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Preface

The pleasure of authoring a textbook comes from writing about a subject that we enjoy and
find exciting. As authors, we hope that we can pass on to the reader not only knowledge but
also the excitement that we feel for the subject. In addition, writing about investments brings
an added stimulant because the subject can affect the reader during his or her entire business
career and beyond. We hope that what readers derive from this course will help them enjoy
better lives through managing their financial resources properly.

The purpose of this book is to help you learn how to manage your money so you will de-
rive the maximum benefit from what you earn. To accomplish this purpose, you need to learn
about the many investment alternatives that are available today and, what is more important,
to develop a way of analyzing and thinking about investments that will remain with you in the
years ahead when new and different investment opportunities become available.

Because of its dual purpose, the book mixes description and theory. The descriptive mate-
rial discusses available investment instruments and considers the purpose and operation of
capital markets in the United States and around the world. The theoretical portion details
how you should evaluate current investments and future opportunities to develop a portfolio
of investments that will satisfy your risk-return objectives.

Preparing this tenth edition has been challenging for two reasons. First, we continue to experi-
ence rapid changes in the securities markets in terms of theory, new financial instruments, innova-
tive trading practices, and the fallout from the significant credit and liquidity disruption and the
numerous regulatory changes that followed. Second, as mentioned in prior editions, capital markets
continue to become very global in nature. Consequently, early in the book we present the compel-
ling case for global investing. Subsequently, to ensure that you are prepared to function in a global
environment, almost every chapter discusses how investment practice or theory is influenced by the
globalization of investments and capital markets. This completely integrated treatment is to ensure
that you develop a broad mindset on investments that will serve you well in the 21st century.

Intended Market

This text is addressed to both graduate and advanced undergraduate students who are looking
for an in-depth discussion of investments and portfolio management. The presentation of the
material is intended to be rigorous and empirical, without being overly quantitative. A proper
discussion of the modern developments in investments and portfolio theory must be rigorous.
The discussion of numerous empirical studies reflects the belief that it is essential for alterna-
tive investment theories to be exposed to the real world and be judged on the basis of how well
they help us understand and explain reality.

Key Features of the Tenth Edition

When planning the tenth edition of Investment Analysis and Portfolio Management, we wanted
to retain its traditional strengths and capitalize on new developments in the investments area
to make it the most comprehensive investments textbook available.

First, the current edition maintains its unparalleled international coverage. Investing knows
no borders, and although the total integration of domestic and global investment opportunities
may seem to contradict the need for separate discussions of international issues, it, in fact,
makes the need for specific information on non-U.S. markets, instruments, conventions, and
techniques even more compelling.
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Second, both technology and regulations have caused more significant changes during the last
decade in the functioning and organization of global security markets than during the prior
40 years. Chapter 4 contains a detailed discussion of this evolution and the results for global markets.

Third, today’s investing environment includes derivative securities not as exotic anomalies but
as standard investment instruments. We felt that Investment Analysis and Portfolio Management
must reflect that reality. Consequently, our four chapters on derivatives are written to provide the
reader with an intuitive, clear discussion of the different instruments, their markets, valuation,
trading strategies, and general use as risk management and return enhancement tools.

Fourth, we have added many new questions and problems to the end-of-chapter material to
provide more student practice on executing computations concerned with more sophisticated
investment problems.

Fifth, we have updated and enhanced the collection of Thomson ONE: Business School Edi-
tion (BSE) exercises in several end-of-chapter problem sets. Thomson ONE: BSE is a profes-
sional analytical package used by professionals worldwide. Our text allows one-year access for
students to Thomson ONE: BSE, which contains information on firms, including financial
statement comparisons with competitors, stock price information, and indexes for comparing
firm performance against the market or sector. Thomson ONE: BSE is a great package for
hands-on learning, which rivals or exceeds that offered by other textbook publishers.

Major Content Changes in the Tenth Edition

The text has been thoroughly updated for currency. In addition to these time-related revisions,
we have also made the following specific changes to individual chapters:

Chapter 3 The updated evidence of returns (through 2010) continues to support global diver-
sification, and an updated study on global assets supports the use of a global measure of sys-
tematic risk to explain asset returns. Also, we consider new investment instruments available
for global investors, including global index funds and the continued growth of exchange-
traded funds (ETFs) for numerous countries and sectors.

Chapter 4 Because of the continuing growth in trading volume handled by electronic commu-
nications networks (ECNs), this chapter was heavily rewritten to discuss in detail the signifi-
cant changes in the market as well as the results of this new environment including the “flash
crash” in 2008. This includes a discussion on the continuing changes on the NYSE during
2008-2011. We also consider the rationale for the continuing consolidation of global ex-
changes across asset classes of stocks, bonds, and derivatives. In addition, we document recent
mergers and discuss several proposed and failed mergers. Finally, we note that the corporate
bond market continues to experience major changes in how and when trades are reported
and the number of bond issues involved.

Chapter 5 This chapter contains a discussion of fundamental weighted stock and bond indexes
that use sales and earnings to weight components rather than market value. Also included is
an updated analysis of the relationship among indexes.

Chapter 6 New studies that both support the efficient market hypothesis but also provide new ev-
idence of anomalies are examined in this chapter. There is also discussion of behavioral finance and
how it explains many of the anomalies. Further, we discuss the implications of the recent changes
in the cost of trading (considered in Chapter 4) on some of the empirical results of prior studies.

Chapter 8 This chapter has been revised to enhance the presentation of the important transition be-
tween modern portfolio theory and the Capital Asset Pricing Model (CAPM) in a more intuitive way,
including a new section on industry-specific characteristic lines. The discussion contains several exam-
ples of how the CAPM is measured and used in practice, in both the United States and global markets.

Chapter 9 The discussion of the theory and practice of using multifactor models of risk
and expected return has been updated and expanded. The connection between the Arbitrage
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Pricing Theory (APT) and empirical implementations of the APT continues to be stressed,
both conceptually and with several revised examples using Morningstar style classification data.

Chapter 10 This chapter contains a detailed comparison of alternative cash flow specifications
and how they are used in valuation models and credit analysis. When we apply the extensive
ratio analysis to Walgreens, it uncovers several changes in the performance by Walgreens,
which highlights the usefulness of the analysis.

Chapter 11 Here we emphasize the two alternative approaches to valuation (present value of
cash flows and relative valuation). An updated presentation of the yield spread during the
2008-2010 period enforces the importance of the changing risk premium.

Chapter 12 This chapter both considers the macroeconomic variables that affect capital mar-
kets and demonstrates the microvaluation of these markets. The demonstration was very chal-
lenging and insightful due to the economic and market environment in 2008-2011.

Chapter 13 We continue to emphasize the importance of the macroanalysis of an industry and
the large impact this has on the subsequent valuation of the industry.

Chapter 14 We advocate a two-part analysis that first involves a deep analysis of a company
to understand both its business and financial risk and its growth outlook. The second part of
the analysis is a stock valuation component that depends upon the company analysis for in-
puts. The result is two decisions—one on the company and the second on the stock. It is em-
phasized that these decisions do not have to be the same (e.g., the stock of a good company
may be a poor stock—it may be overvalued).

Chapter 16 This chapter contains an enhanced discussion of the relative merits of passive versus
active management techniques for equity portfolio management focusing on the important role of
tracking error. Expanded material on measuring the tax efficiency of an equity portfolio has been
introduced, along with additional analysis of equity portfolio investment strategies, including fun-
damental and technical approaches, as well as a detailed description of equity style analysis.

Chapter 17 Because of the major credit-liquidity problems encountered in the U.S. bond mar-
ket during 2007-2009, which continue to impact security markets around the world, several
topics in the chapter have been added or adjusted. This includes discussions on government-
sponsored entities (GSEs), bond-rating firms, municipal bond insurance, collateralized debt
obligations (CDOs), auction-rate securities, and covered bonds.

Chapter 18 We discuss four specifications of duration including the strengths and problems
for each of them. Similarly, we consider three yield spreads—traditional spreads, static yield
spreads, and option adjusted spreads (OAS)—and the relationships among them.

Chapter 19 This chapter on bond portfolio management strategies has been enhanced and revised
to include an extended discussion comparing active and passive fixed-income strategies, as well as
new and updated examples of how the bond immunization process functions. Both new and up-
dated material on how the investment style of a fixed-income portfolio is defined and measured in
practice has also been included, along with new examples of active bond management strategies.

Chapter 20 Expanded discussions of the fundamentals associated with using derivative securities
(e.g., interpreting price quotations, basic payoff diagrams, basic strategies) are included in this chap-
ter. We also provide updated examples of both basic and intermediate risk management applications
using derivative positions, as well as new material on how these contracts trade in the marketplace.

Chapter 21 New and updated examples and applications are provided throughout the chapter,
emphasizing the role that forward and futures contracts play in managing exposures to equity,
fixed-income, and foreign exchange risk. Also included is an enhanced discussion of how fu-
tures and forward markets are structured and operate.

Chapter 22 Here we expand the discussion linking valuation and applications of call and put
options in the context of investment management. The chapter contains both new and
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updated examples designed to illustrate how investors use options in practice, as well as a dis-
cussion of the recent changes to options markets.

Chapter 23 This chapter includes a revised discussion of several advanced derivative applica-
tions (e.g., swap contracting, convertible securities, structured notes, real options), as well as
updated examples and applications of each of these applications. An extensive discussion of
how credit default derivatives are used in practice has also been updated.

Chapter 24 Contained in this chapter is a revised and updated discussion of the organization
and participants in the professional asset management industry. Of particular note is an exten-
sive update of the structure and strategies employed by hedge funds as well as enhanced anal-
ysis of how private equity funds function. The discussion of ethics and regulation in the asset
management industry that concludes the chapter has also been updated and expanded.

Chapter 25 An updated and considerably expanded application of the performance measure-
ment techniques introduced throughout the chapter is provided, including new material re-
garding the calculation of information ratios. The discussion emphasizes how the concept of
“downside” risk can be incorporated into the performance measurement process and the ex-
amination of techniques that focus on the security holdings of a manager’s portfolio, rather
than the returns that the portfolio generates.

Supplement Package

Preparation of the tenth edition provided the opportunity to enhance the supplement products
offered to instructors and students who use Investment Analysis and Portfolio Management.
The result of this examination is a greatly improved package that provides more than just ba-
sic answers and solutions. We are indebted to the supplement writers who devoted their time,
energy, and creativity to making this supplement package the best it has ever been.

STOCK-TRAK® Thousands of students every year use STOCK-TRAK® to practice invest-
ment strategies, test theories, practice day trading, and learn about the various markets. A cou-
pon for a price reduction for this optional stock simulation is included with the text.

Instructor’s Manual The Instructor’s Manual is available on the IRCD. Written by Narendar Rao
at Northeastern Illinois University, it contains a brief outline of each chapter’s key concepts and
equations, which can be easily copied and distributed to students as a reference tool.

Test Bank The Test Bank, written by Brian Boscaljon at Penn State University-Erie, includes
an extensive set of new questions and problems and complete solutions to the testing material.
The Test Bank is available on the IRCD. For instructors who would like to prepare their exams
electronically, the ExamView version contains all the test questions found in the printed ver-
sion. It is available on the IRCD.

Solutions Manual This contains all the answers to the end-of-chapter questions and solutions to
end-of-chapter problems. Edgar A. Norton at Illinois State University was ever-diligent in the prepa-
ration of these materials, ensuring the most error-free solutions possible. It is available on the IRCD.

Lecture Presentation Software A comprehensive set of PowerPoint slides created by Yulong Ma
at California State University, Long Beach, is available on the IRCD. Each chapter has a self-
contained presentation that covers all the key concepts, equations, and examples within the chap-
ter. The files can be used as is for an innovative, interactive class presentation. Instructors who
have access to Microsoft PowerPoint can modify the slides in any way they wish, adding or delet-
ing materials to match their needs.

Website The text’s Website can be accessed through http://login.cengage.com/ and includes
up-to-date teaching and learning aids for instructors and students. The Instructor’s Manual,
Test Bank, and PowerPoint slides are available to instructors for download. If they choose to,
instructors may post, on a password-protected site only, the PowerPoint presentation for their
students.
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The chapters in this section will provide a background for your study of investments by
answering the following questions:

«  Why do people invest?

« How do you measure the returns and risks for alternative investments?

o What factors should you consider when you make asset allocation decisions?

o What investments are available?

o How do securities markets function?

« How and why are securities markets in the United States and around the world
changing?

o What are the major uses of security-market indexes?

o How can you evaluate the market behavior of common stocks and bonds?

o What factors cause differences among stock- and bond-market indexes?

In the first chapter, we consider why an individual would invest, how to measure the rates of
return and risk for alternative investments, and what factors determine an investor’s required
rate of return on an investment. The latter point will be important in subsequent analyses
when we work to understand investor behavior, the markets for alternative securities, and the
valuation of various investments.

Because the ultimate decision facing an investor is the makeup of his or her portfolio,
Chapter 2 deals with the all-important asset allocation decision. This includes specific steps
in the portfolio management process and factors that influence the makeup of an investor’s
portfolio over his or her life cycle.

To minimize risk, investment theory asserts the need to diversify. Chapter 3 begins our ex-
ploration of investments available to investors by making an overpowering case for investing
globally rather than limiting choices to only U.S. securities. Building on this premise, we dis-
cuss several investment instruments found in global markets. We conclude the chapter with a
review of the historical rates of return and measures of risk for a number of alternative asset
groups.

In Chapter 4, we examine how markets work in general, and then specifically focus on the
purpose and function of primary and secondary bond and stock markets. During the last 15
years, significant changes have occurred in the operation of the securities market, including a
trend toward a global capital market, electronic trading markets, and substantial worldwide
consolidation. After discussing these changes and the rapid development of new capital mar-
kets around the world, we speculate about how global markets will continue to consolidate and
will increase available investment alternatives.

Investors, market analysts, and financial theorists generally gauge the behavior of securities
markets by evaluating the return and risk implied by various market indexes and evaluate
portfolio performance by comparing a portfolio’s results to an appropriate benchmark. Be-
cause these indexes are used to make asset allocation decisions and then to evaluate portfolio
performance, it is important to have a deep understanding of how they are constructed and
the numerous alternatives available. Therefore, in Chapter 5, we examine and compare a num-
ber of stock-market and bond-market indexes available for the domestic and global markets.

This initial section provides the framework for you to understand various securities, how to
allocate among alternative asset classes, the markets where these securities are bought and sold,
the indexes that reflect their performance, and how you might manage a collection of invest-
ments in a portfolio. Specific portfolio management techniques are described in later chapters.



CHAPTER 1

The Investment Setting

After you read this chapter, you should be able to answer the following questions:

o  Why do individuals invest?

o Whatis an investment?

o How do investors measure the rate of return on an investment?

o How do investors measure the risk related to alternative investments?

o What factors contribute to the rates of return that investors require on alternative investments?

*  What macroeconomic and microeconomic factors contribute to changes in the required rates of return for

investments?

This initial chapter discusses several topics basic to the subsequent chapters. We begin by defin-
ing the term investment and discussing the returns and risks related to investments. This leads to
a presentation of how to measure the expected and historical rates of returns for an individual
asset or a portfolio of assets. In addition, we consider how to measure risk not only for an indi-
vidual investment but also for an investment that is part of a portfolio.

The third section of the chapter discusses the factors that determine the required
rate of return for an individual investment. The factors discussed are those that con-
tribute to an asset’s total risk. Because most investors have a portfolio of investments,
it is necessary to consider how to measure the risk of an asset when it is a part of a
large portfolio of assets. The risk that prevails when an asset is part of a diversified
portfolio is referred to as its systematic risk.

The final section deals with what causes changes in an asset’s required rate of return
over time. Notably, changes occur because of both macroeconomic events that affect all
investment assets and microeconomic events that affect the specific asset.

1.1 WHAT Is AN INVESTMENT?

For most of your life, you will be earning and spending money. Rarely, though, will your current
money income exactly balance with your consumption desires. Sometimes, you may have more
money than you want to spend; at other times, you may want to purchase more than you can af-
ford based on your current income. These imbalances will lead you either to borrow or to save to
maximize the long-run benefits from your income.

When current income exceeds current consumption desires, people tend to save the excess.
They can do any of several things with these savings. One possibility is to put the money un-
der a mattress or bury it in the backyard until some future time when consumption desires
exceed current income. When they retrieve their savings from the mattress or backyard, they
have the same amount they saved.
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Another possibility is that they can give up the immediate possession of these savings for a
future larger amount of money that will be available for future consumption. This trade-off of
present consumption for a higher level of future consumption is the reason for saving. What
you do with the savings to make them increase over time is investment.'

Those who give up immediate possession of savings (that is, defer consumption) expect to receive
in the future a greater amount than they gave up. Conversely, those who consume more than their
current income (that is, borrow) must be willing to pay back in the future more than they borrowed.

The rate of exchange between future consumption (future dollars) and current consumption (cur-
rent dollars) is the pure rate of interest. Both people’s willingness to pay this difference for borrowed
funds and their desire to receive a surplus on their savings (i.e., some rate of return) give rise to an
interest rate referred to as the pure time value of money. This interest rate is established in the capi-
tal market by a comparison of the supply of excess income available (savings) to be invested and the
demand for excess consumption (borrowing) at a given time. If you can exchange $100 of certain
income today for $104 of certain income one year from today, then the pure rate of exchange on a
risk-free investment (that is, the time value of money) is said to be 4 percent (104/100 — 1).

The investor who gives up $100 today expects to consume $104 of goods and services in the
future. This assumes that the general price level in the economy stays the same. This price sta-
bility has rarely been the case during the past several decades when inflation rates have varied
from 1.1 percent in 1986 to as much as 13.3 percent in 1979, with a geometric average of 4.4
percent a year from 1970 to 2010. If investors expect a change in prices, they will require a
higher rate of return to compensate for it. For example, if an investor expects a rise in prices
(that is, he or she expects inflation) at the annual rate of 2 percent during the period of invest-
ment, he or she will increase the required interest rate by 2 percent. In our example, the inves-
tor would require $106 in the future to defer the $100 of consumption during an inflationary
period (a 6 percent nominal, risk-free interest rate will be required instead of 4 percent).

Further, if the future payment from the investment is not certain, the investor will demand
an interest rate that exceeds the nominal risk-free interest rate. The uncertainty of the pay-
ments from an investment is the investment risk. The additional return added to the nominal,
risk-free interest rate is called a risk premium. In our previous example, the investor would re-
quire more than $106 one year from today to compensate for the uncertainty. As an example,
if the required amount were $110, $4 (4 percent) would be considered a risk premium.

1.1.1 Investment Defined

From our discussion, we can specify a formal definition of an investment. Specifically, an
investment is the current commitment of dollars for a period of time in order to derive future pay-
ments that will compensate the investor for (1) the time the funds are committed, (2) the expected
rate of inflation during this time period, and (3) the uncertainty of the future payments. The “inves-
tor” can be an individual, a government, a pension fund, or a corporation. Similarly, this definition
includes all types of investments, including investments by corporations in plant and equipment and
investments by individuals in stocks, bonds, commodities, or real estate. This text emphasizes invest-
ments by individual investors. In all cases, the investor is trading a known dollar amount today for
some expected future stream of payments that will be greater than the current dollar amount today.

At this point, we have answered the questions about why people invest and what they want from
their investments. They invest to earn a return from savings due to their deferred consumption.
They want a rate of return that compensates them for the time period of the investment, the ex-
pected rate of inflation, and the uncertainty of the future cash flows. This return, the investor’s
required rate of return, is discussed throughout this book. A central question of this book is how
investors select investments that will give them their required rates of return.

'In contrast, when current income is less than current consumption desires, people borrow to make up the difference.
Although we will discuss borrowing on several occasions, the major emphasis of this text is how to invest savings.
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The next section of this chapter describes how to measure the expected or historical rate of re-
turn on an investment and also how to quantify the uncertainty (risk) of expected returns. You
need to understand these techniques for measuring the rate of return and the uncertainty of these
returns to evaluate the suitability of a particular investment. Although our emphasis will be on fi-
nancial assets, such as bonds and stocks, we will refer to other assets, such as art and antiques.
Chapter 3 discusses the range of financial assets and also considers some nonfinancial assets.

1.2 MEASURES OF RETURN AND RISK

The purpose of this book is to help you understand how to choose among alternative invest-
ment assets. This selection process requires that you estimate and evaluate the expected risk-
return trade-offs for the alternative investments available. Therefore, you must understand
how to measure the rate of return and the risk involved in an investment accurately. To meet
this need, in this section we examine ways to quantify return and risk. The presentation will
consider how to measure both historical and expected rates of return and risk.

We consider historical measures of return and risk because this book and other publica-
tions provide numerous examples of historical average rates of return and risk measures for
various assets, and understanding these presentations is important. In addition, these historical
results are often used by investors when attempting to estimate the expected rates of return
and risk for an asset class.

The first measure is the historical rate of return on an individual investment over the time
period the investment is held (that is, its holding period). Next, we consider how to measure
the average historical rate of return for an individual investment over a number of time peri-
ods. The third subsection considers the average rate of return for a portfolio of investments.

Given the measures of historical rates of return, we will present the traditional measures of
risk for a historical time series of returns (that is, the variance and standard deviation).

Following the presentation of measures of historical rates of return and risk, we turn to
estimating the expected rate of return for an investment. Obviously, such an estimate contains
a great deal of uncertainty, and we present measures of this uncertainty or risk.

1.2.1 Measures of Historical Rates of Return

When you are evaluating alternative investments for inclusion in your portfolio, you will often be
comparing investments with widely different prices or lives. As an example, you might want to
compare a $10 stock that pays no dividends to a stock selling for $150 that pays dividends of $5
a year. To properly evaluate these two investments, you must accurately compare their historical
rates of returns. A proper measurement of the rates of return is the purpose of this section.

When we invest, we defer current consumption in order to add to our wealth so that we
can consume more in the future. Therefore, when we talk about a return on an investment,
we are concerned with the change in wealth resulting from this investment. This change in
wealth can be either due to cash inflows, such as interest or dividends, or caused by a change
in the price of the asset (positive or negative).

If you commit $200 to an investment at the beginning of the year and you get back $220 at
the end of the year, what is your return for the period? The period during which you own an
investment is called its holding period, and the return for that period is the holding period
return (HPR). In this example, the HPR is 1.10, calculated as follows:

Ending Value of Investment

1.1 HPR = ———
Beginning Value of Investment

$220

=——=1.10
$200
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This HPR value will always be zero or greater—that is, it can never be a negative value. A
value greater than 1.0 reflects an increase in your wealth, which means that you received
a positive rate of return during the period. A value less than 1.0 means that you suffered a
decline in wealth, which indicates that you had a negative return during the period. An HPR
of zero indicates that you lost all your money (wealth) invested in this asset.

Although HPR helps us express the change in value of an investment, investors generally
evaluate returns in percentage terms on an annual basis. This conversion to annual percentage
rates makes it easier to directly compare alternative investments that have markedly different
characteristics. The first step in converting an HPR to an annual percentage rate is to derive a
percentage return, referred to as the holding period yield (HPY). The HPY is equal to the
HPR minus 1.

1.2 HPY = HPR -1

In our example:

HPY=1.10-1=0.10

=10%
To derive an annual HPY, you compute an annual HPR and subtract 1. Annual HPR is
found by:
1.3 Annual HPR = HPR'"
where:

n = number of years the investment is held
Consider an investment that cost $250 and is worth $350 after being held for two years:

Ending Value of Investment  $350

HPR= — -
Beginning Value of Investment $250
=1.40
Annual HPR = 1.40"/"
=1.40"/?
=1.1832
Annual HPY =1.1832-1=0.1832

=18.32%
If you experience a decline in your wealth value, the computation is as follows:

Ending Value  $400

HPR = — =
Beginning Value  $500
HPY =0.80-1.00=-0.20= -20%

=0.80

A multiple-year loss over two years would be computed as follows:
HPR - En.din.g Value _ $750
Beginning Value  $1,000
Annual HPR = (0.75)"/" =0.75"/
= 0.866
Annual HPY = 0.866—1.00= —0.134= -13.4%

=0.75
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In contrast, consider an investment of $100 held for only six months that earned a return of $12:

112
Her= 12 1 1 (n=0.5)
100

Annual HPR=1.12"/"
=1.12%
=1.2544
Annual HPY =1.2544 —1=0.2544
=25.44%

Note that we made some implicit assumptions when converting the six-month HPY to an
annual basis. This annualized holding period yield computation assumes a constant annual
yield for each year. In the two-year investment, we assumed an 18.32 percent rate of return
each year, compounded. In the partial year HPR that was annualized, we assumed that the re-
turn is compounded for the whole year. That is, we assumed that the rate of return earned
during the first half of the year is likewise earned on the value at the end of the first six
months. The 12 percent rate of return for the initial six months compounds to 25.44 percent
for the full year.” Because of the uncertainty of being able to earn the same return in the future
six months, institutions will typically not compound partial year results.

Remember one final point: The ending value of the investment can be the result of a posi-
tive or negative change in price for the investment alone (for example, a stock going from $20
a share to $22 a share), income from the investment alone, or a combination of price change
and income. Ending value includes the value of everything related to the investment.

1.2.2 Computing Mean Historical Returns

Now that we have calculated the HPY for a single investment for a single year, we want to con-
sider mean rates of return for a single investment and for a portfolio of investments. Over a
number of years, a single investment will likely give high rates of return during some years and
low rates of return, or possibly negative rates of return, during others. Your analysis should con-
sider each of these returns, but you also want a summary figure that indicates this investment’s
typical experience, or the rate of return you might expect to receive if you owned this investment
over an extended period of time. You can derive such a summary figure by computing the mean
annual rate of return (its HPY) for this investment over some period of time.

Alternatively, you might want to evaluate a portfolio of investments that might include sim-
ilar investments (for example, all stocks or all bonds) or a combination of investments (for ex-
ample, stocks, bonds, and real estate). In this instance, you would calculate the mean rate of
return for this portfolio of investments for an individual year or for a number of years.

Single Investment Given a set of annual rates of return (HPYs) for an individual investment,
there are two summary measures of return performance. The first is the arithmetic mean re-
turn, the second is the geometric mean return. To find the arithmetic mean (AM), the sum
(2) of annual HPYs is divided by the number of years (n) as follows:

14 AM = XHPY/n

where:

2HPY = the sum of annual holding period yields

An alternative computation, the geometric mean (GM), is the nth root of the product of the
HPRs for n years minus one.

*To check that you understand the calculations, determine the annual HPY for a three-year HPR of 1.50. (Answer:
14.47 percent.) Compute the annual HPY for a three-month HPR of 1.06. (Answer: 26.25 percent.)
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1.5 GM = [rHPR]'" - 1
where:
7 = the product of the annual holding period returns as follows:

(HPR,) x (HPR,) . . . (HPR,)
To illustrate these alternatives, consider an investment with the following data:

Year Beginning Value Ending Value HPR HPY
1 100.0 115.0 1.15 0.15
2 115.0 138.0 1.20 0.20
3 138.0 110.4 0.80 -0.20

AM =[(0.15) + (0.20) + (- 0.20)]/3
=0.15/3
=0.05=5%

GM =[(1.15) x (1.20) x (0.80)]"/* -1
=(1.104)"° -1
=1.03353 -1
=0.03353 =3.353%

Investors are typically concerned with long-term performance when comparing alternative
investments. GM is considered a superior measure of the long-term mean rate of return be-
cause it indicates the compound annual rate of return based on the ending value of the invest-
ment versus its beginning value.® Specifically, using the prior example, if we compounded
3.353 percent for three years, (1.03353)”, we would get an ending wealth value of 1.104.

Although the arithmetic average provides a good indication of the expected rate of return
for an investment during a future individual year, it is biased upward if you are attempting
to measure an asset’s long-term performance. This is obvious for a volatile security. Consider,
for example, a security that increases in price from $50 to $100 during year 1 and drops back
to $50 during year 2. The annual HPYs would be:

Year Beginning Value Ending Value HPR HPY
1 50 100 2.00 1.00
2 100 50 0.50 -0.50

This would give an AM rate of return of:
[(1.00) + (-0.50)]/2=.50/2
=0.25=25%
This investment brought no change in wealth and therefore no return, yet the AM rate of re-
turn is computed to be 25 percent.
The GM rate of return would be:
(2.00x0.50)/2 = 1 =(1.00)/2 - 1
=1.00-1=0%

This answer of a 0 percent rate of return accurately measures the fact that there was no change
in wealth from this investment over the two-year period.

*Note that the GM is the same whether you compute the geometric mean of the individual annual holding period
yields or the annual HPY for a three-year period, comparing the ending value to the beginning value, as discussed
earlier under annual HPY for a multiperiod case.
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When rates of return are the same for all years, the GM will be equal to the AM. If the rates
of return vary over the years, the GM will always be lower than the AM. The difference between
the two mean values will depend on the year-to-year changes in the rates of return. Larger an-
nual changes in the rates of return—that is, more volatility—will result in a greater difference
between the alternative mean values. We will point out examples of this in subsequent chapters.

An awareness of both methods of computing mean rates of return is important because most
published accounts of long-run investment performance or descriptions of financial research will
use both the AM and the GM as measures of average historical returns. We will also use both
throughout this book with the understanding that the AM is best used as an expected value for
an individual year, while the GM is the best measure of long-term performance since it measures
the compound annual rate of return for the asset being measured.

A Portfolio of Investments The mean historical rate of return (HPY) for a portfolio of in-
vestments is measured as the weighted average of the HPYs for the individual investments in
the portfolio, or the overall percent change in value of the original portfolio. The weights used
in computing the averages are the relative beginning market values for each investment; this is
referred to as dollar-weighted or value-weighted mean rate of return. This technique is demon-
strated by the examples in Exhibit 1.1. As shown, the HPY is the same (9.5 percent) whether
you compute the weighted average return using the beginning market value weights or if you
compute the overall percent change in the total value of the portfolio.

Although the analysis of historical performance is useful, selecting investments for your
portfolio requires you to predict the rates of return you expect to prevail. The next section dis-
cusses how you would derive such estimates of expected rates of return. We recognize the
great uncertainty regarding these future expectations, and we will discuss how one measures
this uncertainty, which is referred to as the risk of an investment.

1.2.3 Calculating Expected Rates of Return

Risk is the uncertainty that an investment will earn its expected rate of return. In the examples
in the prior section, we examined realized historical rates of return. In contrast, an investor
who is evaluating a future investment alternative expects or anticipates a certain rate of return.
The investor might say that he or she expects the investment will provide a rate of return of 10
percent, but this is actually the investor’s most likely estimate, also referred to as a point esti-
mate. Pressed further, the investor would probably acknowledge the uncertainty of this point
estimate return and admit the possibility that, under certain conditions, the annual rate of re-
turn on this investment might go as low as —10 percent or as high as 25 percent. The point is,
the specification of a larger range of possible returns from an investment reflects the investor’s

Exhibit 1.1 Computation of Holding Period Yield for a Portfolio

Number Beginning Ending
of Beginning Market Ending Market Market Weighted
Investment Shares Price Value Price Value HPR HPY Weight® HPY
A 100,000 $10 $1,000,000 $12 $1,200,000 1.20 20% 0.05 0.01
B 200,000 20 4,000,000 21 4,200,000 1.05 5 0.20 0.01
C 500,000 30 15,000,000 33 16,500,000 1.10 10 0.75 0.075
Total $20,000,000 $21,900,000 0.095
21,900,000
HPR = 56,000,000 = -09°
HPY =1.095-1=0.095
=9.5%

#Weights are based on beginning values.
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uncertainty regarding what the actual return will be. Therefore, a larger range of possible re-
turns implies that the investment is riskier.

An investor determines how certain the expected rate of return on an investment is by ana-
lyzing estimates of possible returns. To do this, the investor assigns probability values to all pos-
sible returns. These probability values range from zero, which means no chance of the return, to
one, which indicates complete certainty that the investment will provide the specified rate of
return. These probabilities are typically subjective estimates based on the historical performance
of the investment or similar investments modified by the investor’s expectations for the future.
As an example, an investor may know that about 30 percent of the time the rate of return on
this particular investment was 10 percent. Using this information along with future expectations
regarding the economy, one can derive an estimate of what might happen in the future.

The expected return from an investment is defined as:

1.6 Expected Return = Z(Probability of Return) x (Possible Return)

i=1

E(R;) =[(P1)(Ry) + (P2)(Ry) + (P3)(Rs) + - - - + (PyuRy)]

=

i=1

Let us begin our analysis of the effect of risk with an example of perfect certainty wherein
the investor is absolutely certain of a return of 5 percent. Exhibit 1.2 illustrates this situation.

Perfect certainty allows only one possible return, and the probability of receiving that return
is 1.0. Few investments provide certain returns and would be considered risk-free investments.
In the case of perfect certainty, there is only one value for P,R;:

E(R;) = (1.0)(0.05) = 0.05 = 5%

In an alternative scenario, suppose an investor believed an investment could provide several
different rates of return depending on different possible economic conditions. As an example, in
a strong economic environment with high corporate profits and little or no inflation, the inves-
tor might expect the rate of return on common stocks during the next year to reach as high

Exhibit 1.2 Probability Distribution for Risk-Free Investment

Probability
1.00

0.75

0.50

0.25

0 1 1 ]
-.05 0.0 0.05 0.10 0.15

Rate of Return
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as 20 percent. In contrast, if there is an economic decline with a higher-than-average rate of
inflation, the investor might expect the rate of return on common stocks during the next year
to be —20 percent. Finally, with no major change in the economic environment, the rate of re-
turn during the next year would probably approach the long-run average of 10 percent.

The investor might estimate probabilities for each of these economic scenarios based on
past experience and the current outlook as follows:

Economic Conditions Probability Rate of Return
Strong economy, no inflation 0.15 0.20
Weak economy, above-average inflation 0.15 -0.20
No major change in economy 0.70 0.10

This set of potential outcomes can be visualized as shown in Exhibit 1.3.
The computation of the expected rate of return [E(R;)] is as follows:

E(R;) =[(0.15)(0.20)] + [(0.15)(=0.20)] + [(0.70)(0.10)]
=0.07

Obviously, the investor is less certain about the expected return from this investment than
about the return from the prior investment with its single possible return.

A third example is an investment with 10 possible outcomes ranging from —40 percent to
50 percent with the same probability for each rate of return. A graph of this set of expectations
would appear as shown in Exhibit 1.4.

In this case, there are numerous outcomes from a wide range of possibilities. The expected
rate of return [E(R;)] for this investment would be:

E(R;) = (0.10)(~0.40) + (0.10)(~0.30) + (0.10)(~0.20) + (0.10)(—0.10) + (0.10)(0.0)
+(0.10)(0.10) + (0.10)(0.20) + (0.10)(0.30) + (0.10)(0.40) + (0.10)(0.50)
= (~0.04) + (=0.03) + (—0.02) + (=0.01) + (0.00) + (0.01) + (0.02) + (0.03)
+(0.04) + (0.05)
=0.05

The expected rate of return for this investment is the same as the certain return discussed in
the first example; but, in this case, the investor is highly uncertain about the actual rate of

Exhibit 1.3 Probability Distribution for Risky Investment with Three Possible

Rates of Return
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Exhibit 1.4 Probability Distribution for Risky Investment with 10 Possible

Rates of Return

Probability
0.15
0.10
0.05
0
-040 -030 -0.20 -0.10 0.0 0.10 0.20 0.30 0.40 0.50
Rate of Return

return. This would be considered a risky investment because of that uncertainty. We would
anticipate that an investor faced with the choice between this risky investment and the certain
(risk-free) case would select the certain alternative. This expectation is based on the belief that
most investors are risk averse, which means that if everything else is the same, they will select
the investment that offers greater certainty (i.e., less risk).

1.2.4 Measuring the Risk of Expected Rates of Return

We have shown that we can calculate the expected rate of return and evaluate the uncertainty,
or risk, of an investment by identifying the range of possible returns from that investment and
assigning each possible return a weight based on the probability that it will occur. Although
the graphs help us visualize the dispersion of possible returns, most investors want to quantify
this dispersion using statistical techniques. These statistical measures allow you to compare the
return and risk measures for alternative investments directly. Two possible measures of risk
(uncertainty) have received support in theoretical work on portfolio theory: the variance and
the standard deviation of the estimated distribution of expected returns.

In this section, we demonstrate how variance and standard deviation measure the disper-
sion of possible rates of return around the expected rate of return. We will work with the ex-
amples discussed earlier. The formula for variance is as follows:

1.7 Variance (%) = Z(Probability) X

i=1

=S ()R- E(R)

i=1

1 Possible  Expected \ *
Return ~ Return

Variance The larger the variance for an expected rate of return, the greater the dispersion of
expected returns and the greater the uncertainty, or risk, of the investment. The variance for
the perfect-certainty (risk-free) example would be:

(%)= PR~ E(R)

i=1

=1.0(0.05-0.05)* =1.0(0.0) =0
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Note that, in perfect certainty, there is no variance of return because there is no deviation from
expectations and, therefore, no risk or uncertainty. The variance for the second example would be:

() =3 PR ~ER)P

=[(0.15)(0.20 —0.07)* + (0.15)(~0.20 — 0.07)* + (0.70)(0.10 — 0.07)’]
=[0.010935 +0.002535 +0.00063]
=0.0141

Standard Deviation The standard deviation is the square root of the variance:

1.8 Standard Deviation = \/ Z Pi[R;-E (R,~)]2
i=1

For the second example, the standard deviation would be:

0=v0.0141

=0.11874=11.874%

Therefore, when describing this investment example, you would contend that you expect a re-
turn of 7 percent, but the standard deviation of your expectations is 11.87 percent.

A Relative Measure of Risk In some cases, an unadjusted variance or standard deviation
can be misleading. If conditions for two or more investment alternatives are not similar—that
is, if there are major differences in the expected rates of return—it is necessary to use a mea-
sure of relative variability to indicate risk per unit of expected return. A widely used relative
measure of risk is the coefficient of variation (CV), calculated as follows:

Standard Deviation of Returns

Coefficient of Variation (CV) =
19 oefficient of Variation (CV) Expected Rate of Return
— i
- E(R)
The CV for the preceding example would be:
0.11874
V =
0.07000
=1.696

This measure of relative variability and risk is used by financial analysts to compare alter-
native investments with widely different rates of return and standard deviations of returns. As
an illustration, consider the following two investments:

Investment A Investment B
Expected return 0.07 0.12
Standard deviation 0.05 0.07

Comparing absolute measures of risk, investment B appears to be riskier because it has a stan-
dard deviation of 7 percent versus 5 percent for investment A. In contrast, the CV figures
show that investment B has less relative variability or lower risk per unit of expected return
because it has a substantially higher expected rate of return:

0.05
CVpa=—-=0.714
0.07

0.07
CVp=——==0.583
0.12
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1.2.5 Risk Measures for Historical Returns
To measure the risk for a series of historical rates of returns, we use the same measures as for
expected returns (variance and standard deviation) except that we consider the historical hold-
ing period yields (HPYs) as follows:
1.10 o*= | [HPY;-E(HPY)]’| / n
i=1

where:

o =the variance of the series

HPY; =the holding period yield during period i
E(HPY) =the expected value of the holding period yield that is equal to the
arithmetic mean (AM) of the series

n =the number of observations

The standard deviation is the square root of the variance. Both measures indicate how much
the individual HPYs over time deviated from the expected value of the series. An example com-
putation is contained in the appendix to this chapter. As is shown in subsequent chapters where
we present historical rates of return for alternative asset classes, presenting the standard devia-
tion as a measure of risk (uncertainty) for the series or asset class is fairly common.

1.3 DETERMINANTS OF REQUIRED RATES oF RETURN

In this section, we continue our discussion of factors that you must consider when selecting
securities for an investment portfolio. You will recall that this selection process involves find-
ing securities that provide a rate of return that compensates you for: (1) the time value of
money during the period of investment, (2) the expected rate of inflation during the period,
and (3) the risk involved.

The summation of these three components is called the required rate of return. This is the
minimum rate of return that you should accept from an investment to compensate you for
deferring consumption. Because of the importance of the required rate of return to the total
investment selection process, this section contains a discussion of the three components and
what influences each of them.

The analysis and estimation of the required rate of return are complicated by the behavior of
market rates over time. First, a wide range of rates is available for alternative investments at any
time. Second, the rates of return on specific assets change dramatically over time. Third, the dif-
ference between the rates available (that is, the spread) on different assets changes over time.

The yield data in Exhibit 1.5 for alternative bonds demonstrate these three characteristics.
First, even though all these securities have promised returns based upon bond contracts, the
promised annual yields during any year differ substantially. As an example, during 2009 the av-
erage yields on alternative assets ranged from 0.15 percent on T-bills to 7.29 percent for Baa cor-
porate bonds. Second, the changes in yields for a specific asset are shown by the three-month
Treasury bill rate that went from 4.48 percent in 2007 to 0.15 percent in 2009. Third, an exam-
ple of a change in the difference between yields over time (referred to as a spread) is shown by
the Baa-Aaa spread.* The yield spread in 2007 was 91 basis points (6.47-5.56), but the spread in
2009 increased to 198 basis points (7.29-5.31). (A basis point is 0.01 percent.)

*Bonds are rated by rating agencies based upon the credit risk of the securities, that is, the probability of default. Aaa
is the top rating Moody’s (a prominent rating service) gives to bonds with almost no probability of default. (Only
U.S. Treasury bonds are considered to be of higher quality.) Baa is a lower rating Moody’s gives to bonds of generally
high quality that have some possibility of default under adverse economic conditions.
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Exhibit 1.5 Promised Yields on Alternative Bonds

Type of Bond

2004 2005 2006 2007 2008 2009 2010

U.S. government 3-month Treasury bills 1.37% 3.16% 4.73% 4.48% 1.37% 0.15%  0.14%

U.S. government 10-year bonds 2.79 3.93 4.77 4.94 3.66 3.26 3.22
Aaa corporate bonds 5.63 5.24 5.59 5.56 5.63 5.31 4.94
Baa corporate bonds 6.39 6.06 6.48 6.47 7.44 7.29 6.04

Source: Federal Reserve Bulletin, various issues.

Because differences in yields result from the riskiness of each investment, you must understand
the risk factors that affect the required rates of return and include them in your assessment of
investment opportunities. Because the required returns on all investments change over time, and
because large differences separate individual investments, you need to be aware of the several
components that determine the required rate of return, starting with the risk-free rate. In this
chapter we consider the three components of the required rate of return and briefly discuss what
affects these components. The presentation in Chapter 11 on valuation theory will discuss the
factors that affect these components in greater detail.

1.3.1 The Real Risk-Free Rate

The real risk-free rate (RRFR) is the basic interest rate, assuming no inflation and no uncer-
tainty about future flows. An investor in an inflation-free economy who knew with certainty
what cash flows he or she would receive at what time would demand the RRFR on an invest-
ment. Earlier, we called this the pure time value of money, because the only sacrifice the inves-
tor made was deferring the use of the money for a period of time. This RRFR of interest is the
price charged for the risk-free exchange between current goods and future goods.

Two factors, one subjective and one objective, influence this exchange price. The subjective
factor is the time preference of individuals for the consumption of income. When individuals
give up $100 of consumption this year, how much consumption do they want a year from now
to compensate for that sacrifice? The strength of the human desire for current consumption
influences the rate of compensation required. Time preferences vary among individuals, and
the market creates a composite rate that includes the preferences of all investors. This compos-
ite rate changes gradually over time because it is influenced by all the investors in the econ-
omy, whose changes in preferences may offset one another.

The objective factor that influences the RRFR is the set of investment opportunities avail-
able in the economy. The investment opportunities available are determined in turn by the
long-run real growth rate of the economy. A rapidly growing economy produces more and bet-
ter opportunities to invest funds and experience positive rates of return. A change in the econ-
omy’s long-run real growth rate causes a change in all investment opportunities and a change
in the required rates of return on all investments. Just as investors supplying capital should
demand a higher rate of return when growth is higher, those looking to borrow funds to invest
should be willing and able to pay a higher rate of return to use the funds for investment be-
cause of the higher growth rate and better opportunities. Thus, a positive relationship exists
between the real growth rate in the economy and the RRFR.

1.3.2 Factors Influencing the Nominal Risk-Free Rate (NRFR)

Earlier, we observed that an investor would be willing to forgo current consumption in order
to increase future consumption at a rate of exchange called the risk-free rate of interest. This
rate of exchange was measured in real terms because we assume that investors want to
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increase the consumption of actual goods and services rather than consuming the same
amount that had come to cost more money. Therefore, when we discuss rates of interest, we
need to differentiate between real rates of interest that adjust for changes in the general price
level, as opposed to nominal rates of interest that are stated in money terms. That is, nominal
rates of interest that prevail in the market are determined by real rates of interest, plus factors
that will affect the nominal rate of interest, such as the expected rate of inflation and the mon-
etary environment. It is important to understand these factors.

Notably, the variables that determine the RRFR change only gradually because we are concerned
with long-run real growth. Therefore, you might expect the required rate on a risk-free investment
to be quite stable over time. As discussed in connection with Exhibit 1.5, rates on three-month
T-bills were not stable over the period from 2004 to 2010. This is demonstrated with additional
observations in Exhibit 1.6, which contains yields on T-bills for the period 1987-2010.

Investors view T-bills as a prime example of a default-free investment because the govern-
ment has unlimited ability to derive income from taxes or to create money from which to pay
interest. Therefore, one could expect that rates on T-bills should change only gradually. In fact,
the data in Exhibit 1.6 show a highly erratic pattern. Specifically, there was an increase in yields
from 4.64 percent in 1999 to 5.82 percent in 2000 before declining by over 80 percent in three
years to 1.01 percent in 2003, followed by an increase to 4.73 percent in 2006, and concluding at
0.14 percent in 2010. Clearly, the nominal rate of interest on a default-free investment is not sta-
ble in the long run or the short run, even though the underlying determinants of the RRFR are
quite stable. As noted, two other factors influence the nominal risk-free rate (NRFR): (1) the rel-
ative ease or tightness in the capital markets, and (2) the expected rate of inflation.

Conditions in the Capital Market You will recall from prior courses in economics and fi-
nance that the purpose of capital markets is to bring together investors who want to invest sav-
ings with companies or governments who need capital to expand or to finance budget deficits.
The cost of funds at any time (the interest rate) is the price that equates the current supply and
demand for capital. Beyond this long-run equilibrium, change in the relative ease or tightness in
the capital market is a short-run phenomenon caused by a temporary disequilibrium in the sup-
ply and demand of capital.

As an example, disequilibrium could be caused by an unexpected change in monetary pol-
icy (for example, a change in the target federal funds rate) or fiscal policy (for example, a
change in the federal deficit). Such a change in monetary policy or fiscal policy will produce
a change in the NRFR of interest, but the change should be short-lived because, in the longer

Exhibit 1.6 Three-Month Treasury Bill Yields and Rates of Inflation

Year 3-Month T-bills Rate of Inflation Year 3-Month T-bills Rate of Inflation
1987 5.78% 4.40% 1999 4.64% 2.70%
1988 6.67 4.40 2000 5.82 3.40
1989 8.11 4.65 2001 3.40 1.55
1990 7.50 6.11 2002 1.61 2.49
1991 5.38 3.06 2003 1.01 1.87
1992 3.43 2.90 2004 1.37 3.26
1993 3.33 2.75 2005 3.16 3.42
1994 4.25 2.67 2006 4.73 2.54
1995 5.49 2.54 2007 4.48 4.08
1996 5.01 3.32 2008 1.37 0.91
1997 5.06 1.70 2009 0.15 2.72
1998 478 1.61 2010 0.14 1.49

Source: Federal Reserve Bulletin, various issues; Economic Report of the President, various issues.
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run, the higher or lower interest rates will affect capital supply and demand. As an example, an
increase in the federal deficit caused by an increase in government spending (easy fiscal policy)
will increase the demand for capital and increase interest rates. In turn, this increase in interest
rates should cause an increase in savings and a decrease in the demand for capital by corpora-
tions or individuals. These changes in market conditions should bring rates back to the long-
run equilibrium, which is based on the long-run growth rate of the economy.

Expected Rate of Inflation Previously, it was noted that if investors expected the price level
to increase (an increase in the inflation rate) during the investment period, they would require
the rate of return to include compensation for the expected rate of inflation. Assume that you
require a 4 percent real rate of return on a risk-free investment but you expect prices to increase
by 3 percent during the investment period. In this case, you should increase your required rate
of return by this expected rate of inflation to about 7 percent [(1.04 x 1.03) — 1]. If you do not
increase your required return, the $104 you receive at the end of the year will represent a real
return of about 1 percent, not 4 percent. Because prices have increased by 3 percent during the
year, what previously cost $100 now costs $103, so you can consume only about 1 percent more
at the end of the year [($104/103) — 1]. If you had required a 7.12 percent nominal return, your
real consumption could have increased by 4 percent [($107.12/103) — 1]. Therefore, an investor’s
nominal required rate of return on a risk-free investment should be:

1.1 NRFR = [(1 + RRFR) x (1 + Expected Rate of Inflation)] — 1

Rearranging the formula, you can calculate the RRFR of return on an investment as follows:

112 RRER (1 + NRFR of Return) .
) [ (1 +Rate of Inflation)

To see how this works, assume that the nominal return on U.S. government T-bills was 9
percent during a given year, when the rate of inflation was 5 percent. In this instance, the
RRFR of return on these T-bills was 3.8 percent, as follows:

RRFR =[(1+0.09)/(1+0.05)] -1
=1.038-1
=0.038=3.8%

This discussion makes it clear that the nominal rate of interest on a risk-free investment is
not a good estimate of the RRFR, because the nominal rate can change dramatically in the short
run in reaction to temporary ease or tightness in the capital market or because of changes in the
expected rate of inflation. As indicated by the data in Exhibit 1.6, the significant changes in the
average vield on T-bills typically were related to large changes in the rates of inflation. Notably,
2009-2010 were different due to the quantitative easing by the Federal Reserve.

The Common Effect All the factors discussed thus far regarding the required rate of return
affect all investments equally. Whether the investment is in stocks, bonds, real estate, or ma-
chine tools, if the expected rate of inflation increases from 2 percent to 6 percent, the inves-
tor’s required rate of return for all investments should increase by 4 percent. Similarly, if a
decline in the expected real growth rate of the economy causes a decline in the RRFR of 1 per-
cent, the required return on all investments should decline by 1 percent.

1.3.3 Risk Premium

A risk-free investment was defined as one for which the investor is certain of the amount and
timing of the expected returns. The returns from most investments do not fit this pattern. An
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investor typically is not completely certain of the income to be received or when it will be re-
ceived. Investments can range in uncertainty from basically risk-free securities, such as T-bills,
to highly speculative investments, such as the common stock of small companies engaged in
high-risk enterprises.

Most investors require higher rates of return on investments if they perceive that there is
any uncertainty about the expected rate of return. This increase in the required rate of return
over the NRFR is the risk premium (RP). Although the required risk premium represents a
composite of all uncertainty, it is possible to consider several fundamental sources of uncer-
tainty. In this section, we identify and discuss briefly the major sources of uncertainty, includ-
ing: (1) business risk, (2) financial risk (leverage), (3) liquidity risk, (4) exchange rate risk, and
(5) country (political) risk.

Business risk is the uncertainty of income flows caused by the nature of a firm’s business.
The less certain the income flows of the firm, the less certain the income flows to the investor.
Therefore, the investor will demand a risk premium that is based on the uncertainty caused by
the basic business of the firm. As an example, a retail food company would typically experi-
ence stable sales and earnings growth over time and would have low business risk compared
to a firm in the auto or airline industry, where sales and earnings fluctuate substantially over
the business cycle, implying high business risk.

Financial risk is the uncertainty introduced by the method by which the firm finances its
investments. If a firm uses only common stock to finance investments, it incurs only business
risk. If a firm borrows money to finance investments, it must pay fixed financing charges (in
the form of interest to creditors) prior to providing income to the common stockholders, so
the uncertainty of returns to the equity investor increases. This increase in uncertainty because
of fixed-cost financing is called financial risk or financial leverage, and it causes an increase in
the stock’s risk premium. For an extended discussion on this, see Brigham (2010).

Liquidity risk is the uncertainty introduced by the secondary market for an investment.
When an investor acquires an asset, he or she expects that the investment will mature (as
with a bond) or that it will be salable to someone else. In either case, the investor expects to
be able to convert the security into cash and use the proceeds for current consumption or
other investments. The more difficult it is to make this conversion to cash, the greater the li-
quidity risk. An investor must consider two questions when assessing the liquidity risk of an
investment: How long will it take to convert the investment into cash? How certain is the price
to be received? Similar uncertainty faces an investor who wants to acquire an asset: How long
will it take to acquire the asset? How uncertain is the price to be paid?’

Uncertainty regarding how fast an investment can be bought or sold, or the existence of
uncertainty about its price, increases liquidity risk. A U.S. government Treasury bill has almost
no liquidity risk because it can be bought or sold in seconds at a price almost identical to the
quoted price. In contrast, examples of illiquid investments include a work of art, an antique, or
a parcel of real estate in a remote area. For such investments, it may require a long time to
find a buyer and the selling prices could vary substantially from expectations. Investors will
increase their required rates of return to compensate for this uncertainty regarding timing
and price. Liquidity risk can be a significant consideration when investing in foreign securities
depending on the country and the liquidity of its stock and bond markets.

Exchange rate risk is the uncertainty of returns to an investor who acquires securities de-
nominated in a currency different from his or her own. The likelihood of incurring this risk is
becoming greater as investors buy and sell assets around the world, as opposed to only assets
within their own countries. A U.S. investor who buys Japanese stock denominated in yen must

*You will recall from prior courses that the overall capital market is composed of the primary market and the second-
ary market. Securities are initially sold in the primary market, and all subsequent transactions take place in the sec-
ondary market. These concepts are discussed in Chapter 4.
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consider not only the uncertainty of the return in yen but also any change in the exchange
value of the yen relative to the U.S. dollar. That is, in addition to the foreign firm’s business
and financial risk and the security’s liquidity risk, the investor must consider the additional
uncertainty of the return on this Japanese stock when it is converted from yen to U.S. dollars.

As an example of exchange rate risk, assume that you buy 100 shares of Mitsubishi Electric
at 1,050 yen when the exchange rate is 105 yen to the dollar. The dollar cost of this investment
would be about $10.00 per share (1,050/105). A year later you sell the 100 shares at 1,200 yen
when the exchange rate is 115 yen to the dollar. When you calculate the HPY in yen, you find
the stock has increased in value by about 14 percent (1,200/1,050) — 1, but this is the HPY for
a Japanese investor. A U.S. investor receives a much lower rate of return, because during this
period the yen has weakened relative to the dollar by about 9.5 percent (that is, it requires
more yen to buy a dollar—115 versus 105). At the new exchange rate, the stock is worth
$10.43 per share (1,200/115). Therefore, the return to you as a U.S. investor would be only
about 4 percent ($10.43/$10.00) versus 14 percent for the Japanese investor. The difference in
return for the Japanese investor and U.S. investor is caused by exchange rate risk—that is, the
decline in the value of the yen relative to the dollar. Clearly, the exchange rate could have gone
in the other direction, the dollar weakening against the yen. In this case, as a U.S. investor, you
would have experienced the 14 percent return measured in yen, as well as a currency gain
from the exchange rate change.

The more volatile the exchange rate between two countries, the less certain you would be
regarding the exchange rate, the greater the exchange rate risk, and the larger the exchange
rate risk premium you would require. For an analysis of pricing this risk, see Jorion (1991).

There can also be exchange rate risk for a U.S. firm that is extensively multinational in
terms of sales and expenses. In this case, the firm’s foreign earnings can be affected by changes
in the exchange rate. As will be discussed, this risk can generally be hedged at a cost.

Country risk, also called political risk, is the uncertainty of returns caused by the possibility
of a major change in the political or economic environment of a country. The United States is
acknowledged to have the smallest country risk in the world because its political and economic
systems are the most stable. During the spring of 2011, prevailing examples include the deadly
rebellion in Libya against Moammar Gadhafi; a major uprising in Syria against President
Bashar al-Assad; and significant protests in Yemen against President Ali Abdullah Saleh. In
addition, there has been a recent deadly earthquake and tsunami in Japan that is disturbing
numerous global corporations and the currency markets. Individuals who invest in countries
that have unstable political or economic systems must add a country risk premium when de-
termining their required rates of return.

When investing globally (which is emphasized throughout the book, based on a discussion in
Chapter 3), investors must consider these additional uncertainties. How liquid are the secondary
markets for stocks and bonds in the country? Are any of the country’s securities traded on major
stock exchanges in the United States, London, Tokyo, or Germany? What will happen to ex-
change rates during the investment period? What is the probability of a political or economic
change that will adversely affect your rate of return? Exchange rate risk and country risk differ
among countries. A good measure of exchange rate risk would be the absolute variability of the
exchange rate relative to a composite exchange rate. The analysis of country risk is much more
subjective and must be based on the history and current political environment of the country.

This discussion of risk components can be considered a security’s fundamental risk because
it deals with the intrinsic factors that should affect a security’s volatility of returns over time.
In subsequent discussion, the standard deviation of returns for a security is referred to as a
measure of the security’s total risk, which considers only the individual stock—that is, the
stock is not considered as part of a portfolio.

Risk Premium = f (Business Risk, Financial Risk, Liquidity Risk, Exchange Rate Risk, Country Risk)



20 Part 1: The Investment Background

1.3.4 Risk Premium and Portfolio Theory

An alternative view of risk has been derived from extensive work in portfolio theory and capital
market theory by Markowitz (1952, 1959) and Sharpe (1964). These theories are dealt with in
greater detail in Chapter 7 and Chapter 8 but their impact on a stock’s risk premium should be
mentioned briefly at this point. These prior works by Markowitz and Sharpe indicated that in-
vestors should use an external market measure of risk. Under a specified set of assumptions, all
rational, profit-maximizing investors want to hold a completely diversified market portfolio of
risky assets, and they borrow or lend to arrive at a risk level that is consistent with their risk
preferences. Under these conditions, they showed that the relevant risk measure for an individ-
ual asset is its comovement with the market portfolio. This comovement, which is measured by
an asset’s covariance with the market portfolio, is referred to as an asset’s systematic risk, the
portion of an individual asset’s total variance that is attributable to the variability of the total
market portfolio. In addition, individual assets have variance that is unrelated to the market
portfolio (the asset’s nonmarket variance) that is due to the asset’s unique features. This non-
market variance is called unsystematic risk, and it is generally considered unimportant because
it is eliminated in a large, diversified portfolio. Therefore, under these assumptions, the risk pre-
mium for an individual earning asset is a function of the asset’s systematic risk with the aggregate
market portfolio of risky assets. The measure of an asset’s systematic risk is referred to as its beta:

Risk Premium = f (Systematic Market Risk)

1.3.5 Fundamental Risk versus Systematic Risk

Some might expect a conflict between the market measure of risk (systematic risk) and the
fundamental determinants of risk (business risk, and so on). A number of studies have exam-
ined the relationship between the market measure of risk (systematic risk) and accounting
variables used to measure the fundamental risk factors, such as business risk, financial risk,
and liquidity risk. The authors of these studies (especially Thompson, 1976) have generally
concluded that a significant relationship exists between the market measure of risk and the fun-
damental measures of risk. Therefore, the two measures of risk can be complementary. This
consistency seems reasonable because one might expect the market measure of risk to reflect
the fundamental risk characteristics of the asset. For example, you might expect a firm that
has high business risk and financial risk to have an above-average beta. At the same time, as
we discuss in Chapter 8, a firm that has a high level of fundamental risk and a large standard
deviation of returns can have a lower level of systematic risk simply because the variability of
its earnings and its stock price is not related to the aggregate economy or the aggregate mar-
ket, i.e., a large component of its total risk is due to unique unsystematic risk. Therefore, one
can specify the risk premium for an asset as either:

Risk Premium = f (Business Risk, Financial Risk, Liquidity Risk, Exchange Rate Risk, Country Risk)

or
Risk Premium = f (Systematic Market Risk)

1.3.6 Summary of Required Rate of Return

The overall required rate of return on alternative investments is determined by three variables:
(1) the economy’s RRFR, which is influenced by the investment opportunities in the economy
(that is, the long-run real growth rate); (2) variables that influence the NRFR, which include
short-run ease or tightness in the capital market and the expected rate of inflation. Notably,
these variables, which determine the NRFR, are the same for all investments; and (3) the risk
premium on the investment. In turn, this risk premium can be related to fundamental factors,
including business risk, financial risk, liquidity risk, exchange rate risk, and country risk, or it
can be a function of an asset’s systematic market risk (beta).
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Measures and Sources of Risk In this chapter, we have examined both measures and
sources of risk arising from an investment. The measures of market risk for an investment are:

o Variance of rates of return

o Standard deviation of rates of return

o Coefficient of variation of rates of return (standard deviation/means)
o Covariance of returns with the market portfolio (beta)

The sources of fundamental risk are:

« Business risk
« Financial risk
« Liquidity risk
« Exchange rate risk
 Country risk

1.4 RELATIONSHIP BETWEEN RISK AND RETURN

Previously, we showed how to measure the risk and rates of return for alternative investments
and we discussed what determines the rates of return that investors require. This section dis-
cusses the risk-return combinations that might be available at a point in time and illustrates
the factors that cause changes in these combinations.

Exhibit 1.7 graphs the expected relationship between risk and return. It shows that investors
increase their required rates of return as perceived risk (uncertainty) increases. The line that
reflects the combination of risk and return available on alternative investments is referred to
as the security market line (SML). The SML reflects the risk-return combinations available
for all risky assets in the capital market at a given time. Investors would select investments
that are consistent with their risk preferences; some would consider only low-risk investments,
whereas others welcome high-risk investments.

Exhibit 1.7 Relationship between Risk and Return
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Beginning with an initial SML, three changes in the SML can occur. First, individual invest-
ments can change positions on the SML because of changes in the perceived risk of the
investments. Second, the slope of the SML can change because of a change in the attitudes of
investors toward risk; that is, investors can change the returns they require per unit of risk.
Third, the SML can experience a parallel shift due to a change in the RRFR or the expected
rate of inflation—i.e., anything that can change in the NRFR. These three possibilities are
discussed in this section.

1.4.1 Movements along the SML

Investors place alternative investments somewhere along the SML based on their perceptions
of the risk of the investment. Obviously, if an investment’s risk changes due to a change in
one of its fundamental risk sources (business risk, and such), it will move along the SML. For
example, if a firm increases its financial risk by selling a large bond issue that increases its fi-
nancial leverage, investors will perceive its common stock as riskier and the stock will move up
the SML to a higher risk position implying that investors will require a higher rate of return.
As the common stock becomes riskier, it changes its position on the SML. Any change in an
asset that affects its fundamental risk factors or its market risk (that is, its beta) will cause the
asset to move along the SML as shown in Exhibit 1.8. Note that the SML does not change,
only the position of specific assets on the SML.

1.4.2 Changes in the Slope of the SML

The slope of the SML indicates the return per unit of risk required by all investors. Assuming
a straight line, it is possible to select any point on the SML and compute a risk premium (RP)
for an asset through the equation:
1.13 RP, = E(R;) — NRFR
where:

RP; =risk premium for asset i

E(R;) =the expected return for asset i

NRFR = the nominal return on a risk-free asset

Exhibit 1.8 Changes in the Required Rate of Return Due to Movements
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If a point on the SML is identified as the portfolio that contains all the risky assets in the
market (referred to as the market portfolio), it is possible to compute a market RP as follows:

1.14 RP,, = E(R,,) — NRFR

where:

RP,, =the risk premium on the market portfolio
E(R,,) =the expected return on the market portfolio

NREFR = the nominal return on a risk-free asset

This market RP is not constant because the slope of the SML changes over time. Although
we do not understand completely what causes these changes in the slope, we do know that
there are changes in the yield differences between assets with different levels of risk even
though the inherent risk differences are relatively constant.

These differences in yields are referred to as yield spreads, and these yield spreads change over
time. As an example, if the yield on a portfolio of Aaa-rated bonds is 7.50 percent and the yield on a
portfolio of Baa-rated bonds is 9.00 percent, we would say that the yield spread is 1.50 percent. This
1.50 percent is referred to as a credit risk premium because the Baa-rated bond is considered to have
higher credit risk—that is, it has a higher probability of default. This Baa-Aaa yield spread is not
constant over time, as shown by the substantial volatility in the yield spreads shown in Exhibit 1.9.

Although the underlying business and financial risk characteristics for the portfolio of bonds
in the Aaa-rated bond index and the Baa-rated bond index would probably not change dramati-
cally over time, it is clear from the time-series plot in Exhibit 1.9 that the difference in yields
(i.e., the yield spread) has experienced changes of more than 100 basis points (1 percent) in a
short period of time (for example, see the yield spread increases in 1974-1975, 1981-1983,
2001-2002, 2008-2009, and the dramatic declines in yield spread during 1975, 1983-1984,
2003-2004, and the second half of 2009). Such a significant change in the yield spread during
a period where there is no major change in the fundamental risk characteristics of Baa bonds

Exhibit 1.9 Barclays Capital U.S. Credit Monthly Yield Spreads in Basis Points

(U.S. Credit Aaa - U.S. Credit Baa) Jan. 1973-Dec. 2010
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Exhibit 1.10 Change in Market Risk Premium

Expected Return
New SML
Original SML

R
Rm
NRFR

J

Risk

relative to Aaa bonds would imply a change in the market RP. Specifically, although the intrinsic
financial risk characteristics of the bonds remain relatively constant, investors changed the yield
spreads (i.e, the credit risk premiums) they demand to accept this difference in financial risk.

This change in the RP implies a change in the slope of the SML. Such a change is shown in
Exhibit 1.10. The exhibit assumes an increase in the market risk premium, which means an
increase in the slope of the market line. Such a change in the slope of the SML (the market
risk premium) will affect the required rate of return for all risky assets. Irrespective of where
an investment is on the original SML, its required rate of return will increase, although its in-
trinsic risk characteristics remain unchanged.

1.4.3 Changes in Capital Market Conditions or Expected Inflation

The graph in Exhibit 1.11 shows what happens to the SML when there are changes in one of
the following factors: (1) expected real growth in the economy, (2) capital market conditions,
or (3) the expected rate of inflation. For example, an increase in expected real growth, tempo-
rary tightness in the capital market, or an increase in the expected rate of inflation will cause
the SML to experience a parallel shift upward as shown in Exhibit 1.11. The parallel shift
occurs because changes in expected real growth or changes in capital market conditions or a
change in the expected rate of inflation affect the economy’s nominal risk-free rate (NRFR)
that impacts all investments, irrespective of their risk levels.

1.4.4 Summary of Changes in the Required Rate of Return

The relationship between risk and the required rate of return for an investment can change in
three ways:

1. A movement along the SML demonstrates a change in the risk characteristics of a specific
investment, such as a change in its business risk, its financial risk, or its systematic risk (its
beta). This change affects only the individual investment.
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Exhibit 1.11 Capital Market Conditions, Expected Inflation, and the Security

Market Line
Expected Return
New SML
Original SML
NRFR’
NRFR
J
Risk

2. A change in the slope of the SML occurs in response to a change in the attitudes of investors
toward risk. Such a change demonstrates that investors want either higher or lower rates of
return for the same intrinsic risk. This is also described as a change in the market risk pre-
mium (R,, — NRFR). A change in the market risk premium will affect all risky investments.

3. A shift in the SML reflects a change in expected real growth, a change in market con-
ditions (such as ease or tightness of money), or a change in the expected rate of infla-
tion. Again, such a change will affect all investments.

SUMMARY

The purpose of this chapter is to provide background to a portfolio of investments during a period of
that can be used in subsequent chapters. To achieve time.
that goal, we covered several topics: o We considered the concept of uncertainty and alter-

native measures of risk (the variance, standard devi-
ation, and a relative measure of risk—the coefficient
of variation).

o Before discussing the determinants of the required
rate of return for an investment, we noted that the
estimation of the required rate of return is compli-
cated because the rates on individual investments
change over time, because there is a wide range of
rates of return available on alternative investments,
and because the differences between required re-
turns on alternative investments (for example, the
yield spreads) likewise change over time.

o We discussed why individuals save part of their in-
come and why they decide to invest their savings.
We defined investment as the current commitment
of these savings for a period of time to derive a rate
of return that compensates for the time involved,
the expected rate of inflation, and the uncertainty.

o We examined ways to quantify historical return and
risk to help analyze alternative investment opportu-
nities. We considered two measures of mean return
(arithmetic and geometric) and applied these to a
historical series for an individual investment and
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o We examined the specific factors that determine the

required rate of return: (1) the real risk-free rate,
which is based on the real rate of growth in the
economy, (2) the nominal risk-free rate, which is
influenced by capital market conditions and the ex-
pected rate of inflation, and (3) a risk premium,
which is a function of fundamental factors, such as
business risk, or the systematic risk of the asset rel-

(that is, its fundamental risk or market risk) will
cause a movement along the SML. Second, a change
in investors’ attitudes toward risk will cause a
change in the required return per unit of risk—
that is, a change in the market risk premium. Such
a change will cause a change in the slope of the
SML. Finally, a change in expected real growth, in
capital market conditions, or in the expected rate of

ative to the market portfolio (that is, its beta).

o We discussed the risk-return combinations available
on alternative investments at a point in time (illus-
trated by the SML) and the three factors that can
cause changes in this relationship. First, a change
in the inherent risk of an individual investment

inflation will cause a parallel shift of the SML.

Based on this understanding of the investment envi-
ronment, you are prepared to consider the asset alloca-
tion decision, which is discussed in Chapter 2.

SUGGESTED READINGS

Fama, Eugene F., and Merton H. Miller. The Theory of Fisher, Irving. The Theory of Interest. New York: Mac-
Finance. New York: Holt, Rinehart and Winston, 1972. millan, 1930, reprinted by Augustus M. Kelley, 1961.

QUESTIONS

Discuss the overall purpose people have for investing. Define investment.

As a student, are you saving or borrowing? Why?

3. Divide a person’s life from ages 20 to 70 into 10-year segments and discuss the likely
saving or borrowing patterns during each period.

4. Discuss why you would expect the saving-borrowing pattern to differ by occupation (for
example, for a doctor versus a plumber).

5. The Wall Street Journal reported that the yield on common stocks is about 2 percent,
whereas a study at the University of Chicago contends that the annual rate of return on
common stocks since 1926 has averaged about 10 percent. Reconcile these statements.

6. Some financial theorists consider the variance of the distribution of expected rates of re-
turn to be a good measure of uncertainty. Discuss the reasoning behind this measure of
risk and its purpose.

7. Discuss the three components of an investor’s required rate of return on an investment.

8. Discuss the two major factors that determine the market nominal risk-free rate (NRFR).
Explain which of these factors would be more volatile over the business cycle.

9. Briefly discuss the five fundamental factors that influence the risk premium of an
investment.

10. You own stock in the Gentry Company, and you read in the financial press that a recent
bond offering has raised the firm’s debt/equity ratio from 35 percent to 55 percent. Discuss
the effect of this change on the variability of the firm’s net income stream, other factors being
constant. Discuss how this change would affect your required rate of return on the common
stock of the Gentry Company.

11. Draw a properly labeled graph of the security market line (SML) and indicate where you
would expect the following investments to fall along that line. Discuss your reasoning.

Common stock of large firms

U.S. government bonds

U.K. government bonds

Low-grade corporate bonds

Common stock of a Japanese firm

N =

o a0 o



12.

13.

14.

15.
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Explain why you would change your nominal required rate of return if you expected the
rate of inflation to go from 0 (no inflation) to 4 percent. Give an example of what would
happen if you did not change your required rate of return under these conditions.
Assume the expected long-run growth rate of the economy increased by 1 percent and
the expected rate of inflation increased by 4 percent. What would happen to the required
rates of return on government bonds and common stocks? Show graphically how the ef-
fects of these changes would differ between these alternative investments.

You see in The Wall Street Journal that the yield spread between Baa corporate bonds
and Aaa corporate bonds has gone from 350 basis points (3.5 percent) to 200 basis
points (2 percent). Show graphically the effect of this change in yield spread on the
SML and discuss its effect on the required rate of return for common stocks.

Give an example of a liquid investment and an illiquid investment. Discuss why you con-
sider each of them to be liquid or illiquid.

PROBLEMS

On February 1, you bought 100 shares of stock in the Francesca Corporation for $34 a
share and a year later you sold it for $39 a share. During the year, you received a cash
dividend of $1.50 a share. Compute your HPR and HPY on this Francesca stock
investment.

On August 15, you purchased 100 shares of stock in the Cara Cotton Company at $65 a
share and a year later you sold it for $61 a share. During the year, you received dividends
of $3 a share. Compute your HPR and HPY on your investment in Cara Cotton.

At the beginning of last year, you invested $4,000 in 80 shares of the Chang Corporation.
During the year, Chang paid dividends of $5 per share. At the end of the year, you sold
the 80 shares for $59 a share. Compute your total HPY on these shares and indicate how
much was due to the price change and how much was due to the dividend income.

The rates of return computed in Problems 1, 2, and 3 are nominal rates of return. As-
suming that the rate of inflation during the year was 4 percent, compute the real rates
of return on these investments. Compute the real rates of return if the rate of inflation
was 8 percent.

During the past five years, you owned two stocks that had the following annual rates of
return:

Year Stock T Stock B

1 0.19 0.08

2 0.08 0.03

3 -0.12 -0.09

4 -0.03 0.02

5 0.15 0.04

a. Compute the arithmetic mean annual rate of return for each stock. Which stock is

most desirable by this measure?

b. Compute the standard deviation of the annual rate of return for each stock. (Use
Chapter 1 Appendix if necessary.) By this measure, which is the preferable stock?

c. Compute the coefficient of variation for each stock. (Use the Chapter 1 Appendix if
necessary.) By this relative measure of risk, which stock is preferable?

d. Compute the geometric mean rate of return for each stock. Discuss the difference
between the arithmetic mean return and the geometric mean return for each stock.
Discuss the differences in the mean returns relative to the standard deviation of the
return for each stock.
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10.

11.

12.

You are considering acquiring shares of common stock in the Madison Beer Corporation.
Your rate of return expectations are as follows:

MADISON BEER CORP.

Possible Rate of Return Probability
-0.10 0.30
0.00 0.10
0.10 0.30
0.25 0.30

Compute the expected return [E(R;)] on your investment in Madison Beer.

A stockbroker calls you and suggests that you invest in the Lauren Computer Company.
After analyzing the firm’s annual report and other material, you believe that the distribu-
tion of expected rates of return is as follows:

LAUREN COMPUTER CO.

Possible Rate of Return Probability
—-0.60 0.05
-0.30 0.20
-0.10 0.10
0.20 0.30
0.40 0.20
0.80 0.15

Compute the expected return [E(R;)] on Lauren Computer stock.

Without any formal computations, do you consider Madison Beer in Problem 6 or
Lauren Computer in Problem 7 to present greater risk? Discuss your reasoning.

During the past year, you had a portfolio that contained U.S. government T-bills, long-
term government bonds, and common stocks. The rates of return on each of them were
as follows:

U.S. government T-bills 5.50%
U.S. government long-term bonds 7.50
U.S. common stocks 11.60

During the year, the consumer price index, which measures the rate of inflation, went
from 160 to 172 (1982 - 1984 = 100). Compute the rate of inflation during this year.
Compute the real rates of return on each of the investments in your portfolio based on
the inflation rate.

You read in BusinessWeek that a panel of economists has estimated that the long-run real
growth rate of the U.S. economy over the next five-year period will average 3 percent. In
addition, a bank newsletter estimates that the average annual rate of inflation during this
five-year period will be about 4 percent. What nominal rate of return would you expect
on U.S. government T-bills during this period?

What would your required rate of return be on common stocks if you wanted a 5 percent
risk premium to own common stocks given what you know from Problem 10? If com-
mon stock investors became more risk averse, what would happen to the required rate
of return on common stocks? What would be the impact on stock prices?

Assume that the consensus required rate of return on common stocks is 14 percent. In
addition, you read in Fortune that the expected rate of inflation is 5 percent and the
estimated long-term real growth rate of the economy is 3 percent. What interest rate



Chapter 1: The Investment Setting 29

would you expect on U.S. government T-bills? What is the approximate risk premium for
common stocks implied by these data?

THOMSON REUTERS

Find general information for Walgreens (stock symbol: WAG) and Walmart (WMT), two
firms in the retail industry (or try two firms in an industry of your choice). On what stock
markets are the firms traded? How do their growth rates in sales and earnings compare?
How have their stocks performed over the past few months? Are stock analysts recommending
investors buy or sell each of the two firm’s stocks?
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APPENDIX CHAPTER 1

Computation of Variance and Standard Deviation

Variance and standard deviation are measures of how actual values differ from the expected
values (arithmetic mean) for a given series of values. In this case, we want to measure how
rates of return differ from the arithmetic mean value of a series. There are other measures of
dispersion, but variance and standard deviation are the best known because they are used in
statistics and probability theory. Variance is defined as:

n

Variance (0%) = Z(Probability) (Possible Return — Expected Return)?
i=1
=) (P)[Ri—E(R))]’

i=1

Consider the following example, as discussed in the chapter:

Probability of Possible Return
Possible Return (P;) (R;) PiR;
0.15 0.20 0.03
0.15 -0.20 -0.03
0.70 0.10 0.07

3 =0.07

This gives an expected return [E(R;)] of 7 percent. The dispersion of this distribution as
measured by variance is:

Probability (P;) Return (R;) R - E(R)) [R; - E(R))]? PiR; - E(R))]*
0.15 0.20 0.13 0.0169 0.002535
0.15 -0.20 -0.27 0.0729 0.010935
0.70 0.10 0.03 0.0009 0.000630
3 =0.014100

The variance (¢°) is equal to 0.0141. The standard deviation is equal to the square root of
the variance:

Standard Deviation (0%) = \/ Z P;[R; - E(R))?
im1

Consequently, the standard deviation for the preceding example would be:

0;=+0.0141=0.11874

In this example, the standard deviation is approximately 11.87 percent. Therefore, you
could describe this distribution as having an expected value of 7 percent and a standard devia-
tion of 11.87 percent.

In many instances, you might want to compute the variance or standard deviation for a his-
torical series in order to evaluate the past performance of the investment. Assume that you are
given the following information on annual rates of return (HPY) for common stocks listed on
the New York Stock Exchange (NYSE):

Annual Rate

Year of Return
2012 0.07
2013 0.1
2014 -0.04
2015 0.12
2016 -0.06
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In this case, we are not examining expected rates of return but actual returns. Therefore, we
assume equal probabilities, and the expected value (in this case the mean value, R) of the series
is the sum of the individual observations in the series divided by the number of observations,
or 0.04 (0.20/5). The variances and standard deviations are:

Year R; R, - R (R; - R)?
2012 0.07 0.03 0.0009 o= 0.0286/5
2013 0.11 0.07 0.0049 = 0.00572
2014 -0.04 -0.08 0.0064
2015 0.12 0.08 0.0064 o=10.00572
2016 -0.06 -0.10 0.0110 = 0.0756

S =0.0286 =7.56%

We can interpret the performance of NYSE common stocks during this period of time by
saying that the average rate of return was 4 percent and the standard deviation of annual rates
of return was 7.56 percent.

Coefficient of Variation

In some instances, you might want to compare the dispersion of two different series. The vari-
ance and standard deviation are absolute measures of dispersion. That is, they can be influ-
enced by the magnitude of the original numbers. To compare series with very different
values, you need a relative measure of dispersion. A measure of relative dispersion is the coef-
ficient of variation, which is defined as:

Standard Deviation of Returns
Expected Rate of Return

Coefficient of Variation (CV) =

A larger value indicates greater dispersion relative to the arithmetic mean of the series. For
the previous example, the CV would be:
0.0756
©0.0400

1

It is possible to compare this value to a similar figure having a markedly different distribution.
As an example, assume you wanted to compare this investment to another investment that had an
average rate of return of 10 percent and a standard deviation of 9 percent. The standard deviations
alone tell you that the second series has greater dispersion (9 percent versus 7.56 percent) and
might be considered to have higher risk. In fact, the relative dispersion for this second investment
is much less.

0.0756

CVl = =
0.0400

1.89

00900
T 0.1000

2

Considering the relative dispersion and the total distribution, most investors would proba-
bly prefer the second investment.

Problems

1. Your rate of return expectations for the common stock of Gray Cloud Company during the next
year are:
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GRAY CLOUD CO.

Possible Rate of Return Probability
-0.10 0.25
0.00 0.15
0.10 0.35
0.25 0.25
a. Compute the expected return [E(R;)] on this investment, the variance of this return

(6%), and its standard deviation (o).

. Under what conditions can the standard deviation be used to measure the relative risk

of two investments?
Under what conditions must the coefficient of variation be used to measure the relative
risk of two investments?

2. Your rate of return expectations for the stock of Kayleigh Cosmetics Company during the next
year are:

KAYLEIGH COSMETICS CO.

Possible Rate of Return Probability
—0.60 0.15
-0.30 0.10
-0.10 0.05
0.20 0.40
0.40 0.20
0.80 0.10

d.

Compute the expected return [E(R;)] on this stock, the variance (¢°) of this return, and
its standard deviation (o).

. On the basis of expected return [E(R;)] alone, discuss whether Gray Cloud or Kayleigh

Cosmetics is preferable.

On the basis of standard deviation (o) alone, discuss whether Gray Cloud or Kayleigh
Cosmetics is preferable.

Compute the coefficients of variation (CVs) for Gray Cloud and Kayleigh Cosmetics
and discuss which stock return series has the greater relative dispersion.

3. The following are annual rates of return for U.S. government T-bills and U.K. common

stocks.
U.S. Government U.K. Common
Year T-Bills Stock
2012 0.063 0.150
2013 0.081 0.043
2014 0.076 0.374
2015 0.090 0.192
2016 0.085 0.106

. Compute the arithmetic mean rate of return and standard deviation of rates of return

for the two series.

. Discuss these two alternative investments in terms of their arithmetic average rates of

return, their absolute risk, and their relative risk.

. Compute the geometric mean rate of return for each of these investments. Compare the

arithmetic mean return and geometric mean return for each investment and discuss the
difference between mean returns as related to the standard deviation of each series.



CHAPTER 2
The Asset Allocation

Decision™

After you read this chapter, you should be able to answer the following questions:

o What is involved in the asset allocation process?

o What are the four steps in the portfolio management process?

o What is the role of asset allocation in investment planning?

o Why is a policy statement important to the planning process?

+ What objectives and constraints should be detailed in a policy statement?
+ How and why do investment goals change over a person’s lifetime?

* Why do asset allocation strategies differ across national boundaries?

The previous chapter informed us that risk drives return. Therefore, the practice of
investing funds and managing portfolios should focus primarily on managing risk
rather than on managing returns.

This chapter examines some of the practical implications of risk management in the con-
text of asset allocation. Asset allocation is the process of deciding how to distribute an inves-
tor’s wealth among different countries and asset classes for investment purposes. An asset class
is comprised of securities that have similar characteristics, attributes, and risk/return relation-
ships. A broad asset class, such as “bonds,” can be divided into smaller asset classes, such as
Treasury bonds, corporate bonds, and high-yield bonds. We will see that, in the long run, the
highest compounded returns will most likely accrue to those investors with larger exposures to
risky assets. We will also see that although there are no shortcuts or guarantees to investment
success, maintaining a reasonable and disciplined approach to investing will increase the likeli-
hood of investment success over time.

The asset allocation decision is not an isolated choice; rather, it is a component of
a structured four-step portfolio management process that we present in this chapter.
As we will see, the first step in the process is to develop an investment policy state-
ment, or plan, that will guide all future decisions. Much of an asset allocation strategy
depends on the investor’s policy statement, which includes the investor’s goals or ob-
jectives, constraints, and investment guidelines.

What we mean by an “investor” can range from an individual account to trustees
overseeing a corporation’s multibillion-dollar pension fund, a university endowment,
or an insurance company portfolio. Regardless of who the investor is or how simple or
complex the investment needs, he or she should develop a policy statement before

*The authors acknowledge the collaboration of Professor Edgar Norton of Illinois State University on this chapter.
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making long-term investment decisions. Although most of our examples will be in the
context of an individual investor, the concepts we introduce here—investment objec-
tives, constraints, benchmarks, and so on—apply to any investor, individual or institu-
tion. We'll review historical data to show the importance of the asset allocation decision
and discuss the need for investor education, an important issue for companies who offer
retirement or savings plans to their employees. The chapter concludes by examining as-
set allocation strategies across national borders to show the effect of regulations, market
environment, and culture on investing patterns; what is appropriate for a U.S.-based in-
vestor is not necessarily appropriate for a non-U.S.-based investor.

2.1 InpIviDUAL INVESTOR LIFE CYCLE

Financial plans and investment needs are as different as each individual. Investment needs
change over a person’s life cycle. How individuals structure their financial plan should be
related to their age, financial status, future plans, risk aversion characteristics, and needs.

2.1.1 The Preliminaries

Before embarking on an investment program, we need to make sure other needs are satisfied.
No serious investment plan should be started until a potential investor has adequate income to
cover living expenses and has a safety net should the unexpected occur.

Insurance Life insurance should be a component of any financial plan. Life insurance protects
loved ones against financial hardship should death occur before our financial goals are met. The
death benefit paid by the insurance company can help pay medical bills and funeral expenses
and provide cash that family members can use to maintain their lifestyle, retire debt, or invest
for future needs (for example, children’s education, spouse retirement). Therefore, one of the
first steps in developing a financial plan is to purchase adequate life insurance coverage.

Insurance can also serve more immediate purposes, including being a means to meet long-
term goals, such as retirement planning. On reaching retirement age, you can receive the cash
or surrender value of your life insurance policy and use the proceeds to supplement your re-
tirement lifestyle or for estate planning purposes.

Insurance coverage also provides protection against other uncertainties. Health insurance
helps to pay medical bills. Disability insurance provides continuing income should you become
unable to work. Automobile and home (or rental) insurance provides protection against acci-
dents and damage to cars or residences.

Although nobody ever expects to use his or her insurance coverage, a first step in a sound
financial plan is to have adequate coverage “just in case.” Lack of insurance coverage can ruin
the best-planned investment program.

Cash Reserve Emergencies, job layoffs, and unforeseen expenses happen, and good invest-
ment opportunities emerge. It is important to have a cash reserve to help meet these occasions.
In addition to providing a safety cushion, a cash reserve reduces the likelihood of being forced
to sell investments at inopportune times to cover unexpected expenses. Most experts recom-
mend a cash reserve equal to about six months’ living expenses. Calling it a “cash” reserve
does not mean the funds should be in cash; rather, the funds should be in investments you
can easily convert to cash with little chance of a loss in value. Money market or short-term
bond mutual funds and bank accounts are appropriate vehicles for the cash reserve.

Similar to the financial plan, an investor’s insurance and cash reserve needs will change
over his or her life. The need for disability insurance declines when a person retires. In con-
trast, other insurance, such as supplemental Medicare coverage or long-term-care insurance,
may become more important.
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2.1.2 Investment Strategies over an Investor’s Lifetime

Assuming the basic insurance and cash reserve needs are met, individuals can start a serious in-
vestment program with their savings. Because of changes in their net worth and risk tolerance,
individuals’ investment strategies will change over their lifetime. In the following sections, we
review various phases in the investment life cycle. Although each individual’s needs and prefer-
ences are different, some general traits affect most investors over the life cycle.

The four life-cycle phases are shown in Exhibit 2.1 (the third and fourth phases—spending
and gifting—are shown as concurrent) and described here.

Accumulation Phase Individuals in the early-to-middle years of their working careers are in
the accumulation phase. As the name implies, these individuals are attempting to accumulate
assets to satisfy fairly immediate needs (for example, a down payment for a house) or longer-
term goals (children’s college education, retirement). Typically, their net worth is small, and
debt from car loans or their own past college loans may be heavy. As a result of their typically
long investment time horizon and their future earning ability, individuals in the accumulation
phase are willing to make relatively high-risk investments in the hopes of making above-aver-
age nominal returns over time.

Here we emphasize the wisdom of investing early and regularly in one’s life. Funds invested
in early life cycle phases, with returns compounding over time, will reap significant financial
benefits during later phases. Exhibit 2.2 shows growth from an initial $10,000 investment
over 20, 30, and 40 years at assumed annual returns of 7 and 8 percent. The middle-aged
person who invests $10,000 “when he or she can afford it” will only reap the benefits of com-
pounding for 20 years or so before retirement. In contrast, a person who begins saving at a
younger age will reap the much higher benefits of funds invested for 30 or 40 years. Regularly
investing as little as $2,000 a year reaps large benefits over time, as well. As shown in Exhibit
2.2, a person who has invested a total of $90,000—an initial $10,000 investment followed by
$2,000 annual investments over 40 years—will have over half a million dollars accumulated as-
suming the 7 percent return. If the funds are invested more aggressively and earn the 8 per-
cent return, the accumulation will be nearly three-quarters of a million dollars.

Exhibit 2.1 Rise and Fall of Personal Net Worth over a Lifetime
Net Worth

Accumulation phase

Long-term:
retirement
children's college

needs

Short-term:
house
car

25 35

Age
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Exhibit 2.2 Benefits of Investing Early

The Future Value of the
The Future Value of an The Future Value of Initial Investment Plus
Initial $10,000 Investment Investing $2,000 Annually the Annual Investment
Interest rate 7.0%
20 years $38,696.84 $81,990.98 $120,687.83
30 years $76,122.55 $188,921.57 $265,044.12
40 years $149,744.58 $399,270.22 $549,014.80
Interest rate 8.0%
20 years $46,609.57 $91,523.93 $138,133.50
30 years $100,626.57 $226,566.42 $327,192.99
40 years $217,245.21 $518,113.04 $735,358.25

Source: Calculations by authors.

Consolidation Phase Individuals in the consolidation phase are typically past the midpoint of
their careers, have paid off much or all of their outstanding debts, and perhaps have paid, or have
the assets to pay, their children’s college bills. Earnings exceed expenses, so the excess can be in-
vested to provide for future retirement or estate planning needs. The typical investment horizon
for this phase is still long (20 to 30 years), so moderately high risk investments are attractive. At
the same time, because individuals in this phase are concerned about capital preservation, they do
not want to take abnormally high risks that may put their current nest egg in jeopardy.

Spending Phase The spending phase typically begins when individuals retire. Living expenses
are covered by social security income and income from prior investments, including employer
pension plans. Because their earning years have concluded (although some retirees take part-time
positions or do consulting work), they are very conscious of protecting their capital. At the same
time, they must balance their desire to preserve the nominal value of their savings with the need to
protect themselves against a decline in the real value of their savings due to inflation. The average
65-year-old person in the United States has a life expectancy of about 20 years. Thus, although
their overall portfolio may be less risky than in the consolidation phase, they still need some risky
growth investments, such as common stocks, for inflation (purchasing power) protection.

The transition into the spending phase requires a sometimes difficult change in mindset;
throughout our working life we are trying to save; suddenly we can spend. We tend to think
that if we spend less, say 4 percent of our accumulated funds annually instead of 5, 6, or 7
percent, our wealth will last far longer. Although this is correct, a bear market early in our re-
tirement can greatly reduce our accumulated funds. Fortunately, there are planning tools that
can give a realistic view of what can happen to our retirement funds should markets fall early
in our retirement years; this insight can assist in budgeting and planning to minimize the
chance of spending (or losing) all the saved retirement funds. Annuities, which transfer risk
from the individual to the annuity firm (most likely an insurance company), are another pos-
sibility. With an annuity, the recipient receives a guaranteed, lifelong stream of income.
Options can allow for the annuity to continue until both a husband and wife die.

Gifting Phase The gifting phase is similar to, and may be concurrent with, the spending
phase. In this stage, individuals may believe they have sufficient income and assets to cover
their current and future expenses while maintaining a reserve for uncertainties. In such a
case, excess assets can be used to provide financial assistance to relatives or friends, to establish
charitable trusts, or to fund trusts as an estate planning tool to minimize estate taxes.
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2.1.3 Life Cycle Investment Goals

During an individual’s investment life cycle, he or she will have a variety of financial goals.
Near-term, high-priority goals are shorter-term financial objectives that individuals set to
fund purchases that are personally important to them, such as accumulating funds to make a
house down payment, buy a new car, or take a trip. Parents with teenage children may have a
near-term, high-priority goal to accumulate funds to help pay college expenses. Because of the
emotional importance of these goals and their short time horizon, high-risk investments are
not usually considered suitable for achieving them.

Long-term, high-priority goals typically include some form of financial independence,
such as the ability to retire at a certain age. Because of their long-term nature, higher-risk in-
vestments can be used to help meet these objectives.

Lower-priority goals are just that—it might be nice to meet these objectives, but it is not critical.
Examples include the ability to purchase a new car every few years, redecorate the home with expen-
sive furnishings, or take a long, luxurious vacation. A well-developed policy statement considers
these diverse goals over an investor’s lifetime. The following sections detail the process for construct-
ing an investment policy, creating a portfolio that is consistent with the policy and the environment,
managing the portfolio, and monitoring its performance relative to its goals and objectives over time.

2.2 THE PorTFOLIO MANAGEMENT PROCESS*

The process of managing an investment portfolio never stops. Once the funds are initially in-
vested according to the plan, the real work begins in evaluating the portfolio’s performance and
updating the portfolio based on changes in the economic environment and the investor’s needs.

The first step in the portfolio management process, as seen in Exhibit 2.3, is for
the investor, either alone or with the assistance of an investment advisor, to construct a

Exhibit 2.3 The Portfolio Management Process

1. Policy Statement
—— Focus: Investor's short-term and long-term
needs, familiarity with capital market
history, and expectations

f

2. Examine current and projected financial,
economic, political, and social conditions
—— Focus: Short-term and intermediate-term
expected conditions to use in
constructing a specific portfolio

f

3. Implement the plan by constructing the
portfolio
——— > Focus: Meet the investor's needs at
minimum risk levels

f

* 4. Feedback Loop: Monitor and update
investor needs, environmental
conditions, evaluate portfolio performance

*This section and the one that follows benefited from insights contained in Maginn, Tuttle, Pinto, and McLeavey
(2007), especially Chapters 1 and 2.
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policy statement. The policy statement is a road map; in it, investors specify the types of risks
they are willing to take and their investment goals and constraints. All investment decisions
are based on the policy statement to ensure that these decisions are appropriate for the inves-
tor. We examine the process of constructing a policy statement in the following section. Be-
cause investor needs, goals, and constraints change over time, the policy statement must be
periodically reviewed and updated.

The process of investing involves assessing the future and deriving strategies that offer the
best possibility of meeting the policy statement guidelines. In the second step of the portfolio
management process, the portfolio manager studies current financial and economic conditions
and forecasts future trends. The investor’s needs, as reflected in the policy statement, and fi-
nancial market expectations will jointly determine investment strategy. Economies are dy-
namic; they are affected by numerous industry struggles, politics, and changing demographics
and social attitudes. Thus, the portfolio will require constant monitoring and updating to re-
flect changes in financial market expectations. We examine the process of evaluating and fore-
casting economic trends in Chapter 12.

The third step of the portfolio management process is to construct the portfolio. With the
investor’s policy statement and financial market forecasts as input, the advisors implement the
investment strategy and determine how to allocate available funds across different countries,
asset classes, and securities. This involves constructing a portfolio that will minimize the inves-
tor’s risks while meeting the needs specified in the policy statement. Financial theory fre-
quently assists portfolio construction, which is discussed in Part 2 of this book. Some of the
practical aspects of selecting investments for inclusion in a portfolio are discussed in Part 4
and Part 5.

The fourth step in the portfolio management process is the continual monitoring of the
investor’s needs and capital market conditions and, when necessary, updating the policy state-
ment. Based upon all of this, the investment strategy is modified accordingly. An important
component of the monitoring process is to evaluate a portfolio’s performance and compare
the relative results to the expectations and the requirements listed in the policy statement.
The evaluation of portfolio performance is discussed in Chapter 25. Once you have completed
the four steps, it is important to recognize that this is a continuous process—it is essential to
revisit all the steps to ensure that the policy statement is still valid, that the economic outlook
has not changed, and so forth.

2.3 THE NEED FOR A PoLICY STATEMENT

As noted in the previous section, a policy statement is a road map that guides the investment
process. Constructing a policy statement is an invaluable planning tool that will help the inves-
tor understand his or her needs better as well as assist an advisor or portfolio manager in
managing a client’s funds. While it does not guarantee investment success, a policy statement
will provide discipline for the investment process and reduce the possibility of making hasty,
inappropriate decisions. There are two important reasons for constructing a policy statement:
First, it helps the investor decide on realistic investment goals after learning about the financial
markets and the risks of investing; second, it creates a standard by which to judge the perfor-
mance of the portfolio manager.

2.3.1 Understand and Articulate Realistic Investor Goals

When asked about their investment goal, people often say, “to make a lot of money,” or some
similar response. Such a goal has two drawbacks: First, it may not be appropriate for the inves-
tor, and second, it is too open-ended to provide guidance for specific investments and time
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frames. Such an objective is well suited for someone going to the racetrack or buying lottery
tickets, but it is inappropriate for someone investing funds in financial and real assets for the
long term.

An important purpose of writing a policy statement is to help investors understand
their own needs, objectives, and investment constraints. As part of this, investors need to
learn about financial markets and the risks of investing. This background will help prevent
them from making inappropriate investment decisions in the future based on unrealistic
expectations and increase the possibility that they will satisfy their specific, measurable finan-
cial goals.

Thus, the policy statement helps the investor to specify realistic goals and become more in-
formed about the risks and costs of investing. Market values of assets, whether they be stocks,
bonds, or real estate, can fluctuate dramatically. For example, during the October 1987 crash,
the Dow Jones Industrial Average (DJIA) fell more than 20 percent in one day; in October
1997, the Dow fell “only” 7 percent. A review of market history shows that it is not unusual
for asset prices to decline by 10 percent to 20 percent over several months—for example, the
months following the market peak in March 2000, and the major decline when the market
reopened after September 11, 2001. The most recent “bloodbath” was the market decline of
over 30 percent during 2008—and this decline was global. The problem is, investors typically
focus on a single statistic, such as an 11 percent average annual rate of return on stocks, and
expect the market to rise 11 percent every year. Such thinking ignores the risk of stock invest-
ing. Part of the process of developing a policy statement is for the investor to become familiar
with the risks of investing, because we know that a strong positive relationship exists between
risk and return.

One expert in the field recommends that investors should think about the following set of ques-
tions and explain their answers as part of the process of constructing a policy statement:

What are the real risks of an adverse financial outcome, especially in the short run?
What probable emotional reactions will | have to an adverse financial outcome?

How knowledgeable am | about investments and financial markets?

What other capital or income sources do | have? How important is this particular portfolio
to my overall financial position?

What, if any, legal restrictions may affect my investment needs?

How would any unanticipated fluctuations in my portfolio value affect my investment
policy?

Ea S

o o

Adapted from Charles D. Ellis, Investment Policy: How to Win the Loser’s Game (Homewood, IL: Dow Jones-Irwin, 1985),
25-26. Reproduced with permission of the McGraw-Hill Companies.

In summary, constructing a policy statement is mainly the investor’s responsibility. It is a
process whereby investors articulate their realistic needs and goals and become familiar with
financial markets and investing risks. Without this information, investors cannot adequately
communicate their needs to the portfolio manager. Without this input from investors, the
portfolio manager cannot construct a portfolio that will satisfy clients’ needs. The result of by-
passing this step will most likely be future aggravation, dissatisfaction, and disappointment.

2.3.2 Standards for Evaluating Portfolio Performance

The policy statement also assists in judging the performance of the portfolio manager. Perfor-
mance cannot be judged without an objective standard; the policy statement provides that ob-
jective standard. The portfolio’s performance should be compared to guidelines specified in the
policy statement, not on the portfolio’s overall return. For example, if an investor has a low
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tolerance for risky investments, the portfolio manager should not be fired simply because the
portfolio does not perform as well as the risky S&P 500 stock index. The point is, because risk
drives returns, the investor’s lower-risk investments, as specified in the investor’s policy
statement, will probably earn lower returns than if all the investor’s funds were placed in the
aggregate stock market.

The policy statement will typically include a benchmark portfolio, or comparison standard.
The risk of the benchmark, and the assets included in the benchmark, should agree with the
client’s risk preferences and investment needs. Notably, both the client and the portfolio man-
ager must agree that the benchmark portfolio reflects the risk preferences and appropriate re-
turn requirements of the client. In turn, the investment performance of the portfolio manager
should be compared to this benchmark portfolio. For example, an investor who specifies low-
risk investments in the policy statement should compare the portfolio manager’s performance
against a low-risk benchmark portfolio. Likewise, an investor seeking high-risk, high-return in-
vestments should compare the portfolio’s performance against a high-risk benchmark
portfolio.

Because it sets an objective performance standard, the policy statement acts as a starting
point for periodic portfolio review and client communication with managers. Questions con-
cerning portfolio performance should be addressed in the context of the written policy guide-
lines. Managers should mainly be judged by whether they consistently followed the client’s
policy guidelines. The portfolio manager who makes unilateral deviations from policy is not
working in the best interests of the client. Therefore, even significant deviations that result in
higher portfolio returns can and should be grounds for the manager’s dismissal.

Thus, we see the importance of constructing the policy statement: The client must first
understand his or her own needs before communicating them to the portfolio manager who
in turn, must implement the client’s desires by following the investment guidelines. As long
as policy is followed, shortfalls in performance should not be a major concern. Remember
that the policy statement is designed to impose an investment discipline on the client and on
the portfolio manager. The less knowledgeable they are, the more likely clients are to inappro-
priately judge the performance of the portfolio manager.

2.3.3 Other Benefits

A sound policy statement helps to protect the client against a portfolio manager’s inappropri-
ate investments or unethical behavior. Without clear, written guidance, some managers may
consider investing in high-risk investments, hoping to earn a quick return. Such actions are
probably counter to the investor’s specified needs and risk preferences. Though legal recourse
is a possibility against such action, writing a clear and unambiguous policy statement should
reduce the possibility of such inappropriate manager behavior.

Just because a specific manager currently manages your account does not mean that person
will always manage your funds. Because your portfolio manager may be promoted’ dismissed
or take a better job’ your funds may come under the management of an individual you do not
know and who does not know you. To prevent costly delays during this transition, you can
ensure that the new manager “hits the ground running” with a clearly written policy state-
ment. A policy statement should prevent delays in monitoring and rebalancing your portfolio
and contribute to a seamless transition from one money manager to another.

To sum up, a clearly written policy statement helps avoid potential problems. When the cli-
ent clearly specifies his or her needs and desires, the portfolio manager can more effectively
construct an appropriate portfolio. The policy statement provides an objective measure for
evaluating portfolio performance, helps guard against ethical lapses by the portfolio manager,
and aids in the transition between money managers. Therefore, the first step before beginning
any investment program is to construct a policy statement.
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An appropriate policy statement should satisfactorily answer the following questions:

1. Is the policy carefully designed to meet the specific needs and objectives of this particular
investor? (Cookie-cutter or one-size-fits-all policy statements are generally inappropriate.)

2. Is the policy written so clearly and explicitly that a competent stranger could use it to
manage the portfolio in conformance with the client’s needs? In case of a manager
transition, could the new manager use this policy statement to handle your portfolio in
accordance with your needs?

3. Would the client have been able to remain committed to the policies during the capital
market experiences of the past 60 to 70 years? That is, does the client fully understand
investment risks and the need for a disciplined approach to the investment process?

4. Would the portfolio manager have been able to maintain the policies specified over the
same period? (Discipline is a two-way street; we do not want the portfolio manager to
change strategies because of a disappointing market.)

5. Would the policy, if implemented, have achieved the client’'s objectives? (Bottom line:
Would the policy have worked to meet the client’s needs?)

Adapted from Charles D. Ellis, Investment Policy: How to Win the Loser’'s Game (Homewood, IL: Dow Jones-Irwin, 1985),
62. Reproduced with permission of the McGraw-Hill Companies.

2.4 InruT TO THE POLICY STATEMENT

Before an investor and advisor can construct a policy statement, they need to have an open
and frank exchange of information, ideas, fears, and goals. Specifically, the client and advisor
need to discuss the client’s investment objectives and constraints. To illustrate this framework,
we discuss the investment objectives and constraints that may confront “typical” 25-year-old
and 65-year-old investors.

2.4.1 Investment Objectives

The investor’s objectives are his or her investment goals expressed in terms of both risk and
returns. The relationship between risk and returns requires that goals not be expressed only in
terms of returns. Expressing goals only in terms of returns can lead to inappropriate invest-
ment practices by the portfolio manager, such as the use of high-risk investment strategies or
account “churning,” which involves moving quickly in and out of investments in an attempt to
buy low and sell high.

For example, a person may have a stated return goal such as “double my investment in five
years.” Before such a statement becomes part of the policy statement, the client must become
fully informed of investment risks associated with such a goal, including the possibility of loss.
A careful analysis of the client’s risk tolerance should precede any discussion of return objectives.
It makes little sense for a person who is risk averse to have his/her funds invested in high-risk
assets. Investment firms survey clients to gauge their risk tolerance. Sometimes investment ma-
gazines or books contain tests that individuals can take to help them evaluate their risk toler-
ance (see Exhibit 2.4). Subsequently, an advisor will use the results of this evaluation to
categorize a client’s risk tolerance and suggest an initial asset allocation such as those con-
tained in Exhibit 2.5.

Risk tolerance is more than a function of an individual’s psychological makeup; it is af-
fected by other factors, including a person’s current insurance coverage and cash reserves.
Risk tolerance is also affected by an individual’s family situation (for example, marital status
and the number and ages of children) and by his or her age. We know that older persons gen-
erally have shorter investment time frames within which to make up any losses; they also have
years of experience, including living through various market gyrations and “corrections”
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Exhibit 2.4 How Much Risk Is Right for You?

You've heard the expression “no pain, no gain”? In
the investment world, the comparable phrase would
be “no risk, no reward.”

How you feel about risking your money will drive
many of your investment decisions. The risk-comfort
scale extends from very conservative (you don’t want
to risk losing a penny regardless of how little your
money earns) to very aggressive (you're willing to
risk much of your money for the possibility that it will
grow tremendously). As you might guess, most inves-
tors’ tolerance for risk falls somewhere in between.

If you're unsure of what your level of risk tolerance is,
this quiz should help.

1. You win $300 in an office football pool. You: (a)
spend it on groceries, (b) purchase lottery tickets,
(c) put it in a money market account, (d) buy some
stock.

2. Two weeks after buying 100 shares of a $20 stock,
the price jumps to over $30. You decide to: (a)
buy more stock; it's obviously a winner, (b) sell
it and take your profits, (c) sell half to recoup
some costs and hold the rest, (d) sit tight and
wait for it to advance even more.

3. On days when the stock market jumps way up,
you: (a) wish you had invested more, (b) call your
financial advisor and ask for recommendations, (c)
feel glad you're not in the market because it fluc-
tuates too much, (d) pay little attention.

4. You're planning a vacation trip and can either lock
in a fixed room-and-meals rate of $150 per day or
book standby and pay anywhere from $100 to
$300 per day. You: (a) take the fixed-rate deal,
(b) talk to people who have been there about the
availability of last-minute accommodations, (c)
book standby and also arrange vacation insur-
ance because you're leery of the tour operator,
(d) take your chances with standby.

5. The owner of your apartment building is convert-
ing the units to condominiums. You can buy your
unit for $75,000 or an option on a unit for $15,000.

10.

(Units have recently sold for close to $100,000,
and prices seem to be going up.) For financing,
you’ll have to borrow the down payment and
pay mortgage and condo fees higher than your
present rent. You: (a) buy your unit, (b) buy your
unit and look for another to buy, (c) sell the option
and arrange to rent the unit yourself, (d) sell the
option and move out because you think the con-
version will attract couples with small children.
You have been working three years for a rapidly
growing company. As an executive, you are of-
fered the option of buying up to 2% of company
stock: 2,000 shares at $10 a share. Although the
company is privately owned (its stock does not
trade on the open market), its majority owner
has made handsome profits selling three other
businesses and intends to sell this one eventually.
You: (a) purchase all the shares you can and tell
the owner you would invest more if allowed, (b)
purchase all the shares, (c) purchase half the
shares, (d) purchase a small amount of shares.
You go to a casino for the first time. You choose to
play: (a) quarter slot machines, (b) $5 minimum-
bet roulette, (c) dollar slot machines, (d) $25
minimum-bet blackjack.

You want to take someone out for a special dinner
in a city that’s new to you. How do you pick a place?
(a) read restaurant reviews in the local newspaper,
(b) ask coworkers if they know of a suitable place, (c)
call the only other person you know in this city, who
eats out a lot but only recently moved there, (d) visit
the city sometime before your dinner to check out
the restaurants yourself.

The expression that best describes your lifestyle is:
(a) no guts, no glory, (b) just do it! (c) look before
you leap, (d) all good things come to those who wait.
Your attitude toward money is bestdescribed as: (a) a
dollar saved is a dollar earned, (b) you've got to
spend money to make money, (c) cash and carry
only, (d) whenever possible, use other people’s
money.

SCORING SYSTEM: Score your answers this way: (1) a-1, b-4, ¢-2, d-3 (2) a-4, b-1, ¢c-3, d-2 (3) a-3, b-4, c-2, d-1
(4) a-2, b-3, c-1, d-4 (5) a-3, b-4, c-2, d-1 (6) a-4, b-3, c-2, d-1 (7) a-1, b-3, c-2, d-4 (8) a-2, b-3, c-4, d-1 (9) a-4, b-3,

c-2, d-1 (10) a-2, b-3, c-1, d-4.
What your total score indicates:

e 10-17: You're not willing to take chances with
your money, even though it means you can't
make big gains.

e 18-25: You're semi-conservative, willing to take a
small chance with enough information.

26-32: You're semi-aggressive, willing to take
chances if you think the odds of earning more
are in your favor.

33-40: You're aggressive, looking for every op-
portunity to make your money grow, even though
in some cases the odds may be quite long. You
view money as a tool to make more money.
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Exhibit 2.5 Initial Risk and Investment Goal Categories and Asset Allocations Suggested by

Investment Firms

FIDELITY INVESTMENTS SUGGESTED ASSET ALLOCATIONS:

Cash/Short-Term Bonds Domestic Equities Foreign Equities
Short-term 100% 0% 0% 0%
Conservative 30 50 20 0
Balanced 10 40 45 5
Growth 5 25 60 10
Aggressive growth 0 15 70 15
Most aggressive 0 0 80 20

VANGUARD INVESTMENTS SUGGESTED ASSET ALLOCATIONS:

Overall Objective Risk Level Cash/Short-Term Bonds Stocks
Income-oriented Conservative 0% 100% 0%
Moderate 0 80% 20%
Aggressive 0 70% 30%
Balanced Conservative 0% 60% 40%
Moderate 0 50% 50%
Aggressive 0 40% 60%
Growth Conservative 0% 30% 70%
Moderate 0 20% 80%
Aggressive 0 0% 100%

T. ROWE PRICE MATRIX

Non-retirement-goals Matrix

Your Time Horizon

3-5years 6-10 years 11+ years
Strategy 2 Strategy 3 Strategy 5
Hiah 20% cash 10% cash 100% stocks
'9NEr - 409% bonds 30% bonds
40% stocks 60% stocks
(]
£
[ Strategy 1 Strategy 2 Strategy 4
[}
|_9 Moderat 30% cash 20% cash 20% bonds
x oderate | 509, bonds 40% bonds 80% stocks
= 20% stocks 40% stocks
3
>
All Cash
100% cash
Lower

Source: Based on data sampled from Personal Fidelity.com, Vanguard.com, and TRowePrice.com.
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(a euphemism for downtrends or crashes) that younger people have not experienced or whose
effect they do not fully appreciate. Risk tolerance is also influenced by one’s current net worth
and income expectations. All else being equal, individuals with higher incomes have a greater
propensity to undertake risk because their incomes can help cover any shortfall. Likewise,
individuals with larger portfolios can afford to place some assets in risky investments while
the remaining assets provide a cushion against losses.

A person’s return objective may be stated in terms of an absolute or a relative percentage
return, but it may also be stated in terms of a general goal, such as capital preservation, cur-
rent income, capital appreciation, or total return.

Capital preservation means that investors want to minimize their risk of loss, usually in
real terms: They seek to maintain the purchasing power of their investment. In other words,
the return needs to be no less than the rate of inflation. Generally, this is a strategy for
strongly risk-averse investors or for funds needed in the short run, such as for next year’s tu-
ition payment or a down payment on a house.

Capital appreciation is an appropriate objective when the investors want the portfolio to
grow in real terms over time to meet some future need. Under this strategy, growth mainly
occurs through capital gains. This is an aggressive strategy for investors willing to take on
risk to meet their objective. Generally, longer-term investors seeking to build a retirement or
college education fund may have this goal.

When current income is the return objective, the investors want the portfolio to concentrate on
generating income rather than capital gains. This strategy sometimes suits investors who want to
supplement their earnings with income generated by their portfolio to meet their living expenses.
Retirees may favor this objective for part of their portfolio to help generate spendable funds.

The objective for the total return strategy is similar to that of capital appreciation; namely,
the investors want the portfolio to grow over time to meet a future need. Whereas the capital
appreciation strategy seeks to do this primarily through capital gains, the total return strategy
seeks to increase portfolio value by both capital gains and reinvesting current income. Because
the total return strategy has both income and capital gains components, its risk exposure lies
between that of the current income and capital appreciation strategies.

Investment Objective: 25-Year-Old What is an appropriate investment objective for our
typical 25-year-old investor? Assume he holds a steady job, is a valued employee, has adequate
insurance coverage, and has enough money in the bank to provide a cash reserve. Let’s also
assume that his current long-term, high-priority investment goal is to build a retirement
fund. Depending on his risk preferences, he can select a strategy carrying moderate to high
amounts of risk because the income stream from his job will probably grow over time. Further,
given his young age and income growth potential, a low-risk strategy, such as capital preserva-
tion or current income, is inappropriate for his retirement fund goal; a total return or capital
appreciation objective would be most appropriate. Here’s a possible objective statement:

Invest funds in a variety of moderate- to higher-risk investments. The average risk of the equity
portfolio should exceed that of a broad stock market index, such as the NYSE stock index. For-
eign and domestic equity exposure should range from 80 percent to 95 percent of the total port-
folio. Remaining funds should be invested in short- and intermediate-term notes and bonds.

Investment Objective: 65-Year-Old Assume our typical 65-year-old investor likewise has
adequate insurance coverage and a cash reserve. Let’s also assume she is retiring this year.
This individual will want less risk exposure than the 25-year-old investor because her earning
power from employment will soon be ending; she will not be able to recover any investment
losses by saving more out of her paycheck. Depending on her income from social security and
a pension plan, she may need some current income from her retirement portfolio to meet liv-
ing expenses. Given that she can be expected to live an average of another 20 years, she will
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need protection against inflation. A risk-averse investor will choose a combination of current
income and capital preservation strategy; a more risk-tolerant investor will choose a combina-
tion of current income and total return in an attempt to have principal growth outpace infla-
tion. Here’s an example of such an objective statement:

Invest in stock and bond investments to meet income needs (from bond income and stock
dividends) and to provide for real growth (from equities). Fixed-income securities should
comprise 55-65 percent of the total portfolio; of this, 5-15 percent should be invested in
short-term securities for extra liquidity and safety. The remaining 35-45 percent of the port-
folio should be invested in high-quality stocks whose risk is similar to the S&P 500 index.

More detailed analyses for our 25-year-old and our 65-year-old would make more specific
assumptions about the risk tolerance of each, as well as clearly enumerate their investment
goals, return objectives, the funds they have to invest at the present, the funds they expect to
invest over time, and the benchmark portfolio that will be used to evaluate performance.

2.4.2 Investment Constraints

In addition to the investment objective that sets limits on risk and return, certain other con-
straints also affect the investment plan. Investment constraints include liquidity needs, an in-
vestment time horizon, tax factors, legal and regulatory constraints, and unique needs and
preferences.

Liqguidity Needs An asset is liquid if it can be quickly converted to cash at a price close to
fair market value. Generally, assets are more liquid if many traders are interested in a fairly
standardized product. Treasury bills are a highly liquid security, and real estate and venture
capital are not.

Investors may have liquidity needs that the investment plan must consider. For example,
although an investor may have a primary long-term goal, several near-term goals may require
available funds. Wealthy individuals with sizable tax obligations need adequate liquidity to pay
their taxes without upsetting their investment plan. Some retirement plans may need funds for
shorter-term purposes, such as buying a car or a house or making college tuition payments.

Our typical 25-year-old investor probably has little need for liquidity as he focuses on his
long-term retirement fund goal. This constraint may change, however, should he face a period
of unemployment or should near-term goals, such as honeymoon expenses or a house down
payment, enter the picture. Should any changes occur, the investor needs to revise his policy
statement and financial plans accordingly.

Our soon-to-be-retired 65-year-old investor has a greater need for liquidity. Although she
may receive regular checks from her pension plan and social security, it is not likely that they
will equal her working paycheck. She will want some of her portfolio in liquid securities to
meet unexpected expenses, bills, or special needs such as trips or cruises.

Time Horizon Time horizon as an investment constraint briefly entered our earlier discussion
of near-term and long-term high-priority goals. A close (but not perfect) relationship exists be-
tween an investor’s time horizon, liquidity needs, and ability to handle risk. Investors with long
investment horizons generally require less liquidity and can tolerate greater portfolio risk: less
liquidity because the funds are not usually needed for many years; greater risk tolerance because
any shortfalls or losses can be overcome by earnings and returns in subsequent years.

Investors with shorter time horizons generally favor more liquid and less risky investments
because losses are harder to overcome during a short time frame.

Because of life expectancies, our 25-year-old investor has a longer investment time horizon than
our 65-year-old investor. But, as discussed earlier, this does not mean the 65-year-old should place
all her money in short-term CDs; she needs the inflation protection that long-term investments
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such as common stock can provide. Still, because of the time horizon constraint, the 25-year-old
can have a greater proportion of his portfolio in equities—including stocks in small firms, as well
as international and emerging market firms—than the 65-year-old.

Tax Concerns Investment planning is complicated by the tax code; taxes complicate the situ-
ation even more if international investments are part of the portfolio. Taxable income from
interest, dividends, or rents is taxable at the investor’s marginal tax rate. The marginal tax
rate is the proportion of the next one dollar in income paid as taxes. Exhibit 2.6 shows the
marginal tax rates for different levels of taxable income. As of 2011, the top federal marginal
tax rate was 35 percent.

Capital gains or losses arise from asset price changes. They are taxed differently than in-
come. Income is taxed when it is received; capital gains or losses are taxed only when an asset
is sold and the gain or loss, relative to its initial cost or basis, is realized. Unrealized capital
gains (or losses) reflect the price change in currently held assets that have not been sold; the
tax liability on unrealized capital gains can be deferred indefinitely. If appreciated assets are
passed on to an heir upon the investor’s death, the basis of the assets is considered to be their
value on the date of the holder’s death. The heirs can then sell the assets and pay lower capital
gains taxes if they wish. Realized capital gains occur when an appreciated asset is sold; taxes
are due on the realized capital gains only. As of 2011, the maximum tax rate on stock divi-
dends and long-term capital gains is 15 percent.

Some find the difference between average and marginal income tax rates confusing. The mar-
ginal tax rate is the part of each additional dollar in income that is paid as tax. Thus, a married
person, filing jointly, with an income of $50,000 will have a marginal tax rate of 15 percent. The
15 percent marginal tax rate should be used to determine after-tax returns on investments.

The average tax rate is simply a person’s total tax payment divided by their total income. It
represents the average tax paid on each dollar the person earned. From Exhibit 2.6, a married
person, filing jointly, will pay $6,650 in tax on a $50,000 income [$1,700 + 0.15($50,000 —
$17,000)]. This average tax rate is $6,650/$50,000 or 13.3 percent. Note that the average tax
rate is a weighted average of the person’s marginal tax rates paid on each dollar of income.

Exhibit 2.6 Individual Marginal Tax Rates, 2011

For updates, go to the IRS website, http://www.irs.gov.
IF TAXABLE INCOME IS THE TAX IS
THEN
Over But Not Over This Amount Plus This % Of the Excess Over
Single $0 $8,500 $0 10% $0
$8,500 $34,500 $850 15% $8,500
$34,500 $83,600 $4,750 25% $34,500
$83,600 $174,400 $17,025 28% $83,600
$174,400 $379,150 $42,449 33% $171,850
$379,150 $110,016 35% $379,150
Married Filing Jointly $0 $17,000 $0 10% $0
$17,000 $69,000 $1,700 15% $17,000
$69,000 $139,350 $9,500 25% $69,000
$139,350 $212,300 $27,087 28% $139,350
$212,300 $379,150 $47,513 33% $212,300
$379,150 $102,574 35% $379,150
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The first $17,000 of income has a 10 percent marginal tax rate; the next $33,000 has a 15 per-
cent marginal tax rate:

$17,000 $33,000

————— x0.10+ ————— x0.15=0.133, or the average tax rate of 13.3 percent
$50,000 $50,000

Another tax factor is that some sources of investment income are exempt from federal and
state taxes. For example, interest on federal securities, such as Treasury bills, notes, and bonds,
is exempt from state taxes. Interest on municipal bonds (bonds issued by a state or other local
governing body) is exempt from federal taxes. Further, if investors purchase municipal bonds
issued by a local governing body of the state in which they live, the interest may be exempt
from both state and federal income tax. Thus, high-income individuals have an incentive to
purchase municipal bonds to reduce their tax liabilities.

The after-tax return on taxable investment income is

After-Tax Income Return = Pre-Tax Income Return x (1 — Marginal Tax Rate)

Thus, the after-tax return on a taxable bond investment should be compared to that of mu-
nicipals before deciding which security a tax-paying investor should purchase." Alternatively,
we could compute a municipal’s equivalent taxable yield, which is what a taxable bond invest-
ment would have to offer to produce the same after-tax return as the municipal. It is given by

(Municipal Yield)
(1 —Marginal Tax Rate)

Equivalent Taxable Yield =

To illustrate, if an investor is in the 28 percent marginal tax bracket, a taxable investment
yield of 8 percent has an after-tax yield of 8 percent x (1 — 0.28) or 5.76 percent; an equiva-
lent-risk municipal security offering a yield greater than 5.76 percent offers the investor greater
after-tax returns. On the other hand, a municipal bond yielding 6 percent has an equivalent
taxable yield of: 6 percent/(1 — 0.28) = 8.33 percent; to earn more money after taxes, an equiv-
alent-risk taxable investment has to offer a return greater than 8.33 percent.

There are other means of reducing investment tax liabilities. Contributions to an IRA
(individual retirement account) may qualify as a tax deduction if certain income limits
are met. Even without that deduction, taxes on any investment returns of an IRA, including
any income, are deferred until the funds are withdrawn from the account. Any funds
withdrawn from an IRA are taxable as current income, regardless of whether growth in the
IRA occurs as a result of capital gains, income, or both. For this reason, to minimize taxes ad-
visors recommend investing in stocks in taxable accounts and in bonds in tax-deferred ac-
counts such as IRAs. When funds are withdrawn from a tax-deferred account such as a
regular IRA, assets are taxed (at most) at a 35 percent income tax rate (Exhibit 2.6)—even if
the source of the stock return is primarily capital gains. In a taxable account, capital gains are
taxed at the maximum 15 percent capital gains rate. Decisions regarding IRAs (including Roth
IRAs) are very important, but the details of such decisions are beyond the purpose of this
book. Therefore, we recommend that investors discuss these decisions with a tax consultant
or financial planner.

Legal and Regulatory Factors Both the investment process and the financial markets are
highly regulated and subject to numerous laws. At times, these legal and regulatory factors
constrain the investment strategies of individuals and institutions.

For example, funds removed from a regular IRA, Roth IRA, or 401(k) plan before age 59%
are taxable and subject to an additional 10 percent withdrawal penalty. You may also be

"Realized capital gains on municipal securities are taxed, as are all other capital gains; similarly for capital losses. Only
the income from municipals is exempt from federal income tax.
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familiar with the tag line in many bank CD advertisements—“substantial interest penalty upon
early withdrawal.” Regulations and rules such as these may make such investments unattrac-
tive for investors with substantial liquidity needs in their portfolios.

Regulations can also constrain the investment choices available to someone in a fiduciary
role. A fiduciary, or trustee, supervises an investment portfolio of a third party, such as a trust
account or discretionary account.” The fiduciary must make investment decisions in accor-
dance with the owner’s wishes; a properly written policy statement assists this process. In ad-
dition, trustees of a trust account must meet the prudent-man standard, which means that
they must invest and manage the funds as a prudent person would manage his or her own
affairs. Notably, the prudent-man standard is based on the composition of the entire portfolio,
not each individual asset.’

All investors must respect certain laws, such as insider trading prohibitions against the pur-
chase and sale of securities on the basis of important information that is not publicly known.
Typically, the people possessing such private, or insider, information are the firm’s managers,
who have a fiduciary duty to their shareholders. Security transactions based on access to in-
sider information violates the fiduciary trust the shareholders have placed with management
because the managers seek personal financial gain from their privileged position as agents for
the shareholders.

For our typical 25-year-old investor, legal and regulatory matters will be of little concern,
with the possible exception of insider trading laws and the penalties associated with early with-
drawal of funds from tax-deferred retirement accounts. Should he seek a financial advisor to
assist him in constructing a financial plan, that advisor would have to obey the regulations
pertinent to a client-advisor relationship. Similar concerns confront our 65-year-old investor.
In addition, as a retiree, if she wants to do estate planning and set up trust accounts, she
should seek legal and tax advice to ensure that her plans are properly implemented.

Unique Needs and Preferences This category covers the individual and sometimes idiosyn-
cratic concerns of each investor. Some investors may want to exclude certain investments from
their portfolio solely on the basis of personal preference or for social consciousness reasons.
For example, they may request that no firms that manufacture or sell tobacco, alcohol, por-
nography, or environmentally harmful products be included in their portfolio. Some mutual
funds screen according to this type of social responsibility criterion.

Another example of a personal constraint is the time and expertise a person has for manag-
ing his or her portfolio. Busy executives may prefer to relax during nonworking hours and let
a trusted advisor manage their investments. Retirees, on the other hand, may have the time
but believe they lack the expertise to choose and monitor investments, so they also may seek
professional advice.

In addition, a business owner with a large portion of her wealth—and emotion—tied up in
her firm’s stock may be reluctant to sell even when it may be financially prudent to do so and
then reinvest the proceeds for diversification purposes. Further, if the stock holdings are in a
private company, it may be difficult to find a buyer unless shares are sold at a discount from
their fair market value. Because each investor is unique, the implications of this final con-
straint differ for each person; there is no “typical” 25-year-old or 65-year-old investor. The
point is, each individual will have to decide on—and then communicate—specific needs and
preferences in a well-constructed policy statement.

%A discretionary account is one in which the fiduciary, many times a financial planner or stockbroker, has the author-
ity to purchase and sell assets in the owner’s portfolio without first receiving the owner’s approval.

*As we will discuss in Chapter 7, it is sometimes wise to hold assets that are individually risky in the context of a
well-diversified portfolio, even if the investor is strongly risk averse.
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2.5 CONSTRUCTING THE PoLICY STATEMENT

As we have seen, the policy statement allows the investor to communicate his or her objectives
(risk and return) and constraints (liquidity, time horizon, tax, legal and regulatory, and unique
needs and preferences). This communication gives the advisor a better chance of implement-
ing an investment strategy that will satisfy the investor. Even if an advisor is not used, each
investor needs to take this first important step of the investment process and develop a finan-
cial plan to guide the investment strategy. To do without a plan or to plan poorly is to place
the success of the financial plan in jeopardy.

2.5.1 General Guidelines

Constructing a policy statement is the investor’s responsibility, but investment advisors often
assist in the process. Here, for both the investor and the advisor, are guidelines for good policy
statement construction.

In the process of constructing a policy statement, investors should think about the set of
questions suggested previously on page 39.

When working with an investor to create a policy statement, an advisor should ensure that
the policy statement satisfactorily answers the questions suggested previously on page 41.

2.5.2 Some Common Mistakes

When constructing their policy statements, participants in employer-sponsored retirement
plans need to realize that in many such plans 30-40 percent of their retirement funds may be
invested in their employer’s stock. Having so much money invested in one asset violates diver-
sification principles and could be costly. To put this in context, most mutual funds are limited
by law to having no more than 5 percent of their assets in any one company’s stock; a firm’s
pension plan can invest no more than 10 percent of their funds in its own stock. As noted by
Schulz (1996), individuals are unfortunately doing what government regulations prevent many
institutional investors from doing. In addition, some studies point out that the average stock
allocation in many retirement plans is lower than it should be if the investor wants growth of
principal over time—that is, investors tend to be too conservative.

Another consideration is the issue of stock trading. A number of studies by Barber and
Odean (1999, 2000, 2001) and Odean (1998, 1999) have shown that individual investors typi-
cally trade stocks too often (driving up commissions), sell stocks with gains too early (prior to
further price increases), and hold on to losers too long (as the price continues to fall). These
costly mistakes are especially true for men and online traders.

Investors, in general, seem to neglect that important first step to achieve financial success:
They do not plan for the future. Studies of retirement plans discussed by Ruffenach (2001) and
Clements (1997a, b, ¢) show that Americans are not saving enough to finance their retirement
years and they are not planning sufficiently for what will happen to their savings after they
retire. Around 25 percent of workers have saved less than $50,000 for their retirement. Finally,
about 60 percent of workers surveyed confessed they were “behind schedule” in planning and
saving for retirement.

2.6 THE IMPORTANCE OF ASSET ALLOCATION

A major reason why investors develop policy statements is to provide guidance for an overall
investment strategy. Though a policy statement does not indicate which specific securities to
purchase and when they should be sold, it should provide guidelines as to the asset classes to
include and a range of percents of the investor’s funds to invest in each class. How the inves-
tor divides funds into different asset classes is the process of asset allocation. Rather than
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provide strict percentages, asset allocation is usually expressed in ranges. This allows the
investment manager some freedom, based on his or her reading of capital market trends, to
invest toward the upper or lower end of the ranges. For example, suppose a policy statement
requires that common stocks be 60 percent to 80 percent of the value of the portfolio and that
bonds should be 20 percent to 40 percent of the portfolio’s value. If a manager is particularly
bullish about stocks, she will increase the allocation of stocks toward the 80 percent upper end
of the equity range and decrease bonds toward the 20 percent lower end of the bond range.
Should she be optimistic about bonds or bearish on stocks, that manager may shift the alloca-
tion closer to 40 percent invested in bonds with the remainder in equities.

A review of historical data and empirical studies provides strong support for the contention
that the asset allocation decision is a critical component of the portfolio management process.
In general, there are four decisions involved in constructing an investment strategy:

. What asset classes should be considered for investment?

. What policy weights should be assigned to each eligible asset class?

. What are the allowable allocation ranges based on policy weights?

«  What specific securities or funds should be purchased for the portfolio?

The asset allocation decision involves the first three points. How important is the asset allo-
cation decision to an investor? In a word, very. Several studies by Ibbotson and Kaplan (2000);
Brinson, Hood, and Beebower (1986); and Brinson, Singer, and Beebower (1991) have exam-
ined the effect of the normal policy weights on investment performance, using data from both
pension funds and mutual funds, during time periods extending from the early 1970s to the
late 1990s. The studies all found similar results: About 90 percent of a fund’s returns over
time can be explained by its target asset allocation policy. Exhibit 2.7 shows the relationship
between returns on the target or policy portfolio allocation and actual returns on a sample
mutual fund.

Rather than looking at just one fund and how the target asset allocation determines its re-
turns, some studies have looked at how much the asset allocation policy affects returns on a
variety of funds with different target weights. For example, Ibbotson and Kaplan (2000) found
that, across a sample of funds, about 40 percent of the difference in fund returns is explained
by differences in asset allocation policy. And what does asset allocation tell us about the level
of a particular fund’s returns? The studies by Brinson and colleagues (1986, 1991) and Ibbot-
son and Kaplan (2000) answered that question as well. They divided the policy return (what
the fund return would have been had it been invested in indexes at the policy weights) by the
actual fund return (which includes the effects of varying from the policy weights and security
selection). Thus, a fund that was passively invested at the target weights would have a ratio
value of 1.0, or 100 percent. A fund managed by someone with skill in market timing (for
moving in and out of asset classes) and security selection would have a ratio less than 1.0 (or
less than 100 percent); the manager’s skill would result in a policy return less than the actual
fund return. The studies showed the opposite: The policy-return/actual-return ratio averaged
over 1.0, showing that asset allocation explains slightly more than 100 percent of the level of
a fund’s returns. Because of market efficiency, fund managers practicing market timing and
security selection, on average, have difficulty surpassing passively invested index returns, after
taking into account the expenses and fees of investing.

Thus, asset allocation is a very important decision. Across all funds, the asset allocation de-
cision explains an average of 40 percent of the variation in fund returns. For a single fund,
asset allocation explains 90 percent of the fund’s variation in returns over time and slightly
more than 100 percent of the average fund’s level of return.

Good investment managers may add some value to portfolio performance, but the major
source of investment return—and risk—over time is the asset allocation decision (Brown,
2000).
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Exhibit 2.7 Time-Series Regression of Monthly Fund Return versus Fund Policy Return:

One Mutual Fund, April 1988-March 1998

Fund Return
(% per Month)
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_8 1 1 1 1 1 1 1
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Policy Return (% per Month)

Note: The sample fund’s policy allocations among the general asset classes were 52.4 percent U.S. large-cap stocks, 9.8
percent U.S. small-cap stocks, 3.2 percent non-U.S. stocks, 20.9 percent U.S. bonds, and 13.7 percent cash.

Source: Copyright © 2000, CFA Institute. Reproduced and republished from “Does Asset Allocation Policy Explain 40, 90 or
100 Percent of Performance?” in the Financial Analysts Journal, January/February 2000, with permission from CFA Institute.
All Rights Reserved.

2.6.1 Investment Returns after Taxes and Inflation

Exhibit 2.8 provides additional historical perspectives on returns. It indicates how an invest-
ment of $1 would have grown over the 1986-2010 period and, using fairly conservative as-
sumptions, examines how investment returns are affected by taxes and inflation.

Focusing first on stocks, funds invested in 1986 in the Standard & Poor’s 500 stocks would
have averaged an 11.57 percent annual return through 2010. Unfortunately, this return is un-
realistic because if the funds were invested over time, taxes would have to be paid and inflation
would erode the real purchasing power of the invested funds.

Except for tax-exempt investors and tax-deferred accounts, annual tax payments reduce in-
vestment returns. Incorporating taxes into the analysis lowers the after-tax average annual re-
turn of a stock investment to 8.33 percent.

But the major reduction in the value of our investment is caused by inflation. The real
after-tax average annual return on a stock over this time frame was only 5.50 percent, which
is less than half our initial unadjusted 11.57 percent return!

This example shows the long-run impact of taxes and inflation on the real value of a stock
portfolio. For bonds and bills, however, the results in Exhibit 2.8 show something even more
surprising. After adjusting for taxes, long-term bonds maintained their purchasing power;
T-bills barely provided value in real terms. One dollar invested in long-term government
bonds in 1986 gave the investor an annual average after-tax real return of 2.47 percent. An
investment in Treasury bills earned an average annual rate of only 0.15 percent after taxes
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Exhibit 2.8 The Effect of Taxes and Inflation on Investment Returns: 1986-2010

Before Taxes| After After Taxes After
and Inflation | Taxes | and Inflation | Inflation (Only)
Common stocks (S&P 500) 11.57% 8.33% 5.50% 8.74%
BaBrg:%ylsng:f”a' Government 7.36% 5.30% 2.47% 453%
Tﬁzf:gyg’i"s (8 month constant |, 4 4, 298% | 0.15% 1.31%
Municipal bonds (est.) 6.88% 6.88% 4.05% 4.05%
14.0%
12.0%
10.0%
8.0% —
6.0% —
4.0% —
2.0% —
0.0% —
Before Taxes and Inflation After Taxes After Taxes and Inflation  After Inflation (Only)
[l Common stocks (Wilshire 5000)
[l arclays Capital Government Bond Index
Treasury bills (3 month constant maturity)
[l Municipal bonds (est)

Assumptions: 28 percent tax rate on income; 20 percent on price change. Compound inflation rate was 3.1 percent for full period.

Source: Computations by authors, using data indicated.

and inflation. Municipal bonds, because of the protection they offer from taxes, earned an av-
erage annual real return of almost 4.05 percent during this time.

This historical analysis demonstrates that, for taxable investments, a reasonable way to
maintain purchasing power over long time periods when investing in financial assets is to in-
vest in common stocks. Put another way, an asset allocation decision for a taxable portfolio
that does not include a substantial commitment to common stocks makes it difficult for the
portfolio to maintain real value over time.*

Notably, the fourth column, labeled “After inflation (only),” is more encouraging since it
refers to results for a tax-free retirement account that is only impacted by inflation. These
results should encourage investors to take advantage of tax-free opportunities.

2.6.2 Returns and Risks of Different Asset Classes

By focusing on returns, we have ignored its partner—risk. Assets with higher long-term returns
have these returns to compensate for their risk. Exhibit 2.9 illustrates returns (unadjusted for

*Of course other equity-oriented investments, such as venture capital or real estate, may also provide inflation protec-
tion after adjusting for portfolio costs and taxes. Future studies of the performance of Treasury inflation-protected se-
curities (TIPs) will likely show their usefulness in protecting investors from inflation as well.
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Exhibit 2.9 Summary Statistics of Annual Returns, 1986-2010, U.S. Securities

Geometric Arithmetic Standard

Mean (%) Mean (%) Deviation (%)
Large company stocks (S&P 500) 9.94 11.57 18.23
Small company stocks (Russell 2000) 10.63 12.73 21.43
Government bonds (Barclays Capital) 7.20 7.36 5.86
Corporate bonds (Barclays Capital) 7.94 8.13 6.49
High-Yield Corporate bonds (Barclays Capital) 8.96 10.14 16.87
30-day Treasury bill (Federal Reserve) 412 414 2.24
U.S. inflation (Federal Reserve) 2.82 2.83 1.29

Source: Calculations by authors, using data noted.

inflation, transaction costs and taxes) for several asset classes over time. As expected, the
higher returns available from equities (both large cap and small cap) also include higher risk.
This is precisely why investors need a policy statement and why the investor and manager
must understand the capital markets and have a disciplined approach to investing. Safe Trea-
sury bills will sometimes outperform equities, and, because of their higher risk, common stocks
will sometimes lose significant value. These are times when undisciplined and uneducated in-
vestors become frustrated, sell their stocks at a loss, and vow never to invest in equities again.
In contrast, these are just the times when disciplined investors stick to their investment plan
and position their portfolios for the next bull market.” By holding on to their stocks and con-
tinuing to purchasing more at depressed prices, the equity portion of the portfolio will experi-
ence a substantial increase in the future.

The asset allocation decision determines to a great extent both the returns and the volatility
of the portfolio. As noted, Exhibit 2.9 indicates that stocks are riskier than bonds or T-bills.
Exhibit 2.10 shows that stocks have sometimes experienced returns lower than those of T-bills
for extended periods of time. Still, the long-term results in Exhibit 2.9 show that sticking with
an investment policy through difficult times provides attractive rates of return over long hold-
ing periods.®

One popular way to measure risk is to examine the variability of returns over time by com-
puting a standard deviation or variance of annual rates of return for an asset class. This mea-
sure, which is used in Exhibit 2.9, indicates that stocks are relatively risky and T-bills are
relatively safe. Another intriguing measure of risk is the probability of not meeting your invest-
ment return objective. From this perspective, the results in Exhibit 2.10 show that if the inves-
tor has a long time horizon (i.e., approaching 20 years), the risk of equities is small and that of
T-bills is large because of their differences in long-term expected returns.

2.6.3 Asset Allocation Summary

A carefully constructed policy statement determines the types of assets that should be included
in a portfolio. The asset allocation decision, not the selection of specific stocks and bonds, de-
termines most of the portfolio’s returns over time. Although seemingly risky, investors seeking

*Newton’s law of gravity seems to work two ways in financial markets. What goes up must come down; but it also
appears over time that what goes down may come back up. Contrarian investors and some “value” investors use this
concept of reversion to the mean to try to outperform the indexes over time.

“The added benefits of diversification—combining different asset classes in the portfolio—may reduce overall portfolio
risk without harming potential return. The important topic of diversification is discussed in detail in Chapter 7.
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Exhibit 2.10 Higher Returns Offered by Equities over Long Time Periods

Time Frame: 1934-2010

Length of Holding Period Percentage of Periods That Stock Returns
(calendar years) Trailed T-Bill Returns*
1 33.80%
5 15.10
10 8.80
20 0.00
30 0.00

*Price change plus reinvested income
Source: Author calculations.

capital appreciation, income, or even capital preservation over long time periods should stipu-
late a sizable allocation to the equity portion in their portfolio. As noted in this section, a strat-
egy’s risk depends on the investor’s goals and time horizon. As demonstrated, investing in
T-bills may actually be a riskier strategy than investing in common stocks due to the risk of
not meeting long-term investment return goals especially after considering the impact of infla-
tion and taxes.

Asset Allocation and Cultural Differences Thus far, our analysis has focused on U.S. in-
vestors. Non-U.S. investors make their asset allocation decisions in much the same manner;
but because they face different social, economic, political, and tax environments, their alloca-
tion decisions differ from those of U.S. investors. Exhibit 2.11 shows the equity allocations of
pension funds in several countries. As shown, the equity allocations vary dramatically from 79
percent in Hong Kong to 37 percent in Japan and only 8 percent in Germany.

National demographic and economic differences can explain much of the divergent port-
folio allocations. Of these six nations, the average age of the population is highest in Germany
and Japan and lowest in the United States and the United Kingdom, which helps explain the
greater use of equities in the United States and United Kingdom. Further, government privati-
zation programs during the 1980s in the United Kingdom encouraged equity ownership
among individual and institutional investors. In Germany, regulations prevent insurance firms
from having more than 20 percent of their assets in equities. Both Germany and Japan have
banking sectors that invest privately in firms and whose officers sit on corporate boards. Since
1980, the cost of living in the United Kingdom has increased at a rate about two times that of

Exhibit 2.11 Equity Allocations in Pension Fund Portfolios by Country

Country Percentage in Equities
Hong Kong 79
United Kingdom 78
Ireland 68
United States 58
Japan 37
Germany 8

Source: Copyright © 1998, Association for Investment Management and Research. Reproduced and re-
published from “Client Expectations and the Demand to Minimize Downside Risk” from the seminar
proceedings Asset Allocation in a Changing World, 1998, with permission from the CFA Institute. All
Rights Reserved.



Chapter 2: The Asset Allocation Decision 55

Exhibit 2.12 Asset Allocation and Inflation for Different Countries’ Equity Allocation

as of December 1997; Average Inflation Measured over 1980-1997

80
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Inflation (%)

Source: Copyright © 1998, CFA Institute. Reproduced and republished from “Are U.K. Investors Turning More Conserva-
tive?” from the seminar proceedings Asset Allocation in a Changing World, 1998, with permission from CFA Institute. All
Rights Reserved.

Germany and this inflationary bias in the U.K. economy again favors higher equity allocations.
Exhibit 2.12 shows the positive relationship between the level of inflation in a country and its
pension fund allocation to equity. These results and many others that could be mentioned in-
dicate that some legislation, the general economic environment, and the demographics of a
country have an effect on the asset allocation by the investors in the country.

SUMMARY

. In this chapter, we saw that investors need to pru-

dently manage risk within the context of their in-
vestment goals and preferences. Income, spending,
and investing behavior will change over a person’s
lifetime.

We reviewed the importance of developing an in-
vestment policy statement before implementing an
investment plan. By forcing investors to examine
their needs, risk tolerance, and familiarity with the
capital markets, policy statements help investors
correctly identify appropriate objectives and con-

straints. In addition, the policy statement provides
a standard by which to evaluate the performance of
the portfolio manager.

We also reviewed the importance of the asset allo-
cation decision in determining long-run portfolio
investment returns and risks. Because the asset al-
location decision follows setting the objectives and
constraints, it is clear that the success of the in-
vestment program depends on the first step, the
construction of the policy statement.
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QUESTIONS

1. “Young people with little wealth should not invest money in risky assets such as the stock
market, because they can’t afford to lose what little money they have.” Do you agree or
disagree with this statement? Why?

2. Your healthy 63-year-old neighbor is about to retire and comes to you for advice. From
talking with her, you find out she was planning on taking all the money out of her com-
pany’s retirement plan and investing it in bond mutual funds and money market funds.
What advice should you give her?

3. Discuss how an individual’s investment strategy may change as he or she goes through the
accumulation, consolidation, spending, and gifting phases of life.

4. Why is a policy statement important?

5. Use the questionnaire “How much risk is right for you?” (Exhibit 2.4) to determine your
risk tolerance. Use this information to help write a policy statement for yourself.

6. Your 45-year-old uncle is 20 years away from retirement; your 35-year-old older sister is
about 30 years away from retirement. How might their investment policy statements
differ?

7. What information is necessary before a financial planner can assist a person in construct-
ing an investment policy statement?

8. Use the Internet to find the home pages for some financial-planning firms. What strategies
do they emphasize? What do they say about their asset allocation strategy? What are their
firms” emphases—for example, value investing, international diversification, principal pres-
ervation, retirement and estate planning?

9. Mr. Franklin is 70 years of age, is in excellent health, pursues a simple but active lifestyle,
and has no children. He has interest in a private company for $90 million and has decided
that a medical research foundation will receive half the proceeds now and will be the pri-
mary beneficiary of his estate upon his death. Mr. Franklin is committed to the founda-
tion’s well-being because he believes strongly that, through it, a cure will be found for the
disease that killed his wife. He now realizes that an appropriate investment policy and as-
set allocations are required if his goals are to be met through investment of his consider-
able assets. Currently, the following assets are available for use in building an appropriate
portfolio for him:

$45.0 million cash (from sale of the private company interest,
net of a $45 million gift to the foundation)

$10.0 million stocks and bonds ($5 million each)

$ 9.0 million warehouse property (now fully leased)

$ 1.0 million value of his residence

$65.0 million total available assets

a. Formulate and justify an investment policy statement setting forth the appropriate
guidelines within which future investment actions should take place. Your policy state-
ment should encompass all relevant objective and constraint considerations.
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b. Recommend and justify a long-term asset allocation that is consistent with the invest-
ment policy statement you created in Part a. Briefly explain the key assumptions you
made in generating your allocation.

PROBLEMS

Suppose your first job pays you $28,000 annually. What percentage should your cash re-
serve contain? How much life insurance should you carry if you are unmarried? How
much if you are married with two young children?

Using Exhibit 2.6, what is the marginal tax rate for a couple, filing jointly, if their taxable

income is $20,000? $40,000? $60,0002 What is their tax bill for each of these income levels?

What is the average tax rate for each of these income levels?

What is the marginal tax rate for a single individual if her taxable income is $20,000?

$40,000? 60,0002 What is her tax bill for each of these income levels? What is her average

tax rate for each of these income levels?

a. Someone in the 36 percent tax bracket can earn 9 percent annually on her investments
in a tax-exempt IRA account. What will be the value of a one-time $10,000 investment
in 5 years? 10 years? 20 years?

b. Suppose the preceding 9 percent return is taxable rather than tax-deferred and the taxes
are paid annually. What will be the after-tax value of her $10,000 investment after 5, 10,
and 20 years?

a. Someone in the 15 percent tax bracket can earn 10 percent on his investments in a tax-
exempt IRA account. What will be the value of a $10,000 investment in 5 years? 10
years? 20 years?

b. Suppose the preceding 10 percent return is taxable rather than tax-deferred. What will
be the after-tax value of his $10,000 investment after 5, 10, and 20 years?

Assume that the rate of inflation during all these periods was 3 percent a year. Compute

the real value of the two tax-deferred portfolios in problems 4a and 5a.



58

PPENDIX CHAPTER 2

Objectives and Constraints of Institutional Investors

Institutional investors manage large amounts of funds in the course of their business. They in-
clude mutual funds, pension funds, insurance firms, endowments, and banks. In this appendix,
we review the characteristics of various institutional investors and discuss their typical invest-
ment objectives and constraints.

Mutual Funds

A mutual fund pools sums of money from investors, which are then invested in financial as-
sets. Each mutual fund has its own investment objective, such as capital appreciation, high
current income, or money market income. A mutual fund will state its investment objective,
and investors choose the funds in which to invest. Two basic constraints face mutual funds:
those created by law to protect mutual fund investors and those that represent choices made
by the mutual fund’s managers. Some of these constraints will be discussed in the mutual
fund’s prospectus, which must be given to all prospective investors before they purchase shares
in a mutual fund. Mutual funds are discussed in more detail in Chapter 24.

Pension Funds

Pension funds are a major component of retirement planning for individuals. As of 2011, U.S.
pension assets were nearly $21 trillion. Basically, a firm’s pension fund receives contributions
from the firm, its employees, or both. The funds are invested with the purpose of giving work-
ers either a lump-sum payment or the promise of an income stream after their retirement.
Defined benefit pension plans promise to pay retirees a specific income stream after retire-
ment. The size of the benefit is usually based on factors that include the worker’s salary, or
time of service, or both. The company contributes a certain amount each year to the pension
plan; the size of the contribution depends on assumptions concerning future salary increases
and the rate of return to be earned on the plan’s assets. Under a defined benefit plan, the com-
pany carries the risk of paying the future pension benefit to retirees; should investment perfor-
mance be poor, or should the company be unable to make adequate contributions to the plan,
the shortfall must be made up in future years. “Poor” investment performance means the ac-
tual return on the plan’s assets fell below the assumed actuarial rate of return. The actuarial
rate is the discount rate used to find the present value of the plan’s future obligations and thus
this rate determines the size of the firm’s annual contribution to the pension plan.

Defined contribution pension plans do not promise set benefits but only specified contri-
butions to the plan. As a result, employees’ benefits depend on the size of the contributions
made to the pension fund and the returns earned on the fund’s investments. Thus, the plan’s
risk related to the rates of return on investments is borne by the employee. Unlike a defined
benefit plan, employees’ retirement income is not an obligation of the firm.

A pension plan’s objectives and constraints depend on whether the plan is a defined benefit
plan or a defined contribution plan. We review each separately below.

Defined Benefit The plan’s risk tolerance depends on the plan’s funding status and its actuar-
ial rate. For underfunded plans (where the present value of the fund’s liabilities to employees
exceeds the value of the fund’s assets), a more conservative approach toward risk is taken to en-
sure that the funding gap is closed over time. This may entail a strategy whereby the firm makes
larger plan contributions and assumes a lower actuarial rate. Overfunded plans (where the pres-
ent value of the pension liabilities is less than the plan’s assets) allow a more aggressive invest-
ment strategy, which implies a higher actuarial rate. This allows the firm to reduce its
contributions and increases the risk exposure of the plan. The return objective is to meet the
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plan’s actuarial rate of return, which is set by actuaries who estimate future pension obligations
based on assumptions about future salary increases, current salaries, retirement patterns, worker
life expectancies, and the firm’s benefit formula. Obviously, the actuarial rate helps determine the
size of the firm’s plan contributions over time.

The liquidity constraint on defined benefit funds is mainly a function of the average age of
employees. A younger employee base means less liquidity is needed; an older employee base
generally means more liquidity is needed to pay current pension obligations to retirees. The
time horizon constraint is also affected by the average age of employees, although some ex-
perts recommend using a 5- to 10-year horizon for planning purposes. Taxes are not a major
concern to the plan, because pension plans are exempt from paying tax on investment returns.
The major legal constraint is that the plan must be run in accordance with the Employee Re-
tirement and Income Security Act (ERISA), and investments must satisfy the “prudent-expert”
standard when evaluated in the context of the overall pension plan’s portfolio.

Defined Contribution Notably, the individual employee decides how his or her contribu-
tions to the plan are to be invested. As a result, the objectives and constraints for defined con-
tribution plans depend on the individual. Because the employee carries the risk of inadequate
retirement funding rather than the firm, defined contribution plans are generally more conser-
vatively invested (the majority of research indicates that employees tend to be too conserva-
tive). If, however, the plan is considered part of an estate planning tool for a wealthy founder
or officer of the firm, a higher risk tolerance and return objective are appropriate because most
of the plan’s assets will ultimately be owned by the individual’s heirs.

The liquidity and time horizon needs for the plan differ depending on the average age of
the individual employees and the degree of employee turnover within the firm. Similar to de-
fined benefit plans, defined contribution plans are tax-exempt and are governed by the provi-
sions of ERISA.

Endowment Funds

Endowment funds arise from contributions made to charitable or educational institutions.
Rather than immediately spending the funds, the organization invests the money for the pur-
pose of providing a future stream of income to the organization. The investment policy of an
endowment fund is the result of a “tension” between the organization’s need for current in-
come and the desire for a growing future stream of income to protect against inflation.

To meet the institution’s operating budget needs, the fund’s return objective is often set by
adding the spending rate (the amount taken out of the funds each year) and the expected in-
flation rate. Funds that have more risk-tolerant trustees may have a higher spending rate than
those overseen by more risk-averse trustees. Because a total return approach usually serves to
meet the return objective over time, the organization is generally withdrawing both income
and capital gain returns to meet budgeted needs. The risk tolerance of an endowment fund is
largely affected by the collective risk tolerance of the organization’s trustees.

Due to the fund’s long-term time horizon, liquidity requirements are minor except for the
need to spend part of the endowment each year and maintain a cash reserve for emergencies.
Many endowments are tax-exempt, although income from some private foundations can be taxed
at either a 1 percent or 2 percent rate. Short-term capital gains are taxable, but long-term capital
gains are not. Regulatory and legal constraints arise on the state level, where most endowments
are regulated. Unique needs and preferences may affect investment strategies, especially among col-
lege or religious endowments, which may have strong preferences about social investing issues.

Insurance Companies

The investment objectives and constraints for an insurance company depend on whether it is a
life insurance company or a nonlife (such as a property and casualty) insurance firm.
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Life Insurance Companies Except for firms dealing only in term life insurance, life insur-
ance firms collect premiums during a person’s lifetime that must be invested until a death ben-
efit is paid to the insurance contract’s beneficiaries. At any time, the insured can turn in her
policy and receive its cash surrender value. Discussing investment policy for an insurance firm
is also complicated by the insurance industry’s proliferation of insurance and quasi-investment
products.

Basically, an insurance company wants to earn a positive “spread,” which is the difference be-
tween the rate of return on investment minus the rate of return it credits its various policy-
holders. This concept is similar to a defined benefit pension fund that tries to earn a rate of
return in excess of its actuarial rate. If the spread is positive, the insurance firm’s surplus reserve
account rises; if not, the surplus account declines by an amount reflecting the negative spread. A
growing surplus is an important competitive tool for life insurance companies. Attractive invest-
ment returns allow the company to advertise better policy returns than those of its competitors.
A growing surplus also allows the firm to offer new products and expand insurance volume.

Because life insurance companies are quasi-trust funds for savings, fiduciary principles limit
the risk tolerance of the invested funds. The National Association of Insurance Commissioners
(NAIC) establishes risk categories for bonds and stocks; companies with excessive investments
in higher-risk categories must set aside extra funds in a mandatory securities valuation reserve
(MSVR) to protect policyholders against losses.

Insurance companies’ liquidity needs have increased over the years due to increases in policy
surrenders and product-mix changes. A company’s time horizon depends upon its specific product
mix. Life insurance policies require longer-term investments, whereas guaranteed insurance con-
tracts (GICs) and shorter-term annuities require shorter investment time horizons.

Tax rules changed considerably for insurance firms in the 1980s. For tax purposes, invest-
ment returns are divided into two components: first, the policyholder’s share, which is the re-
turn portion covering the actuarially assumed rate of return needed to fund reserves; and
second, the balance that is transferred to reserves. Unlike pensions and endowments, life insur-
ance firms pay income and capital gains taxes at the corporate tax rates on the returns trans-
ferred to reserves.

Except for the NAIC, most insurance regulation is on the state level. Regulators oversee the
eligible asset classes and the reserves (MSVR) necessary for each asset class and enforce the
“prudent-expert” investment standard. Audits ensure that various accounting rules and invest-
ment regulations are followed.

Nonlife Insurance Companies Cash outflows are somewhat predictable for life insurance
firms, based on their mortality tables. In contrast, the cash flows required by major accidents,
disasters, and lawsuit settlements are not as predictable for nonlife insurance firms.

Due to their fiduciary responsibility to claimants, risk exposures are low to moderate. De-
pending on the specific company and competitive pressures, premiums may be affected by
both the probability of a claim and the investment returns earned by the firm. Typically, casu-
alty insurance firms invest their insurance reserves in relatively safe bonds to provide needed
income to pay claims; capital and surplus funds are invested in equities for their growth poten-
tial. As with life insurers, property and casualty firms have a stronger competitive position
when their surplus accounts are larger than those of their competitors. Many insurers now fo-
cus on a total return objective as a means to increase their surplus accounts over time.

Because of uncertain claim patterns, liquidity is a concern for property and casualty in-
surers who also want liquidity so they can switch between taxable and tax-exempt investments
as their underwriting activities generate losses and profits. The time horizon for investments is
typically shorter than that of life insurers, although many invest in long-term bonds to earn
the higher yields available on these instruments. Investing strategy for the firm’s surplus ac-
count focuses on long-term growth.
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Regulation of property and casualty firms is more permissive than for life insurers. Similar
to life companies, states regulate classes and quality of investments for a certain percentage of
the firm’s assets. Beyond this restriction, insurers can invest in many different types and quali-
ties of instruments, although some states limit the proportion that can be invested in real es-
tate assets.

Banks

Pension funds, endowments, and insurance firms obtain virtually free funds for investment pur-
poses. Not so with banks. To have funds to lend, they must attract investors in a competitive
interest rate environment. They compete against other banks and also against companies that
offer other investment vehicles, from bonds to common stocks. A bank’s success relies primarily
on its ability to generate returns in excess of its funding costs.

A bank tries to maintain a positive difference between its cost of funds and its returns on
assets. If banks anticipate falling interest rates, they will try to invest in longer-term assets to
lock in the returns while seeking short-term deposits, whose interest cost is expected to fall
over time. When banks expect rising rates, they will try to lock in longer-term deposits with
fixed-interest costs, while investing funds short term to capture rising interest rates. The risk
of such strategies is that losses may occur should a bank incorrectly forecast the direction of
interest rates. The aggressiveness of a bank’s strategy will be related to the size of its capital
ratio and the oversight of regulators.

Banks need substantial liquidity to meet withdrawals and loan demand. A bank has two forms of
liquidity. Internal liquidity is provided by a bank’s investment portfolio that includes highly liquid
assets. A bank has external liquidity if it can borrow funds in the federal funds markets (where banks
lend reserves to other banks), from the Federal Reserve Bank’s discount window, or if it can sell cer-
tificates of deposit at attractive rates.

Banks have a short time horizon for several reasons. First, they have a strong need for liquidity.
Second, because they want to maintain an adequate interest revenue-interest expense spread, they
generally focus on shorter-term investments to avoid interest rate risk and to avoid getting “locked
in” to a long-term revenue source. Third, because banks typically offer short-term deposit accounts
(demand deposits, NOW accounts, and such) they need to match the maturity of their assets and
liabilities to avoid taking undue risks. This desire to match the maturity of assets and liabilities is
shared by virtually all financial institutions.

Banks are heavily regulated by numerous state and federal agencies. The Federal Reserve
Board, the Comptroller of the Currency, and the Federal Deposit Insurance Corporation all
oversee various components of bank operations. The Glass-Steagall Act restricts the equity in-
vestments that banks can make. Unique situations that affect each bank’s investment policy
depend on their size, market, and management skills in matching asset and liability sensitivity
to interest rates. For example, a bank in a small community may have many customers who
deposit their money with it for the sake of convenience. A bank in a more populated area
will find its deposit flows are more sensitive to interest rates and competition from nearby
banks.

Institutional Investment Summary

Among the great variety of institutions, each institution has its “typical” investment objectives
and constraints. This discussion has indicated the differences that exist among types of institu-
tions and some of the major issues confronting them. Notably, just as with individual inves-
tors, “cookie-cutter” policy statements are inappropriate for institutional investors. The
specific objectives, constraints, and investment strategies must be determined on a case-by-
case basis.
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CHAPTER 3

Selecting Investments in a

Global Market*

After you read this chapter, you should be able to answer the following questions:

* Why should investors have a global perspective regarding their investments?

What has happened to the relative size of U.S. and foreign stock and bond markets?

What are the differences in the rates of return on U.S. and foreign securities markets?

How can changes in currency exchange rates affect the returns that U.S. investors experience on foreign securities?
Is there additional advantage to diversifying in international markets beyond the benefits of domestic diversification?
What alternative securities are available? What are their cash flow and risk properties?

What are the historical return and risk characteristics of the major investment instruments?

Whatis the relationship among the returns for foreign and domestic investment instruments?

o Whatistheimplication of these relationships for portfolio diversification?

Individuals are willing to defer current consumption for many reasons. Some save for
their children’s college tuition or their own; others wish to accumulate down pay-
ments for a home, car, or boat; others want to amass adequate retirement funds for
the future. Whatever the reasons for an investment program, the techniques we used
in Chapter 1 to measure risk and return will help you evaluate alternative investments.

But what are those alternative investments? Thus far, we have said little about the in-
vestment opportunities available in financial markets. In this chapter, we address this is-
sue by surveying investment alternatives. This is essential background for making the
asset allocation decision discussed in Chapter 2 and for later chapters where we analyze
several individual investments, such as bonds, common stock, and other securities. It is
also important when we consider how to construct and evaluate portfolios of investments.

As an investor in the 21st century, you have an array of investment choices unavail-
able a few decades ago. As discussed by Miller (1991), a combination of dynamic finan-
cial markets, technological advances, and new regulations have resulted in numerous
new investment instruments and expanded trading opportunities. Improvements in
communications and relaxation of international regulations have made it easier for in-
vestors to trade in both domestic and global markets. Telecommunications networks en-
able U.S. brokers to reach security exchanges in London, Tokyo, and other European
and Asian cities as easily as those in New York, Chicago, and other U.S. cities. The com-
petitive environment in the brokerage industry and the deregulation of the banking sec-
tor have made it possible for more financial institutions to compete for investor dollars.

*The authors acknowledge data collection help on this chapter from Edgar Norton of Illinois State University and
David J. Wright from the University of Wisconsin-Parkside.
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All of his has spawned investment vehicles with a variety of maturities, risk-return char-
acteristics, and cash flow patterns. In this chapter, we examine some of these choices.

As an investor, you need to understand the differences among investments so you
can build a properly diversified portfolio that conforms to your objectives. That is, you
should seek to acquire a group of investments with different patterns of returns over
time. If chosen carefully, such portfolios minimize risk for a given level of return because
low or negative rates of return on some investments during a period of time are offset by
above-average returns on others. Your goal should be to build a balanced portfolio of
investments with relatively stable overall rates of return. A major goal of this text is to
help you understand and evaluate the risk-return characteristics of investment portfolios.
An appreciation of alternative security types is the starting point for this analysis.

This chapter is divided into three main sections. Because investors can choose
securities from around the world, we initially look at a combination of reasons why
investors should include foreign as well as domestic securities in their portfolios.
Taken together, these reasons provide a compelling case for global investing.

In the second section of this chapter, we discuss securities in domestic and global
markets, describing their main features and cash flow patterns. You will see that the
varying risk-return characteristics of alternative investments suit the preferences of
different investors.

The third and final section contains the historical risk and return performance of
several investment instruments from around the world and examines the relationship
among the returns for many of these securities. These results provide strong empirical
support for global investing.

3.1 THE CASE FOR GLOBAL INVESTMENTS

Twenty years ago, the bulk of investments available to individual investors consisted of U.S.
stocks and bonds. Now, however, a call to your broker gives you access to a wide range of secu-
rities sold throughout the world. Currently, you can purchase stock in General Motors or
Toyota, U.S. Treasury bonds or Japanese government bonds, a mutual fund that invests in U.S.
biotechnology companies, a global growth stock fund, a German or Chinese stock fund, or
options on a U.S. stock index.

Several changes have caused this explosion of investment opportunities. For one, the
growth and development of numerous foreign financial markets, such as those in Japan, the
United Kingdom, and Germany, as well as emerging markets, such as China and India, have
made these markets accessible and viable for investors around the world. U.S. investment firms
have recognized this opportunity and established facilities in these countries aided by advances
in telecommunications technology that allow constant contact with offices and financial mar-
kets around the world. In addition to the efforts by U.S. firms, foreign firms and investors un-
dertook counterbalancing initiatives, including significant mergers of firms and security
exchanges. As a result, as described by Pardee (1987), investors and investment firms can eas-
ily trade securities in markets around the world.

There are three interrelated reasons U.S. investors should think of constructing global in-
vestment portfolios:

1. When investors compare the absolute and relative sizes of U.S. and foreign markets for
stocks and bonds, they see that ignoring foreign markets reduces their choices to less
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than 50 percent of available investment opportunities. Because more opportunities
broaden your range of risk-return choices, it makes sense to evaluate foreign securities
when selecting investments and building a portfolio.

2. The rates of return available on non-U.S. securities often have substantially exceeded
those for U.S.-only securities. The higher returns on non-U.S. equities can be justified by
the higher growth rates for the countries where they are issued.

3. A major tenet of investment theory is that investors should diversify their portfolios.
Because the relevant factor when diversifying a portfolio is low correlation between asset
returns over time, diversification with foreign securities that have very low correlation
with U.S. securities can substantially reduce portfolio risk.

In this section, we analyze these reasons to demonstrate the advantages to a growing role of
foreign financial markets for U.S. investors and to assess the benefits and risks of trading in
these markets. Notably, the reasons that global investing is appropriate for U.S. investors are
generally even more compelling for non-U.S. investors.

3.1.1 Relative Size of U.S. Financial Markets

Prior to 1970, the securities traded in the U.S. stock and bond markets comprised about 65 per-
cent of all the securities available in world capital markets. Therefore, a U.S. investor selecting
securities strictly from U.S. markets had a fairly complete set of investments available. Under
these conditions, most U.S. investors probably believed that it was not worth the time and effort
to expand their investment universe to include the limited investments available in foreign mar-
kets. That situation has changed dramatically over the past 40 plus years. Currently, investors
who ignore foreign stock and bond markets limit their investment choices substantially.

Exhibit 3.1 shows the breakdown of securities available in world capital markets in 1969
and 2010. Not only has the overall value of all securities increased dramatically (from $2.3 tril-
lion to $113.6 trillion), but the composition has also changed. Concentrating on proportions of
bond and equity investments, the exhibit shows that in 1969 U.S. dollar bonds and U.S. equity
securities made up 53 percent of the total value of all securities versus 28.4 percent for the to-
tal of nondollar bonds and equity. By 2010, U.S. bonds and equities accounted for 42.6 percent

Exhibit 3.1 Total Investable Assets in the Global Capital Market

Emerging ~ Emerging Market
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All Other  Japan Equity 3.5%
Equities ‘ 1.6% U.S. Equity Cash U.S. Equity
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22.3% 6.9% 221% Bonds 1.3%
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of the total securities market versus 47.2 percent for nondollar bonds and stocks. These data
indicate that if you consider only the U.S. proportion of this combined stock and bond market,
it has declined from 65 percent of the total in 1969 to about 47 percent in 2010.

The point is, the U.S. security markets now include a substantially smaller proportion of the
total world capital market, and this trend will almost certainly continue. The faster economic
growth of many other countries compared to the United States will require foreign govern-
ments and individual companies to issue debt and equity securities to finance this growth.
Therefore, U.S. investors should consider investing in foreign securities because of the growing
importance of these foreign securities in world capital markets. Put another way, not investing
in foreign stocks and bonds means you are ignoring over 50 percent of the securities that are
available to you. This approximate 50-50 breakdown is about the same for bonds alone, while
U.S. stocks are only about 42 percent of global stocks.

3.1.2 Rates of Return on U.S. and Foreign Securities

An examination of the rates of return on U.S. and foreign securities not only demonstrates
that many non-U.S. securities provide superior rates of return but also shows the impact of
the exchange rate risk discussed in Chapter 1.

Global Bond-Market Returns Exhibit 3.2 reports annual rates of return for several major
international bond markets for 1986-2010. The returns have been converted to U.S. dollar re-
turns, so the exhibit shows mean annual returns and standard deviations that a U.S.-based in-
vestor would receive. An analysis of the returns in Exhibit 3.2 indicates that the return
performance of the U.S. bond market ranked fifth out of the six countries. Part of the reason
for the better performance in dollar terms of the non-U.S. markets is that the dollar generally
weakened during this time frame, giving U.S. investors a boost to their foreign returns. Put
another way, U.S. investors who invested in these foreign bonds received the return on the
bonds equal to that of local investors, but also received a return for holding the foreign cur-
rency that appreciated relative to the U.S. dollar.

Global Equity-Market Returns Exhibit 3.3 shows the annual returns in U.S. dollars for 34
major equity markets yearly from 2007 through 2010. The United States” average rank in U.S.
dollar returns in 2007-2010 was 17.5 out of 34 countries (and it was only in the top 10 once).
Its performance was typically behind the returns of numerous stock markets in these years.
These results for equity and bond markets around the world indicate that investors who limit them-
selves to the U.S. market may well experience rates of return below those in many other countries.

3.1.3 Risk of Combined Country Investments

Thus far, we have discussed the risk and return results for individual countries. In Chapter 1,
we considered the idea of combining a number of assets into a portfolio and noted that

Exhibit 3.2 Global Government Bond Annual Rates of Return in U.S. Dollars: 1986-2010

Geometric Mean Arithmetic Mean Standard Deviation
Canada 9.89 10.32 9.77
France 9.65 10.39 12.86
Germany 8.48 9.28 13.49
Japan 8.20 9.14 14.75
United Kingdom 9.09 9.84 13.28
Unites States 7.20 7.37 6.09

Source: Bank of America-Merrill Lynch
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Exhibit 3.3 Annual Equity Returns in U.S. Dollars

Performance of Dow Jones Global Indexes
2010 2009 2008 2007
UsD UsD UsD UsD

Returns Rank Returns Rank Returns Rank Returns Rank
Us. 15.30% 13 25.70% 21 -38.60% 3 3.80% 21
Australia 12.40% 17 70.90% 8 -54.50% 23 25.30% 14
Austria NA 55.60% 15 -64.80% 30 1.60% 31
Belgium 4.70% 23 50.50% 17 -52.60% 18 5.60% 25
Brazil 5.70% 22 127.10% 2 -57.00% 28 71.10% 1
Canada 22.00% 12 56.90% 13 -49.10% 12 27.10% 12
Chile 49.60% 4 88.80% 4 -43.60% 7 23.00% 16
Denmark 26.60% 8 40.80% 21 -51.60% 15 17.60% 18
Finland 10.80% 19 17.50% 32 -56.40% 27 39.00% 4
France -5.70% 26 28.60% 26 -45.50% 9 11.30% 22
Germany 7.10% 20 24.10% 29 -46.30% 10 30.50% 9
Greece -46.50% 31 24.10% 29 -66.40% 32 29.80% 10
Hong Kong 14.20% 14 67.40% 10 -53.90% 22 44.50% 3
Iceland 57.20% 1 10.30% 33 -96.20% 34 13.10% 19
Indonesia 38.40% 5 129.30% 1 -63.00% 29 39.00% 4
Ireland -11.00% 27 54.70% 16 -68.70% 33 -19.20% 34
Italy -17.60% 29 23.20% 31 -52.50% 17 1.70% 30
Japan 13.80% 15 4.00% 34 -29.30% 1 -6.00% 33
Malaysia 35.90% 6 46.90% 19 -44.60% 8 44.60% 2
Mexico 26.40% 9 48.20% 18 -39.80% 4 10.80% 23
Netherlands -0.30% 25 42.80% 20 -55.60% 25 12.00% 21
New Zealand 4.70% 23 38.80% 23 -52.40% 16 2.20% 29
Norway 13.40% 16 93.80% 3 -66.20% 31 26.80% 13
Philippines 55.90% 3 70.40% 9 -55.50% 24 36.70% 7
Portugal -16.30% 28 35.40% 24 -53.80% 21 24.50% 15
Singapore 22.90% 11 74.00% 6 -53.10% 19 27.60% 11
South Africa 30.90% 7 56.00% 14 -42.80% 5 12.60% 20
South Korea 23.90% 10 65.30% 12 -55.60% 25 33.60% 8
Spain -24.50% 30 32.60% 25 -43.40% 6 17.80% 17
Sweden NA 65.50% 11 -53.20% 20 -3.10% 32
Switzerland 11.40% 18 25.10% 28 -31.00% 2 5.60% 25
Taiwan NA 83.10% 5 -47.60% 11 6.50% 24
Thailand 56.70% 2 71.70% 7 -49.90% 13 39.00% 4
U.K. 7.00% 21 39.50% 22 -51.20% 14 3.80% 27

NA - not available (removed from sample)
Source: The Wall Street Journal, various issues, and author calculations.

investors should create diversified portfolios to reduce the variability of the returns over time.
We discussed how proper diversification reduces the variability (our measure of risk) of the
portfolio because alternative investments have different patterns of returns over time. Specifi-
cally, when the rates of return on some investments are negative or below average, potentially
other investments in the portfolio will be experiencing above-average rates of return. There-
fore, if a portfolio is properly diversified, it should provide a more stable rate of return for
the total portfolio (that is, it will have a lower standard deviation and therefore less risk). Al-
though we will discuss and demonstrate portfolio theory in detail in Chapter 7, we need to
consider the concept at this point to fully understand the benefits of global investing.
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The way to measure whether two investments will contribute to diversifying a portfolio is
to compute the correlation coefficient between their rates of return over time. Correlation
coefficients can range from +1.00 to —1.00. A correlation of +1.00 means that the rates of
return for these two investments move exactly together. Combining investments that move
exactly together in a portfolio would not help diversify the portfolio because they have identi-
cal rate-of-return patterns over time. In contrast, a correlation coefficient of —1.00 means that
the rates of return for two investments move exactly opposite to each other. When one invest-
ment is experiencing above-average rates of return, the other is suffering through similar be-
low-average rates of return. Combining two investments with large negative correlation in a
portfolio would be ideal for diversification because it would stabilize the rates of return over
time, reducing the standard deviation of the portfolio rates of return and hence the risk of
the portfolio. Therefore, if you want to diversify your portfolio and reduce your risk, you
want an investment that has either low positive correlation, zero correlation, or, ideally, nega-
tive correlation with the other investments in your portfolio. With this in mind, the following
discussion considers the correlations of returns among U.S. bonds and stocks with the returns
on foreign bonds and stocks.

Global Bond Portfolio Risk Exhibit 3.4 lists the correlation coefficients between rates of re-
turn for bonds in the United States and bonds in major foreign markets in U.S. dollar terms
from 1986-2010. For a U.S. investor, these important correlations averaged only 0.58.

These relatively low positive correlations among returns in U.S. dollars mean that U.S. in-
vestors have substantial opportunities for risk reduction through global diversification of bond
portfolios. A U.S. investor who bought bonds in these non-U.S. markets especially Japan
would reduce the standard deviation of a well-diversified U.S. bond portfolio.

Why do these correlation coefficients for returns between U.S. bonds and those of various
foreign countries differ? That is, why is the U.S.-Canada correlation 0.75, whereas the U.S.-
Japan correlation is only 0.34? The answer is because the international trade patterns, eco-
nomic growth, fiscal policies, and monetary policies of the countries differ. We do not have
an integrated world economy but, rather, a collection of economies that are related to one an-
other in different ways. As an example, the U.S. and Canadian economies are closely related
because of their geographic proximity, similar domestic economic policies, and the extensive
trade between them. Each is the other’s largest trading partner. In contrast, the United States
has less trade with Japan and the fiscal and monetary policies of the two countries differ dra-
matically. For example, the U.S. economy was growing during much of the 1990s while the
Japanese economy experienced a prolonged recession.

The point is, macroeconomic differences cause the correlation of bond returns between the
United States and each country to likewise differ. These differing correlations make it worth-while

Exhibit 3.4 Correlation Coefficients Between U.S. Dollar Rates of Return on Bonds in the

United States and in Major Foreign Markets: 1986-2010 (monthly data)

Correlation Coefficient
with U.S. Bonds

Canada 0.75
France 0.61
Germany 0.63
Japan 0.34
United Kingdom 0.59
Average 0.58

Source: Data from Barclays Capital; calculations by authors.
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to diversify with foreign bonds, and the different correlations indicate which countries will provide
the greatest reduction in the standard deviation (risk) of bond portfolio returns for a U.S. investor.

Also, the correlation of returns between a single pair of countries changes over time because the
factors influencing the correlations, such as international trade, economic growth, fiscal policy,
and monetary policy, change over time. A change in any of these variables will produce a change
in how the economies are related and a change in the relationship between returns on bonds.
For example, the correlation in U.S. dollar returns between U.S. and Japanese bonds was 0.07
in the late 1960s and 1970s; it was 0.35 in the 1980s and 0.25 in the 1990s but only about 0.30
in the 2000-2010 time frame.

Exhibit 3.5 shows what happens to the risk-return trade-off when we combine U.S. and for-
eign bonds. A comparison of a completely non-U.S. portfolio (100 percent foreign) and a 100
percent U.S. portfolio indicates that the non-U.S. portfolio has both a higher rate of return and
a higher standard deviation of returns than the U.S. portfolio. Combining the two portfolios in
different proportions provides an interesting set of points.

As we will discuss in Chapter 7, the expected rate of return is a weighted average of the two port-
folios. In contrast, the risk (standard deviation) of the combination is not a weighted average but
also depends on the correlation between the two portfolios. In this example, the risk levels of the
combined portfolios decline below those of the individual portfolios. Therefore, by adding foreign
bonds that have low correlation with a portfolio of U.S. bonds, a U.S. investor is able to not only
increase the expected rate of return but also reduce the risk compared to a total U.S. bond portfolio.

Global Equity Portfolio Risk The correlation of world equity markets resembles that for
bonds. Exhibit 3.6 lists the correlation coefficients between monthly equity returns in U.S. dollars

Exhibit 3.5 Risk-Return Trade-Off for International Bond Portfolios
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Exhibit 3.6 Correlation Coefficient Between Common Stock Returns in the

United States and in Foreign Markets (monthly return data: 1988-2010)

Correlation Coefficients
with U.S. Stocks
Australia 0.63
Canada 0.76
France 0.72
Germany 0.70
Italy 0.54
Japan 0.42
Netherlands 0.74
Spain 0.64
Sweden 0.68
Switzerland 0.61
United Kingdom 0.73
Average 0.65

Source: Calculations by authors using monthly data from MSCI.

of each country and the U.S. market for the period from 1988 to 2010. Only 4 of the 11 correla-
tions between U.S. dollar returns were over 0.70, and the average correlation was only 0.65.

These relatively small positive correlations between U.S. stocks and foreign stocks have sim-
ilar implications to those derived for bonds. Investors can reduce the overall risk of their stock
portfolios by including foreign stocks.

Exhibit 3.7 demonstrates the impact of international equity diversification. These curves
demonstrate that, as you increase the number of randomly selected securities in a portfolio,
the standard deviation will decline due to the benefits of diversification within your own coun-
try. This is referred to as domestic diversification. After a certain number of securities (40 to
50), the curve will flatten out at a risk level that reflects the basic market risk for the domestic
economy (see Campbell, Lettau, Malkiel, and Xu [2001]). The lower curve illustrates the bene-
fits of international diversification. This curve demonstrates that adding foreign securities to a
U.S. portfolio to create a global portfolio enables an investor to experience lower overall risk
because the non-U.S. securities are not correlated with our economy or our stock market, al-
lowing the investor to eliminate some of the basic market risks of the U.S. economy.

To see how this works, consider, for example, the effect of inflation and interest rates on all
U.S. securities. As discussed in Chapter 1, all U.S. securities will be affected by these variables.
In contrast, a Japanese stock is mainly affected by what happens in the Japanese economy and
will typically not be affected by changes in U.S. variables. Thus, adding Japanese, Australian,
and Italian stocks to a U.S. stock portfolio reduces the portfolio risk of the global portfolio to
a level that reflects only worldwide systematic factors.

Summary on Global Investing At this point, we have considered the relative size of the
market for non-U.S. bonds and stocks and found that it has grown in size and importance,
becoming too big to ignore. We have also examined the rates of return for foreign bond and
stock investments and determined that, when considering results, their rates of return were of-
ten superior to those in the U.S. market. Finally, we discussed constructing a portfolio of in-
vestments and the importance of diversification in reducing the variability of returns over
time, which reduces the risk of the portfolio. As noted, to have successful diversification, an
investor should combine investments with low positive or negative correlations between rates
of return. An analysis of the correlation between rates of return on U.S. and foreign bonds and
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Exhibit 3.7 Risk Reduction through Domestic and International Diversification

Standard Deviation of Portfolio Relative to
Standard Deviation of Typical Stock

1.0
0.75 —
0.50 United States
International
025 —
| | | | | J

10 20 30 40 50
Number of Securities in Portfolio

Source: Copyright 1974, CFA Institute. Reproduced and republished from “Why Not Diversify Internationally Rather Than
Domestically?” in the Financial Analysts Journal, July/August 1974, with permission from CFA Institute. All rights reserved.

stocks indicated a consistent pattern of relatively low positive correlations. Therefore, the exis-
tence of similar rates of return on foreign securities combined with low correlation coefficients
indicates that adding foreign stocks and bonds to a U.S. portfolio will almost certainly reduce
the risk of the portfolio and can possibly increase its average return.

Given the several compelling reasons for adding foreign securities to a U.S. portfolio, inves-
tors should develop a global investment perspective because this approach is clearly justified,
and this trend toward global investing is expected to continue. Implementing this new global
investment perspective will not be easy because it requires an understanding of new terms, in-
struments (such as Eurobonds), and institutions (such as non-U.S. stock and bond markets).
Still, the effort is justified because you are developing a set of skills and a way of thinking
that will enhance your long-term investing results.

The next section presents an overview of investment alternatives from around the world,
beginning with fixed-income investments and progressing through numerous alternatives.

3.2 GroBAL INVESTMENT CHOICES

This section provides an important foundation for subsequent chapters in which we describe
techniques to value individual investments and combine alternative investments into properly
diversified portfolios that conform to your risk-return objectives. In this section, we briefly
describe the numerous investment alternatives available. This survey introduces each of these
investment alternatives so you can appreciate the full spectrum of opportunities. Most of these
assets will be described in greater detail in subsequent chapters.

The investments are divided by asset classes. First, we describe fixed-income investments,
including bonds and preferred stocks. In the second subsection, we discuss equity investments,
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and the third subsection contains a discussion of special equity instruments, such as warrants
and options, which have characteristics of both fixed-income and equity instruments. In sub-
section four, we consider futures contracts that allow for a wide range of return-risk profiles.
The fifth subsection considers investment companies.

All these investments are called financial assets because their payoffs are in money. In con-
trast, real assets, such as real estate, are discussed in the sixth subsection. We conclude with
assets that are considered low liquidity investments because of the relative difficulty in buying
and selling them. This includes art, antiques, coins, stamps, and precious gems.

The final section of the chapter presents the historical return and risk patterns for many
individual investment alternatives and the correlations among the returns for these invest-
ments. This additional background and perspective will help you evaluate individual invest-
ments in order to build a properly diversified portfolio of global investments.

3.2.1 Fixed-Income Investments

Fixed-income investments have a contractually mandated payment schedule. Their invest-
ment contracts promise specific payments at predetermined times, although the legal force be-
hind the promise varies and this affects their risks and required returns. At one extreme, if the
issuing firm does not make its payment at the appointed time, creditors can declare the issuing
firm in default. In other cases (for example, income bonds), the issuing firm must make pay-
ments only if it earns profits. In yet other instances (for example, preferred stock), the issuing
firm does not have to make dividend payments unless its board of directors votes to do so.

Investors who acquire fixed-income securities (except preferred stock) are really lenders to
the issuers. Specifically, you lend some amount of money, the principal, to the borrower. In
return, the borrower typically promises to make periodic interest payments and to pay back
the principal at the maturity of the loan.

Savings Accounts You might not think of savings accounts as fixed-income investments, yet
an individual who deposits funds in a savings account at a financial institution is really lending
money to the institution and, as a result, earning a fixed payment. These investments are con-
sidered to be convenient, liquid, and low risk because almost all are insured. Consequently,
their rates of return are generally low compared with other alternatives. Several versions of
these accounts have been developed to appeal to investors with differing objectives.

Passbook savings accounts have no minimum balance, and funds may be withdrawn at any
time with little loss of interest. Due to their flexibility, the promised interest on passbook ac-
counts is relatively low.

For investors with larger amounts of funds who are willing to give up liquidity, financial institu-
tions developed certificates of deposit (CDs), which require minimum deposits (typically $500) and
have fixed durations (usually three months, six months, one year, two years). The promised rates on
CDs are higher than those for passbook savings accounts, and the rate increases with the size and the
duration of the deposit. An investor who wants to cash in a CD prior to its stated expiration date
must pay a heavy penalty in the form of a much lower interest rate.

Investors with large sums of money ($10,000 or more) can invest in Treasury bills (T-bills)—
short-term obligations (maturing in 3-12 months) of the U.S. government. To compete against
T-bills, banks issue money market certificates, which require minimum investments of $10,000
and have minimum maturities of six months. The promised rate on these certificates fluctuates at
some premium over the weekly rate on six-month T-bills. Investors can redeem these certificates
only at the bank of issue, and they incur penalties if they withdraw their funds before maturity.

Capital Market Instruments Capital market instruments are fixed-income obligations that
trade in the secondary market, which means you can buy and sell them to other individuals or
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institutions. Capital market instruments fall into four categories: (1) U.S. Treasury securities,
(2) U.S. government agency securities, (3) municipal bonds, and (4) corporate bonds.

U.S. Treasury Securities All government securities issued by the U.S. Treasury are fixed-
income instruments. They may be bills, notes, or bonds depending on their initial times to
maturity. Specifically, bills mature in one year or less, notes in over one to 10 years, and bonds
in more than 10 years from time of issue. U.S. government obligations are essentially free of
credit risk because there is little chance of default and they are highly liquid.

U.S. Government Agency Securities Agency securities are sold by various agencies of the
government to support specific programs, but they are not direct obligations of the Treasury.
Examples of agencies that issue these bonds include the Federal National Mortgage Association
(FNMA or Fannie Mae), and the Federal Home Loan Mortgage Corporation (Freddie Mac)
which sells bonds and uses the proceeds to purchase mortgages from insurance companies or
savings and loans; and the Federal Home Loan Bank (FHLB), which sells bonds and loans the
money to its 12 banks, which in turn provide credit to savings and loans and other mortgage-
granting institutions. Other agencies are the Government National Mortgage Association
(GNMA or Ginnie Mae), Banks for Cooperatives, Federal Land Banks (FLBs), and the Federal
Housing Administration (FHA).

Although the securities issued by federal agencies (except GNMA) are not direct obligations
of the government (they are not officially guaranteed by the Treasury), they have been consid-
ered default-free because it was believed that the government would not allow them to
default.'

Municipal Bonds Municipal bonds are issued by local government entities as either general obli-
gation or revenue bonds. General obligation bonds (GOs) are backed by the full taxing power of
the municipality. In contrast, revenue bonds pay the interest from revenue generated by specific
projects (e.g., the revenue to pay the interest on sewer bonds comes from water taxes).

Municipal bonds differ from other fixed-income securities because they are tax-exempt. The
interest earned from them is exempt from taxation by the federal government and historically
by some states that issued the bond, provided the investor is a resident of that state. For this
reason, municipal bonds are popular with investors in high tax brackets. For an investor hav-
ing a marginal tax rate of 35 percent, a regular bond with an interest rate of 8 percent yields a
net return after taxes of only 5.20 percent [0.08 x (1 — 0.35)]. Such an investor would prefer a
tax-free bond of equal risk with a 6 percent yield. This allows municipal bonds to offer yields
that are generally 20 to 30 percent lower than yields on comparable taxable bonds. As will be
discussed in Chapter 17, this relationship changed temporarily in 2010 and 2011 for several
reasons. We will also discuss taxable municipal bonds.

Corporate Bonds Corporate bonds are fixed-income securities issued by industrial corpora-
tions, public utility corporations, or railroads to raise funds to invest in plant, equipment, or
working capital. They can be broken down by issuer (industrial or utility), in terms of credit
quality (measured by the ratings assigned by an agency on the basis of probability of default),
in terms of maturity (short term, intermediate term, or long term), or based on some compo-
nent of the indenture (sinking fund or call feature). Historically, corporate bonds have been
substantially less liquid than Treasury or agency bonds, but the difference has declined due to
real-time quotes for about 6,000 bonds on the NYSE and improved acquisition alternatives,
described by Kim (2007).

All bonds include an indenture, which is the legal agreement that lists the obligations of
the issuer to the bondholder, including the payment schedule and features such as call

1During the market crash of 2006-2009, this belief was tested when Fannie and Freddie were taken over by the fed-
eral government. This set of events will be discussed further in Chapter 17
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provisions and sinking funds. Call provisions specify when a firm can issue a call for the
bonds prior to their maturity, at which time current bondholders must submit the bonds to
the issuing firm, which redeems them (that is, pays back the principal and a small premium).
A sinking fund provision specifies payments the issuer must make to redeem a given percent-
age of the outstanding issue prior to maturity.

Corporate bonds fall into various categories based on their contractual promises to inves-
tors. They will be discussed in order of their seniority.

Secured bonds are the most senior bonds in a firm’s capital structure and have the lowest
risk of distress or default. They include various secured issues that differ based on the assets
that are pledged. Mortgage bonds are backed by liens on specific assets, such as land and
buildings. In the case of default, the proceeds from the sale of these assets are used to pay off
the mortgage bondholders. Collateral trust bonds are a form of mortgage bond except that
the assets backing the bonds are financial assets, such as stocks, notes, and other high-quality
bonds. Finally, equipment trust certificates are mortgage bonds that are secured by specific
pieces of transportation equipment, such as locomotives and boxcars for a railroad and air-
planes for an airline.

Debentures are promises to pay interest and principal, but they pledge no specific assets
(referred to as collateral) in case the firm does not fulfill its promise. This means that the
bondholder depends on the success of the borrower to make the promised payment. Deben-
ture owners usually have first call on the firm’s earnings and any assets that are not already
pledged by the firm as backing for senior secured bonds. If the issuer does not make an interest
payment, the debenture owners can declare the firm bankrupt and claim any unpledged assets
to pay off the bonds.

Subordinated bonds are similar to debentures, but, in the case of default, subordinated
bondholders have claim to the assets of the firm only after the firm has satisfied the claims of
all senior secured and debenture bondholders. That is, the claims of subordinated bondholders
are secondary to those of other bondholders. Within this general category of subordinated is-
sues, you can find senior subordinated, subordinated, and junior subordinated bonds. Junior
subordinated bonds have the weakest claim of all bondholders.

Income bonds stipulate interest payment schedules, but the interest is due and payable only if
the issuers earn the income to make the payment by stipulated dates. If the company does not
earn the required amount, it does not have to make the interest payment and it cannot be de-
clared in default. Instead, the interest payment is considered in arrears and, if subsequently
earned, it must be paid off. Because the issuing firm is not legally bound to make its interest
payments except when the firm earns it, an income bond is not considered as safe as a deben-
ture or a mortgage bond, so income bonds offer higher returns to compensate investors for the
added risk. There are a limited number of corporate income bonds. In contrast, income bonds
are fairly popular with municipalities because municipal revenue bonds discussed previously
are basically income bonds.

Convertible bonds have the interest and principal characteristics of other bonds, with the
added feature that the bondholder has the option to turn them back to the firm in exchange
for its common stock. For example, a firm could issue a $1,000 face-value bond and stipulate
that owners of the bond could turn the bond in to the issuing corporation and convert it into
40 shares of the firm’s common stock. These bonds appeal to investors because they combine
the features of a fixed-income security with the option of conversion into the common stock
of the firm, should the firm prosper.

Because of their desirable conversion option, convertible bonds generally pay lower interest
rates than nonconvertible debentures of comparable risk. The difference in the required inter-
est rate increases with the growth potential of the company because this growth potential
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increases the value of the option to convert the bonds into common stock. These bonds are
almost always subordinated to the nonconvertible debt of the firm, so they are considered to
have higher credit risk and receive a lower credit rating from the bond rating firms.

An alternative to convertible bonds is a debenture with warrants attached. The warrant is
likewise an option that allows the bondholder to purchase the firm’s common stock from the
firm at a specified price for a given time period. The specified purchase price for the stock set
in the warrant is typically above the price of the stock at the time the firm issues the bond but
below the expected future stock price. The warrant makes the debenture more desirable, which
lowers its required yield. The warrant also provides the firm with future common stock capital
because when the bond holder exercises the warrant, he/she buys the stock from the firm.

Unlike the typical bond that pays interest every six months and its face value at maturity, a
zero coupon bond promises no interest payments during the life of the bond but only the
payment of the principal at maturity. Therefore, the purchase price of the bond is the present
value of the principal payment at the required rate of return. For example, the price of a zero
coupon bond that promises to pay $10,000 in five years with a required rate of return of 8
percent is $6,756. To find this, assuming semiannual compounding (which is the norm), use
the present value factor for 10 periods at 4 percent, which is 0.6756.

Preferred Stock Preferred stock is classified as a fixed-income security because its yearly
payment is stipulated as either a coupon (for example, 5 percent of the face value) or a stated
dollar amount (for example, $5 preferred). Preferred stock differs from bonds because its pay-
ment is a dividend and therefore not legally binding. For each period, the firm’s board of di-
rectors must vote to pay it, similar to a common stock dividend. Even if the firm earned
enough money to pay the preferred stock dividend, the board of directors could theoretically
vote to withhold it. Because most preferred stock is cumulative, the unpaid dividends would
accumulate to be paid in full at a later time.

Although preferred dividends are not legally binding, as are the interest payments on a
bond, they are considered practically binding because of the credit implications of a missed
dividend. Because corporations can exclude 80 percent of intercompany dividends from tax-
able income, preferred stocks have become attractive investments for financial corporations.
For example, a corporation that owns preferred stock of another firm and receives $100 in di-
vidends can exclude 80 percent of this amount and pay taxes on only 20 percent of it ($20).
Assuming a 40 percent tax rate, the tax would only be $8 or 8 percent versus 40 percent on
other investment income. Due to this tax benefit to corporations, the yield on high-grade pre-
ferred stock is typically lower than that on high-grade bonds.

3.2.2 International Bond Investing

As noted earlier, more than half of all fixed-income securities available to U.S. investors are
issued by firms in countries outside the United States. Investors identify these securities in dif-
ferent ways: by the country or city of the issuer (for example, United States, United Kingdom,
Japan); by the location of the primary trading market (for example, United States, London); by
the home country of the major buyers; and by the currency in which the securities are de-
nominated (for example, dollars, yen, euros). We identify foreign bonds by their country of
origin and include these other differences in each description.

A Eurobond is an international bond denominated in a currency not native to the country
where it is issued. Specific kinds of Eurobonds include Eurodollar bonds, Euroyen bonds, and
Eurosterling bonds. A Eurodollar bond is denominated in U.S. dollars and sold outside the
United States to non-U.S. investors. A specific example would be a U.S. dollar bond issued by
General Electric and sold in London. Eurobonds are typically issued in Europe, with the major
concentration in London.
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Eurobonds can also be denominated in yen. For example, Nippon Steel can issue Euroyen
bonds for sale in London. Also, if it appears that investors are looking for a specific foreign
currency bonds, a U.S. corporation can issue a Euroyen bond in London.

Yankee bonds are sold in the United States, denominated in U.S. dollars, but issued by for-
eign corporations or governments. This allows a U.S. citizen to buy the bond of a foreign firm
or government but receive all payments in U.S. dollars, eliminating exchange rate risk.

An example would be a U.S. dollar-denominated bond issued by British Airways. Similar
foreign bonds are issued in other countries, including the Bulldog Market, which involves
British sterling-denominated bonds issued in the United Kingdom by non-British firms, or
the Samurai Market, which involves yen-denominated bonds issued in Japan by non-Japanese
firms.

International domestic bonds are sold by an issuer within its own country in that coun-
try’s currency. An example would be a bond sold by Nippon Steel in Japan denominated in
yen. A U.S. investor acquiring such a bond would receive maximum diversification but would
incur the exchange rate risk of Japanese currency.

3.2.3 Equity Instruments
This section describes several equity instruments, which differ from fixed-income securities
because their returns are not contractual. As a result, you can receive returns that are much
better or much worse than what you would receive on a bond. We begin with common stock,
the most popular equity instrument and probably the most popular investment instrument.
Common stock represents ownership of a firm. Owners of the common stock of a firm
share in the company’s successes and problems. If—like Walmart, Microsoft, Google, or
Apple—the company prospers, the investor receives high rates of return and can become
wealthy. In contrast, the investor can lose money if the firm does not do well or even goes
bankrupt, as the once formidable K-Mart, Enron, W. T. Grant, and several U.S. airlines all
did. In these instances, the firm may be forced to liquidate its assets and pay off all its cred-
itors. Notably, the firm’s preferred stockholders and common stock owners receive what is left,
which is usually little or nothing. Investing in common stock entails all the advantages and
disadvantages of ownership and is a relatively risky investment compared with fixed-income
securities. As shown, this is reflected in relative return volatility.

Common Stock Classifications When considering an investment in common stock, people
tend to divide the vast universe of stocks into categories based on general business lines and by
industry within these business lines. The division includes broad classifications for industrial
firms, utilities, transportation firms, and financial institutions. Within each of these broad clas-
ses are specific industries. The industrial group, which is very diverse, includes such industries
as automobiles, industrial machinery, chemicals, and beverages. Utilities include electrical
power companies, gas suppliers, and the water industry. Transportation includes airlines,
trucking firms, and railroads. Financial institutions include commercial banks, insurance com-
panies, and investment firms.

An alternative classification scheme might separate domestic (U.S.) and foreign common
stocks. We avoid this division because the business line-industry breakdown is more appropri-
ate and useful when constructing a diversified portfolio of global common stock investments.
With a global capital market, the focus of analysis should include all the companies in an in-
dustry viewed in a global setting. The point is, it is not relevant whether a major chemical firm
is located in the United States or Germany, just as it is not relevant whether a computer firm
is located in Michigan or California. Therefore, when considering the automobile industry, it is
necessary to go beyond pure U.S. auto firms like General Motors and Ford and consider auto
firms from throughout the world, such as Honda Motors, Porsche, Daimler, Nissan, Toyota,
and Fiat.
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Acquiring Foreign Equities We begin our discussion on foreign equities by considering
how you buy and sell these securities because this procedural information has often been a
major impediment. Many investors may recognize the desirability of investing in foreign com-
mon stock because of the risk and return characteristics discussed earlier, but they may be in-
timidated by the logistics of the transaction. This section attempts to alleviate this concern by
explaining the alternatives available. Currently, there are several ways to acquire foreign com-
mon stock:

Purchase or sale of American Depository Receipts (ADRs)

Purchase or sale of American shares

Direct purchase or sale of foreign shares listed on a U.S. or foreign stock exchange
Purchase or sale of international or global mutual funds or exchange-traded funds (ETFs)

PODN=

Purchase or Sale of American Depository Receipts The easiest way to acquire shares of an
individual foreign company directly is through American Depository Receipts (ADRs). These
are certificates of ownership issued by a U.S. bank that represent indirect ownership of a cer-
tain number of shares of a specific foreign firm on deposit in a bank in the firm’s home coun-
try. ADRs are a convenient way to own foreign shares because the investor buys and sells
them in U.S. dollars and receives all dividends in U.S. dollars. Therefore, the price and returns
reflect both the domestic returns for the stock and the exchange rate effect. Also, the price of
an ADR can reflect the fact that it represents multiple shares—for example, an ADR can be for
5 or 10 shares of the foreign stock. ADRs can be issued at the discretion of a bank based on
the demand for the stock. The shareholder absorbs the additional handling costs of an ADR
through higher transfer expenses, which are deducted from dividend payments.

ADRs are quite popular in the United States because of their diversification benefits, as
documented by Wahab and Khandwala (1993). At the end of 2010, 474 foreign companies
had stocks listed on the New York Stock Exchange (NYSE) and 361 of these were available
through ADRs, including all the stock listed from Japan, the United Kingdom, Australia, Mex-
ico, and the Netherlands.

Purchase or Sale of American Shares American shares are securities issued in the United
States by a transfer agent acting on behalf of a foreign firm. Because of the added effort and
expense incurred by the foreign firm, a limited number of American shares are available.

Direct Purchase or Sale of Foreign Shares The most difficult and complicated foreign equity
transaction takes place in the country where the firm is located because it must be carried out
in the foreign currency and the shares must then be transferred to the United States. This rou-
tine can be cumbersome. A second alternative is a transaction on a foreign stock exchange
outside the country where the securities originated. For example, if you acquired shares of a
French auto company listed on the London Stock Exchange (LSE), the shares would be de-
nominated in pounds and the transfer would be swift, assuming your broker has a member-
ship on the LSE.

Finally, you could purchase foreign stocks listed on the NYSE or NASDAQ. This is similar
to buying a U.S. stock, but only a limited number of foreign firms qualify for—and are willing
to accept—the cost of listing. Still, this number is growing. At the end of 2010, more than 110
foreign firms (mostly Canadian) were directly listed on the NYSE, in addition to the firms that
were available through ADRs. Also, many foreign firms are traded on the NASDAQ market.

Purchase or Sale of Global Mutual Funds or ETFs Numerous mutual funds or exchange-
traded funds (ETFs) make it possible for investors to indirectly acquire the stocks of firms
from outside the United States. The alternatives range from global funds, which invest
in both U.S. stocks and foreign stocks, to international funds, which invest almost wholly out-
side the United States. In turn, international funds can (1) diversify across many countries,
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(2) concentrate in a segment of the world (for example, Europe, South America, the Pacific
basin), (3) concentrate in a specific country (for example, the Japan Fund, the Germany
Fund, the Italy Fund, or the Korea Fund), or (4) concentrate in types of markets (for example,
emerging markets, which would include stocks from countries such as Thailand, Indonesia,
India, and China). A mutual fund is a convenient path to global investing, particularly for a
small investor, because the purchase or sale of one of these funds is similar to a transaction
for a comparable U.S. stock.

A recent innovation in the world of index products are exchange-traded funds (ETFs) that
are depository receipts for a portfolio of securities deposited at a financial institution in a unit
trust that issues a certificate of ownership for the portfolio of stocks (similar to ADRs dis-
cussed earlier). The stocks in a portfolio are those in an index like the S&P 500 or the Russell
3000 and dozens of country or specific industry indexes. As of early 2011, Barron’s had a sep-
arate listing of “Exchange Traded Portfolios” that contained almost 900 different portfolios to
consider (about 70 on NASDAQ and over 820 on NYSE ARCA). A significant advantage is
that ETFs can be bought and sold (including short sales) continuously on an exchange like
common stock. Although they do not have management fees, they do have expense fees, and
there is the typical transaction cost for the purchase or sale of ETF shares.”

3.2.4 Special Equity Instruments: Options

In addition to common stock investments, it is also possible to invest in equity-derivative se-
curities, which are securities that have a claim on the common stock of a firm. This would
include options—rights to buy or sell common stock at a specified price for a stated period
of time. The two kinds of option instruments are: (1) warrants and (2) puts and calls.

Warrants As mentioned earlier, a warrant is an option issued by a corporation that gives the
holder the right to acquire a firm’s common stock from the company at a specified price
within a designated time period. The warrant does not constitute ownership of the stock,
only the option to buy the stock.

Puts and Calls A call option is similar to a warrant because it is an option to buy the com-
mon stock of a company within a certain period at a specified price called the striking price. A
call option differs from a warrant because it is not issued by the company but by another in-
vestor who is willing to assume the other side of the transaction. Options also are typically
valid for a shorter time period than warrants. Call options are generally valid for less than a
year, whereas warrants often extend more than five years. The holder of a put option has the
right to sell a given stock at a specified price during a designated time period. Puts are useful
to investors who expect a stock price to decline during the specified period or to investors who
own the stock and want hedge protection from a price decline.

3.2.5 Futures Contracts

Another instrument that provides an alternative to the purchase of an investment is a futures
contract. This agreement provides for the future exchange of a particular asset at a specified
delivery date (usually within nine months) in exchange for a specified payment at the time of
delivery. Although the full payment is not made until the delivery date, a good-faith deposit,
the margin, is made to protect the seller. This is typically about 10 percent of the value of the
contract.

The bulk of trading on the commodity exchanges is in futures contracts. The current price
of the futures contract is determined by the participants’ beliefs about the future for the com-
modity. For example, in July of a given year, a trader could speculate on the Chicago Board of

*Mutual funds and ETFs are discussed further in the next section and in Chapters 16 and 25.
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Trade for wheat in September, December, March, and May of the next year. If the investor
expected the price of a commodity to rise, he or she could buy a futures contract on one of
the commodity exchanges for later sale. If the investor expected the price to fall, he or she
could sell a futures contract on an exchange with the expectation of buying similar contracts
later when the price had (hopefully) declined to cover the sale.

Several differences exist between investing in an asset through a futures contract and invest-
ing in the asset itself. One is the use of a small good-faith deposit, which increases the volatil-
ity of returns. Because an investor puts up only a small portion of the total value of the futures
contract (10 to 15 percent), when the price of the commodity changes, the change in the total
value of the contract (up or down) is large compared to the amount invested. Another unique
aspect is the term of the investment: Although stocks can have infinite maturities, futures con-
tracts typically expire in less than a year.

Financial Futures In addition to futures contracts on commodities, there also has been the
development of futures contracts on financial instruments, such as T-bills, Treasury bonds,
and Eurobonds. For example, it is possible to buy or sell a futures contract that promises fu-
ture delivery of $100,000 of Treasury bonds at a set price and yield. The major exchanges for
financial futures are the Chicago Mercantile Exchange (CME) and the Chicago Board of Trade
(CBOT).?> These futures contracts allow individual investors, bond portfolio managers, and
corporate financial managers to protect themselves against volatile interest rates. Certain cur-
rency futures allow individual investors or portfolio managers to speculate on or to protect
against changes in currency exchange rates. Finally, there are futures contracts on various
stock market series, such as the S&P (Standard & Poor’s) 500, the Value Line Index, and the
Nikkei Average on the Tokyo Stock Exchange.

3.2.6 Investment Companies

The investment alternatives described so far are individual securities that can be acquired from
a government entity, a corporation, or another individual. However, rather than directly buy-
ing an individual stock or bond issued by one of these sources, you may choose to acquire
these investments indirectly by buying shares in an investment company that owns a portfolio
of individual stocks, bonds, or a combination of the two. Specifically, an investment company
sells shares in itself and invests the pooled investor dollars in bonds, stocks, or other invest-
ment instruments. The main types of investment companies are mutual funds, closed-end
funds, and exchange-traded funds. Mutual funds are also referred to as open-ended funds be-
cause they issue “redeemable securities” meaning that the fund stands ready to buy or sell the
shares at their net asset value with (a load) or without (no-load) a transaction fee. A closed-
end fund issues a fixed number of shares that trade intraday on stock exchanges at market-
determined prices. Investors in a closed-end fund buy or sell shares through a broker just like
any publicly traded company. An exchange traded fund (ETF) is an investment company,
typically a mutual fund whose shares are traded intraday on stock exchanges at market-
determined prices—in contrast to open-ended funds that are priced only once a day at the
market closing prices. Investors may buy or sell ETF shares through a broker just as they
would the shares of any publicly traded company.

An investor who acquires shares in an investment company is a partial owner of the invest-
ment company’s portfolio of stocks or bonds. In the following discussion we will distinguish
between investment companies by the types of investment instruments they acquire.

Money Market Funds Money market funds are investment companies that acquire high-
quality, short-term investments (referred to as money market instruments), such as T-bills,

*These two exchanges merged in early 2008.
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high-grade commercial paper (public short-term loans) from various corporations, and large
CDs from the major money center banks. The yields on the money market portfolios always
surpass those on normal bank CDs because the investment by the money market fund is larger
and the fund can commit to longer maturities than the typical individual. In addition, the re-
turns on commercial paper are above the prime rate. The typical minimum initial investment
in a money market fund is $1,000, it charges no sales commission, and minimum additions are
$250 to $500. You can always withdraw funds from your money market fund without penalty
(typically by writing a check on the account), and you receive interest to the day of withdrawal.

Individuals tend to use money market funds as alternatives to bank savings accounts be-
cause they are generally quite safe (although they are not insured, they typically limit their in-
vestments to high-quality, short-term investments), they provide yields above what is available
on most savings accounts, and the funds are readily available. Therefore, you might use one of
these funds to accumulate funds to pay tuition or for a down payment on a car. Because of
relatively high yields and extreme flexibility and liquidity, the total value of these funds
reached almost $4 trillion in 2011.

Bond Funds Bond funds generally invest in various long-term government, corporate, or mu-
nicipal bonds. They differ by the type and quality of the bonds included in the portfolio as
assessed by various rating services. Specifically, the bond funds range from those that invest
only in risk-free government bonds and high-grade corporate bonds to those that concentrate
in lower-rated corporate or municipal bonds, called high-yield bonds or junk bonds. The ex-
pected yields from various bond funds will differ, with the low-risk government bond funds
paying the lowest yields and the high-yield bond funds expected to provide the highest yields.

Common Stock Funds Numerous common stock funds invest to achieve stated investment
objectives, which can include aggressive growth, income, precious metal investments, and in-
ternational stocks. Such funds offer smaller investors the benefits of diversification and profes-
sional management. They include different investment styles, such as growth or value, and
concentrate in alternative-sized firms, including small-cap, mid-cap, and large-capitalization
stocks. To meet the diverse needs of investors, numerous funds have been created that concen-
trate in one industry or sector of the economy, such as chemicals, electric utilities, health,
housing, and technology. These funds are diversified within a sector or an industry, but are
not diversified across the total market. Investors who participate in a sector or an industry
fund bear more risk than investors in a total market fund because the sector funds will tend
to fluctuate more than an aggregate market fund that is diversified across all sectors. Also, in-
ternational funds that invest outside the United States and global funds that invest in the
United States and in other countries offer opportunities for global diversification by individual
investors, as documented by Bailey and Lim (1992).

Balanced Funds Balanced funds invest in a combination of bonds and stocks of various
sorts depending on their stated objectives.

Index Funds Index funds are mutual funds created to equal (track) the performance of a
market index like the S&P 500. Such funds appeal to passive investors who want to simply ex-
perience returns equal to some market index either because they do not want to try to “beat
the market” or they believe in efficient markets and do not think it is possible to do better
than the market in the long run. Given the popularity of these funds, they have been created
to emulate numerous stock indexes including very broad indexes like the Dow Jones Wilshire
5000 and broad foreign indexes like the EAFE index. In addition, numerous nonstock indexes
including various bond indexes have been created for those who want passive bond investing.*

“Stock and bond indexes are discussed in Chapter 5.
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Exchange-Traded Funds (ETFs) A problem with open-ended mutual funds in general and
index funds in particular is that they are only priced daily at the close of the market and all
transactions take place at that price. As a result, if you are aware of changes taking place for
the aggregate market due to some economic event during the day and want to buy or sell to
take advantage of this, you can put in an order for a mutual fund, but it will not be executed
until the end of the day at closing prices. In response to this problem, the AMEX in 1993 cre-
ated an indexed fund tied to the S&P 500—that is, an exchange-traded fund, ETF—that could
be traded continuously because the prices for the 500 stocks are updated continuously so it is
possible to buy and sell this ETF like a share of stock, as noted previously. As discussed earlier
in the section on buying foreign securities, ETFs have been created for numerous foreign and
domestic indexes including the Morgan Stanley Capital International (MSCI) indexes. Bar-
clay’s Global Investors (BGI) have created “i shares,” using the MSCI indexes for numerous
individual countries. The performance of these ETFs have been analyzed by Khorana, Nelling,
and Trester (1998). As noted earlier, the growth in the number and value of ETFs over the
past decade has been substantial.

3.2.7 Real Estate

Like commodities, most investors view real estate as an interesting and profitable investment
alternative but believe that it is only available to a small group of experts with a lot of capital
to invest. In reality, some feasible real estate investments require no detailed expertise or large
capital commitments. We will begin by considering low-capital alternatives.

Real Estate Investment Trusts (REITS) A real estate investment trust is an investment
fund designed to invest in various real estate properties. It is similar to a stock or bond mutual
fund, except that the money provided by the investors is invested in property and buildings
rather than in stocks and bonds. There are several types of REITs.

Construction and development trusts lend the money required by builders during the initial
construction of a building. Mortgage trusts provide the long-term financing for properties. Spe-
cifically, they acquire long-term mortgages on properties once construction is completed.
Equity trusts own various income-producing properties, such as office buildings, shopping
centers, or apartment houses. Therefore, an investor who buys shares in an equity real estate
investment trust is buying part of a portfolio of income-producing properties.

REITs have experienced periods of great popularity and significant depression in line with
changes in the aggregate economy and the money market. Although they are subject to cyclical
risks depending on the economic environment, they offer small investors a way to participate
in real estate investments, as described by Hardy (1995), Kuhn (1996), and Myer and Webb
(1993).

Direct Real Estate Investment The most common type of direct real estate investment is
the purchase of a home, which is the largest investment most people ever make. According to
the Federal Home Loan Bank, the average cost of a single family house in early 2011 exceeds
$155,000. The purchase of a home is considered an investment because the buyer pays a sum
of money either all at once or over a number of years through a mortgage. For most people
who are unable to pay cash for a house, the financial commitment includes a down payment
(typically 10-20 percent of the purchase price) and specific mortgage payments over a 20- to
30-year period that amortize both the loan’s principal and interest due on the outstanding bal-
ance. Subsequently, a homeowner hopes to sell the house for its cost plus a gain.

Raw Land Another direct real estate investment is the purchase of raw land with the inten-
tion of selling it in the future at a profit. During the time you own the land, you have negative
cash flows caused by mortgage payments, property maintenance, and taxes. An obvious risk is
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the possible difficulty of selling it for an uncertain price. Raw land generally has low liquidity
compared to most stocks and bonds. An alternative to buying and selling the raw land is the
development of the land.

Land Development Land development can involve buying raw land, dividing it into individ-
ual lots, and building houses on it. Alternatively, buying land and building a shopping mall
would also be considered land development. This is a feasible form of investment but requires
a substantial commitment of capital, time, and expertise. Although the risks can be high be-
cause of the commitment of time and capital, the rates of return from a successful housing or
commercial development can be significant, as shown in studies by Goetzmann and Ibbotson
(1990) and Ross and Zisler (1991). Diversification benefits are documented in Hudson-Wilson
and Elbaum (1995).

Rental Property Many investors with an interest in real estate investing acquire apartment
buildings or houses with low down payments, with the intention of deriving enough income
from the rents to pay the expenses of the structure, including the mortgage payments. For
the first few years following the purchase, the investor generally has no reported income
from the building because of tax-deductible expenses, including the interest component of the
mortgage payment and depreciation on the structure. Subsequently, rental property provides a
cash flow and an opportunity to profit from the sale of the property, as discussed by Harris
(1984).

3.2.8 Low-Liquidity Investments

Most of the investment alternatives we have described thus far are traded on securities markets
and except for real estate, have good liquidity. In contrast, the investments we discuss in this
section have very poor liquidity and financial institutions do not typically acquire them be-
cause of the illiquidity and high transaction costs compared to stocks and bonds. Many of
these assets are sold at auctions, causing expected prices to vary substantially. In addition,
transaction costs are high because there is generally no national market for these investments,
so local dealers must be compensated for the added carrying costs and the cost of searching
for buyers or sellers. Therefore, many financial theorists view the following low-liquidity in-
vestments more as hobbies than investments, even though studies have indicated that some
of these assets have experienced substantial rates of return.

Antiques The greatest returns from antiques are earned by dealers who acquire them at estate
sales or auctions to refurbish and sell at a profit. If we gauge the value of antiques based on
prices established at large public auctions, it appears that many serious collectors enjoy sub-
stantial rates of return. In contrast, the average investor who owns a few pieces to decorate
his or her home finds such returns elusive. The high transaction costs and illiquidity of an-
tiques may erode any profit that the individual may expect to earn when selling these pieces.

Art The entertainment sections of newspapers or the personal finance sections of magazines
often carry stories of the results of major art auctions, such as when Van Gogh’s Irises and
Sunflowers sold for $59 million and $36 million, respectively.

Obviously, these examples and others indicate that some paintings have increased signifi-
cantly in value and thereby have generated large rates of return for their owners. However, in-
vesting in art typically requires substantial knowledge of art and the art world, a large amount
of cap