or appreciation of the stocks in 
the portfolio. Although these funds offer high potential returns during bull markets, they 
are equally as risky in bear markets. Some characteristics that you will likely find in these 
funds include the following:  



Page 173 

Figure 8-6 Listing of open-end mutual funds. 
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Figure 8-7 Closed-end funds in The Wall Street Journal. 

 

A high rate of turnover (sales) in the portfolio  
Little yield or dividend income from the stock holdings  
A concentration of the portfolio in a relatively limited number of stacks  
A focus on technical analysis when choosing securities  
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Small cap; emerging growth—The assets of these funds are focused on stocks of 
publicly traded companies that have market capitalizations of $250 million or less. Similar 
to aggressive growth funds, they invest in stocks that pay few dividends and that depend 
on capital gains in order to generate good investment returns.  
Mid-cap—Managers of these funds focus on purchasing stocks of companies that have 
market capitalizations of between $250 million and $5 billion. This wide range enables 
some higher-dividend payouts, but the emphasis is still on capital appreciation.  
Large cap; blue chip—Structured to focus primarily on larger companies that have $5 
billion or more in market capitalization. They are characterized by global brand names, 
strong franchises, and accelerating earnings. These stocks will also pay higher dividends 
than mid- or small-cap company stocks.  
International—These funds invest only in stocks of foreign companies. While some are 
quite diversified geographically, others focus only on a single country or region. These 
specialized funds can provide high returns but are riskier than more diversified global 
funds. For example, if a country’s economy deteriorates, all of the companies in that 
country or region are likely to be negatively affected. Clients who can afford to invest 
internationally are usually better off buying shares in more geographically diversified 
funds. All international funds are subject to currency risk. When the value of the dollar 
rises, a handsome return can be wiped out quickly. Conversely, a fall in the value of the 
dollar could turn a lackluster portfolio into a top performer. Sometimes, the portfolio 
manager will hedge currencies in order to reduce the portfolio’s exposure to currency 
risk.  
Global—These funds are similar to international funds because they can purchase 
foreign stock, but they can also invest in U.S. equities. There is more flexibility because 
they can move in and out of world markets based on economic and market conditions. 
Likewise, the inclusion of U.S. stocks in the portfolio provides a hedge against currency 
risk. These fund managers have the discretion to structure their portfolios any way they 
want in any part of the world, based on current economic and political conditions.  
Growth—These fund managers purchase stocks of U.S. companies that they feel have a 
tremendous opportunity for growth in the future. They conduct extensive fundamental 
analyses and usually pick companies that have good track records with consistent 
growth in sales and earnings. Chosen companies in this area can involve a combination 
of small-, mid-, or large-cap stocks.  
Value—Some professional money managers like to pick stocks that are under-valued in 
relation to the rest of the market. These companies might have fallen out of favor due to 
lower earnings, no previous dividend payments, lackluster sales, or operation in an 
unfavorable industry. But unlike growth companies, they are expected to turn around and 
produce much better results, which would cause their stock prices to soar. Between 1995 
and 1999, these companies were out of favor and turned in poor returns while growth 
company stocks showed excellent  
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performance. As growth stocks become more over-valued, value mutual funds might very 
well become popular once again. 
Balanced—These funds contain a mixture of common stocks, bonds, and sometimes 
preferred stocks. Their primary objective is usually a combination of growth and income. 
They are less risky than growth funds because the income from dividend-paying stocks 
and the interest from corporate bonds tends to put a cushion under their value in down 
market conditions. For beginning investors, this approach is an excellent way to diversify 
their portfolios with a single investment.  
Equity income—About half of this portfolio will be invested in dividend-paying stocks, 
while remaining fund assets will be invested in convertible securities and bonds. These 
funds focus on providing the investor with a steady cash flow from dividends of high-
quality stocks. Many funds in this category have capital growth as a secondary objective. 
Sector—These funds concentrate their assets in stocks on one particular industry. Due to 
the lack of diversification across industry classes, sector funds are much more 
speculative—and their prices are more volatile. Thus, they behave more like individual 
stocks than typical diversified mutual funds. These funds can be useful for clients who 
want to invest in a diversified stock portfolio within a particular industry. The performance 
of sectors funds that are often quoted in The Wall Street Journal includes health and 
biotechnology financial services, natural resources, science and technology, utilities, and 
telecommunications.  
Index—Funds in this category attempt to duplicate the composition of a given stock-
market index: the S&P 500, the DJIA, the Russell 2000, and the NASDAQ 100. These 
funds have become more popular during the 1990s due to lower management expenses 
and portfolio turnover, reduced brokerage commissions, and the ability to follow one 
particular market. The returns of these funds were higher during the later part of the 
1990s and beat many actively managed equity funds. This statement does not mean, 
however, that they will continue to do so as we embark on the 21st century.  
Convertible—These funds contain bonds or preferred stock that can be converted into 
their underlying common stock. They give a risk adverse investor the opportunity to 
participate in stock market growth without having to own common stock. They are often 
used to balance risk in a pure equity portfolio.  

Paying Commissions and Fees 

As illustrated previously, the prospectus will explain any charges and ongoing fees involved in 
the purchase or sale of mutual-fund shares. There has been a controversy for years as to the 
best way to buy this type of investment. Fee-only investment advisors advocate the use of no-
load funds, which can be bought without paying any up-front or back-end sales charges. In this 
case, the investor deals directly with the fund company and avoids using the services or advice 
of a registered broker or financial planner. The idea here is to save commission charges if 
advice is not  
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needed, and the investor can make his or her own decision. However, there are still internal 
operating expenses and management fees deducted from the accounts of no-load funds. 

Many mutual-fund companies build business by establishing relationships with broker-dealers 
and with their licensed securities representatives. Despite initial screening and due-diligence 
from the home office, investment professionals should evaluate various fund companies on 
their own and then pick those that are best suited for their clients. When using a professional 
advisor, there are a number of ways in which investors can purchase shares of popular open-
end mutual funds: 

*The Class A shares initial sales charge can be reduced with higher investment amounts. 

**Class B shares have a sliding scale of redemption fees and free redemptions after 
conversion to Class A shares, often after five to eight years. 

***Class C shares have a 1 percent contingent deferred sales change (CDSC) on redemptions 
within 12 months of investing. 

Mutual-Fund Investment Strategies 

One reason why mutual funds have become so popular is the ease at which money can be 
made in order to achieve various financial goals. Investors can use two strategies that make it 
convenient so that they do not have to constantly watch values on a daily basis. By 
understanding how each works, you can make specific recommendations to use either one as 
the situation warrants. 

1. Dollar cost averaging—A system in which the investor makes a commitment to put a 

A Shares B Shares C Shares

Initial sales charge Yes* No No
Annual expenses Lower Higher Higher
Redemption fees None Yes** None***
Investor objective Has a long term 

horizon
Has a short-term 
horizon of at least six 
years

Has a time horizon

Wants a lower 
management fees

Is not concerned by 
higher expenses

Wants to be free to sell 
shares

Can invest larger Prefers to spread the 
amounts over several 
years in order to 
reduce the cost of 
investing

Prefers the simple 
‘‘pay as I go” pricing 
structure



certain dollar amount into an investment program over a period of time. This method is a 
popular way to avoid  
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becoming a victim of volatile markets and enables the investor to ignore market 
fluctuations. Numerous studies have shown that the use of dollar cost averaging benefits 
most mutual-fund investors. By investing the same amount of money each time at 
various prices, the average price paid for a stock fund will be lower than the average 
market price for the same given period. For example, let’s say that John Smith signs a 
letter of intent to invest $25,000 into a blue-chip stock fund over a 13-month period. His 
goal is to reach the higher purchase limit on A shares in order to receive a lower initial 
sales charge. His investment strategy is summarized as follows: 

Under this strategy the investor buys more shares as the dollar price drops and fewer 
shares as the dollar price rises. The advantage of dollar cost averaging becomes 
apparent when the fund’s average market price for the period is contrasted with the 
average cost paid. In this example, the fund traded at an average price per share of 
$22.23 during the period, while the investor paid an average price of only $21.30. As the 
price of the fund goes higher in the future, these advantages will be even more apparent.

In addition to being an effective investment strategy dollar cost averaging is also an easy 
system to implement and follow. This concept can be combined with an automatic direct-
deposit investment program or dividend reinvestment plan to become almost automatic. 
This technique is ideal for investors who are too busy to review their fund performance 
and who want a systematic way to fund their future goals. 

2. Modern Portfolio Theory—As explained previously, this technique divides funds between 
four asset classes which are periodically rebalanced to reduce risk and seek higher 
returns. As mentioned in Chapter 6, this concept was developed in 1959 by two Nobel 
Prize-winning economists: Harry Markowitz and William Sharpe. This theory uses four 
classes of investments, including U.S. stocks and bonds and foreign stocks and bonds. 
Mutual funds are used to diversify between the asset classes that tend to be negatively 
correlated. For example,  

Amount Invested Price Number of 
Shares Bought

January 1, 2000 $5,000 $25 200
April 1, 2000 $5,000 $20 250
July 1, 2000 $5,000 $15.375 325
October 1, 2000 $5,000 $22.50 222
January 1, 2001 $5,000 $28.25 177
The amount invested over five periods: $25,000
Number of shares purchased: 1,174
Average market price: $22.23
Average cost ($25,000/1,174 shares): $21.30
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when U.S. stocks are going up, foreign bonds might be going down (and vice-versa). 
Let’s examine more closely how this concept works:  

We began our allocation by dividing $100,000 into four equal parts of 25 percent into each of 
the four asset classes. During the first six months, some markets went up while others went 
down, but overall the total value of our portfolio was increasing. At the end of the period, the 
U.S. and Foreign Stock Funds had increased in value while the U.S. and Foreign Bond Funds 
had decreased in value. By rebalancing back to the original allocation of 25 percent for each 
asset class, we are taking money from the winners and reallocating back to the losers. This 
strategy is also known as selling high and buying low and has been touted as the best way to 
make money in the markets. This system works particularly well with mutual funds, whose 
management in these asset classes has shown favorable results over longer periods of time. 

Redeeming and Exchanging Shares 

Open-end mutual-fund families make it easy to sell shares. If this privilege is set up in 
advance, investors can redeem via the Internet or can call and sell shares by telephone during 
one business day, and a check will be sent out the following day to the address on record. The 
proceeds can also be transmitted electronically to a pre-authorized bank account. Expedited 
redemptions for transmittal on the same business day are available for most money-market 
accounts if ordered before 11:30 A.M. Eastern time. 

Systematic withdrawals are a popular way for retirees to receive monthly or quarterly income 
from their mutual fund. For example, a shareholder must have an account balance of at least 
$5,000 and make a minimum payment of $50 in order to establish this type of plan. This action 
can also be stopped at any time or changed to a different amount by giving written instructions 
to the transfer agent. 

Sometimes, a signature guarantee is required when an investor redeems by mail and 

1. the amount is greater than $50,000;  
2. the owner requests for payment to be made to someone other than the name registered 

on the account;  

Jan.1 
Allocation

Mar.31 
Allocation

Apr.1 
Reallocation

U.S. Stock Fund $25,000 $38,500 $27,500
U.S. Bond Fund $25,000 $22,000 $27,500
Foreign Stock Fund $25,000 $33,000 $27,500
Foreign Bond Fund $25.000 $16.500 $27.500
Totals $100,000  $110,000  $110,000  



Page 180 

the owner requests for payment to be sent somewhere other than the address on record 
on the account; and 

4. the owner requests for payment to be sent to a new address or to an address that 
changed in the last 90 days  

An investor who owns Class A shares can also use a reinstatement privilege. This privilege 
enables the owner to reinvest all or part of the redemption proceeds back into any fund in that 
mutual-fund family at NAV (without sales charge) within 90 days of the sale. The transfer agent 
must be notified in writing at the time of reinstatement, explaining how this procedure is to be 
done. This privilege can only be exercised once per year. 

An investor can exchange shares into one or more funds of the same mutual-fund family. 
However, the shares must be kept within the same class of shares (A, B, or C). If redeeming 
and purchasing another fund in an entirely different fund family, the investor would pay an 
appropriate charge for going into that new class of shares. 

The following conditions apply to all exchanges: 

Minimum purchase requirements must be met for the fund into which the exchange is 
being made.  
Shares of the fund to be acquired must be available in the state of residence.  
Exchanges must be made between accounts that have identical registration information. 
Shares must have been held for at least one day prior to the exchange.  
Any certificate of shares held by the owner must be returned to the transfer agent prior to 
the exchange.  
There is a maximum of 10 exchanges per calendar year, because excessive short-term 
trading or market-timing activity can hurtfund performance.  

Terms of the exchange can include giving the mutual fund up to five business days to process 
the request. There is usually no fee for this privilege. An exchange request by mail must 
include original signatures of each registered owner. Exchanges by phone must be received 
during the hours that the NYSE is open for business. Investors can exchange by Internet if 1) 
their shares are held at the fund; 2) they can provide proper identification information; and 3) 
they have established the Internet trading option in advance. 

Determining NAV 

The price listed in the newspaper or in The Wall Street Journal is the fund’s NAV per share. It 
is determined at the close of business on each trading day The value of all the securities 
represented in the portfolio are added in order to arrive at a grand total. This figure is then 
divided by the total number of shares outstanding, or held in the hands of shareholders, at the 
end of that day The resulting figure is the NAV. 
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This figure is critical when determining the unit value of mutual-fund shares for individual 
investors. For example, shares bought at $10 that are now valued at $10.50 mean that the 
investment has increased in value by 5 percent. However, the performance gauge will vary 
greatly with the type of fund and the holdings in the portfolio. While some funds are more 
volatile than others, their NAVs will always reflect the holdings of individual stocks in their 
respective portfolios. 

Many mutual-fund services and reports use the NAV to calculate the percentage of change in 
annual rates of return. This procedure is done by taking the NAV at the end of the year and 
subtracting it from the NAV at the beginning of the year. The difference is divided by the 
beginning NAV to get a positive or negative return for the previous 12 months. Investors are 
also interested in the return figures for three, five, and 10 years when doing their comparisons. 

Some mutual funds that have been in existence for a longer time will provide the return figures 
going back to inception. For example, the Investment Company of America from the American 
Funds family provides information in its sales literature going back to its founding in 1934. 
Stock funds of this type that have a proven record of positive performance from experienced 
management should not be ignored by potential investors. A long history of increases in the 
NAV shows that a mutual fund has been run and managed successfully during both good and 
bad times. 

How to Review the Fund Company 

Gauging the quality of a fund company is not always easy. Because most are private, accurate 
financial information about profits and losses can be hard to obtain. Here are some details to 
consider during your review: 

Reputation—Consider how they rank in the financial services industry and the relative 
performance of their individual funds. Try to seek a fund family with a consistent history 
of top-performing funds in different categories. Some might be known for their equity 
funds, while others will have a strong reputation for income funds. Most importantly, have 
the flexibility to pick and use those fund families that will work for the client’s best interest 
and will give good service.  
Assets under management—While lots of money under management shows that 
investors have confidence in that particular company, it does not necessarily indicate 
good performing mutual funds. In such a competitive industry, a fund family with spotty 
achievement records, poor service, and high management turnover will have a hard time 
attracting new money Generally speaking, the more assets that a fund has, the harder it 
can be to manage effectively For this reason, some funds that attract a large amount of 
money will be closed to new investors for a period of time.  
Longevity—Find out how long a fund family has been in existence. Has it withstood the 
test of time in both bull and bear markets? Has there been a merger that has benefited 
both companies (i.e., Franklin- Templeton). The longer a company has been in 
existence, the better it will indicate solid management and quality shareholder service.  
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How to Evaluate the Fund Manager 

While some funds use a multi-manager approach, most are still managed by 
one person whose name should be easily obtainable from the prospectus. 
The following key points should be examined in determining a manager’s 
qualifications: 

Experience—After checking how long the fund has been in existence, 
find out how long the current manager has been at the helm. While 
longer tenure does not always guarantee good performance, it helps to 
have someone who has experience in both good and bad market 
environments. Fund families today want managers who make the right 
decisions and who can be competitive with performance numbers. In 
other words, they usually do not keep poor managers on staff for very 
long. Because there has been a proliferation of new funds created 
during the 1990s, there are also many new managers running them. If 
this situation is the case for a fund that you might be recommending, 
explain it to the client and reassure him or her of your commitment to 
monitoring this situation.  
Education—While it is true that many of the top managers did not go to 
the most famous schools, it does not hurt to see some top-quality 
universities in a biography. Besides having completed a graduate 
business program, also look for a designation such as a Certified 
Financial Analyst (CFA). This is the highest designation in that career 
field, just as a Certified Public Accountant (CPA) is the highest 
designation for an accountant. It will also be a plus if the manager has 
a law degree.  
Performance and consistency—It is nice to have a manager whose 
track record shows consistently good performance. It takes more than 
luck to pick the right stocks over a period of time, and the really great 
managers stay on top of their ranks. If your client is considering a fund 
that consistently ranks in the bottom with its competition, it is critical to 
point out that the manager is not very good or that the fund company 
will probably hire someone better in the future. This situation would 
warrant waiting for a purchase, or looking at other funds that show a 
better performance history. Your goal is to help the prospect or client 
achieve his or her stated investment objectives with the best money 
managers in the business.  

Determining Portfolio Objectives 

Growth-oriented investors have different financial goals based on age. Let’s 
examine various age brackets to determine how a client might invest in 



order to establish a portfolio of mutual funds. 

1. Young investor—Might be someone just beginning a career in their 
20s. Assuming that they understand the risk of investing, they will tend 
to strive for maximum growth of their money because they have time to 
make up for any losses incurred along the way. One investment that I 
always recommend is a Roth IRA as part of their  
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new program. Because most people are not focused on retirement 
planning in their younger years, funding a Roth IRA with the $2,000 
maximum yearly contribution is the least they can do to get a head 
start on retirement. This procedure can be done painlessly by setting 
up an investment program to make automatic deposits into a small-cap 
value or growth mutual fund of their choice. Figure 8-8 illustrates the 
power of an annual contribution for this purpose. It shows that the 
earlier an investment program begins, the more money will be 
accumulated at various rates of return. The younger an investor and 
the higher rate of return that he or she can earn, the more that will be 
available for retirement. To add icing on the cake, if this deposit was 
made into a Roth IRA account, all accumulated earnings will be 
available for withdrawal on an income tax-free basis at retirement. 

2. Middle-age investors—Can be a married couple in their mid-30s. 
Goals might include beginning a family or accumulating money for 
college educations. Let’s assume that both spouses have worked for 
10 years, have two children ages five and 10, and have accumulated 
$50,000 in savings to invest. These funds could be earmarked for 
education accounts, each going into a mid-cap value or growth fund for 
college. If they could average a return of just 12 percent per year, 
these funds would grow as follows: 

1. Child 1 (age 10) will start college in eight years; invest $30,000 at 
12 percent for eight years = $74,280  

2. Child 2 (age 5) will start college in 13 years; invest $20,000 at 12 
percent for 13 years = $87,270  

For this family, the cost of college will be higher for Child 2, so we 
need more money to account for higher inflation. Another investment 
strategy could be as follows: 

1. Child 1—Divide $30,000 into three mutual funds of $10,000 
each: one into large cap, one into global, and one into balanced.  

2. Child 2—Divide $20,000 into four mutual funds of $5,000 each: 
one into small cap, one into large cap, one into international, and  

 
Figure 8-8 Compounding annual contributions in a Roth IRA.

The Importance of Investing For Growth
By investing $ 2,000 per year at these average rates

of return:
Age 

Investment 8%  10%  12%  14% 



Program 
Begins At age 65 you will accumulate:

20 $ 834,852 $ 1,581,590 $ 3,042,435 $ 5,906,48
25 559,562 973,704 1,718,285 3,059,81
30 372,204 596,254 966,926 1,581,34
35 244,692 361,886 540,585 813,47
40 157,908 216,364 298,668 414,66
45 98,846 126,005 161,397 207,53
50 58,648 69,899 83,506 99,08
55 31,291 35,062 39,309 44,08
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one into equity income. This approach shows that we can be even more aggressive with 
funds for Child 2, because we have more time to make up for losses but have more 
capital appreciation potential. 

3. Pre-retired investors—Might be in their early 50s and concerned with having enough 
money for retirement at age 62. Hopefully, they have already invested their company 401
(k) retirement plans in growth options over the years and are now concerned with the 
amount of income that their personal portfolios will provide. They can invest extra funds 
in higher-quality mutual funds with a portfolio of more conservative blue-chip stocks. 
They should also use Modern Portfolio Theory with their mutual funds to help guard 
against market volatility. Assuming that they had extra money of $100,000 to invest at 
this time, they would pick one family of funds and divide the money between four asset 
classes (as illustrated previously). This strategy would work well to give them sustained 
growth for the next 12 years, with the goal of beginning systematic withdrawals from their 
mutual funds in order to supplement other retirement income sources.  

4. Retired investor—In her mid-60s, wanting to maintain a steady stream of income with 
limited risk. This investor is focused on risk-reduction strategies, which could include 
balanced and equity income mutual funds along with more stable bond-type funds. The 
first step is to analyze various income sources so that she can maintain her standard of 
living. Her investment plan must be monitored carefully so that she does not withdraw too 
much income that would dip into her capital. Because she will be living longer during 
retirement, she must have a portion of her assets in stock mutual funds for inflation 
protection. A sample of her $100,000 portfolio allocated for growth might look like the 
following: 

Conclusion 

Mutual-fund investing can be fun and challenging at the same time. You must find out as much 
about investors as possible before making recom- 

Type of Fund Amount

Large Cap Growth and Value Fund $20,000
Global Fund $20,000
Balanced Fund $20,000
Equity Income Fund $20,000
Index Fund $20.000
Total Investment $100,000
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mendations. This includes knowing their tolerance for risk and about any past investment 
experiences. Most people are familiar with mutual funds but might not know all of the flexible 
features they offer. By understanding the information in this chapter, your job is to explain and 
educate potential clients about the pros and cons of mutual-fund investing before they make a 
commitment. 

With equity markets becoming even more volatile in the 21st century, a portfolio of mutual 
funds diversified by the type described in this chapter should work extremely well in helping 
clients achieve their financial objectives. They will respect your professionalism if you lay out a 
plan that will recommend only high-quality investment managers, along with a follow-up 
program to review their performance on a regular basis. Whether choosing load or no-load 
funds, flexibility is the key to using mutual funds in a growth or income program that is set up 
for the client’s benefit. 

The 21st century will feature “value added” investment services for clients. This includes the 
accumulation of assets under management using no load funds along with Modern Portfolio 
Theory A portfolio set up using this strategy is almost certain to make money. We can now pick 
tax efficient mutual funds to help minimize taxes and reduce risk to an acceptable level. 

This is an ideal way to structure your practice for the future. 
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Introduction 

Up to this point, you have learned a lot about how to make money on equity-related 
investments. We have discussed the overall market environment, types of equity vehicles, and 
various risk-reduction strategies. Another important element which the financial professional 
must be aware of is taxation. Making intelligent decisions is one thing when it comes to picking 
the right equity investments for clients, but our goal is to help them keep as much money as 
possible after they have made it. This chapter will focus specifically on this issue.  

Through various legislative acts, the government is making progress toward giving investors 
some much-needed tax relief. From lower capital gains rates to newer Individual Retirement 
Accounts (IRA), we can now structure client portfolios to take advantage of these special 
opportunities. It is often easy for clients to forget that recommendations can be implemented 
that will help them keep more of the money they make in their investment programs. Likewise, 
we should make every effort to shelter as much money as possible so that clients can keep 
earning interest on the money they make on their investments. In this way, we are actually 
helping them build a greater amount of wealth for the future.  

Let’s take a serious look at how investment vehicles are taxed, the provisions of recent 
legislation, and how to structure portfolios in order to maximize tax savings. 

Taxes and Capital Gains 

As part of the Taxpayer Relief Act of 1997, the Internal Revenue Service (IRS) unveiled a new 
capital gains tax schedule with some rates considerably lower than before. What rates apply to 
investors? This situation depends on the following: 

The type of asset that is sold  
The cost basis  
The length of time that the asset was held before it was sold  
The taxpayer’s income level  

Qualifying for the lowest new rates are stocks, bonds, mutual funds, and many other capital 
assets. Taxed at a slightly higher rate are business or rental real estate, collectibles, 
depreciation, and some other items. 

For investment purposes, there are two holding periods for capital assets: 
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Those that are held for one year or less are considered short term and receive no 
preferred tax treatment. Taxes are paid at the normal tax rate on those gains.  
Those that are held for more than one year are considered long term and receive a 
special tax break on the sale of those assets.  

If the taxpayer is in the 15 percent tax bracket, then 

Gains on assets held for a year or less are taxes at the ordinary income tax rate (15 
percent in most cases).  
Gains on assets held for more than one year are taxed at a reduced rate of 10 percent.  

If the taxpayer’s ordinary income tax bracket is greater than 15 percent, then 

Gains on assets held for a year or less are taxed at the ordinary income tax rate 
(anywhere from 28 percent up to as high as 39.6 percent, depending on the ordinary tax 
rate).  
Gains on assets held for more than one year are taxed at a reduced rate of 20 percent.  

When an order is placed to buy or sell a security, there will be a trade date and a settlement 
date recorded for the order. The trade date, which is the date that the order was actually 
executed, counts for tax purposes. The settlement date, usually three days later, is now 
immaterial for tax-reporting purposes. 

Computing Your Tax Bracket 

For many investors, it is not easy to figure out the tax rate on their last dollar of earned income. 
We begin by paying 15 percent federal income tax on the first chunk of annual income. Then, 
depending on earnings, we pay successively higher rates on additional income. The top or 
marginal rate is based on your taxable income, which is income after all sorts of deductions 
and adjustments are taken from the gross income. Knowing the client’s marginal rate is 
essential for good tax planning and for making rational investment recommendations. 

For example, what types of mutual funds should you buy, and how much money should be put 
into tax-deferred or tax-exempt accounts (such as traditional IRAs and Roth IRAs)? Many 
taxpayers who hire accountants or use tax software never get a real fix on their top bracket. 
This situation is not surprising, because there are so many brackets and deductions for state 
and local taxes that can end up changing a client’s effective federal tax rate. 
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Figure 9-1 Five federal brackets. 

 

Currently, there are no fewer than five federal brackets, ranging from 15 percent to 39.6 
percent, for ordinary income and short-term capital gains (see Figure 9-1), plus another two for 
long-term capital gains. As you can see, single taxpayers pay a higher amount of taxes in 
comparison to married couples who file jointly Likewise, the head of household will pay a 
higher amount in comparison to someone who is married and filing separately. Equity investors 
should realize that a long-term capital gains rate of 20 percent applies to taxpayers in the 28 
percent to 39.6 percent bracket, while a rate of 10 percent applies to taxpayers in the 15 
percent income-tax bracket. 

You will find that an alarmingly high number of clients do not know the difference between 
adjusted gross income (AGI) and taxable income. These terms are used often in financial 
circles, and you must know the difference between them. Taxable income is the last number 
you arrive at (after taking deductions) before looking up the amount of tax to pay Uncle Sam. 
Start with your gross income and the amount reported on your W-2 forms from employers and 
on 1099 statements from banks, fund companies, and brokerage firms. Add business income, 
capital gains, and all other income in order to arrive at your total income. 

To figure AGI, apply certain deductions (such as money contributed to traditional IRAs, 
student-loan interest, and moving expenses). Small-business owners can deduct one-half of 
their self-employment tax, health insurance premiums, and retirement plan contributions. 
These deduc- 
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Figure 9-2 How to compute AGI. 

 

tions are added together and then subtracted from the total income to arrive at the AGI as 
shown on the bottom of page one of Form 1040 (see Figure 9-2). 

To turn AGI into taxable income, factor in dependency exemptions ($2,800 for you and for 
each dependent in the year 2000) and all itemized deductions. These deductions include 
mortgage-interest expense, state and local taxes, charitable donations, and some medical 
expenses. If you do not itemize deductions, take the standard deduction instead. These 
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Figure 9-3 Determining taxable income. 

 

two items are subtracted from AGI to determine taxable income on page two of Form 1040 
(see Figure 9-3). From there, you have the privilege of figuring your federal income tax. 

Most taxpayers fall into the lowest bracket of 15 percent, referring to taxable income (for the 
year 2000) of no more than $26,250 for single people or $43,850 for couples who are filing 
jointly. If we add people who fall into the next 28 percent bracket (taxable income between 
$26,250 and $63,550 for single people or between $43,850 and $105,950 for mar- 
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ried couples), we have accounted for 94 percent of the households in America (according to 
tax information published by Commerce Clearing House, Inc). 

For those clients who fall into a higher bracket, such as 31 percent or 36 percent, you should 
know that the true top rates for them often exceed these official rates. The marginal rates for 
these people are boosted by carefully disguised tax hikes that work in one of two ways. The 
government gradually reduces or phases out personal exemptions or limits most kinds of 
itemized deductions based on the amount of their AGI. 

Whether working for yourself or helping a client in this area, there is one important point to 
understand with respect to capital-gains income. To determine your normal tax bracket, 
capital-gains income is added to regular income—and you use that total, not just the portion 
related to earned income. This procedure enables you to use Schedule D in order to compute 
the tax with a preferred tax rate on the long-term capital gain. 

While some gains would be taxed at a lower, preferred rate, the vast majority of the income 
would be taxed at the 20 percent long-term capital gain rates. In effect, once you fill up the 15 
percent normal tax bracket bucket with income (either regular income, capital gain income, or 
a combination of both), you will move to the next-higher tax bracket—and your preferred 
capital gain tax rate will move from 10 percent to 20 percent. This rate is still better than the 
normal rate of 28 percent (the next bracket higher than the 15 percent bracket) and is much 
better than the 39.6 percent rate (the highest bracket). 

Trading versus Buy and Hold: Foolishness versus 
Tax Savvy 

One bone of contention between fools and the wise is the value of holding stocks for the long 
term. In short, the longer the holding period for investors, the fewer taxes that they are 
probably going to pay. For example, if a security is held for longer than a year, they are likely 
to pay only 20 percent of the gain in taxes. But if their holding period is less than a year, the 
gain could be taxed as high as 39.6 percent. For every $1,000 worth of gain, that is a 
difference of $196 (or 19.6 percent). 

The all-important question to ask a client is, ‘‘Are your short-term trading profits going to be 
substantial enough to compensate for the fact that you will be paying nearly twice as much in 
taxes?” The answer is “Probably not.” Unfortunately, traders usually end up paying large 
amounts of ordinary income taxes. To add insult to injury, they are likely to be in the market at 
the wrong time when a correction hits, and they end up with less capital than they initially 
invested. Thus, they pay ordinary income taxes on non-existent profits. 

In a raging bull-market environment, it is all too tempting to become a trader and dream of 
making quick profits while ignoring the payment of taxes. Instead, encourage clients to find 
great companies that are worthy  
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of investment, with the idea of holding the stock for at least several years. This theory will 
remain valid as long as the reasons for buying the stock remain unchanged. Most importantly, 
long-term capital gains enable the investor to keep more profits and to attain their financial 
goals within a shorter period of time. 

How to Lower Taxes with Individual Stocks 

It is possible to build a superior portfolio for clients by using individual stocks. While it might be 
hard to pick consistent winners, it is relatively easy to hold down investment costs 
(commissions) and the payment of taxes. Although stock mutual funds tend to distribute large 
capital gains each year that are taxed, appreciated individual stocks, other than paying 
dividends, will not be taxable unless they are actually sold. This means that investors can gloat 
over paper profits without having to pay a penny in taxes to Uncle Sam. 

To lay the foundation for a successful portfolio, large company stocks, for example, can be 
chosen from the Standard & Poor’s 500 (S&P’s 500) Index. Our goal here is to capture the 
historical return of the S&P 500 with maximum tax efficiency. First, find out how this index is 
divided among technology, health care, financials, and other sectors. Next, pick some high 
quality stocks from each sector, setting up a trading account and holding the securities at your 
broker-dealer. This strategy enables you to sell losers quickly while keeping winners for as 
long as possible. 

What should you do about losses? Suppose that you had one stock that took a big hit. 
Depending on the client’s tax bracket, it could be sold in order to reduce taxable income or to 
offset other capital gains that year in order to lower the total tax bill. To take advantage of the 
loss, sell that company’s stock and immediately replace it with another one from the same 
industry. 

What if a client has a big position in one stock with a large, built-in profit? You can build a new 
portfolio around this position, purchasing stocks from every other sector except from that 
industry. Thereafter, whenever a loss is realized, sell a little of the big position in order to 
reduce it without generating a big tax bill. The proceeds can then be used to better diversify 
the new portfolio. 

This type of approach will often end up with more winners than losers. In fact, there might be 
some superstars that turn into highly appreciated stock. According to Modern Portfolio Theory, 
discussed in Chapter 6 (“Analysis: Tools and Theories”), these runaway winners could actually 
cause an undiversified portfolio. This stock could gradually be given away to charity or to 
children in a much lower tax bracket. 

One final tip: If a client dies while holding a number of winners, their cost basis will be stepped 
up to the valuation on date of death. In other words, heirs can then sell the positions without 
triggering capital-gains taxes. By sharing your knowledge with clients in this area, they will 
perceive you as an expert and will be inclined to let you manage more of their individual 
stocks. This situation, in turn, should lead to other business in the form of retirement planning 
with IRAs. 
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IRAs: Rules and Regulations 

Anyone who is working and earning W-2 income must make a contribution to some type of 
IRA. The Taxpayer Relief Act of 1997 gave us new planning tools to help clients in this area. 
Besides traditional IRAs, we can use a new type called the Roth IRA that gives even better 
tax-deferred advantages. Let’s look at each one to get a better understanding. 

Traditional IRAs. These types of IRAs have been around for a long time. Their special feature 
is to grant a direct deduction from taxable income if the worker qualifies. Figure 9-4 
summarizes the new types of IRAs available for clients. Basically, anyone who works for a 
company that does not offer a pension plan or qualified retirement plan can take a full 
deduction by using a traditional IRA. The maximum amount that can be contributed each year 
is up to $2,000 per person. 

On the other hand, those who work for companies that offer qualified retirement plans can only 
deduct their IRA contribution if their AGI does not exceed specified limits. There are phase-out 
limits for active participants who want to take a partial IRA deduction (see bottom of Figure 9-
4). In 2001, for example, singles who earn between $33,000 and $43,000, and joint filers who 
earn between $53,000 and $63,000 would qualify for a partial deduction. By 2007, these 
income levels will be increased to much higher levels. Unless these rules are changed by 
Congress, more Americans will be eligible to open and benefit from deductible IRA accounts. 

There is a special rule for any spouse who works outside the home but is not covered by an 
employee retirement plan at any time during the year. The spouse who is not covered can 
make a $2,000 IRA-deductible contribution if the joint AGL is less than $150,000. Contributions 
are partially deductible if the joint AGI is $150,000 to $160,000. Contributions are not 
deductible if the joint AGI exceeds $160,000. 

In addition, the new tax rules permit a spouse who does not work outside the home to 
contribute up to $2,000 into an IRA. Therefore, married couples can contribute up to $4,000 
even if one spouse does not work, as long as the IRA contribution does not exceed the total 
family work-related income. This feature gives planners an excellent opportunity to make sure 
that both spouses are enrolled in a retirement savings plan. 

Whether or not the contributions are deductible, tax on the earnings is deferred in a traditional 
IRA until a taxpayer begins to withdraw funds. As of this writing, there is a 10 percent income 
tax penalty on amounts withdrawn from this type of IRA before the owner reaches age S 59 ½ 
(with some exceptions). In general, investors who envision having to tap into their IRA 
accounts before they can make a penalty-free withdrawal should keep their investments 
outside a traditional IRA. 

Roth IRAs. The Roth IRA is a savings vehicle that presents a unique opportunity to receive 
tax-free income at retirement. The Roth IRA actually offers more flexibility than the traditional 
IRA discussed previously. Although the $2,000 contribution is not deductible, other features of 
the Roth IRA outweigh this disadvantage. The benefits are as follows: 
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Figure 9-4 IRA options available to investors. 

 

Contributions, not earnings, can be withdrawn at any time and for any reason, without 
penalty.  
The account allows for tax-free earnings and distributions if held in the account for five 
years. In other words, withdrawals can be totally tax-free for the client in retirement.  
Roth IRAs permit penalty-free withdrawals for higher-education expenses and first-time 
home purchases.  
Unlike traditional IRAs, contributions can be made past age 70 ½ if there is work-related 
income.  
Unlike traditional IRAs, distributions are not required after age 70½  
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The combination of tax-free build-up and tax-free distributions make the Roth IRA a powerful 
planning tool. Because of its flexibility, a Roth IRA is worth considering—even for those clients 
who qualify for a tax-deductible IRA. Because this type of savings vehicle will probably be the 
only source of tax-free income for the client at retirement, you should use it in most planning 
situations. 

If the money in a Roth IRA is invested for at least five years, there will be no income taxes on 
distributions if any of the following requirements are met: 

Withdrawals are made after age 59½.  
Withdrawals made prior to age 59½ are for first-time home purchases (up to a maximum 
of $10,000) or for qualifying educational costs.  
Withdrawals are made due to disability.  
Withdrawals are made by a beneficiary after the Roth IRA owner’s death.  

If none of these requirements are met, the portion of the withdrawal that represents earnings 
will be subject to income tax plus a 10 percent penalty. 

There is generally a catch to watch out for with any government program. In this case, a 
person must meet income requirements in order to be eligible to make contributions to a Roth 
IRA. As shown in Figure 9-4, a full $2,000 annual contribution is allowed for an AGI of less 
than $95,000 for individuals and less than $150,000 for joint filers. The $2,000 contribution is 
phased out between $95,000 to $110,000 for individuals and $150,000 to $160,000 for joint 
filers. Any AGIs over these limits will disqualify the taxpayer from making any contribution into 
a Roth IRA. 

As a professional planner, you should be aware that the Roth IRA often produces much better 
results than a deductible IRA. You must consider the following factors in deciding which type of 
Roth IRA is best for each client: the investment time horizon until retirement, the current 
income-tax bracket at time of contribution, and the expected tax bracket at the time of 
withdrawal. Because there is no mandatory requirement for withdrawals, the Roth IRA permits 
tax-free compounding of retirement funds well into the future. 

Traditional IRA Conversions to Roth IRAs. The Taxpayer Relief Act of 1997 also enabled the 
conversion of old IRAs into new Roth IRAs. Many investors who contributed to traditional IRAs 
in the past in order to get the tax deduction are wondering now whether or not it makes sense 
to convert these old IRAs into a new Roth IRA. Keep in mind, however, that an investor who 
converts this money into a Roth IRA must pay ordinary inome tax on the amount converted. In 
other words, for the privilege of earning tax-free income in the future, the IRS wants your tax 
dollars now that had been withheld from them in the old IRA. What the IRS giveth, the IRS 
taketh away. Also, AGI (must be less than $100,000) in the year of conversion. 
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For example, Jane has traditional IRAs worth $75,000 that she wants to convert to a new Roth 
IRA. This $75,000 includes $10,000 that came from nondeductible IRA contributions that Jane 
had made over the years. Therefore, only $65,000 will be eligible for conversion and is subject 
to her regular tax rate. If Jane is in the 28 percent tax bracket, her tax on the conversion will be 
$18,200 ($65,000 × .28). This tax is due in the year in which the conversion takes place. 

The next question is how will she pay the $18,200 tax bill. Two possibilities exist—from the IRA 
itself or from other funds that she has outside the IRA. If Jane pays the tax out of the converted 
IRA money, this procedure reduces the amount that she actually rolls over from $65,000 to 
only $46,800 ($65,000 - $18,200). To add insult to injury, if Jane is younger than age 59½ and 
decides that she wants to keep some money for spending purposes, the portion that she does 
not roll over is subject to a 10 percent early-withdrawal penalty. 

To avoid having to pay such a large tax in any one year, Jane could convert $13,000 per year 
over the next five years to spread out her tax liability. Before making any decision, she should 
also consider her projected income and tax bracket in future years. If she is still working and 
earns higher income in subsequent years, it might be better to convert more money earlier. In 
general, the younger the IRA owner, the more sense it makes to convert so more tax-free 
income can accumulate for retirement. Also, it is much better to pay the taxes from other funds 
outside the IRA so that all converted funds can begin to compound tax free for the future. 

Rollovers from an Employer’s Retirement Plan. Employer retirement plans come in many 
shapes and sizes and are generally divided into defined benefit and defined contribution plans. 
You must distinguish between these plans, because their sources of income will differentiate 
greatly at retirement. 

Defined benefit plans—Often referred to as a pension plan, they are designed to provide 
monthly income for retirees who have worked for an employer for a specified number of 
years. While it is always a good idea to check how a payment is calculated, a typical 
formula might state an employee is entitled to a pension that is equal to 1 percent of the 
final salary for every year that he or she worked for the company. These funds come 
strictly from contributions made by the employer and are managed by a plan 
administrator. More flexibility today might allow the accumulated value, or a portion 
thereof, to be rolled over at retirement. However, an employee who leaves early or 
changes jobs frequently might not have accumulated enough time to be entitled to any 
pension income.  
Defined contribution plans—Separate accounts that are set up for each employee who is 
eligible to contribute to the plan. Some of the more popular plans include the following: 
401(k)s, profit-sharing plans, SEP-IRAs, simple IRAs, and money purchase plans. The 
employer turns over the responsibility of making investment decisions to each employee, 
and there are usually a number of investment options from  
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which to choose. These typically include various types of stock and bond funds, along 
with the employer’s stock if it is publicly traded. The value of each account is easily 
determined by adding all prior contributions plus all the accumulated earnings. By law, 
statements are frequently sent to each participant.  

Funds accumulated in both defined benefit and defined contribution plans are mostly tax 
deferred, so any direct distribution or payout to an employee will incur taxes at ordinary income 
tax rates. However, more plans today permit the transfer of these funds into the qualified plan 
of another employer or directly into a personal IRA rollover account. This special feature 
enables the owner to preserve the tax-deferred treatment of these funds until withdrawn at a 
later date. A financial planner must also keep these accounts separate from traditional or Roth 
IRA accounts that were made from regular yearly contributions. That way, an employee can 
take the funds back out of the IRA rollover account and put them into a new employer’s 
qualified plan later on if permissible. 

Figure 9-5 explains why, when leaving a company, it is most often better to choose an IRA 
rollover than to keep funds with an old employer. The client should maintain control of these 
funds in order to keep the pre-taxed dollars working for as long as possible. By keeping this tax 
money working on the client’s behalf, the financial planner builds more capital for the client’s 
retirement. In reality, Uncle Sam is making a loan of his tax dollars so that the client can use 
them to build future financial security. 

Likewise, IRA rollovers permit a wide choice of equity investments. A self-directed rollover 
permits the client to buy individual stocks and to maintain direct control over the assets. More 
popular vehicles include a wide variety of equity mutual funds, as described in Chapter 8 
(“Diversifying with Mutual Funds”). Most importantly, clients can defer paying taxes up to age 
70½, which is when mandatory distributions must begin (according to current IRS regulations). 

The Benefits of Variable Annuities 

Most Americans look forward to enjoying their retirement years, but a comfortable retirement 
does not happen automatically. Careful planning is needed to ensure that enough income is 
available to enjoy this special time of life. When considering financial products for clients, you 
will want to examine those that offer a wide variety of investment options (including stocks) to 
help beat inflation. One solution for many retirement-planning needs might be a variable 
annuity. 

By definition, an annuity is a contract issued by an insurance company that generally provides 
for two stages: 

The accumulation period, during which contract values are built by using fixed or variable 
investment options. Also during this period, the earning of income is deferred from 
taxation as long as it stays inside the annuity.  
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Figure 9-5 The importance of using an IRA rollower. 

 

The payout period occurs when accumulated values are distributed. Each contract offers 
a number of options for the payment of income. During this time, the receipt of income is 
taxed as ordinary income.  
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In a variable annuity, capital is accumulated by investing in various portfolios. As opposed to a 
fixed annuity, where funds compound at a guaranteed rate of interest, variable means that the 
return on assets is not guaranteed by the insurance company In other words, the contract 
value will fluctuate over time, reflecting the performance of the options chosen for the 
underlying portfolio. To provide a margin of safety, most variable annuities will also offer 
several fixed interest-rate accounts, providing a set return guaranteed by the insurance 
company Funds can be transferred between both the fixed and variable side of the contract, 
depending on limitations set forth by each insurance company 

The Accumulation Period. When a deposit is made, the accumulation period in the annuity 
begins. During this time, funds grow tax-deferred in an investment for the purpose of building 
more capital that can be withdrawn at a later date. Today’s annuities are considered very 
special because the IRS has not disqualified them from receiving tax-deferred treatment. Thus, 
many investors like to use annuities to complement their tax-deferred company retirement 
plans or IRAs. Other benefits of using variable annuities include the following: 

Professional management in each sub-account chosen by the investors  
Diversification within each portfolio to help reduce market risk  
The ability to move money between investment options without incurring a tax liability  
The opportunity to indirectly participate in stock investments (similar to mutual funds) in 
an instrument designed to be held over a long period of time, reducing concerns about 
short-term market fluctuations  
The ability to allocate money in different proportions to both a fixed interest-rate account 
(offered in many contracts) and stock and bond investment options—all within one 
product  
Tax-deferred growth of earnings until withdrawn at a later date (withdrawals prior to age 
59½ might be subject to a 10 percent IRS premature penalty)  
No IRS annual limit on the amount invested, and no mandatory withdrawal requirement 
at age 70½  
A special death benefit guaranteed to insure that beneficiaries will receive at least the full 
amount of money that has been invested, less any withdrawals, in case of death during 
the accumulation period. This benefit is often raised by the insurance company over time 
in order to help lock in any investment gains to increase the benefit.  

During the accumulation period, the investor receives a wide variety of options from which to 
choose. Figure 9-6 illustrates a sample from the Manulife Financial Venture annuity portfolio. 
Note how these options are listed in terms of risk and reward. For example, there are fifteen 
choices in the higher-risk area (classified as aggressive growth). Similarly, there are ten 
options for growth and eight options for growth and 
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Figure 9-6 A sample from the Manulife Financial Venture annuity portfolio. 

 

income. Chosen money managers will invest mostly in stocks, while those in the fixed income 
classification might purchase a combination of corporate or government bonds. As we go down 
the scale of potential risks/rewards, various options are offered to investors, including low-risk 
money market and fixed income accounts that are classified as conservative. 

Figure 9-7 shows once again the investment options of the Venture annuity This figure, 
however, is organized by major asset classes for the equity and bond portfolios (top to bottom) 
and generally recognized investment styles (left to right). The style analysis is important 
because it provides finer distinctions between the portfolios than would be gained by looking at 
them only in terms of risk and reward. By understanding these 
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Figure 9-7 Investment options of the Venture annuity. 

 

additional layers of diversification, the client can use the annuity to better exploit the 
relationships between classes and styles. This enhances the investor’s opportunity to select 
and build a much better portfolio. 

The Payout Period. When an investor is ready to start using the savings that have 
accumulated, variable annuities offer a number of payout plan options. Each has tax 
implications that you should understand before making a final recommendation. The three 
primary payout options are as follows: 

Lump sum—When all funds are withdrawn and all of the taxes are paid on the 
accumulated earnings. This option will incur the highest tax liability, and for that reason, 
most recipients do not usually choose to take a lump sum all at once.  
Systematic withdrawal—Pays a preset amount at regular intervals until all assets have 
been withdrawn. This option enables the  
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investor to spread out the tax liability and provides flexibility in the payment amount. This 
option must be monitored closely, however, so that assets are not exhausted before the 
death of the recipient. 
Annuitization—Provides for a steady stream of income payments through which the 
insurance company guarantees to provide an income for a certain period of time or for 
the rest of the investor’s life. While changes to these payments can be limited, the 
options can be initially customized in order to suit personal needs. In addition to 
spreading out the tax liability, a portion of each payment received by the investor is 
treated as a return of principal.  

The flexibility in annuities allows for a number of ways to receive income payments. Some 
common annuitization options include the following: 

Lifetime income for one person—The insurance company guarantees that income 
payments will be received by the annuitant for the rest of his or her life, then payments 
will cease upon death.  
Lifetime income with a guarantee period—The annuitant will receive an income for life. If 
death occurs before this period is over, the beneficiaries will receive the remaining 
specified number of payments.  
Lifetime income for two people—Income payments will be received as long as one of two 
designated people are still alive. Upon the death of either person, income to the survivor 
will continue until his or her death.  

Payout periods will reflect two types of annuities: fixed (in which each payment is a fixed dollar 
amount) or variable (in which the amount of each payment reflects changes in market value of 
the underlying portfolio). If the insurance company offers both, the annuitant has the option of 
selecting a combination of the two. 

1. Fixed-income payments—The annuitant receives a fixed dollar amount at regular 
intervals. The amount will depend on the annuitization option selected. While the 
recipient knows the amount of each payment, this choice might be inadequate if the 
money does not keep pace with inflation.  

2. Variable-income payments—Payments will vary based on the performance of the 
underlying investment options. In other words, income payments might be reduced in 
periods of market decline. There is also the possibility of increased payments in rising 
markets, however, which might provide the opportunity for income to keep pace with 
inflation during retirement.  

Monitoring Variable-Annuity Performance. In addition to understanding the structure of these 
special tax-deferred investments, you must know about the issuing insurance company and its 
management performance. By contacting the company directly, you can obtain the  
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sales literature (including a current prospectus) on the annuity of your choice. As with mutual 
funds, all current and relevant data will be available, including the options that investors can 
use to buy and sell the annuity. In addition, ratings by different services such as A. M. Best, 
Duff & Phelps, and Standard & Poor’s will comment on the current financial strength of each 
company along with the capability to pay claims of policyholders. 

Another way to keep track of current performance is to examine the annuity section of The 
Wall Street Journal each Monday morning in Section C. However, quarterly reviews have more 
pertinent data, as shown in Figure 9-8. Here, we see another example of Manulife’s Venture 
Variable Annuity, with sample results at the end of the first quarter of 2000. This annuity has 
no up-front sales charge; rather, it has a maximum surrender charge starting at 6 percent that 
declines over a seven-year period. Also, expenses are divided into three areas: mortality and 
expense (1.40 percent for all options), fund-management expenses (varies for each portfolio), 
and the total expense for each option. Finally, we have average total returns listed for the 
current (previous) quarter, one-year, three-year, and five-year periods. 

As with any investment, it is critical to know how a variable annuity will fit into a portfolio based 
on the client’s age, goals, and objectives. These are not short-term investments; rather, they 
are vehicles for the serious investor who wants to build long-term financial security Most 
importantly, they can be used to generate a steady stream of income during retirement (along 
with other income sources). During the coming years, we will see more choices in the variety 
of variable annuities being offered to the public, along with expanding investment options as 
more investors realize the importance of tax-deferred savings. 

Variable Annuities: A Strategic 
Asset-Allocation Tool 

Variable annuities are ideally suited for clients who want diversification through the use of 
multiple money managers. Benefits include the following: 

1. Tax-free investment exchanges—Funds can be switched from one investment portfolio to 
the next by phone without paying taxes or trading costs. A 1999 study conducted by 
Price Waterhouse Coopers found that investors who used dollar-cost averaging and 
asset allocation would have received ‘‘significantly higher after-tax payouts from variable 
annuities as compared to mutual funds” over a holding period from 10 to 25 years.  

2. Diversification—Variable annuities today offer well-designed diversification 
opportunities—not only across asset classes, buy also across money managers. This 
multi-manager approach can be especially beneficial for clients, because the annuity 
provider has already chosen each money management firm for its expertise in a 
particular asset class or style of investing.  
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Figure 9-8 Annuity quarterly review. 

 

3. Convenience—Annuities offer rebalancing options that will automatically restore assets 
to their original target allocations on a quarterly, semi-annual, or annual basis. Also, there 
is no need to keep records of purchases and sales, because clients have no tax-
reporting requirements associated with these transactions until withdrawals begin.  
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4. Guaranteed minimum death benefits—Annuities have death benefits that enable 
individuals to invest aggressively, without jeopardizing what they leave to their heirs. This 
feature guarantees that beneficiaries will receive the amount that the investor contributed 
to the account (less withdrawals), or the account’s market value, whichever is greater. 
Many annuities also step up the minimum death benefit every year in order to lock in any 
increases in market value for the beneficiaries.  

5. Living benefits—Variable annuity holders have the option of annuitizing, or converting the 
annuity into a steady income stream that is guaranteed to last for life (or the lifetime of 
both spouses). Some even offer more by ensuring a minimum future income stream no 
matter how the investments perform during the accumulation period.  

6. Avoidance of probate—A key advantage of annuities is that death benefits paid out 
directly to a named beneficiary are not subject to probate. This avoids unnecessary costs 
and delays at the time of the owner’s death.  

7. Special retiree benefits—Most retirees with IRA accounts are required to take mandatory 
distributions beginning at age 70½. This rule does not apply to annuities set up in 
personal accounts (outside of IRAs). Also, earnings which accumulate inside an annuity 
are not counted in the formula for taxing income from Social Security benefits.  

8. Continued tax benefits—Unlike with traditional IRAs, investors can continue to open 
accounts in tax deferred annuities to save unnecessary money from going to the 
government, even after age 70½. Some companies even offer bonus annuities, which 
pay an extra credit for opening the account. Sometimes, back-end fees will be waived if 
funds are used for long-term care expenses. 

In summary, we can see why the variable annuity has increased in popularity over recent 
years, because people have begun to understand its value as a strategic planning tool. The 
ability to optimize an investment portfolio without taxes, trading costs, or hassles is an 
extraordinary benefit. At some point, the stock market's unprecedented surge will slow. When it
does, many people will be reminded of the value that diversification brings to an investment 
program. Furthermore, investors will be more interested than ever in using the benefits of 
variable annuities. 

Gifts and Inheritances. Equity securities, whether held in individual shares or in mutual funds, 
can be given to recipients each year. Under current law, an individual donor can give up to 
$10,000 in cash or securities to anyone without incurring a gift tax. The federal gift tax is an 
excise tax that is charged on the transfer of property This tax is coupled with an estate tax; 
otherwise, an investor would be able to transfer an unlimited amount of wealth in order to lower 
a taxable estate. 

A husband and wife together can give someone up to $20,000 per year in cash or securities 
without incurring a gift tax. Because it is classified as. a gift, the money is not taxed as such to 
the recipient. However, any future earnings on these invested funds will become income of the 
recipient. For example, if clients are interested in providing funds for their children’s  
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college education, it is easy to set up a custodial account at a bank or financial institution and 
make a gift each year. The gift becomes the property of each minor child and can be used for 
his or her benefit later. 

For minors under the age of 14, up to $1,400 of unearned income is taxable at the child’s own 
rate, with the first $650 fully offset by the standard deduction. The child’s unearned income 
over $1,650 is taxed at the higher of the parents’ or child’s rate. It might not seem like much, 
because only $1,400 of income receives favorable tax treatment. But any time we can shift 
income into a lower bracket, we should take advantage of substantial tax savings. 

In planning ahead for a major expense (such as college), the sooner a gifting program to fund 
an investment account is started, the better. This planning ahead gives more time for invested 
securities to grow and to help cover the higher cost of tuition, books, room and board. Also, for 
minors who are age 14 years or older, all income from gifted securities is taxed at their rates 
only Thus, it makes even more sense to increase gift amounts for these individuals. 

We must, however, be careful in setting up these types of accounts for minors, especially 
because they become the property of the recipient. The donor loses control of the money and 
cannot legally get it back. Because custodian accounts are set up with the minor’s Social 
Security number, any sale of securities are taxable to the minor (who is usually in a lower- 
income tax bracket). Two drawbacks to these accounts are that they are considered assets of 
minors and are therefore counted against the amount of financial aid given by the educational 
institution. The other drawback is that when the minor reaches legal age (18 in most states), 
he or she could take the money and blow it on frivolous spending. 

In 1976, Congress passed a unified rate schedule that applies identical tax rates to taxable 
gifts and estates. The tax-rate structure shown in Figure 9-9 is progressive, with a maximum 
rate of 55 percent on taxable estates of more than $3 million. These rates seem high when you 
consider that the income that generates this wealth has already been subject to income tax. 
However, they only apply after exclusions and exemptions, along with a reduction by the 
unified credit. 

Under the Taxpayer Relief Act of 1997, the unified tax credit will progressively increase until 
the year 2006. As shown in Figure 9-10, this process effectively eliminates the tax on estates 
of less than $675,000 in 2000 and 2001 and is scheduled to increase up to $1,000,000 by 
2006. Taxable gifts equal the total value of gifts made during the year less the annual 
exclusion for each recipient. These include gifts to charitable institutions, amounts paid to 
medical and educational institutions for services provided to the recipient, and amounts given 
to a spouse. 

For example, the annual exclusion per recipient in 1998 was $10,000. For 1999 and beyond, 
this amount will be indexed for inflation. When a donor applies this exclusion each year, a 
good part of his or her estate can be transferred tax free during life. Let’s suppose that a client 
had two children and transferred $10,000 to each one during 1998. In other words, $20,000 
could be transferred out of the estate each year without incurring 
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Figure 9-9 Tax-rate structure.

Federal Estate and Gift Tax Rates
 

If the Amount Is: The Tenative Tax Is:

From To Tax + % On Excess
Over    

0 $10,000 0 18 0
$10,000 20,000 $1,800 20 $10,000
20,000 40,000 3,800 22 20,000
40,000 60,000 8,200 24 40,000

 
60,000 80,000 13,000 26 60,000
80,000 100,000 18,200 28 80,000

100,000 150,000 23,800 30 100,000
150,000 250,000 38,800 32 150,000

 
250,000 500,000 70,800 34 250,000
500,000 750,000 155,800 37 500,000
750,000 1,000,000 248,300 39 750,000

1,000,000 1,250,000 345,800 41 1,000,000
 

1,250,000 1,500,000 448,300 43 1,250,000
1,500,000 2,000,000 555,800 45 1,500,000
2,000,000 2,500,000 780,800 49 2,000,000
2,500,000 3,000,000 1,025,800 53 2,500,000

 
3,000,000 or more    1,290,800 55 3,000,000

Figure 9-10 Tax credit progressively increasing.



Death in Credit
Equivalent 
exemption*

1998 
1999 
2000 & 2001 
2002 & 2003 
2004 
2005 
20006 & after

$202,050 
  211,300 
  220,550 
  229,800 
  287,300 
  326,300 
  345,800

$625,000 
   650,000 
   675,000 
   700,000 
   850,000 
   950,000 
1,000,000

*Indicates the value of an estate that may pass to beneficiaries without an estate tax due.
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a gift tax. Once more, for a married couple, each spouse can transfer $10,000 to each 
recipient, so in this case a total of $40,000 in yearly transfers would escape gift taxes. This is 
an invaluable strategy for high net worth individuals. 

The federal government does not impose an inheritance tax. However, eighteen states do, and 
in all of them, the rates are structured so that the larger the estate, the higher the tax rate. The 
exact tax rate and exemption accorded each beneficiary from the tax differ from state to state 
and should be checked accordingly. 

Inheritance tax statutes generally segregate beneficiaries into classes similar to the following: 

Class 1—Spouse  
Class 2—Parents, children, grandparents, and lineal descendants  
Class 3—Brothers and sisters, aunts and uncles  
Class 4—Children of brothers and sisters, and children of aunts and uncles  
Class 5—All others  

Inheritance taxes should play a major role in both investment and estate planning by providing 
an incentive to leave more property to immediate family members and to close relatives. 
Furthermore, because exemptions are low (in one state, only $5,000 for a spouse) and 
because rates can be high on large estates (approaching 30 percent), the threat of inheritance 
taxes also provide an incentive for lifetime gifts of appreciated securities. 

Tax Swapping. The reasons for selling securities vary with each investor. Sometimes a 
perception of overvaluation will cause a sale, while another reason might be a change in 
investment objectives. More recently, a highly volatile market will force traders to be in and out 
of stocks more frequently Those who buy on margin might be forced to cover their margin calls 
in a down market, which can result in the sale of a large number of shares. 

No matter the reason, tax laws come into play with every transaction. For example, suppose 
that you had bought shares in Intel Corporation stock, which subsequently declined in value. 
You now have a $3,000 loss. Would it be a good idea to sell? This decision depends on your 
tax bracket and whether or not you have other gains to offset. Should you decide to sell, this 
loss would be used to offset other income on your tax return (which will save you taxes). The 
actual amount saved depends on your marginal tax rate. For example, at 28 percent, you 
would immediately save $840 ($3,000 × .28). 

In general, most investors do not sell just to save taxes (unless they are in higher tax brackets 
and it is subsequently recommended by their tax advisors). Another example would be that if 
you thought Cisco Systems and Microsoft were just as attractive as your Intel Corporation 
stock, you can sell the latter and buy stock in one of the former companies. 
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In this situation, you will save enough in taxes to enable you to buy more shares of the new 
company Changing investments for tax reasons is referred to as a tax swap, and they have 
become more popular with short-term traders. 

Conclusion 

The issue of taxes as they relate to equity investments will become more of a critical factor in 
the next century. Assuming that Congress never votes to have a flat tax during our lifetime, it is 
critical to include some planning for client tax savings. Most people fail to realize how tax 
planning can benefit them when preparing for the future. While no one likes to sell securities 
for a loss, it can be beneficial—as this chapter illustrated. 

The key principal to embrace here is that the more we can save in taxes during our working 
years, the more capital we can accumulate for spending and enjoying during our retirement 
years. For example, by using more of Uncle Sam’s tax dollars with tax-deferred investment 
vehicles such as IRAs and company retirement plans, we can help strengthen our future 
financial security Similarly, we should strive to minimize taxes in personal investment programs 
by focusing on long-term capital gains, which are taxed at more favorable rates. Finally, 
variable annuities are a tremendous vehicle to use for personal accounts in order to maximize 
tax savings during the accumulation period. A thorough knowledge of useful tax strategies for 
clients will help you become a more successful financial professional as we embark on the 
new millennium. 
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Introduction 

This concluding chapter will focus on the major sources from which to purchase stocks and 
equity investments. The evolution of our financial system today has led to increased 
competition among financial institutions for the investment dollars of individuals. As we stated 
in Chapter 1, “Origins: The Markets and Major Indices,” the markets evolved strictly through 
the development of a specialized industry in which stocks were traded only on designated 
exchanges. Various governmental acts were passed during the 1900s to help regulate the 
securities industry. 

As our free market system expanded during the mid to late 1900s, there was an increased 
demand for financial services to be offered by a variety of financial intermediaries. Besides 
traditional full-service brokerage firms, we now have banks, discount brokers, financial 
planners, and even Internet providers to satisfy the needs of American investors. We will 
conclude our journey through stock market fundamentals by describing the services of these 
companies, and the functions of the individuals who offer us an opportunity to realize in the 
dream of ownership in corporate America. 

Bank Investment Services 

Bank-managed accounts are trust funds that are generally divided into three forms: 
commingled (pooled) funds for the exclusive use of the bank’s employee-benefit clients; 
common trust funds, available for the trusts of estates and individuals; and individually 
invested accounts, which are owned exclusively by an individual or by corporate investors. 
Unlike mutual funds, these accounts have no board of directors, no prospectus, and generally 
have lower management fees. 

A commingled fund is established by a trust company solely for the use of bank clients and 
cannot be legally used by people outside an established trust relationship. In this respect, 
these accounts differ from mutual funds, which are designed for investors at large to pool their 
resources. While banks can employ registered representatives to sell outside mutual funds to 
the investing public, commingled funds are special vehicles that are usually offered in 
conjunction with services of the bank’s trust department. 

The technique known as commingling involves the pooling of securities to create a fund of a 
certain type or classification of security. The commingling technique applies to both 
commingled funds and common trust funds. In a broad sense, the idea of commingling or 
pooling securities can be compared with the mutual fund concept. In each instance, 
participants share in the total returns of stocks that pay dividends and appreciate in value. 
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The Pooling Concept 

Asset management is greatly enhanced by the use of a pooling concept. Here, the element of 
timing is critical to the successful execution of security trades. For example, the pooled fund 
manager has immediate access to each holding in the fund and has easy reference to the 
weighted effect of each security in the portfolio. The individually invested account manager 
must consider each account profile in order to determine the advisability of a purchase or a 
sale. 

Another advantage of this concept is that individual trusts can share in attractive investments 
in a number of companies. Thus, the investor can participate in a composite fund of securities 
that consists of many small- to medium-sized companies, which otherwise would have been 
impractical to invest directly on behalf of the individual trust. 

The degree to which assets are invested on a pooled basis depends on the participating client 
and his or her trustee. For example, when a trust is established for an individual and his or her 
beneficiaries, parameters are set so the emphasis is placed on current and future income, 
growth and capital appreciation, tax-free return, and risk tolerance. When a decision is made to 
use a common fund vehicle, a selection is subsequently made from the various equity, 
convertible, fixed-income, and tax-exempt funds in order to satisfy the needs of the client and 
beneficiary. 

When designing an equity portfolio, the account manager might review each industry with an 
in-house or outside research group in order to determine which sectors of the economy should 
be included and which should be eliminated from consideration. A selection of individual stocks 
is then made on the basis of their short- or long-term attractiveness, as well as risk tolerance 
and anticipated total return (dividend payment plus potential appreciation). 

Sometimes, the choice of specific companies might take precedence over industry 
considerations. However the turnover, or trading in and out of securities, is generally based on 
long-range considerations and fundamental analysis—using a two- to three-year time horizon. 
In an overvalued situation, a stock can be sold and then repurchased at a later date when its 
price is judged to be more in line with researched criteria peculiar to its industry or to the 
company itself. 

A Variety of Investments 

Commingled Funds. This commingled concept is used for the investment of pension, profit 
sharing, and thrift-fund assets. Commingling evolved from the establishment of the basic 
common stock and bond funds to the creation of a profusion of funds aimed at designated 
areas of investment opportunity: 

Common stock funds—Portfolios are usually invested in a diverse group of large 
capitalized stocks (more than $1 billion in market  
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value) with 50 or more issues held in a fund. For diversification purposes, investments 
are made in a broad class of industry sectors so that the fund is not adversely affected by 
economic events that would negatively impact one sector. The funds will usually be 80 or 
90 percent invested in common stocks, with the remainder invested in money-market 
securities. Unless the fund’s objective includes the use of market timing, it would be rare 
to find a cash reserve ratio higher than 20 percent. A common stock fund with the 
objective of capital appreciation will usually have some high quality equities that pay 
consistent dividends. However, if the fund has the objective of providing a generous 
income, the equity portfolio will usually consist of higher-yielding stocks. 
Intermediate capitalization stocks ($500 to $1 billion in market value)—Will be used 
mainly for their prospective growth in sales and earnings. Small capitalization companies 
(less than $500 million) can also be used for their higher potential rewards. There is more 
risk in owning these companies, however, due to their need for new capital in order to 
finance growth as well as a thinner layer of management. These risks can be spread 
more for the investor by owning a large number of small companies.  
International equities—Classified as stocks of foreign companies traded on foreign 
exchanges. Country weightings in an international equity fund are extremely important to 
that fund’s performance at any given time. These weightings are periodically changed in 
order to reflect world financial, political, and economic conditions. As we discussed in 
Chapter 5, the market volatility of a U.S. equity portfolio can be lowered considerably by 
a representative holding of international equities.  
Fixed-income funds—Money-market funds are used by bank trustees as temporary 
vehicles for money that is earmarked for more permanent investments. This money can 
also be distributed to employees as retirement benefits, profit sharing, or thrift payments. 
These instruments typically include certificates of deposit (CDs), banker’s acceptances, 
commercial paper, and Treasury bills (T-bills). These funds can also include a 
combination of debt instruments. For example, a bond portfolio might consist of varying 
amounts of intermediate and long-term maturities that are tailored to fit the risk factor of 
the portfolio. Maturity structure can fluctuate, depending on the forecast for interest rates, 
market opportunities, and the need for cash. More recently, in response to inflationary 
pressures and rising interest rates, there has been more active trading of public-market 
bond issues.  
Common trust funds—The common trust vehicle for the pooling of personal trust assets 
was originally formed to give individual trusts the advantage of diversified investing. This 
broadening of participation in equity and fixed-income markets permitted individual trusts 
to have representative holdings in a greater number of issues (without the expense 
involved in odd-lot trading of smaller holdings). Types of common trust funds can be 
classified as follows: 
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Common trust equity fund—This fund can include common stocks of domestic, 
multi-national, and foreign-based companies, or it can be a specialized fund 
consisting mainly of emerging growth companies and small companies that have 
superior growth potential.  
Convertible common trust fund—This kind of fund invests in fixed-income and 
preferred issues that are convertible into common stock. A representative holding in 
this type of fund tends to lower a portfolio’s volatility and pay more income.  
Fixed-income fund—A fixed-income fund for the common trust investor can include 
not only public issues of U.S. companies, but also private placements, government 
bonds, and dollar-denominated international bonds. Other refinements could 
include short- and intermediate-term maturities of public, private, government, and 
international issues.  

Individually invested accounts—An individually managed trust account contains a 
selection of individual stock and bond issues. For example, a hypothetical trust of less 
than $1 million in size would not have a diversification as broad as that of a larger trust. 
That is, the number of issues would be smaller. On the other hand, the allocation of 
assets between equity and fixed income for any size trust depends to a large extent on 
the account profile, growth orientation, yield emphasis, and payout requirements. The 
minimum account size generally ranges from $250,000 to $1 million, although some 
banks might have a lower minimum.  

Brokerage Companies 

Historically, investors found it easy to differentiate one financial intermediary from another, 
because each offered its own specialized products and services. For example, consumers 
bought life and health insurance from life-insurance companies; banks offered checking and 
savings accounts and other services to depositors; and stock brokerage firms bought and sold 
stocks and bonds for their customers. However, those days of specialization are gone forever. 

Today, bankers, stock brokers, and insurance salespeople offer a wide spectrum of financial 
products and services. Besides special trust accounts offered by banks (described in the 
previous section), banks also offer discount brokerage services to compete with stock brokers, 
money-market accounts to compete with money-market mutual funds, and pension plans to 
compete with insurance companies. 

Likewise, to stay competitive with banks, brokerage firms now offer cash management 
accounts. They combine traditional brokerage custodial services with check writing privileges, 
a credit card such as Mastercard or Visa, and higher money-market interest on funds that are 
held in reserve accounts. A brokerage firm can even search for the highest rates available on 
CDs from a variety of banks, for their customers who do not want to invest in the securities 
markets. 
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Likewise, as a result of the merging of various financial institutions, such as banks, brokerage 
firms, and insurance companies, we have ‘‘financial supermarkets” that encompass a variety of 
services now being offered to the public. This concept literally encompasses the theme of one-
stop shopping for all financial products and services from one provider. This shows the 
financial services industry is becoming more competitive every day. 

For example, Figure 10-1 shows three classes of brokerage services that are currently being 
offered to the investing public. While traditional full-service brokerage firms were once thought 
of as the only place in which purchase individual stocks, they have spent millions of dollars to 
maintain their reputation as leaders in the investment world. The emphasis here is on 
registered representatives who can work directly with clients to solve their investment needs. 
They also offer comprehensive financial planning, along with access to in-depth research 
reports, and the opportunity to purchase IPOs at their initial offering price. 

The investor should realize that brokers make their living through transactions such as buying 
and selling for their customers’ accounts. There are two types of relationships between the 
brokerage firm and its salespeople. In one case, the firm pays a basic salary with the broker 
bringing in a specified amount of commissions that go to the firm. After the minimum has been 
met, the salary is increased in proportion to the amount of additional commissions generated. 
In the second type of relationship, the broker’s income is related entirely to the amount of 
commissions generated from selling investment products. 

In either case, the broker’s livelihood depends on the sale of securities. In other words, the 
advice given might at times be tinted by the desire to receive more commissions. However, the 
ultimate decision rests on the shoulders of the investor. Most importantly, he or she must 
weigh the impact of a decision in terms of fulfilling specific financial goals. 

The challenge in selecting a full-service firm that gives investment advice can be a difficult 
task. Some might specialize in debt securities, while others may focus in stock offerings of 
companies located in a particular geographic region. Sometimes, regional brokerage firms can 
be an excellent source of information concerning companies of local interest, and might even 
publish special reports about the performance of a select group of stocks. 

For example, Figure 10-2 illustrates a statistical summary from the Regional Bank Monthly 
Monitor as followed by Stifel, Nicolaus, & Company, Inc. in St. Louis. Banks are broken down 
according to asset size and investment rankings. Price information includes the close at 
month’s end, the 52-week high and low price, and price change since the beginning of the 
year. Other fundamental data includes book value, price to book value, yearly dividends, and 
stated yields. Actual and estimated earnings per share are also listed, along with price 
earnings multiples. Finally, data is given on shares outstanding along with market 
capitalization. Although a number of professional analysts were responsible for putting this 
data together, they cannot guarantee the future performance of any securities listed in the 
report. 

Other brokerage firms offer a variety of services, including estate planning and life insurance 
as well as traditional trading of stocks and bonds. Still other firms offer virtually no services 
other than executing 
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Figure 10-1 Three classes of brokerage services. 

 

orders at a discount (lower commissions). Therefore, it is critical that each investor identify his 
or her personal investment goals, and decide the best strategies to attain them in order to 
select the brokerage firm that best suits their individual needs. For investors who wish to trade 
securities without the advice or help of a full-service broker-dealer, discount brokerage firms 
will fit the bill. Figure 10-1 shows some examples of firms 
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Figure 10-2 Regional Bank Monthly Monitor as reported by Stifel, Nicolaus & Company. 

ranked by assets in customer accounts. They provide lower-priced trades than full-service 
firms because they do not have to pay a staff to research companies or to give investment 
advice. They also provide investors with the ability to make online purchases of stocks, bonds, 
and mutual funds. New expanded services offer real-time quotes and after-hours trading. 



Deep-discount brokers are known to have the lowest trading fees. They offer free stock charts 
for performing technical analyses and other research tools for the do-it-yourself investor. As 
with regular discount brokers, they also engage in after-hours trading and offer real-time 
quotes. In comparing their commission costs with full-service brokers, you will see why their 
popularity is growing, especially with young and middle-age investors. Large pension and 
institutional investors also use their services to save money when trading large blocks of 
securities. 

The Internet Rewrites the Rules 

Tech-savvy investors have thrived in this brave new world. Trading costs have shrunk, while 
online investing has become a national mania. Web sites are offering a variety of reports, 
charts, and graphs so that the do-it-yourself investor has more and better tools to make 
decisions. Although institutional  
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investors have more financial data at their disposal to make decisions, the playing field has 
leveled so that individual investors can now have the tools to make their own well-informed 
decisions. 

Over the past 10 years, we have seen a proliferation of new services from large brokerage 
houses to counter this revolution. For example, when their clients started grumbling about 
$100 commissions and threatened to begin using their computers for trading, big broker-
dealers came out with wrap accounts. These accounts combine unlimited trading with old-
fashioned full service for a low set fee that is based on a percentage of assets under 
management. To appeal to the growing number of do-it-yourselfers, many full-service firms 
now offer cheap online fees that rival the current $30 trades at discounters such as Charles 
Schwab. 

In the meantime, deep discounters have begun an offense of their own. In January 2000, for 
example, the E*Trade Group completed a $1.1 billion merger with Telebanc Financial, the 
leading online bank. Likewise, TD Waterhouse and Ameritrade have teamed with Schwab and 
three venture capital firms to form their own investment bank. As different classes of brokers 
invade each other’s turf, we will see an increase of this type of activity in the future. For 
example, in a move to target wealthier customers, Schwab announced in January 2000 its 
intention to purchase blue-chip asset manager U.S. Trust. 

With all of the different kinds of accounts that can be used, not to mention all their available 
products and services, American investors have become more confused than ever. This 
intense competition has also generated lower costs along with more choices. Now, investors 
can balance costs with service considerations and factor in their personality types to determine 
the right broker for them. I encourage you to take the Temperament Test in Figure 10-3 to see 
which service type best suits your temperament. 

Professional Investment Advisors 

Today, people’s anxiety levels seem to rise with the amount of assets that they own. In other 
words, the more money that they have invested, the more likely they are to seek advice from a 
professional. Studies show that the average American will tend to move away from self-
directed investing to an advice-driven relationship when he or she passes the $100,000 mark. 
When investors are dealing with real assets of a significant number, especially in a volatile 
market environment, there is a lot more to lose—and the consequences of not seeking advice 
are much more important than ever. 

But, deciding how much advice is needed depends on a number of factors. These include the 
size of the portfolio and the tolerance for unknown risk. Investors generally fall into three main 
categories: those who want to do everything themselves and feel completely independent; 
those who prefer to delegate it all and shift the responsibility to a full-service professional; and 
those who fall somewhere in the middle. Since we are in business to provide full service to 
clients, let’s look at the various choices people have in receiving professional advice in today’s 
investment arena. 

The proliferation of Investment Advisors has mushroomed over the past 20 years due to the 
growing affluence of our American society. As the 
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Figure 10-3 Temperament test. 

 

economy expands and incomes increase, people have more disposable income to invest. 
Unfortunately, recent studies show that many Americans are very poor savers, averaging only 
5 percent of their disposable incomes. In a free society built on the consumption of goods and 
services, we are tempted to spend more money that we actually make. In America, buying 
items on credit is so easy, and many people end up abusing this privilege. 

Investment advisors come in many shapes and sizes, and we need to distinguish between 
those who are competent and those who abuse the professionalism of this industry. Our 
ultimate mission is to offer a service to the public that will help them improve their financial 
lives. As our industry becomes more competitive, we will see a falling out of those who do not 
provide quality service at a reasonable price. Let’s look at the different classes of investment 
advisors along with the pros and cons of their business practices. 
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Stock brokers—Have been around for the longest time and are still very popular, 
especially with older Americans. People feel comfortable with traditional Wall Street 
brokers, and enjoy visiting their richly appointed offices to witness the excitement of a 
market trading atmosphere. All stock brokers must pass the Series 7 test to be legally 
registered to sell securities. To add value, they follow traditional investment strategies, 
such as trying to pick undervalued securities, stocks, and mutual funds for their clients. 
They often rely on in-depth reports from their firm’s research department. This situation 
usually means higher costs to the investor in the form of commissions. But many are 
reducing these costs due to increased competition. They can also offer proprietary 
mutual funds, which are run by money managers employed by the investment firm. One 
important point to remember when considering employment with a large wirehouse or 
well known broker-dealer: If you leave the firm, they will claim that all of your clients still 
belong to their company. If a broker builds a book of clients and attempts to take it to a 
new firm, there could be legal complications as well. Once more, the broker-dealer will 
give these clients to other registered representatives in their firm to contact in an attempt 
to keep this business on the books. On the positive side, working for a large broker-
dealer can have excellent benefits. For example, they offer retirement plans, health and 
life insurance, and sometimes an opportunity to partake in equity ownership. By working 
for a well-known company, there could also be management opportunities, such as 
becoming a branch manager for a local or division office, or for internal positions within 
other departments in the home office.  
Investment consultants—Normally work for Wall Street firms but specialize in advising 
clients about their investments. They usually charge an ongoing fee for their services, 
rather than commissions on individual transactions. This line of work will become even 
more popular as we witness the shifting from commission to fee-based services in the 
future. Investment consultants also focus on helping educate investors about activities in 
the capital markets. They perform this task by providing educational materials for clients 
and keep current by attending training conferences. They help clients by using the 
financial planning approach, which includes setting goals and drawing up 
recommendations to achieve them. Clients will generally know in advance what it will 
cost to do business when taking this approach.  
Bank investment representatives—Also have their license to sell securities, but work in 
the environment of a commercial bank. People still think of banks as giving the most 
trusted advice along with high quality service. Therefore, this atmosphere is an excellent 
place to build a new client base. A little background on this trend in in order here. When 
the stock market was rising during the ’80s and ’90s, banks were losing much business 
to traditional brokers and independent financial planners. Because they already had a 
solid base of customers, they only found it natural to hire and train new brokers to offer 
investment products. The idea was to keep the money  
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from leaving their financial institutions. One problem is that many older Americans are 
not use to having their bank offer investment products. The perception is that if they buy 
them at the bank, there is no risk of loss to their principal. However, unlike savings and 
CD accounts, various securities such as stocks, bonds, and mutual funds are not 
guaranteed by the Federal Deposit Insurance Corporation (FDIC). So, bank investment 
representatives must emphasize this fact through full disclosure, and make sure clients 
understand that the investments they sell can and do fluctuate in value. 
Insurance company representatives—Will go through similar training and licensing 
procedures as any other person who wants to sell securities. The difference here is that 
these advisors focus more on the selling of insurance products for their respective 
companies, and therefore tend to obtain a Series 6 license. We have found that 
insurance products are viable and can be right for many individuals in given situations. 
However, a professional in this industry must be careful not to only push these products, 
and reassure clients of an unbiased approach. Unfortunately, the general public already 
has a negative perception of salespeople who work for the insurance industry. While 
most insurance companies have excellent training programs and fringe benefits for 
representatives, it might be more difficult to establish a career in this area. Before 
committing to one of these firms as a representative, make sure that they offer excellent 
support in your chosen area of specialization.  
Fee-only financial advisors—Develop financial plans for individual clients and are paid a 
flat fee to do so. For this reason, they are perceived as having no conflict of interest 
because they do not sell investment products. This approach is becoming more popular 
with the general public, and these professionals have access to all mutual-fund vendors 
that do not charge sales commissions. They do not get paid for selling investment 
produts, but rather for creating a plan, and charging either a flat fee or by the hour. They 
usually work with more affluent clients, and will charge a percentage each year based on 
assets under management. They must obtain a Registered Investment Advisor (RIA) 
designation in order to conduct business in their state of origin. To maintain competency, 
they should belong to the National Association of Personal Financial Advisors (NAPFA), 
an organization of fee-only planners that holds regular meetings on topics related to this 
type of financial planning.  
Chartered financial consultants (ChFCs)—Financial planner designation awarded by the 
American College. Educational requirements include eight courses of sequence of 
financial planning topics plus three years of business experience. There are also ethics 
and continuing education requirements. There are currently 33,000 ChFCs in practice. 
Website: www.amercoll.edu.  
Certified financial planners (CFPs)—Are identified as individuals who have met the 
education, examination, experience, and ethical standards established by the Certified 
Financial Planner (CFP) Board of Standards, Inc. The CFP board owns the CFP 
certification mark and licenses qualified individuals to use it every two years.  
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The CFP mark identifies people who are dedicated to the highest level of professionalism 
in the financial-planning field. CFPs can be licensed representatives, independent 
financial planners, or fee-only planners. They must fulfill a biennial continuing-education 
requirement in order to stay up-to-date on planning strategies and financial trends 
affecting their clients. In addition, the CFP board monitors compliance with its Code of 
Ethics and Professional Responsibility. This monitoring includes investigating consumer 
complaints, removing licenses from CFPs who are found to be in violation of the code, 
and continually reviewing reports from other regulatory bodies and the press. A new 
organization, the Financial Planning Association (FPA), is dedicated to continuing 
education of CFPs and the promotion of their business to the American consumer.  

Your Ultimate Career Decision 

An entry-level financial professional will want to be competent in many different areas in order 
to help a variety of clients. The most widely known and respected designation in this career 
field is the CFP The CFP Board of Standards is committed to promoting the CFP mark in a 
number of ways for its members. As illustrated in Figure 10-4, this promotion includes a 
campaign designed to increase public awareness of the CFP designation around the country. 

As explained in its 1999 annual report, in addition to national newspaper and magazine 
coverage, the board conducted sponsorship of National Public Radio (NPR) programming that 
reached an estimated 13.1 million listeners in all major markets. The board also hosted open 
forums in three cities in order to discuss issues that were of interest to CFP licensees and 
introduced a new consumer brochure, “Why You Should Choose a CFP Practitioner,” in 1999. 

There has been an increased use in the CFP board’s Web site, www.CFP-Board.org, and the 
Internet in general. The board redesigned its site, making it easier to use, and frequently sends 
e-mail notices to CFP licensees concerning various topics of interest. Visits to the Web site 
increased by 47 percent to 253,353 in 1999. 

Figure 10-4 CFP public-awareness campaign.
 
PUBLIC AWARENESS FACTS AT A GLANCE

1998 1999
Calls to Toll-Free Consumer Number 5,484 19,698
Web Site Visits 172,170 253,353
Radio Public Service Announcements 
(PSAs) 25,198 19,579*

Media Impressions 220 million 307 million
* Includes television PSAs for a total of $1.3 million equivalent time value.
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Among its major responsibilities, the CFP board sets education, examination, experience, and 
ethical standards for initial certification. The board authorizes qualified individuals to use the 
CFP mark and monitors the continuing education requirements of current CFP licensees. By 
year-end 1999, the number of licensees in the United States had increased to 34,656. 
Certification can be obtained either by enrolling in courses given at more than 100 approved 
colleges and universities in the U.S. or by taking a self-study course at home. All applicants 
must pass a certification examination covering six areas of competancy before being issued 
their license to practice as a CFP. 

Figure 10-5 gives other important data showing the increasing popularity of obtaining this 
designation, as of December 31, 1999. A licensee profile is broken down by gender, age, and 
education level. Also shown is the type of business that these professionals are in and the 
various licenses they hold. There is also a further breakdown of CFP licensees by state of 
residence. By examining these statistics closely, you can relate them to your own personal 
profile to make a better decision on whether to pursue obtaining a CFP license. 

How to Choose a Broker-Dealer 

As a professional in the investment field, you want to offer services that are best for both you 
and your clients. Some important things that you want to look for when choosing a broker-
dealer include the following: 

Top-notch compliance—This feature might not seem important, but you want a broker-
dealer who makes sure that you are always in compliance with securities laws. Keep in 
mind that this industry is strictly regulated by the U.S. government, and you want to be in 
business for a long time. The compliance officer of your broker-dealer has the right to 
inspect your office at any time to make sure you are following securities laws governed 
by the rules of the Securities and Exchange Commission (SEC). Also, being able to call 
upon a broker-dealer for help with specific regulatory issues will free you to spend more 
time with clients. As our industry gets bigger, regulators must contend with an increasing 
amount of fraud. But for the most part, ethical planners will understand the need for 
stricter guidelines, more careful reporting, and prudent visits from regional supervisors. 
Look for firms that have plans to automate these responsibilities and a compliance 
department that takes the edge off your shoulders as much as possible.  
Sales and marketing expertise—Depending on what you want to do or specialize in, find 
a good broker-dealer who has a proven reputation for outstanding sales and marketing 
programs. The idea here is to make building your practice challenging but fun at the 
same time. You should look for a turnkey system that helps you accomplish this goal. 
Experienced people from the home or regional office should also be available to help you 
set up operations if you are establishing an independent office. This includes offering 
secretarial assistance or advice on how to take the paperwork burden off  
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Figure 10-5 Increasing popularity of obtaining the CFP designation.
 
LICENSEE PROFILE
(As of December 31, 1999)
 

GENDER AGE LEVEL OF EDUCATION
Male 75.2% 40–49 37.4% Bachelors 88.0%
Female 24.8% 50–59 29.1% Masters 29 7%

30–39 19.6% Associate   3.3%
60–69   8.8% Juris Doctorate   3.1%
20–29   2.0% Doctorate   1.8%
70+      1.5%

 
BUSINESS TYPE
Personal Financial 
Planning 43.5% Banking 4.0%

Securities 15.7% Education 1.3%
Accounting  7.5% Law 0.8%
Insurance  7.5% Real Estate 0.6%
Tax 
Preparation/Advice  4.2% Human 

Resources 0.3%

Other  4.1% Government/SRO 0.3%
 
LICENSES HELD
Securities 67.0% Real Estate 5.5%
Insurance 66.3% Attorney 2.8%
CPA 15.7%
 
1999 CFP LICENSEES BY STATE
Alabama 251 Louisiana    315 Oklahoma   250
Alaska   43 Maine    124 Oregon   406
Arizona 584 Maryland    851 Pennsylvania 1,777
Arkansas 123 Massachusetts 1,244 Rhode Island   131
California 4,150  Michigan 1,136 South Carolina   239
Colorado 890 Minnesota    900 South Dakota     98
Connecticut 671 Mississippi    111 Tennessee   497
Delaware 114 Missouri    599 Texas 2,193
District of 
Columbia   79 Montana    112 Utah   191

Florida 2,215  Nebraska    189 Vermont    75



your shoulders so that you can concentrate on being with clients. Also, find out if they offer a 
system for solving problems that otherwise would take away from the work you really want to 
be doing—building assets under management through a long-term client relationship. 

Guidance and technology—Naturally, you will try to be all things to all people. But in 
reality, no one is expected to be an expert in  

Georgia 734 Nevada    114 Virginia   938
Hawaii 171 New Hampshire    181 Washington   802
Idaho   94 New Jersey 1,628  West Virginia    76
Illinois 2,058  New Mexico    161 Wisconsin   751
Indiana 632 New York 2,512  Wyoming    34
Iowa 377 North Carolina    766 Foreign/Territorial    52
Kansas 363 North Dakota      69
Kentucky 215 Ohio 1,344
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everything. When clients come in with specific issues, it is nice to be able to call the 
office or regional office to tap their resources for answers to specific questions. They 
should also give advice on individual stock selections and updated research reports on 
mutual funds. Technology is critical in remaining competitive in this industry. We cannot 
stress enough that your broker-dealer should be on the forefront of the Internet and 
should have an attractive Web site for clients to inspect. Up-to-date software, 
downloadable forms, online order entry, and office automation are essential to help you 
run a smooth operation. Simply put, the more support in technology and automation from 
your broker-dealer, the easier your practice will be to run and the more profitable it will be 
in the future. 
Products and services—The broker-dealer you choose should be current with all 
products and services available in the industry so that you can remain competitive. This 
means having one person in the home office in charge of due-diligence on products and 
vendors. The initial screening process is essential for dealing with companies whose 
products you will use for client portfolios. For example, there should be highly reputable 
investment companies offering mutual funds and ‘‘A” rated insurance companies offering 
variable annuities that have excellent track records for performance and service. Your 
broker-dealer should also give you choices for setting up self-directed accounts with 
major clearing firms and the flexibility to offer several fee-based programs. Because the 
future of the investment business means the gathering of assets under management for 
a long-term relationship, you should be able to offer programs for both personal and tax-
advantaged plans.  
Networking with professionals—Educational programs are a major benefit when working 
with a broker-dealer who is committed to the excellence of its associates. The broker-
dealer should have several meetings per year that you can attend in order to keep 
current with changes taking place in the industry. Most importantly, the information 
should be relevant to your business so that you can become even more proficient in 
dealing with clients. One critical area is being able to network with other professionals 
one on one. This networking is especially important for advisors who work in small 
offices. It enables them to exchange ideas and to learn how to solve the common 
challenges that they all face. Ideally, a broker-dealer will offer several such meetings 
each year, and even have a workshop to train marketing and administrative assistants. 
Most importantly, this training is on the forefront of technology and gives us the tools 
necessary to run a highly efficient and profitable practice.  

Building Competency as a Financial 
Professional 

Ultimately, clients will make the choice based on faith and trust. A client must be encouraged 
to pick an investment advisor who will service his or her special individual needs. Likewise, the 
more personal and specific this  
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process is defined, the easier the selection process will become. The more services that the 
investment professional can offer, although a client might not need them all in the beginning of 
a relationship, the more flexibility a client has to use them later. 

For this reason, I would encourage any entry-level professional to go the extra mile and obtain 
his or her certification as a financial planner—to become a CFP. Passing a Series 6 or Series 
7 examination just to sell securities or to oversee assets under management will not be good 
enough in the future. You must be perceived as having the credentials to provide a variety of 
personalized services for many years to come. In building a practice, you want to obtain 
accounts where you will have the best opportunity to increase assets under management. 

A few years ago, the International Association for Financial Planning (IAFP) developed the 
following definition: “Financial planning is the process of providing advice and assistance to a 
client for the purpose of achieving the client’s financial goals.” 

1. Financial planning has a logical six step process: 
1. Data gathering—Obtain as much information as possible about the personal and 

financial status of the client. This information is obtained from the income 
statement, balance sheet, and personal budget. The interview process should also 
include gathering data on insurance policies, income taxes, investments, various 
retirement plans, wills, and trusts. Simply put, the more information that you have 
about a client’s financial situation, the better you can analyze and make 
recommendations to help that client achieve financial success in the future.  

2. Goal setting—Establish major objectives that are important to the client. This action 
includes determining short-term (one to three years), medium-term (four to eight 
years), and long-term (eight years or more) goals. Examples could be accumulating 
money for a down payment on a new home in three years, building funds for a 
child’s college education in seven years, or accumulating a nest egg for a planned 
retirement in 15 years.  

3. Identification of financial problems—Conduct a thorough analysis of all of the 
information you collect in Step a. Also, each client will tell you what situation or 
special problem he or she is trying to solve. People go through traumatic 
experiences in life, which includes the death of family members, divorce and 
separation, and the birth of new children. Anything you can do to help solve 
financial problems related to these areas will build their trust and loyalty in your 
professional abilities.  

4. Preparation of written alternatives/recommendations—Deliver a thoroughly 
prepared written plan of your findings and recommendations to help solve their 
specific problems. There are several choices in this area. You can conduct a 
comprehensive analysis of their entire situation, which would mean the 
development of a large plan. Or, you can focus recommendations on one or two 
areas of most concern in their current situation. Either  
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way, this step is critical for bringing everything to a head. This process helps clients 
know exactly where they stand financially, and what can be done to solve problems 
or improve their financial lives in the future. 

5. Implementation of the agreed-upon recommendations—This step will help you 
complete the financial-planning process. After doing all the analysis and work in 
coming up with the correct recommendations for a client, it is only right that you 
should implement and follow through in order to fortify your long-term relationship. 
At this point, clients will also want your assistance in following up with your 
recommendations and more advice to continue building on a successful 
relationship.  

6. Review and revision of the plan—On a periodic basis, make sure that the client is 
on the track toward achieving his or her established goals. As with following a road 
map to a particular destination, you want to monitor the plan closely in order to 
arrive at the desired objective. A periodic review will also determine whether any 
revisions need to be made based on changing family circumstances or other life-
changing events.  

2. A financial-planning client can be an individual, a family unit, or a legal entity. Each one 
requires special attention based on needs and circumstances. For example, individual 
clients might need an investment program to build future retirement capital. A family unit 
might want proper estate planning to minimize taxes so that more assets can be passed 
on to heirs. A small business might need a new retirement plan for employees or want to 
assure that future ownership will be passed to the right people.  

3. Comprehensive financial planning will include the basic areas of financial planning, along 
with other areas of concern to the client. The basic areas of financial planning include 
financial statement analysis, insurance planning, investment planning, income tax 
planning, retirement planning, and estate planning. Other areas of concern can include 
cash management, education funding, charitable giving, and business-succession 
planning.  

4. The financial-planning process can be applied to meet the client’s needs in any of the 
following ways: 

1. A complete and comprehensive plan to cover all financial areas  
2. A subset or limited plan to meet the client’s needs on a more limited basis  
3. A focus to meet a single client goal on a more specialized basis  

While this list describes a general theme of what financial planning is all about, I would suggest 
using the following criteria for what financial planning will mean to consumers in the future: 

The six-step process previously described.  
The analysis and recommendations must always be presented to the client in writing for 
their examination and subsequent decision-making process.  
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The review of financial circumstances must be comprehensive in nature, including an 
analysis of the client’s personality for risk purposes. The financial planner must also 
determine the client’s tolerance for staying with an investment program in order to reach 
long-term objectives.  
The flexibility to do single goal or specialized financial planning for a lower fee. Clients 
will often use other trusted professionals for insurance, banking, and estate planning. 
This means you don’t have to draw up a comprehensive plan each and every time. For 
example, if you focus on investment and retirement planning services, you may not need 
to do a comprehensive plan that includes all the other areas (unless requested by the 
client).  
As a financial planner, you must acknowledge being in the role of a fiduciary—that is, 
acting only for the client’s best interest at all times (with a clear explanation that there will 
be no conflicts of interest).  
Explaining up-front how the financial planner will be compensated for services rendered. 
The more flexible you can be in this area, the more trusted business relationships you 
will develop.  
How services are rendered is likely to affect the client’s current and future financial 
situation. In other words, recommended strategies must be explained fully, including both 
pros and cons, so that a fair evaluation will lead to a rational decision by each client.  

Selecting Investment Advisors: 
Using the Seven Cs 

In addition, as an entry-level professional who seeks to become highly competent in the 
investment field, you should encourage clients and prospects to choose their investment 
advisor according to the Seven Cs that are used by accountants, bankers, and attorneys: 

1. Credentials—What educational background does this person have? How does this 
individual keep current with changing economic and market conditions? Does he or she 
belong to one of the industry’s trade associations, such as the Financial Planning 
Association (FPA) or NAPFA? How many years of active business experience does this 
person have? What types of people make up the client base? What licenses does the 
individual have to conduct business for his or her practice?  

2. Competence—Did this person ask a lot of questions so that enough data is gathered to 
make sound recommendations? Will the plan be presented in written form and tailor-
made to address critical financial problems? Will the recommendations be both generic 
and specific?  

3. Compensation—Will this person be compensated by fee only, by commission only, or by 
a combination of both? If this person is a fee-only planner, how will he or she carry out 
the full financial-planning process (including implementation)? Is there a chance for a 
conflict of interest if this person is a commission-only planner?  
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4. Confidentiality—Has this person stated that all information will be held in strictest 
confidence? Has the planner offered to give referrals of existing clients whose situations 
and objectives are similar? How would a portfolio be constructed to address the concerns 
of special situations?  

5. Commitment—Does this person wish to establish a life-long relationship or just want to 
make recommendations in order to sell investments? What type of follow-up service is 
being offered, and how often will reviews be conducted?  

6. Creative ability—How will the plan or recommendations be tailored to my unique 
situation? Can I see a sample plan and envision how it might relate to my goals and 
objectives?  

7. Caring personality—Does this person give me a feeling of warmth and friendship? Would 
I give this person responsibility over my money when it comes to a trusted relationship? 
Do we have compatible personalities and similar thoughts in dealing and thinking about 
money?  

Conclusion 

This chapter focused on the issues related to investment services. We will continue to see an 
ever-expanding array of opportunities to help individual clients become financially successful in 
the future. The ever-changing face of financial services along with more modern 
advancements and tax law changes will continue to challenge our existence as investment 
professionals. Faced with this reality, are you up to the task? Are you willing to take the bull by 
the horn and ride off into the sunset with a determination to face future challenges? 

With more competition facing us every day, we need to make a solid commitment as to the 
type of services that we will provide to clients and stick with it. Most importantly, you must 
decide which areas in the investment field you like the best. If you could become an expert in 
just one area, what would it be, and how would you plan to make a future career practicing it? 
How do you plan to become known as an expert in your field? How will you market yourself as 
a financial professional? These are the questions that you must answer now as you prepare 
for the challenges that lie ahead in the 21st century. 
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Conclusion 
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This book has given you the opportunity to learn about the fundamentals of a dynamic stock 
market as it relates to the 21st century. Needless to say, we have an ongoing challenge to stay 
ahead of our competition as the financial services industry changes in the future. Our clients 
look to us to attain the highest level of competence and to apply our knowledge to help 
improve their financial lives. Are you up to this ongoing challenge for the future? 

As a professional certified financial planner; I am prepared to fit the responsibilities of the 
Client’s Bill of Rights (see Appendix). When someone comes into my office, he or she can ask 
questions that pertain to each amendment, and I am prepared to answer each one. Most 
importantly, my job is to prove that I can live up to his or her expectations. 

As an entry-level or seasonal professional, you should also be asking serious questions about 
how you want to develop and keep clients in the future. This includes the type of firm in which 
you would like to affiliate with for a career. Large broker-dealers typically have extensive 
training programs, good retirement benefits, and extensive home-office support. The tradeoff is 
that should you ever decide to leave and take your book of clients elsewhere, you might lose a 
large number of accounts that will be claimed by the broker-dealer as being proprietary. 
Therefore, investigate your options thoroughly before affiliating with any investment company. 

On the contrary should you decide to become your own boss and open an independent 
business, there are tremendous rewards as well as some risks. As an entrepreneur, you run a 
business in order to make a profit. You will be in control of all income based on how hard you 
work. Likewise, you should manage expenses by being well organized. Independent broker-
dealers are set up in order to help professional people run their businesses efficiently and 
minimize failures. 

As the president of your own company, you should be completely free to pick and choose the 
investment products that you feel are best suited for each client. There should be no conflict of 
interest regarding which investments you have to sell or to whom they are sold. An 
independent broker-dealer can give extensive office support for your business while offering 
many quality investment products to solve client financial needs. 

Should you decide to explore this avenue, I highly recommend you consider independent 
broker-dealers who are prepared for the challenges that lie ahead, especially with regard to 
future technology. Not only visit their Web sites, but talk to financial professionals whom you 
know and trust, and who can tell you about reputable firms. I have found that many of my 
clients want to work with someone who is independent so they never have to worry about 
conflicts of interest when I recommend investment products. In this way, I am completely free 
to fulfill their Bill of Rights at all times. 

Should you have questions regarding any topic in this book, please feel free to e-mail me at 
busbwyss@admiral.umsl.edu. You can also visit my Web site at www.creativeassetmgmt.com 
or call me in St. Louis at (636) 256–2666. Good luck in your future endeavors, and I look 
forward to hearing about your highly successful career. 
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Appendix 
A Client’s Bill of Rights
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Amendment 1. I have the right to deal with someone I can trust. 

Amendment 2. I have the right to deal with someone who has a special area of expertise or 
unique capability not found in other people. 

Amendment 3. I have the right to deal with someone who listens to me and takes an interest in 
my needs and concerns. 

Amendment 4. I have the right to deal with someone who not only critically evaluates a variety 
of investment and insurance products, but also offers them with an eye towards 
appropriateness and suitability 

Amendment 5. I have the right to expect performance. This means not only from the 
investment and insurance products we select, but also from performance in enhancing my 
overall financial well-being. 

Amendment 6. I have the right to deal with someone who instills in me the feeling that my 
money is being treated as though it were their own. 

Amendment 7. I have the right to deal with someone who prioritizes my shortand-long-term 
goals, and develops a plan so I can achieve them in the most efficient manner. 

Amendment 8. I have the right to deal with someone who delivers information to me at a level 
which I can understand. 

Amendment 9. I have the right to deal with someone who is committed to working with me over 
a long period of time. 

Amendment 10. I have the right to deal with someone who, by virtue of education, experience, 
technical competence, and adherence to ethical practices, is recognized as a top professional 
in their field. 
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