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Preface

Decades ago, investors scrambled to get the smallest bit of “inside” knowledge from
stock, bond, and other investment markets. Stock quotations had to be gleaned from
a broker and yields were best found at the bank. A need for detailed statistics required
either expensive market newsletters or a trip to the library—or both.

Today, the challenge is very different. The chore is to sort through the vast array
of facts. There are figures available in the local newspaper, no less, the national finan-
cial newspapers—The Wall Street Journal, Barron’s, Investor’s Business Daily—and
in investment magazines—Forbes, Money, Smart Money, Worth—on television—
CNNfn, CNBC—on a home computer and on the Internet. Then, of course, there is
the information contained in the many market advisory services that still thrive.

Consider this: A typical major city newspaper contains quotations on more than
8000 stocks, bonds, and mutual funds and more than 100 indexes. Add to that
expanded coverage of economic statistics or the added availability of such informa-
tion on television, radio, and via online information services accessed by home com-
puters. Most investors are not able to decipher what is up from what is down.

101 Investments Tools for Buying Low and Selling High is designed to help the
investor cut through all the statistical noise. It gets a reader quickly to the best finan-
cial barometers and helps him or her make informed investment decisions.

More than just an ordinary investment dictionary, /01 Investment Tools analyzes,
in a concise style, the various investment vanes—from stock indexes to measures of
housing affordability to leading economic indicators. The reader will learn what these
measures are, who is compiling them, where they are easily found (publications,
media, more) and how they can, or cannot, be used to guide investment decisions. All
in a handy, carry-along format.

In the ongoing complex investment climate we live in, those who understand and
can use such investment tools will be the ones who succeed.

The authors are grateful to Allison Shim for her enormous word-processing and
spreadsheet assistance and Marianne, Rachel, and Jake Lansner for being so under-
standing during this project.

Jae K. Shim, Los Alamitos, CA
Jonathan Lansner, Trabuco Canyon, CA
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TOOL#1

AMEX MAJOR MARKET INDEX

What Is This Tool? The American Stock Exchange (AMEX) Major Market
Index is a price weighted arithmetic average of 20 high-quality industrial New York
Stock Exchange (NYSE) securities.

How Is It Computed? The index is prepared by the AMEX but includes only
stocks listed on the NYSE, 19 of which are included in the Dow Jones Industrial
Average: American Express, AT&T, Chevron, Coca-Cola, Walt Disney, Dow
Chemical, Du Pont, Eastman Kodak, Exxon, General Electric, General Motors, IBM,
International Paper, Johnson & Johnson, McDonald’s, Merck, 3M, Philip Morris,
Procter & Gamble, and Sears. High priced issues have a greater impact on the index
than low-priced issues. The base level of 200 was established in 1983.
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2 Investment Tools for Buying Low and Selling High

Where Is It Found? The index appears in online databases like Yahoo! and in
the financial pages of newspapers such as Barron’s and The Wall Street Journal, and
investment magazines. Also, look at the AMEX Web page on the Internet at
www.amex.com. (See Figure 1).

How Is It Used for Investment Decisions? This index, and trading in its
related options, may be used to confirm market moves in other indexes containing
blue chip stocks such as the Dow Jones Industrial Average.

A Word of Caution: This index was created in an era when the owners of the
Dow Jones average of 30 industrial stocks did not let that benchmark be used for
index options trading. Now that Dow Jones allows trading on the Dow 30, this index
has fallen in popularity.

Also See:  Dow Jones Industrial Average.



ToolL #2

AMEX COMPOSITE INDEX

What Is This Tool? The AMEX Composite is a market value-weighted index
reflecting the performance of the companies whose shares trade on the American
Stock Exchange.

How Is It Computed? The index reflects the relative value of all the shares of
all the stocks, real estate trusts, limited partnerships, American Depository Receipts
(ADRs), and closed-end funds trading on the AMEX. Five major industry-based
subindexes (information technology, financial, healthcare, natural resources, and
industrial) are also derived from the index calculation. The AMEX Composite had a
base level of 550 as of December 29, 1995.

Where Is It Found? The index may be found in the financial section of major
newspapers such as Barron’s, Investor’s Business Daily, and The Wall Street Journal.
It can also be found in the electronic online service, America Online, or on the
Internet at www.amex.com.

How Is It Used for Investment Decisions? The index is used to gauge the per-
formance and trading activity of the stocks on the AMEX, typically seen as a home
to second-tier companies. Therefore, an investor owning securities from smaller or
young companies may find the index helpful in creating a benchmark for that kind of
investments.

Also See: Russell 2000, Standard & Poor’s Other Indexes.



ToolL #3

AMEX: OTHER INDEXES

INSTITUTIONAL INDEX

What Is This Tool? This index tracks the performance of 75 companies that
have significant positions held by institutions.

How Is It Computed? This is a broad capitalized market value-weighted index
of the shares of companies widely held by large institutional investors. To be eligible
to be listed, a minimum of 7 million shares must be traded and at least 200 institutional
investors must hold the stock. As of November 1998, companies included in the index
are Abbott Labs, Airtouch, Allied Signal, Allstate, American Express, American Home
Products, American International Group, Ameritech, Amoco, Associated First Capital,
AT&T, BankAmerica, Banc One, Bell Atlantic, BellSouth, Boeing, Bristol-Myers,
Chase Manhattan, Chevron, Chrysler, Cisco, Citigroup, Coca-Cola, Compaq, Dayton
Hudson, Dell, Disney, du Pont, Emerson Electric, Exxon, Fannie Mae, First Union,
Ford, Freddie Mac, GE, General Motors, Gillette, GTE, Hewlett-Packard, Home
Depot, Intel, IBM, Johnson & Johnson, Kellogg, Kimberly-Clark, Lilly, Lockheed
Martin, Lucent, McDonald’s, MCI WorldCom, Medtronic, Merck, Merrill Lynch,
Microsoft, 3M, Mobil, Monsanto, Morgan Stanley Dean Witter, PepsiCo, Pfizer,
Philip Morris, Procter & Gamble, Royal Dutch, SBC, Schering-Plough,
Schlumberger, Sears, Texaco, Time Warner, Tyco, Wal-Mart, Warner-Lambert, Wells
Fargo, and Xerox.

A base level of 25 was assigned in 1986. The list of stocks is updated on a quar-
terly basis when appropriate.

Where Is It Found? Information on the index is in Barron’s on the AMEX
Web page on the Internet at www.amex.com.

How Is It Used for Investment Decisions? An investor may judge the
performance of actively traded securities held in large measure by institutional
investors. Institutions are considered “smart money” and a trend in the index
may indicate changes in institutional perceptions of the overall stock market.
The individual investor may want to follow institutional leads when they appear
sound.

The index may be a proxy for an investor’s “core” stock holdings. Stocks with
large institutional holders tend to be conservative.

Also See: Standard & Poor’s 500 Index.
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EUROTOP 100 INDEX

What Is This Tool? The index measures the collective performance of the
most actively traded stocks on Europe’s major stock exchanges and is designed to be
representative of the European stock market as a whole.

How Is It Computed? The index comprises the 100 most actively traded
stocks in 9 European countries: Belgium, France, Germany, Italy, The Netherlands,
Spain, Sweden, Switzerland, and the United Kingdom. The index is weighted based
on each country’s total stock market capitalization and gross domestic product, a
weighting that determines a country’s total number of stocks as well as the number
of shares of the stocks represented in the index.

The index’s aggregate price is in European Currency Units (ECUs). Country
weightings are based on each nation’s exchange capitalization at the end of the pre-
vious calendar year.

As of November 1998, the index comprised the following stocks, categorized by
their home country:

Belgium FElectrabel SA, Generale de Banque SA, Petro-Fina SA.

France Alcatel Alsthom CGE, Axa-UAP, Carrefour Supermarche SA,
Compagnie Generale des Eaux, Compagnie de Saint-Gobain, Compagnie de
Suez, Elf Aquitaine SA, Group Danone, LVMH, L’Oreal, PSA Peugeot
Citroen, Societe Generale, Total SA-B.

Germany Allianz, BASF, Bayer, BMW, Commerzbank, Daimler-Benz,
Deutsche Bank, Hoechst, Mannesmann, RWE, Siemens, Thyssen, VEBA,
Volkswagen.

Italy Assicurazione Generali, ENI, FIAT, Montedison, Stet Societa’
Finanz. Tel., Telecom Italia.

The Netherlands ABN Amro, Akzo Nobel, Elsevier, ING, Koninklijke
PTT Nederland, Philips Electronics, Royal Dutch Petroleum, Unilever.
Spain Banco Santander, Endesa, Iberdrola, Repsol, Telefonica de Espana.
Sweden Astra, LM Ericsson, Investor, S.E. Banken, Telefonakicbolaget,
Volvo.

Switzerland Asea Brown Boveri Ltd., Credit Suisse Group, Nestle SA,
Novartis AG, Roche Holding, Schweizerischer Bankverein, Swiss
Reinsurance, Zuerich Versicherungsgesellschaft.

United Kingdom Abbey National, Allied Domecq, B.A.T Industries, BG
plc, BTR plc, Barclays, Bass, Boots, British Aerospace, British Airways,
British Petroleum, British Steel, British Telecommunications, Cable &
Wireless, General Electric Co. plc, Glaxo Wellcome, Granada, Grand
Metropolitan, Guiness, HSBC, Imperial Chemical, Lloyds TSB, Marks &
Spencer, National Westminster Bank, National Power, Prudential
Corporation, Reed International, Reuters, Rio Tinto, Sainsbury, Shell
Transport & Trading, SmithKline Beecham, Standard Chartered, Tesco,
Unilever, Vodafone Group, Zeneca Group plc.
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Where Is It Found? Information on this index can be obtained at
www.amex.com and information on trading in options tied to this index runs in The
Wall Street Journal.

How Is It Used for Investment Decisions? The index indicates how foreign
company stocks are performing. An investor wishing to diversify his portfolio inter-
nationally may use this index as a way to gauge the performance of overseas com-
pany stocks that trade in U.S. markets.

Also See:  Morgan Stanley EAFE Index.

INTER@ACTIVE WEEK INTERNET INDEX

What Is This Tool? The index is designed to track the stock market perfor-
mance of the hottest idea in commerce in recent decades, the Internet. This quirky
network of computers is revolutionizing how people communicate, shop, and even
invest.

How Is It Computed? The index, developed by the AMEX and the Inter @active
Week computer-industry magazine, tracks a cross section of 50 leading companies
involved in providing computerized communications services, developing and market-

Friday, November 10 2000 8:45am ET - U.5. Markets open in 45 minutes,

INTERMET {NEW) {AMEX: ~IIx) - More Info: Mews , Options , Components

Last Irade Change Hrew Cls Yolume Liv Date
8:454M - 413.83 0.00 ({0.00%) 413.83 M/ & M/ 4

Day's Range Bid Ask Cpen Avg Yol Ex-Div
413.83 - 413.83 M/ & M/ & 413.83 M/ & M/ 4
S2-week Range Earn/Shr | P/E | Mkt Cap Div/Shr Yield
378.20 - 701.09 M/ & N/ & M2, N/ & N/ &

IMTERHET <HEW} cAmerican Options Exchangel
as of 18-Hou—2EHEE

TEE T T T

S|
4EE

2EE
prac ]

1@

I 1 1 i
Jdan3e Jdand7 Jdan3g
Copuright ZEEE Yahoo! Inc.

Splits: nane

Jdan33

Jdan@g

http: <4f i nance. wahoo. coms

1d | 5d | 3m | 1y | 2¢ | 5y | max

Other: historical quotes | small chart

| Comparel [ sep [T wasdag [ pow _ Compare I

Basic | ~TIH vz,

Mowving Avg

Add to My Porfolio - Set Alett Morn-Tables Werzsion - Download Spreadsheet

FIGURE 2 How this Internet-stock benchmark is tracked by an investment web site.
(Reproduced with permission of Yahoo! Inc. © 2000 by Yahoo! Inc. YAHOO! and the
YAHOO! Logo are trademarks of Yahoo! Inc.)
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ing software, and making hardware for this burgeoning field. The index is market-value
weighted, meaning its value is based on the sum of the share price times number of
shares outstanding of each of the component stocks. (See Figure 2.)

As of December 1998, members of the index were 3Com, Adobe Systems,
Amazon.com, America Online, Ascend Communications, At Home, Avid Technology,
BroadBand Technologies, CINET, Cabletron Systems, C-Cube Microsystems, Check
Point, CheckFree Holdings, Cisco Systems, CMG Information Services, Cybercash,
Cylink, DoubleClick, E*Trade Group, EarthLink Network, Excite, Harbinger,
Infoseek, Intuit, Macromedia, Mindspring Enterprises, Netscape Communications,
Network Associates, Newbridge Networks, Novell, Onsale, Open Market, Pairgain
Technologies, PictureTel, PSINet, Qualcomm, RealNetworks, Secure Computing,
Security Dynamics Technologies, Silicon Graphics, SportsLine USA, Spyglass,
Sterling Commerce, Sun Microsystems, USWeb, VeriSign, Verity, VocalTec, and
Yahoo!.

Where Is It Found? While not widely quoted, this index can be found on
some Internet online business news pages such as the one on Inter@active Week’s
Web page at www.nordby.com/clients/zd/net.asp, or at www.amex.com, and infor-
mation on trading in options tied to this index runs in The Wall Street Journal.

How Can It Be Used for Investment Decisions? The index can tell investors
which way Internet shares are headed. This is a group that tends to move in waves, so
a sharp movement in the index will likely mean that Internet-related stocks will be
impacted by that momentum.

A Word of Caution: Internet stocks which are promising assets are certainly
not for the skittish. Some of these stocks have produced phenomenal one-day gains,
only to give them back as quickly. All of that happening, at times, without a sliver of
corporate news to account for the volatility.

Also See: NASDAQ Indexes.

OIL INDEX

What Is This Tool? This is an index of the stock prices of top oil companies.

How Is It Computed? The index is a capitalized-weighted market value based
on the market prices per share of major companies involved in exploring, manufac-
turing, or developing oil products. As of December 1998, index members were
Amerada Hess, Amoco, Atlantic Richfield, British Petroleum, Chevron, du Pont,
Exxon, Kerr-McGee, Mobil, Occidental Petroleum, Oryx Energy, Phillips Petroleum,
Royal Dutch Petroleum, Sun Company, Texaco and Unocal.

Where Is It Found? Information on this index can be obtained at www.amex.com
and information on trading in options tied to this index runs in The Wall Street Journal.

How Is It Used for Investment Decisions? The investor may examine how
high or low the index is as a basis for determining the purchase or sale of oil stocks
or whether oil prices are overvalued or undervalued. The index is used as a price basis
for settlement of petroleum option contracts.

Also See: Crude Oil Spot Price.
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ARBITRAGE

What Is This Tool? Arbitrage is the process of simultaneously buying and
selling the same securities in different markets. The investor takes advantage of the
price differential between the same (or comparable securities) simultaneously trad-
ing on two different exchanges. The security is bought from the exchange having the
higher-priced security while, at the same time, the investor sells the security on the
lower-priced exchange. Brokerage commissions have to be paid on both the “buy”
and the “sell.” Arbitrage takes advantage of market inefficiencies while eliminating
them in the process.

How Is It Computed? Arbitrage profit = (¥, — X)) X Q
where

Y, = Price of higher-priced comparable security on Exchange B
X, = Price of lower-priced comparable security on Exchange A

0O = Quantity

Example: Stock in RDL & Co. is trading on the NYSE for $4 per share and
simultaneously trading on the London Exchange for $4.30 per share. An investor
buys 10,000 shares of RDL stock on the NYSE and at the same time sells 10,000
shares on the London Exchange. The profit is

Arbitrage profit = ($4.30 — $4) X 10,000 = $3000

The arbitrage profit is $3000 in this transaction. This transaction and similar
transactions would increase the demand and therefore the price of the NYSE security
while simultaneously lowering the price of the NYSE security traded on the London
Exchange. This would continue until the prices of the two securities were in parity.

Where Is It Found? An investor can find the prices of a security on different
exchanges by using a personal computer and telecommunications software to access
an online database of price quotations. When price differences are noted, they must
be taken advantage of instantly.

How Is It Used for Investment Decisions? The investor uses arbitrage when
seeking to exploit the price variation between the same or comparable securities or
commodities on two different exchanges. These opportunities exist for fleeting peri-
ods of time, and the investor must act quickly in order to take advantage of these
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differences. Another arbitrage strategy is to purchase stock in a company soon to be
taken over (in a deal paid in shares of the buyer) and sell the stock of the acquiring
company.

A Word of Caution: Arbitrage can result in losses if a sudden, unexpected
adverse price occurs in the stock of companies involved in this tactic.

Also See: Index Arbitrage.
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ARMS INDEX (TRIN)

What Is This Tool? The Arms Index (TRIN for short), developed by Richard
W. Arms, Jr., is a short-term trading index that offers the day trader as well as the long-
term investor a look at how volume — not time — governs stock price changes. It is
also commonly referred to by its quote machine ticker symbols, TRIN and MKDS.

The Arms Index is designed to measure the relative strength of the volume asso-
ciated with advancing stocks vs. that of declining stocks. If more volume goes into
advancing stocks than declining stocks, the Arms’ Index will fall to a low level under
1.00. Alternatively, if more volume flows into declining stocks than advancing
stocks, the Arms Index will rise to a high level over 1.00.

It helps to forecast the price changes of market indexes as well as of individual
issues. You will find Arms indices for the NYSE, the NASDAQ market, the AMEX,
and Giant Arms (a combined index for NASDAQ and AMEX). There is also the Bond
Arms Index which helps forecast interest rates.

How Is It Computed? The Arms Index is calculated by dividing the ratio of
the number of advancing issues to the number of declining issues by the ratio of the
volume of advancing issues to the volume of declining issues. It is computed sepa-
rately for the NYSE, the American Stock Exchange, and NASDAQ. (See Figure 3.)

Using the data in the figures given in Diaries of The Wall Street Journal:

Advances

Declines = L3075 _ 9
Advance Volume  166,587/78,016 ’
DeclineVolume

FIGURE 3 Computing an Arms Index

Where Is It Found? It is found in Barron’s and The Wall Street Journal and
reported daily on TV networks such as Nightly Business Report, CNNfn, and CNBC.
(See Figure 4).

How Is It Used for Investment Decisions? A figure of less than 1.0 indicates
money flowing into stocks (bullish sign), while a ratio of greater than 1.0 shows
money flowing out of stocks (bearish sign).

10
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ARMS INDEX

The Arms index, also known as the short term
trading index, is the average volume of declining
issues divided by the average volume of advancing
issues. It is computed separately for the NYSE, the
American Stock Exchange and Nasdaq. A figure of
less than 1.0 indicates miore action in rising stocks.
Daily Aug. 21 22 23 24 25

NYSE 82 8 106 103 .90
AMEX 25 184 24 2 25
NASDAQ 66 67 53 .65 123

FIGURE 4 The Arms Index. How a newspaper covers the Arms Index. (From Barron’s
Market Week, August 28, 2000, p. MW72. With permission.)

One variation of the Arms Index that many technicians monitor is the Open 10
TRIN (also known as the Open 10 Trading Index). It is calculated by

Taking a ratio of a 10-day total for the number of advancing issues to a 10-day
total of the number of declining issues and dividing it by a ratio of 10-day total
of the volume of advancing issues to a 10-day total of the volume of declining
issues.

In addition, a 30-day version of the Open 10 TRIN is frequently used.

High readings reflect an oversold condition and are generally considered bullish.
Low readings reflect an overbought condition and are generally deemed bearish.

A Word of Caution: Many studies have been performed on the Arms Index
with various conclusions. Many indicate that the Arms Index has relatively limited
forecasting value for stock prices.

Also See: Tick and TRIN.
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ASSET ALLOCATION

What Is This Tool? Asset allocation measures the weighing of various types
of investments in a portfolio. The changing of asset allocations is an attempt to max-
imize return while minimizing risks. The calculation can be applied to professionally
managed portfolios as well as to an individual’s holdings. The most widely discussed
asset allocation is some combination of stocks, bonds, and cash although other asset
types can be used.

How Is It Computed? The mathematics can be simple. To determine his or
her asset allocation mix, an investor can add his or her holdings of stocks, bonds, and
cash, and divide each sum by the total value of the portfolio.

However, in today’s complex investment world, determining what asset class
certain investments belong to can be confusing. An investor will have to give some
thought to how he or she allocates mixed investments such as balanced mutual funds
that own both stocks and bonds or how her or she treats convertible securities which
are half-bond and half-stock.

The calculation can be done by hand or by using a spreadsheet software program
like Microsoft Excel with the help of personal finance software such as Quicken or
Microsoft Money. Mutual fund owners who have access to the Internet may want to
use Morningstar Inc.’s www.morningstar.com Web site to calculate the asset alloca-
tion from their funds. (See Figures 5 and 6.)

Where Is It Found? Most major brokerages maintain a recommended asset
allocation that is updated to keep up with the investment climate. Each quarter The
Wall Street Journal tracks what Wall Street firms are suggesting and how the various
brokerages’ allocation recommendations have performed previously. In addition,
many market newsletters and money management firms also tell investors what they
believe are good allocations for the times. Asset allocation mutual funds own a mix
of stocks, bonds, and cash, and allow investors to have a professional manager adjust
the ratios of those holdings as market conditions warrant.

How Is It Used for Investment Decisions? Many professionals believe that
asset allocation is among the most important decisions for investors, and many theo-
ries are applied to asset allocation selection.

One popular theory is pegged to an investor’s time horizon. Longer-term portfolios
can allow an investor to take on, with some comfort, more risk. That means he or she
can increase the share allocated to stocks or real estate or other volatile investments.
Changes in allocation to lower-risk assets would be likely to be made as the individual’s
time horizon narrows or as profits or losses change the portfolio’s composition.

12
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Percent of Percent of Percent of Dollars in Dollars in | Dollars in
Dollar Value Asset in Asset in Asset in Stocks Bonds Cash
Asset | of Asset (A) Stocks (B) Bonds [C] Cash (D) (A X B) (A X C) (A X D)
$ % % % $ $ $
$ % % % $ $ $
$ % % % |$ $ $
$ % % % |$ $ $
$ % % % |$ $ $
$ % % % |$ $ $
$ % % % $ $ $
$ % % % $ $ $
$ % % % |$ $ $
$ % % % |$ $ $
$ % % % |$ $ $
$ % % % |$ $ $
$ % % % $ $ $
Total portfolio value (G) Total stock | Total bond | Total cash
value (H) value (I) value (J)
Sum values | $ $ $ $
in columns
Share in Share in Share in
stocks bonds cash
(H+ G) I+byG) [J+byG)
Divide as directed % % %
to get your asset allocation

FIGURE 5 Asset Allocation Grids. Here is a handy guide to calculating your own asset allo-
cation. You can do this by hand, or recreate this layout on a computer spreadsheet program.

A Word of Caution:

Another tactic is to try to time changes in asset alloca-

tion to investment market changes, hopefully, in step with market cycles. In bull mar-
kets, investors would want to be heavily into stocks, for example. When stocks are
out of favor, cash, bond, or precious metal allocations would be high. There is great
debate whether individuals or professionals can profitably time market swings.
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Stocks (40%)
Equity Growth Fund (20%)
Value Fund (20%)

Bonds (45%)
Bond Fund (40%)
International Bond Fund (5%)

Money Market (15%)
Capital Preservation Fund

Moderate Portfolio

Stocks (60%
Equity Growth Fund (20%)
Heritage Fund (20%)
Ultra Fund (20%)

Bonds (30%)
GNMA Fund (15%)
Intermediate-Term Bond Fund (15%)

Money Market (10%)
Capital Preservation Fund

Aggressive Portfolio

Stocks (75%)
International Growth Fund (10%)
Growth Fund (10%)
Small Cap Value Fund (15%)
Ultra Fund (25%)
Vista Fund (15%)

Bonds (20%)
Intermediate-Term Bond Fund (15%)
International Bond Fund (5%)

Money Market (5%)
Capital Preservation Fund

FIGURE 6A Here’s how some firms suggest investors divide up their savings by asset
category. (Courtesy of American Century Investments, “Investing with a Purpose,” 2000.)
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Choosing an asset allocation strategy according to your score*

" Number of
Your  Suggested Mix of Annual Retun | Annual Loss | aLoss _
Score  Asset Classes”™* (1926-1999) (1926-1999) | (1926-1999)  Types of Funds for Your Portfolio

Stock funds

_ Actively managed growth or value funds,
11.3% —43.1% 200f74 | or index funds that track the total stock

market or just a seament of the market,

such as the S&P 500 Index.

Balanced funds
Actively managed or index funds that hold
a mnml' stocks, bonds, and (sometimes)
; cash investments. This type of “allin-one”
10.5% -34.9% 18074 | fund can automatically maintain your
target asset allocation through a single
investment.
i A A balanced fund can also be designed as a
“fund of funds," meaning it invests in other
mutual funds rather than buying individual
| stocks and bonds directly.

95% —26:6% 170f 74
| Bond funds
| Actively managed short-, intermediate-,
or long-term corporate, govemment, or
[ = “| tax-exempt funds, or comparable bond
index funds,

51-58

| Money market funds

. 89% —225% 16af74 Actively managed taxable or tax-exempt
| funds that invest in “money market
instruments™ (also known as cash
| investments) that are issued by
govemments, corparations, banks, or

‘ other financial institutions.

8.3% -18.4% 160f 74 *“These ple aliocations only. Dependi
mmldammlmnskawwdhﬂdmi
mmm’smvmnwwrshmehmean
| allocation that is more it

T T aggressive than the modal suggested by your
‘ soore. Keep in mind that these portiolios are

for specific, longer-term financial goals. You
may very well hold cash investments for
I 7.0% -10.1% 130f 74 shorter-tem goals and emergencies.
**Cash investments are represented by U.S.
| Treasury bills, bonds by long-term LS.
I ' =— = | corporate bonds, and stocks by the Standard
| & Poor’s 500 Composite Stock Prica indax
| (S&P 500 Index). Retums include the
| reinvestment of all income, dividend, and
6.1% | -B.7% 100f 74 capital gains distributions.

23-31

h-22

Source; The Venguard Group.
Stocks [0 Bonds I Cash Investments
FIGURE 6B ©1999 The Vanguard Group, Inc. Reprinted with permission from the “Plain

Talk” brochure, The Vanguard Investment Planner. All rights reserved. Vanguard Marketing
Corporation, Distributor.
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How a Major Wall Street Firm Advises Clients on Asset Allocation as of
October, 2000

Objective Allocation

Capital Preservation 10% stocks 55% bonds 35% cash
Income 30% stocks 60% bonds 10% cash
Income & Growth 40% stocks 50% bonds 10% cash
Growth 70% stocks 25% bonds 5% cash
Aggressive Growth 80% stocks 10% bonds 10% cash
FIGURE 6C (From Merrill Lynch & Co. With permission.)
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BARRON’S INDEXES

CONFIDENCE INDEX

What Is This Tool? The index reflects the trading pattern of bond investors
to determine the timing of buying or selling stock. It is generally assumed that
bond traders are more knowledgeable than are stock traders. Consequently, bond traders
identify stock market trends sooner. The index is used in technical investment analysis.

How Is It Computed? Barron’s Confidence Index equals

Yield on Barron’s 10 top-grade corporate bonds
Yield on Dow Jones 40 bond average

The numerator will have a lower yield than the denominator because it consists
of higher-quality bonds (rated AAA or AA). Some high-quality bonds are those of
AT&T, General Electric, and Procter & Gamble. The lower the risk of default, the
lower the return rate is.

Assume the Dow Jones yield is 8 percent and the Barron’s yield is 7 percent. The
Confidence Index is

7% _ —
3% = 875 = 87.5%

Where Is It Found? The index is published weekly in Barron’s.

How Is It Used and Applied? Because top-quality bonds have lower yields
than lower-grade bonds, the index will be below 100 percent. Typically, the trading
range is between 80 and 95 percent. When bond investors are bullish, yield differ-
ences between the high-grade bonds and low-grade bonds will be small. In such
cases, the index may be close to 95 percent.

If the feeling is bearish, bond market investors will want to hold top-quality
issues. Some investors who continue to put their money in average-quality bonds or
lower-quality bonds will want a high yield for the increased risk. The Confidence
Index will then decline because the denominator will be getting larger. If confidence
is high, investors are apt to purchase lower-grade bonds. As a result, the yield on
high-grade bonds will decrease while the yield on low-grade bonds will increase.

How Is It Used for Investment Decisions? When bond traders are ignoring
lower-quality bonds, it can be either a signal that the economy is in trouble or that a
buying opportunity for those lower-quality bonds exists.

17
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If an investor knows what bond traders are doing now, he or she also may be able
to predict what stock traders will be doing in the future. The lead time between the
Confidence Index and economic conditions and stock market performance is consid-
ered to be several months. This leaves ample time for an investment decision.

If bond traders are bullish, an investor may invest in stocks now before stock
prices rise. On the other hand, if bond traders are bearish, an investor would not buy
stocks or consider selling current holdings on the expectation that stock prices will fall.

A Word of Caution: Bond traders may be making the wrong investment deci-
sion which could result in misleading inferences about stock prices. The Confidence
Index has a mixed track record in predicting the future. The index is deficient in that
it considers investors’ attitudes only on yields (simply, a look at the demand func-
tion). It ignores the supply of new bond issues (supply pattern) as they affect yields.
A large bond issue by a major corporation, for example, may result in increased high-
grade bond yields. Such movement would occur despite heavy demand for single
issues when prevailing investor attitudes believe that yields should be dropping.

50-STOCK AVERAGE

What Is This Tool? Barron’s 50-Stock Average is an unweighted average of
50 leading N'YSE listed issues.

How Is It Computed? Each stock is given equal weight in determining the
average. It is an unweighted price average—calculated weekly—that includes both
earnings and dividends of the 50 issues, and assumes that the same dollar investment
is made in each component company instead of one share of each company.

Where Is It Found? It is found in Barron’s. (See Figure 7.)

How Is It Used for Investment Decisions? The main value of this index is the
analysis that Barron’s provides. Thus, each week, an investor can see comparisons to
projected quarterly and annual earnings. This average is intended to be used as a yard-
stick in deciding whether the market, at any given time, is reasonably priced, over-
valued, or undervalued in view of what the investor believes to be the most probable
course of the business cycle.

A Word of Caution: Like the Dow Jones Industrial Average, it is not a broad
market index. It should not be interpreted as such.

Also See: AMEX Major Market Index, Dow Jones Industrial Average,
Standard & Poor’s 500 Index.
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BARRON'’S 50-STOCK AVERAGE

This 50-stock index is an unweighted average
of 50 leading issues with each stock given equal
weight in determining the average. It offers com-
parisons to the projected quarterly and annual
earnings which appear in the table. The earnings
yield, which is the reciprocal of the Price/Earn-
ings Ratio (1 divided by the P/E), can be com-
pared to bond yields in the table. The dividend
yield equals the dividend divided by the price of

the average.
Aug. 24 Aug. 17 Aug.
2000 2000 1999
Average price index 4141 4132 4341

Projected quarterly earn 54.86 54.86 56.20
Annualized projected earn 219.44 219.44 224.80
Annualized projected P/E 189 188 194
Five-year average earn 181.96 181.96 173.38

Five-year average P/E 228 227 25.0
Year-end earn 204.27 204.27 177.32
Year-end P/E 203 20.2 24.5
Year-end earns yield, % 4.9 4.9 4.1

Best grade bond yields, % 7.31 7.38 1.29
Bond yields/stock ylds, % 1.49 1.51 1.79
Actual year-end divs 77.76  77.76 75.44
Actual yr-end divs yld, % 1.88 1.88 1.74

FIGURE 7 Barron’s 50-Stock Index. How Barron’s covers its 50-stock index. (From Barron’s
Market Week, August 28, 2000, p. MW 76. With permission.)
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BETA FOR A MUTUAL FUND

What Is This Tool? Beta is a measure of uncontrollable risk that results from
forces outside of the mutual fund’s control. Purchasing power, interest rate, and mar-
ket risks fall into this category. This type of risk is measured by beta.

How Is It Computed? In measuring a fund’s beta, an indication is needed of
the relationship between the fund’s return and the market return (such as the return
on the Standard & Poor’s 500 Stock Composite Index). This relationship is statisti-
cally computed, which is not covered here.

Where Is It Found? Betas for mutual (stock) funds are widely available in
many investment newsletters and directories. Examples are S&P’s Stock Guide,
Money Magazine, Business Week, Forbes, Fortune, The Individual Investor’s Guide
to No-load Mutual Funds, and various reports from Morningstar Inc. and Lipper
Analytical Service. Financial advisory services such as Morningstar (Internet users
can check out www.morningstar.net), Micropal, and Lipper Analytical Service also
provide their own risk-adjusted rating systems developed, based on beta and return.

How Is It Used and Applied? Beta measures a stock fund’s volatility relative to
an average fund. In assessing the risk or instability of a mutual fund, beta is widely used.
Beta shows how volatile a mutual fund is compared with the overall market, typically
measured by the Standard & Poor’s 500 index of the most widely held stocks. For exam-
ple, if the S&P goes up 10 percent and your fund goes up 10 percent in the same period,
the fund has a beta of 1. However, if the fund goes up 20 percent, it has a beta of 2, mean-
ing it is twice as volatile as the market. The higher the beta, the greater the risk.

Beta What It Means
1.0 A fund moves up and down just as much as the market.
>1.0 The fund tends to climb higher in bull markets and dip lower in
bear markets than the S&P index.
<1.0 The fund is less volatile (risky) than the market.

How Is It Used for Investment Decisions? Beta of a particular fund is useful
in predicting how much the fund will go up or down, provided that investors know
the direction of the market. Beta helps to figure out risk and expected (required)
return. (See Figure 8.)

Expected (required) return = risk-free rate + beta X (market return — risk-free rate)

The higher the beta for a fund, the greater the return expected (or demanded) by the
investor.
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5-Year
Average Total

Fund Name Beta Return
Fidelity Magellan 0.97 14.7%
Vanguard Index 500 1.00 19.8%
‘Washington Mutual Investors 0.83 18.9%
Investment Comp of America 0.86 17.0%
Fidelity Growth & Income 0.91 18.6%
Fidelity Contrafund 0.90 16.6%
Vanguard/Windsor II 0.91 18.0%
Vanguard/Wellington 0.62 15.0%
Fidelity Puritan 0.65 13.2%
American Century (20th) Ultra 1.26 14.6%
Income Fund of America 0.49 12.7%
Fidelity Advisors Growth Opportunity 0.85 17.7%
EuroPacitic Growth 0.72 9.9%
Fidelity Equity-Income 0.92 15.8%
Vanguard/Windsor 1.02 12.4%
New Perspective 0.79 14.2%
Vanguard Institutional Index 1.00 19.9%
Putnam Growth & Income A 0.89 15.8%
Janus Fund 0.97 15.7%
Pimco Total Return 1.19 8.0%
Fidelity Equity-Income II 0.91 15.6%
MSDW Dividend Growth B 0.82 15.7%
Putnam Growth & Income B 0.89 14.9%
Fidelity Blue Chip Growth 1.00 18.1%
Franklin California Tax-Free Income 0.64 6.3%
Growth Fund of America 1.00 14.9%
Putnam Voyager A 1.13 15.5%
Templeton Foreign I 0.69 6.0%
Janus Worldwide 0.74 17.8%
Templeton Growth I 0.77 10.5%
Fundamental Investors 0.85 16.7%
Fidelity Spartan U.S. Index 1.00 19.6%
AIM Constellation A 1.17 12.0%
T. Rowe Price Equity-Income 0.68 17.0%
Fidelity Asset Manager 0.63 10.7%
Vanguard U.S. Growth 0.98 21.5%
IDS New Dimensions A 1.02 16.4%
Vanguard/Primecap 1.00 19.8%
American Mutual 0.65 14.6%
Vanguard GNMA 0.75 7.4%
Putnam New Opportunities A 1.25 15.7%
Fidelity Growth Company 1.10 15.2%
Templeton World I 0.79 12.4%
Bond Fund of America 0.61 6.4%
T. Rowe Price Int’]l Stock 0.67 7.7%
Janus Twenty 1.11 22.3%
Franklin U.S. Government Securities I 0.66 6.8%
Capital Income Builder 0.51 13.6%
Smallcap World 0.86 8.1%
Fidelity Low-Priced Stock 0.73 15.1%

FIGURE 8 Betas for Large Mutual Funds. Here is a look at betas and 5-year average total
return for the 50 largest mutual funds. All data is as of Sept. 30, 1998. (From Morningstar Inc.
With permission.)



22 Investment Tools for Buying Low and Selling High

Example: Gee Whiz Fund actually returned 25 percent. Assume that the risk-
free rate (for example, return on a T-bill) equals a 6 percent market return (for exam-
ple, return on the S&P 500) equals 12 percent, and Gee Whiz Fund’s beta equals 2.
Then, the return on the Gee Whiz Fund required by investors would be

Expected (required) return = 6% + 2 (12% — 6%)
=6% + 12%
= 18%

Because the actual return (25 percent) is significantly above the required return (18
percent), you would be willing to buy the shares of the fund.

A Word of Caution: First, you should cover at least three years of beta to get
the idea about the risk and instability of the fund and, second, you should consider
beta along with other selection criteria such as management fees, alpha, Rz, and stan-
dard deviation.

Also See: Alpha for a mutual fund, Lipper Mutual Fund Rankings, net asset
value for a mutual fund, risk-adjusted return, R* for a mutual fund, standard deviation
for a mutual fund.
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BETA FOR A SECURITY

What Is This Tool? Many investors hold more than one financial asset. The
portion of a security’s risk (called unsystematic risk) can be controlled through diver-
sification. This type of risk is unique to a given security. Nondiversifiable risk, more
commonly referred to as systematic risk, results from forces outside of the firm’s con-
trol and are, therefore, not unique to the given security. Purchasing power, interest
rate, and market risks fall into this category. This type of risk is measured by beta.

How Is It Computed? In measuring an asset’s beta, an indication is needed of
the relationship between the asset’s return and the market return (such as the return
on the Standard & Poor’s 500 Stock Composite Index). This relationship is statisti-
cally computed, which is beyond the scope of this book.

Where Is It Found? Betas for stocks are widely available in many investment
newsletters and directories. Examples are Value Line Investment Survey and S&P’s
Stock Guide. Figure 9 shows a list of some selected betas.

Stocks Betas

Philip Morris 1.20
Charles Schwab 2.20
Dow Chemicals 1.00

Exxon 0.65
Pfizer 1.10
General Motors 1.15
Coca-Cola 1.10

FIGURE 9 Selected Betas for Stocks. Data taken from Value Line Investment Survey,
April-May 1997, published by Value Line, Inc., 711 3rd Avenue, New York, NY 10017.

How Is It Used for Investment Decisions?

1. Beta measures a security’s volatility relative to an average security. Put it
another way, it is a measure of a security’s return over time to that of the
overall market.

2. For example, if a mythical stock, XYZ, has a beta of 2.0, it means that if
the stock market goes up 10 percent, XYZ’s common stock goes up 20
percent; if the market goes down 10 percent, XYZ goes down 20 percent.

3. Here is a guide for how to read betas.
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Beta What It Means
0 The security’s return is independent of the market. An example
is a risk-free security, such as a T-bill.
0.5 The security is only half as responsive as the market.
1.0 The security has the same response or risk as the market (i.e.,

average risk). This is the beta value of the market portfolio, such
as Standard & Poor’s 500.
2.0 The security is twice as responsive, or risky, as the market.

The beta of a particular stock is useful in predicting how much the security will
go up or down, provided that investors know which way the market will go. Beta
helps to figure out risk and expected (required) return.

Expected (required) return = risk-free rate + beta X (market return — risk-free rate)

The higher the beta for a security, the greater the return expected (or demanded)
by the investor.

Example: Johnstown Metals Co. stock actually returned 8 percent. Assume
that the risk-free rate (for example, return on a T-bill) was 5.5 percent and the market
return (for example, return on the S&P 500) was equal to 9 percent, and Johnstown
Metals Co.’s beta was equal to 1.2. Then, the return on Johnstown Metals Co. stock
required by investors would be

Expected (required) return = 5.5% + 1.2 (9% — 5.5%)
=55% + 4.2%
=9.7%

Because the actual return (8 percent) is less than the required return (9.7 percent), you
would not be willing to buy the Johnstown Metals Co. stock.

A Word of Caution: An investor should look at beta for several years to deter-
mine the stability of the security. Beta should be considered along with other selec-
tion criteria such as dividend yield, earnings growth, and price-earnings (P/E) ratio.

Also See: Beta for a Mutual Fund, Dividend Yield, Earnings Growth,
Investor’s Business Daily’s Smart Select™ Tables, Price—Earnings (P/E) Ratio.
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BOND MARKET INDEXES

What Are These Tools? Bond market performance is tracked by a horde of
indexes, none of which comes close to carrying the clout of stock market benchmarks
such as the Dow Jones Industrial Average or the Standard & Poor’s 500.

While many investors simply look at bonds for their yield (the income stream)
because they do not intend to trade the bonds and, thus, carefully watch benchmarks
like Treasury bond yields, others looked to boost their take from bonds by actively
trading these securities. This is where indexes become so important as a measure of
a trader’s success.

The bond market is filled with large niches where investors like to specialize
from government bonds to corporate issues to foreign debts. Some indexes carefully
monitor those small categories while others, so-called “aggregate” indexes, take a
broader view.

The Salomon Smith Barney Brothers Broad Investment-Grade Bond Index, or
“BIG,” is considered by many to be the key benchmark to gauge a money manager’s
performance in the bond market. It is a comprehensive index of bond prices for secu-
rities that have a minimum value of $25 million. BIG reflects the total return rate
earned on corporate, mortgage, and Treasury securities with a maturity of one year or
more. The index includes about 3750 mortgages and bonds predominantly comprised
of corporate issues. The index is updated monthly for changes in its component issues
and revised bond ratings. (See Figure 10).

BOND AGGREGATE INDEXES

Other bond market aggregate indexes include

Lehman Brothers Aggregate Bond Index — Benchmark for investment-
grade fixed-rate debt issues, including government, corporate, asset-backed,
and mortgage-backed securities, with maturities of at least one year.
Lehman Brothers 1-3 Year Government/Corporate Bond Index —
Tracks government and corporate fixed-rate debt issues with maturities
between one and three years.

Lehman Brothers Intermediate Government/Corporate Bond Index —
Benchmark for government and corporate fixed-rate debt issues with maturi-
ties between 1 and 10 years.
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Selected Bond Market Indexes

5-Year 10-Year
Index Total Return Total Return
First Boston Convertible Bond 8.4% 11.0%
First Boston High Yield 8.5% 10.7%
JP Morgan World Government Bond 7.5% 9.2%
Lehman 1-3 Year Government Bond 5.8% 7.4%
Lehman Aggregate Bond 7.2% 9.3%
Lehman Corporate Bond 7.6% 9.9%
Lehman Government Bond 7.1% 9.3%
Lehman Intermediate-Term Treasury 6.3% 8.3%
Lehman Long-Term Treasury Bond 9.2% 11.8%
Lehman Mortgage Backed Bond 7.3% 9.1%
Lehman Municipal Bond 6.4% 8.4%
Salomon World (no U.S.) Government Bond 7.2% 9.1%
6-month CDs 5.3% 5.8%
Dow Jones Utility Index 10.1% 12.0%

FIGURE 10 Here is a look at how a selection of bond market indexes has performed on a total
return bases (dividends plus price appreciation) for 5 years and 10 years ending on September 30,
1998, and how they compare to 6-month certificates of deposit and the Dow Jones Utility Index
in the same periods. (From Morningstar Inc. With permission.)

GOVERNMENT BOND INDEXES

When watching U.S. government bonds, most attention is paid to trading in U.S.
Treasuries. One popular index that tracks this niche is the Lehman Brothers Treasury
Bond Index. This index has two components, the Intermediate Treasury Index and the
Long Treasury Index. The former consists of U.S. Treasury issues with maturities of less
than 10 years, while the latter is comprised of issues with maturities of 10 years or more.

Other indexes that track Treasury bonds as well as other government-backed
bonds including mortgage securities are

Lehman Brothers Mortgage-Backed Securities Index — Provides perfor-
mance coverage of 15- and 30-year fixed-rate securities backed by mortgage
pools of the Government National Mortgage Association (GNMA or “Ginnie
Mae”), Fannie Mae, and Freddie Mac.

Lehman Brothers 1-5 Year U.S. government Bond Index — Benchmark for
government fixed-rate debt issues with maturities between one and five years.
Lehman Brothers Government Bond Index — Benchmark for U.S. gov-
ernment and government agency securities (other than mortgage securities)
with maturities of one year or more.

Ryan Treasury Index — Tracks total return of the most recently auctioned
Treasury notes and bonds with maturities of 2 to 30 years. It was developed by the
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Ryan Financial Strategies Group and is made up of the current 2-, 3-, 4-, 5-, 7-,
10-, and 30-year issues that are auctioned by the Treasury on a periodic schedule.
Salomon Smith Barney 3-Month T-Bill Index — Tracks the average of T-
bill rates for each of the prior three months, adjusted to a bond equivalent basis.
Salomon Smith Barney Treasury/Agency Index — Provides performance
coverage of U.S. Treasury and U.S. government agency securities with fixed-
rate coupons and weighted average lives of at least one year.

Salomon Smith Barney GNMA Index — Provides performance coverage of
15- and 30-year fixed-rate securities backed by mortgage pools of the GNMA.
Salomon Smith Barney Mortgage Index — Provides performance coverage
of 15- and 30-year fixed-rate securities backed by mortgage pools of the
GNMA, Fannie Mae, and Freddie Mac.

Standard & Poor’s Government Bond Indexes and Averages — Tracks
U.S. Treasury bonds in terms of yield and price. Long-term issues for the
yield average and price index are 10 and 15 years, respectively. Intermediate-
term issues for the yield average and price index are 6 to 9 years and 7.5 years,
respectively. Short-term issues for the yield average and price index are 2 to
4 years and 3.5 years, respectively. The yield average is the arithmetic aver-
age of four typical issues.

CORPORATE BOND INDEXES

Corporate bonds are often tracked by watching the Dow Jones Bond Average. This is
an average of bond prices for major industrial companies and utilities. The bond aver-
age is based on 20 bonds and represents an equal number of industrials and utilities.
There is also a separate average for each of the industrial and utility bonds (10 each).
These indexes are a simple arithmetic average based on ending market prices of the
bonds. Some utilities included in the average are Consolidated Edison, Philadelphia
Electric, and BellSouth. Some industrials are AT&T, Bethlehem Steel, and IBM.
Other corporate bond benchmarks are

First Boston Convertible Securities Index — Provides performance cover-
age of over 250 convertible bonds and preferred stocks rated B-minus or
above that have original par value of at least $50 million and preferred stocks
must have a minimum of 500,000 shares outstanding. The index also includes
U.S. dollar-denominated Eurobonds issued by U.S. domiciled companies.
Lehman Brothers Intermediate Corporate Bond Index — Provides per-
formance coverage of investment-quality corporate bonds with maturities of
1 to 10 years.

Lehman Brothers Long-Term Corporate Bond Index — Tracks invest-
ment-grade U.S. corporate bonds with maturities greater than 10 years.
Merrill Lynch All Convertible Securities Index — Follows corporate con-
vertible securities that must be convertible only to common stock and have a
market value or original par value of at least $50 million.
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Merrill Lynch High Yield Master Index — Tracks all domestic and Yankee
high-yield bonds. Issues included in the index have maturities of at least
one year and have a credit rating lower than BBB—Baa3 but are not in default.
Moody’s Corporate Bond Index — Tracks on a total return, price-weighted
basis more than 75 nonconvertible, coupon corporate bonds. These taxable
bonds mature in no more than five years.

Standard & Poor’s Junk Bond Indexes — Tracks high-risk, high-return
corporate bonds. They are considered poor quality with substantial gain
potential. There are two Standard & Poor’s indexes of junk bonds—BB-rated
and B-rated.

MUNICIPAL BOND INDEXES

Two widely watched municipal bond benchmarks come from The Bond Buyer, a daily
newspaper that principally covers the municipal bond market. It publishes several
benchmark averages for the municipal bond market, the two best known indexes are
its “40” and “20” indexes.

The Bond Buyer 40 consists of 40 actively traded, higher-rated general obliga-
tion, municipal bonds of varying maturities. Each bond’s price is converted through
a complex formula to find at what price the bond would yield 8 percent. The 40 con-
verted prices are then averaged and put through another “conversion” designed to
account for changes made in the index over the years.

The Bond Buyer 20 is an index that tracks the average prices of 20 higher-rated
municipal bonds that have 20-year maturities.

Other municipal indexes include

Dow Jones Municipal Bond Yield Average — Shows the weighted-average
yield on tax-free municipal bonds. This is an average of the yields of low-
coupon bonds in 5 states and 15 major cities.

Lehman Brothers Municipal Bond Index — Provides performance cover-
age of investment-grade municipal bonds with maturities of one year or more.
Lehman Brothers Insured Municipal Bond Index Total return performance
benchmark for municipal bonds that are backed by insurers with top-shelf,
triple-A ratings and have maturities of at least one year.

Lehman Brothers California Municipal Bond Index — Market capitaliza-
tion-weighted index of California investment-grade bonds with maturities of
one year or more.

Lehman Brothers New York Insured Municipal Bond Index — Total
return performance benchmark for New York investment-grade municipal
bonds with maturities of at least one year.

Lehman Brothers Massachusetts Enhanced Municipal Bond Index —
Index of Massachusetts investment-grade municipal bonds with maturities of
one year or more.

Standard & Poor’s Municipal Bond Price Index — Based on high quality
(AAA to A) municipal bonds having a maturity of about 20 years. Yield to
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BONDS 10-Year Treasury Note Yield (4 p.m.) 5.716% -0.005

5.80%

7
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1999 2000

INDEX THU _ THUYIELD _WED WEDVYIELD 12-MOHIGH 12-MOLOW _YTD %CHG
Lehman Brothers Long T-Bond 897121 5.94% 8953.26 5.96% 8971.21  7817.09 +13.3
DJ 20 Bond (Price Return) 96.70 8.06 96.70 8.05 100.48 93.23 —0.48
Merrill Lynch Mortgage 915.73 7.37  915.24 7.38 915.73 845.46 + 5.9
Bond Buyer municipal -a 99-18 5.74 99-12 5.76 99-18 91-04 + 7.93
Merrill Lynch corporate 1045.41 7.75  1044.55 1.77 1045.41 983.62 + 4.75

FIGURE 11 Bond Indexes. How a newspaper covers various bond indexes. (From The Wall
Street Journal, August 24, 2000, p. C1. With permission.)

maturity is translated to an equivalent selling price to a 20-year, 4 percent
bond. An average yield is then determined for the bonds.

Standard & Poor’s Municipal Bond Yield Index— Determined from 15
highly rated (AAA to A) municipal bonds. The index is an arithmetic average
of the effective interest rate.

(See Figure 11).

GLOBAL BOND INDEXES

Today, investors do not have to settle just for the U.S. bond market to get fixed-
income results.

The JP Morgan Government Bond Index is considered to be the most widely
used benchmark for measuring performance and quantifying risk across international
fixed income bond markets. The index and its underlying subindexes measure the
total, principal, and interest returns in each of 13 countries and can be reported in 19
different currencies.

The index limits inclusion to markets and issues that are available to interna-
tional investors to provide a more realistic measure of market performance.

Other global bond indexes include

JP Morgan Emerging Markets Bond Index Plus — Total return index of
U.S. dollar and other external currency denominated Brady bonds, loans,
Eurobonds, and local market debt instruments traded in emerging markets.
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Salomon Smith Barney World Government Bond Index — Tracks debt
issues traded in 14 world government bond markets. Issues included in the
Index have fixed-rate coupons and maturities of at least one year.

Where Are They Found? While finding bond yields is relatively easy, locat-
ing bond index results can be trickier. The Wall Street Journal and Barron’s have
extensive bond index coverage. Business news cable TV channels like CNBC and
CNNfn also track these indexes. Internet users can check web sites such as
www.bloomberg.com or www.bondsonline.com for bond index results.

How Are They Used for Investment Decisions? Investors can look to these
bond market indexes for a measurement of how prices of bonds are moving.

Rising indexes are a bullish sign for those investors motivated to maximize their
total return, that is, both principal appreciation as well as coupon yields. Conversely,
a falling index may indicate that the bond’s tax-free status may not be worth the risk.

The municipal bond market is very fragmented with hundreds of very small
issues, many with peculiar characteristics. Thus, analysts say that it is difficult for any
one index to prove to be a good benchmark.

In addition, the municipal bond market can have wide price swings between trad-
ing houses for the same bond. To correct that, for example, The Bond Buyer surveys five
dealer institutions to obtain an average price for each of the issues in its Bond Buyer 40.

Where Is It Found? The average is published in Barron’s and The Wall Street
Journal and also is available via America Online and Dow Jones News/Retrieval
online database services.

How Is It Used for Investment Decisions? The investor can use bond aver-
age and index information to determine the performance of bonds and bond mutual
funds. The index indicates how well bonds are doing overall in the marketplace. A
low index may indicate that poor returns are currently being earned and may signal a
time to reallocate funds out of bonds and into a higher return alternative. On the other
hand, a low index may indicate the time to buy bonds at a low price with the expec-
tation of selling when prices are higher.

A conservative investor who wants to protect his principal from credit risk may
buy U.S. guaranteed obligations. They are considered among the safest securities in
the world, so their prices change largely based on varying interest rates. So rising
indexes means falling yields on Treasuries, and vice versa.

The lone exception to this rule is mortgage-backed bonds. While principal is guar-
antee by government agencies, a “prepayment” risks exists. That is, investors may, and
do, get repaid early when the underlying mortgages are refinanced or foreclosed upon.
So when mortgage bond indexes are not performing as well as Treasury indexes, for
example, an investor would know that refinancings or foreclosures are a concern.

Municipal bonds indexes measure price changes among these securities from
state and local governments and their related agencies that are usually coveted for
their tax-free income. This is an often underwatched area because many investors buy
municipal bonds strictly for their yields and credit ratings.

Many corporate bonds provide a way for investors to earn extra income above
Treasury issues without taking on major extra credit risk. The bond average gives the
investor a clue as to how corporate bonds are performing in the marketplace on which
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he or she can base an intelligent investment decision. A strong market for corporate
bonds may also be a good sign for the stock market, because bond prices often
improve when the economy is good and the chances of default falls.

A corporate bond-investor willing to assume substantial risk may invest in junk
bonds to achieve higher return. However, significant losses may occur. So a junk-
bond investor should carefully monitor junk bond indexes.

Another risky way to boost returns from bonds is to own debt securities from for-
eign countries. Global bond indexes track the impact that price change and currency
change have on these bonds for U.S. investors.

A Word of Caution: Serious bond investors compare performance and yields
on various bond types to see which niche may be best for their portfolio. One way to
do this is to compares yields earned on government bonds and corporate bonds of the
same maturity. Further, a yield comparison may be made separately for short-term,
intermediate-term, and long-term government and corporate bonds. (See Figure 12.)

The yield spread on similar maturity bonds is equal to the yield on corporate bonds
minus the yield on government bonds. So, for example if, the yields on corporate bonds
and government bonds are 7 and 6 percent, respectively, the yield spread is 1 percent.

DOW Jones 20 Bond Average

Utility Bonds Coupon Maturity

Commonwealth Edison 7.625% 6/01/2003
New York Telephone 7.375% 12/15/2011
Consolidated Natural Gas 7.25% 12/15/2015
BellSouth Telecom 7.625% 5/15/2035
BellSouth Telephone 6.375% 6/15/2004
Pacific Bell 7.125% 3/15/2026
Michigan Bell 7.0% 11/01/2012
Tucson Electric 7.65% 5/01/2003
Philadelphia Electric 7.375% 12/15/2001
Potomac Electric 7.0% 1/15/2018
Industrial Bonds Coupon Maturity

AT&T 7.125% 1/15/2002
du Pont 6.0% 12/01/2001
Bethlehem Steel 6.875% 3/01/1999
Atlantic Richfield 9.125% 3/01/2011
Sun Company 9.375% 6/01/2016
International Business Machines 6.375% 6/15/2000
Occidental Petroleum 10.125% 9/15/2009
Sears Roebuck 9.5% 6/01/1999
Inheres Busch Inc. 8.625% 12/01/2016
International Business Machines 7.0% 10/30/2025

FIGURE 12 (From www.dowjones.com, November 1998. With permission.)
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Because government bonds have no default risk while corporate bonds do, a
wider yield spread indicates traders’ perception of a greater default risk with the cor-
porate security. There will be a tendency to regress to narrow the range. That may
mean that a currently attractive bond market niche may suddenly change when
investors discover yield disparities. This can be true for any bond niche.

As an example, let us assume that the yield spread on similar maturity long-term
government and corporate bonds is normally 2 percent. Yet for the current period, this
spread has widened to 5 percent.

The wide spread in this example could indicate a buying opportunity for corpo-
rate bonds. It is likely that the gap will narrow in one of three ways.

1. Corporate rates will go down while government rates remain flat.
2. Corporate rates will go down while government rates will increase.
3. Corporate rates will remain flat while government rates rise.

As a result, the corporate bonds may outperform the government bonds on a total
return basis. In this example, the investment strategy is to buy corporate bonds and
sell government bonds. A rush of traders executing this strategy will dramatically nar-
row the opportunity to gain price profit from such a strategy.
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BREADTH (ADVANCE—DECLINE) INDEX

What Is This Tool? The Breadth (Advance—Decline) Index, used in technical
analysis, computes the net advances or declines in stocks on the NYSE for each trad-
ing day. A strong market exists when there are net advances while a weak market
exists when there are net declines.

How Is It Computed?

Breadth Index = Number of net advances or_Qecllnes in securities
Number of securities traded

Example: Assume net advancing issues are 230. Securities traded are 2145.
The Breadth Index equals

Net Advancing issues 230
Number of securities traded ~ 2,145

=+ 0.107

The higher the positive percentage, the better because more stocks are increas-
ing in price relative to those decreasing in price.

10-day moving average of advancing issues
10-day moving average of declining issues

Zweig Breadth Advance-Decline Indicator =

Where Is It Found? The Breadth Index may be computed easily by referring
to the financial pages of a newspaper. The market diary section of the paper will pro-
vide the number of advancing and declining issues along with the number of issues
unchanged. The total number of issues traded equals the sum of these and is often
provided as well. Some financial advisory publications calculate the index, relieving
the investor from performing the computation. Martin Zweig’s Breadth
Advance—Decline Indicator is published in the Zweig Forecast. The financial news
program CNBC reports it daily.

How Is It Used and Applied? Breadth analysis emphasizes change rather than
level. The Breadth Index should be compared to popular market averages. Typically,
there is consistency in their movement. In a bull market, an investor should be on
guard against an extended disparity of the two. An example is when the Breadth Index
gradually moves downward to new lows while the Standard & Poor’s 500 Index
reaches new highs.
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TRADING DIARY

Supplied by Quotron, “QCHA” is the average
percentage movement for all exchange listed
stocks each day on an unweighted basis.

Market Advance/Decline Volumes

Daily Aug.21 2 P2} 24 25

NYU 330,627 409,871 357,968 359,341 332,619
NY Off 323,694 334,786 444,552 374,225 282,615
% (QCHA) -.06 +.08 -.03 +.08 +.14
Amex U 21,08 9,577 31613 20,238 7,837
Amex Off 5416 19,548 7,289 5317 17621
®(QACH) +41 +.08 +20 +65 +.55
NASD Up 701,850 762,729 872,543 921,012 571,682
NASD Off 473,646 531,138 478,346 494,455 612,379
% (QCHAQ) +.37 +41 +61 +8 +64

Market Advance/Decline Totals
Week ended last com| to Frl
Weekly Comp.  NYSE AMEX Nasdagq
Total Issues 3,513 48 5,107
Advances 1,688 431 2,650
Declines 1,550 366 2,024
Unchanged 215 151 433
New Highs 23 65 21
New Lows 116 63 267
NYSE Common
Dail Aug. 21 2 3 U %
Issues Traded 2776 2784 2779 2716 2,712
Advances 1073 1,160 1,044 1169 1184
Declines 1,21 L1600 1306 1185 1,140
Unchanged 426 46 29 @ 3
NYSE Compeosite Daily Breadih
D . 21 22 23 o | 2%
Issues Traded 3,326 3339 330 332 3308
Advances 1,273 1424 1285 1308 1407
Declines 1,529 1360 1499 1412 1327
Unchanged 524 555 0 52 i
New Highs 8 91 9% 69 (3
New Lows £ 41 46 “ 3
Blocks 15,107 17,801 19,018 17,904 13,967
Total (000) 901,884 1,001,893 1,050,315 1,000,795 826,774
AMEX Composite
Dail Aug. 21 2 2 A 2%
Issues Traded 82 60 152 m 68
Advances 1 211 292 s 303
Declines 304 300 286 281 269
Unchanged 181 189 174 m 196
New Highs A 16 -] 3 20
New Lows 1 2 % 18 9
Blocks 605 698 927 673 na
Total (000) 2514 4732 56840 49276 41652
Nasdagq
Daily Aug. 21 2 2 A %
Issues Traded 4,705 4,711 4,655 4,676 4,647
Advances 1991 1969 1948 2169 2,088
Declines 2,030 2,03 202 1,79 1,816
Unchanged 684 06 684 T 43
New Highs 69 69 66 6 B
New Lows 82 66 68 14 46
Blocks 13,637 15771 16448 183 na.

Total (000)  1,212,3671,341,5421,395,83011,454,733 1,223,539

FIGURE 13A  Advance—Decline for Stocks. How newspapers cover advancing vs. declining
stocks. (From Barron’s Market Week, August 28, 2000, p. MW71. With permission.)
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FIGURE 13B How a newspaper covers breadth.

A comparison also may be made of the Breadth Index over a 5- to 10-year period.
The Breadth Index also may be compared to a base year or included in a
150-day moving average. (See Figure 13.)

How Is It Used for Investment Decisions? The investor is interested in mar-
ket direction to identify strength or weakness. Advances and declines usually follow
in the same direction as standard market averages (e.g., Standard & Poor’s 500 Index
and the Dow Jones Industrial Average). However, they may go in the opposite direc-
tion at a market peak or bottom.

The investor can be confident of market strength when the Breadth Index and a
standard market index are increasing. Securities may be bought because a bull mar-
ket is indicated. If the indexes are decreasing, market weakness is indicated.
Securities should not be bought in a bear market. In fact, securities held should be
sold.

A Word of Caution: Historically, stock advances have exceeded declines.
However, a sudden reversal can occur in the future and a net decline may, in fact,
occur.
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BrRITISH POUND

What Is This Tool? The currency of one of the United States’ top allies and
trading partners, the British pound, is one of the world’s most important currencies.
Its relationship to the U.S. dollar is a key to the global marketplace and is seen as a
barometer of the United Kingdom’s economic strength vs. the business climate in the
United States.

How Is It Computed? It is typically quoted in newspapers and financial
reports on television and radio in terms of its relationship to the U.S. dollar. As of
December 1998, the British Pound was not to be included in the new “euro” currency
that will unite major currencies across Western Europe. If the pound is at 1.4, that
means each U.S. dollar buys 0.71 pounds. To figure out what 1 pound equals in U.S.
currency, this formula is used.

Example: If $1 buys 0.71 pounds, then 1 pound is equal to $1 divided by 1.4
or $1.40.

Where Is It Found? Currency rates are listed daily in most major metropoli-
tan newspapers as well as national publications such as The New York Times, The Wall
Street Journal, and USA Today and on computer services such as America Online or
at web sites on the Internet such as www.bloomberg.com or quote.Yahoo.com.

How Is It Used for Investment Decisions? For American investors buying
British securities, the pound’s movement is a key part of the profit potential in the
investment. If the pound rises after an investment in British securities is made, the
value of those stocks, bonds, or property to a U.S. investor will get a boost from the
currency. That is because when the investment is sold, the stronger pound will gen-
erate more dollars when the proceeds are converted to the U.S. currency. Conversely,
a weak pound will be a negative to a British investment for a U.S. investor. In some
cases, the movement of the pound can also be viewed as an indicator of British eco-
nomic health. A strong pound can signal a buoyant economy, a possible indication to
buy British stocks. The pound’s strength, however, should be verified not only against
the U.S. dollar but against other major currencies. (See Figure 14.)

A Word of Caution: The pound’s strength vs. the dollar can be distorted by
prevailing interest rates in each country. For example, a movement by the British cen-
tral bank to slow down the economy by boosting British interest rates—two potential
negatives for stock prices—might also increase the pound’s price vs. the dollar if U.S.
rates are stagnant or falling. This scenario of a rising pound might give an incorrect
reading on the potential of buying British stocks.
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FIGURE 14 How a web site watches the British pound. (Reproduced with permission of Yahoo!
Inc.© 2000 by Yahoo! Inc. YAHOO! and the YAHOO! Logo are trademarks of Yahoo! Inc.)

Also, widely quoted currency rates are typically for transactions of $1 million or
more. Consumers attempting to use such figures to determine currency rates for

foreign travel should expect to get somewhat less favorable exchange rates. (See
Figure 15.)

Also See: Euro, German Deutsche Mark, Japanese Yen.
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Currency vs. Returns

3-Year 3-Year
Total Total Return Currency
Return in in Local Impact to

Index U.S. dollars Currencies U.S. Investor
EAFE 3.8% 7.4% =3.7%
Europe 18.8% 19.5% —0.6%
Japan —17.5% —8.7% —8.8%
Pacific (without Japan) —13.5% —9.8% —3.7%
‘World (without the United States) 3.9% 7.5% —3.6%
World 12.2% 13.7% —1.5%

FIGURE 15 Currency Impact on Investing. Here is a look at how changes in currency rates
can alter investment returns for U.S. investors. This chart tracts total return in key global stock
indexes in both U.S. dollars and local currencies. Indexes are by Morgan Stanley Capital
International and the data period is the three years ending on September 30, 1998. (From
Morgan Stanley Capital International. With permission.)
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BULLISHNESS INDICATORS

What Are These Tools? They are numerous surveys of investors seeking to
determine whether key market watchers and players are likely to be buyers (bulls) or
sellers (bears) of stocks in the near term.

The Bridge Market Barometer is a sentiment indicator developed by canvassing
a regular set of market participants and asking them if they are bullish or bearish on
a given market one week from today. Sentiment readings typically have been used as
a contrarian indicator, although in recent years many markets have shown that very
high readings are actually leading bullish indicators.

How Are They Computed? Various groups conduct polls of various sets of
investors, ranging from professional traders to the small stockholder. Typically, they
ask the survey sample one key question: “Are you bullish/bearish/neutral on the stock
market?” The survey then adds up the percentage of those polled and their responses.
A “bullish” reading can be anything over 50 percent or, after a prolonged market
drop, a turn from increasing bearishness to increasing bullishness.

Where Are They Found? Barron’s publishes four such surveys each week: a
poll of investment advisers and/or traders by Investors Intelligence of New Rochelle,
NY, Consensus Inc. of Kansas City, MO, and Market Vane, plus a poll of small
investors by the American Association of Individual Investors of Chicago.

The Bridge Market Barometer is calculated by polling a regular set of market
participants and asking them if they are bullish or bearish on a given week. In gen-
eral, a reading above 50.0 would indicate bullish psychology within a broad spectrum
of market participants. The Bridge Market Barometer weights the level of bullish or
bearish expectations from respondents, so the final barometer reading often will be
slightly different from the absolute number of bullish responses. The Bridge
Barometer is updated each Thursday and available on http://www.bridge.com/front/.
(See Figure 16.)

How Are They Used for Investment Decisions? Such polls can be used to
measure the market trend’s true strength, often in a contrarian way. In a rising mar-
ket or one near its peak, growing bearish feelings may indicate the market may be
headed higher because healthy skepticism abounds. A hot market with strong bullish
feelings could be a signal or overheated investor expectation, howerver, that might be
a sell signal. In a falling market or one near a possible bottom, the slightest turn to
bullishness could be a buying signal. At such a low point for stocks, watch for any
hint that bearish sentiment is ebbing.
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How the Bridge Barometer Fluctuates

Percent Simple

Bridge Bullish Figure

Date Barometer Response Change
11/5/98 62.9 67 27
10/29/98 49.1 50 -2
10/22/98 58.6 65 17
10/15/98 532 59 7
10/8/98 39.3 44 —17
10/1/98 46.5 45 -7
9/24/98 50.9 52 2
9/17/98 56.8 64 15
9/10/98 38 25 -25
9/3/98 40.1 29 -17
8/27/98 46.5 55 -7
8/20/98 56.2 52 13
8/13/98 559 59 13
8/6/98 52.9 62 6
7/30/98 74.7 93 37
7/23/98 60.8 67 26
7/16/98 57.7 64 17
7/9/98 60 58 19
7/2/98 72.6 79 43

FIGURE 16 A look at the Bridge® Barometer during the turbulent summer and fall of 1998.
(From Bridge Information Systems, Inc. With permission.)

A Word of Caution: Such surveys often give conflicting signals, leading to
tricky analysis. Do not tend to lean toward the surveys of professional traders in such
cases. Remember that many studies show that Mom and Pop Investors often do quite
well on their own.
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CASH INVESTMENTS

CERTIFICATE OF DEPOSIT YIELDS

What Are These Tools? Certificates of deposits are accounts offered by banks
that pay set interest rates for a stated amount of time. Yields on certificates of deposit
provide a gauge of what bankers are paying on short-term, fixed-maturity savings
accounts. CDs are popular investments for both small and deep-pocketed savers to
stash their cash holdings.

How Are They Computed? Several different organizations track bank deposit
rates. Bank Rate Monitor and 100 Highest Yields of Florida, Bradshaw Financial of
Massachusetts, and Banxquote of New York poll banks and savings institutions about
rates offered to consumers across the nation. They publish weekly reports on how
savings rates have changed, both nationwide and in major U.S. cities.

The Federal Reserve also compiles weekly averages of so-called jumbo CDs,
which are deposits of $100,000 and more, placed mainly by institutional investors.
Various electronic services report daily on rates paid on these savings accounts.

Where Are They Found? Many daily newspapers (both national and local)
carry information on CD rates, compiling lists of offerings from local banks as well
as national high-rate leaders. Banks are aggressive newspaper advertisers so a keen
shopper can find a good offer in various parts of a newspaper. The Internet is also
a good source. Try www.banx.com for Banxquote’s Web site or imoneynet.com for
Bradshaw’s Web site. (See Figure 17.)

How Are They Used for Investment Decisions? Certificates of deposits are pop-
ular savings tools for the small investor. When these rates are high or rising, such
investors may flock to CDs and unlikely to be actively buying stocks or bonds. That can
be a negative signal to those markets. Conversely, when CD rates are low or falling, small
savers tend to look to markets like stocks, real estate, or bonds to improve their returns.

CD rates also can signal the banking industry’s outlook for the economy. The
movement of CD rates, particularly when compared to broader market interest rates,
can suggest how bankers expect interest rates to move. The aggressiveness of the
bankers’ moves can show a willingness to lend if they are pushing up CD rates or the
lack of good loans may be signaled if CD rates are plunging.

A Word of Caution: CDs are relatively non-liquid unless a saver wants to pay
early withdrawal fees. That expense can dramatically affect the yield on a CD invest-
ment. Also, many attractively yielding CDs come with higher minimum deposit
requirements.
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Savers’ scoreboard
Highest CD yields this week

6-month
Bank, phone Yield
DeepGreen Bank U, 888-576-9238 7.15%
VirtualBank U, 877-998-2265 7.10%
giantbank.com, 877-446-4200 7.05%
1-year
DeepGreen Bank U, 888-576-9238 7.30%
VirtualBank U, 877-998-2265 7.25%
AFBA Industrial Bk, 800-776-2265 7.20%
214-year
USAccess Bk, 877-369-2265 7.30%
Provident Bank, 800-335-2220 729%
Providian Bank, 800-414-9693 7.27%
S-year
Provident Bank, 800-335-2220 757%
Key Bank USA, 800-872-5553 7.46%
Eastern Svgs Bk, 800-787-2265 7.40%
Source: Bankrate.com, North Palm Beach, Fla., www.bankrate.com
Money market funds

The biggest money market mutual funds open to individuals
and their seven-day annualized yields.
This Last 6 mos.

Fund (ranked bvsize)  week week  ago
Smith Barney Cash Port 6.10% 6.10% 532%
Vanguard Prime MMF/Retail 6.32% 633% 5.62%
Merrill Lynch CMA Money 6.10%  6.12% 5.44%
Fidelity Cash Reserves 6.23% 6.24% 5.69%
Schwab Money Market 595% 595% 527%
Average taxable money fund 6.00% 6.01% 5.28%

Source: Money Fund Report, 800-343-5413; www.imoneynet.com

FIGURE 17 CD Rates. How a newspaper tracks certificate of deposit yields. (Copyright
2000, USA TODAY. Reprinted with permission.)

GUARANTEED INVESTMENT CONTRACT YIELDS

What Are These Tools? Guaranteed investment contracts (GICs) are a popu-
lar fixed income investment offered by insurance companies. Most investors see them
in 401(k) retirement plans offered at the workplace. The contracts act much like
bankers’ certificates of deposit, promising a fixed rate of return over a specified time.
In employer retirement savings’ plans that offer GICs to workers, GICs on average
take in more than one-third of the money in the plan.

How Are They Computed? Average GIC yields are compiled by several firms
such as T. Rowe Price of Baltimore that survey major insurance companies to see
what yields and maturities they are offering. GICs run in excess of $1 million.

Where Are They Found? The Rowe Price report on GICs appears daily in The
Wall Street Journal while Fiduciary Capital’s review is published weekly in Barron’s.
(See Figure 18.)
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GUARANTEED
INVESTMENT CONTRACTS

Current Treasury quotes, as reported in the
Wall Street Journal. Total issuers quoting: 37.
*Spreads between GIC/BIC high and Treasury with
the same maturity. All rates for non benefit respon-
sive, investment only contracts, net of expenses, no
commissions. Source: Fiduciary Capital Manage-
ment Inc., Woodbury, Conn.

Week Ending: August 25, 2000

Three Year Five Year Seven Year
Rates Comp. Simple Comp. Simple Comp. Simple
$1 Million

High 760 757 764 762 766 7.66
Average 721 7.5 728 722 729 121
Low 652 654 656 6359 654 6.60
# Issuers 14 16 14 16 12 12
$5 Million
High 765 762 769 767 171 171
Low 6.75 660 667 6.60 6.67 6.60
# Issuers 20 24 20 24 17 18
High 765 762 1769 767 771 1M
$10 Million
Average 7.9 715 72 720 729 7.20
Low 681 660 6.71 660 6.76 6.60
# Issuers 18 22 18 22 16 17
High 756 753 759 751 762 1750
$25 Million
Average 7.8 7.09 725 716 730 7.8
Low 691 660 692 660 692 6.60
# Issuers 12 13 12 13 1 12

6.13 6.01 5.89
Treasuries'
$1 Million 1.47 144 163 161 177 177
Treasuries-GIC/BIC Spreads’

$10 Million1.52 149 168 166 182 1.82
$25 Million1.43 140 158 150 173 161
Average 149 146 164 161 179 176

FIGURE 18 Guaranteed Investment Contracts. How a newspaper covers guaranteed investment
contracts’ yields. (From Barron’s Market Week, August 28, 2000, p. MW76. With permission.)

How Are They Used for Investment Decisions? An investor can review GIC
yields to see how his offerings in an employer’s retirement plan compare to other fixed-
income choices both in the plan and ones that are offered elsewhere. Changes in GIC
yields also can be used as an indicator of how insurance company executives see the out-
look for interest rates much like certificate of deposit rates signal bankers’ intentions.

If, for example, GIC rates are falling faster than other similar rates, that can be
viewed as a sign that insurers do not actively want money now because they see an
upcoming steep drop in rates. When rates do go lower, insurance companies can
profit by then scooping up large inflows at those cheaper rates.

Conversely, if GIC rates are rising faster than competing rates, that can be
viewed as a bet by insurers that they want to draw in large sums of money quickly
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because they think rates may eventually go much higher. When rates do go higher,
insurance companies will have profited by locking large inflows at those lower rates.

A Word of Caution: Although GICs look and sound like bank products, they
do not have the same safety. The only guarantee backing GIC investments is the
promise of the insurance company or companies underwriting the contract. A bank
account, by comparison, is insured by the U.S. government up to $100,000. Because
of this risk, many employers now offer pools of GICs to their employees to spread the
risk of default among several insurers.

MONEY MARKET FUND AVERAGE MATURITY

What Is This Tool? This is information reported weekly on the maturity of
securities held by money market mutual funds.

How Is It Computed? The figures reflect the average of all securities held by
money funds and is tracked weekly by IBC Financial of Massachusetts. Money funds
are restricted to securities of no more than one year in maturity and cannot have an
average maturity more than 90 days. Many newspapers such as The Orange County
Register and the Boston Globe run both fund and industrywide figures weekly as does
Barron’s. The information on individual funds also can be obtained from the fund’s
management.

How Is It Used for Investment Decisions? Changes in the average maturity
can be seen as an indication of where shortest-term interest rates are headed.

When managers believe that rates are headed lower, they extend their maturities
to lock in what they believe are currently higher rates. When fund managers think
rates are headed higher, they shorten the average maturity so they can have the most
money available to buy the expected higher-yielding paper in the near future. The
IBC industrywide average serves as a consensus for the overall leanings of all fund
managers.

When comparing individual funds, relative maturities can show which fund or
funds will better respond to such rate moves. Longer maturity funds should do best if
rates fall. Shorter maturity funds excel when rates rise. Of course, with a maximum
maturity of 90 days, such advantages will diminish quickly.

Also See: Cash Investments: Money Market Fund Yields.

MONEY MARKET FUND YIELDS

What Are These Tools? These are a measurement of the return on money mar-
ket mutual funds that are popular alternatives to bank accounts and other cash invest-
ments. Money funds are managed to maintain a stable $1 per share price.

How Are They Computed? The money fund yield is typically viewed in three
ways: a 7-day yield compounded over a year, a 30-day yield compounded over a year,
and a 12-month total return.

The 7-day and 30-day yields reflect dividends the money funds have collected in
a recent week and month, respectively, less costs such as management fees. Those
returns are then annualized, that is, assumed to be collected at the same rate for a year.
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The annual return figure reflects both dividends collected as well as any capital
gain earned minus any expenses. Accounting rules allow those capital gains to be
shown to investors as yield enhancements rather than per share price changes.

Where Are They Found? IBC’s 7-day yields are published weekly in many
daily newspapers such as Dallas Morning News, The New York Times, and The
Orange County Register. The 30-day yield and total return figures are typically what
is quoted by mutual fund companies in sales literature. Internet users can also check
IBC’s Web page at imoneynet.com. (See Figure 19.)

How Are They Used for Investment Decisions? IBC’s average of all money
fund yields are used as both an indicator of what very short-term investments are
returning and a barometer to measure all funds’ performance. An investor must be
careful, however, when comparing yields of funds.

Although these funds are managed very conservatively, there are some subtle
safety differences that should be reviewed. Some funds own a mixture of corporate,
banking, and government obligations. Others take a slightly less risky path, holding
only U.S.-backed issues. Such funds tend to pay out less.

A Word of Caution: Many fund management companies temporarily waive
money fund fees (which can cut as much as a full percentage off the yields) as an
inducement to invest. These discounts can be misleading, so investors are advised to
check out a high-paying fund carefully. An investor should query whether the fund is
offering such a discount, how long the discount will last, and what the fund would
have yielded if the full fees were charged.

Here are the 15 largest taxable money market funds and their compounded
30-day yields as of September 12.
Min. Total
1wk. 6 mo (800) Initial Assets,
Fund Now ago %o Phone Deposit Billions
Smith Barney Cash ‘A’ 6.0 6.10 5.32 544-7835 1,000 52.81
Vanguard Prime 6.32 6.33 5.62 662-7447 3000 45.00
Merrill Lynch CMA Money 6.10 6.12 5.44 221-7210 5,000 44.00
Fidelity Cash Reserves 6.23 6.24 5.69 544-8888 2,500 43.19
Schwab Money Market 5.95 5.95 5.27 266-5623 1,000 40.05
Schwab Value Advantage 6.30 6.29 5.63 266-5623 25,000 34.08
MS Dean Witter Active Assets 6.15 6.18 5.56 869-3326 10,000 23.72
MorgStan Dean Wit Lq. Ast. 6.09 6.09 5.50 869-3863 0 19.95
PaineWebber RMA 6.15 6.4 5.36 762-1000 0 19.92
Centennial Money Market 6.07 6.02 5.353 5256-9310 500 19.67
Prudential Command Money 6.20 6.21 5.52 222-4321 10,000 14.38
Wells Fargo MMF 5.86 5.86 5.22 956-4442 2,500 13.81
Alliance Capital Reserves 5.68 5.71 5.00 221-5672 1,000 11.48
Merrill Lynch Retire 6.14 615 b5.61 221-7210 0 10.23
Evergreen MMF 5,57 5.68 0.00 544-8888 20,000 10.14
Source: iMoneyNet, Ashland, Mass., 508-616-6100, www.imoneynet.com

FIGURE 19 How a newspaper tracks money market mutual finds. (From Miami Herald,
September 18, 2000, p. 46. With permission.)
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Also, compounded yields assume that short-term market conditions will con-
tinue. That can be misleading at times. One can also track “straight” money funds
yields (that is, without compounding) to get a, perhaps, more sanguine view of the
money fund world.

Also See: Cash Investments: Money Market Fund Average Maturity, Interest
Rates: Discount, Fed Funds, and Prime Interest Rates: Three-Month Treasury Bills.
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CHANGES: StoCcks UpP AND DOWN

What Is This Tool? This is a listing (usually daily) of the stocks having the
highest percentage increase in price and the highest percentage decrease in price for
the trading period. The stocks are listed in the order of their percentage change.
Typically, 10 advancing stocks and 10 declining stocks are listed. There is a separate
listing for the NYSE, AMEX, and NASDAQ issues.

How Is It Computed? A tabulation is made of the stocks on each exchange in
terms of their percentage increase or decrease in market price. The tables typically
use only stock prices above $1.

Where Is It Found? The up changes and down changes appear in the
financial pages of newspapers and magazines such as Barron’s, The New York Times,
and The Wall Street Journal. Figure 20 is a sample listing of NYSE, AMEX, and
NASDAQ Stocks with the largest percentage changes up and down.

How Is It Used for Investment Decisions? In looking at price increases or
decreases, consideration should be given to the trading volume. For example, a price
increase on heavy volume is a stronger indicator of movement than a price increase
on low volume. If a stock appears frequently under both the up changes and down
changes listings, it is a volatile issue because it fluctuates in price drastically. This is
typically associated with a speculative issue that implies risk.

The investor must determine whether a stock with a significant price increase can
sustain its upward momentum. If it can, the stock might be attractive. On the other
hand, if the sharp increase in price cannot be sustained and is temporary, the market
price of the stock might fall because it is overvalued. In such a case, the investor
should not buy the stock.

If there is a sharp decline in the market price of a stock, the investor should ascer-
tain whether the issue is in a downward trend or whether it is now undervalued and
should be bought. Further, a sharp move in stock price may be owing to specific good
or bad news.

A Word of Caution: Also, a company experiencing a significant percentage
change in price in a given day may be vulnerable to increased price volatility the next
day. One scenario is that the stock was oversold or overbought during that volatile day
and that other investors may viewing it as undervalued or overvalued and begin
reversing the previous day’s trend.

Conversely, when a stock is a large percentage loser, some traders may think the
worst of the news is not out and continue to apply selling pressure. When a stock is a
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NYSE winners
s Lt Chg  Pat
Dot 888 4156 4214

Omiovan 600 +1.00  +20.0
BrllChAS 3400 +4.88  +167
DavedB

800 +1.13 +16.4
GC Cos 1488 +188 +144
Entrade 5.00 +63  +143
Telemig 6500 +8.00 +140
TB Woods 1125 4138  +139
Lexmark 6750 +8.00 +134
CrtyHit n 2375 +269  +128
WallCs 11.63 +1.31 +12.7
THitfgr 1088 +1.19  +123
Oceaner 1744 4188 +120
PrisonR 2.38 +25 +11.8
ChmpE 653 +69 4116
NYSE losers
Heama Last  Chg Put

BritSky 9550 -950  -00

Tndycht 206 -19 -8.3
Neft Cz 4.88 -44 82

b 23.19 -2.06 -8.2
Heigo 1550 -1.38 8.1
ITap 438 -.38 18
Acptins 5.88 -.50 78
Penney 1400 -1.19 -18

FIGURE 20 How a newspaper tracks percentage winners and losers for stocks. (From
Orange County Register (CA), September 1, 2000, p. B6. With permission.)

large percentage gainer, some traders may see it on an up and down list and think
things will only get better for this company and add further buying pressure to
the issue.
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CHARTING

What Is This Tool? Charts are used to evaluate market conditions including the
price and volume behavior of the overall stock market and of individual securities.

How Is It Prepared? The basic types of charts are line, “high—low—close”
bar charts, and point-and-figure. On line charts (see Figure 21) and bar charts (see
Figure 22), the vertical axis shows price and the horizontal axis shows time.

On a line chart, ending prices are connected by straight lines. On a bar chart, ver-
tical lines appear at each time period, and the top and bottom of each bar shows the
high and low prices. A horizontal line across the bar marks the ending prices.

Point-and-figure charts (see Figure 23) show emerging price patterns in the
market, in general, and for specific stocks. Typically, only the ending prices are
charted. An increase in price is denoted by an “X” while a decrease in price is shown
as an “O.

There is no time dimension in a point-and-figure. A column of Xs shows an
upward price trend while a column of Os reveals a downward price trend.
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FIGURE 21 How a line chart of the Dow Jones Industrial Average stock looks.
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FIGURE 22 How a bar chart of the Dow Jones Industrial Average looks.
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In point-and-figure charts, there is a vertical price scale. Plots on the chart are
made when a price changes by a predetermined amount.

Significant price changes and their reversal are depicted. What is significant
is up to the individual investor. The investor can use either ending prices or inter day
prices, depending on time constraints. The usual predetermined figures are 1 or
2 points for medium-priced stocks, 3 or 5 points for high-priced stocks, and 1/2 point
for low-priced stocks. Most charts contain specific volume information.

The investor should plot prices representing a trend in a single column, moving
to the next column only when the trend is reversed. The investor will usually round a
price to the nearest dollar and start by plotting a beginning rounded price. Nothing
new appears on the chart if the rounded price does not change. If a different rounded
price occurs, the investor plots it. If new prices continue in the same direction, they
will appear in the same column. A new column begins when there is a reversal.

Where Is It Found? Various market-watch services, financial magazines and
newspapers, and brokerage research reports provide charts as well as various web
sites such as www.bigcharts.com or www.bloomberg.com on the Internet.

How Is It Used and Applied? A chart pattern may be studied to predict future
stock prices and volume activity. Charts may cover historical data of one year or less
for active stocks or several years for inactive stocks.

Point-and-figure charts provide data about resistance levels (points). Breakouts
from resistance levels indicate market direction. The longer the sideways movement
before a break, the more the stock can increase in price.

How Is It Used for Investment Decisions? The investor may use charts to
analyze formations and spot buy and sell indicators.

The investor can use these charts to determine whether the market is in a major
upturn or downturn, and whether the trend will reverse. The investor also can see
what price may be accomplished by a given stock or market average. Further, these
charts can help the investor predict the magnitude of a price swing.

A Word of Caution: Historical trends in prices may not result in future price
trends because of changing circumstances in the current environment.

Also See: Japanese Candlestick Charts
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COMMODITIES INDEXES

CRB INDEXES

What Are These Tools? Bridge/CRB, formerly Commodity Research Bureau
(CRB), has two widely watched benchmarks for commodity prices: the CRB Bridge
Spot Price Index and the CRB Bridge Futures Price Index.

The CRB Spot Price Index is based on prices of 23 different commodities, rep-
resenting livestock and products, fats and oils, metals, and textiles and fibers, and it
serves as an indicator of inflation.

The CRB Futures Price Index is the composite index of futures prices that
tracks the volatile behavior of commodity prices. As the best-known commodity
index, the CRB index, produced by Bridge Information Systems, was designed
to monitor broad changes in the commodity markets. The CRB index consists of
21 commodities.

In addition to the CRB Futures Index, nine subindexes are maintained for bas-
kets of commodities representing currencies, energy, interest rates, imported com-
modities, industrial commodities, grains, oil-seeds, livestock and meats, and precious
metals. All indexes have a base level of 100 as of 1967, except the currencies, energy,
and interest rates indexes, which were set at 100 as of 1977.

How Are They Computed? The CRB Futures Index can be thought of as a
three-dimensional index. In addition to averaging the prices of all 21 components, the
index also incorporates an average of prices over time for each commodity. The price
for each commodity is the simple average of the futures prices for a nine-month
period.

Example: The average price for wheat contracts traded on the Chicago
Mercantile Exchange in July 1999 would be determined as the average for the fol-
lowing five contract months: August, October, and December, 1999, and February
and April, 2000. Mathematically,

Wheat average = Aug. 1999 + Oct. 1999 + Dec.5 1999 + Feb. 2000 + Apr. 2000

For other commodities, there may be more or less than five contract months in
the average.
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The average prices of the 21 component commodities are then geometrically
averaged and the result is divided by 53.0615 (the 1967 base-year average for these
commodities); multiplied by 0.95035 and by 100. Mathematically,

Cattle avg. X - - - X Wheat avg. X 0.95035 X 100
53.0615

CRB Futures Index =

The factor 0.95035 amounts for an adjustment necessitated by the index’s
changeover (July 20, 1987) from 26 commodities averaged over 12 months to 21
commodities averaged over 9 months. The index is multiplied by 100 in order to con-
vert its level into percentage terms. In other words, the CRB Futures Index involves
both geometric and arithmetic averaging techniques.

Where Are They Found? The Wall Street Journal tracks this index as do some
other daily newspapers. Internet users can check Bridge’s Web site at www.crbindex.com
for updates on this index. The CRB chart frequently appears in the cable network CNBC.
(See Figure 24.)

How Are They Used for Investment Decisions? The CRB Futures Index
serves as the basis for cash-settled futures contracts that are traded on the New York
Futures Exchange (NYFE) under the commodity code CR. Higher commodity prices,
for example, can signal inflation, which in turn can lead to higher interest rates and
yields and lower bond prices. Higher interest rates tend to depress the stock market
as well. Conversely, lower commodity price can signal deflation and economic weak-
ness and push interest rates lower.

COMMODITIES DJ-AIG Commodity Index (1991=100) 104.818 -0.127

110
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1999 2000

12M0 HIGH 12:MO LOW
COMMODITY CLOSE __CHANGE WED _ YRAGO  —— AT CLOSE —
Gold (Comex spot) , troy oz. $272.90  $+1.80  $271.10  $253.20  $324.50  $253.20
Oil (W. Tex. int. crude) , bbl. 32.63 +0.65 31.98 20.95 34.65 20.90
Wheat (#2 hard KC), bu. 2.80 +0.06 2.74 2.67 3.26 2.53
Steers (S. Dakota choice), 100 Ib. 65.40 unch 65.40 z 73.90 63.85

a- Reflects 6% Bond Buyer Municipal Index, from Dec. 22,1999.

FIGURE 24 CRB Index. Here is how a newspapers tracks commodity prices. (From The Wall
Street Journal, August 25, 2000, p. C1. With permission.)
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A Word of Caution: In order to gauge inflation pressure from raw goods, you
should also look at popular price indexes such as the Producer Price Index (PPI).
Also See: Economic Indicators: Inflation, Economic Indicators: Interest Rates.

THE ECONOMIST COMMODITIES INDEX

What Is This Tool? The indicators gauge commodity spot prices and their
movements.

How Is It Computed? The index is a geometric weighted-average based in
international trade on the significance of spot prices of major commodities. The index
is designed to measure inflation pressure in the world’s industrial powers. It includes
only commodities that freely trade in open markets, eliminating items like iron and
rice. Also, this index does not track precious metal or oil prices. The commodities
tracked are weighted by their export volume to developed economies.

Where Is It Found? The index information may be obtained from Reuters
News Services or in The Economist magazine.

How Is It Used for Investment Decisions? The index may be used as a reflec-
tion of worldwide commodities prices, enabling the investor to determine the
attractiveness of specific commodities. The investor may enter into futures contracts.
The indicators also may serve as barometers of global inflation and global interest
rates.
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CONTRARIAN INVESTING

CONTRARY OPINION RULE

What Is This Tool? Contrary opinion is a sentiment indicator in which, after
finding out what most investors are doing, the investor does the opposite. The ratio-
nale is that popular opinion is usually wrong. The rule presumes that the crowd is typ-
ically incorrect at major market turning points.

Where Is It Found? The majority opinion is normally reflected in the main-
stream news media including reports and articles in newspapers, on television, and in
popular magazines such as Newsweek and Time. Other sources include financial pub-
lications, business books for lay people, and financial newsletters.

How Is It Used and Applied? A careful reading of the popular press is
required. When one sees published and televised news detailing market activity, this
logic says that this news usually has already been reflected in the price of securities.
Therefore, the publicizing of the news is probably the end (instead of the beginning)
of a move.

How Is It Used for Investment Decisions? An investor following a contrar-
ian strategy does the opposite of what most investors are doing. If everyone is pes-
simistic, the investor concludes that it is probably the time to buy. If everyone is
optimistic, the investor believes that it is probably the time to sell. The investors
should compare the news stories with other technical and fundamental indicators.

The investor may find good buys for company stocks that are out of favor
because of an oversold situation. However, these stocks should possess fundamental
values based on the company’s financial condition.

A Word of Caution: There may be instances in which what most investors are
doing is the right strategy. The investing public may be buying securities during what
is, in fact, a bull market. This is exactly what occurred during much of the 1990s,
much to the dismay of many bearish Wall Street analysts.

Also See: Trading Volume Gauges: Odd-Lot Theory.

INDEX OF BEARISH SENTIMENT

What Is This Tool? The index is based on a reversal of the recommendations
of investment advisory services as contained in their market letters. Such services are
considered to be proxy for “majority” opinion.
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This index operates according to the contrary opinion rule: Whatever the invest-
ment advisory services recommend, the investor should do the opposite. It is a tech-
nical investment analysis tool. Investors Intelligence believes that advisory services
are trend followers rather than anticipators. They recommend equities at market bot-
toms and offer selling advice at market tops.

How Is It Computed?

Bearish investment advisory services
Total investment advisory services

Index =

Investors Intelligence believes that when 42 percent or more of the advisory ser-
vices are bearish, the market will go up. On the other hand, when 17 percent or less
of the services are bearish, the market will go down.

Where Is It Found? The Index of Bearish Sentiment is published by Investors
Intelligence (914-632-0422). It can be found in Barron’s. The index was originally
developed by A.W. Cohen of Chartcraft.

Example: Of 200 investment advisory services, 90 of them are bearish on the
stock market. The Index equals 0.45 (90/200).

Because 45 percent of the advisory services are pessimistic about the prospects
for stock, or more than the 42 percent benchmark, the investor should buy securities.

How Is It Used for Investment Decisions? A movement toward 10 percent
means that the Dow Jones Industrial Average is about to go from bullish to bearish.
When the index approaches 60 percent, the Dow Jones Industrial Average is headed
from bearish to bullish.

The investor should use this index in predicting the future direction of the secu-
rities market based on contrary opinion. If bearish sentiment exists, a bull market is
expected, and the investor should buy stock. If bullish sentiment exists, a bear mar-
ket is likely, and the investor may consider selling securities owned.

A Word of Caution: Other measures of stock performance should be used in
conjunction with this index. (See Figure 25.)
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INVESTOR SENTIMENT READINGS

In Investors Intelligence’s poll, the correction
figure represents advisers who are basically bull-
ish, but are looking for some sort of short-term
weakness. High bullish readings in that poll, in
Consensus Inc., or in Market Vane’s usually are
signs of market tops; low ones, market bottoms.

Investors Intelligence
Two Three

Last Weeks Weeks
Week Ago Ago

Bulls 43.5% 47.1% 48.6%
Bears 33.7 3.7 33.6
Correction 22.8 21.2 17.87

Source: Investors Intelligence, 30 Church Street,
New Rochelle, N.Y. 10801 (914) 632-0422.

Consensus Index

Bullish Opinion 62% 53% 7%
Source: Consensus Inc., 1735 McGee Street,
Kansas City, Mo. 64108 (816) 471-3862.

AAII Index
Bullish 51.71% 59.4% 54.1%
Bearish 23.1 188 11.5
Neutral 19.2 21.9 M4

Source: American Association of Individual In-
vestors, 625 N. Michigan Ave., Chicago, Ill 60611

(312) 280-0170.
Market Vane
Bullish Consensus 38% 2% 3%
Source: Market Vane, P.0. Box 90490, Pasadena,
CA 91109 (626) 395-7436.

FIGURE 25 Contrarian Indicators. How a newspaper tracks investor sentiment readings.
(From Barron’s Market Week, August 25, 2000, p. MW77. With permission.)
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CREDIT RATINGS

What Are These Tools? Bonds and preferred stock issues are rated for credit-
worthiness by various agencies for investment safety.

The major agencies are Standard & Poor’s of New York, Moody’s of New York,
Fitch IBCA of New York, and Duff & Phelps of Chicago. These firms’ analysts weigh
the probability that interest payments will continue and the chances for repayment of
principal.

Ratings help investors evaluate risks and aid the market in setting prices for var-
ious securities. Higher-rated securities attract more investors and, thus, trade at
higher prices with lower yields. Low-rated paper, in turn, comes with lower prices
and loftier yields.

How Are They Computed? Each rating agency has different criteria and
scales to weigh the credit risks of various securities. Bond and preferred stock issues
are rated at initial offerings and then reviewed on a regular basis and after major eco-
nomic events hit the issuer. Many rating systems’ reviews, resulting in the bond rat-
ing, parallel grade-school report cards. That means As are the best and Cs and Ds are
the worst.

All ratings assume that securities of the U.S. Treasury, in other words those that
are backed by the full faith and credit of the U.S. government, warrant the highest rat-
ing for credit safety.

Where Are They Found? All the agencies publish their ratings on a regular
basis and when major changes are made. There are often news accounts in daily
newspapers, business publications, and various electronic media. Credit ratings are
also an important part of brokerage reports and commentary on interest-bearing
investments. Barron’s publishes a weekly update on credit-rating changes and
America Online subscribers will find listings of S&P and Moody’s rating reports in
the bond section of the Market News channel. (See Figure 26.)

How Are They Used for Investment Decisions? Investors can use credit rat-
ings to help match their risk tolerance to their fixed-income investments.

Those investors who prefer high safety to higher yields should choose securities
with credit gradings near the top of the scale. Those who can stand some degree of
credit risks, often have their risk-taking rewarded with higher yields.

In addition, the overall level of rating changes is seen as one indicator of the
nation’s economic health. Each agency compiles a periodic report summarizing its
recent rating actions. More upgrades than downgrades is a positive signal. When
downgrades prevail, it is an ominous sign.
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Credit Risk Moody’s S&P

Prime Aaa AAA
Excellent Aa AA

Upper medium A-1,A A

Lower medium Baa-1, Baa BBB
Speculative Ba BB

Very speculative B, Caa B, CCC, CC
Default Ca, C D

Note: Moody’s uses the numbers 1 through 3 to denote
quality levels within a ranking; S&P uses pluses or
minuses.

FIGURE 26 S&P and Moody’s Rating Systems

A Word of Caution: Credit risk is only one potential pitfall for fixed-income
investors. Too many savers look at credit quality only and ignore another large risk:
length of maturity. Price changes owing to changes in interest rates can deeply affect
longer-term, fixed-income investments.

Also See:  Duration.
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CRUDE OIL SPOT PRICE

What Is This Tool? The market price for a barrel of unrefined petroleum, typi-
cally a high quality grade oil, is called the crude oil spot price. For example, West Texas
intermediate crude oil price is the price of a benchmark grade of crude oil produced in
West Texas. Crude oil prices are carefully watched as a barometer of everything from
global political tensions to inflation to oil company profits. Rising oil prices often boost
prices for gasoline, air travel, shipped products, and petroleum-based products.
Investors can also invest directly in oil by buying futures and options contracts.

How Is It Computed? The often-quoted spot price for crude oil is the per barrel
price on the most current Light Sweet Crude futures contracts that trade on the New York
Mercantile Exchange. Each futures contract calls for delivery of 1000 barrels of oil, but
its price is quoted per barrel. The NYMEX, as it is known, also trades futures for sour
crude oil, natural gas, and two refined products—unleaded gasoline and heating oil.

Where Is It Found? The crude oil spot price appears in commodity futures list-
ings in such newspapers as Barron’s, Investor’s Business Daily, The New York Times,
The Wall Street Journal, and on computerized databases such as America Online or at
quote.yahoo.com. You can also check the NYMEX Web site at www.nymex.com. (See
Figure 27.)

$35 — — {ssuse E,.

FIGURE 27 How a newspaper covers crude oil prices. (From Investor’s Business Daily,
September 12, 2000, p. A10. With permission.)
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How Is It Used for Investment Decisions? Swings in crude oil prices can
have a dramatic impact on the world economy and investment markets. Rising oil
prices can hurt both stock and bond prices.

Stock investors fear the effect of high oil prices, crippling both to demand
because consumers pay more for gasoline and to corporate bottom lines at firms
(notably airlines) that are heavy petroleum users. The bond market dislikes any sign
of inflation, particularly from oil prices. That is a holdover from the Arab oil embar-
goes of the 1970s. Inflation erodes the buying power of the cash stream, which is gen-
erated by long-term, fixed-income investments.

Rising oil prices can be good for a handful of investments. Oil company stocks
enjoy a high-priced environment because profits soar for most petroleum drillers, refin-
ers, and sellers. In addition, short-term cash investments such as money market mutual
funds could see their yields improve as higher oil prices likely bump up interest rates.

A Word of Caution: There are major risks associated with investing in com-
modities futures and options. These securities provide huge leverage—that is, the
chance to control a huge amount of petroleum products for a fraction of the cost. But
the wrong bet can be financially devastating. Option players can lose only their entire
investment while futures speculators can be liable for more than they originally
invested if they are far wrong on their hunches.
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CURRENCY INDEXES

FEDERAL RESERVE TRADE-WEIGHTED DOLLAR

What Is This Tool? The index reflects the currency units of more than 50 per-
cent of the U.S. purchase, principal trading countries.

How Is It Computed? The index measures the currencies of 10 foreign coun-
tries: the United Kingdom, Germany, Japan, Italy, Canada, France, Sweden,
Switzerland, Belgium, and The Netherlands. The index is weighted by each cur-
rency’s base exchange rate and, then, averaged on a geometric basis. This weighting
process indicates relative significance in overseas markets. The base year was 1973.

Where Is It Found? The index is published by the Federal Reserve System
and is found in its Federal Reserve Bulletin or at various Federal Reserve Internet
sites such as http://woodrow.mpls.frb.fed.us/economy.

How Is It Used for Investment Decisions? The investor should examine the
trend in this index to determine foreign exchange risk exposure associated with his or
her investment portfolio.

Also, the Federal Reserve trade-weighted dollar is the basis for commodity
futures on the New York Cotton Exchange.

Also See: British Pound, German Deutsche Mark.

J.P. MORGAN DOLLAR INDEX

What Is This Tool? The index measures the value of currency units vs. dollars.

How Is It Computed? The index is a weighted-average of 19 currencies
including that of France, Italy, the United Kingdom, Germany, Canada, and Japan.
The weighting is based on the relative significance of the currencies in world mar-
kets. The base of 100 was established for 1980 through 1982.

Where Is It Found? The index appears in The Wall Street Journal. (See
Figure 28.)

How Is It Used for Investment Decisions? The index highlights the impact of
foreign currency units in U.S. dollar terms. The investor can see the effect of foreign
currency conversion on U.S. dollar investment.
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U.S. DOLLAR J.P. Morgan Index vs. 19 Currencies 113.1 -0.2

FM A MJ J ASONDJFMAMUJJA TFMTWT
1999 2000

LATE LATE DAY'S DAY'S 12MOHIGH 12-MOLOW
CURRENCY NY WED HIGH LOW  —— LATENY —
British pound (in U.S. dollars) 1.4820 1.4863 1.4860 1.4767 1.6754 1.4720
German mark (per U.S. dollar) 2.1670 2.1731 2.1616 2.1744 1.7954 2.1966
Japanese yen (per U.S. dollar) 106.88 107.14 106.64 107.38 101.60 111.63
Canadian dollar (in U.S. dollars) 0.6728 0.6736 0.6742 0.6724 0.6969 0.6623
Swiss franc (per U.S. dollar) 1.7120 1.7230 1.7097 1.7240 1.4568 1.7400
Euro (in U.S. dollars) 0.9026 0.9000 0.9052 0.8992 1.0894 0.8904

FIGURE 28 How a newspaper covers foreign currency trading. (From The Wall Street Journal,
August 25, 2000, p. C1. With permission.)
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DOLLAR-COST AVERAGING

What Is This Tool? Dollar-cost averaging is an investment strategy that
attempts to spread out investment risk over time. It does so by requiring small and
periodic set dollar amount purchases of an asset over a lengthy period. It is often rec-
ommended for small investors who have little investment monies at their disposal or
who are unable or unwilling to follow investment markets regularly.

How Is It Computed? Investors seeking to use this strategy must figure out
how much they can afford to contribute systematically to a dollar-cost averaging
account each month and/or quarter.

Where Is It Found? The biggest promoters of dollar-cost averaging have been
mutual funds, whose typically small investment minimums allow investors to imple-
ment this strategy easily in a cost-effective way. Many funds and brokerages make
this process easy by allowing automatic purchases through direct deductions from
investors’ checking accounts or paychecks.

Investors may unknowingly be using this strategy as part of employer-sponsored
savings plans such as 401(k) retirement programs. Many of these benefit plans rou-
tinely make equal purchases of assets at set periods, quietly accomplishing dollar-
cost averaging.

How Is It Used for Investment Decisions? Dollar-cost averaging attempts to
eliminate one investment decision: timing.

By distributing purchases over a lengthy period, an investor lowers the risk of
purchasing a large amount of an investment at the highest possible price. By using a
set dollar amount, when prices are high, this strategy tells an investor to buy fewer
shares. (See Figure 29.)

When prices are low, the investor would accumulate more discounted shares.
Therefore, the strategy screens out whims that could result in the investor buying high
and selling low.

Dollar-cost averaging will work as long as prices of the assets targeted by the
strategy rise over the long haul.

A Word of Caution: Dollar-cost averaging can result in high transaction costs
that can lower returns over time. That is why mutual funds, which often charge either
no sales fee or a flat commission, are a popular way to implement this strategy.

Such plans can also create a nightmare at tax time after the investment is sold.
Each of the systematic purchases should be separately accounted for on the tax
return.
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Dollar Cost Averaging

Dollars Share Price Shares

Invested Paid Bought

January $250 $7.00 35.71

February $250 $6.00 41.67

March $250 $6.50 38.46

April $250 $7.25 34.48

May $250 $6.00 41.67

June $250 $5.75 43.48

July $250 $5.25 47.62

August $250 $5.00 50.00

September $250 $4.75 52.63

October $250 $5.75 43.48

November $250 $6.50 38.46

December _$250 $7.00 35.71

Total dollars $3000 Total 503.37
invested shares
bought

X $7

Final value $3523.62

FIGURE 29 A look at how an investor, who spreads out a $3000 investment over equal
monthly purchases of $250 each, can profit from dollar-cost averaging when a hypothetical
investment sees it price close a year unchanged.

In addition, remember that dollar-cost averaging offers no guarantee of profits.
In fact, in bull markets, it will likely cut one’s profit because purchases are delayed.
Also See: Value Averaging.
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DoOw JONES INDUSTRIAL AVERAGE

What Is This Tool? Dating back to 1885, the Dow Jones Industrial Average or
DIJIA is the most widely watched benchmark for U.S. stock markets. This index is
synonymous with the market’s fortunes. When someone says, “The market’s up 20,”
they mean the point change in the Dow index.

How Is It Computed? The Dow industrial index took its current form of
tracking 30 major companies’ stocks in October 1928. The 30 stocks as of November
2000 are Allied Signal, Alcoa, American Express, AT&T, Boeing, Caterpillar,
Citigroup, Coca-Cola, Disney, du Pont, Eastman Kodak, Exxon Mobil, General
Electric, General Motors, Hewlett-Packard, Home Depot, Honeywell, IBM, Intel,
International Paper, Johnson & Johnson, McDonald’s, Merck, Microsoft, Minnesota
Mining & Manufacturing, J.P. Morgan, Philip Morris, Procter & Gamble, SBC,
Texaco, United Technologies, and Wal-Mart.

The math behind the index is simple. Each stock’s price is divided by the same
amount, known as the divisor, to arrive at the index each day. Because the divisor has
been less than 1 for some time, share prices are actually multiplied to reach the Dow
30 results. For example, in November 1998, the divisor was 0.25450704. That meant
that a $1 movement in a typical DJIA stock would move the index roughly 4 points.

(For trivia buffs, the first 12 members of the Dow in 1885 were American Cotton
Oil, American Sugar, American Tobacco, Chicago Gas, Distilling & Cattle Feeding,
General Electric, Laclede Gas, National Lead, North American, Tennessee Coal &
Iron, U.S. Leather preferred, and U.S. Rubber.)

Where Is It Found? The Dow 30 is found just about everywhere from virtu-
ally every daily newspaper, no matter how small, to reports on television and radio,
and can be found on computer services such as America Online. The Dow Jones Web
site on the Internet at indexes.dowjones.com has marvelous background on the index.
(See Figures 30 and 31.)

How Is It Used for Investment Decisions? Despite its name recognition, the
Dow 30 is seen today as a poor indicator of how the U.S. stock market is doing. Many
experts prefer to watch the Standard & Poor’s 500 stock index because of its wider
reading of big-stock performance. However, because the Dow 30’s movement is so
widely watched, it cannot be ignored even when it may be giving off incorrect sig-
nals about the stock market. The Dow 30 still has a powerful impact on investor psy-
chology. Sharp movements in the Dow 30, regardless of whether they are quickly
followed by broader indexes, are closely monitored. For investors who covet the Dow
30, several mutual funds attempt to mimic its performance.
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Market activity

Dow closed at: 11,195.49, down 25.16
S&P 500 Index: 1,489.26, down 5.24
Nasdaq: 3,896.35, down 82.06
Amex: 969.50, up 1.58

Russell 2000: 533.62, down 2.08
Toronto: 10,682.13, down 137.66
30-vyear bond: 5.72 percent

Dow: Minute by minute
11280
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Dow: week by week
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FIGURE 30A Here’s how newspapers cover the Dow Jones Industrial Average. (From Palm
Beach Post, September 12, 2000, p. 6B. With permission.)
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FIGURE 30B (From Barron’s Market Week, September 4, 2000, p. MW68. With Permission.)
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THE WEEK IN STOCKS
MAJOR INDEXES

12-Month Weekly Friday Weekly 12-Month Change From
High Low High Low Close Chg. %Chg. Chg.  %Chg. 12731 %Chg.

Dow Jones Averages
11722.98  9796.03 30 Indus 11252.84 11103.01 1123878  46.15 41 160.33 145 (258.34) (2.25)
3156.90 2263.59 20 Transp 2186.68 271292 211292 (77.25) (277) (443.98) (14.06) (264.28) (8.88)
36498  269.20 15 Utilities 36498  358.41 364.98 9.03 254 4537 1420 8162 2880
3276.26 275155 65 Comp 3265.01 3223.80 325405 8T 2 189 52 39.67 1.23
36471 28595 USTot. Mkt  358.00 35285 358.00 5.69 162 499 1623 1643 481
509.78  214.58 Internet 325.36  300.18 32536 2472 822 10610 4839 (76.40) (19.02)

FIGURE 30C (From Barron’s Market Week, September 4, 2000, p. MW68. With permission.)

Dow Jones Industrial Average Milestones

First day to close above . . .

100
1,000
2,000
3,000
4,000
5,000
6,000
7,000
8,000
9,000

10,000
11,000

1/12/1906
11/14/1972
1/8/1987
4/17/1991
2/23/1995
1172171995
10/14/1996
2/13/1997
7/16/1997
4/6/1998
3/29/99
5/3/99

FIGURE 31 Here is a look at key dates in the Dow Jones Industrial Average’s history.

A Word of Caution: The Dow can be actually misleading. Often, the Dow can
move in directions that are far different than other big-stock benchmarks, like the
S&P 500, as well as benchmarks for small U.S. stocks, like the Russell 2000. Just
because the Dow is up, does not mean you have made money. Unless, for example,
you own a mutual fund that specifically targets the Dow 30 stocks.

Also See: Dow Jones Transportation Average, Dow Jones Utilities Average,

Standard & Poor’s (S&P) Indexes.



Tool #24

Dow JONES INDUSTRY GROUPS

What Are These Tools? Dow Jones publishes statistics of the performance of
stocks in industries in various categories: basic materials, conglomerates, con-
sumer/cyclical, consumer/noncyclical, energy, financial, industrial, technology, and
utilities. The groupings are further divided into various subcategories. These indexes
are further tracked on a global basis: U.S. shares, European, Asia/Pacific, and the
Americas.

How Are They Computed? This is a weighted group of industries based on
market capitalizations. The base of 100 was established as of June 30, 1982.

Where Are They Found? The performance of industry groups, including
those leading and lagging, may be found in Barron’s and The Wall Street Journal.

How Are They Used for Investment Decisions? The investor may examine
the index of each major industry, along with 52-week highs and lows, to identify
those industries that appear overvalued or undervalued. For example, if the investor
concludes that an industry is undervalued and the prospects for that industry are
bright, he or she may buy stocks in that industry. Further, industry groups are good to
consider as a performance indicator of individual stocks within the industry group. A
peer comparison can be quite useful.

A Word of Caution: Industry stock indexes can be misleading. Some compa-
nies may be doing well financially even though they are in a depressed industry. (See
Figure 32.)
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DOW JONES U.S. INDUSTRY GROUPS

Thursday, August 24,2000 4:00P.M, Eastemn Time

Groups Leading (and strongest stocks in group) _ Groups Lagging (and weakest stocks in group)

GROUPS CLOSE CHG %CHG GROUP CLOSE CHG %CHG
Blotechnology 671.35 30.88 + 4.82 Pipelines 527.13 - 16.26 - 2,99
Geneloglc 221/2 45/ + 2587 ElPasoEngy 573/s - 3 = 497
XOMA T31/32 1%/1s + 24.39 Coastal 691/ - 3 - 4.66
GeronCp 3111/16 B3/1s__+ 24.26 _KindrMorgan 363/s - 13/a - 3.61
Consumer Elect 169.54 6.25 + 3.83 Retallers, Apparel 230.68 - 6.17 - 2.61
Harmanint 78 27/a + 3.83 Abercrombie A 225/18 - 21/s - 8.70
Gap Inc 2T = 15/s - 563
PacSunwear 18 - i/a - 4.64
Auto Manufacturers 463.91 15.72 + 3.51 OIli: Majors 249,75 - 551 - 216
GenMator T27/s 315,18 + 571 USX Marathn 2611518~ 11/ - 5.32
FordMotor 2715/1e Y2+ 1.82 UnocalCp 333/ - 13/ = 3.91
Texaco 525/is -~ 1il/1s - 3.13
Consumer Svc 730.96 23.72 + 3.35 Coal 52,19 - 106 - 199
Travelocity 121/2 113/1s + 16.96 ConsolEngy 185/1s - g - 2.01
StarMediaNtwk 91/18 15/1s + 16.94
About.com 3637 /84 43/ + 12.93
Footwear 128.56 3.86 + 3.10 Restaurants 21248 - 3.87 - 1.79
Timberind 4311 /18 23/a + 6.72 CBRL Gp 1218 = ifg - 3.00
KenCole A 457/s 18/1is + 3.53 McDonalds 305/1s - 13/1g - 261
Reebok 2012 s + 3,14 LoneStarStk 85 — /s - 213

FIGURE 32 How the Dow Jones Industry Groups are covered. (From The Wall Street
Journal, August 25, 2000, p. C7. With permission.)



Tool #25

Dow JONES GLOBAL STOCK INDEXES

What Is This Tool? This is a grouping of indexes tracking stocks around the
globe. The biggest index, the Dow World, tracks shares in 33 countries.

How Is It Computed? The index is based on an equal weighted-average of
commodity prices. A 100 base value was assigned to the U.S. index on June 30, 1982;
a 100 base was assigned to the rest of the world indexes on December 31, 1991.
Indexes are tracked in both local currency and in U.S. dollars, although the dollar
tracking contains far more analytical data such as 52-week high and low and year-to-
date percentage performance.

Where Is It Found? The index appears daily in The Wall Street Journal.

How Is It Used for Investment Decisions? The index can be used to examine
the difference between performances in various stock markets and bourses around the
globe. That performance can be used to determine if shares in those countries are
good values or poor values. In addition, stock indexes often hint at how a country’s
economy is performing, with rising stock markets typically appearing in healthy
economies

A Word of Caution: Currency swings play an important role in calculating
investment performance from foreign markets. So if one country’s stock market is
performing well but its currency is weak vs. the dollar, a U.S. investor may still suf-
fer. Conversely, a country with a strong currency and weak stock market may produce
profits for U.S. investors despite the rocky climate for equities. (See Figure 33.)
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DOW JONES GLOBAL INDEXES

DJ Global DJ Global DJ Global Point

Indexes, Indexes, Indexes, Chg. % Chg.

Region/ Local Curr. Wily Us.§ Wkiy U.s.son From From
Country Latest Fri. % Chg.  Latest Fri. % Chg. 12/31/99 12/31/99 12/31/99
Americas 354.69 + L19 mu + 13.35 + 3N
Brazil 1717293.66 + 1.52 362.53 + .02 360.26 + 227 + 043
Canada 345.40 + 084 269.03 + 0.07 207.18 + 61.85 + 29.85
Chile 227.76 - 137 156.17 - 1.48 173.36 - 1709 - 99
Mexico 457.33 - 3.42 152.00 — 428 170.29 - 1829 - 10.74
U.5. 365.79 + 130 365.79 + 130 354.84 + 10.95 + 3.09
Venezuela 459.80 - 33 41.26 - 3B 34.66 + 6.59 + 19.02
Latin America 193.65 - 145 204.12 - 10.46 - 513
Europe/Africa 254.34 - 056 275.39 - 21.05 - 7164
Austria 114.70 - 092 80.33 - 143 97.98 — 17.65 - 18.02
Belgium 286.92 + 026 201N - 026 237.32 - 3621 - 15.26
Denmark 305.45 + 34 218.70 + 2.86 200.37 + 18.4 + %15
Finland 1981.45 - 0.42 1245.23 - 094 1530.27 —285.04 - 18.63
France 398.68 + 0.2 283.98 - 0.0 286.01 - 203 - on
Germany 380.38 + 0.46 265.76 - 0.07 299.78 - 34.02 - 135
Greece 545.36 - 318 255.93 - 434 433.47 -177.54 — 40.96
Ireland 391.01 - 0.65 263.74 - 116 285.83 - 22,08 - 1713
Italy 431.66 + 0.89 248.03 + 037 249.55 - 152 - 0.6
Netherlands 505.94 - 0.4 353.51 - 0.86 370.40 — 16.89 — 456
Norway 24192 + 314 161.25 + 2.16 154.78 + 6.47 + 4,18
Portugal 377.49 - 037 229.52 - 088 276.52 - 47.01 - 17.00
South Africa 258.80 + 1.3 102.66 + 157 115.98 - 1332 - 11.48
Spain 442.69 - 225 233.00 - 275 282.86 — 49.87 - 17.63
Sweden 754.28 + 0.80 449.71 + 0.9 42201 + 169 + 3,
Switzerland 476.46 + 0.65 378.25 + 141 369.39 + 8.86 + 2.40
United Kingdom 252.76 + 0.20 198.74 — 145 225.98 - 27,4 - 12,06
Pacific Region m.a + 315 131.53 - 2023 - 1538
Australia 5.7 + 107 162.48 - 1.4 169.96 — T7.48 — 440
Hong Kong 363.48 - 3n 362.44 - 3 353.43 + 9.0 + 255
Indonesia 173.17 - 197 41.41 - 197 nmn - 3031 — 42,26
Japan 87.43 + 333 102.15 + 539 124.10 - 2195 - 17.69
Malaysia 149.81 - 2.52 107.27 - 252 m.z7 - 449 - 4.0
New Zealand 132.78 - 410 107.02 - 107 141.39 - 3437 - 243
Philippines 135.65 + 0.26 78.38 + 0.5 130.59 - 52,20 - 39.98
Singapore 152.63 - L13 143.83 - L6 170.56 - 2673 — 15.67
South Korea 130.73 + om 88.97 + 0.20 128.97 — 40.00 - 31.01
Taiwan 197.17 - 1.83 164.08 - 1N 175.45 - 1136 - 6.48
Thailand 58.55 - 3.10 33.84 - 253 55.58 - 21.74 - 3.0
Europe/Africa (ex. South Africa) 263.12 - 0,60 284.68 — 21.56 - 157
Europe/Africa (ex. U.K. & S. Africa) 302.97 - on 321.58 — 18.81 - 5P
Nordic Region 430.90 + 020 455.76 — 24.87 - 546
Pacific Region (ex. Japan) 171313 - 19 19187 — 1875 - .
World (ex. U.5.) 176.14 + 070 193.65 - 1751 - 904
DOW JONES WORLD STOCK INDEX 245.52 + 1.00 253.77 - 8.26 - 35
Indexes based on 12/31/91=100. ©2000 Dow Jones & Co. Inc., All Rights Reserved

FIGURE 33 How the Dow Jones Global Indexes are covered. (From Barron’s Market Week,
August 28, 2000, p. MWS8. With permission.)



Tool #2 6

Dow JONES TRANSPORTATION
AVERAGE

What Is This Tool? This is a widely watched benchmark for the movement of
U.S. transportation stocks. These issues are viewed by many analysts as highly cycli-
cal; thus, their performance can be seen as an indicator of future economic activity.

How Is It Computed? The Dow transportation index comprises 20 major
transportation companies’ stocks—from airlines to railroads. As of November 2000,
the list was comprised of AMR, Airborne Freight, Alexander Baldwin, Burlington
Northern, CNF, CSX, Delta Air, FDX (Federal Express), GATX, JB Hunt, Norfolk
Southern, Northwest Air, Roadway, Ryder Systems, Southwest Air, UAL, US
Airways, U.S. Freightways Union Pacific, and Yellow Corp. Each stock’s price is mul-
tiplied by the same fixed amount to arrive at the index each day. That means that move-
ment in any of those 20 stocks will have an equal impact on the index’s final tally.

Where Is It Found? The Dow Transportation Average is published in most
daily newspapers such as The Los Angeles Times and Washington Post with listings
of its better known sister index, the Dow Jones Industrial Average. Barron’s includes
detailed information on the index and its component stocks. It also can be found on
computer services such as America Online or at the Dow Internet site at
indexes.dowjones.com. (See Figure 34.)

How Is It Used for Investment Decisions? The Dow Transportation Average
can be used to weigh how the stock market values transportation-related issues. A ris-
ing index can signal investors’ sentiment swinging toward these cyclical transporta-
tion issues. Conversely, a falling index can be viewed as a negative sign. The index
can be used loosely to track oil prices, because fuel is a major component of airline
profitability. When the Dow Transports are up, it is a good bet that there is an outlook
for lower oil prices.

The Dow Transportation Average is also a component of the broader Dow Jones
Composite Index, which also includes shares in the Dow Industrial and Dow Utilities
Index. The composite index is seen by some analysts as a good indicator for the gen-
eral market’s success.

A Word of Caution: These stocks were once seen as a key indicator of the
health of the U.S. economy. However, the age of deregulation has beaten down many
of these companies and their share prices. Some analysts now question whether this
index can be used as a barometer of future economic activity.

Also See:  Dow Jones Industrial Average, Dow Jones Utilities Average.
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DJ TRANSPORTATION AVERAGE

The weekly Dow Transports; with a high/low
range based upon the daily closing average.
Week
Ended First High Low Last Chg.
2000
Aug 25 2818.59 2823.08 2735.35 2790.17 — 46.97
18 2921.21 2921.21 2837.14 2837.14 — 90.36
11 2894.21 2927.50 2847.91 2927.50 + 40.69
4 2853.09 2887.11 2858.09 2886.81 + 117.28
Jul 28 2820.09 2820.09 2769.53 2769.53 — 38.38
21 2900.27 2900.27 2794.06 2808.42 — 110.62
14 2809.02 2919.04 2809.02 2919.04 + 134.40
7 2704.83 2806.63 2704.83 2784.64 + 139.27
Jun 30 2614.55 2719.86 2614.55 2645.37 + 14.66
23 2680.67 2680.67 2612.76 2630.71 — 42.48
6 2781.50 2781.50 2673.19 2673.19 — 116.98

9 2800.34 2800.34 2750.68 2790.17 — 39.19
2 274170 2829.36 2709.99 2829.36 + 141.81
May 26 2720.16 2829.07 2687.55 2687.55 — 54.45
2838.04 2865.27 2742.00 2742.00 — 132.02
2035.87 2935.87 2863.17 2874.02 —  2.09
5 2858.68 2876.11 2794.96 2876.11 + 26.10
Apr 28 2805.13 2914.03 2805.13 2850.01 + 16.76
21 2678.58 2833.25 2678.58 2833.25 + 106.21
14 2843.13 2952.63 2727.04 2727.04 - 100.68
7 2706.10 2847.32 2706.10 2827.72 + 64.48

FIGURE 34 How the Dow Jones Transportation Average is covered. (From Barron’s Market
Week, August 18, 2000, p. MW74. With permission.)
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Dow JONES UTILITIES AVERAGE

What Is This Tool? This is a closely viewed benchmark for U.S. utility stocks,
which are a popular investment for conservative, income-oriented investors. Both its
price movement and the yield on the average are watched by investors.

How Is It Computed? The Dow Utilities Index comprises shares in 15 large
publicly owned utilities that provide consumers with everything from gas to water
to electricity. As of November 2000, the index was comprised of American
Electric, Columbia Gas, Con Edison, Dominion Resources, Duke Energy, Edison
International, Enron, PG & E Corp., PECO, Public Service Enterprises, Southern Co.,
TXU, Unicom, and Williams Cos.

Each stock’s price is multiplied by the same amount to arrive at the index each
day. That means that movement in any of those 15 stocks will have an equal impact
on the index’s result.

The Dow Utility Index’s yield is found by totaling all dividends paid by the com-
panies comprising the index and dividing that sum by the combined share price of the
15 utilities.

Where Is It Found? Daily price changes in the Dow Utilities Index can be
located in most daily newspapers such as The New York Times and The Wall Street
Journal. Tt is usually found alongside listings of its better known sister index, the
Dow Jones Industrial Average. The index’s yield is somewhat more difficult to locate.
It also can be found on computer services such as America Online or at the Dow
Internet site at indexes.dowjones.com. (See Figure 35.)

How Is It Used for Investment Decisions? The Dow Utilities Index can be
used to evaluate the direction of utility stocks and how their yield compares to other
income-oriented investments.

A rising index is a signal that investors are buying utility stocks. This occurs
notably in two situations. First, when interest rates are falling and utility stock yields
become attractive. Second, when the economy is picking up, translating to higher
sales to industrial users of utility services.

Conversely, a falling index can be a sign that investors fear that interest rates will
rise or that a weak economy may slow industrial outputs.

The Utilities Index’s yield can be used to gauge the overall attractiveness of such
stocks to an income-oriented investor. In addition, it can help measure how a single
utility’s dividend payout compares to its peers.

A Word of Caution: Utility prices are not moved by national economics only.
Other items that impact utility share prices are regulatory and environmental
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DOW JONES UTILITIES

The table below lists the total earnings (losses)
of the Dow Jones Utility Average component
stocks of record based upon generally accepted
accounting principles as reported by the company
and adjusted by the Dow Divisor in effect at
quarter end and the total dividends of the compo-
nent stocks based upon the record date and ad-
justed by the Dow Divisor in effect at quarter end.
N.A.-Not available.

Year Quarter Close 12-Mth. P/E Qtrly
Ended  Ended Avg. Eams Ratio Divs.

2000 June 30 306.91 23.21 13.2 3.18
Mar. 3l 291.77 22.13 13.2 3.18
1999 Dec. 31 283.36 18.60 15.2 2.95
Sept. 30 298.26 18.46 16.2 2.9
June 30 316.82 15.14 20.9 2.80
Mar. 3l 292.28 15.44 189 2.1
Yr.End 11.48
1908 Dec. 31 312.30 15.42 20.2 2.78
Sept. 30 306.72 14.20 21.6 2.76
June 30 293.87 13.96 21.0 2.76
Mar. 3l 285.94 12.97 2.0 2.66
Yr.End 10.96
1997 Dec. 31 3.7 13.79 19.8 2.75
Sept. 30 238.37 14.76 16.1 2.66

FIGURE 35 How a newspaper covers the Dow Jones Utility Average. (From Barron’s
Market Week, August 18, 2000, p. 83. With permission.)

concerns, factors that have less significance to the broad investment outlook. An
investor must determine if such noneconomic factors are figuring into the index’s
movement before making an investment based on a Dow Ultilities Average’s trend.

Also See: Dow Jones Industrial Average, Dow Jones Transportation Average,
Economic Indicators, and Bond Yields.



Tool #28

DURATION

What Is This Tool? Duration is a way to measure the risk of price change
owing to interest rate fluctuations in a bond or a portfolio of bonds. While rarely dis-
cussed in the media, it is the top figure that professional money managers watch when
reviewing a bond portfolio.

How Is It Computed? Duration is a complex calculation that includes evalu-
ating the income stream that a bond or a bond portfolio generates. That cash flow is
then discounted, creating a present value of that interest payment stream. The calcu-
lation also includes an estimate of the chances for the bond or bonds to be called back
by the issuer.

As an example, a 30-year U.S. Treasury bond has a duration of approximately
10 years.

The results are stated as figures in years. Simply translated, that means that for
each year of duration, bonds or portfolio will lose or gain 1 percent of principal value
for each 1 percentage point move in interest rates.

As an example, an investor who owns a 30-year U.S. Treasury (duration
10 years) would lose 15 percent of his principal if 30-year interest rates were to
rise 1.5 percentage points. This calculation is somewhat subjective and, sometimes,
can misstate the bondholders’ risk if certain incorrect assumptions are used. (See
Figure 36.)

Where Is It Found? Duration is the most common measure of interest-rate
risk used by bond traders. Typically, a bond’s stated maturity or a portfolio’s average
maturity (a simple calculation of weighing bond maturity and prices) is quoted. Such
maturity figures do not as clearly outline the interest risks involved.

Owners of bond portfolios, such as mutual funds, probably can get duration fig-
ures from the management company. Various reports by the fund tracker Morningstar
Inc. include duration figures for bond mutual funds.

How Is It Used for Investment Decisions? Duration is a powerful tool that
shows investors how much price risk exists in holding longer-term bonds just from
interest rate swings. Bond prices fall as rates rise and values increase when rates drop.
The price swings can be dramatic.

An investor comparing two bond portfolios with equal yields but different dura-
tions might choose the one with the longer duration if he believes that interest rates
were going to fall. That portfolio would likely produce more capital gains if rates did
go lower. However, if an investor thought rates were going to rise, or the investor
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McCaulay’s Duration

Present PV as a
Value (PV) Percent of
Income of Income Bond’s Face Year
Year Stream Stream Value X Percent

1 $ 65 $61.03 6.1% 0.061
2 $ 65 $57.31 5.7% 0.115
3 $ 65 $53.81 5.4% 0.161
4 $65 $50.53 5.1% 0.202
5 $ 65 $47.44 4.7% 0.237
6 $ 65 $44.55 4.5% 0.267
7 $ 65 $41.83 4.2% 0.293
8 $ 65 $39.28 3.9% 0.314
9 $ 65 $36.88 3.7% 0.332
10 $ 1,065 $567.35 56.7% 5.674

Sum of
years
equals

duration
7.656

FIGURE 36 McCaulay’s duration is a popular method. First, the present value of a bond’s
income stream must be determined. Second, that present value must be calculated as a per-
centage of the bond’s price. Finally, that percentage must be multiplied by the corresponding
year’s number. The sum of the products equals the duration.

simply wanted to lower risk-taking, he or she should choose the portfolio with the
shorter duration. (See Figure 37.)

A Word of Caution: Duration is not a static figure. Movements in interest
rates alone will change a portfolio’s duration. It will be further changed if a manager
then takes actions in response to market movements. This means that an investor rely-
ing on duration to watch, for example, a bond mutual fund must make sure that the
information is up-to-date. If rates were rising, an investor might want to prune a long-
duration fund from his portfolio. However, the investor would first want to check to
see if the fund’s manager had already taken defensive moves and lowered the fund’s
duration.

Also See: Economic Indicators and Bond Yields, Yield on a Bond, Yield on an
Investment: Current.
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Mutual Fund Duration

5-Year Total 10-Year Total Total
Fund Return Return Assets
Name Duration (Annualized) (Annualized) (Billions)
Pimco Total Return 5.0 8.0% 10.4% $18.50
Franklin California Tax-Free Income 6.0 6.3% 7.9% $ 14.98
Vanguard F/I GNMA 3.6 7.4% 9.1% $10.16
Bond Fund of America 5.1 6.4% 9.1% $9.18
Franklin U.S. Government Securities I 2.9 6.8% 8.5% $8.92
Vanguard Muni Intermediate-Term 5.2 5.7% 7.9% $7.50
Franklin Fed Tax-Free Income I 53 6.2% 8.1% $7.08
Vanguard Bond Index Total 44 7.1% 9.1% $6.62
Franklin High Yield T/F Inc I 6.8 7.4% 8.7% $6.04
IDS High-Yield Tax-Exempt A 6.5 5.9% 7.7% $5.74
Vanguard Short-Term Corp 22 6.2% 7.9% $5.20
MSDW U.S. Government Securities B 4.9 6.2% 7.5% $5.17
Vanguard High-Yield Corporate 4.8 8.9% 9.7% $4.95
Franklin New York Tax-Free Income I 5.5 6.1% 8.2% $4.83
Fidelity Spartan Muni Income 7.1 5.7% 8.1% $4.63
MAS Fixed-Income 45 7.1% 9.7% $4.54
AARP GNMA and U.S. Treasury 2.8 6.0% 7.8% $4.54
Oppenheimer Strategic Income B 4.8 6.3% — $4.04
Oppenheimer Strategic Income A 4.8 7.1% — $3.95
Vanguard Long-Term Corporate 9.4 8.4% 11.0% $3.95
Standish Fixed-Income 4.8 6.8% 9.5% $3.46
Fidelity Intermediate Bond 34 5.8% 8.1% $3.45
Dreyfus Municipal Bond 7.1 5.1% 7.6% $3.35
Rochester Fund Municipals A 6.5 6.2% 8.8% $3.34
Kemper U.S. Government Securities A 3.2 6.6% 8.4% $3.34

FIGURE 37 Here is a look at duration figures for 25 major bond mutual funds. All data is as
of September 30, 1998. (From Morningstar Inc. With permission.)



Tool #29

ECONOMIC INDICATORS AND
BOND YIELDS

What Are These Tools? The bond investor makes an analysis of the economy
primarily to determine his or her investment strategy. It is not necessary for the
investor to formulate his or her own economic forecasts. The investor can rely on pub-
lished forecasts in an effort to identify the trends in the economy and adjust his or her
investment position accordingly.

The investor must keep abreast of the economic trend and direction and attempt
to see how they affect bond yields and bond prices. Unfortunately, there are too many
economic indicators and variables to be analyzed. Each has its own significance. In
many cases, these variables could give mixed signals about the future of the economy
and, therefore, mislead the investor.

How Are They Computed? Various government agencies and private firms
tabulate the appropriate economic data and calculate various indices.

Where Are They Found? Sources for these indicators are easily subscribed at
an affordable price or can be found in your local public and college libraries. They
include daily local newspapers and national newspapers such as USA Today, The Wall
Street Journal, Investor’s Business Daily, Chicago Tribune and The New York Times
or periodicals, such as Business Week Forbes, Fortune, Money, Kiplinger’s Personal
Finance Magazine, Worth, Barron’s, Smart Money, Nation’s Business, and U.S. News
and World Report. Internet users could check out the semiannual Livingston Survey,
started in 1946 by the late economist Joseph A. Livingston. It is the oldest continu-
ous survey of economists’ expectations. The Federal Reserve Bank of Philadelphia
took responsibility for the survey in 1990 and it can be found at the bank’s Web site
at http://www.phil.frb.org/econ/liv/.

How Are They Used for Investment Decisions? Figure 38 provides a concise
and brief list of the significant economic indicators and how they affect bond yields.
Remember, bond yields and bond prices act conversely, so a rise in yields means a
fall in prices and vice versa.

A Word of Caution: Figure 38 merely serves as a handy guide and should not
be construed as an accurate predictor in all cases. Many times, the anticipation of
good or bad news is built into the market and when the news comes out, the reverse
move happens. That is because traders are unwinding the positions they took to profit
from that news.
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Probable Effects of Economic Variables on Bond Yields*

Effects on
Bond
Indicators’ Yields* Reasons

GNP and industrial production falls Fall As economy slows, Fed may ease
credit by allowing rates to fall

Unemployment rises Fall High unemployment indicates lack
of economic expansion; Fed may
loosen credit

Inventories rise Fall Inventory levels are good
indicators of economic slowdown

Trade deficit rises Rise Dollar weakens, that is
inflationary

Leading indicators rise Rise Advance signals about economic
rise health; Fed may tighten credit

Housing starts rise Rise Growing economy owing to
increased new housing demand;
Fed may tighten; mortgage rates
rise

Personal income rises Rise Higher income means higher
consumer spending, thus
inflationary; Fed may tighten

Inflation

Consumer Price Index up Rise Inflationary fears rise

Producer Price Index up Rise Early signal for inflation increase

Monetary Policy

Money supply rises Rise Excess growth in money supply is
inflationary; Fed may tighten

Fed fund rate rises Rise Increase in business and consumer
loan rates; used by Fed to slow
economic growth and inflation

Fed buys (sells) bills Rise (fall) Adds (deducts) money to the
economy; interest rates may go
down (up)

Required reserve rises Rise Depresses banks’ lending

“This table merely serves as a handy guide and should not be construed as accurate at all times.
"Fall in any of these indicators will have the opposite effect on bond yields.

*Note that the effects are based on yield and are, therefore, opposite of how bond prices will be affected.

FIGURE 38 Here is how economic news and bond market reaction, at times, mix.

Also See: Economic Indicators and the Stock Market.
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ECONOMIC INDICATORS AND STOCKS

What Is This Tool? The investor makes an analysis of the economy primarily
to determine his or her investment strategy. It is not necessary for him or her to for-
mulate his or her own economic forecasts. The investor can rely on published fore-
casts in an effort to identify the trends in the economy and adjust his or her investment
position accordingly. The investor must keep abreast of the economic trend and direc-
tion and attempt to see how it affects the security market. Unfortunately, there are too
many economic indicators and variables to be analyzed. Each has its own signifi-
cance. In many cases, these variables could give mixed signals about the future of the
economy and, therefore, mislead the investor.

How Is It Computed? Various government agencies and private firms tabu-
late the appropriate economic data and calculate various indices.

Where Is It Found? Sources for these indicators are easily subscribed at an
affordable price or can be found in your local public and college libraries. They
include daily local newspapers and national newspapers such as USA Today, The Wall
Street Journal, Investor’s Business Daily, The Los Angeles Times and The New York
Times and periodicals such as Business Week (See Figure 39), Forbes, Fortune,
Money, Kiplinger’s Personal Finance Magazine, Worth, Barron’s, Smart Money,
Nation’s Business, and U.S. News and World Report. Internet users can look at the
White House Web site’s Economic Statistics Briefing Room that provides easy access
to current Federal economic indicators. The Briefing Room is at www.whitehouse.
gov/fsbr/esbr.html.

How Is It Used for Investment Decisions? Figure 39 summarizes the types
of economic variables and their probable effect on the security market and the econ-
omy, in general.

A Word of Caution: The accompanying chart merely serves as a handy guide
and should not be construed as an accurate predictor in all cases. Many times the
anticipation of good or bad news is built into the market and when the news comes
out, the reverse move happens. That is because traders are unwinding the positions
they took to profit from that news.

Also See:  Economic Indicators and Bond Yields.
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Economic Variables and Their Impacts on the Economy and Stocks

Economic Variables

Real growth in GNP
Industrial production down

Inflation

Flat pricing

Deflation

High capacity utilization

Falling durable goods orders

Increase in business investment

Increase in consumer confidence,
personal income

Falling leading indicators

Rising housing starts
Rising corporate profits

Unemployment up

Increase in business inventories

Lower federal deficit

Deficit in trade and balance
of payments
Weak dollar

Rising interest rates

Impact on Stock Market

Positive (without inflation) for stocks
Consecutive drops are a sign of recession;
bad for stocks

Detrimental to stocks

Great for stocks

Bad for stocks

Can be positive, but full capacity is
inflationary

Consecutive drops are a sign of recession;
very bad for stocks in cyclical industries
Positive for stocks, especially capital goods
makers

Positive for stocks, especially retailers

Bearish for stocks; drops are a sign of bad
times ahead

Positive for housing stocks

Positive for stocks; corporate bonds also
fare well

Upward trend unfavorable for stocks and
economy

Positive for those fearful of inflation;
negative for those looking for growing
economy

Lowers interest rates, good for many
stocks; potential negative for depressed
economy

Negative for economy and stocks of
companies facing stiff import competition
Inflationary for economy; good for
companies with stiff foreign competition
Can choke off investment in new plants
and lure skittish investors from stocks

FIGURE 39 Here is how economic news and stock market reaction mix, at times.
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ECONOMIC INDICATORS: FACTORY
ORDERS AND PURCHASING
MANAGER’S INDEX

What Are These Tools? The factory order series presents new orders received
by manufacturers of durable goods other than military equipment. (Durable goods are
defined as those having a useful life of more than three years.) Nondefense equipment
represents about % to § of all durable goods production. The series includes engines,
construction, mining, and materials handling equipment; office and store machinery;
electrical transmission and distribution equipment and other electrical machinery
(excluding household appliances and electronic equipment); and railroad, ship and
aircraft transportation equipment. Military equipment is excluded because new
orders for such items do not respond directly to the business cycle.

The National Association of Purchasing Management releases its monthly
Purchasing Index which tells you about buying intentions of corporate purchasing
agents.

How Is It Computed? The factory order series is released by the Department
of Commerce. Each month, more than 2000 companies are asked to file a report cov-
ering orders, inventories, and shipments.

As for the Purchasing Index, the National Association of Purchasing Agents con-
ducts a survey that polls purchasing managers from key industries. (See Figure 40.)

Where Is It Found? The factory order series is reported in daily news-
papers and business dailies. Commerce Department statistics can be found at
www.census.gov/econ/ on the Internet.

How Is It Used for Investment Decisions? Economists typically count on
factory production, particularly of “big ticket” durable goods ranging from airplanes
to home appliances, to help lift the economy from a downturn. A decline in this series
suggests that factories are unlikely to hire new workers. A drop in the backlog of
unfilled orders is also an indication of possible production cutbacks and layoffs. The
wider dispersal of gains in many types of goods is looked upon as a favorable sign
for economic recovery. The broader the dispersal of order increases, the broader is
rehiring.

The purchasing managers are responsible for buying the raw materials that feed
the nation’s factories. Their buying patterns are considered a good indication of the
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. *
Factory orders in steep dedine
Orders to U.S. factories posted their
biggest-ever one-month drop, further proof
that the economy is
cooling, economists said.
Fm'y The Commerce
orders up Department said
Hereisalookat Thursday that factory
totalneworders  orders plunged a record
7.5 percent in July as
demand fell sharply for
airplanes, electronics and
communications
equipment.
The Commerce
Department reported
I Thursday that total
|

factory ordersfelltoa
seasonally adjusted
ﬁw $377.6 billion in July,
2000 down from $408.1 billion
the month before.
The drop was bigger
than the 6.8 percent decline many analysts
expected.

FIGURE 40 Here’s how factory orders are tracked by a newspaper. (From Sun Sentinel,
September 1, 2000, p. D1. With permission.)

direction of the economy. A reading of 50 percent or more percent indicates that the
manufacturing economy is generally expanding. A reading above 44.5 percent over a
period of time indicates that the overall economy is augmenting.

A Word of Caution: Again, in order to make an overall assessment of the
economy, the investor must look to other important economic indicators.

Also See: Economic Indicators and the Security Market, Economic Indicators
and Bond Yields.
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ECONOMIC INDICATORS: GROSS
DOMESTIC PRODUCT

What Is This Tool?

data are compiled and released quarterly. (See Figure 41.)

How Is It Computed?

in each of the months following the original release.

Gross Domestic Product (GDP) measures the value of all
goods and services produced by the economy within its boundaries and is the nation’s
broadest gauge of economic health. GDP is normally stated in annual terms, although

The Department of Commerce compiles the GDP. It is
reported as a “real” figure, that is, economic growth minus the impact of inflation.
The figure is tabulated on a quarterly basis, coming out in the month after a quarter
has ended. It is then revised at least twice, with those revisions being reported once

Lost Waek Mext Waek
S Briefing Market Revised
i I
Date |Time (ET) Statistic For | Actual F ety Prier From
Ocr 02 | 12:00 am | Auto Sales Sep 6TM 6TM | 684
12:00 am | Truck Sales Sep - T.5M T.HM | T.BM -
10:00 am | Construction Spending | Aug 1.4% 0.2% 05% | -1.9% -l.6%
10:00 am |MAPM Index Sep  |49.9% 50.7% 50.0% |49.5% 49.5%
Oct03 | 9:00 am |FOMC Meeting - - -s - - -
10:00 am |Leading Indicators Aug -0.1% -0.1% -01% | -0.2% -0.1%
10:00 am |Mew Hom Aug 893K B75K 895K | 921K Q44K
Ocr04 | 10:00 am |Factory Orders Aug 1.8% L7% | -7.9%
10:00 am |NAPM Services Sep 60.0% 60.5% |60.0%
Oct 05 | 8:30 am | Initial Claims 08/30 305K 300K | 2B7K
2:00 pm | FOMC Minutes oasaz - - -
Oct 06 | 8:30 am | Average Workweek Sep 344 344 | 343
B8:30 am | Ho Sep 0.3% 03% | 0.3%
8:30 am Sep 215K 225K | -105K
8:30 am | Unemployment Rate Sep 4.1% 4l% | 41%
3:00 pm |Consumer Credit Aug $10.08 $10.08 | $9.48

Key: Better or Worse than market expects.

FIGURE 41A  Gross Domestic Product. Here’s how investors can track upcoming economic
indicators. (Reproduced with permission of Yahoo! Inc. © 2000 by Yahoo! Inc. YAHOO! and
the YAHOO! Logo are trademarks of Yahoo! Inc.)
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FIGURE 41B  Gross Domestic Product. Here’s how investors can watch the gross domestic
product as compiled by the U.S. government at http://www.whitehouse.gov/fsbr/esbr.html.

Where Is It Found? GDP reports appear in most daily newspapers and online
at services like America Online. An investor may also visit the Federal Government
Statistics Web site on the Internet at http://www.fedstats.gov/.

How Is It Used for Investment Decisions? GDP is often a measure of the
state of the economy. For example, many economists speak of recession when there
has been a decline in GDP for two consecutive quarters. The GDP in dollar and real
terms is a useful economic indicator. An expected growth rate of 3 percent in real
terms would be very attractive for long-term investment and would affect the stock
market positively. Because inflation and price increases are detrimental to equity
prices, a real growth of GDP without inflation is favorable and desirable.

The following diagram charts a series of events leading from a rising GDP to
higher security prices.

GDP up — Corporate profits up — Dividends up — Stock prices up

Generally speaking, too much growth is inflationary and, thus, negative for the
stock and bond markets. When companies are producing “flat out,” they need work-
ers desperately and are willing to pay big wage increases to attract new workers and
keep them. These wage increases, however, raise business costs and lead firms to
raise prices and must be avoided. Too little production is undesirable as well. Low
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levels of production mean layoffs, unemployment, low incomes for workers, and tend
to depress the stock market.

Investors watching for signs of inflation should check the “deflator” portion of
the GDP report. That contains what some experts feel is the most detailed tracking of
price pressures from the government.

A Word of Caution: GDP fails the timely release criterion for useful eco-
nomic indicators. Unfortunately, there is no way of measuring whether we are in a
recession or prosperity currently, based on the GDP measure. Only after the quarter
is over, can it be determined if there was growth or decline. Experts look upon other
measures such as unemployment rate, industrial production, durable orders, corpo-
rate profits, retail sales, and housing activity to look for a sign of recession.

Also See: Economic Indicators and Bond Yields, Economic Indicators and the
Security Market, Economic Indicator: Recession.



Tool #33

ECONOMIC INDICATORS:
HOUSING STARTS AND
CONSTRUCTION SPENDING

What Are These Tools? Housing starts is an important economic indicator
followed by investors and economists that offer an estimate of the number of dwelling
units on which construction has begun during a stated period. It covers construction
of new homes and apartments. When an economy is going to take a downturn, the
housing sector is the first to decline. This indicates the future strength of the housing
sector of the economy. At the same time, it is closely related to interest rates and other
basic economic factors.

The statistics for construction spending covers homes, office buildings, and other
construction projects.

How Are They Computed? Both housing starts and construction spending
figures are issued monthly by the Department of Commerce. Visit the Federal
Government Statistics Web site at http://www.fedstats.gov/.

Where Are They Found? National business daily newspapers and many local
newspapers report on these property-related figures as does any reliable Internet-
based financial news service. (See Figure 42.)

How Are They Used for Investment Decisions? Housing is a key interest-
sensitive sector that usually leads the rest of the economy out of the recession. Also,
housing is vital to a broader economic revival, not only because of its benefits for
other industries but also because it signals consumers’ confidence about making
long-term financial commitments.

A Word of Caution: For the housing sector to be sustained, housing start fig-
ures need to be backed by building permits. Permits are considered a leading indica-
tor of housing starts.

Also See: Economic Indicators and Bond Yields, Economic Indicators:
Interest Rates, Economic Indicators and the Security Market.
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U.S. Censusureau L

New Housing Units Started in the United States
Seasonally Adjusted Annual Rate

1600

Thousands! units

600
Jan-94 Mary-94 Sep-94 Jan-5 May-95 Sep-85 Jan-96 May-96 Sep-96 Jan-ST May-37 Sep-97 Jan-98 May-S8 Sep-96 Jon-59 May-99 Sep-99 Ja) May-00

FIGURE 42 How a government web site charts housing-start figures.



Tool #34

ECONOMIC INDICATOR: INDEX
OF LEADING INDICATORS

What Is This Tool? The Index of Leading Indicators is the economic series

indicators that tends to predict future changes in economic activity. This index was
designed to reveal the direction of the economy in the next six to nine months. By

of

melding 10 economic yardsticks, an index is created that has shown a tendency to

change before the economy makes a major turn. Hence, the term “leading indicators.”

The index is designed to forecast economic activity six to nine months ahead.

How Is It Computed?

Conference Board and consists of the following.

Average weekly hours for U.S. manufacturing workers—employers find it
a lot easier to increase the number of hours worked in a week than to hire
more employees.

Average weekly initial claims for unemployment insurance—the number of
people who sign up for unemployment benefits signals changes in present
and future economic activity.

Manufacturers’ new orders, consumer goods and materials—new orders
mean more workers hired, more materials and supplies purchased, and
increased output. Gains in this series usually lead recoveries by as much as
four months.

Vendor performance, slower deliveries diffusion index—represents the per-
centage of companies reporting slower deliveries. As the economy grows,
firms have more trouble filling orders.

Manufacturers’ new orders, nondefense capital goods—factories will
employ more as demand for big-ticket items, especially those not bought by
the government, stay strong.

Building permits, new private housing units—optimistic builders is often a
good sign for the economy.

Stock prices, 500 common stocks—stock market advances usually precede
business upturns by three to eight months.

Money supply, M2—A rising money supply means easy money that sparks
brisk economic activity. This usually leads recoveries by as much as 14
months.

This series is calculated and published monthly by the
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* Interest rate spread, 10-year Treasury bonds minus federal funds rate—
steep yield curve, when long rates are much higher than short ones, is sign
of healthy economic outlook.

* Consumer expectations index—Consumer spending buys two-thirds of
GDP (all goods and services produced in the economy), so any sharp
change could be an important factor in an overall turnaround.

Where Is It Found? The monthly report is well covered by daily business
publications, major newspapers, business TV shows, and on the Internet. You can also
check the Conference Board’s Web site at www.conference-board.org.

How Is It Used for Investment Decisions? If the index is consistently rising,
even only slightly, the economy is chugging along and a setback is unlikely. If the
indicator drops for three or more consecutive months, look for an economic slow-
down and possibly a recession in the next year or so.

A rising (consecutive percentage increases in) indicator is bullish for the econ-
omy and the stock market, and vice versa. Falling index results could be good news
for bondholders looking to make capital gains from falling interest rates.

Now the Conference Board points out that while it is often stated in the press that
three consecutive downward movements in the leading index signal a recession, they
do not endorse the use of such a simple, inflexible rule. Their studies show that a 1
percent decline (2 percent when annualized) in the leading index, coupled with
declines in a majority of the 10 components, provides a reliable, but not perfect,
recession signal.

A Word of Caution: The composite figure is designed to tell only in which
direction business will go. It is not intended to forecast the magnitude of future ups
and downs. The index has also given some false warning signals in recent years.

Also See: Economic Indicators and Bond Yields, Economic Indicators and the
Stock Market.
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ECONOMIC INDICATORS:
INDUSTRIAL PRODUCTION AND
CAPACITY UTILIZATION

What Is This Tool? The index of industrial production, more precisely, the
Federal Reserve Board Index of Industrial Production, measures changes in the out-
put of the mining, manufacturing, and gas and electric utilities sectors of the econ-
omy. Detailed breakdowns of the index provide a reading on how individual
industries are faring.

Industrial production is narrower than gross domestic product (GDP) because it
omits agriculture, construction, wholesale and retail trade, transportation, communi-
cations, services, finance, and government.

Another way to view the performance of the real economy is to look at industrial
production relative to the production capacity of the industrial sector. The actual pro-
duction level as a percent of the full capacity level is called the rate of capacity uti-
lization. This monthly rate is limited to manufacturing industries.

How Is It Computed? Data for the index is drawn from 250 data series
obtained from private trade associations and internal estimates.

Where Is It Found? This monthly Index of Industrial Production is released
two weeks into the next month and is published by the Federal Reserve Board. The
rate of capacity utilization is announced every month by the Fed, one day after the
Index of Industrial Production. Both are published in the Federal Reserve Bulletin
and appear in major daily newspapers and on online computer news services such as
America Online. (See Figure 43.)

How Is It Used for Investment Decisions? As the index rises, this is a sign
that the economy will strengthen and that the stock market should turn up. A falling
industrial production should be a concern for the economy and the investor.
Regardless of the state of the economy, however, detailed breakdowns of the index
provide a reading on how individual industries are faring and on what industries
should be attended by investors.

A rising rate of capacity utilization is positive for the economy and the stock
market; a falling rate is an indication of a sinking economy and, thus, negative for the
stock market.
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FIGURE 43 Here’s a look at how a government web site charts industrial production.

4 155

A Word of Caution: Industrial production is more volatile that GDP, because
GDP, unlike industrial production, includes activities that are largely spared cyclical
fluctuations, such as services, finance, and government.

Also See: Economic Indicators, Factory Orders and Purchasing Manager’s
Index, Economic Indicators and Bond Yields, Economic Indicators and the Stock
Market.
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ECONOMIC INDICATORS: INFLATION

What Is This Tool? Inflation is the general rise in prices of consumer goods
and services. The federal government measures inflation with four key indices:
Consumer Price Index (CPI), Producer Price Index (PPI), Gross Domestic Product
(GDP) Deflator, and Employment Cost Index (ECI)

How Are They Computed? Price indices are designed to measure the rate of
inflation of the economy. Various price indices are used to measure living costs, price
level changes, and inflation. They are

e Consumer Price Index—the Consumer Price Index (CPI), the most well-
known inflation gauge, is used as the cost-of-living index, to which labor
contracts and social security are tied. The CPI measures the cost of buying
a fixed bundle of goods (some 400 consumer goods and services), repre-
sentative of the purchase of the typical working-class urban family. The
fixed basket is divided into the following categories: food and beverages,
housing, apparel, transportation, medical care, entertainment, and other.
Generally referred to as a ‘“cost-of-living index,” it is published by the
Bureau of Labor Statistics of the U.S. Department of Labor. The CPI is
widely used for escalation clauses. The base year for the CPI index was
1982 to 1984 at which time it was assigned 100. (See Figure 44.)

e Producer Price Index—similar to the CPI, the PPI is a measure of the cost
of a given basket of goods priced in wholesale markets, including raw mate-
rials, semifinished goods, and finished goods at the early stage of the dis-
tribution system. The PPI is published monthly by the Bureau of Labor
Statistics of the Department of Commerce. The PPI signals changes in the
general price level, or the CPI, some time before they actually materialize.
(Because the PPI does not include services, caution should be exercised
when the principal cause of inflation is service prices). For this reason, the
PPI and especially some of its subindexes, such as the index of sensitive
materials, serve as one of the leading indicators that are closely watched by
policy makers. It is the one that signals changes in the general price level,
or the CPI, some time before they actually materialize. (See Figure 45.)

* GDP Deflator—the index of inflation is used to separate price changes in
GDP calculations from real changes in economic activity. The deflator is a
weighted average of the price indexes used to deflate GDP so true economic
growth can be separated from inflationary growth. Thus, it reflects price
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FIGURE 44 How a newspaper charts the CPI. (From Investor’s Business Daily, September
12, 2000, p. A10. With permission.)
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The Consumer Price Tndex (CPT) is o measure of the average change in price over time in o ficed market basket of goods
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index, and is often quoted as the source Tor the "rate of inflation". The CPI for All Items less Food ond Energy (also
s referred to as the " or "underlying" CPI) excludes volatile food and enerqy p

FIGURE 45 How a government web site tracks the CPI.

changes for goods and services bought by consumers, businesses, and gov-
ernments. Because it covers a broader group of goods and services than the
CPI and PPI, the GDP deflator is a very widely used price index that is fre-
quently used to measure inflation. The GDP deflator, unlike the CPI and
PPI, is available only quarterly—not monthly. It is also published by the
U.S. Department of Commerce.
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FIGURE 46 How the government charts the ECI at stats.bls.gov web site.

¢ Employment Cost Index—this is the most comprehensive and refined mea-
sure of underlying trends in employee compensation as a cost of production
and measures the cost of labor including changes in wages and salaries and
employer costs for employee benefits. ECI tracks wages and bonuses, sick
and vacation pay plus benefits such as insurance, pension, and Social
Security, and unemployment taxes from a survey of 18,300 occupations at
4,500 sample establishments in private industry and 4,200 occupations
within about 800 state and local governments. (See Figure 46.)

Where Is It Found? Price indices get major coverage and appear in daily
newspapers and business dailies, on business TV programs like CNNfin and CNBC,
and on Internet financial news services. Government Internet Web sites
www.stats.bls.gov and www.census.gov/econ/www/ also provide this data.

How Is It Used for Investment Decisions? Check to see whether the inflation
rate has been rising—a negative, or bearish, sign for stock and bond investors—or
falling, which is bullish.

Rising prices is public enemy No. 1 for stocks and bonds. Inflation usually hurts
stock prices because higher consumer prices lessen the value of future corporate earn-
ings, which make shares of those companies less appealing to investors. By contrast,
when prices rocket ahead, investors often flock to long-term inflation hedges such as
real estate.
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See how a chain of events lead from lower rates of inflation to increased con-
sumer spending and possibly, a rising stock market.

Inflation is down so real personal income is up so consumer confidence jumps so con-
sumer spending is up so retail sales surge as housing starts rise as auto sales jump so the
stock market goes up.

Do note that Federal Reserve Chairman Alan Greenspan is a big fan of the ECI
as a good measure to see if wage pressures are sparking inflation.

A Word of Caution: Of course, if inflation disappears, that is no good in the
long run, too. Deflation, that is, sharp falling prices is a disastrous event. Think of
Texas real estate in the 1980s or California’s property woes of the early 1990s. A
broader example is the Great Depression of the 1930s.

When demand for goods is so weak that merchants have to brutally slash prices
just to stay in business, that is deflation. It leads to layoffs and recession. That is bad
for stock investors as profits shrink, but it is good for bond holders—as long as they
own a bond backed by an issuer who can pay it back.

Also See: Commodity Research Bureau Indexes, Economic Indicators and
Bond Yields, Economic Indicators and the Stock Market, Economic Indicators:
Productivity.
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ECONOMIC INDICATORS:
MONEY SUPPLY

What Is This Tool? This is the level of funds available at a given time for con-
ducting transactions in an economy, as reported by the Federal Reserve. The Federal
Reserve System can influence money supply through its monetary policy measures.
There are several definitions of the money supply: M1 (which is currency in circula-
tion, demand deposits, traveler’s checks, and those in interest-bearing accounts), M2
(the most widely followed measure, it equals M1 plus savings deposits, money mar-
ket deposit accounts, and money market funds), and M3 (which is M2 plus large CDs).

How Is It Computed? The Federal Reserve System computes these measures.

Where Is It Found? The weekly money supply figures are released on
Thursday afternoons by the Federal Reserve Board and reported in daily newspapers
and The Wall Street Journal and Barron’s. (See Figure 47.)

How Is It Used and Applied? A rapid growth is viewed as inflationary. In
contrast, a sharp drop in the money supply is considered to be recessionary. Moderate

——
MONEY SUPPLY

Money Supply(Bil.$ sa) Latest Prev. Yr.Ago

Week ended Aug 14:

M1 (seas. adjusted) 1090.8 ri088.9 11014
M1 (not adjusted) 1084.8  rl088.4  1096.5
M2 (seas. adjusted) 4806.6 r4810.8  4557.6
M2 (not adjusted) 4809.9 r4818.6  4568.4
M3 (seas. adjusted) 6831.9 r6824.5  6203.0
M3 (not adjusted) 6820.8 rés14.8  6200.8

Monthly Money Supply Latest Prev. Yr. Ago

Month ended July:

M1 (seas. adjusted) 1104.1 ri103.2 11011
M2 (seas. adjusted) 4792.4 r4779.0  4522.2
M3 (seas. adjusted) 6785.1 r6731.8  6157.2

FIGURE 47 How a newspaper covers the money supply. (From Barron’s Market Week,
August 28, 2000, p. F47. With permission.)
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growth is thought to have a positive impact on the economy. Economists attempt to
compare with targets proposed by the Fed.

How Is It Used for Investment Decisions? The Fed affects money supply
through its monetary policy such as open market operations. The following list sum-
marizes its possible impact on the economy and the stock market.

» Easy Money Policy—the Fed buys securities so bank reserves rise so bank
lending is up so money supply is up so interest rates are down as bond
prices rise so loan demand goes up so the stock market rises.

* Tight Money Policy—the Fed sells securities so bank reserves fall so bank
lending is down so money supply is down so interest rates are up as bond
prices fall so loan demand is down so the stock market falls.

A Word of Caution: A rapid growth (excessively easy monetary policy) is
viewed as inflationary and could impact adversely the economy. In contrast, a sharp
drop in the money supply is considered to be recessionary and can hurt the economy
and the stock market. Moderate growth is thought to have a positive impact on the
economy.

Also See: Economic Indicators and Bond Yields, Economic Indicators,
Interest Rates, Economic Indicators and the Stock Market.
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ECONOMIC INDICATORS: PERSONAL
INCOME AND CONFIDENCE INDICES

What Are These Tools? Personal income shows the before-tax income
received by individuals and unincorporated businesses such as wages and salaries,
rents, and interest and dividends, and other payments such as unemployment and
Social Security.

There are two popular indices that track the level of consumer confidence: one is
the Conference Board of New York, an industry-sponsored, nonprofit economic
research institute and the other is the University of Michigan’s index.

The Consumer Confidence Index measures consumer optimism and pessimism
about general business conditions, jobs, and total family income.

The University of Michigan Survey Research Center is another research organi-
zation that compiles its own index called the Index of Consumer Sentiment. It mea-
sures consumers’ personal financial circumstances and their outlook for the future.

How Are They Computed? Personal income data are released monthly by the
Commerce Department. The Conference Board’s index is derived from a survey of
5000 households nationwide, covering questions that range from home-buying plans
to the outlook for jobs, both presently and during the next six months.

The University of Michigan’s index is compiled through a telephone survey of
500 households.

Where Are They Found? Daily newspapers, financial television, and online
business news services such as America Online and finance.yahoo.com cover these
releases. (See Figures 48 and 49.)

How Are They Applied? Personal income represents consumers’ spending
power. When personal income rises, it usually means that consumers will increase
their purchases which will, in turn, affect favorably the investment climate.

The Conference Board’s index is considered a useful economic barometer
because it provides insight into consumer spending, which is critical to any sustain-
able economic upswing. Many economists pay close attention to the index, which
provides insight into consumer attitudes toward spending and borrowing. Consumers
account for two-thirds of the nation’s economic activity (i.e., national gross domes-
tic product) and, thus, drive recovery and expansion.

How Are They Used for Investment Decisions? A low or decreased level of
consumer confidence indicates concern about their employment prospects and their
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FIGURE 48 How a government web site charts personal income statistics.

New home sales surging

The Commerce Department reported
Tuesday that sales of new
single-family homes

Consumer surged at a seasonally
confidence  agjusted annual rate of

Index from a 944,000, the highest level in

survey of 5,000
US.households  our months.

1985 = 100. ~ The 14.7 percent
Seasonally increase was the largest
adjusted since a 16.4 percent jump
150 £ in April 1993.
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%0 August, Conference Board
figures showed.
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FIGURE 49 How a newspaper covers consumer confidence reports. (From Sun Sentinel,
August 30, 2000, p. D1. With permission.)
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earnings in the months ahead. Uncertainty requires caution in investing. On the other
hand, an increased level of consumer confidence spells economic recovery and
expansion, thus presenting an investment opportunity. In summary, an increase in
personal income, coupled with substantial consumer confidence, is bullish for the
economy and the stock market.

A Word of Caution: One must look carefully at how consumers are staying
confident. The personal income figures, when measured against spending and bor-
rowing patterns, may show that consumer are dipping into savings or even running
up big debts to pay for buying sprees. That is an expansion that is rarely sustainable.
To formulate the future prospects about the economy, investors must weigh various
economic indicators such as inflation measures.

Also See: Economic Indicators and Bond Yields, Economic Indicators and the
Stock Market.
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ECONOMIC INDICATORS:
PRODUCTIVITY

What Are These Tools? Productivity measures the relationship between
real output and the labor time involved in its production, or output per hour of
work.

How Are They Computed? The Labor Department compiles productivity fig-
ures from its own job surveys that produce unemployment reports and the Commerce
Department’s work that creates gross domestic product figures. Only business sector
output—GDP minus government and not-for-profit organizations—is used in the
productivity calculation.

Productivity measures reflect the joint effects of many influences, including
changes in technology; capital investment; level of output; utilization of capacity,
energy, and materials; the organization of production; managerial skill; and the char-
acteristics and effort of the work force.

Where Are They Found? Daily newspapers, financial television, and online
business news services such as America Online cover these releases. The productiv-
ity report is provided quarterly by the Bureau of Labor Statistics of the U.S.
Department of Labor. The data are published in a press release and in BLS journals,
and computer users can visit www.stats.bls.gov on the Internet for this data.

How Are They Used for Investment Decisions? Economists consider pro-
ductivity the key to prosperity. Sizable gains mean companies can pay workers more,
hold the line on prices, and still earn the kind of profits that keep stock prices rising.
Increased productivity, or getting more worker output per hour on the job, is consid-
ered vital to increasing the nation’s standard of living without inflation.

A Word of Caution: The productivity statistics mainly cover the manufactur-
ing sector of the economy and do not deal substantively with the large service sector.

Also, note that high productivity may be good for stocks but low productivity is
just a mixed bag. Consider that productivity grew at a brisk 2.9 percent annual rate in
the 1960s and early 1970s, relatively good times for stock investors. Productivity then
slowed to a paltry 1 percent from 1974 through 1995, both horribly weak and
extremely strong stock periods. From 1995 through 1998, good times for stocks, pro-
ductivity grew at around a 2 percent rate, seemingly a new era of productivity driven
by computers and other high-tech innovations.

Also See: Economic Indicators and Bond Yields, Economic Indicators:
Inflation, Economic Indicators and the Stock Market.
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ECONOMIC INDICATOR: RECESSION

What Is This Tool? Recession means a sinking economy. Unfortunately, there is
no consensus definition and measure of recession. In general, it means that the economy
is shrinking in size and the number of jobs being lost outnumbers jobs being created.

How Is It Computed? Here are three primary ways economists define a
recession.

1. Three or more straight monthly drops of the Index of Leading Economic
Indicators are generally considered a sign of recession.

2. Two consecutive quarterly drops of Gross Domestic Product (GDP)
signals a recession.

3. Consecutive monthly drops of durable goods orders, which most likely
results in less production and increasing layoffs in the factory sector.

Where Is It Found? Newspapers, TV shows, and online services all try to
guess when recessions start—and end.

How Is It Used for Investment Decisions? Recession tends to dampen the
spirits of consumers and investors and, thus, depress prices of various investment
vehicles including securities and real estate.

A Word of Caution: Not all industries in the economy during recession go
bad. Some industrial sectors (for example, consumer products industry) are recession
resistant or defensive. Investors need to analyze industry by industry.

Also, remember that recessions (or depressions) have political impact for the nation.
Political analysts say that President Bush lost the 1992 presidential election—just a year
after his leadership of victorious Allied forces in the Persian Gulf War—because the U.S.
economy grudgingly recovered from a recession throughout the campaign.

In fact, there is so much political power in defining when the country is actually
in recession, that a nonpartisan group of economists known as the National Bureau
of Economic Research are the official arbiters of a recession’s start and end.

Unfortunately for investors, they act so slowly that it is of little use.
Unfortunately for Bush and his recession, the bureau announced one month after Bill
Clinton’s victory in November 1992 that the nation’s ninth post World War II reces-
sion officially began in July 1990 and ended in March 1991.

Also See: Economic Indicators and Bond Yields, Economic Indicator, GDP,
Economic Indicator: the Index of Leading Indicators, Economic Indicators and the
Stock Market, Economic Indicators: Unemployment Rate, Initial Jobless Claims, and
Help-Wanted Index.
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ECONOMIC INDICATOR: RETAIL SALES

What Is This Tool? This figure is the estimate of total sales at the retail level.
It includes everything from bags of groceries to durable goods such as automobiles.
Itis used as a measure of future economic conditions. A long slowdown in sales could
spell cuts in production.

How Is It Computed? Data is issued monthly by the Commerce Department
which conducts a mail survey of about 4100 merchants. The previous month’s sales
figure is an estimate of sales activity based on percentage changes by industry aggre-
gates from older, revised, and more reliable data that is derived from larger sam-
plings. The median revision is a change of 0.2 of a percentage point in sales.

Where Is It Found? Daily newspapers, financial television, and online busi-
ness news services such as America Online cover these releases. Commerce
Department statistics can be found at www.census.gov/cgn-bin/briefroom/briefrm/
on the Internet.

How Is It Used for Investment Decisions? Retail sales are a major concern
of analysts because they represent about one-half of overall consumer spending.
Consumer spending, in turn, accounts for about two-thirds of the nation’s Gross
Domestic Product (GDP). The amount of retail sales depends heavily on consumer
confidence about the economy.

A Word of Caution: This number is volatile and subject to occasionally steep
revisions. Remember, too, that strong retail sales could spurt fears of inflation. It
could hurt stock and bond markets.

Also See: Economic Indicator: GDP, Economics Indicators: Personal Income
and Confidence Indices.
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ECONOMIC INDICATORS:
UNEMPLOYMENT RATE, INITIAL
JOBLESS CLAIMS, AND
HELP-WANTED INDEX

What Are These Tools? Unemployment is the shortage of jobs for people able
and willing to work at the prevailing wage rate. It is an important measure of eco-
nomic health, because full employment is generally construed as a desired goal.
When the various economic indicators are mixed, many analysts look to the unem-
ployment rate as being the most important.

Weekly initial claims for unemployment benefits are another closely watched indi-
cator along with the unemployment rate to judge the jobless situation in the economy.

The help-wanted advertising index tracks employers’ advertisements for job
openings in the classified section of newspapers in 50 or so labor market areas. The
index represents job vacancies resulting from turnover in exiting positions such as
workers changing jobs or retiring and from the creation of new jobs. The help-wanted
figures are seasonally adjusted.

How Are They Computed? The unemployment rate is the number of unem-
ployed workers divided by total employed and unemployed who constitute the labor
force. Both statistics are released by the Department of Labor. The help-wanted
advertising figures are obtained from classified advertisements in newspapers in
51 major labor markets and an index is compiled by The Conference Board.

Where Are They Found? They are frequently reported in daily newspapers,
business dailies, business TV shows, and through online services. Labor Department
releases can be found at www.stats.bls.gov for Internet users while Conference Board
data is at www.tcb-indicators.org.

How Are They Used for Investment Decisions? An increase in employment,
a decrease in initial jobless claims, and a decrease in unemployment are favorable for
the economy and the stock market; the opposite situation is unfavorable. The help-
wanted index is inversely related to unemployment. When help-wanted advertise-
ments increase, unemployment declines, while a decline in help-wanted
advertisements is accompanied by a rise in unemployment.
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A Word of Caution: No one economic indicator is able to point to the direc-
tion to which an economy is heading. It is common that many indicators give mixed
signals regarding, for example, the possibility of a recession.

Perhaps the best example of economic theory being turned on its head is the low
unemployment figures in 1998 not creating inflationary pressures. Investors, and
shoppers, can thank increased productivity and cheap foreign goods for that change.

Also See: Economic Indicators and Bond Yields, Economic Indicators and the
Stock Market, Economic Indicator: Recession.
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EcoNOMIC INDICATORS: U.S.
BALANCE OF PAYMENTS AND THE
VALUE OF THE DOLLAR

What Are These Tools? A balance of payments is a systematic record of a
country’s receipts from, or payments to, other countries.

In a way, it is like the balance sheets for businesses, only on a national level. The
references you see in the media to the “balance of trade” usually refer to goods within
the goods and services category of the current account. It also known as merchandise
or “visible” trade because it consists of tangibles like foodstuffs, manufactured
goods, and raw materials. “Services,” the other part of the category, is known as
“invisible” trade and consists of intangibles such as interest or dividends, technology
transfers, services (like insurance, transportation, financial), and so forth.

When the net result of both the current account and the capital account yields
more credits than debits, the country is said to have a surplus in its balance of pay-
ments. When there are more debits than credits, the country has a deficit in the bal-
ance of payments.

When deficits in the balance of payments persist, this generally depresses the
value of the dollar and can boost inflation. The reason is a weak dollar makes foreign
goods relatively expensive, often allowing U.S. makers of similar products to raise
prices as well.

How Are They Computed? Trade data is collected by the U.S. Customs
Service. Figures are reported in seasonally adjusted volumes and dollar amounts. It
is the only nonsurvey, nonjudgmental report produced by the Department of
Commerce.

Foreign exchange rates are compiled from trading activity both in bulk transac-
tions among dealers and in commodity markets trading forward contracts.

Where Are They Found? Trade figures and foreign exchange rates are quoted
daily in business dailies as well as major newspapers, on computer services such as
America Online, and on financial TV networks and specialty shows. (See Figure 50.)

How Are They Used for Investment Decisions? It is necessary for an investor
to know the condition of a country’s balance of payments, because resulting inflation
will affect the market.
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FIGURE 50A How a newspaper tracks foreign currencies. (From Investor’s Business Daily,
September 19, 2000, p. B22. With permission.)

Currencies Wednesday  Today (Tokyo)

abroad (N.Y)
Yen per dollar 106.66 106.58
Euro (in dollars) 0.8480 0.8470

Source: Bridge Information Systems

FIGURE 50B (Copyright 2000, USA TODAY. Reprinted with permission.)

What is better, a strong dollar or a weak dollar? The answer is, unfortunately, it
depends. A strong dollar makes Americans’ cash go further overseas and reduces
import prices—generally good for U.S. consumers and for foreign manufacturers. If
the dollar is overvalued, U.S. products are harder to sell abroad and at home, where
they compete with low-cost imports. This helps give the United States its huge trade
deficit.

A weak dollar can restore competitiveness to American products by making
foreign goods comparatively more expensive. Too weak a dollar can spawn infla-
tion, however, first through higher import prices and then through spiraling prices
for all goods. Even worse, a falling dollar can drive foreign investors away from
U.S. securities, which lose value along with the dollar. A strong dollar can be induced
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by interest rates. Relatively higher interest rates abroad will attract money dollar-
denominated investments which will raise the value of the dollar.

Those Americans owning foreign investments must watch the dollar carefully. A
weak dollar makes overseas investments more valuable because assets sold in the for-
eign currency will yield more dollars. Conversely, a strong dollar will hurt the value
of an American’s overseas holdings. Assets priced overseas in this scenario would
bring home less dollars back from the depressed local currency.

A Word of Caution: Unfortunately, it is difficult to establish a good correlation
between the dollar’s value and the U.S. stock market’s performance. Attention should
be focused on the domestic scene as well as international economic developments.

Also See: Economic Indicators and Bond Yields, Economic Indicators and the
Stock Market.
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THE EURO

What Is This Tool? A new currency intended to unite eleven European
economies.

How Is It Computed? Well, let us start with a history lesson.

The European Union Treaty (Maastricht Treaty) of 1993 created the European
Currency Unit (ECU), a basket of currencies which includes 15 currencies of the
European Union (EU) countries. The ECU took two different forms: the official ECU
and the private ECU. The official ECU did not trade in the foreign exchange market
and was used between central banks and international financial institutions. The pri-
vate ECU was freely traded in the foreign exchange market, and its exchange rate
results from the supply and demand.

Beginning in 1999, as provided in the Maastricht Treaty, the ECU was replaced
by the euro. It is based on fixed conversion rates between the currencies of the dif-
ferent countries which will constitute the EMU, thus there is no longer trading in cur-
rency rates between ECU members that agreed to use the euro.

According to the Maastricht criteria, the following 11 countries qualified for
entry and joined EMU in January 1999: Germany, France, Italy, Spain, Portugal,
Belgium, Luxembourg, The Netherlands, Finland, Austria, and Ireland. Of the four
remaining EU members, Greece failed to meet the economic conditions for joining
and Britain, Sweden, and Denmark opted out for the moment.

Where Are They Found? Foreign exchange rates are quoted daily in business
dailies as well as major newspapers, on computer services such as America Online,
and on financial TV networks and specialty shows.

How Is It Used for Investment Decisions? That remains to be seen. The
introduction of the euro in 1999 is only for operations carried out in the money, for-
eign exchange, and financial markets. For most retail transactions, the changeover to
the euro will only start after the date of the physical introduction of euro banknotes
and coins denominated in euros, in 2002 at the latest.

One can assume that investors will watch the euro like they watch any other for-
eign currency. If European economies are healthy and the financial houses are in
order, the euro should perform well. Conversely, weak economics will likely mean a
weak euro.

When the euro conversion is complete, perhaps by 2002, investors will notice
these changes in Western European investments:

* Stocks will be priced and settled in euro only.
* Government debt will be quoted in euro only.
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* Stock and bond deals, such as mergers, will be stated in euro.
* Financial statements from companies and governments will be in euro.

A Word of Caution: This union is an unparalleled event. Any investment
which touches Western Europe, whether it be in a security of a European company or
agency—or even a U.S. company with large European ties, will be impacted by this
three-year conversion. If the euro stumbles, so should investment results of those
institutions that it touches.



Tool #45

FOOTNOTES ON NEWSPAPER
FINANCIAL TABLES

What Are These Tools? Owing to the compressed nature of newspaper finan-
cial tables, footnotes are used to convey additional information about stocks, bonds,
and mutual funds. Footnotes are typically one- or two-letter abbreviations that appear
on the line of type reporting a specific stock’s results.

Footnotes can add greatly to the understanding of the quotations. Because the
Associated Press supplies stock tables to the majority of newspapers, the footnotes
tend to be consistent throughout the country.

How Are They Computed? The Associated Press gets its information directly
from the major exchanges and trading houses that supply quotation data.

Where Are They Found? Most newspaper stock tables include small
abbreviations that denote various bits of information about a company, its stock,
and its price. The accompanying definitions for those footnotes typically run in a
separate box near or with your favorite newspaper’s stock, bond, or mutual fund
tables.

Here are the translations for the footnote abbreviations used by many newspapers:

u—stock traded at a new 52-week high during the day.

d—stock traded at a new 52-week low during the day.

g—dividend or earnings in U.S. dollars. No yield or P/E unless stated in U.S.
money.

n—a new issue in the past 52 weeks. That means the high—low range begins
with the start of trading and does not cover the entire 52-week period.
s—split or stock dividend of 25 percent or more in the past 52 weeks. That
means that the high—low range is adjusted from the old stock. Dividend
begins with the date of split or stock dividend.

v—trading halted on primary market.

x—traded ex-dividend or ex-rights, that is, the first trading day when buyers
will not get the previously declared dividend.

y—ex-dividend and sales in full, rather than in 100s as is the rest of the table.
z—sales figures in full, rather than in 100s as is the rest of the table.
pf—preferred issue.

pp—shareholders still owe installments of purchase price.

rt—stock rights.
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un—units, typically containing common stock and rights or warrants.
wd—when distributed, shares traded in advance of a stock distribution.
wi—when issued, shares traded in advance of a stock issuance.
wt—warrants.

ww—stock trading with warrants attached.

xw—stock trading without warrants.

vj—company in bankruptcy or receivership or being reorganized or securities
assumed by such companies.

The following are some footnotes specifically for dividends. Investors should
note that, unless otherwise noted, the listed rates of dividends in stock tables are
annual disbursements based on the last quarterly or semiannual declaration.

a—regular dividend with extra dividends.

b—annual rate plus stock dividend.

c—liquidating dividend.

e—declared or paid in preceding 12 months.

i—declared or paid after stock dividend or split up.

j—paid this year, dividend omitted, deferred, or no action taken at last divi-
dend meeting.

k—declared or paid this year, an accumulative issue with dividends in arrears.
r—declared or paid in preceding 12 months plus stock dividend.

t—paid in stock in preceding 12 months, estimated cash value on ex-dividend
or ex-distribution date.

These footnotes may appear with NASDAQ listings.

g—dividend or earnings in Canadian money. Stock trades in U.S. dollars. No
yield or P/E unless stated in U.S. money.
h—temporary exception to NASDAQ qualifications.

These footnotes may appear with mutual fund tables.

e—ex-capital gains distribution.

s—share dividend or split.

x—ex-cash dividend.

f—previous day’s quotation.

nl or n—no front-end load or contingent deferred sales load.
r—redemption fee or contingent deferred sales load may apply.

How Are They Used for Investment Decisions? Footnotes give an investor
information well beyond the typical high—low-and-closing price and trading volume
data. The notes can alert an investor to news such as a bankruptcy or an omitted div-
idend, note the reaching of a peak or trough in share price in a year’s time, or briefly
help explain a company’s dividend history.
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A Word of Caution: Footnotes are not always up-to-date so investors are
encouraged to double-check before acting on any information contained in these
tables. In addition, the Associated Press offers technologies that lets newspapers cus-
tomize their stock tables; thus, there is limited uniformity of tables.

Also See: Yield on an Investment: Current Yield on a Bond, Current Yield on
a Stock, Share—Price Ratios—Price—Earnings Ratio Multiple.
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FT-SE “Footsie” 100 (U.K.)
STOCK INDEX

What Is This Tool? The Financial Times-Stock Exchange 100-Share Index is
a capitalized market value index of 100 major companies in the United Kingdom. It
is to the British market what the Dow Jones Industrial Average is to American traders.

How Are They Computed? The Financial Times-Stock Exchange 100-Share
Index (known as the “Footsie”) is a narrow capitalized-weighted index of the market
prices of the 100 most capitalized shares on the exchange. Some companies included
in the index are Allied-Domecq, British Airways, British Telecom, Cable & Wireless,
Glaxo, Reuters, and Rolls-Royce.

Where Are They Found? Index information appears in major local and
national newspapers and business dailies. Early risers can find live coverage of
European markets on financial TV shows. This index can also be tracked by online
databases like America Online and on the Internet at web sites like Britain’s Money
World financial news service at www.moneyworld.co.uk/stocks/ftse100lite/ or at
Bloomberg News’ www.bloomberg.com.

How Are They Used for Investment Decisions? The indexes reveal the price
performance of United Kingdom stocks. The trend in the indexes should be exam-
ined. If prices are unrealistically depressed, a buying opportunity may exist.

These U.K. stock indexes reflect worldwide business conditions and may be
used as one indicator for predicting what lies ahead for the New York Stock
Exchange. In this manner, it is a technical analysis tool. London is five hours ahead
of New York so it also may be used to get a feeling of market sentiment before trad-
ing opens on the NYSE. London is the world’s third largest stock market. Option con-
tracts may be made in the index. (See Figure 51)

A Word of Caution: Currency fluctuations can play a major part of any over-
seas investment.

Also See: Dow Jones Industrial Average, Morgan Stanley Eafe Index, German
Share Index (Frankfurt Dax).
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FIGURE 51 Here’s how Yahoo reports the Financial Times-Stock Exchange 100-Share
Index. (Reproduced with permission of Yahoo! Inc.© 2000 by Yahoo! Inc. YAHOO! and the
YAHOO! Logo are trademarks of Yahoo! Inc.)
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GERMAN MARK

What Is This Tool? As Germany has been Europe’s economic powerhouse,
the mark has become one of the world’s most important currencies. Its relationship
to the U.S. dollar was once a key to the global marketplace and was seen as a barom-
eter of Germany’s economic strength vs. that of the United States. Now that Germany
has joined the European Union and its currency is linked to the euro, the mark’s
importance is dwindling.

How Is It Computed? Marks will be used as the German currency until 2002.
So, while its relationship to other currencies will be fixed as a ratio to the new euro
currency, it will still be quoted in newspapers and financial reports on television and
radio in terms of its relationship to the U.S. dollar. If the mark is at 60, that means that
each mark is worth 60 U.S. cents. To figure out what $1 equals in German currency,
investors use the following formula.

Example: If 1 mark buys 60 cents, then $1 is equal to 1 divided by 0.60, or
1.66 marks.

Where Is It Found? Currency rates are listed daily in most major metropoli-
tan newspapers as well as national publications like The New York Times, USA Today,
and The Wall Street Journal, and on computer services such as America Online.

How Is It Used for Investment Decisions? For American investors buying
German securities, the mark’s movement is a key part of the profit potential of the
investment.

If the mark rises after an investment in German securities is made, the value of
those stocks or bonds to a U.S. investor will get a boost from the currency. That is
because when the investment is sold, the stronger mark will generate more dollars
when the proceeds are converted to U.S. currency. Conversely, a weak mark will be
a negative to a German investment for a U.S. investor.

In some cases, the movement of the mark also can be viewed as an indicator of
German economic health. This will greatly change in coming years as the new euro
takes hold in Europe and its investors’ psyche. Still, a strong mark can signal a buoy-
ant European economy, a possible indication to buy German stocks. The mark’s
strength, however, must be verified not only against the U.S. dollar but against other
major currencies outside of the euro circle.

A Word of Caution: Widely quoted currency rates are typically for transac-
tions of $1 million or more. Consumers looking to use such figures to determine
currency rates for foreign travel should expect to get somewhat less favorable
exchange rates.

Also See: British Pound, Euro, Japanese Yen.
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Tool #48

(GERMAN SHARE INDEX
(FRANKFURT DAX)

What Is This Tool? This is an index of the market prices of shares of German
companies traded on the Frankfurt Stock Exchange. It is Germany’s version of the
Dow Jones Industrial Average.

How Is It Computed? It is a narrowly determined capitalization-weighted index
of 30 of the most active issues. The index is updated continuously on a daily basis. It
comprises about 75 percent of German equity value. Some major stocks listed are
Bayer, Deutsche Bank, Daimler Chrysler, Volkswagen, and Schering.

Where Is It Found? Index information appears in major local and national
newspapers and business dailies. Early risers can find live coverage of European mar-
kets on financial TV shows. This index can also be tracked by online databases like
America Online and quote.yahoo.com. (See Figure 52.)

How Is It Used for Investment Decisions? Index information can be used to
determine if German shares are overpriced or underpriced. If can also give an indi-
cation of how the Germany economy is faring, which may be useful to those who
want to play German bonds or other investments. The index, when compared to indi-
vidual German shares, may also help determine if specific securities are undervalued
and then may be purchased for the capital gain potential.

A Word of Caution: Currency fluctuations can play a major part of any over-
seas investment.

Also See:  Dow Jones Industrial Average, Morgan Stanley Eafe Index.
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FOREIGN STOCKS

Price Chg

Stock Prica Chg

250
Bumsuum 1030 =0.10
Distribution Y  630.00 =130
SACL Falsbel 54000 +500

BELOIUM (Euros)
AGFA-Gevaert NV 27.19 +0.14
Amani) 4860 —0.09
Delhaize-LE Lion 6330 =050
Dexia Belgium  159.40 —0,80

Electrabel 24700 +5.00
AG Fin 3505 +0.25
Grp Bruxelios La291.60 —2.20
5215 —0.10
Solvay 7490 =010
UCB Sa 4278 =012
BRAZIL (Brazilian reals)
Bradesco 1575 =0.10
Brahma 182001 —58.
aubanco 17801 +0.02
Petrobras Pref 5301 =0,
Telocom de Sao P 3220 +0.80
BRITAIN Closed for Holiday
CAMADA (Canadian $)
Bk Nova Scotla 3755 +0.85
Bk Montraal 6220 +0.70
BCE 3355 +0.25
Bombardier inc 25,15 +0.85
JOS Uniphase Can 18400 —1.85
Nor Tal 12075 =1.15
Royal Bk Can  B85.10 +0.45
Seagram B84.15 +0.40
Thomson S&N —0'-'5

220000 1000
Teiefon Chile A2310.00
Endesa 196.00 +0.50
Enersis 18499 —1.01
Entsl SA. 535100 +5100
DENMARK (Danish krones)
B 31200 -300
D5 19198 100000 +M

Dampsiib Sven 142000 +X04

Den Danske Bk 1047.00 —13.00
GN Store Nord 1009.00 +19.00
Nordic Baltic 5640 —040
Novo-Nordisk B1780.00 +1500
BG Bank 230,00 iy
Tels Danmark  439.00 —6.00

FINLAND (Euros)
Pic 18.35 +0.Zg
HPY Holding A 4435 +0.1
Fortum 400 +0.02
Metso Oyj 1350 +0.50
Nokia 46.27 —0.03
Sonera Group OYJ 37,13 +1.24
Enso Oy A 1002 —-0.08
ErmDyA 10.10 =0.25
Tieto Corp 3330 +0.89
UPM-Hymmaena OY 28.12 —0.34
FRANCE (Euros)
Aicatel Alsthom 860 +0.15
AXA 1696 — 14
Carrefour 7765 +2.05
EN Aquitaine 2265 - 33
France Telecom 1335 + 1.5
L'Creal 836 +1.056
LVMH Moet He 9065 — 08
ynthela 5756 — 1.2
Total Fr Petr B 1713 — 1.1
Gen des Esux B56 + 24
GERMANY (Euros)
Alianz Hidg ~ 389.00 +5.00
48.40 —-0.26
D 6106 +0.44
Deu Telakom 4478 +0.19
Deutsche Bk 8895 —0.84
Veba 56.62 —0.08
Infineon Tech  77.40 +0.60
Muenchener Rueck 32400 +6.50
SAP AG 276.00 —0.60
Slemena 178.00 +0.50
HONG KONG (Hong Kong §)
Cheung Kong 9875 —225
China Telecom 6025 +1.25
Citic Pac 3770 =210

CLP Holdings Ltd35.60 +0.10
Hang Seng Bk  B5.00 —0.25
HSBC Hidgs  108.50 —4.50
Hutchison Wha 108.00 —3.50
Sun Hung Kai  72.75 =125
Johnson Electric 17.55 nt

ITALY (Euros)

Banca Intesa SpA 4.86 —0.08
Enel SpA 453 —0.03
EN SpA 661 +0.10
Generall Assuc  35.38 —0.11
Mediaset 1879 +0.14
ist Bn San Paclo 1948 —0.10
Tecnost SPA 369 e
Stet 1378 +0.03
™ 948 +0.14
Crodito ltaliano 557 —0.01
JAPAN (Japanesa yen)
Mitsubishi Bk 1385 + 5
Canon Inc. 4830 + 200
Fujitsu Ltd 3320 - 10
Hitachi 1341 + 31
Honda 3660 — 50

Matsushita Elec 2875 + 55
Murata MFG CO. 17050 + 950
Nﬁccawmlm 3210 + 110
Nomura Secur 2530 + 75
Nippon Tele 1270000 +50000
NTT Docomo Inc 2860000 + 30000
Rohm Company Lid 32900 + 900

7-11 Japan 7020 + 80
Softbank corp. 14200 + 210
Sony 11890 + 790
Sumitomo Bk 1378 + 3
Takeda chemical 6430 = 80
Tokyo Elec 2455 - A

Tool #48 German Share Index (Frankfurt DAX)

DAY, AUGUST 28, 2000

FOREIGN STOCK INDEXES

Local Currency us$
Yo
Country & Index Lavel Chg %Chg au:ag %Chg
Britain FTSE 100 6563.70 .. =528 —14.01
France CAC 40 6615.02 +1931 + 30 #1102 —- 67
Germany DAXI 7339.22 +3205 + 44 + 548 — 584
Natherlands EOE Index BI560 + 425 + 61 +360- 73
Spain BEX 35 109'.'?5} +89.20 + B2 — 630 —16.18
Haly MIB Telematico 00 +7200 + 22 41258+ T3
Switzedand SMI mau+asw+.n+m.15*m
South Africa JSE Indus  8951.10 e =
Canada TSE 300 1122445 — 2158 — .19 +3041 +30.14
Mexico Bolsa B226.37 +4522 + 73 —1267 - 997
Merval 47531 + 07 + 01 —1365 —1364
Selective 9799 + 07 + 07 — 201 = 486
Brazil 1746033 =182 =103 + 216+ 34
Australia 332270 — 360 — 11 + 688 — 684
Japan Nikkel 225 1718112 +289.79 +1.60 — 9.26 —12.68
Hong Kong Hang Seng 1701976 —216.98 —1.26 +
Singapore Strats Times ~ 2176.11 + 982 + 45 —-12.24 ‘-11.91
New Zealand Top 40  2093.74 =51 <]
Taiwan Tahwan Stock W1 784587 -1&145 -235 = 7.14 = B.15
Korea Composite 73181 + 201 + 28 —28.82-27.02
Stock Price Chg | Stock Price Chg
Toshiba 1128 + 4| singapore Tech E 241 —0.01
Toyota Mator 4670 + 50 | ynited Oversea B14.00 +0.90
MEXICO (Mexican pesos)

Cemex SA 4200 +0.10
Fomento Econ  39.10
Grupo Carso 2915 +0.15

NETHERLANDS (Euros)
ABN Amro Hidg 28.25 —0.27
Aegon 4507 +0.82
Ahold 3229 ~001
ASM utrwuphy 4397 +0.37
Hainoken NV 57.15 =0.50

Intl Nededand  75.13 —0.07
Royal PTT 3220 +053
Philips 5485 +1.10
Royal Dutch Pe  68.83 +0.41
Unilover Cert  54.00 +045

MEW ZEALAND (N.Z. §)
Auckland Intena 285 +0.01
Carter Holt ord ~ 1.80 +0.02
Contact Energy L 251 =002
Fletcher Energy 835 +0.33
indep Newspap 3.78 +0.01
Natural Gas Corp 1.56 —0.02
Sky MNetwork Tele 380 +0.02
Telecom NZ 6.82 +040
UnitedNetworks L 6.32 —068
Warehouse Group 5.70 nt
MORWAY (Norwegian krones)
Christiania Bank 47.70 —0.30
Den Norske Bank 33,50 -

Norsk Hydro A/S 391.00 +4.00
Nycomed B1.00 —1.00
Opticom ASA 170000 —%0
161.00 i
164.00 —4.00

Tormra Systems A/ 27200 —6.00
SINGAPORE (Singapore $)

Chartered Semico14.80 +0.20
DBS Bank Lid 2190 +0.10
Oversea-Chin Bk 1240 +0.10
Overseas Union B 860 +0.25
Pacific Century 2280 —0.30
Singapors Air  16.90 —=0.10

2860

Singap Press F

Singapore Tels 277 —0.13

SPAIN (Euros)

Amadeus Global T 1160 —0.02
Banco Bilbao R 16.97 +0.07
Banco Popular  34.00

Ban Santander  12.00 -EI.CE
Endesa 252 =021
Gas Natural 1880 +0.05
Iberdrola 13.19 =01

Ropsol 2228 +0.24
Telefon Espana 2194 +0.54
Tora Networks 54395 +1.35
Tera Networks 54395 +1.35
SWEDEN (Swadish kronas)

ABB Ltd 1080.00 +1200
Zeneca Group 43100 =150
Ericsson B Fr 18600 —1.00
ForeningsSparban 142.50 +1.50
Heones & Maurt8 17450 +150
Nordic Baltic B4.50 +0.50
Securitas AB 20850 —1.50
SE Banken 11700 +250
Skancka Forsalui 187.50 +0.50
Svens Han A Fr 15250 +1.00
SWITZERLAND (Swisa francs)

ABB Lid 19850 +1.00
Adecco SA 132200 +1700
CS Holdings B 38350 +250
Nestla A 372500 —1500

Schw Ruckvr B3584.00 +4.00
Swisscom AG 52000

Zwich Ver B 92600 +9.00
VENEZUELA (Ven. bolivars)
Banco Provincal 435.00
Vencemos | 243.00
Vencemos | 22500 1500
Elec Caracas 30200 —1.25
Fondo de Valores 16.00 —1.00

nt
.50 —0.50

{

+1DCI
Telafon Venez 2160.25 +60.25
hol - market closed for holiday.
nt - Oid not trade.

Source: Bloombarg Financial
Markels
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FIGURE 52 How a newspaper covers foreign stock markets. (From The New York Times,
August 28, 2000, p. C10. With permission.)



Tool #49

GOLD SPOT PRICE

What Is This Tool? The gold spot price is an indication of the market price for
a troy ounce of gold purchased today. Gold is a major industrial commodity and a key
jewelry component. It was once viewed as the only measure of wealth universally
recognized around the globe. There is some debate if this is true any longer.

How Is It Computed? Gold is a global commodity, thus, there is no one mar-
ket price. Key spot prices watched by traders include morning and afternoon fixings
in Hong Kong and London, and the most current month futures contract for gold on
the New York Commodity Exchange.

The price is quoted in troy ounces that come 12 to the pound rather than those
traditional ounces for food and liquids that are 16 to the pound.

Where Is It Found? Gold’s spot price is listed in commodity roundups in
most metropolitan newspapers as well as Barron’s, The New York Times, and The Wall
Street journal. Also, it will be discussed on TV business shows and can be found on
computerized databases such as America Online. (See Figure 53.)

How Is It Used for Investment Decisions? Gold usually does the opposite of
common stock. As common stock returns move down, returns on gold move up. In
other words, gold compensates for a declining stock market. Transaction costs for
gold vary with the type of gold, but the higher the quantity purchased, the lower the
percentage commission.

The investor can acquire indirect ownership by purchasing shares in a gold mine.
However, the prices of shares do not always move in the same manner as the price of
the gold itself. Securities of gold mines do enhance portfolio diversification, though,
in the same way that the metal itself does.

The investor also can acquire shares of mutual funds that maintain a strong posi-
tion in gold stocks or gold bullion. Mutual fund investment offers diversification.

Gold futures can be bought on some commodities exchanges. The investor needs to
give only about 10 percent in cash of the contract’s value to buy. This low margin require-
ment provides a leveraging opportunity. Commissions typically are less than 1 percent
of the contract’s value. Gold futures are traded in several U.S. and foreign exchanges.

Gold ownership has several disadvantages, including:

* Storage costs are high.

* High transaction costs are common.

* Dividend revenue is not received on gold.
* Capital gain or loss potential is significant.
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Tool #49 Gold Spot Price 123

GOLD & SILVER PRICES
Year
Handy & Harman 8/24 8/18 Ago
Gold, troy ounce 273.65 275.60 253.80
Silver, troy ounce 4.93 4.8  5.13

Base for dpriclng old or silver contents of
shipments and for making refining settlements.

Premium Premium
$ %

Coins Price %
Krugerrand 280.20 2.10 4
Maple Leaf 288.20 10.10 3.61
Mexican Peso 337.00 1.40 49
Austria Crown 274.60 2.00 72
Austria Phil 288.20 10.10 3.61
U.S. Eagles 288.20 10.10 3.61

Premium is the amount over the value of
the gold content in the coin.

ScotiaMocatta Bullion spot gold price 278.15
|

PLATINUM COIN PRICES
Coin Price Premium Premium
Coins Per Ounce $ %
Australian Koala 595.70 2.58 15.00
Canadian Maple Leaf 595.70 2.58 15.00
Isle of Man Noble 595.70 2.58 15.00
Amer. Eagle Bullion  595.70 2.58 15.00

Premium is the amount over the value of the
platinum content in the coin.

Spot platinum price 580.70. Source: Goldline Int’],
Santa Monica, CA. 800-827-4653

www.GoldlineInternational.com

FIGURE 53 How gold and other metals are covered in a newspaper. (From Barron’s Market
Week, August 28, 2000, p. MW77. With permission.)

* Wide price volatility means high risk. It is a speculative investment.
e Certain gold investments are in bearer form. If they are lost or stolen, the
owner loses the entire investment. Two examples are bullion and coins.

Gold was once viewed as a defensive investment for times of financial or politi-
cal upheaval. It was a poor performer in the two decades following its 1980-1981
peak of more than $800 an ounce. It traded at $255 an ounce in late 1999.

Rising gold prices, however, are still viewed as a signal that investor skittishness
is rising. Higher gold prices, also, are bullish signals for mining company stocks
whose profits are greatly bolstered when the price is up.

A Word of Caution: There are major risks associated with investing in com-
modity futures and options. These securities provide substantial leverage—that is,
the chance to control a huge amount of product for a fraction of the cost. The wrong
bet can be financially devastating, however. Option players can only lose their entire
investment while futures speculators can be liable for more than they originally
invested if they are way off on their hunches.



Tool #5 O

GROSS INCOME MULTIPLIER (GIM)

What Is This Tool? The Gross Income Multiplier (GIM) is a method to com-
pute the price of income-producing property.

How Is It Computed? The multiplier equals the asking price (or market
value) of the property divided by the current gross rental income.

If current gross rental income is $25,000 and the asking price is $300,000,
the GIM

$300,000/$25,000 = 12

If similar income-producing properties in the area are selling for “15 times
annual gross,” this property is undervalued and should be bought. The property would
be worth $375,000 (15 X $25,000) in the market.

Where Is It Found? The GIM for commercial property in an area may be
determined by asking real estate brokers and by referring to published real estate
data. The investor also should get a feel for the real estate market in the locality by
asking around and finding out what similar property has been sold for or is being
offered at.

How Is It Used for Investment Decisions? The GIM approach should be used
with caution. Different properties have different operating expenses that must be con-
sidered in determining the value of a property.

The GIM is used by the investor to determine an approximate market value of
property. A property may be bought if it is undervalued (the multiplier on the prop-
erty is less than the “going market” multiplier). On the other hand, a property that is
overvalued should not be purchased. If the investor currently owns the property and
it has a higher multiplier than the “going market” multiplier, the property is overval-
ued and can be sold before a decline in market price materializes.

Also See: Real Estate Returns: Capitalization Rate (Cap Rate, Income Yield),
Real Estate Returns: Net Income Multiplier (NIM).
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Tool #51

HERZELD CLOSED-END AVERAGE

What Is This Tool? The Herzfeld closed end average tracks 20 closed-end
mutual funds traded on the stock exchange.

How Is It Computed? The average is compiled by Thomas J. Herzfeld
Advisors and presents the capitalized market value of closed-end funds emphasizing
investment in U.S. companies. It equals about 50 percent of the value of all the funds.
It is assumed that the same amount is invested in each of the funds with capital gains
reinvested in new shares. There is no assumed dividend reinvestment. (See Figure 54.)

Where Is It Found? It is published in Barron’s.

How Is It Used for Investment Decisions? The investor can follow the per-
formance of closed-end mutual funds by examining the trend in the average. An
upward trend is a positive sign in a bullish market.

A Word of Caution: Unlike an opened-end fund which constantly sells new
shares and its value is based on the underlying securities it owns, the price of a closed-
end fund is based on a demand—supply relationship because only its shares trade on
a stock exchange. Therefore, the net asset value of the fund may be more or less than
its current market value of the securities that the fund owns.

Also See: Lipper Mutual Fund Indexes.
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126 Investment Tools for Buying Low and Selling High

Tracking Closed-End Funds

. . 14800 NET ASSET VALUE® q
*HERZFELD CLOSED.

ENDAVERAGE oo 14000 13000
DOW
; - 12000
INDUSTRIALS 13200

- 11000
11600 % DISCOUNT FROM NET ASSET Vﬁl.l..gﬁ'
5
10800 z
9
= 10000 — -11
-13
9200 15
4099 1Q00 2Q00 3Qo00 4Q99 1Q00 2Q00 3QO00
The Herzfeld Closed-End A 15 equally-weighted closed-end funds based in the U.S. that invest principally in

American equities. The net asset value is a wghted average of the funds’ NAVs. *The net asset value and % discount charts lag
the market by one week. Source: Thomas J. Herzfeld Advisors Inc., Miami. 305-271-1900

FIGURE 54 How a newspaper covers closed-end fund performance. (From Barron’s Mutual
Funds, August 28, 2000, p. F72. With permission.)



Tool #5 2

INDEX ARBITRAGE

What Is This Tool? Index arbitrage is defined as the purchase or sale of a bas-
ket of stocks in conjunction with the sale or purchase of a similar derivative product,
such as index futures. The goal is to profit from the price difference between the bas-
ket and the derivative product.

How Is It Computed? Index arbitrage profit = ¥, — X, where

Y, = Price of higher-priced basket of securities on Exchange B
X, = Price of lower-priced index of those same securities on Exchange A

(Profits can be made in the reverse order as well, when the stocks are expensive
and the related index is cheap.)

Example: An investor buys predetermined baskets of stocks on the floor of the
New York Stock Exchange for $5 million and simultaneously sells $5.05 million
worth of related index futures contracts on the floor of the Chicago Board of Trade
(CBOT), hoping to profit from the price differences on the two exchanges.

Arbitrage profit = $5,050,000 — $5,000,000 = $50,000

The arbitrage profit is $50,000 on this transaction. This trade and similar trans-
actions would increase the demand and, therefore, the price of the NYSE securities
while simultaneously lowering the price of the CBOT index. This should continue
until the prices of the two securities were in parity.

Index arbitrage is most visibly played in a tactic known as program trading. It is
defined as a wide range of trading strategies involving the purchase or sale of 15 or
more stocks having a total market value exceeding $1 million. In typical market con-
ditions, one-half the traders using program trading use it for arbitrage purposes to
profit from the price discrepancies between the stock and so-called derivative mar-
kets where stock-like investments trade. The other one-half use program trading for
various portfolio tactics.

Where Is It Found? An investor seeking index arbitrage profits can find what
“premium” or “discount” key market index derivatives are trading at vs. the true value
of the underlying stocks in various computer online databases. When price differ-
ences are noted, they must be taken advantage of instantly.

Program traders do make money. A study that covered 2,659 S&P 500 index
arbitrage trades found that program traders produced superior risk-adjusted returns.
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128 Investment Tools for Buying Low and Selling High

However, this is a job for the nimble traders. Over the six-month period that was stud-
ied, the profitable situations lasted on average about three minutes.

How Is It Used for Investment Decisions? Actually, limits on program trad-
ing during the trading day signal market volatility.

In response to concerns that index arbitrage may be aggravating large market
swings, the New York Stock Exchange instituted a set of program trading restrictions.
When the Dow Jones Industrial Average moves 50 points or more from the previous
day’s close, program trading curbs essentially stop a key computer, so program trad-
ing must be done by hand. This so-called “collar” limits the powerful swings program
trading can bring to the market.

When index arbitrageurs are being “collared,” an investor knows that program
trading is having a smaller impact on price moves. That is no guarantee, though, that
market volatility will dampen. Because 50 Dow points is a relatively small percent-
age swing in a day’s trading, regulators are considering loosening the “collar” to a
much higher point amount that start in 1999.

A Word of Caution: Unfortunately, you will need a big checkbook to play
index arbitrage. About $25 million is required, and high transaction costs involved
make stock index futures arbitrage unsuitable for most individuals.



Tool #5 3

INDEXING

What Is This Tool? An index is assigned in order to compare a financial state-
ment account or item covering at least three years. In computing a series of index
numbers, a base year is selected and all other years are compared to it.

How Is It Computed? A base year that is most representative (typical) of the
company’s operations is selected and assigned an index of 100. All index numbers are
computed by reference to the base year.

Current year amount
Base year amount

Index =

Where Is It Found? The investor should determine index numbers for finan-
cial statement items important to him that are found in the company’s annual report.
The investor may look at the trend in sales, net income, total assets, and so on.

Example: The base year is 20X1 and net income was $6,000,000. Thus, an
index of 100 is assigned for 20X 1. Net income for 20X2 and 20X3 were $6,600,00
and $5,000,000, respectively. The index numbers are

20X2 $6,600,000/$6,000,000 = 110
20X3 $5,000,000/$6,000,000 = 83

The sharp decline in net income should be of concern to the investor. A declin-
ing profitability spells financial troubles for the company. In such a case, an invest-
ment in the company may not be warranted.

How Is It Used for Investment Decisions? When a comparison of accounts
covering three years or more is made, the year-to-year method of comparison may
become too cumbersome. The best way to look at a long-term trend for comparison
purposes is through the use of index numbers. The investor can identify any financial
statement accounts or items that appear out of line.

If sales and profitability of the company are significantly increasing, growth is
indicated. This may be a time to buy the stock. However, the investor who owns a stock
in a company that has a drastically falling revenue base should consider selling it.

This kind of logic is also used to compare investments over similar time periods.
For example, instead of looking at, say, total returns of two mutual funds, an investor
might look at how each fund did if equal amounts of money were put into the two
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funds at a starting point. Many fund companies and fund trackers talk of how $10,000
in various funds would have performed over several years.

A Word of Caution: As in the case with the computation of year-to-year per-
centage changes, certain changes, such as those from negative to positive amounts,
cannot be expressed by means of index numbers. Further, the base year selected as
most typical may, in retrospect, not be appropriate.

Also See: Profitability: (Trend) Horizontal Analysis.



Tool #54

INITIAL PUBLIC OFFERINGS (IPOS)

What Are These Tools? Initial public offerings are companies issuing stock to
the public for the first time.

How Are They Computed? Lists of companies “going public” through initial
public offerings are compiled from information filed at the Securities and Exchange
Commission and from brokerages underwriting these new issues. Numerous ser-
vices, such as Securities Data, tally data on the number of companies going public
and the lead underwriter that handled the deals, as well as the value and number of
shares sold.

Where Are They Found? Publications such as Barron’s, The New York Times,
and The Wall Street Journal publish weekly listings of recent SEC new-issue filings
and issues in the SEC review process expected to be sold in the coming week. Data
of new issue volume are reported in The Wall Street Journal as part of a quarterly
wrap-up of how the major brokerages fared in this lucrative business of taking com-
panies public. News on IPOs can be found at biz.yahoo.com/reports/ipo.html or at
www.ipocentral.com. (See Figure 55.)

How Are They Used for Investment Decisions? Lists of upcoming new
issues can provide an investor with three potential insights.

First, a general look at investor appetite for stocks. When demand is high, there
are usually many new issues.

Second, it is a chance to learn the name of companies that offer the chance to get
in on the ground floor.

Finally, a contrarian view; it can be viewed as a signal of what industries—or
equities in general—to shun when initial public offerings soar. A surge in initial pub-
lic offerings is often viewed as a signal that the market as a whole, or a sector having
a flurry of new issues, has peaked in its current cycle.

A Word of Caution: Initial public offerings have great investment sex appeal.
However, they are filled with risks. Studies have shown that investors lose money
more than one-half the time when buying new shares.

131



132 Investment Tools for Buying Low and Selling High

SELECTED INITIAL PUBLIC OFFERINGS

Initial Most

Ticker  Offer IPO  Recent

Code Price Date Price
ServiceWare Tech SVCw  7.00 8/25  8.75
02Micro Intl Ltd OIIM 9.00 8/23 17.50

Ista Pharmaceutic ISTA 10.50 8/22 114

FIGURE 55 How a newspaper covers initial public offerings. (From Barron’s Market Week,
August 28, 2000, p. MW72. With permission.)



Tool #5 5

INSIDER TRADING ACTIVITY

What Is This Tool? Insiders are corporate directors, officers, other executives
of the company, and stockholders who own 5 percent or more of the company’s vot-
ing shares. Insiders know important information that is not publicly available.
Insiders’ trading activity refers to the number of shares bought or sold by insiders.

How Is It Computed? Insiders must disclose their buying and selling activity
to the Securities and Exchange Commission. With that information at hand, many
kinds of analysis can be made. One is called “net insider share volume,” and equals
insider shares bought less insider shares sold.

Another analysis is the “buy—sell ratio.” Imagine that QQQ Inc. has insiders buy-
ing 60,000 share and selling 40,000.

. . _ Insider shares bought
Insider buy—sell ratio = Insider shares sold

60,000
40,000

1.5

Insider buy—sell ratio =

A higher ratio is more bullish while a lower ratio is more bearish.

Where Is It Found? Insiders’ trading activity can be tracked by watching the
SEC’s Web site on the Internet at www.sec.gov. Insider information is also available
in various newsletters and financial publications and is occasionally covered in The
Wall Street Journal, Barron’s, Investor’s Daily, and local newspapers.

How Is It Used for Investment Decisions? When officers or directors of a
company are purchasing significantly more shares than they are selling, this is a bull-
ish sign—perhaps earnings will be growing. On the other hand, if officers and direc-
tors are selling their shares rather than buying, something unfavorable may be on the
horizon. In bear markets the signs may not be as accurate because the insiders may
be selling for tax or personal reasons. Some executives may be selling shares to
obtain cash to exercise stock options.

The most knowledgeable investors are company insiders because they are famil-
iar with the current and prospective financial happenings of the business. Insiders
typically earn unusually high returns after considering any risks involved. After all,
they have information not yet publicly released. If insiders are buying, the investor
may do likewise. If insiders are selling, so should the investor.
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A Word of Caution: There is a timeliness problem because insider informa-
tion may be several months old by the time it is released. Therefore, the investor’s
timing is crucial or else there will be little benefit to knowing insider transactions.

Insiders may be trading the stock for other reasons than inside information to
profit on. For example, an officer may sell shares to obtain extra funds to buy a new
home or, in fact, may be selling certain shares to cash in a larger option later down
the road. Although the insider has sold shares, the price of the stock may, in fact,
increase. (See Figure 56.)

Insider Trades is a weekly report of stock transactions involving officers, directors and owners of 10 percent or
more of a publicly held company. The trades were taken from documents filed with the Securities and Exchange
Commission and the stock exchanges.
OPEN MARKET PURCHASES
l No.of| % of[Transaction
Company (Exchange) Insider Title $ value| shares| hold.|dates
Bentley Phrmetcls (AMEX) R. Cleveland ' D 41,069) 52,3001 3.00{08/22/00
Catalina Lighting (NYSE) D. S. Rappaport VP 87,500) 50,000] 48.00|08/24/00
Catalina Lighting (NYSE) R. Hersh CB 78,750| 45,000] 25.00108/24/00
Commercial Net Lease (NYSE) |G. Ralston P 106,900) 10,000 4.00{08/24/00
Consulier E f(NASDAQ) W. B. Mosler # CB 35,4000 20,000( 0.5{08/29/00
Elcotel (N D. S. Fragen 0 33,416) 22,300] 149.00]07/21-08/29/00
Europa Grulses NASDAQ) D. A. Vitale * cB 7,845) 25,000 0.5/08/16-21/00
Hollywood.Com (NASDA } L. 5. Silvers P 37,4001 5,000 0.4/08/29/00
Hollywood.Com (NASDAQ) M. Rubenstein CB 37,4000 5,000 0.4/08/29/00
Mayors Jewelers (AMEX) M. A. Gilliam D 135,262| 40,000| 400.00]08/17-23/00
Proxymed (N (']J( M. K. Hoover CB 191,265 135,000] 68.00{08/24-31/00
Transmedia Networ (NYSE) Valuevision Intl 2 4 410,364 89,992| 70.00]08/23/00
OPEN MARKET SALES
Artesyn Techﬂulgs (NASDA )} |F.C.Lee 0 273,000f 77,0001 21.00{08/24-30/00
Artesyn Techans R. D. Schmidt * D 3,810,440( 100,000] 12.00{08/25-29/00
Checker Drive (NASDA R. B. Maggard D 21,494] 4,583 100.00{08/02/00
Dixon Ticonderoga (AMEX D.R. Gardner * F 1,677,270 559,100] 100.00{06/28-08/03/00
Ivax (AMEX) E. R. Biekert D 47,730 1,000] _3.00{07/20-25/00
Noven Pharmetcls (NASDAI g S. Becher ' D 196,526/  6,000| 30.00(08/30/00
Nowen Pharmctcls (NASDAI S. Sablotsky ' CB 34,901,705| 1.08M| 52.00]08/14-28/00
OTHER ACQUISITIONS
ctlvlty % of|Transaction
Company (Exchange) Insider Title sharﬂ hold.|dates
Mastec (NYSE) ]J. S. Sorzano D [NonOpnMkt | 2,500] 62.00{05/02/00
OTHER DISPOSITIONS
Artes Techn (NASDAQ) P. A. Oreilly 0 |NonOpnMkt 31,7_2’1 50.00/08/01/00
lomes ( ASDAQ} D. Shapiro * VP |NonOpnMkt 17,454|  6.00]08/07/00
KEY TO TITLES: CB, chairman of the board; P, president; 0, officer; D, director; Z, shareholder or affiliated person. OTHER FOOTNOTES: *
Indirect holdings: * Also holds other types of securities; 3 Option-related transaction.
SOURCE: First Call/ Thomson Financial, Boston.

FIGURE 56 Here’s how a daily newspaper wraps up insider trading activity. (From Miami
Herald, September 18, 2000, p. 45. With permission.)
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INTEREST RATES: FED FUNDS,
DISCOUNT, AND PRIME

What Are These Tools? These are three key interest rates closely tied to the
banking system. The discount rate is the rate the Federal Reserve Board charges on
loans to banks that belong to the Fed system. The federal or fed funds rate is the rate
that bankers charge one another for very short-term loans, although the Fed heavily
manages this rate as well. The prime rate is the much discussed benchmark rate that
bankers charge customers.

How Are They Computed? The three rates, at times, work in tandem.

The Fed Funds rate is the major tool that the nation’s central bank, the Federal
Reserve, has to manage interest rates. Changing the target for the Fed Funds rate is
done when the Fed wants to use monetary policy to alter economic patterns.

The discount rate was once the Fed’s key tool. Now, it takes a backseat as a
largely ceremonial nudge to markets made often after Fed Funds changes are imple-
mented.

The prime rate is a heavily tracked rate although it is not as widely used as a cor-
porate loan benchmark as it has been in the past. The prime is set by bankers to vary
loan rates to smaller businesses and on consumers’ home equity loans and credit cards.

Where Are They Found? Changes in the Fed Funds rate target and prime
lending rate typically get lots of TV news time and are often front-page news, partic-
ularly in times of economic troubles. Many major newspapers also carry a daily rate
tally that includes the discount, fed funds, and the prime rates. (See Figure 57.)

How Are They Used for Investment Decisions? A watcher of these three
interest rates will see a reflection of the banking system’s view of the strength of the
U.S. economy.

These rates tend to rise when the Federal Reserve is in a tight money posture,
when it tries to keep an expanding economy from overheating and creating too much
inflation. This is often viewed as a negative signal for both stock and bond invest-
ments as a cooled economy and higher rates can hurt many securities prices.

Conversely, the rates tend to fall when the Federal Reserve is in an easy money
mode, when it wants available credit and low interest rates to stimulate a moribund
U.S. economy. For the risk-taking investor, this can be a signal to boost stock and
bond holdings. An expected economic recovery may boost equity issues while falling
rates should be a boon to bond prices.
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Data include indexes used by financial institutions to
make investments or to set rates. As these indexes
move, rates and yields are likely to move.

Selected loan rate benchmarks

Prime rate: 9.50%

Discount rate: 6.00%

Broker call loan rate: 8.25%

Federal funds market rate: High 6.50; Low 6.50; Last 6.50%
Dealers commerdal paper: 30-180 days, 6.48-6.51%

Commerdial paper by finance company: 30-270 days, 6.47-6.43%
11th District cost of funds: 5.36%; Month ago, 5.20%

IBC's money fund report average: 7-day yield simple, 6.17%
Bond buyers 20-bond index: 5.51%; Month ago, 5.61%

Selected mortgage rate benchmarks

FHLMC U.S. Average commitment: 80% loan-to-value mortgage, 8.04%
FHFB Nat'l Average Contract rate: Previously occupied homes, 8.17%
FNMA posted yields, 30-day lodk: (30-year commitment, priced at par)
8.07%

FNMA posted yields, 60-day lock: (30-year commitment, priced at par)
8.12%

The above indexes are used by financial institutions in determining rates and
yields on consumer deposit and loan products, as reported by bankrate.com as
of Thursday or by Dow Jones National Markets as of Friday

SOURCE: BANKRATE.COM AND DOW JONES NATIONAL MARKETS

FIGURE 57 Here’s how a daily newspaper wraps up interest rate trading. (From Sun Sentinel,
August 21, 2000, p. 58. With permission.)

At times, these rates may send contradictory signals because bankers and the

Federal Reserve may disagree on the economy’s direction.

Also See: Cash Investment: Money Market Fund Yields, Bond Market

Indexes, Economic Indicators and Bond Yields, Interest Rates: Three-Month
Treasury Bills.
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INTEREST RATES: 30-YEAR
TREASURY BONDS

What Is This Tool? The most widely watched interest rate in the world, the
security known as the “T-bond” is seen as the daily barometer of how the bond mar-
ket is performing. The 30-year Treasury bond is a fixed-rate direct obligation of the
U.S. government. There are no call provisions on Treasury bonds.

How Is It Computed? Traders watch the price of the U.S. Treasury’s most
recently issued 30-year bond, often called the “bellwether.” The price is decided by a
series of dealers who own the exclusive right to make markets on the bonds in U.S.
markets. (The bond trades around the clock in foreign markets.) Bond yields are
derived from the current trading price and its fixed coupon rate.

Where Is It Found? The T-bond price and yield can be found in the credit
market wrap-up in most newspapers and on the TV business shows plus on computer
databases such as America Online. One web site on the Internet from Bloomberg
News, www.bloomberg.com, has extensive coverage on the Treasury market.

How Is It Used for Investment Decisions? Traders who hold T-bonds are
exposed to a great deal of risk. Their willingness or unwillingness to take on that
risk—and the resulting changes which that brings to 30-year bond prices and
yields—is often viewed as a proxy on the long-term outlook for the U.S. economy.

Because of its long-term nature, the T-bond is extra sensitive to inflation that
could ravage the buying power of its fixed-rate payouts. Thus, the T-bond market,
also, is watched as an indicator of where inflation may be headed.

Also, T-bond rates somewhat impact fixed-rate mortgages. (These loans are usu-
ally more tied to 10-year Treasury rate.) Still, the T-bond yield is also seen as a
barometer for the housing industry, a key leading indicator for the economy.

A Word of Caution: While 30-year Treasury bonds often offer sexy yields,
they are also very volatile investments. A one percentage point move in interest rates
can cost a trader 10 percent or more of their principal on such holdings, for example.

In addition, the Treasury only began selling 30-year bonds in 1997. When 30-
year yields fell below 5 percent in mid-1998, many news accounts called the rates
“record lows.” While technically correct, it was historically misleading. Long-term
Treasury yields (the government previously sold 20-year bonds) had not been that
low since the early 1960s.

Also See: Interest Rates: Three-Month Treasury Bills, Mortgage Rates.
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INTEREST RATES: THREE-MONTH
TREASURY BILLS

What Is This Tool? The Treasury bill rate is a widely watched rate for secure,
cash investments. In turbulent times, the rate can be volatile and can be viewed as a
signal of the economy’s health.

How Is It Computed? T-bills, both three-month and six-month issues, are
auctioned every Monday by the U.S. Treasury through the Federal Reserve.

Rather than pay interest, the securities are sold at a varying discount defending
the prevailing interest rate. The investors get their interest by redeeming the T-bill at
full face value when it matures.

The government reports the average effective interest rate it paid each week.

Where Is It Found? Results of the Monday auctions can be found in most
major daily newspapers’ business sections such as The New York Times and The Wall
Street Journal. Trading in the secondary markets for T-bills also is reported in these
papers as well as in most major daily newspapers and on business TV channels such
as CNBC. (See Figure 58.)

How Is It Used for Investment Decisions? The T-bill rate shows what can be
expected to be earned on no-risk investments. Historically, T-bills have returned lit-
tle more than the inflation rate. Many conservative investors buy T-bills directly from
the government. T-bill rates approximate rates on money market mutual funds or
statement savings accounts, also popular savings tools for the small investor.

When these low-risk rates are high or rising, it can be a negative signal for stocks
and bonds because in such situations individual investors tend to shy away from
riskier investments. Ironically, T-bill rates often rise in anticipation of an economic
strengthening—a bullish sign for stocks.

Conversely, when T-bill rates are low or falling, small savers tend to look to mar-
kets like stocks, real estate, or bonds to beef up their returns. However, experts con-
tend that falling T-bill rates may show economic weakness, which is not a healthy
situation for the market.

A Word of Caution: Short-term rates can fluctuate greatly in times of eco-
nomic uncertainty. Thus, their ability to indicate longer-term trends can be impacted
by very short-term events.

Also See: Cash Investments: Certificate of Deposit Yields, Cash Investments:
Money Market Fund Yields, Interest Rates: 30-Year Treasury Bonds.
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Short-term rates inaease

Interest rates on short-term Treasury
securities rose in Monday’s auction with
three-month bills hitting their highest level in

nine years.

The Treasury Department sold $9.5 billion
in three-month bills at a discount rate of 6.110
percent, up from 6.090 percent last week. An

T-bills
Hl 6-month bill: 6.371%
3-month bill: 6.291%

In percent
6.75%

6.50

6.25 ﬁ!m‘_-
6.00

'Julyz August 21 :
2000

SOURCE: Bloomberg News

additional $8.5
billion was sold in
six-month bills at a
rate of 6.090
percent, up from
6.075 percent.

The three-month
rate was the highest
since Jan. 28, 1991,
when the bills sold
for 6.22 percent.
The six-month rate
was the highest
since July 31 when
the rate was 6.115.

The new discount
rates understate the
actual return to

investors — 6.291 percent for three-month
bills with a $10,000 bill selling for $9,843.90
and 6.371 percent for a six-month bill selling

for $9,692.10.

FIGURE 58 Here’s how a T-bill auction is covered by a newspaper. (From Sun Sentinel,

August 22, 2000, p. D1. With permission.)
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INVESTING STYLES

GROWTH INVESTING

What Is This Tool? This strategy used by many well-known money managers,
such as Fidelity Magellan Fund’s former boss Peter Lynch and American Century
Investors, is associated with stocks of fast-growing companies. “Growth” issues are
often considered risky because their share-prices trade at high price—earnings ratios
compared to other shares in the market.

How Is It Computed? Growth-oriented portfolios traditionally contain stocks
that have higher-than-average sales and growth rates. An investor seeking growth
investments must obtain these or other ratios of growth for the investment he is
reviewing as well as key market benchmark or peer securities.

Example:
5-Year Sales 5-Year Profit
Security Growth Rate Growth Rate
MSL Technology 45% 33%
Old Line Manufacturing 10% 9%
GeeWhiz Growth Fund 33%%* 40%*
S&P 500 18%* 20%%*

*Average

In this example, MSL Technology and the GeeWhiz Growth Fund are the growth
selections. The company, and the companies in the fund, are seeing sales and profits
grow faster than, for example, the averages for the Standard & Poor’s 500-stock index.

Where Is It Found? Many brokerage reports or computerized investment
databases can be used to locate a company’s key ratios and then compare them to
market or industry averages. Another way to find lists of growth stocks is to get
copies of semi-annual reports from growth mutual funds. A growth investor “screens”
out stocks with below-average sales and/or profit growth. For mutual funds,
Morningstar Inc. reports clearly detail average earnings growth ratios for each fund
as well as describe what funds have a growth bias.

How Is It Used for Investment Decisions? Growth investing is a strategy that
calls for the investor to try to buy the “best” companies, often regardless of share
prices. This strategy appeals to many investors because they feel comfortable buying
expanding, profitable companies. In fact, most of the best performing equity mutual
funds, for example, have practiced growth investing.
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Fast-growing companies typically see their share prices grow through a constant
price multiple being applied to their expanding profits—or in the best case, an
increased multiple given by the market to the growing profits.

A Word of Caution: Growth stocks are considered risky because they tend to
trade at above-market price-to-book and price-earnings ratios. This makes them very
susceptible to wide price swings when earnings or sales start to slow down. Like
many other investment disciplines, growth stocks have their cycles of investor popu-
larity and disfavor. When growth stocks are out of favor, investors tend to buy
up “value” or “cyclical” shares that can have below-average price-to-book and/or
price—earnings ratios.

Investors must carefully check the sales and earnings of fast-growing companies.
Is the increase sustainable? Or is it coming from short-lived events such as the sale of
assets or accounting gimmickry? Thus, ratios alone cannot be the only guide to an
investment decision. Only fundamentals, such as management’s abilities, overall
profitability, and industry positioning, should be checked before investing.

Also See: Morningstar Mutual Fund Rankings, Share Price Ratios:
Price—Earnings Ratio (Multiple).

VALUE INVESTING

What Is This Tool? This strategy is associated with buying out-of-favor
stocks. “Value” issues often are perceived to have lower risks because their share
prices already have been discounted compared to other shares in the market.

How Is It Computed? Value-styled portfolios traditionally contain stocks that
have lower-than-average price-to-book ratios and/or price—earnings ratios. An
investor seeking value investments must obtain these or other ratios of value for the
investment he or she is reviewing as well as key market benchmark or peer securities.

Example:
Price-to- Price-earnings

Security book ratio ratio
XYZ Corp. 22 19
Widget Growth Fund 3% 32%
Manufacturing Co. of Iowa 0.8 6

S&P 500 1.9% 16*
*Average

In this example, Manufacturing Company of Iowa’s stock is the value selection.
Its shares are trading not only at a discount to the other choices to buy, it is also at a
discount to averages for the Standard & Poor’s 500-stock index.

Where Is It Found? Many brokerage reports, Barron’s, and computerized
investment databases can be used to locate a company’s key ratios and then compare
them to market or industry averages. A value investor “screens” out above-average or
overpriced issues before making selections. For mutual funds, Morningstar’s fund
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clearly reports detail average price-to-book and price—earnings ratios for each fund
as well as describing what funds have a value bias.

How Is It Used for Investment Decisions? Value investing is a somewhat
contrary art where the investor truly tries to buy low and sell high. In theory, the pur-
chase of value stocks at these lower multiples should reduce the risk of major losses.

However, there may be good reasons for a company’s stock to be valued lower
than its peers’. Factors such as stiff competition, poor management, and heavy debts
could be scaring off investors. These are problems that could eventually severely
damage the company and create large investment losses.

Value investing has its cycle like other investment disciplines. In the late 1980s,
value investors were left way behind the pack when growth-oriented stocks—issues
that tend to trade at high multiples—were investor favorites.

A Word of Caution: Like many other investment disciplines, value stocks
have their cycles of investor popularity and disfavor. When value stocks are out of
favor, investors tend to buy up “growth” shares regardless of their steep, premium
price-to-book, and/or price—earnings ratios.

There are also reasons beyond simple ratios that certain stock prices are
depressed. In some cases, these below-average figures are tipping off investors that
such potential “value” shares are poor investments and that the share price only will
go lower.

Thus, ratios alone cannot be the only guide to an investment decision. Only fun-
damentals, such as management’s abilities, overall profitability, and industry posi-
tioning should be checked before investing.

Also See: Share—Price Ratio: Price Book Value Ratio, Share—Price Ratios:
Price—Earnings Ratio Multiple, Morningstar Mutual Fund Rankings.
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INVESTOR’S BUSINESS DAILY’S
Smart Select™ RATINGS

What Is This Tool? According to Investor’s Business Daily, "SmartSelect™
Corporate Ratings consist of five proprietary evaluations that when used together,
provide one of the most powerful stock selection tools available. These fundamental
and technical ratings are based on the most extensive study conducted on the charac-
teristics of stock market winners."

How Is It Used for Investment Decisions? According to Investor’s Business
Daily, “Companies with high SmartSelect™ Ratings may be prospects for further
research. We suggest you look for stocks with the following minimum ratings:
Earnings Per Share Rating of 80 or higher; Relative Price Strength Rating of 80 or
higher; Industry Group Rating of A; Sales + Profit Margins + Return on Equity
Rating a minimum of B; Accumulation/Distribution Rating a minimum of B.”

How Is It Computed? Investor’s Business Daily’s stock charts include five
proprietary rankings for each stock listed:

Earnings Per Share (EPS) Rating EPS Rating is determined by comparing a company’s two
most recent quarter’s earnings growth rate to the same quarters one year prior. Then, the com-
pany's three to five year annual growth rate is examined. The results are compared to all other
companies in the Investor’s Business Daily database and rated on a scale from 1 to 99, with 99
being the highest. An EPS rating of 99 means the stock is in the top 1% in terms of earnings
and has outperformed 99% of all other stocks.

Relative Price Strength (RS) Rating Relative Price Strength (RS) Rating measures the over-
all price performance of a given stock against the rest of the market. RS Rating is calculated
by comparing a company’s price changes over the past 52 weeks to all other stocks in the mar-
ket. The stock is then assigned a performance rating from 1 to 99. An RS rating of 99 means
the stock has outperformed 99% of all other stocks over the past year.

Industry Group Relative Strength (Grp RS) Rating Industry Group Relative Strength Rating
compares a stock’s industry group price performance over the past six months to Investor’s
Business Daily’s other 196 industry groups. Within this precise breakdown, a stock’s industry
is graded on an A to E scale; an A rating representing an industry that performs among the top
20%; an E, on the other hand, identifying a laggard industry within the bottom 20%.

Sales + Profit Margins + ROE (SMR) Rating A quick way to evaluate a company’s future
earnings potential is to look at the Sales + Profit Margins + ROE (SMR) Rating — SMR
Rating looks at a company’s sales growth over the last three quarters, its before and after tax
profit margins, and its return on equity. SMR Rating ranges from A — E, with A being the best
and representing the top 20% of all companies. The B stocks are in the next 20% and so on.
The E stocks represent the bottom 20% and the lesser quality companies.
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Accumulation/Distribution (Acc/Dis) Rating The fifth proprietary rating, Accumula-
tion/Distribution Rating, evaluates a stock’s price and volume over the past 13 weeks to deter-
mine if a stock is going up in price on high volume (being bought by institutional investors), or
going down in price on high volume (being sold by the institutions).

Where Is It Found? You’ll find these ratings every day, exclusively in
Investor’s Business Daily’s stock tables. A sample is presented in Figure 59.

A Word of Caution: Investor’s Business Daily says, "SmartSelect" Corporate
Ratings are the first step to identifying potential market leaders. IBD Stock Checkup
(found on their Web site at www.investors.com) provides further evaluation of all the
critical fundamental and technical data most affecting a stock’s price. Daily Graphs
and IBD Charts can assist in accurately timing your buys and sells."

Also See:  Beta for a Security, Dividend Yield, Earnings Growth, Price—Earnings
(P/E) Ratio.

© 2000 Investor's Business Daily, Inc. The content contained in this book, Web site and all affiliates of
this company is not endorsed, reviewed by or affiliated with Investor's Business Daily. Investor's Business
Daily and its licensors expressly disclaim any express or implied warranties or representations regarding
the accuracy, completeness, timeliness, or reliability of information, facts, views, opinions or recommen-
dations contained in this publication. Investor's Business Daily shall not be held responsible for any errors,
omissions, or damages arising out of the use of this information. These materials shall not be deemed to
be giving investment advice, or advocating the purchase or sale of any security or investment and nothing
contained herein is to be construed as a recommendation to buy or sell any securities.
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FIGURE 59 (From Investor’s Business Daily, September 20, 2000, p. B8. With permission.)



Tool #61

JAPANESE CANDLESTICK CHARTS

What Is This Tool? Candlestick charts use the same type of data as bar charts
but construct each day’s “candlestick” to emphasize the relationship between the
day’s open and close. They derive their name from the individual chart elements
resembling a candlestick with wicks on other end. The thick bar of the candlestick is
referred to as the real body and is determined by the day’s open and close.

Traditionally in Japan, if the close is higher than the open, the body is colored
red; however, this does not copy well, so it is common to leave it open—white. When
the close is below the open, the body is filled—colored black. It is also common to
refer to white (up) candlesticks as Yang and black (down) candlesticks as Yin.

The lines that extend from the top and bottom of the real body are called the
shadow and represent the day’s high and low trading range.

The close is also a period of great activity as day traders and “weak hands”
unwind their positions. Weak hands refer to those traders who do not have great con-
fidence in their positions and will easily reverse them. During periods of uncertainty,
this will be done before the market closes, because these traders are afraid to suffer
losses while the markets are closed when they cannot trade out of a position.

Patterns and signals from Japanese candlesticks tend to focus on determining
trend reversal points without forecasting the magnitude or price objectives of these
new trends. Some of these signals can be generated from a single day’s candle, while
most require two to three days to develop.

How Is It Computed? Each candlestick unit represents the trading activity for
one time period. The body of the candlestick is defined by the opening and closing
prices of the trading period. The close is above the open if it was higher than the open
and the body of the candlestick is colored white (left empty). The close defines the
bottom of the body if the closing price was below that of the open and the body is col-
ored black (filled). The small vertical lines that extend above and below the body are
called shadows. They represent the high and low trading range for the trading period.

Some patterns change in meaning and name depending upon whether they occur
in an up or a down market. A hanging man in a market top closely resembles the mar-
ket bottom signal of a hammer. Other chart patterns closely resemble Western pat-
terns. The three Buddha’s chart looks like the familiar head and shoulders pattern.
(See Figure 60.)

Where Is It Found? Numerous computer software provide Japanese candle-
stick charts, such as MetaStock (800-882-3040) and Omega Research (800-328-1267).
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FIGURE 60 How the Dow Jones Industrial Average looks on a Japanese candlestick chart.

How Is It Used for Investment Decisions? The futures market is well-suited
to candlestick charting because the open and close are periods of great activity.
Overnight news and rumors help to determine opening price, and often result in an
opening price noticeably different from that of the close. In equity markets, the open-
ing price tends to closely match that of the close unless a dramatic event has occurred
while the markets were closed.

A Word of Caution: Candlestick charts can, however, be used for equities. In
fact, the Japanese use the chart to trade Japanese equities. Some individuals also rec-
ommend candlestick charts to help trade options. There are certain patterns that fore-
cast increases and decreases in market volatility. Such changes in volatility would
impact upon an option’s premium and options traders could establish positions to
benefit from such changes.

Also See: Charting.
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JAPANESE YEN

What Is This Tool? As Japan’s export business has soared, the yen has
become one of the world’s most important currencies. Its relationship to the U.S. dol-
lar is a key to the globe marketplace and is seen as a barometer of Japan’s economic
strength vs. that of the United States.

How Is It Computed? It is typically quoted in newspapers and financial
reports on television and radio in terms of its relationship to the U.S. dollar. If the yen
is at 135, that means that each U.S. dollar buys 135 yen. To figure out what 1 yen
equals in U.S. currency, investors use this formula.

1 yen = $1U.S./Yen-to-dollar rate

Example If $1 buys 135 yen, then 1 yen is equal to $1 divided by 135 or $.00741.

Where Is It Found? Currency rates are listed daily in most major metropoli-
tan newspapers as well as national publications like The New York Times, USA Today,
and The Wall Street Journal, and on computer services such as America Online.

How Is It Used for Investment Decisions? For American investors buying
Japanese securities, the yen’s movement is a key part of the profit potential in the
investment. If the yen rises after an investment in Japanese securities is made, the
value of those stocks or bonds to a U.S. investor will get a boost from the currency.
That is because when the investment is sold, the stronger yen will generate more dol-
lars when the proceeds are converted to U.S. currency. Conversely, a weak yen will
be a negative to a Japanese investment for a U.S. investor.

In some cases, the movement of the yen also can also be viewed as an indicator
of Japanese economic health. A strong yen can signal a buoyant economy, a possible
indication to buy Japanese stocks. The yen’s strength, however, should be verified not
only against the U.S. dollar but against other major currencies.

A Word of Caution: The yen’s strength vs. the dollar can be distorted by pre-
vailing interest rates in each country. For example, a movement by Japan’s central
bank to stimulate the economy by cutting Japanese interest rates (two potential boosts
for stock prices) could also cut the yen’s price vs. the dollar if U.S. rates are stagnant
or rising. This scenario of a falling yen might give an incorrect reading on the poten-
tial for buying Japanese securities.

Widely quoted currency rates are typically for transactions of $1 million or more.
Consumers looking to use such figures to determine currency rates for foreign travel
should expect to get somewhat less favorable exchange rates.

Also See: British Pound, German Deutsche Mark.
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JENSEN’S PERFORMANCE
MEASURE (ALPHA)

What Is This Tool? The Jensen measure called alpha, involves an ordinary
least-squares regression to calculate risk-premium for an asset’s return and the mar-
ket return. A positive alpha means that the asset performed better than the market
(e.g., Standard & Poor’s 500) in risk-adjusted terms. A negative alpha means the
opposite. If alpha is zero there is equality of return between the asset and the market
on a risk-adjusted basis.

How Is It Computed? Jensen’s formula is (r, — r) = a + b (r, — 1)
where

(r; — ry equals risk premium for portfolio i or asset i.
ryequals risk-free rate.

r,, equals market return.

b equals beta coefficient.

a equals Jensen’s performance measure (also termed alpha).
r, equals return on portfolio i or asset i.

The alpha is computed with the ordinary least-squares regression subject to a
sampling error. The alpha may or may not be statistically significant.

Jensen’s alpha may be used to rank the performance of a portfolio when it is
appropriately adjusted. The adjustment involves dividing each asset’s alpha by the
beta coefficient. For example, if assets X and Y are being ranked, use the ratio a/b.

Example: The ABC Fund, T-bills, and the Standard & Poor’s 500 had the fol-
lowing returns over the previous five years.

ABC Fund T-Bills S&P 500
Year % Return % Return % Return
19X5 9 3 6
19X6 —4 8 -3
19X7 12 4 8
19X8 10 3 6
19X9 16 6 12
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The alpha and beta coefficients for ABC Fund over the five-year period can be com-
puted as follows. The following model of the ordinary least-squares regression is used.
(r, — rf) =a+ b(r, — rf)
The variables for the regression in risk-premium terms are

Y variable equals (r, — r)).
X variable equal (r,, — r)).

The following equation should be computed:

Y=a+ bX

a=Y —bX
where _

Y =2Yn

X =3X/n

b= n2XY — SX)(2Y)

X’ — (3X)
r r r,
ABC Fund T-Bills S&P 500 (r,—r) (r,—r)
Year % Return % Return % Return X Y XY x?
19X5 9 3 6 3 6 18 9
19X6 —4 8 -3 —11 —-12 132 121
19X7 12 4 8 4 8 32 16
19X8 10 3 6 3 7 21 9
19X9 16 6 12 6 10 60 36
5 19 263 191

Substitute these values into the formula for b first.

p = 1EXY — GX)EY) _ (5)263) — (5)(19) _ 1220 _ | 315
2 2 2 .
nEX'— 3X (5)(191) — (5) 930

a=7Y —bX = (19/5) — (1.311)(5/1) = 3.8 — (1.311)(1) = 2.488
Because of the positive alpha (a = 2.49), the ABC Fund performed better than

the market in risk-adjusted terms for the time period involved.
Note: Using Excel regression yields the following

Summary Output
Coefficients

Intercept 248817204 < a
X 1.31182796 « b
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Example: An investor invests in the following stocks whose alpha and beta
coefficients follow.

Stocks a (alpha) b (beta)
DEF Company 1.10% 0.80
LMN Company 1.30% 1.20
PQR Company 1.05% 0.90

The stocks would be ranked in performance by the Jensen measure when a
(alpha) was divided by b (beta) as follows:

DEF = 1.10%/0.8 = 1.375% (second)
LMN = 1.30%/1.20 = 1.083% (third)
PQR = 1.05%/0.90 = 1.676 (first)

The positive values for Jensen’s alpha reflect an underpricing of the security and,
thus, an investment is financially attractive on a risk-adjusted basis.

Where Is It Found? The measure is found in Morningstar Inc. mutual fund
publications. Investors may compute it themselves based on information extracted
from financial publications including Barron’s and The Wall Street Journal.

How Is It Used for Investment Decisions? The Jensen formula can be used
to appraise the performance of a portfolio or asset.

Funds with positive and statistically significant alpha values can be said to out-
perform the market. On the other hand, funds with negative and statistically signifi-
cant alpha values can be said to underperform the market. Funds with alphas not
significantly different from zero perform equal to the market.

A Word of Caution: Measure is restricted to investors with some mathemati-
cal abilities.

Also See: Mutual Funds: Alpha for a Mutual Fund.



Tool #64

LIPPER MUTUAL FUND INDEXES

What Are These Tools? These are daily benchmarks for stock mutual funds
compiled by Lipper Analytical Services of New Jersey. These indexes show the value
(or lack thereof) of various mutual fund portfolios.

How Are They Computed? Each member fund contributes an equal weight-
ing to its respective index. As of November 1998, Lipper compiled 61 fund indexes
in four broad categories.

* General equity, including growth and S&P 500 index funds (8 indexes).

* Specialized equity, including utility and international funds (12 indexes).

* Other equity, including convertible securities and balanced funds (5 indexes).
* Fixed income, including Treasury, corporate, and muni-bond funds (36 indexes).

Where Are They Found? Daily readings of these indexes are in some news-
papers. A weekly summation is found in Barron’s. (See Figure 61.)

How Are They Used for Investment Decisions? The indexes give investors a
reading of how mutual fund managers are faring, especially when their results are
compared to broad market indexes. Using the indexes, an investor also can gauge how
his mutual fund, or his own portfolio, is faring against a “batting average” of top-paid
professionals.

The index also can be used as a benchmark for growth-oriented stocks, issues of
companies that display above average potential for rising sales and profits. When this
index is outpacing a more cyclical index like the Dow Jones Industrial Average, it can
be viewed as a signal that investor sentiment is turning toward growth issues.

A Word of Caution: Many mutual fund managers use various management
styles even within a single portfolio or turn to cash in particularly rough markets. In
some cases, the fact that a Lipper index outperforms the Dow Industrials may not be
a sign of a certain style’s strength. For example, it could be that skittish managers are
holding large amounts of money out of a falling market.

Also See: Lipper Mutual Fund Rankings.
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Lipper fund indexes
Total return?!

Type of Lipper index Thurs.4 weeks 2000
Balanced 0.7% 3.4% 6.0%
Emerging market 0.1% 1.7% -124%
Equity income 0.7% 3.6% 4.1%
Gold 1.2% 6.0% -14.7%
International 0.1% 34% -57%
Science & technology 24% 160% 18.8%
Large-cap core 1.1% 5.6% 72%
Large-cap growth 1.5% 8.0% 6.7%
Large-cap value 0.8% 3.8% 3.2%
Midcap growth 26% 161%  13.1%
Midcap value 0.6% 52% 9.3%
Multi-cap growth 1.7% 99% 153%
Multi-cap value 0.7% 4.4% 6.4%
Small-cap growth 1.5%  11.3% 156%
Small-cap value 0.6% 56% 125%
1 - Capiral gains and dividends reinvested Source: Lipper

FIGURE 61 How a newspaper tracks Lipper mutual fund indexes. (Copyright 2000, USA
TODAY. Reprinted with permission.)
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LIPPER MUTUAL FUND RANKINGS

What Are These Tools? These are widely watched measures of how mutual
funds perform against each other, both on an industrywide and peer-group basis, as
compiled by Lipper Analytical Services of New Jersey. Lipper issues reports weekly,
monthly, and quarterly. Its long-term rankings with track records of 1 to 15 years are
the most quoted.

How Are They Computed? Lipper tracks more than 8000 funds: stock funds,
bond funds, and money markets. The Lipper rankings are based strictly on total
return, which is price appreciation or depreciation plus dividends paid out. No further
analysis is done. That is unlike rankings by Morningstar Inc. that consider funds for
both return, consistency of that return, and risk taking. Lipper then splits funds into
various categories that range from broad ones (stocks, bonds, money funds) to
extremely narrow ones (international stock funds by specific country).

Where Are They Found? Lipper results are the basis for many newspapers’
weekly and quarterly coverage of the fund industry. Every business day, The Wall
Street Journal uses Lipper data to highlight the best and worst funds in a specific fund
category. Lipper’s report on the quarterly performance of stock funds is issued within
a week of a quarter’s end and gets nationwide media coverage. The Lipper perfor-
mance numbers also frequently appear in mutual fund advertising. (See Figure 62.)

How Are They Used for Investment Decisions? The Lipper numbers often
are used to rate one mutual fund against another. Investors can compare their funds
to its peers for total return performance.

There are also the often discussed Lipper industrywide rankings which, for
example, propelled Peter Lynch of Fidelity Investments into prominence. During his
15-year tenure on the Fidelity Magellan Fund, no fund manager beat Lynch’s total
return figures as compiled by Lipper.

Lipper’s fund category rankings can help investors who want to invest in narrow
sector funds that limit assets to one industry or country. Groups with rising perfor-
mance figures could be an investment while a category taking on losses could be ripe
for selling.

A Word of Caution: Experts suggest that investors look at long-term track
records of 5 years or more when choosing among funds. They also advise that past
performance figures like Lipper’s are no indication of what the future may bring.

Also See:  Morningstar Mutual Fund Rankings.
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H BEST OF THE BUNCH

This exclusive feature of The Orange County Register allows you to survey 45 afmuhalfundsandhad&ﬂuwmtnppeﬂmmg
funds during three time periods ended last & dml M!f Ena | Services. Performance is based on total return —
pmecharﬂmdmdend , Footnotes: mno-loadfund.rredempbm &mmmfae:pemden'lpﬂonanddmwﬁonfem:w
dividend. INFORMATION: F wimmmmihmmmg- bul@ppears ycalling

1'.833]219-?0440!&#@@2023209 or to download immediately, visit ocregister.funddub.com. | bleto U.S. ad-
y and will by y via first-class mail, subject to availability. Sponsored by mepatmgfund;

U.S. stock funds

| Best fund Pel. | Best fund Pel. ! Best fund Pel.
Objective ! last 3 months gain | last 12 months gain | last 3 years gain
Bold (AB): Precious metal : Invesco: Gold np +4.3% i First Eagle SoGen: Gold +76% : Franklin Class A: GoldPrM A -29.0%
investments | Scudder Funds: #Gold n +2.7% . Fidelity Selects: Gold r +5.6% | Oppenheimer A: Gold p -30.7%
Equity lncome (EI): | 56 Cowen Funds: IncGrA px +225% | AmSouth Fds Trust: Equitylne  +25.5% h Parnassus Funds: Eqtyinco n +69.0%
Income-producing stocks : MFS Funds A: EqtylncA p +H7.71% ' Rockhaven Fds: Fund p +25.4% ; AmSouth Fds A: Eqincome +61.6%
Health/Blotech (B} ! Fidelity Selects: MedDel r +246% ' Dresdner RCM: BiotechN p ~ +230.3% : Fidelity Selects: Biotech r $2271%
Medical stocks 1 Vanguard Fds: HithCare n +17.5% | Franklin Class A: BioDisAp ~ +182.1% | Dresdner RCM: GlobHith p +164.4%
Large-Cap (LC): Varied, big + Van Kamp Funds A Exchfd  +13.4% | Whitehall Funds: #Growth 56.6% | Whitehall Funds: #Growth  +146.1%
LS. companies | SEI Portfolios: CapApA n +12.5% | SunAmerica Focus: FocusAp  +45.8% | BNY Hamilton Instit: LgCapGth n +107.0%
Large-Cap Growth (LBk | Oak Assoc Fds: WhiteakGn  +13.2% | Berkshire Funds: Focus +168.3% | PBHG Funds: LrgCap20 +333.5%
Big, growing U.S. firms : WPStewGr +10.6% ' PBHG Funds: LrgCap20 +113.5% 1 Rydex Investor: OTC n +285.2%
Large-Cap Valwe (W) B, | Fdelty Advisor : DNVGr +15.3% | ARK Funds: BlueChipEg) +23.5% | ARK Funds: BlueChipEg! +86.1%

out-of-favor U.S. firms Fidelity Advisor A: DivGrowthA  +15.2% | ARK Funds: BlueChEgA p 423.3% | ARK Funds: BlueChEgh p +85.2%

FIGURE 62 How a newspaper uses Lipper mutual fund rankings. (From Orange County
Register (CA), June 18, 2000, p. 5. With permission.)
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MISERY INDEX

What Is This Tool? This is an index that tracks economic conditions includ-
ing inflation and unemployment. It was particularly referred to in the economically
depressed period of 1977 through 1981 in the United States. The inflation rate was in
the double digits at that time.

How Is It Computed? The Misery Index equals inflation rate plus unemploy-
ment rate plus the prime rate.

Where Is It Found? Information needed to compile this index is found in
most newspapers and business magazines but may be easiest to locate in computer
databases like America Online, where old news stories are often simple to find.

How Is It Used for Investment Decisions? The index typically is negatively
correlated to the current condition of the stock market.

A Word of Caution: The misery index is not useful in predicting future stock
prices.
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MOMENTUM GAUGES

OSCILLATORS

What Are These Tools? Oscillators are an internal measure (strength) of
momentum. They are used to measure a price index by looking at the rate of change
(ROC). They are a short- to intermediate-term breadth indicator. This technical analy-
sis method is used to obtain historical comparative information. Oscillators reflect
movements of similar proportion in the same way. An example of a momentum oscil-
lator is the advance—decline line.

How Are They Computed? Momentum is measured by computing the rate of
change in a market average or index over a prescribed time period. It is calculated by
subtracting a 39-day exponential moving average of the net difference between the num-
ber of advancing issues and the number of declining issues from a 19-day exponential
moving average of the net difference between the number of advancing issues and the
number of declining issues. New York Stock Exchange data is used in the calculation.

Example: To construct an index measuring a 26-week rate of change, the cur-
rent price is divided by the price 25 weeks ago. If the current price is 150 and the price
25 weeks ago was 160, the rate of change (momentum index) is 93.8 (150/160). The
next reading in the index would be determined by dividing next week’s price by the
price 24 weeks ago.

Where Are They Found? Oscillators are found in brokerage research reports
prepared by technical analysts.

How Are They Used for Investment Decisions? Oscillators can show the
rhythm in price movement, which could aid the investor in determining the degree of
momentum associated with stocks. Are stocks in a down or an up cycle? Strength in
stock price is a bullish indication while weakness in stock prices is a bearish sign.

The oscillator signals when the market is overbought or oversold. The oscillator
typically reaches an extreme reading prior to a change in the trend of stock prices.

The bear market selling climax is indicated by an oscillator reading of approxi-
mately —150. A surge of buying activity, implying an overbought condition, is sig-
naled by an oscillator reading above 100.

The oscillator normally passes through zero near market tops and bottoms. When
the oscillator goes from below to above zero, it is considered bullish for stock prices.
On the other hand, when it goes from above to below zero, it is interpreted as bearish
for the stock market.

Also See: Momentum Gauges: Summation Index.
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RELATIVE STRENGTH ANALYSIS

What Is This Tool? Relative strength is the price performance of a company’s
stock compared to the price performance of an overall market and/or industry index,
In addition, the investor can compare how the performance of the stocks within an
industry has done relative to the overall market. Market indexes that might be used
are the Dow Jones Industrial Average, Standard & Poor’s 500, and New York Stock
Exchange Composite. Relative strength is an approach used in technical investment
analysis by chartists.

How Is It Computed? Relative strength for a company’s stock may be com-
puted using one or both of the following ratios:

Monthly average stock price
Monthly average market index

or

Monthly average stock price
Monthly average industry group index

An increase in these ratios means that the company’s stock is performing better
than the overall market or industry. This is a positive sign. A relative strength index
(RSI) also may be computed for a security as follows.

RSI = 100 — 100
1 + RS

where

RS = 14-day average of up closing prices
14-day average of down closing prices

Relative strength for an industry also may be determined as

Specific industry group price index
Total market index

An increasing ratio indicates that the industry is outperforming the market.

Where Is It Found? Brokerage research reports, Value Line Investment
Survey, and new stock reports from Morningstar Inc. may provide relative strength
information on companies and industries. Investors also may compute the monthly
average price of a company’s stock and that of a market index by referring to price
quotations in newspapers.

How Is It Used and Applied? Relative strength is an approach that helps the
investor determine the quality of a price trend of an index or stock by comparing it
with the trend in another index or stock. If there is an improvement in relative strength
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after a drastic decline, this is an indicator of strength. If there is a deterioration in rel-
ative strength after a prolonged increase in price, weakness exists.

An industry index (e.g., utilities) may historically lead an overall market index
(e.g., Dow Jones Industrial Average) so that a change in that industry index may infer
a future change in the overall market index. A graph may be prepared charting these
indexes relative to one another. (See Figure 63.)

How Is It Used for Investment Decisions? The investor can evaluate relative
strength to predict individual stock prices. If a stock or industry group outperforms
the market as a whole, the investor should view that stock or industry positively. The
presumption is that strong stocks or groups will become even stronger.

A high relative strength index for a security (stock or bond) or commodity indi-
cates an overbought situation while a low RSI indicates an oversold environment.

A Word of Caution: A distinction must be made between relative strength in
a contracting market and relative strength in an expanding market. When a stock out-
performs a major stock average in an advance, it possibly may soon turn around, but
when the stock outperforms the rest of the market in a decline, the stock will likely
remain strong.

Relative Strength for Stocks

1-Year 1-Year
Company Name Ticker Exchange Total Return Relative Strength
Yahoo! YHOO NASDAQ 497% 397
Amazon.com AMZN NASDAQ 315% 245
America Online AOL NYSE 231% 175
Dell Computer DELL NASDAQ 227% 172
Lycos LCOS NASDAQ 211% 159
Excite XCIT NASDAQ 209% 157
Infoseek SEEK NASDAQ 179% 132
EMC EMC NYSE 130% 91
Apple Computer AAPL NASDAQ 118% 81
‘Wal-Mart Stores WMT NYSE 98% 64
Lucent Technologies LU NYSE 95% 62
Gateway 2000 GTW NYSE 92% 60
Ford Motor F NYSE 95% 56
Staples SPLS NASDAQ 86% 55
Tele-Communications A TCOMA NASDAQ 84% 53
Comcast CMCSK NASDAQ 80% 49
Ascend Communications ASND NASDAQ 79% 49
Novell NOVL NASDAQ 76% 47
Cisco Systems CSCO NASDAQ 73% 44
Sun Microsystems SUNW NASDAQ 70% 42

FIGURE 63 A look at the highest 1-year relative strength figures and the total return (price
appreciation plus dividends, if any) for actively traded stocks (average daily volume of 2 mil-
lion or more) for the year ended October 31, 1998.
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SUMMATION INDEX

What Is This Tool? The McClellan Summation Index is simply a cumulative
total of the McClellan Oscillator. It is used for interpreting intermediate- to long-term
moves in the stock market.

How Is It Computed? This is simply a cumulative total of the McClellan
Oscillator.

Where Is It Found? It is frequently reported on the cable TV network CNBC.

How Is It Used for Investment Decisions? Similar to the McClellan
Oscillator, the McClellan Summation Index gives buy and sell signals. When it
crosses zero, it is considered bullish for stock prices. When it crosses from above to
below zero, it is interpreted as a bearish sign for the stock market.

A Word of Caution: This index reading is far from an exact science.

Also See: Momentum Gauges: Oscillator.

“WALL STREET WEEK” TECHNICAL MARKET INDEX

What Is This Tool? This index is based on a survey of 10 technical investment
analysis methods. These technical indicators include financial conditions, market
activity, investor behavior, insider purchases, calls and puts, and monetary policy.
The index is used to substantiate an upward or downward trend in the stock market.
Fundamental analysis is not taken into account.

How Is It Computed? This measure is based on assigning +1 for a bullish
characteristic, —1 for a bearish situation, and O for no effect for each of the 10 tech-
nical indicators. The ratings are then added to obtain a total. The 10 indicators in the
index are

1. Market Breadth—a moving average for 10 days for the net effect of
advancing issues relative to declining issues.

2. Put/Call Options Premium—a ratio of premium on put options to pre-
mium on call options.

3. Arms Short-Term Trading Index—an advance—decline ratio of “Big
Board” stocks shown by the rate of volume increasing to volume decreas-
ing.

4. Insider Buy—Sell Ratio—a ratio of insider buys to insider sells.

5. Low-Price Activity Percentage—the volume of low-priced “risky” securi-
ties to the volume of high-quality stocks.

6. Bearish Sentiment Index—an indicator of how investment newsletters per-
ceive the future condition of the stock market. It is determined by
Investor’s Intelligence.

7. DJIA Momentum Ratio—the difference between the closing DJIA and the
average DJIA for 30 days.

8. NYSE High—Low Index—the number of stocks accomplishing new highs
relative to those reaching new lows over the previous 10 trading days
applied on a daily basis.
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9. NYSE Securities at Market Prices above 10-Week and 30-Week Moving
Averages—the percentage of stocks selling above their 10-week and 30-
week highs.

10. Ratio of Ending Prices on Fed Funds to the Discount Rate—when the
Federal Reserve Board tightens the money supply, the rate of Fed
increases relative to the discount rate. This is because the Federal Reserve
Board is charging a higher rate between member banks and a lower rate
(discount rate) is being charged by the Federal Reserve for member banks
to borrow from the Federal Reserve.

The upper and lower limits for the Wall Street Week Technical Market Index
is + 10 to —10. A reading of + 1 to —1 is neutral. A reading of +5 or more is a buy
signal while a reading of —35 is a sell signal.

Where Is It Found? The index is found in Futures and Investor’s Analysis
[505-820-2737] (published by Robert Nurock) magazine.

How Is It Used for Investment Decisions? The index indicates, from a tech-
nical standpoint, whether the bottom or top is indicated. At market bottom, there is a
buy indicator while at market top there is a sell indicator. For example, at the market
bottom stock prices are expected to increase.
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MORGAN STANLEY EAFE INDEX

What Is This Tool? The Morgan Stanley Europe, Asia, and Far East Index is
considered the key “rest-of-the-world” index for U.S. investors, much as the Dow
Jones Industrial Average is for the American market. The index is used as a guide to
see how U.S. shares are faring against other markets around the globe. It also serves
as a performance benchmark for international mutual funds that hold non-U.S. assets.

Morgan Stanley also compiles indexes for most of the world’s major stock mar-
kets as well as for many smaller, so-called “emerging” markets. In addition, there are
Morgan Stanley indexes for each continent and the entire globe.

How Is It Computed? First, Morgan Stanley has created its own indexes for
18 major foreign markets. To make the EAFE Index, those country indexes are
weighted to reflect the total market capitalization of each country’s markets as a share
in the world market.

The index is quoted two ways: one in local currencies and a second in the U.S.
dollar. This shows how American investors would fare addressing both share price
and currency fluctuations.

Where Is It Found? The EAFE Index can be found in newspapers such as
Barron’s.

How Is It Used for Investment Decisions? The EAFE index can be used by
investors to gauge the proper exposure to foreign investments. Historically, foreign
shares have produced slightly better results than U.S. issues, particularly in the past
two decades because the American economy has matured and overseas industries are
now the fastest growing.

When the EAFE Index is performing better than the U.S. markets, it may be time
for investors to shift money overseas. Conversely, when U.S. market indexes are
doing better than the EAFE Index, a shift away from foreign assets may be in order.

A Word of Caution: Currency fluctuations can play a major part of any over-
seas investment. A rising EAFE may be more a reflection of a weak U.S. dollar
than improving foreign economies or strong opportunities in overseas stocks. (See
Figure 64.)

Also See: FTSE 100, Frankfurt Dax Index, Nikkei Stock Index.
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Other MSCI Foreign Stock Indexes

* MSCI World Index—market value-weighted equity index of over 1500
company issues traded in 22 world markets.

* MSCI Emerging Markets Free Index—market value-weighted barometer of
over 850 company issues traded in 22 world markets.

* MSCI Emerging Markets Free/Latin America Index—market value-
weighted barometer of approximately 170 company issues traded in 7 Latin
American markets.

* MSCI Europe Index—market value-weighted barometer of over 550 com-
pany issues traded in 14 European markets.

* MSCI Far East excluding Japan Free Index—market value-weighted
barometer of over 450 company issues traded in 8 Asian markets, exclud-
ing Japan.

* MSCI France Index—unmanaged index of over 75 foreign stock prices,
converted into U.S. dollars, assuming reinvestment of all dividends paid.

* MSCI Germany Index—unmanaged index of over 75 foreign stock prices,
converted into U.S. dollars, assuming reinvestment of all dividends.

* MSCI Hong Kong Index—unmanaged index of over 38 foreign stock
prices, converted into U.S. dollars, assuming reinvestment of all dividends
paid.

* MSCI Japan Index—unmanaged index of over 317 foreign stock prices,
converted into U.S. dollars, assuming reinvestment of all dividends paid.

* MSCI Nordic Countries Free Index—unmanaged index of over 95 foreign
stock prices, converted into U.S. dollars, assuming reinvestment of all div-
idends.

* MSCI Pacific Index—market value weighted barometer of over 400 com-
pany issues traded in 6 Pacific-region markets.

* MSCI United Kingdom Index—unmanaged index of over 143 foreign stock
prices, converted into U.S. dollars, assuming reinvestment of all dividends
paid.

FIGURE 64 Morgan Stanley Capital International, which tracks the widely quoted
EAFE Index tracking non-American shares, has other global stock indexes as well.
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MORNINGSTAR MUTUAL
FUND RANKINGS

What Are These Tools? A risk measurement system for comparing more than
2000 mutual funds’ long-term performance is available from Chicago-based
Morningstar Inc. The system rates stock and bond funds from five stars (the best) to
one star (the worst). In some cases, funds are unrated.

How Are They Computed? Morningstar uses a proprietary system that mea-
sures a mutual fund’s price and dividend performance as well as the risks taken by
the fund management to get those results.

The rankings are then made from comparing a fund both in its own category and
against the industry as a whole. Thus, the best performing fund in a category that has
been in weak market sector might get only two or three stars.

As of 1999, Morningstar assigns the top 10 percent of an asset class (interna-
tional equity, domestic equity, taxable bond, or municipal bond) with 5 stars (high-
est). Those falling in the next 22.5 percent receive 4 stars (above average); a place in
the middle 35 percent earns 3 stars (neutral); those in the next 22.5 percent, receive 2
stars (below average); and the bottom 10 percent receive get 1 star (lowest).

Morningstar, also, now offers so-called “style reviews” of funds, putting them in
one of nine categories designated by what they own, not what their marketing depart-
ment says the fund is.

The nine categories, called “style boxes,” for stock funds combine both a fund’s
investment methodology and the size of the companies in which it invests. The nine
categories are small cap, medium cap, or large cap each divided into growth, value,
or blend slices.

The equity style box measures the size of the companies held in a fund’s portfo-
lio by median market capitalization and classifies funds as small cap, medium cap, or
large cap.

A small-cap fund’s median market capitalization must be less than $1 billion;
median market caps, $1 billion to $5 billion; median market caps greater than $5 bil-
lion are classified as large cap.

To track “investment methodologies,” Morningstar divides the average price-to-
earnings ratio and price-to-book ratios of a fund by those of the S&P 500 and adds
the results. Funds with a total less than 1.75 are classified as value-oriented; blend-
oriented funds have a total between 1.75 and 2.25; and growth-oriented funds are
greater than 2.25. (The S&P 500’s sum is 2.00.)
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For bond funds, the nine style categories are sliced by maturity (short-term,
intermediate-term, and long-term) and credit-quality (high, medium, and low) to pro-
vide a snapshot of risk. So, a fixed-income fund in the short maturity/high quality
style should be among the safest while funds in the long maturity/low quality style
would be the riskiest. (See Figure 65.)

Where Are They Found? Morningstar sells it rating service, Morningstar
Mutual Funds, to the public in a print or computerized compact disc version. Some of
the analysis is also contained on its web site in the Internet at www.morningstar.com.
The printed version is sold in a loose-leaf book style much like Value Line’s well-
known rankings of individual stocks. The service updates each of its 10 parts every
6 months by issuing new reports on a rotating basis approximately twice a month.
Morningstar rankings are also often discussed in the newspaper and magazine accounts
of the funds industry. They are the basis for The Los Angeles Times’ quarterly fund
report.

How Are They Used for Investment Decisions? When choosing among
mutual funds, investors can use Morningstar rankings to find potentially better-per-
forming investments. Many brokerages and financial planning firms limit their
clients’ investments to 5-star and 4-star funds.

However, choosing a 5-star fund over a 3-star fund is not always the correct
choice. For one, Morningstar’s rankings reflect past performance and that often slants
the reviews toward funds with recently successful investment styles.

In addition, within each category (notably a poorly performing sector) the high-
est rated fund may have succeeded by limiting its exposure to certain risks. If an
investor believed that an out-of-favor market sector was ready to return, he might
want to buy a fund with a lower rating that was more fully invested in that sector.

A Word of Caution: Before buying or selling a fund, investors should consult
other fund-watching sources. Business Week, Forbes, and Money magazines all print
periodic analyses of individual funds as do many newsletters and newspapers. (See
Figure 66.)

Also See: Lipper Mutual Fund Rankings.
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1] 2
415

FIGURE 65 Morningstar Style Boxes. Here is how Morningstar’s “style reviews” are put in
an easy-to-track grid.

Advanced Analytics Faga 1ol 1 Relaase Date: 09-30-1994
Fidelit\! Magellan Rating Net assets Morningstar Category
Release Date: 09-30-1998 Kok ok $65882.0 mil Large Blend

Trailing-Time-Period Performance

Y S¥r  10Yr 15Yr  Load-Adjusted Return %
YID 1Mo 3Mo  12Mo, Annled  Analed  Annlzd  Annled  as of 09-30-98

Total Return % as of 09-30-98 503 605 -11.05 461 1353 1474 1735 1707 12Mo 147
+/- SEP 500 098 036 -1.12 445 907 516 007 065 5Yr 14.04
-+/- Wil Large Blend 053 063 -076 415 -818 378 065 129 10Yr 17.00
% Rank within Category 46 89 70 9 2 Inception =

1 = Best 100 = Worst

Calendar-Year Performance 1988 { 9 : 94 1995 1996

Total Return % 2277 3458 451 4103 702 2466 -1.81 3682 1169 2659 5.03
-+/- S&P 500 616 290 -1.39 1055 -060 1460 -313 071 -11.26 -6.76 -0.88
+/- Wil Large Blend 557 316 -043 BS56 -1.18 1492 054 -084 -986 671 -053
Family: Fidelity Group Ticker: FMAGK Front-End Load: 3.00%

Inception:  05-1963 Min Init Purchase: Closed Deferred Load:  0.00%

Manager;  Stansky, Robert E. Min IRA: Closed 12b-1 Fee: 0.00%

Tenure: 2 Years Min Auto Inv Plan: Closed Expense Ratio:  0.61%

Telephone: 800-544-8888 Purchase Constraints:  Cf NAV: 97.52

Obiective  Growth

FIGURE 66A Here’s how parts of Morningstar reports look.
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Advanced Analytics Page 10f1 Release Date: 09-30-19968
PIMCo Total Return Instl Rating Net Assets Mormingstar Category
Release Date:09-30-1999 kokkhok  $18499.9 mil Intermediate-term Bond
Investment Approach
Portfolio felative  Relative  Composition % of assels Regional Expasure
Equity Styla Equity Portfolio Statistics Avg Index Category  as of 06-30-98 % of non-cash assets
Value Bland Growth Price/Eamings Ratio - - — Cash 164 U.S &Canada —
i PricefCash How — — — 1.5, Stocks 0.0  Europe e
Price/Book Ratio —_ — — Non-U.S. Stocks 0.0 Japan —
Medium 3 Yr Earnings Growth % — — —  Bonds 82.8 Latin America -
smal Med Market Cap ($mil) — — —  Other 0.7 Pacific Rim —
Other —
Fixed-income Style Foed-Incoma Portfolio Statistics Credit Analysis as of 06-30-98
Shart It Long Avg Eff Mat/Duration 11,3 Yrs/5.0 Yrs Pl
T Vigh Mwvg Weighted Coupon  6.80 e
N Avg Weighted Price 101.00 U.S. Government/Agency 39.00
Medium  Avg Credit Duality AA AMA 20.00
AA 4.00
Low A 21.00
BBA 8.00
Ba 8.00
Tumover Rate 173% B 0.00
Assets in Top 10 Holdings % 41.38 Below B 0.00
Total Number of Holdings 2612 Not Rated/Not Available 0.00

FIGURE 66B Here’s how parts of Morningstar reports look.
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MORTGAGE RATES

WEEKLY AVERAGE

What Are These Tools? These are a national average of interest rates offered
on mortgages—both 30-year fixed and starting rates for 30-year adjustable loans that
vary once a year—from surveys by the Federal National Mortgage Association, also
known as Fannie Mae, and the Federal Home Mortgage Corporation, or Freddie Mac.

How Are They Computed? Fannie Mae and Freddie Mac poll major lenders
nationwide and compile an average for these two key mortgage products.

Where Are They Found? The two agencies release the information every
Thursday and Friday, and short stories about it appear in major daily newspapers. It
is also found in the statistical tables of Barron’s.

How Are They Used for Investment Decisions? For those shopping for a
mortgage, the averages can be reviewed to see how available loans compare.
Movements in the weekly average can help loan shoppers decide when to lock in a
rate on a new mortgage. (See Figure 67.)

In the big picture, mortgage rates are often seen as a good indicator of the hous-
ing industry. Falling rates can be a boost to home building, a key element of any eco-
nomic recovery. However, low mortgage rates do not guarantee a pickup in home
sales or building activity. One group that clearly will benefit from falling rates is
lenders, who also can profit from mortgage refinancings.

Also See: Interest Rates: 30-Year Treasury Bonds.

ADJUSTABLE LOAN BENCHMARKS

What Are These Tools? Various indexes serve as the base rate for variable
mortgages. Indexes are selected by the borrower when the loan is made. Typically,
lenders determine monthly payments by charging between 2 percentage points and 4
percentage points above the indexes.

How Are They Computed? The indexes come from a variety of sources. One
widely used is an odd average known as the 11th District Cost of Funds Index. This
monthly index, compiled by the Federal Home Loan Bank of San Francisco, tracks
monthly costs of deposits at savings and loans in California, Nevada, and Arizona.

Other popular benchmarks are figures compiled by the Federal Reserve known
as constant maturity averages for various U.S. Treasury issue maturities. They are
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» 30-year adjustable (conforming)

Start Down Points APR Max. Lock Init -
Institution Phone rate’% pmt% % % Samt days Index Margin Adj CAPS

Bank of America 800-843-2632 5250 20 0000 7.668 252700 60 1TA 2000 3M 1M 0.00/6.63
FirstFederal CA 8006724332 3950 20 1000 7779 252700 60 11D 2600 1M 1M 0.00/8.00
CalFedlending 8002253337 5250 20 0000 7790 252,700 30 1A 2125 3M 1M 0.006563
World Savings 8003334193 4750 20 1000 7.857 252700 45 11D 2650 1M 1M 0.007.20
CPFFBank&Trust 8887335465 4000 20 1000 7.983 252700 45 1TA 2250 3M 1M 0.00/6.00

Countrywide 800-877-5626 3375 20 1.000 8.013 252,700 45 11D 2875 3M 1M 0.00/9.38

» 30-year adjustable (jumbo)
Start Down Points APR Max. Lock Init 5
Institution Phone rate%s pmt% % % Samt days Index Margin Adj m CAPS

~ BankofAmerica 800-8432632 5250 20 0000 7.678 750,000 60 1TA 2000 3M 1M 000663
FirstFederal CA  800-6724332 3950 20 1000 7780 1,000,000 60 11D 2600 1M 1M 0.00/%8.00
Cal Fed Lending  800-2253337 5250 30 0.000 7801 1,000,000 30 1TA 2125 3M 1M 0.00/6.63
WorldSavings 8003334193 4750 20 1.000 7.857 600,000 45 11D 2650 1M 1M 0.007.20
PFFBank &Trust 8887335465 4000 20 1000 8005 650,000 45 17A 2250 3M 1M 0.00/6.00
Downey Savings  800-348-5931 3850 20 0250 8049 600,000 30 11D 2950 1M 1M 0.00/6.10

FIGURE 67 How a newspaper tracks mortgage rates. (From Orange County Register (CA),
June 18, 2000, p. 5. With permission.)

reported weekly. Another benchmark is the London Interbank Offered Rate or
LIBOR. It is reported daily and reflects what the world’s bankers charge one another
for money.

Where Are They Found? Many newspapers’ business or real estate sections
such as The Dallas Morning News, The Los Angeles Times, The New York Times, and
Orange County Register, now track the more widely used benchmarks weekly. Major
adjustable loan lenders can also be contacted directly for periodic updates on the
indexes. (See Figure 68.)

How Are They Used for Investment Decisions? A borrower considering an
adjustable loan must juggle several factors, notably which index to choose.

History shows that no one index stands out as the best for the consumer. The 11th
District index is known for its slow change while Treasury or LIBOR benchmarks can
be more volatile. Movements of these benchmarks can show how fat—or stretched—
the homeowner’s wallet is. That is not a bad economic indicator.

Also, mutual funds that concentrate on buying securities backed by adjustable
rate mortgages are lower-risk alternatives to money market mutual funds and savings
accounts. Trends in these benchmarks would show up in the yields of such funds just
a few months in the future.
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11th Dist Cost
of Funds (11D) (400)-5.078% (3/00)-5.002% (499)-4.490%

1-year Treas. (1TS) ]
(wkly avg. yield-CMT)  6.23% 6.30% 5.12%

Six-month LIBOR (6LB)  6.960% 6.980% 5.375%

Federal Nat'l Mtg. Assoc.
(par, 30-yr fixed,30day)  8.25% 8.32% 7.68%

FIGURE 68 Here’s a look at how mortgage benchmarks appear in a newspaper. (From
Orange County Register (CA), June 18, 2000, p. 5. With permission.)
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MOST ACTIVE ISSUES

What Is This Tool? The most active issues are the stocks that have the largest
share volume for the trading period, usually daily. They are listed in the order of
shares traded. Active stocks typically reflect the activity of institutional investors, but
a diminutive-yet-popular issue—Ilike Internet-related issues in 1998—can crack the
list based on heavy small investor activity.

How Is It Determined? A tabulation is made of the stocks of each market in
terms of trading volume based on the number of shares that changed ownership.

Where Is It Found? Statistics on the most active stocks are published in
the financial press on both a daily and weekly basis. For example, The New York
Times lists the most active issues for the trading day on the NYSE, AMEX, and
NASDAQ markets. It lists the volume, last price, and change. Barron’s lists the
high—low-last prices and change. America Online and other online computer data-
base services list the most active issues on the major exchanges as well. Each mar-
ket’s Web site (www.nyse.com; www.nasdag.com; www.amex.com) also tracks this
data. (See Figure 69.)

How Is It Used and Applied? The quality of the volume leaders will be a key
indicator. If they are blue chip companies, and if the active shares are up in price, the
future might be bright. If they are secondary issues, or these market leaders are falling
in price, investors should be somewhat cautious.

How Is It Used for Investment Decisions? The most active issues are those
involving the greatest share volume because of their interest to institutional buyers

VN‘“‘EQ sttt Sasmen S annlu MH

Stock Vol. Cis. Chg. Stock Vol. Cis. Chg. Stock Vol. Cls. Chg.

AT&T 25052400 32.00 +1.13 ADCTels 37551500 39.69 +3.63 DevonE 12485800 60.50  +.06
Lucent 24675700 4438  +1.94 Microsht  28BBE200 7094 -38 Nasd100Ts 11161500 99.13  +69
Motorolas 18069200 36.00  +50 DelCpr 28599200 40.56 +1.06 SPDR 3561900 15180 +.03

Compag 11392400 3406 -31 Ciscos 25133700 6656  +50 IvaxCps 2789600 3169 +1.31
FordMn 11211600 2556  -94 WrdComs 22554500 3663  -56 Avanirn 1187300 4.50 -13
Pfizer 9698400 4234  -53 Intels 21821500 74.06  +.19 SPMid 887000 9844 +44
SFe 9394000 1325 -06 Oracle 18422500 87.75  +1.00 Nabors 791700 4727  -35
NortelNw 8685100 80.00 -1.63 NextelCs 15091900 48.38 -3.00 BiotechTn 663700 192.50 -1.50

GenElecs 8178900 59.81 -13 Yahoos 13407300 12100 -1.06 Xceleras 650400 1625 -25
Xerox 7823500 17.00 -13 GhbiCrss 12304100 2955 -208 SemHTrn 608600 9775 -75

FIGURE 69 How a newspaper covers most actively traded stocks. (From Miami Herald,
August 30, 2000, p. 5C. With permission.)
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and sellers of stock. Such issues are highly marketable. In addition to looking at share
volume, the investor must consider price movement. If the number of shares traded
on a company’s stock is very high but its market price is constant, the security is
fairly stable in price. However, increasing price on heavy volume is significant. The
security may be making a significant upward movement. On the other hand, decreas-
ing price on heavy volume might be alarming as it may signal a significant downward
movement—the “Big Boys” are unloading. The investor must look out for substan-
tial price changes coupled with heavy trading activity.

The investor should determine the reason and significance of the heavy trading.
Is it owing to an announcement of superior earnings, heavy buying by institutions, or
a takeover attempt? Can the volume and price movement be sustained? Some com-
pany stocks such as General Electric, Microsoft, and Philip Morris are listed fre-
quently because of their wide ownership and institutional backing. The investor
should be alert to repetition. If an industry or one company suddenly appears within
a short period of time, there is likely something happening as evidenced by institu-
tional interest, however.

A Word of Caution: A stock may be very active one day for a special reason
such as a possible acquisition. However, that rumored acquisition may not material-
ize. Further, after that one day spurt in activity, the stock may become dormant.

Also See: Trading Volume.
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MOVING AVERAGES

What Is This Tool? A moving average (MA) is an average that is updated as
new investment information is received. The investor uses the most recent stock price
and/or volume to calculate an average, which is used to predict future market prices
and/or volume. A moving average, also, can be used to evaluate intermediate- and
long-term stock movements. The moving average shows the underlying direction and
magnitude of change of very volatile numbers.

How Is It Computed? The most recent observation is used to calculate a mov-
ing average. Moving averages are constantly updated. It is determined by averaging
a portion of the series and then adding the subsequent number to the numbers already
averaged, omitting the first number, and obtaining a new average.

For instance, a 30-week MA records the average closing price of a stock for the
30 most recent Fridays. Each week, the total changes because of the addition of the
latest week’s closing figures and the subtraction of those of 30 weeks ago, then the
new total is divided by 30 to obtain the MA.

Example 1: Month-end stock prices for the following months:

January $20
February $23
March $20
April $21
May $16

The 4-month moving average for June is computed as follows.

23+20+21+16_ 80

4 4
=20
Example 2
Day Index 3-Day Moving Total 3-Day Moving Average
1 121
2 130
3 106 357 (Days 1-3) 119 (357/3)
4 112 348 (Days 2-4) 116 (348/3)
5 100 318 (Days 3-5) 106 (318/3)
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Where Is It Found? Moving average information and charts may be found in
brokerage research reports. Many technical analysts prepare and chart 200-day mov-
ing averages in their reports. Otherwise, the investor can determine the moving aver-
age from stock price quotations and volume figures on a stock published in financial
newspapers, brokerage reports, and such. Typically, daily or weekly price changes are
graphed. Market indexes are also published in financial publications such as The Wall
Street Journal.

How Is It Used and Applied? Many analysts are of the opinion that a rever-
sal in a significant up trend in the price of a stock and/or overall market may be iden-
tified beforehand or at least confirmed by examining the movement of current prices
compared to the long-term moving average of prices. A moving average shows the
direction and degree of change of a fluctuating series of prices.

How Is It Used for Investment Decisions? Moving average is used as a pre-
diction model to determine the future expected market price of stock. The investor
can choose the number of periods to use on the basis of the relative importance he or
she attaches to old vs. current data. For example, an investor might compare two pos-
sibilities, a five-month and three-month period. In terms of the relative importance of
new vs. old data, the old data received a weight of 4/5 and current data 1/5. In the sec-
ond possibility, the old data received a weight of 2/3, while current observation
received 1/3 weight.

By examining the movement of present prices compared to the long-term mov-
ing average of prices, the investor can foresee a reversal in a major up trend in price
of a particular security or the general market.

A 200-day moving average of daily ending prices is usually used. The investor
can graph the average on stock price charts to see directions. The investor should buy
when the 200-day average line becomes constant or rises after a decline and when the
daily price of stock moves up above the average line. A buy also is indicated when
the stock price rises above the 200-day line, then goes down toward it but not through
it, and then goes up again. The investor should consider selling when the average line
becomes constant or slides down after a rise and when the daily stock price goes
down through the average line. A sell also is indicated when the stock price is below
the average line, then rises toward it, but instead of going through it, the price slips
down again.
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MUTUAL FUND CASH-TO-ASSETS
RATIO

What Is This Tool? This ratio refers to the level of cash investments held by
stock mutual funds, as compiled by Investment Company Institute, a trade group also
called ICI. This is seen as an indicator of how much money leading money managers
are willing to commit to the stock market.

How Is It Computed? Each month, the ICI surveys fund companies about
the assets they hold. This ratio is determined by totaling the cash holdings of stock
mutual funds and dividing it by the total assets in those funds. A report is issued
typically near the end of the month with statistics on the previous month’s fund
activity.

Where Is It Found? The monthly ICI report is covered in such publications as
The New York Times and The Wall Street Journal. Barron’s runs a chart weekly on the
most recent monthly data.

How Is It Used for Investment Decisions? The ratio is seen as a measure of
the stock fund manager’s outlook for stocks.

Atits simplest, when the level of cash is falling, it is often seen as a signal of mar-
ket strength. Mutual funds represent one of the biggest stock buyers today.
Conversely, when the ratio is rising, it may show that stock fund managers are get-
ting nervous about holding stocks and that an investor may want to do likewise and
lighten his exposure to equities.

Conversely, market conditions also can be brought into the analysis.

For example, when stock fund managers’ exuberance for stocks brings the ratios
to less than 5 percent and the market is still rising, some analysts believe that this is
a signal to sell. Such analysts fear that there will be little fund buying power left to
support the stock market as mutual funds become fully invested.

On the other hand, when fund managers are aggressively adding to cash in a
down market, some may consider such activity a signal that the market bottom may
be approaching. Indeed, in such a situation, the turnaround could be dramatic as the
funds, heavy with cash, rush to buy shares once they start an upswing.

A Word of Caution: The data is dated, by at least one month, which can
make analysis difficult. Also, thanks to the popularity of 401 (k) savings plans where
workers constantly add new money to their accounts, many fund managers get a con-
stant supply of fresh cash to invest. This can allow some fund managers to be steady
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buyers of stocks while carrying a low cash ratio. In addition, thanks to new, deriva-
tive investments that mimic stock market indexes, fund mangers can further lower
their cash balances by using these derivatives as highly liquid but stock market-earn-
ing cash equivalents.

Also See: Economic Indicators and the Securities Market.
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MUTUAL FUNDS: EVALUATION TOOLS

ALPHA FOR A MUTUAL FUND

What Is This Tool? Alpha is the excess return that the portfolio manager is
able to earn above an unmanaged portfolio (or market portfolio) that has the same
risk. In the context of a mutual fund, an alpha value is the value representing the dif-
ference between the return on a fund and a point on the market line, where the mar-
ket line describes the relationship between excess returns and the portfolio beta.

How Is It Computed? Alpha is beta X (market return — risk-free return).

Example 1: If the market return is 8 percent and the risk-free rate (such as a
rate on a T-bill) is 5 percent, the market excess return equals 3 percent. A portfolio
with a beta of 1 should expect to earn the market rate of excess returns, or alpha, equal
to 3 percent (1 X 3 percent). A fund with a beta of 1.5 should provide excess returns
of 4.5 percent (1.5 X 3 percent).

Where Is It Found? Morningstar Inc. (800-735-0700) offers numerous
examples that show alpha values of major funds as does its Web site at www.
morningstar.net.

How Is It Used and Applied? Alpha value is used to evaluate the performance
of mutual funds. Generally, a positive alpha (excess return) indicates superior per-
formance while a negative value leads to the opposite conclusion.

Example 2: The fund in Example 1 has a beta of 1.5, which indicates an
expected excess return of 4.5 percent along the market line. Assume that the fund had
an actual excess return of only 4.1 percent. That means the fund has a negative alpha
of 0.4 percent (4.1 percent — 4.5 percent). The fund’s performance is, therefore, infe-
rior to that of the market.

How Is It Used for Investment Decisions? “Keep your alpha high and your
beta low” is a basic strategy for those who wish to invest in a mutual fund.

This measure should cover at least three years of data to give the most accurate
picture about the performance of the fund. The key question for investors is, can a
fund consistently perform at positive alpha levels?

Word of Caution: Alpha should be analyzed together with risk measures such
as beta, RZ, and standard deviation and other fund selection criteria, such as fees,
investment objectives, shareholder services, and the fund manager’s experience.

Also See: Jensen’s Performance Measure, Beta for a Mutual Fund, Mutual
Funds: Rz, Mutual Funds: Standard Deviation, Sharpe’s Risk-Adjusted Return.
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EXPENSE RATIOS

What Are These Tools? An expense ratio is a measure of how much it costs to
own a mutual fund. Other than commissions or other sales fees, these costs are not
directly billed to the investors. That makes them hard to follow. These expenses, from
the fund’s legal bills to the manager’s profit, are taken out of the fund’s net asset value.

How Are They Computed? The ratio reflects the various expenses charged
against the value of the assets in a fund. These expenses include management fees
paid to the fund company, the cost of running the fund, and added charges for mar-
keting the fund, which are called 12b-1 fees. They are totaled and then divided by the
total assets in the fund. The ratio equates to the amount the fund’s total return is
reduced in comparison to directly owning the same securities.

The expense ratio does not include sales commissions or the fund’s costs of trad-
ing securities.

Where Are They Found? Investors can track these expenses in two places.
Every mutual fund prospectus details these expenses both as a percentage of the
fund’s assets and expressed in terms of how much a saver is charged to own the fund
over five years. In addition, many fund-watching services, most notably Morningstar
of Chicago, track such charges.

How Are They Used for Investment Decisions? Experts say that while no
investment should be made solely because of a fund’s level of expenses, it is some-
thing to watch closely. It is particularly important for bond funds where expenses,
rather than management expertise, can be crucial. (See Figure 70.)

Also See: Lipper Mutual Fund Rankings, Morningstar Mutual Fund Rankings.

MUTUAL FUND NET ASSET VALUE

What Is This Tool? The value of a mutual fund share is measured by net asset
value (NAV), which tells you what each share of your mutual fund is worth.
How Is It Computed?

Fund’s total assets — liabilities

NAV = Number of shares outstanding in the fund

For example, assume that a fund owns 100 shares each of General Motors (GM),
Xerox, and International Business Machines (IBM). Assume, also, that on a particu-
lar day, the following market values existed. Then, the NAV of the fund is calculated
(assume the fund has no liabilities) as

GM—$90 per share times 100 shares equal to $9,000.

Xerox—3$100 per share times 100 shares equal to $10,000.

IBM—$160 per share times 100 shares equal to $16,000.

The value of the fund’s portfolio is equal to $35,000.

The number of shares outstanding in the fund is 1,000.

The net asset value (NAV) per share is equal to point (3) divided by point
(4), or $35,000/1,000 or $35.

SANNANE I o
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Mutual Fund Expense Ratios

Fund Sector Expense Ratio
Aggressive Growth Stocks 1.64%
Asset Allocation 1.31%
Balanced 1.38%
Corporate Bond 0.95%
Equity Income 1.32%
Foreign Stock 1.71%
Government Bond 1.12%
Growth and Income Stock 1.44%
Growth Stocks 1.23%
Junk Bond 1.33%
Money-Market funds 0.60%
Multi-Asset Global 1.90%
Multi-Sector Bond 1.53%
Muni Bond 1.03%
Small Company Stock 1.50%
Specialty Stock 2.43%
World Bond 1.42%

FIGURE 70 To evaluate a fund, an investor should look at his fund’s total annual expenses
and then compare his or her costs with the above industrywide averages as of September 1998.
(From Morningstar Inc. With permission.)

If an investor owns 5 percent of the fund’s outstanding shares, or 50 shares (5 percent
times 1000 shares), then the value of the investment is $1750 ($35 times 50).

Where Is It Found? NAYV is reported in the mutual fund section of the finan-
cial pages of every daily newspaper. NAVs on mutual funds also are widely available
on the Internet.

How Is It Used for Investment Decisions? NAV represents one component of
the return on mutual fund investments. There are two ways to make money in mutual
funds.

1. NAV only indicates the current market value of the underlying portfolio.

2. An investor also receives capital gains and dividends. Therefore, the per-
formance of a mutual fund must be judged on the basis of these three
returns.

An investor should monitor the closing daily change in NAV of a fund. Such
information provides an indicator of the return you have earned on your money. Of
course, fund managers make every effort to increase the NAV, because their perfor-
mance is partly evaluated on its change.

A Word of Caution: It is important to remember that there are other measures
of quality of a fund such as beta, alpha, Rz, standard deviation, and risk-adjusted
return.
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Also See: Alpha for a Mutual Fund, Beta for a Mutual Fund; Risk-Adjusted
Return; Standard Deviation for a Mutual Fund; R? for a Mutual Fund.

R? FOR A MUTUAL FUND

What Is This Tool? R’ is the percentage of a fund’s movement that can be
explained by changes in the S&P 500. In statistics, it is called the coefficient of deter-
mination, designated R’ (read as R-squared).

Simply put, R’ tells us how good the overall relationship is between the depen-
dent variable y and the explanatory variable x. More specifically, the coefficient of
determination represents the proportion of the total variation in y that is explained by
x. It has the range of values between 0 and 1.

How Is It Computed? The coefficient of determination is computed as

_ S(y—y)
R=1-20=2)
Sy —y)

However, there is a short-cut method available.

R = [n3xy — GOCEYI
32" — Cx)’1nSy” — Cy)]

Example: To illustrate the computation of R’, we will refer to the data given
below:

S&P XYz
Returns Fund Returns

®) ) xy X y
9 15 135 81 225
19 20 380 361 400
11 14 154 121 196
14 16 224 196 256
23 25 575 529 625
12 20 240 144 400
12 20 240 144 400
22 23 506 484 529
7 14 98 49 196
13 22 286 169 484
15 18 270 225 324
17 18 306 289 324
174 225 3414 2792 4359

From the preceding table,

Sx =174 Sy =225 Sxy = 3414 Sx° =2792
X =3x/n=174/12 = 14.5 y = 3y/n = 225/12 = 18.75
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Using the shortcut method for R,

2 _ (1,818)° _ 3,305,124
(3,228)(52,308 — 50,625)  (3,228)[(12)(4.359) — (225)°]

_ 3305124 _ 3305124 _ 6084 — 60.84%
(3,228)(1,683) 5,432,724

Excel Regression output shows the following.

SUMMARY OUTPUT

Regression Statistics

Multiple R 0.77998286
R’ 0.60837326
Adjusted R? 0.56921058
Standard Error 2.34362221
Observations 12

This means that about 60.84 percent of the total variation in XYZ Fund returns is
explained by the market (represented in this example by the S&P 500 Index). A rela-
tively low R indicates that there is little correlation between XYZ Fund and the market.

Where Is It Found? Morningstar Inc. (800-876-5005) offers numerous
studies that show alpha values of major funds as does its web site at www.morn-
ingstar.net. (See Figure 71.)

How Is It Used for Investment Decisions? If the R of a mutual fund is close
to 100 percent, the fund is well diversified. The further away a mutual fund is from
100 percent, the less the fund is diversified.

A Word of Caution: This measure should cover at least three years of data to
give the most accurate picture about the performance of the fund.

Further, R” should be analyzed together with risk measures such as beta and stan-
dard deviation and other fund selection criteria, such as fees, investment objectives,
shareholder services, and the fund manager’s experience.

Also See: Alpha for a Mutual Fund, Beta for a Mutual Fund, Risk-Adjusted
Return, Standard Deviation for a Mutual Fund.

STANDARD DEVIATION FOR A MUTUAL FUND

What Is This Tool? The standard deviation is the measure of the tightness of the
probability distribution. In other words, it measures the tendency of data to be spread
out. Investors can make important inferences from past data with this measure. The
standard deviation, denoted with the Greek letter o, read as sigma, is defined as follows.

o= |G
n

where x is the mean (arithmetic average).
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How Is It Computed? More specifically, the standard deviation can be calcu-
lated, step-by-step, as follows:

Subtract the mean from each element of the data.

Square each of the differences obtained in Step 1.

Add together all the squared differences.

Divide the sum of all the squared differences by the number of values
minus one.

5. Take the square root of the quotient obtained in Step 4.

v

Example: Quarterly returns are listed for next six quarters for ABC Mutual
Fund.

Time period X x —X) x —x%)?*

1 10% 0 0
2 15 5 25
3 20 10 100
4 5 -5 25
5 —-10 —-20 400
6 20 10 100

60 650

From the preceding table, note that

x = 60/6 = 10 percent

-2
o= \/@ = ? = V108 = 10.41 percent
n

ABC Fund has returned on the average 10 percent over the last six quarters and
the variability about its average return was 10.41 percent. The high standard devia-
tion (10.41 percent) relative to the average return of 10 percent indicates that the fund
is very risky.

Where Is It Found? Morningstar Inc. (800-735-0700) offers numerous studies
that show alpha values of major funds as does its Web site at www.morningstar.net.

How Is It Used and Applied? The calculation of the standard deviation may
not seem simple, but the calculation can be done easily with a calculator with a square
root key, a financial calculator with the standard deviation key, or spreadsheet pro-
grams such as Microsoft Excel that have a built-in standard deviation function.

The standard deviation can be used to measure the variation of such items as the
expected return. It can also be used to assess the risk associated with investments.

It is used to measure risk for a security. The smaller the standard deviation, the
tighter the probability distribution, and, accordingly, the lower the riskiness of the
security.
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How Is It Used for Investment Decisions? If the expected rate of return of
XYZ Fund is 15 percent and the standard deviation is 10 percent, the actual return of
the fund will be in the following range.

1. Probability of 68 percent.

The actual return is equal to 15 percent plus or minus 10 percent, from 5 to 25
percent.

2. Probability of 95 percent.

The actual return is equal to 15 percent plus or minus 20 percent, from —5 to +35
percent. It is assumed the probability distribution of returns is normal.

A Word of Caution: In calculating the standard deviation, there are a number
of related issues, such as the divisor used, or the minimum number of data points nec-
essary for the calculation to function properly. Generally speaking, the fewer data
points used, the less useful the calculation of volatility. To properly measure the
volatility (variability) of the investment’s return, you must also consider other mea-
sures such as beta.

Also See: Alpha for a Mutual Fund, Beta for a Mutual Fund, Risk-Adjusted
Return, R? for a Mutual Fund.

Mutual Fund Analytical Tools

3-Year
Standard  Sharpe Total

Fund Name R’ Alpha Beta Deviation  Ratio Return
Aggressive Growth Stocks  68% —14.1% 1.18 24.9% 0.09 7.2%
Asset Allocation 82% —2.5% 0.58 10.8% 0.73 12.0%
Balanced 86% —2.6% 0.60 11.1% 0.77 12.6%
Corporate Bond 86% —0.6% 0.88 3.7% 0.82 7.6%
Equity Income 86% —2.3% 0.78 14.9% 0.83 16.0%
Foreign Stock 51% —11.7% 0.74 17.0% —0.10 3.6%
Government Bond 90% —0.9% 0.86 3.4% 0.64 7.2%
Growth and Income Stock  81% —7.0% 1.02 20.3% 0.51 14.0%
Growth Stocks 90% —32% 0.92 17.5% 0.78 17.2%
Junk Bond 2% 2.8% 0.06 6.7% 0.54 8.2%
Multi-Asset Global 72% —5.6% 0.46 11.6% 0.19 6.7%
Multi-Sector Bond 15% 0.3% 0.38 5.5% 0.41 6.7%
Muni Bond 68% —0.7% 0.70 3.2% 0.46 6.9%
Small Company Stock 57% —12.4% 1.03 23.2% 0.10 6.8%
Specialty Stock 63% —7.5% 0.90 20.0% 0.34 11.2%
World Bond 23% 0.2% 0.52 8.8% 0.35 6.6%

FIGURE 71 Here is a look at some key mutual fund categories and how they compare in
some important analytical tools: R” (three years of data), alpha (three years), beta (three years);
standard deviation (three years), Sharpe ratio, and total return (three-year annual average).
(From Morningstar Inc. With permission.)
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MUTUAL FUNDS: SALES FIGURES

What Is This Tool? The fund industry’s trade group issues a monthly report
on sales and redemption of stock, bond, and money market funds. The report is usu-
ally out four weeks after a month ends. The report is seen as a reflection of small
investors’ opinion on the climate for buying stocks or bonds or for holding cash.
Several independent newsletters also track this data on a monthly and weekly basis.

How Is It Computed? The Investment Company Institute (ICI) polls its mem-
bers on their cash inflows and outflows. ICI then tabulates industrywide figures,
excluding such items as dividend payments. The report includes figures on new sales,
redemptions, and the most closely watched net sales figure. Two newsletters,
Trimtabs.com and AMG Data Services, compile weekly estimates of fund inflows
and outflows by talking to some major fund families about their sales patterns.

Where Is It Found? Monthly sales figure are grist for regular news stories in
daily newspapers such as The Wall Street Journal and The New York Times. The
newsletter data has gotten wide coverage, too. The ICI release and other statistical
releases are available at the ICI’s Web site at www.ici.org. You can check out fund-
sales tracking newsletters on the Internet at trimtabs.com or www.amgdata.com.

How Is It Used for Investment Decisions? With the power that mutual funds
possess, the monthly reports are seen as good indicators of the individual investor’s
appetite for stocks and/or bonds. There is some debate, though, over the meaning of
small investors’ buying habits. Some experts feel these savers tend to be bad investors
and should be considered a contra-indicator. Others, however, say the small investor
is a powerful market force, one that can lead stock or bond advances or declines.

In addition, the monthly ICI report contains a reading on the cash position of
stock funds. This figure is watched as an indicator of the bullish or bearish nature of
mutual fund managers.

A Word of Caution: Fund investors, much like the consuming public, can
have buying habits altered by marketing campaigns. In some cases, fund purchases
or redemptions may reflect fund companies’ marketing strategies, altering the indus-
trywide numbers’ ability to reflect investor sentiment. The ICI figures, while com-
prehensive, are dated. The newsletter figures are more timely but are compiled from
just a small slice of the industry and can give misleading signals.

Also See:  Mutual Fund Cash-to-Assets Ratio.
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NASDAQ INDEXES

What Are These Tools? The NASDAQ indexes follow the price performance
of over-the-counter securities. The indexes are shown in Figure 72.

* NASDAQ Composite—a widely quoted index that measures all NASDAQ
domestic and non-U.S. based common stocks listed on the NASDAQ Stock
Market. The Composite includes over 5000 companies, more than most
other stock market indexes. Because NASDAQ today trades such major
issues as Microsoft, Intel, and Cisco Systems, this index no longer is con-
sidered the barometers of small stocks that it once was.

e NASDAQ National Market Composite—a subset of the NASDAQ
Composite comprising all companies included in the NASDAQ Composite
listed on the top tier of the NASDAQ Stock Market.

* NASDAQ 100—includes 100 of the largest nonfinancial domestic compa-
nies listed on the NASDAQ National Market tier. Launched in January 1985,
NASDAQ 100 reflects NASDAQ’s largest growth companies across major
industry groups. It is also the basis for several stock index option contracts.

* NASDAQ Financial 100—consists of 100 of the largest financial organiza-
tions listed on the NASDAQ National Market tier.

* NASDAQ Bank Index—includes more than 350 banking companies includ-
ing trust companies and firms that support banking functions such as check
cashing agencies, currency exchanges, safe deposit companies, and bank-
ing corporations overseas.

* NASDAQ Biotechnology Index—includes about 100 companies engaged in
biomedical research to develop new treatments and cures for disease.

* NASDAQ Computer Index—includes more than 500 computer hardware
and software companies, data processing services, and firms that produce
office equipment and electronic components.

* NASDAQ Insurance Index—includes about 100 insurance companies includ-
ing life, health, property, casualty, brokers, agents, and related services.

* NASDAQ Other Finance Index—some 600 credit agencies (except banks),
savings and loans, security and commodity brokers, real estate firms, and
others in financial services.

* NASDAQ Transportation Index—includes about 90 railroads, trucking
companies, airlines, pipelines (except natural gas), and services such as
housing and travel arrangements.
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U.S. stock indexes

Index High Low Close Net Chg.
Dow Jones Industrials 11310.55 11104.86 11215.10 +112.09
Dow Jones Transportation 2740.66 27M1.00 272363 -2.54
Dow Jones Utilities 365.66 359.51 363.74 +3.62
Dow Jones Composite 327262 3223.98 3249.83 +26.03
NYSE Composite 678.22 670.40 674.53 +4.07
NYSE Industrials 848.79 842.02 843.87 +1.61
NYSE Transportation 406.99 402.49 404.89 +1.46
NYSE Utilities 470.22 462,78 467,53 +4.75
NYSE Finance 617.50 603.41 614.43 +11.02
AMEX Composite 946.13 934.22 943.48 +9.26
Nasdaq 100 4080.48 3971.32 4077.59 +108.86
Nasdaq Composite 4208.73 4127.19 4206.35 +102.54
Nasdaq Industrials 2266.27 22125 2265.16 +53.49
Nasdaq Banks 1680.67 1651.28 1673.94 +23.09
Nasdaq Insurance 1900.84 1868.88 1898.47 +25.31
Nasdaq Financial 2904.74 2876.47 2901.49 +15.20
Nasdaq Transportation 1115.82 1103.00 111565 +8.30
Nasdaq Telecom 831.80 817.04 ga1.52 +20.21
Nasdaq NMS Comp 1916.36 1879.18 191525 +46.75
Nasdag NMS Indust 935.49 916.80 935.00 +2213
Nasdaq Computer 2532.18 2481.67 £529.99 +62.78
Nasdaq Biotech 1372.03 1323.20 1362.95 +46.72
S&P 100 832.18 820.93 827.41 +6.48
S&P 500 1525.30 1502.59 1517.68 +15.09
S&P Midcap 543.97 535.80 542.90 +7.10
S&P Industrials 1854.16 1830.29 1844.92 +14.63
S&P Transportation 603.81 594.70 598.74 +1.41
S&P Utilities 311.49 306.84 310.24 +2.89
S&P Smallcap 22392 221.37 22349 +2.12
S&P Financial 158.61 154.31 157.73 +3.42
Major Market Index 1079.93 1069.26 1069.26 -1.92
Vaiue Line Arith 1163.51 1151.75 1160.44 +8.69
Russell 2000 539.14 532.36 537.89 +5.56
Wilshire Smallcap 879.75 862.72 B74.69 +11.97
Value Line Geometric 435.39 435.39 435.39 +3.03
Wilshire 5000 14280.04 14280.04 14280.04 +154.46

FIGURE 72 How a newspaper tracks NASDAQ stock indexes. (From Orange County
Register (CA), September 1, 2000, p. B6. With permission.)

e NASDAQ Telecommunications Index—about 150 telecommunications
companies.

* NASDAQ Industrial Index—about 3100 companies involved in agricultural,
mining, construction, manufacturing, services, and public administration.

How Are They Computed? The Index is market-value weighted so each com-
pany’s security affects the Index in proportion to its market value.

Where Are They Found? Most daily newspapers, business television shows,
and on-line computer services track some of these indexes, especially the NASDAQ
Composite. The NASDAQ Web site at www.nasdaq.com has up-to-the-minute quotes
on the indexes throughout the trading day.

How Are They Used for Investment Decisions? Moves in NASDAQ stocks
are seen as an indication of how second-tier issues are doing. The NASDAQ
Composite, laden with numerous leaders in technology fields, is seen as a harbinger
of how technology stocks are faring.
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If an index is very low, an investor may expect an increase to more normal lev-
els. A low index may represent a buying opportunity in selected stocks. An over-
bought situation is when the index is at its peak and the investor believes that a
correction is imminent. In this case, the investor may sell overpriced stocks he or she
owns or sell short in expectation of a downturn in price.

A Word of Caution: The NASDAQ Stock market tends to be home to numer-
ous volatile issues from young companies. That means that the performance of any
NASDAQ index, especially the subindexes that contain a smaller number of compa-
nies, may be a poor indicator of how individual issues are faring.

Also See: AMEX Indexes, Russell 2000 Index.
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NEW HIGHS-TO-LOWS RATIO

What Is This Tool? The new highs—new lows ratio is the number of new
issues that traded at their highest 52-week price divided by the number of issues that
traded at their lowest 52-week price. It is typically tracked for shares trading on the
New York Stock Exchange, but can also be calculated for the NASDAQ and
American markets.

How Is It Computed? The new highs—new lows ratio equals

Number of issues at 52-week highest price
Number of issues at 52-week lowest price

Example New highs are 100. New lows are 50.

20 _
100 ~ 0.20

The ratio is therefore 0.20, which is low. This is a bearish situation.

Where Is It Found? Listings of new highs and new lows for the trading day
are published in the financial pages of newspapers and magazines such as Barron’s,
Investor’s Business Daily, The New York Times, and The Wall Street Journal. (See
Figure 73.)

How Is It Used for Investment Decisions? An uptrend in the ratio of new
highs to new lows is a bullish indicator of the stock market while a downtrend is a bear-
ish sign.

The investor may look at specific companies having new highs as the basis to
make an investment decision. If the investor feels the stock is overvalued, he or she
should not buy it or, if it is currently held, sell it. Of course, if the investor believes
the company will do even better, the stock should be retained. On the other hand, a
company listed as a new low might be bought if the investor feels the price is overly
depressed and the company has potential.

A Word of Caution: The number of new highs to new lows is just one mea-
sure of performance. Other indicators of stock performance must be examined as
well. For example, there might be more new lows than new highs but the Standard &
Poor’s 500 index may have increased. That raises questions about the broad-based
nature of such a rally.

Also See: Breadth (Advance—Decline) Index, New Highs and Lows: New
York Stock Exchange High—Low Index.
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WEEK’'S NEW HIGHS AND LOWS
Weekly Comp.  NYSE AMEX Nasdaq

New Highs 254 65 214
New Lows 116 63 267

FIGURE 73 How a newspaper covers new highs and new lows. (From Barron’s Market
Week, August 28, 2000, p. MW74. With permission.)
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NEW YORK STOCK
EXCHANGE INDEXES

What Are These Tools? In 1966, the New York Stock Exchange started
indexes consisting of the Composite Index and its four subindexes which are the
Industrial Index, Transportation Index, Utilities Index, and Financial Index.

How Are They Computed? The Composite Index is a capitalized market
value-weighted index of all NYSE issues. The indexes measure changes in aggregate
market value of NYSE common stocks, adjusted for new issues, mergers, bankrupt-
cies, and stocks splits. Any change in an individual issue requires a proportionate
change in the market value of the base figure.

The index is computed as follows.

1. Multiply the market value of each common share by the number of shares.

2. Add the results for all issues to derive the total market value.

3. The index is a number showing the relationship between total current mar-
ket value and a base market value (established in 1966). Any needed
adjustments are made. (50 is the base value for the index.) Point changes
are in terms of dollars.

Example: For the year-end total market value of common stocks, $5943.5 bil-
lion; adjusted base market value, $901.9 billion,

$5943.5
901.9 X 50

= 329.51 at year-end

The Industrial Index is comprised of more than 1000 industrial companies. The
Transportation Index is comprised of transportation companies such as air carriers,
truckers, and railroads. The Utilities Index tracks about 40 utilities including the areas
of electric power, gas, water, and telecommunications. The Financial Index tracks
about 400 financial companies including the areas of banking, insurance, credit, bro-
kerage, and investment.

Where Are They Found? The NYSE indexes are reported in most daily news-
papers, business television shows, and through online computerized investment data-
bases. The indexes can also be found the NYSE Web site at www.nyse.com. (See
Figure 74.)
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How Are They Used for Investment Decisions? The New York Stock Exchange
Composite Index is a measure of the performance of New York Stock Exchange issues,
considered a home to major companies. So these indexes are often seen as a barometer
of market conditions for large, blue-chip issues. If the index consistently increases, a
bull market exists.

However, if the index consistently decreases, there is a bear market. Therefore,
investors can use the index as one indicator of whether to buy stocks or to avoid them.
A healthy, expanding stock market with future upward potential provides a buying
opportunity.

The New York Stock Exchange Composite Index may be looked at as confirma-
tion of a change in other indexes such as the Dow Jones Industrial Average and
Standard & Poor’s 500. If all three indexes move in the same direction with similar
magnitude, there is consistency. Thus, the investor can be more confident of the
degree of market strength or weakness when several indexes confirm each other.

The NYSE Composite Index also provides the base for options written on the
Index and for futures contracts.
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NIKKEI (TOKYO) STOCK INDEX

What Is This Tool? It is the most widely watched barometer of Japan’s stock
market, the world’s second largest behind the United States. The Index, first pub-
lished in May 1949, is to Japanese shares what the Dow Jones Industrial Average is
to U.S. issues.

How Is It Calculated? The Nikkei is an average of prices of 225 stocks listed
in the prestigious First Section of the Tokyo Stock Exchange. Companies included
are Asahi Breweries, Fuji Film, Nippon Steel, and Yamaha.

Where Is It Found? Index information appears in major local and national
newspapers and business dailies. Thanks to the international date line, USA Today can
put the afternoon Nikkei index results on the front page of its morning paper. This
index can also be tracked by online databases like America Online. (See Figure 75.)
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How Is It Used for Investment Decisions? The Index tracks movement in
Japanese share prices. Sharp gains in the Nikkei, especially in relationship to U.S.
market indexes, may be a signal to move money across the Pacific to Tokyo.
Conversely, a steep drop in the Nikkeli, it has never regained its 1989 highs, can be a
warning sign that Japanese markets are quite volatile and are worth avoiding.

A Word of Caution: The Nikkei may be best known for its five-digit
numerology which to the uninformed eye makes an already temperamental market
seem very unnerving. Remember to keep that in perspective.

Also, some experts feel that the Nikkei is too narrow a measure of Japanese
stocks. The Tokyo Stock Exchange Index, or Topix, covers all of approximately 1200
shares in the First Section and is viewed as a better barometer of Japanese market
conditions.

Fluctuations can play a major part of any overseas investment. (See Figure 76.)



Tool #79 Nikkei (Tokyo) Stock Index 193

Foreign Stock Indexes

e All-Ordinaries Index—tracks all shares listed on the Australian stock exchanges.

* Banca Commerciale Italiana General Index—includes over 325 Italian companies on Milan
Exchange.

* Bangkok Book Club Index—index of all the shares listed on the Securities Exchange of Thailand.

e Bombay SE Sensitive Index—"SENSEX” is a capitalization-weighted price index which includes
the 30 leading Indian stocks based on market capitalization and activity.

Bovespa Index—includes stocks which represent about 85 percent of all transactions on Brazilian
exchanges. Stocks are weighted by their participation in share trading.

CAC 40 Index—capitalization-weighted price index of the 40 most actively French traded shares
on the Paris stock exchange. CAC stands for Compagnie des Agents de Change.
Commerzbank Index—oldest daily German share index based on 78 blue chip stocks which rep-

resent about 75 percent of the country’s total market value.
FT-Actuaries World Nordic Index—The Financial Times of London’s market value-weighted

barometer of over 90 company issues traded in four Scandinavian markets.
FT-All Shares Index—The Financial Times of London’s market value-weighted barometer of over

750 company issues traded in the U.K. market.
Hang Seng Index—market value-weighted barometer of the company issues of the 33 largest

companies in the Hong Kong market.
IBEX 35 Index—index of the 35 most traded stocks of the four Spanish exchanges.
IPC (Indice de Precios y Cotizaciones)—capitalization-weighted price index which includes the

40 representative Mexican stocks based upon trading value and volume as well as capitalization.

JSE Gold Index—index tracking leading mining companies on the Johannesburg Exchange in
South Africa.
Korea Composite Index—tracks all stocks listed on the Seoul Exchange in South Korea.

Maof Index—covers the 25 largest Israeli shares on the Tel Aviv Exchange.

Oslo SE Total Index—yield Index which includes dividend payments for all Norwegian compa-
nies on Olso Exchange’s main list.
SBF 250—the Societe des Bourses Francaises (SBF) 250 is a market value-weighted barometer

of the company issues of the 250 largest companies in the French market.
Second Section Index—market value-weighted barometer that reflects the performance of the

smaller, less-established and newly listed companies of the Tokyo Exchange.

Shanghai “B” Shares Index—tracks Chinese shares which can be purchased by foreigners and
which are traded on the Shanghai Exchange. “A” shares can only be purchased by Chinese
citizens.

TOPIX—the Tokyo Stock Exchange Index (TOPIX) is a market value-weighted barometer of
over 1100 company issues traded in the Japanese market.

TSE 300—the Toronto Stock Exchange (TSE) 300 is a market value-weighted barometer of 300
company issues traded in the Canadian market.

FIGURE 76 Some other widely watched foreign indexes.
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OPTION TOOLS

CBOE PUT-CALL RATIO

What Is This Tool? The Chicago Board Options Exchange (CBOE) ratio
compares put volume to call volume on option contracts. In a put, the investor bets
the market will go down. In a call, the investor bets that the market will go up.

How Is It Computed?

CBOE Put—Call Ratio = g“”w
all volume

Example: The following option volume information is presented for the week.

Puts Calls
S&P 100 600,000 500,000
CBOE Equity 200,000 600,000

The ratios are

S&P 100 = 600,000/500,000 = 120/100
CBOE Equity = 200,000/600,000 = 33.3/100

Where Is It Found? The CBOE ratio appears in Barron’s.

How Is It Used for Investment Decisions? Investors must examine the trend
in the ratio over time (e.g., weekly). A put—call ratio of 70 puts to every 100 calls on
the S&P’s 100 and 65 puts to every 100 calls on the CBOE Equity ratio is a positive
sign. However, a put—call ratio of only 40 puts to 100 calls on the S&P 100 and on
the CBOE Equity ratio is a negative indicator. The CBOE put—call ratio is a contrar-
ian tool. For example, a low put volume reflects bullishness.

A Word of Caution: Although the put—call ratio is expected to be a contrary
indicator, this may not always be the case.

Also See: CBOE Options: Put—Call Options Premium Ratio.

PUT-CALL OPTIONS PREMIUM RATIO

What Is This Tool? This is a short-term contrarian method to predict future move-
ment in stock prices. A premium is the cost to the investor of buying a call or put option.

194
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How Is It Computed? The Put—Call Options Premium Ratio equals

Average premium on listed put options
Average premium on listed call options

A put option is the right to sell a company’s shares at a given price by a certain
date while a call option is the right to buy those shares. With a put option, an investor
makes money if the stock price decreases; with a call option an investor makes money
if the stock price increases.

Example: Assume an average premium on listed put and call options of 110
and 130, respectively. The put—call options premium ratio is 84.6 percent.

Where Is It Found? The ratio is published in Barron’s.

How Is It Used for Investment Decisions? The investor should use this ratio
as a technical investment analysis contrary approach. Put premiums are usually high
when investors feel bearish. However, from a contrarian frame of reference, the time
to buy is when investors are negative because a bullish stock market is deemed to
occur. On the other hand, a low ratio means that investors are positive, which is a
bearish indicator. For example, a ratio above 90 percent may indicate a stock market
bottom and, therefore, a buying opportunity. A ratio below 40 percent may indicate a
stock market peak and, therefore, the time to sell.

A Word of Caution: The contrarian approach does not always work.

Also See: Options: Valuation of Options (Calls and Puts).

SPREAD STRATEGY

What Is This Tool? A spread is the purchase of an option (long position) and
the writing of an option (short position) in the same security, using call options. A
sophisticated investor may write many spreads to gain from the differences in option
premiums. The return potential is significant, but the risk is very high. There are dif-
ferent types of spreads.

* A vertical spread is the purchase and writing of two contracts at different
striking prices with the same expiration date.

* A horizontal spread is the purchase and writing of two options with the
same strike price but for different periods.

* A diagonal spread combines the horizontal and vertical.

How Is It Computed? Spreads require the investor to buy one call and sell
another call. The gain or loss from a spread position depends on the change between
two option prices as the price of the stock increases or decreases. The difference
between two option prices is the price spread.

Where Is It Found? A spread may be bought through many brokerage houses
and members of the Put and Call Brokers and Dealers Association. Put and call traders
devise many spread situations involving different maturities or different strike prices.
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How Is It Used for Investment Decisions? The speculator who uses a verti-
cal bull spread anticipates an increase in the price of stock, but this strategy reduces
the risk. There is a ceiling on the gain or loss.

The speculator using a vertical bear spread expects the stock price to decline.
This investor sells the call short with the lower strike price and places a cap on upside
risk by buying a call with a higher strike price.

Also See: Options: Put—Call Options Premium Ratio, Options: Straddling
Strategy, Options: Valuation of Options (Calls and Puts).

STRADDLING STRATEGY

What Is This Tool? Straddling integrates a put and call on the same stock with
the identical exercise (strike) price and exercise date. It is employed to take advan-
tage of significant variability in stock price. High beta stocks might be most suited
for this. A straddle may be bought either to maximize return or to minimize risk. This
investment approach should be left to sophisticated investors.

How Is It Computed?

Profit on call or put — cost of call — cost of put = net gain

Where Is It Found? A straddle is not traded on listed exchanges but rather
must be acquired through brokerage houses and members of the Put and Call Brokers
and Dealers Association.

Example: An investor buys a call and put for $4 each on September 30 when
the stock price is $42. The expiration period is four months. The investment is $8, or
$800 in total. Assume the stock increases to $60 at expiration of the options. The call
earns a profit of $14 ($18 — $4) and the loss on the put is $4. The net gain is $10, or
$1000 altogether.

How Is It Used for Investment Decisions? A straddle is used by a specula-
tive investor trading on both sides of the market. The speculative investor hopes for
significant movement in stock price in one direction so as to make a gain that exceeds
the cost of options. If the price movement does not go as expected, however, the loss
will equal the cost of the options. The straddle holder may widen risk and profit
potential by closing one option before closing the other.

Investors using straddles often use extensive computer analysis.

Also See: Options: Put—Call Options Premium Ratio, Options: Spread
Strategy, Options: Valuation of Options (Calls and Puts).

VALUATION OF OPTIONS (CALLS AND PUTS)

What Is This Tool? Calls and puts are a type of stock option that may be
bought or sold in round lots, usually 100 shares. They come in bearer negotiable form
and have a life of one to nine months.

The investor who purchases a call is buying the right to buy 100 shares of a stock
at a fixed exercise price for a predetermined period. He does this when he expects the
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price of that stock to rise. In buying a call, the investor stands a chance of making a
significant gain from a small investment, but he also risks losing his full investment
if the stock does not rise in price.

Purchasing a put gives an investor the right to sell 100 shares of a stock at a fixed
exercise price for a predetermined period. An investor might buy a put when he
expects a stock price to fall. By purchasing a put, he gets an opportunity to make a
considerable gain from a small investment, but he will lose the entire investment if
the stock price does not fall.

The purchase of calls and puts gives the investor tremendous financial leverage
with limited downside risk. The buying of puts can be used as a strategy for protect-
ing unrealized capital gains.

How Is It Computed? The cost of an option is referred to as a premium. It is
the price the purchaser of the call or put has to pay the writer. (With other securities,
the premium is the excess of the purchase price over a determined theoretical value.)

The premium for a call depends on

* The dividend trend of the related security.

* The volume of trading in the option.

* The exchange on which the option is listed.

 The variability in price of the related security. (A higher variability means
a higher premium because of the greater speculative appeal of the option.)

* Prevailing interest rates.

» The market price of the stock to which it relates.

The width of the spread in price of the stock relative to the option’s exercise

price. (A wider spread means a higher price.)

* The amount of time remaining before the option’s expiration date. (The
longer the period, the greater the premium’s value.)

When the market price exceeds the strike price, the call is said to be in the money.
However, when the market price is less than the strike price, the call is out of the
money. Call options in the money have an intrinsic value equal to the difference
between the market price and the strike price.

Value of call = (market price of stock — exercise price of call) X 100

Assume that the market price of a stock is $45, with a strike price of $40. The
call has a value of $500.

Out-of-the-money call options have no intrinsic value.

If the total premium (option price) of an option is $7 and the intrinsic value is $3,
there is an additional premium of $4 arising from other considerations. In effect, the
total premium consists of the intrinsic value plus speculative premium (time value)
based on factors such as risk, variability, forecasted future prices, expiration date,
leverage, and dividend.

Total premium = intrinsic value + speculative premium
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The definition of in the money and out of the money are different for puts
because puts permit the owner to sell stock at the strike price. When the strike price
exceeds the market price of the stock, the investor has an in-the-money put option. Its
value is determined as follows:

Value of put = (exercise price of put — market price of stock) X 100

Assume the market price of a stock is $53 and the strike price of the put is $60.
The value of the put is $700.

When the market price of the stock exceeds strike price, there is an out-of-the-
money put. Because a stock owner can sell it for a greater amount in the market than he
could get by exercising the put, there is no intrinsic value of the out-of-the-money put.

XYZ Calls at 50 XYZ Puts at 50
Strike Price Strike Price
Stock price Stock price
In the money Over 50 Under 50
At the money 50 50
Out of the money Under 50 Over 50

The theoretical value for calls and puts indicates the price at which the options
should be traded. Typically, however, they are traded at prices higher than true value
when options have a long period to go. This difference is referred to as investment
premium.

option premium — option value
option value

Investment premium =

Assume a put has a theoretical value of $1500 and a price of $1750. It is, there-
fore, traded at an investment premium of 16.67 percent.

Example 1: A two-month call option allows an investor to acquire 500 shares
of XYZ Co. at $20 per share. Within that time period, he exercises the option when
the market price is $38. He makes a gain of $9000 before paying the brokerage com-
mission. If the market price had declined from $20, he would not have exercised the
call option, and he would have lost the cost of the option.

Example 2: Significant percentage gains on call options are possible from the
low investment compared to the price of the related common stock. Assume a stock
has a present market price of $35. A call can be purchased for $300 allowing the
acquisition of 100 shares at $35 each. If the price of the stock increases, the call will
also be worth more. Assume that the stock is at $55 at the call’s expiration date. The
profit is $20 on each of the 100 shares of stock in the call, or a total of $2000 on an
investment of $300. A return of 667 percent is, thus, earned. In effect, when the holder
exercises the call for 100 shares at $35 each, he or she can sell them immediately
at $55 per share. Note that the investor could have earned the same amount by
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investing directly in the common stock, but the investment would have been $3500,
so the rate of return would have been significantly lower.

Example 3: An investor can buy a call giving him the right to acquire 100
shares of $30 stock at $27. The call will trade at a price of about $3 a share. Call
options also may be used when an investor believes the stock price will increase in
the future but has a cash flow problem and is unable to buy the stock. He or she will,
however, have sufficient cash to do so later. In this situation, he or she can buy a call
s0 as not to lose a good investment opportunity.

Example 4: On February 6 an investor purchases a $32 June call option for
$3 a share. If the stock has a market price of $341/7, the speculative premium is $1/2.
In June, he exercises the call option when the stock price is $37. The cost of the
100 shares of stock for tax reporting is the strike price ($32) plus the option premium
($3), or $35.

Example 5: A stock has a market price of $35. An investor acquires a put to
sell 100 shares of stock at $35 per share. The cost of the put is $300. At the exercise
date of the put, the price of the stock goes to $15 a share. He or she therefore, real-
izes a profit of $20 per share, or $2000. As the holder of the put, the investor simply
buys on the market 100 shares at $15 each and then sells them to the writer of the put
for $35 each. The net gain is $1700.

Example 6: Assume that TUV Co. stock’s price was $55 on March 2. An
investor buys a $56 June put for $4. The speculative premium is therefore $3. On
June 7, the stock price falls to $47 and the price of the June $56 put to $8. The intrin-
sic value is $9 and the speculative premium is $1. As the put holder, the investor now
has a gain of $4.

Example 7: As an example of a hedge, an investor buys 100 shares of JJJ Corp.
at $26 each and a put for $200 on the 100 shares at an exercise price of $26. If the stock
remains static, he will lose $200 on the put. If the price decreases, his or her loss on
the stock will be offset by his or her gain on the put. If the stock price rises, he or she
will earn a capital gain on the stock and lose the investment in the put. In other words,
to get the benefit of a hedge, an investor must incur a loss on the put. (Also note that
at the expiration of the put, he or she incurs a loss with no further hedge.)

Example 8: An investor buys a put to hedge his position on a stock. He or she
holds 100 shares of BBC Corp. stock purchased at $60 a share. That stock increases
to $80, earning a profit of $20 a share. To guarantee profit, he or she buys a put with
an $80 exercise price at a cost of $300. No matter what happens later, he or she will
have a minimum gain of $1700. If the stock price falls, he or she will realize an addi-
tional profit.

Example 9: An investor might buy a call to protect a short sale from the risk of
increasing stock price. By doing this, the investor hedges his or her position as follows:
when he or she uses a call, as a short seller this investor will not suffer a loss in excess
of a given amount. However, the investor has lowered profit by the cost of the call.

Example 10: A speculator purchases an option contract to buy 100 shares at
$25 a share. The option costs $150. Assume a rise in stock price to $33 a share. The
speculator exercises the option and sells the shares in the market, realizing a gain
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of $650 ($33 — $25 — $1.50 = $6.50 X 100 shares). Now the speculator can sell the
option in the market and make a profit because of its increased value. However, if
there is a decline in stock price, the loss to the holder is limited to $150 (the option’s
cost). Of course, brokerage fees are also involved. In effect, this call option permit-
ted the speculator to purchase 100 shares worth $2500 for $150 for a short period.

Where Is It Found? Calls, puts, and index options are listed in financial pub-
lications such as Barron’s, Investor’s Business Daily, The New York Times, and The
Wall Street Journal.

Calls and puts are typically written for widely held and actively traded stock on
organized exchanges. Calls and puts are traded on the NYSE, AMEX, and NASDAQ
markets and on listed option exchanges, which are secondary markets like the
Chicago Board Options Exchange, AMEX, Philadelphia Stock Exchange, and
Pacific Stock Exchange.

How Is It Used and Applied? Options can be traded for speculative or con-
servative purposes. Commissions and transaction costs are involved when a call or
put is purchased or sold or written. Brokerage fees depend on the amount and value
of the option contract. For instance, a contract with a value ranging from $100 to $800
might have a fee of about $35.

With calls there are no voting rights, ownership interest, or dividend income.
However, option contracts are adjusted for stock splits and stock dividends.

Calls and puts are not issued by the company with the common stock but rather
by option writers. The maker of the option receives the price paid for the call or put
minus commission costs. Calls and puts are written by, and can be acquired through,
brokers and dealers. The writer is required to purchase or deliver the stock when
requested.

Holders of calls and puts do not necessarily have to exercise them to earn a return.

They can sell them in the secondary market for their current value. The value of
a call increases as the underlying common stock goes up in price. The value of a put
decreases as the underlying common stock goes down in price.

Owners of call and put options can hedge by holding on to two or more securi-
ties to lower risk and at the same time make some profit. It may involve buying a
stock and later purchasing an option on it. For example, a stock may be bought along
with writing a call on it. Also, a holder of a stock that has risen in price may buy a put
to furnish downside risk protection.

The writer of a call agrees to sell shares at the strike price for the price paid for
the call option. Call option writers do the opposite of what buyers do. Investors write
options because they believe that a price increase in the stock will be less than what
the call purchaser expects. They may even expect the price of the stock to remain sta-
tic or to decrease. Option writers receive the option premium minus related transac-
tion costs. If the option is not exercised, the writer earns the price paid for it.
However, when an option is exercised, the writer suffers a loss, sometimes a quite
significant one.

When the writer of an option decides to sell shares, he must come up with stock
at the agreed upon price if the option is exercised. In either case, the option writer
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receives income from the premium. (Shares are sold in denominations of 100.) An
investor usually sells an option when he or she expects it not to be exercised. The risk
of option writing is that the writer, if uncovered, must buy stock or, if covered, loses
the gain.

A writer can buy back an option to terminate exposure. For example, assume the
strike price is $40 and the premium for the call option is $5. If the stock is at less than
$40, the call would not be exercised, and the investor must provide 100 shares at $40.
However, the call writer would lose money only if the stock price exceeded $45.

Options may be naked (uncovered) or covered. Naked options are options on
stocks that the writer does not own. The investor writes the call or put for the premium
and will keep it if the price change is in his or her favor or is immaterial in amount.
The writer’s loss exposure is unlimited, however. Covered options are written against
stocks the writer owns and are not quite as risky. For example, a call can be written
for stock the writer owns or a put can be written for stock sold short. This is a con-
servative mechanism to obtain positive returns. The goal is to write an out-of-the-
money option, keep the premium paid, and have the market price of the stock equal
but not exceed the option exercise price. Writing a covered call option is similar to
hedging a position because if the stock price falls, the writer’s loss on the stock is
partly netted against the option premium.

How Is It Used for Investment Decisions? The major factors affecting the
price of an option are the exercise price, the time premium, and the price of the under-
lying security.

An investor who feels that a stock may rise in value can buy a call option at a
substantially lower price than the price of the stock with substantially higher lever-
age, risking only the cost of the call. Conversely, if the investor believes the stock will
fall in price, a put option can be purchased for a fraction of the cost of the stock and
profit when the stock declines in value with similar leverage.

Option strategies can be used for the purposes of increasing leverage, hedging
risk, and improving the rate of return. This is accomplished by utilizing a call option
writing strategy.

Call option writing strategies are also a very conservative method of investing
because the premium from the call options provides a substantial hedge for a portfo-
lio for downward price movements.

VALUATION OF STOCK WARRANTS

What Is This Tool? A warrant is an option to purchase a certain number of
securities at a stated price for a given time period at an exercise (subscription) price
that is higher than the current market price. A warrant may or may not come in a one-
to-one ratio with stock owned. Unlike an option, a warrant is usually good for several
years; some, in fact, have no maturity date.

A warrant may be received as a sweetener when buying a bond or preferred
stock.
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How Is It Computed? When warrants are issued, the exercise price is
greater than the market price. Assume a warrant of R&J Co. stock enables an
investor to buy one share at $25. If the stock exceeds $25 before the expiration
date, the warrant increases in value. If the stock goes below $25, the warrant loses
its value.

The exercise price for a warrant is usually constant over the warrant’s life.
However, the price of some warrants may rise as the expiration date approaches.
Exercise price is adjusted for stock splits and large stock dividends. The return on a
warrant for a holding period of no more than one year equals

Selling price — acquisition price
Acquisition price

Assume that an investor sells a warrant at $21. That same warrant cost him only
$12. The return is

$21 — $12 1_2$12 = % = 75 percent

The return on a warrant for a holding period in excess of one year equals

(Selling price — acquisition price)/years
Average investment

Assume that there is a holding period of four years on the warrant the investor
just sold for $21. The return is

($21 — $12)/4 _ $2.25
($21 + $12)22 ~ $16.50

= 13.6 percent

The value of a warrant is greatest when the market price of the related stock is
equal to or greater than the exercise price of the warrant. The value of a warrant thus
equals (market price of common stock — exercise price of warrant) X number of
common stock shares bought for one warrant.

For example, suppose that a warrant has an exercise price of $25. Two warrants
equal one share. The market price of the stock is $30. The warrant has a value of

($30 — $25) X 0.5 = $2.50

Usually the market value of a warrant is greater than its intrinsic value, or pre-
mium, because of the speculative nature of warrants. Premium equals the market
price of the warrant minus its intrinsic value. For example, if the warrant referred to
previously has a market price of $4, the premium is $1.50.

Example 1: An investor holds eight warrants. Each warrant permits the
investor to purchase one share of stock at $12 for one year. The warrant will have no
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value at the issue date if the stock is selling below $12. If the stock increases in value
to $25 a share, the warrant should be worth about $13. The eight warrants will, thus,
be worth approximately $104.

Example 2: Assume MSL Co. common stock is $40 per share. One warrant
can be used to buy one share at $34 in the next three years. The intrinsic (minimum)
value per warrant is $6 — ($40 — $34) X 1. Because the warrant has three years left
and can be used for speculation, it may be traded at an amount higher than $6.
Assuming the warrant was selling at $8, it has a premium of $2. The premium is the
$2 difference between warrant price and intrinsic value.

Even when the stock is selling for less than $34 a share, there might be a market
value for the warrant because speculators may wish to buy it on the expectation of an
attractive increase in common stock price in the future. For instance, if the common
stock was at $30, the warrant has a negative intrinsic (minimum) value of $4, but the
warrant might have a dollar value of, for example, $1 because of an expected rise in
common stock value.

Example 3: An investor may use the leveraging effect to boost dollar returns.
Assume he or she has $7,000 to invest. If he or she buys common stock when the
market price is $35 a share, this investor can buy 200 shares. If the price increases to
$41 a share, the investor will have a capital gain of $1200, but if he or she invests the
$7000 in warrants priced at only $7 a share, he or she can acquire 1000 of them. (One
warrant equals one share.) If the price of the warrants increases by $6, profit will
be $6000. In this instance, the investors earns a return of only 17.1 percent on the
common stock investment whereas on the warrants the investor would get a return of
85.7 percent.

On the other hand, assume that the price of the stock drops by $6. If he or she
invests in the common stock, he or she will lose $1200 for a remaining equity of
$5800. However, if he or she invests in the warrant, he or she will lose everything
(assuming no warrant premium exists).

Example 4: Assume that an investor sells short 100 shares at $15 each and
then buys warrants for 100 shares at $13 a share. The cost of the option is $3, or 3
points a share, a total of $300. In effect, he or she is buying the stock at $16 a share.
Thus, if the stock rises above $13, the loss is limited to $1 a share.

Where Is It Found? Prices of actively traded warrants may be found in stock
tables in many major newspapers. Quotes on thinly traded warrants may be best
found through electronic quotes services like telephone based ones provided by
major brokerages to their clients or the quotes services in online computer databases.
The exact terms of the warrants, however, often must be obtained from the company,
brokers, financial publications such as Value Line, or through Securities and
Exchange Commission filings on the Internet at www.sec.gov.

How Is It Used and Applied? Warrants are not available for all securities.
They pay no dividends and carry no voting privileges. The warrant enables the holder
to take part indirectly in price appreciation of common stock and to obtain a capital
gain. One warrant usually equals one share, but in some cases more than one warrant
is needed to get one share.



204 Investment Tools for Buying Low and Selling High

Warrants can be bought from a broker or they are given to shareholders by a com-
pany as a fund-raising device. The price of a warrant is usually listed along with that
of the common stock of the company.

Advantages of warrants are

* The price change in a warrant follows that of the related common stock,
making capital gain possible.

* The low unit cost allows a leverage opportunity in the form of lowering the
capital investment without damaging the investment’s capital appreciation.
This increases the potential return.

» Lower downside risk potential exists because of the lower unit price.

Disadvantages of warrants are

* If no price appreciation occurs before the expiration date, the warrant loses
it value.

* The warrant holder receives no dividends.

* Investment in warrants requires sophistication.

How Is It Used for Investment Decisions? When the price per common share
goes up, the holder of the warrant may either sell it (because the warrant also
increases in value) or exercise the warrant and get the stock. Trading in warrants is
speculative. There is because potential for high return, but high risk exists because of
the possibility of variability in return.

If an investor is to get maximum price potential from a warrant, the market price
of the common stock must equal or exceed the warrant’s exercise price. Also, lower-
priced issues offer greater leverage opportunity. Furthermore, a warrant with a low
unit price generates higher price volatility and less downside risk and, thus, is prefer-
able to a warrant with a high unit price.

Warrants are speculative because their value depends on the price of the common
stock for which they can be exchanged. If stock prices fluctuate widely, the value of
warrants will sharply vacillate.

VALUE OF STOCK RIGHTS

What Is This Tool? Some common stock owners have the preemptive right,
which allows them to maintain their proportionate share in the company. Thus, they
can buy new shares issued before they go on sale to the general public. This way they
can maintain their percentage of ownership. One right is issued for each share of
stock owned.

Rights typically have a life of no more than three months, with several weeks
being customary.

How Is It Computed? Because a stock right gives the holder the right to pur-
chase a stock at a fixed price below the current market price by a certain period of
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time, it has its own market value. The value of a right depends on whether the stock
is traded rights-on or rights-off. In a rights-on trade, the stock is traded with rights
attached so the investor who purchases a share receives the attached stock right. In a
rights-off or ex-rights trade, the stock and its rights are separate from each other and
are traded in different markets.

The formula to determine the value of one right needed to buy a share of stock
has to be adjusted for the rights-on and ex-rights conditions.

Rights-on condition

Market value of stock, rights-on — subscription price
Number of rights required to purchase one share + 1

Value of one right =

Ex-rights condition

Market value of stock, ex-rights — subscription price
Number of rights required to purchase one share

Value of one right =

Where Is It Found? The information needed to determine the value of a stock
right and its attractiveness is found in the rights offering announcement distributed by
the company to its stockholders. The rights offering includes the subscription price,
number of rights to be received, expiration date, and other relevant terms. The current
market price of the stock may be found in the stock pages of newspapers.

Example 1: An investor owns 3 percent of MNO Co. If the company issues
5000 additional shares, he or she may receive a stock rights offerings chance to buy
3 percent, or 150 shares, of the new issue. This right enables him to purchase new
common stock at a subscription price (sometimes called an exercise price) for a short
time. This subscription price, or exercise price, is lower than the current market price
of the stock.

Example 2:  Assume the current market price of stock is $30 a share. The new
share has an exercise price of $26. An investor needs two rights to obtain one new
share. One ex-right equals

$30 — $26 _ $4 _
=5 =%2

Provided the stock price holds at around $30 a share, the right has a value of $2.

How Is It Used for Investment Decisions? A rights offering is important to
current stockholders because it confers on them the right of maintaining equivalent
financial control over a company despite a new stock offering, as well as offering
them the ability to protect against dilution of the value of the shares during a new
stock offering. Further, the rights offering may allow the purchase of stock at a dis-
count below the current market price per share. Additionally, brokerage commissions
may be saved.

A secondary market exists for those stockholders who do not wish to exercise
their right to purchase additional stock and wish, instead, to sell the stock right.
Normally, the market price of a right exceeds its theoretical value. It is not unusual
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for investors to “bid up” the price of the stock in anticipation of future performance.
Because rights do offer excellent leverage, investors can earn higher returns by pur-
chasing rights rather than the stock. As the expiration date of the stock right is
approached, its premium market value corresponds more closely to its theoretical
value.

An interesting aspect of stock rights issues is that a small percentage of stock-
holders, normally about 1.5 percent, will not exercise or sell their rights. The net
result is that these stockholders lose substantial sums of money by not exercising or
selling their stock rights.

A Word of Caution: A stock right should not be exercised in a financially
troubled company whose shares would be expected to decrease in price.
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PROFITABILITY TOOLS

EARNINGS SURPRISES

What Is This Tool? An “earnings surprise” occurs when a company reports
profits or losses that differ from brokerage house analysts’ expectations. A surprise
can be either positive (higher than expected) or negative (lower than expected).

How Is It Computed? Four companies, Zacks, First Call, I/B/E/S, and
Nelson’s vie for the title of being the leading trackers of analysis’ earnings projec-
tions. These firms constantly poll brokerages for their earnings estimates. From that
survey, these companies publish a compilation that includes the high, low, and mean
prediction for a company’s upcoming quarterly and fiscal year results.

When earnings are announced by the companies, these tracking companies then
rate the “surprise” factor of the reported earnings as a percentage of the expected
mean earnings. These companies also do other analyses including ranking companies
by the percentage size of the surprises.

Where Is It Found? Earnings expectations are available on many electronic
quotation services such as Bloomberg Business News. The Wall Street Journal pub-
lishes a short list on notable surprises each day along with its daily listings of quar-
terly corporate results. Three other services also track such data, I/B/E/S, Nelson’s,
and First Call. Many brokerage houses have information from these two services
available. On the Internet, Zacks Web site at www.zacks.com is an excellent free
resource. (See Figure 77.)

How Is It Used for Investment Decisions? From a macro viewpoint, earnings
surprises can be used as a way to view the potential strength of the economy. A series
of disappointing results from well-known companies could be a sign of overall weak-
ness. Conversely, a string of profit news besting Wall Street’s expectation is a signal
that the national financial fortunes may have turned up.

On a microeconomic view, negative earnings surprises can have a devastating
impact on stock prices, especially when they involve issues of fast-growing compa-
nies. Many institutional investors are known to dump shares soon after downside
earnings surprises because they see it as a sign of potential trouble or because the
traders may have lost confidence in their own abilities to project the company’s
future.

On the other hand, upward surprises can be beneficial for a company’s stock
because it reflects a positive earnings picture for the company.

207
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EPS Surprises
Sponsorad By:

JOMONSMITH BARN

Fositive Surprises

Expected Reported %
Ticker  Time EPS EPS Surprise
THC 09:14 0.45 048 6.67

Megative Surprises
Expected Reported %
E EP

Ticker Tirne p
Surprize
-8

SCHN 12:34 0.25 0.23
Last updated on Oct 3, 2000 13:12:39

FIGURE 77 How analysts’ estimates are tracked by Zacks on the Internet. (From www.
Zacks.com.)

HORIZONTAL (TREND) ANALYSIS

What Is This Tool? Horizontal analysis is a time series analysis of financial
statement items covering more than one year. It looks at the percentage change in an
account over time.

How Is It Computed? The percentage change equals the dollar change
divided by the base year amount.

~ (Year2 — Year 1)
Percentage change = T Yearl

Example: If a company’s sales in 19X1 and 19X2 were $5,000,000 and
$4,000,000, respectively, there is a 20 percent decrease ($1,000,000/$5,000,000).
The significant deteriorating sales position of the company appears to make it unat-
tractive for investment.

Where Is It Found? Most companies report horizontal percentage changes in
their annual reports. Figure 78 shows the percentage changes in the financial high-
lights section of Procter & Gamble’s 1992 Annual Report. If not, the investor finds
a company’s financial statement in its annual report. He or she then computes the
percentage change for what are considered to be important items such as net income
and sales.

The percentage change in market price of stock may be obtained by using the
year-end market price per share, published in the stock quotations section in financial
newspapers.

How Is It Used for Investment Decisions? By examining the magnitude of
the direction of a financial statement item, the investor can evaluate whether the com-
pany’s financial position is getting better or worse. For example, if there is a signifi-
cant growth trend in earnings, the investor may be advised to buy the stock.

A Word of Caution: Past trends in price may not necessarily predict the trend
in future prices. The environment may have changed.

Also See: Profitability: Vertical (Common-Size) Analysis.
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Restaurant Margin-Domestic

1997 1996 1995

Company Sales 100.0% 100.0% 100.0%
Food and paper 31.3 32.1 32.3
Payroll and

employee benefits 30.3 30.0 29.5
Occupancy and other

operating expenses _ 27.0 27.4 271
Restaurant margin 11.6% 10.6% 11.2%

FIGURE 78 How one company breaks out profit margins in their annual report.

PROFITABILITY RATIOS

What Are These Tools? Profitability ratios look at the company’s earnings
relative to sales and assets employed. They are important operating performance
measures.

How Are They Computed? Net profit margin is a ratio that reveals the prof-
itability generated from sales. The higher the profit margin from each sales dollar
generated, the better the company is doing financially.

Net income
Net sales

Net profit margin =
The gross profit margin ratio is helpful in appraising a company’s ability to effec-
tively use its asset base to generate revenue.

Gross profit

Gross profit margin =
Net sales

Gross profit = Sales — Cost of sales

Net sales

Net sales to total assets = ———>—">
Average total sales

Return on investment or ROI measures the effectiveness of the company’s assets to
create profits. Are assets being used productively?

Return on investment (ROI) = __Netincome
Average total assets
where

Total assets (beginning) + Total assets (ending)
2

Average total assets =
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ROI is the product of two important factors, net profit margin and total asset
turnover.

ROI = Net income _ Net income Sales
Average total assets Sales Average total assets

= Net profit margin X total asset turnover

The return on stockholders’ equity or ROE ratios reveals the earnings earned by
stockholders in the business.

Net income

Return on stockholders equity (ROE) = -
Average stockholders equity

Where Are They Found? The profitability and rate of return ratios appear in
brokerage research reports, such as Value Line Investment Survey, prepared by fun-
damental analysis. They are sometimes mentioned in management’s discussion
within the annual report. In any event, the investor may easily calculate these ratios
from the financial information contained in the balance sheet and income statement
published in the company’s annual report. Online computer investment database such
as www.marketguide.com contains such information.

Example 1: A company reports the following information:

20X2 20X1
Gross profit $15,000 $20,000
Net income 8,000 9,600
Sales 65,000 80,000
Relevant ratios follow.
Net profit margin 0.12 0.12
Gross profit margin 0.23 0.25

The net profit margin was constant, indicating that the earning power of the busi-
ness remained static. However, there was an improvement in gross profit, probably
owing to increased sales and/or control of costs of sales. The reason the gross profit
margin is up but net profit margin is constant, even though sales increased, is proba-
bly owing to a lack of control in operating expenses.

Example 2:
20X2 20X1
Net income $259,358 $384,346
Average total assets
Beginning of year 1,548,234 1,575,982
End of year 1,575,982 1,614,932
Average total assets 1,562,108 1,595,457

Return on total assets 16.50% 24.09%
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There has been growth in the return on assets over the year, indicating the assets’
greater productivity in generating earnings.

How Are They Used for Investment Decisions? An indication of good finan-
cial health is a company’s ability to earn a satisfactory profit and return on invest-
ment. The investor should be reluctant to associate himself with an entity that has
poor earnings potential because the market price of stock and future dividends will
be adversely affected.

By examining a company’s profit margin relative to previous years and to indus-
try norms, the investor can evaluate the company’s operating efficiency and pricing
strategy as well as its competitive status within the industry. The profit margin may
vary greatly within an industry because it is subject to sales, cost controls, and pric-
ing. (See Figure 79.)

ROI and ROE are used to measure a company’s success and to rank companies
in the same industry.

A Word of Caution: Profitability ratios may appear attractive but they may be
overstated because the company has manipulated its earnings, reduced discretionary
costs needed for future growth, or obtain one-time earnings boosts.

Return on Equity for Stocks

ROE ROE
Company Name Ticker Exchange 1997-1998 1996-1997

Dell Computer DELL NASDAQ 73 64.3
Coca-Cola KO NYSE 56.5 56.7
Computer Associates International CA NYSE 47.1 24.4
Bristol-Myers Squibb BMY NYSE 44.4 43.4
Philip Morris Companies MO NYSE 423 443
Abbott Laboratories ABT NYSE 41.9 39
Global Marine GLM NYSE 38.6 39.2
Merck MRK NYSE 36.6 324
Intel INTC NASDAQ 36 30.6
General Motors GM NYSE 359 19.6
Parametric Tech PMTC NASDAQ 34 26.9
CIENA CIEN NASDAQ 31.1 324
PepsiCo PEP NYSE 30.9 17.3
Warner-Lambert WLA NYSE 30.7 30.5
IBM IBM NYSE 30.6 25
Texas Instruments TXN NYSE 30.5 1.5
Amgen AMGN NASDAQ 30.1 35.7
Procter & Gamble PG NYSE 30 275
Gillette G NYSE 29.5 21.2
Tellabs TLAB NASDAQ 28.3 20

FIGURE 79 Here is a look at the highest return on equity figures for fiscal years ending in
1998 by October 31, 1998 for actively traded (more than 2 million shares daily average) U.S.
stocks. (From Morningstar Inc. With permission.)



212 Investment Tools for Buying Low and Selling High

Also See: Profitability: Quality of Earnings, Share—Price Ratios: Cash per
Share, Share—Price Ratios: Earnings per Share.

QUALITY OF EARNINGS

What Is This Tool? Quality of earnings are the realistic earnings of a company
that conform to economic reality. Quality of earnings is a multifaceted concept that
embraces many accounting and financial considerations and involves qualitative and
quantitative elements. Qualitative elements such as cash flow are subject to mea-
surement. Quantitative elements such as the quality of management cannot be
measured objectively. This discussion will look only at the quantitative aspect
because that is subject to computation. Quality of earnings can be analyzed only by
a sophisticated investor.

How Is It Computed?

Reported net income + Items unrealistically deducted from earnings —
Items unrealistically added to earnings
= Quality of earnings

There is no absolute “true” (real) earnings figure. However, the “quality of earn-
ings” figure (adjusted earnings) should be more representative of the company’s
operational activity than reported net income.

Economic profits

Salomon Brothers’ Earnings Quality Index = :
Net income

Salomon Brothers defines economic profits as reported profits adjusted to
remove inventory profits and inadequate depreciation. A high ratio indicates better
quality of earnings.

Example 1: A company reports sales of $1,000,000 and net income of
$400,000. Included in the net income figure is research and development expense of
$50,000, or 5 percent of sales. However, in past years the company’s research and
development relative to sales was 8 percent. Competing companies are showing 8
percent this year as well. Thus, the investor can conclude that research and develop-
ment should be realistically $80,000 (8 percent X $1,000,000). Hence, R&D is
understated by $30,000 ($80,000 - $50,000). The adjusted earnings follows.

Reported net income $400,000
Less the understatement of R&D —30,000
Quality of earnings $370,000

In this example, there was only one adjustment. Of course, many adjustments
would typically be required.

Example 2: Assume a company’s earnings per share (EPS) of $6.00 includes
some low quality components. These items are listed below as deductions from reported
EPS. In order to arrive at an “acceptable” quality EPS, certain items must be deducted.
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These were chosen with a view toward developing an approach that allows for a clearer
understanding of the adjustment process. In reality, of course, reported EPS would be
adjusted upward or downward for various reconciling items. An example of an upward
adjustment would be the adding back to EPS of the effect of an unjustified accounting
cushion arising from overestimated warranty provisions or bad debt provisions.

Reported EPS $6.00
Deductions from reported EPS in order to

arrive at an “acceptable quality” EPS
Unjustified cutbacks in discretionary costs

(e.g., advertising, repairs) as a percentage of sales 0.03
Extraordinary gains (e.g., sales of real estate) 0.04
A decline in the warranty provision that is not

consistent with previous experience 0.02
Increase in deferred expenditures that do not have

future economic benefit _0.01
“Acceptable quality” EPS 5.90

Where Is It Found? Some investment advisory research reports are solely
devoted to the analysis and computation of a company’s quality of earnings.

The knowledgeable, sophisticated investor also may determine a company’s
quality of earnings by analyzing financial information released by the company in its
annual report and SEC filings (e.g., Form 10-K). There are books devoted to evaluat-
ing and determining a company’s quality of earnings that the investor may refer to.
Examples are Quality of Earnings: The Investor’s Guide to How Much Money A
Company Is Really Making, by Thorton O’Glove (Macmillan, New York, 1987), How
to Analyze Businesses, Financial Statements, and the Quality of Earnings, by Joel
Siegel (Prentice-Hall, New Jersey, 1991, 2nd ed.), and Financial Statement Analysis,
by Leopold Bernstein (Richard D. Irwin, Illinois, 1989, 4th ed.).

How Is It Used and Applied? Quality of earnings is the result of many factors
including accounting policies used, adequacy of repairs and maintenance, stability in
operations and earnings, accounting changes, income manipulation, appropriateness
of deferring costs, underaccrued or overaccrued expenses, revenue recognition meth-
ods, adequacy of discretionary costs, degree of accounting estimates, inflationary
profits, business risk, cash earnings, residual income (net income less minimum
return on total assets), sales returns, and extent of diversification.

How Is It Used for Investment Decisions? Earnings quality is relative rather
than absolute; it applies to comparing the characteristics of net income among com-
panies in the same industry. The investor should note the following:

* The “quality of earnings” encompasses much more than the mere under-
statement or overstatement of net income; it also refers to such factors as
the stability of income statement components, the realization risk of assets,
and the maintenance of capital.

* Quality of earnings affects the market price of stocks and bonds, dividends,
and credit rating.
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* Identical earnings of competing companies may possess different degrees
of quality. The key to evaluating a company’s earnings quality is to compare
its earnings profile (the mixture and the degree of favorable and unfavorable
characteristics associated with reported results) with the earnings profile of
other companies in the same industry. Investors attempt to assess earnings
quality in order to render the earnings comparable and to ascertain the value
to be placed on such profits.

“Poor earnings quality” occurs when the company’s accounting policies are not
realistic.

A Word of Caution: The analysis of the quality of earnings should be per-
formed only by investment professionals.

Also See: Profitability: Profitability Ratios, Share—Price Ratios: Cash per
Share, Share—Price Ratios: Earnings per Share.

VERTICAL (COMMON-SIZE) ANALYSIS

What Is This Tool? In vertical analysis, a financial statement item is used as
a base value. All other accounts in the financial statements are compared to it.

How Is It Computed? In the balance sheet, total assets equal 100 percent.
Each asset is stated as a percentage of total assets. Similarly, total liabilities and
stockholders’ equity are assigned 100 percent with a given liability or equity account
stated as a percentage of the total liabilities and stockholders’ equity.

In the income statement, 100 percent is assigned to net sales with all revenue and
expense accounts related to it.

Where Is It Found? Most companies report common-size percentages in their
annual reports. If not, the investor finds a company’s financial statement figures in its
annual report, and then computes the vertical percentages.

Example 1:

Net sales $300,000 100%
Less the cost of sales 60,000 20%
Gross profit $240,000 80%
Less the operating expenses 150,000 50%
Net income $90.000 30%
Example 2:
Current assets $200,000 25%
Noncurrent assets 600,000 75%
Total assets $800.000 100%

How Is It Used for Investment Decisions? Common size analysis can be
compared from one period to another to see how the company is doing.

Vertical analysis tends to exhibit the internal structure of the enterprise. It indi-
cates the relative amount of each income statement account to revenue. It shows the
mix of assets that produces the income and the mix of the sources of capital, whether
provided by current or long-term liabilities, or by equity funding.



Tool #81 Profitability Tools 215

The vertical percentages of a company should be compared to its competitors or
to industry percentages so that the investor may ascertain the firm’s relative position.

If vertical analysis indicates improved financial condition, such as increasing
profit relative to sales, the investor may consider buying the stock.

A Word of Caution: The percentage relationship of an item to sales in one
year may drastically change in another year. For example, a company’s profit margin
(net income to sales) may go from 30 percent in one year to 2 percent in the next year.
One cause might be a recession.

Also See: Profitability: Horizontal (Trend) Analysis.
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REAL ESTATE TOOLS

CAPITALIZATION RATE

What Is This Tool? The capitalization rate—also known as ‘“cap rate” or
“income yield”—is a method used to determine the rate of return on a real estate
investment.

How Is It Computed? The capitalization rate equals net operating income
(NOI) divided by the purchase price. Assume NOI is $25,000 and the investment was
$200,000. The capitalization rate equals

$25,000

=125 t
$200,000 pereen

If the market rate is 10 percent, the fair market value of similar property is $250,000
($25,000/10 percent). The property may be underpriced.

Where Is It Found? The capitalization rate may be found on the real estate bro-
ker’s fact sheet on a property.

How Is It Used for Investment Decision? The capitalization rate when
applied to the earnings of an investment determines its market value. The lower the
capitalization rate, the higher the anticipated risk to the investor and the higher the
asking price paid. In determining whether a piece of property is underpriced or over-
priced, the investor should look at the capitalization rate of similar kinds of property
in the marketplace. The investor must note two limitations with this appraisal
approach. First, it is based on only the first year’s NOI. Second, the method ignores
return through appreciation in property value.

Also See: Gross Income Multiplier (GIM), Real Estate Returns: Net Income
Multiplier (NIM).

HOME PRICE STATISTICS

What Are These Tools? There are several measures reported monthly.

—

New home activity, a monthly count of sales of newly constructed homes.
2. Home resale activity, a monthly check on sales of existing housing.

3. Home affordability, a quarterly measure of prices vs. income and interest
rates.

216
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How Is It Computed? New home sales, both average price and sales volume,
are reported by the U.S. Commerce Department. Sales figures are adjusted to reflect
the seasonality of activity. Both sales and price figures are reported on both a national
and regional basis.

Home resale activity, both average price and sales volume, are reported by the
National Association of Realtors (NAR). Sales figures, too, are adjusted for season-
ality. Both sales and price figures are reported on a national and state basis as well as
for many major metropolitan areas.

The NAR'’s affordability index shows how likely it is for an average American
family to afford to buy an existing home, considering current home prices, income
levels, and mortgages rates. NAR’s affordability index was 132.5 during the third
quarter of 1998, meaning that one-half of the nation’s households had at least 132.5
percent of the income needed to purchase a home at the third quarter median price,
which was $132,700. Under these conditions, a family earning the median income of
$45,281 could afford a home costing $175,800.

Where Is It Found? Such housing figures appear regularly in newspapers
such as The Wall Street Journal, The New York Times, and USA Today. They are
reported on business news TV and can be found on the Internet at the government sta-
tistics web site at www.stats.bls.gov or at NAR’s www.realtor.com. (See Figure 80.)

How Is It Used for Investment Decisions? These figures can be used to judge
the health of both the overall economy as well as the housing industry.

New home sales figures, particularly volume, are seen as a key barometer of
future economic growth, because the housing and construction sector often leads the
nation out of an economic slump. They can also be viewed as a way to determine the
potential for home builders’ shares as an investment.

Because of an increase in entry-level horme buying, the rise in meadiz
understates the appreciation rate, which is now around 10 percent, D

(chart)

Mo Sold Mo Sold Pt Median Median Pct
Aug-99 Aug-00 Chng. Aug-99 Aug-00 Chng.

Los Angeles 10,250 10,443 1,9% $191K $205K 7.3%
Orange County 4,612 4,729 2,5% $241K $274K 13.7%

All Homes

San Diego 4,941 4,798 -2,9% $213K $237K 11.3%
Riverside 3,461 3,918 13.29% $150K $162K 8.0%
San Bernardino 3,031 3,471 14.5% $137K $147K 7.3%
WVentura 1,492 1,380 -7.5% $238K $251K 5.5%

So. California 27,787 28,739 3.4% $195K $211K 8.2%
Source: DataQuick Information Systerns

FIGURE 80 How a web site tracks existing home sales activity. (From DataQuick.com.)
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Existing home sales figures, notably price changes, are seen more as an indica-
tor of consumer sentiment, another key factor because individuals purchase two-
thirds of the nation’s goods and services. Rising volumes, as well as strong price
showing, make homeowners feel better about their own economic outlook and moti-
vates them to spend.

The affordability index is a way to judge current and future potential for the
housing industry. Low affordability can foreshadow upcoming problems for housing
as more potential buyers stay out of the market.

A Word of Caution: Housing figures can be fairly erratic and are highly
regionalized. That makes them difficult to extrapolate to major national trends. On a
local level, however, the small sample base—only a tiny portion of homes in any market
change hands in a year—makes sales prices figures difficult to use for an individual
home.

Also See:  Economic Indicators: Housing Starts and Construction Spending.

NET INCOME MULTIPLIER (NIM)

What Is This Tool? The net income multiplier (NIM) is a method to determine
the price of income-producing property.

How Is It Computed? The multiplier equals the asking price (or market
value) of the commercial property divided by the current net operating income (NOI).
NOI equals the gross rental income less allowances for vacancies and operating
expenses, except for depreciation and interest on debt. Assume that net operating
income is $20,000 and the asking price is $200,000. The NIM equals

$200,000 _ o
$20,000

If similar commercial property in the locality is selling for “8 times annual net,” the
value would be taken as $160,000 (8 X $20,000). This means that the property is
overvalued and should not be bought.

Where Is It Found? The NIM for commercial property in an area may be
ascertained by inquiring with real estate agents and reading published real estate infor-
mation. The real estate broker’s fact sheet on a property typically provides the NIM.
The investor also should obtain an understanding of the real estate market in the local-
ity by asking around and finding out what similar property has been selling for in the
market.

How Is It Used for Investment Decisions? The NIM method is used by the
investor to determine the approximate market value of a property. It is superior to the
gross income multiplier (GIM) approach because it considers vacancies and operat-
ing expenses. A property may be purchased when it is undervalued. However, if the
investor currently owns the property, he should sell it if it is overvalued before the
property declines in price. For example, if the property’s NIM is “8 times annual net”
but the going market rate is 5 times annual net, it is overpriced and should be sold.

Also See: Real Estate Returns: Capitalization Rate (Cap Rate, Income Yield),
Gross Income Multiplier (GIM).
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NCREIF PROPERTY PERFORMANCE AVERAGES

What Is This Tool? These averages are market-value property performance
averages broken down by building type and geographic region.

How Is It Computed? The index, compiled by the National Council of Real
Estate Investment Fiduciaries, measures investment results over time for nonlever-
aged investment grade warehouse-research-and-development-office facilities, retail
properties, office buildings, and apartment buildings. Properties in the index are all
held in pension investment pools. There are subindexes for each. There are also two
distinct parts to the index and its subindexes: one measures income, the other appre-
ciation. In addition, national and eight subregional indexes are compiled.

A determination is made through appraisals of the average market values of
property in selected major geographical areas. The average income generated from
the properties is also determined by the company.

The index started on December 31, 1977. The apartment return index began in 1988.

Where Is It Found? It appears in Barron’s. (See Figure 81.)

How Is It Used for Investment Decisions? The investor can use this informa-
tion to decide lucrative areas in the country for real estate investment. Further, the data
may be used to identify negative trends prompting a sell decision now before property
values deteriorate further. The index can also be used to view broader trends in real
estate prices, notably for those considering a real estate investment trust (REIT).

A Word of Caution: The appraisal of what a property is worth has subjectiv-
ity associated with it. Further, property values and income thereon may drastically
change depending on economic and demographic conditions.

REAL ESTATE PERFORMANCE AVERAGES

2000 1999 1999 1999 1999
Mar. Dec. Sep. Jun. Mar.
NCREIF Prop Index(Mil§)  82,820.8 77,432.3 75,676.6 12,780.8 68,056.8
Apts. 17.1% 16.9% 16.3% 16.4% 16.6%
Industrial 16.1 16.6 16.3 16.0 16.1
Office 42.0 419 426 42.2 40.7
Retail 23.5 24.3 235 4.1 25.4
East 28.5 28.7 28.5 28.6 28.8
Midwest 16.1 16.0 16.6 16.8 16.3
South 22.2 22.1 21.8 22.1 21.6
West 3.2 3.2 33.0 32.6 3.3
Total Return 231 294 217 2,60 3.59
Wilshire RE Index(Mil$) 113,460 113,090 115,643 130,676 116,974
Total Return 2.81% 0.23% (9.54)% 10.62% 3.41)%
Dividend Return 1.79 2.28 1.54 1.58 1.66
Wilshire REIT Index
Total Return 2.99 0.17 (8.21) 10.56 (4.10)
Dividend Return 1.91 249 2.11 1.73 1.76
Wilshire REOC Index
Total Return 0.88 0.84 (19.95) ll] 91 3.4
Dividend Return 0.69 0.30 0.49 0.55

Sources: National Council of Real Estate Investment Fiduciaries, Two Prudential Plaza 180 N. Stetson
Avenue, Suite 2515, Chicago, IL 60601. Wilshire Asset Management, 1299 Ocean Avenue, Suite 700, Santa
Monica, CA 90401 - 1085.

FIGURE 81 Here’s how newspapers cover real estate performance data. (From Barron’s
Market Week, August 28, 2000, p. MW78. With permission.)
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RussSeLL 2000 INDEX

What Is This Tool? The Russell 2000 Index is seen as the top barometer of
performance for small company stock in the U.S. It has received growing attention in
the late 1990s as large stock consistently outperformed smaller ones.

How Is It Computed? The index is calculated by Frank Russell Co. of Seattle.
Russell first ranks all U.S. stocks from the largest to smallest based on market capi-
talization each May 31. Russell excludes stocks trading below $1.00; it is, generally
limited to only one class of a company’s stock and does not include closed-end
mutual funds, limited partnerships, royalty trusts, non-U.S. domiciled stocks, foreign
stocks, and the like.

The 3000 largest stocks become the Russell 3000 Index, which tracks the broad
U.S. market. The largest 1000 of those 3000 become the Russell 1000 Index, which
tracks large U.S. stocks. The remaining 2000 is the roster of the Russell 2000.

Where Is It Found? Russell indexes appear in major daily newspapers as well as
in The Wall Street Journal and Barron’s. You can also track the index on major online
computerized investment services or at Frank Russell Co.’s Web site at www.russell.com.

How Is It Used for Investment Decisions? Russell indexes can be used to
detect the quality of the second tier market. Many studies have shown that over time
small company stocks have performed better than large company shares.

The Russell 2000 represents approximately 10 percent of the total market capi-
talization of all U.S. shares. As of May 31, 1998, the median market capitalization
was approximately $500.0 million and the largest company in the index had an
approximate market capitalization of $1.4 billion.

An investor looking to catch the next upswing in small company stock might
watch the relative performance of the Russell 2000 vs. the Russell 1000, the Dow
Jones Industrial Average, or the S&P 500. When the Russell 2000 was consistently
underperforming, that could be a buy signal.

The Russell 3000 is seen as a vane for the broad U.S. market. It also offers some
interesting subindexes that track various industries.

* Russell 3000 Autos and Transportation Index comprises what are tradition-
ally known as transportation companies plus auto companies.

* Russell 3000 Consumer Discretionary and Services Index comprises mak-
ers of products and providers of services directly to the customer.

* Russell 3000 Consumer Staples Index comprises companies that provide
products directly to the consumer that are typically considered nondiscre-
tionary items based on consumer purchasing habits.
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* Russell 3000 Financial Services Index comprises financial-service firms.

* Russell 3000 Health Care Index comprises firms in medical services or
health care.

* Russell 3000 Integrated Oils Index comprises oil companies in exploration,
production, and refining processes.

* Russell 3000 Materials and Processing Index comprises companies that
extract or process raw materials.

* Russell 3000 Other Energy Index comprises energy-related businesses
other than integrated oils.

* Russell 3000 Producer Durables Index of companies that convert unfin-
ished goods into finished durables used to manufacture other goods or pro-
vide services.

* Russell 3000 Technology Index comprises the electronics and computer
industries or makers of products based on the latest applied science.

* Russell 3000 Utilities Index comprises utilities companies in industries
heavily regulated.

A Word of Caution: Just because history tells you that small stocks like those
that comprise the Russell 2000 have outperformed in the past, that is no guarantee
that such a trend will continue forward. With the growth of money management in the
1990s, there are far less small, undiscovered stocks to invest in. Plus, with so many
large money managers running huge mutual funds, there are less investors for small
stocks. Most large funds cannot, or will not, purchase small stocks because they do
not have enough liquidity to be easy to trade in and out of. (See Figure 82.)

Also See: Dow Jones Industrial Average, NASDAQ Indexes; Standard &
Poor’s (S&P) 500, Wilshire 5000 Equity Index.
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Indexes
Dow Jones
Industrial Standard & NASDAQ
Index Average Poor’s 500 Composite Russell 3000  Russell 2000  Russell 1000
Tracks? Large Cap  Broad Market NASDAQ Broad Market Small Cap Large Cap
Companies in 30 500 5,500 3,000 2,000 1,000
index?
How constructed/ By price By market By market By market By market By market
weighted? capitalization capitalization ~ capitalization capitalization  capitalization
Criteria for a Selection Selection All domestic ~ Top 3,000 Smallest 2,000 Largest 1,000
stock’s committee; committee; shares traded  NYSE, stocks, by stocks, by
inclusion? to be to include on NASDAQ’s NASDAQ market cap, market cap,
representative biggest National & AMEX in Russell in Russell
of U.S. U.S. stocks Market and domestic 3000 3000
industry Small Cap stocks, ranked
Exchange by market
capitalization
Median market $4.9 billion  $5 billion Not available ~ $790 million $500 million  $3.7 billion
cap of index
stocks?
Percent of 100% 89.5% 0 83.9% 50.6% 87.2%
index on NYSE,
by market cap?
Percent of index 0 10.2% 100% 15.5% 46.4% 12.4%
on NASDAQ,
by market cap?
Percent of index 0 0.3% 0 0.7% 3% 0.4%
on AMEX, by
market cap?
Maximum time None None None 1 year 1 year 1 year
between changes
in index members?
10-year 17.26% 17.28% 15.89% 16.46% 11.15% 16.99%
performance
through
10/31/98?

FIGURE 82 Russell Indexes vs. Other Key Indexes, as of November 1998.
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SAFETY AND TIMELINESS RANKING

What Is This Tool? Investment advisory services monitor and rate hundreds
of securities in terms of safety and timeliness. Value Line has a good track record.

How Is It Computed? Value Line uses a financial model directed toward
determining a company’s profit growth and estimates what earnings will be over the
next year. The computerized model then projects which stocks will perform the best
or worst in terms of price over the next 12 months. A risk rating is assigned to each
security based on its historical fluctuation in price compared to a market index. This
is measured by beta. Industries also are ranked.

Where Is It Found? The rankings of stocks and industries may be found in
Value Line’s Investment Survey publication.

How Is It Used and Applied? Value Line assigns one of the following rank-
ings based on the timeliness and safety of the company’s stock.

Best.

Above average.
Average.
Below average.
Worst.

A

How Is It Used for Investment Decisions? The investor may use the Value
Line information as a basis to buy or sell a stock. A company rated number 1 may be
an attractive buy. However, a number 5 category stock should be avoided or sold if
currently held.

Besides ranking companies and industries, Value Line includes other informa-
tion including corporate financial data, institutional percentage of ownership of the
company, and insider transactions.

A Word of Caution: The safety and timeliness ranking may be used along
with beta, the price—earnings ratio, and other data such as the institutional percent-
age of ownership of the company and insider transactions.

Also See: Beta for a Security, Investor’s Business Daily’s Intelligent Tables.
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SHARE-PRICE RATIOS

BOOK VALUE PER SHARE

What Is This Tool? Book value per share is the net assets available to com-
mon stockholders divided by the shares outstanding, where net assets is stockhold-
ers’ equity less preferred stock. It is what each share is worth based on historical cost.

How Is It Computed? Book value per share of preferred stock equals

Liquidation value of preferred stock + preferred dividends in arrears
Preferred shares outstanding

Book value per share of common stock equals

A—-B+COC
D

where

A equals total stockholders’ equity.

B equals liquidation value of preferred stock.
C equals preferred dividends in arrears.

D equals common shares outstanding.

Care must be taken in computing the liquidation value of preferred stock. Some
companies have preferred stock issues outstanding that give the right to significant lig-
uidation premiums that substantially exceed the par value of such shares. The effect of
such liquidation premiums on the book value of common stock can be quite material.

Example: The following information is given.

Total stockholders’ equity $4,000,000.

Preferred stock, 6 percent dividend rate, 100,000 shares, $10 par value, $12
liquidation value.

Common stock, 200,000 shares, $20 par value.

Preferred dividends in arrears for 3 years.

Liquidation value of preferred stock equals 100,000 shares times $12 equals
$1,200,000.

Preferred dividends in arrears equals par value of preferred stock 100,000
times $10 equals $1,000,000.
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Preferred dividend rate times 6 percent.
Preferred dividend per year equals $60,000
Number of years (times 3)

Preferred dividend in arrears equals $180,000.

Book value per share for preferred stock equals

$1,200,000 + $180,000 _ $1,380,000 _ $13.10
100,000 shares 100,000 '

Book value per share for common stock equals

$4,000,000 — $1,380,000 _ $2,620,000 _ $13.10
200,000 shares 200,000 '

Where Is It Found? Book value per share is usually reported in financial advi-
sory service publications (e.g., Value Line Investment Survey, Standard & Poor’s Stock
Guide) and brokerage research reports. Computer investment online services like
www.marketguide.com and yahoo.com also contain such figures. It also may be calcu-
lated by the investor because all needed information is contained in the annual report.

How Is It Used for Investment Decisions? A comparison of book value per
share with market price per share gives an indication of how the stock market views
the company. If market price per share is significantly below book value per share,
the investment community is not favorably disposed toward the company’s stock.
However, the stock may be undervalued if the investor believes the company has
future potential. Thus, it may be a buying opportunity.

A Word of Caution: Book value per share should be compared to peer firms.
A stock trading at a discount to its book value may not automatically be a buying
opportunity if shares of its competitors trade at discounts equal, or even greater, in
scale. This may be an indication that traders expect this industry to have rough times
ahead that will push book values lower in the future.

Also See: Share—Price Ratios: Earnings per Share, Share—Price Ratios: Price-
Book Value Ratio.

CASH PER SHARE

What Is This Tool? Cash per share is the per share cash earnings of the com-
pany. Earnings are of higher quality if they are backed by cash. Cash may be used to
pay debt, buy back stocks or bonds, buy capital assets, pay dividends, and so on.

How Is It Computed?

Cash flow from operations
Total shares outstanding

Cash per share =

Cash flow from operations equals net income plus noncash expenses (e.g., deprecia-
tion) minus noncash revenue (e.g., amortization of deferred revenue equals the cash
flow from operations (cash earnings)).
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Cash flow from operations may be approximated by the investor by adding back
to net income depreciation.

Compute the ratio of cash earnings to net income. The trend in this ratio should be
thoroughly examined. A higher ratio is desirable because it means that the net income
is supported by the internal generation of cash. This is a cost-free source of financing.

Where Is It Found? Cash earnings per share may be found in some brokerage
research reports and financial advisory services (e.g., the Value Line Investment
Survey). Computer investment online services like www.marketguide.com and
yahoo.com also contain such figures. The investor also can compute it from infor-
mation readily available in the company’s annual report. Depreciation is simply
added to net income and then divided by the shares outstanding at year-end.

Example: A company’s net income for 19X1 is $5,700,000, which includes a
depreciation expense of $300,000. There are 1,000,000 shares outstanding. The cash
earnings per share equals

$5,700,000 + $300,000
1,000,000

= $6 per share

How Is It Used for Investment Decisions? Net income backed by cash is
important because it represents a liquid source of funds. The investor should place a
premium on a company’s earnings that are supported by cash. Such earnings are
worth more and should be reflected in a higher market price per share. Also, in cases
when shares on a particular industry, for example, are extremely depressed, some
stocks may trade at a discount to their cash-per-share ratio. That means the company
is valued by traders at less than its cash holdings. In that case, the company may be a
takeover candidate because a raider could, in theory, buy the company for free. That
is, the target’s cash would pay for the deal, giving the acquirer the remaining business
essentially for nothing.

A Word of Caution: Cash per share may be artificially high when there are
few shares outstanding even though the company’s cash position is weak. Further,
cash per share does not necessarily reflect a company’s profitability as depicted by
the earnings per share.

Also See: Share—Price Ratios: Earnings per Share.

EARNINGS PER SHARE

What Is This Tool? Earnings per share (EPS) is the amount of the company’s
earnings to each share held by the investing public.
How Is It Computed? Dual presentation of EPS is made as follows.

A—-B
C+D

Primary EPS =

A—-B

Fully diluted EPS = m
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where

A equals net income.

B equals preferred dividends.

C equals weighted-common stock outstanding.
D equals common stock equivalents.

E equals other fully diluted securities.

Weighted-average common stock outstanding takes into account the number of
months in which those shares were outstanding.

To get fully diluted EPS, one needs to add to shares outstanding. Common stock
equivalents are securities that can become common stock at a later date including
stock options, stock warrants, and convertible securities (when the yield is less than
2/3 of the average AA-rated corporate bond yield at the time of issuance).

Other fully diluted securities are convertible securities with a yield equal to
or greater than 2/3 of the average AA corporate bond yield at the time of issuance.
In 1998, fully diluted EPS became the standard way that companies report their
earnings.

Where Is It Found? A company’s earnings per share are routinely included in
news about corporate profits in daily newspapers, on business news TV broadcasts
and in coverage through online computer investment services. It is also tracked in its
quarterly and annual reports. In addition, brokerage reports and financial advisory
services (e.g., the Value Line Investment Survey) report the company’s earnings
per share.

How Is It Used for Investment Decisions? The investor is interested in earn-
ings per share as a measure of the profitability of the company that can be easily com-
pared to previous reporting periods. A company with growing earnings per share has
been successful in its operating performance. A higher earnings per share will likely
result in higher dividends per share for those income-oriented firms and higher mar-
ket price per share for all stocks. On the other hand, a declining or negative earnings
per share infers financial problems negatively impacting the attractiveness of the
company’s stock.

The trend (momentum) in earnings per share should be examined as an indica-
tion of the company’s earning power (see Share—Price Ratios: Growth Rate).

A Word of Caution: The earnings per share statistic should be used in con-
junction with other ratios such as cash per share and dividend payout. Also, compa-
nies can use stock buybacks to inflate EPS without improving the actual profit level.

Also See:  Share—Price Ratios: Cash per Share.

GROWTH RATE

What Is This Tool? The growth rate of a business may be expressed in terms
of earnings, dividends, sales, market price, and assets. A higher premium is assigned
to a company that has a track record of growth.
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How Is It Computed? Growth rate in earnings per share equals

Earnings per share (end of period ) — earnings per share (beginning of period)
Earnings per share (beginning of period)

Assume that earnings per share for 20X1 and 20X2 were $1.25 and $1.50 per
share, respectively. The annual growth rate in earnings per share equals

$1.50 — $1.25

$125 = 20 percent

A 20 percent growth rate in earnings from 20X1 and 20X2 is favorable.

The same approach may be used in computing the growth rate in dividends per
share. Other measures of growth also may be used, such as the change in sales.

Growth rate may be expressed in terms of a compounded annual rate equal to

Compounded annual rate of growth = F, = P X FVIF(, n)
where

F, equals the future value amount.

P equals the present value amount.

FVIF(i, n) equals the future value factor based on the interest rate (7) and num-
ber of periods (n).

Solving this for FVIF, the investor would obtain FVIF(i, n).
. F
FVIF(@, n) = —=
(i, n) b

Assume that a company has earnings per share of $2.50 in 19X9 and ten years
later the earnings per share has increased to $3.70. The compound annual rate of
growth in earnings per share equals

F,,=%$370 and P =$2.50

Therefore,

FVIFG, 10) = i;—;g =148

From a future value of $1 table, a FVIF of 1.48 at 10 years is at i = 4 percent.
The compound annual rate of growth is, therefore, 4 percent. (See Figure 83.)

Where Is It Found? The investor may find earnings per share, dividends per
share, and sales in the company’s annual report. From these published figures, the
investor may compute the appropriate growth rates. In addition, brokerage research
reports and financial advisory publications (e.g., the Value Line Investment Survey)
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Future Value of $1.00
1% 2% 3% 4% 5% 6% 7% 8% 9% 10%

1 1.010 1.020 1.030 1.040 1.050 1.060 1.070 1.080 1.090 1.100

2 1.020 1.040 1.061 1.082 1.103 1.124 1.145 1.166 1.188 1.210

3 1.030 1.061 1.093 1.125 1.158 1.191 1.225 1.260 1.295 1.331

4 1.041 1.082 1.126 1.170 1.216 1.262 1.311 1.360 1.412 1.464

5 1.051 1.104 1.159 1.217 1.276 1.338 1.403 1.469 1.539 1.611

6 1.062 1.126 1.194 1.265 1.340 1.419 1.501 1.587 1.677 1.772

7 1.072 1.149 1.230 1.316 1.407 1.504 1.606 1.714 1.828 1.949

8 1.083 1.172 1.267 1.369 1.477 1.594 1.718 1.851 1.993 2.144

9 1.094 1.195 1.305 1.423 1.551 1.689 1.838 1.999 2172 2.358
10 1.105 1.219 1.344 1.480 1.629 1.791 1.967  2.159  2.367 2.594
11 1.116 1.243 1.384 1.539 1.710 1.898  2.105 2332 2.580 2.853
12 1.127 1.268 1.426 1.601 1.796  2.012 2252 2518 2813 3.138
13 1.138 1.294 1.469 1.665 1.886  2.133 2410 2720  3.066 3.452
14 1.149 1.319 1.513 1.732 1.980  2.261 2579 2937  3.342 3.797
15 1.161 1.346 1.558 1.801 2.079 2397 2759 3172  3.642 4.177
16 1.173 1.373 1.605 1.873  2.183 2540 2952 3426 3.970 4.595
17 1.184 1.400 1.653 1.948 2292 2693  3.159 3.700  4.328 5.054
18 1.196 1.428 1702 2.026 2407 2854 3380 3996  4.717 5.560
19 1.20 1.457 1.754 2107 2.527 3.026 3.617 4316 5.142 6.116
20 1.220 1.486 1.806  2.191 2.653 3207 3870  4.661 5.604 6.727
21 1.232 1.516 1.860 2279 2786  3.400 @ 4.141 5.034  6.109 7.400
22 1.245 1.546 1916 2370 2925 3.604 4430 5437  6.659 8.140
23 1.257 1.577 1.974  2.465 3.072 3820 4.741 5.871 7.258 8.954
24 1.270 1.608  2.033  2.563 3225 4049 5072 6.341 7911 9.850
25 1.282 1.641 2.094 2666 33806 4292 5427  6.848 8.623 10.835
26 1.295 1.673 2157 2772 3556 4549 5807 7396  9.399 11.918
27 1.308 1.707 2221 2.883 3733 4822 6214 7988 10.245 13.110
28 1.321 1.741 2288 2999 3920 5112 6.649  8.627 11.167 14.421
29 1.335 1.776 ~ 2.357 3119 4116 5418 7.114 9317 12172 15.863
30 1.348 1.811 2.427 3243 4322 5743  7.612 10.063 13.268 17.449
35 1.417 2000 2814 3946 5516 7.686 10.677 14.785 20.414 28.102
40 1.489  2.208 3262 4.801 7.040 10.286 14.974 21.725 31.409  45.259
45 1.565  2.438 3782 5.841 8.985 13765 21.002 31.920 48.327 72.890
50 1.645 2692 4384  7.107 11.467 18.420 29457 46902 74358 117.391
55 1.729 2972 5.082  8.646 14.636 24.650 41.315 68.914 114.408 189.059
60 1.817 3.281 5.892  10.520 18.679 32988 57.946 101.257 176.031 304.482

FIGURE 83 Here’s what $1.00 is worth over time. Just compare the desired interest rate with
the desired time period.

often publish growth rates in earnings per share and dividends per share for compa-
nies analyzed. Online computer investment database such as www.marketguide.com
contain such information.

How Is It Used for Investment Decisions? The growth rate of the company
should be compared over the years. In addition, the company’s growth rate should be
compared to competing companies and industry norms.
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The rate of growth in stock price, earnings, and dividends will help determine
whether to buy a particular stock. A company with a higher growth rate is theoreti-
cally worth more than a company with a low or negative growth rate.

The value of a stock is the present value of all future cash inflows expected to be
received by the investor. The cash inflows are dividends and the future sales price.

The growth rate in dividends is a component in Gordon’s formula to determine
the theoretical value of a stock. If there is a constant growth rate of g every year i.e.,
D, =D,(1+ 2)'], then the model is

where

P, equals the current market price of the stock.
D, equals the dividends per share in the year I.
r equals the required rate of return.

g equals the constant growth rate in dividends.

Assume that a common stock paid a $3 dividend per share last year and is
expected to pay a dividend each year at a growth rate of 10 percent. The investor’s
required rate of return is 12 percent. The value of the stock would be

D, _  $330
r—g 0.12-0.10

P, = = $165

A Word of Caution When selecting a stock, risk should be considered along
with the growth rate.

PRICE-TO-BOOK VALUE RATIO

What Is This Tool? The ratio compares the market price of a stock to its book
value.
How Is It Computed?

Market price per share
Book value per share

The book value per share is equal to the total stockholders’ equity divided by
total shares outstanding.

Market price per share is based on current prices while book value per share is
based on historical cost. Market price per share should typically exceed book value
per share because of inflation and good corporate performance over the years.

Assume that a company’s market price per share is $30 and its book value per
share is $50. The price-to-book value ratio equals

$30 _
350 ~ 00

This company is not doing well because its market price of stock is 60 percent
of its book value. The company’s stock has not kept up with increasing prices.
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Furthermore, the company’s earnings and growth may be deficient. Perhaps, the mar-
ket is saying that the assets are overvalued.

Where Is It Found? The price-to-book value ratio may be found in financial
advisory service publications such as Standard & Poor’s. Brokerage research reports
sometimes refer to it. If not, the investor can obtain the market price of stock by referring
to price quotations in financial newspapers. The book value per share appears in finan-
cial advisory publications and, typically, in the company’s annual report. Online com-
puter investment databases such as www.marketguide.com contain such information.

How Is It Used and Applied? The analytical implication may be that a com-
pany has not been performing well when its market price per share is below its book
value per share. The company may be experiencing financial difficulties.

A high price-to-book value ratio is desirable because it shows that the stock mar-
ket places a higher value on the company. The ratio varies wildly by industry, however.

How Is It Used for Investment Decisions? The investor may have a buying
opportunity when book value per share is above market price per share because the
stock may be undervalued. On the other hand, if the investor believes the market price
per share is too high relative to book value per share, the stock should be sold.

A comparison also should be made to peer groups. (See Figure 84.)

Price-to-Book Value Ratio for Stocks

Price-to-Book

Company Name Ticker Exchange 5-Year Avg.
Permian Basin Royalty Trust PBT NYSE 20
Sabine Royalty Trust SBR NYSE 20
North European Oil Royalty NET NYSE 20
Mesabi Trust MSB NYSE 20
Avon Products AVP NYSE 18.2
General Mills GIS NYSE 17.7
Gartner Group IT NYSE 17.6
Cambridge Technology Partners CATP NASDAQ 17.2
UST, Inc. UST NYSE 16.9
Coca-Cola KO NYSE 16.6
Presstek PRST NASDAQ 16.2
Marine Petroleum Trust MARPS NASDAQ 16
LL&E Royalty Trust LRT NYSE 14.8
PeopleSoft PSFT NASDAQ 14.3
Glaxo Wellcome GLX NYSE 13.7
Carlton Communications CCTVY NASDAQ 13.5
Coca-Cola Bottling COKE NASDAQ 13.4
Total System Services TSS NYSE 13.1
Paychex PAYX NASDAQ 12.6
Fastenal FAST NASDAQ 12.6

FIGURE 84 Here is a look at high price-to-book value ratios (five-year averages) for com-
panies who were profitable each of the three years reported through October 31, 1998. (From
Morningstar Inc. With permission.)
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A Word of Caution: Other financial ratios have to be considered besides the
price-to-book value ratio in selecting a stock. It is just one indicator that should be
confirmed by other measures such as the trend in market price per share.

Also See: Share—Price Ratios: Book Value per Share, Share—Price Ratios:
Price—Earnings Ratio (Multiple).

PRICE-EARNINGS RATIO (MULTIPLE)

What Is This Tool? The price—earnings ratio—also known as the P/E ratio or
the “multiple”—is a company’s market price per share divided by its earnings per
share. It is an indicator of what traders are willing to pay for a company’s profits.

How Is it Computed?

Market price per share
Earnings per share

Price—earnings ratio =

Assume that the market price per share of X Company’s stock was $50 and $80,
respectively, for 20X1 and 20X2. The earnings per share for those years are $5 and
$6, respectively. The price—earnings ratios are computed as

20X1 20X2
Price—earnings ratio = Market. price per share 0 10 $80 _ 13.3
Earnings per share $5 $

The increase in the price—earnings ratio by 33 percent ((13.3 — 10)/10) reflects
a better perception of the company in the marketplace.

Where Is It Found? The price—earnings ratios of a company is listed in finan-
cial advisory reports (e.g., Standard & Poor’s, Moody’s, and Value Line) and in the
financial pages of daily newspapers (e.g., Investor’s Business Daily, The New York
Times, and The Wall Street Journal). Online computer investment databases such as
www.marketguide.com contain such information. (See Figure 85.)

How Is It Used and Applied? An increase in the price—earnings ratio may
indicate one or more of the following.

* Investors are more confident in the company. This may be owing to the com-
pany’s improved financial position (e.g., better cash flow, superior earnings,
improved liquidity, and solvency), increase in growth rate, enhanced stabil-
ity, diversification reducing risk, economic prosperity, new patented prod-
ucts, favorable political environment, and quality management.

* The company’s net income may be understated or have a high quality asso-
ciated with it. This will put a premium on such earnings.

Some companies have high price—earnings multiples that reflect high earnings
growth expectations. Young, fast-growing companies often have high price—earnings
stocks with multiples over 100.
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Price-to-Earnings Ratio for Stocks

P/E Ratio
Company Name Ticker Exchange 5-Year Avg.
Presstek PRST NASDAQ 130
Energy Research ERC AMEX 127
Thermo Cardiosystem TCA AMEX 123
Kaiser Ventures KRSC NASDAQ 109
Tejon Ranch TRC AMEX 105
Airtouch Communications ATI NYSE 105
Caere CAER NASDAQ 95
Gartner Group IT NYSE 95
Nippon Telegraph & Telephone NTT NYSE 93
Wind River Systems WIND NASDAQ 91
PeopleSoft PSFT NASDAQ 91
Parallel Petroleum PLLL NASDAQ 91
Noble Affiliates NBL NYSE 91
QUALCOMM QCOM NASDAQ 89
Alexander’s ALX NYSE 87
3Com COMS NASDAQ 87
Integral Systems ISYS NASDAQ 78
Irvine Apartment Communities IAC NYSE 78
Cambridge Technology Partners CATP NASDAQ 76
Kubota ADR KUB NYSE 75

FIGURE 85 Here is a look at high price-to-earnings ratios (five-year averages) for compa-
nies who were profitable each of the three years reported through October 31, 1998. (From
Morningstar Inc. With permission.)

The price—earnings ratio varies among companies in one industry as well as
varying among companies in different industries.

How Is It Used for Investment Decisions? The price—earnings ratio should
be examined by potential investors in deciding whether to invest in the company. A
high price—earnings ratio is desirable because it indicates that investors highly value
a company’s profits. On the other hand, a steady decline in the price—earnings ratio
reflects decreasing investor confidence in the business.

Some investors believe that if a company’s price—earnings ratio is, relatively, too
low, the stock is undervalued and should be bought. On the other hand, some
investors believe that if the price—earnings multiple is, relatively, too high, the stock
is overvalued and should be sold.

One strategy calls for an investor to buy a company’s stock with a low
price—earnings ratio and sell the stock when it reaches a high price—earnings ratio.
However, this strategy does not always work. A low price—earnings stock may dete-
riorate further because the business is not doing well.

Other investors watch collective P/E ratios of large groups of stocks as an indi-
cator of the strength of the market. So, when in the summer of 1998 the average P/E
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ratio of the stocks in the S&P 500 index was nearing 30, that was seen as trouble.
Why? Historically, P/E ratios have run around 18 times the S&P 500 earnings. The
skeptics were proven correct when in August the market began a horrible tumble that
sliced 20 percent off the index in two month’s time.

A Word of Caution: The company’s price—earnings ratio must be compared
over the years and to the price—earnings ratios of competing companies in the indus-
try. Also, many traders now look at the EPS based on Wall Street analysts’ consensus
estimates for the company’s profits in the current or upcoming year. These future or
projected P/E ratios are extremely important in evaluating companies suffering from
losses or at cyclical profit lows rebounding into solid profit years. The price—earnings
ratio is only one consideration in making an investment decision. Other factors must
be taken into account such as product line, risk, quality of assets, contingencies, and
management philosophy.

Also See: Share—Price Ratios: Earnings per Share, Share—Price Ratios:
Price—Sales Ratio (PSR).

PRICE-TO-SALES RATIO (PSR)

What Is This Tool? The price—sales ratio compares the market value of a
company’s outstanding shares to its sales.
How Is It Computed?

PSR = Market price per share x shares outstanding
Sales

Example: JIL Inc. stock has a market price of $5 per share, outstanding shares
are 1.5 million, and sales are $15 million.

$5 X 1.5 million _ $7.5 million __

PSR = = =
S $15 million $15.0 million

Where Is It Found? PSR information on companies can be found in Forbes
and Kiplinger’s Personal Finance Magazine. Online computer investment databases
such as www.marketguide.com contain such information. It also can be computed
from information contained in the annual report.

How Is It Used for Investment Decisions? PSR reflects a company’s under-
lying financial strength. A company with a low PSR is more attractive while one with
a high PSR is less attractive. As a rule of thumb, investors should avoid stocks with
a PSR of 1.5 or more. Further, investors should sell a stock when the PSR is between
3to0 6.

A Word of Caution: The PSR approach to investing is a long-term strategy.
Stock should be held for about three to five years because in many cases the investor
is dealing with a turnaround situation. (See Figure 86.)

Also See:  Share—Price Ratios: Price—Earnings Ratio (Multiple).
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Price-to-Sales Ratio for Stocks

Company Name

Elsevier NV

Alexander’s

Arizona Land Income

Presstek

Thermo Cardiosystem

Reed International

Shuffle Master

Theragenics

Cousins Properties

PMC Commercial Trust

CNS

Black Hawk Gaming &
Development

Gold Fields of South Africa

Anglo American Gold Investment

RFS Hotel Investors
Commercial Assets

San Juan Basin Royalty
Acorn Holding

Burlington Resources Coal Seam

Ticker

ENL
ALX
AZL
PRST
TCA
RUK
SHFL
TGX
cuz
pPCC
CNXS
BHWK

GLDFY
AAGIY
RFS
CAX
SIT
AVCC
BRU

Exchange

NYSE
NYSE
AMEX
NASDAQ
AMEX
NYSE
NASDAQ
NYSE
NYSE
AMEX
NASDAQ
NASDAQ

NASQ
NASQ
NYSE
AMEX
NYSE
NASDAQ
NYSE

Price-to-Sales
5-Year Avg.

23.1
229
224
20.1
19.7
17.2
16.4
15.7
14.7
14.5
14.3
13.9

13.8
13.4
13.2
12.6
12.4
12.3
12.2

FIGURE 86 Here is a look at high price-to-sales ratios (five-year averages) for companies
who were profitable each of the three years reported through October 31, 1998.
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SHARPE’S RISK-ADJUSTED RETURN

What Is This Tool? Some mutual fund analyses use risk-adjusted grades that
compare five-year, risk-adjusted returns. This measure is based on a measure devel-
oped by Nobel Laureate, William Sharpe. The fund manager is, thus, able to view his
excess returns per unit of risk. The index concentrates on total risk as measured by
the standard deviation of returns (noted with the Greek letter o, read as sigma).

How Is It Computed?

Excess returns __ Total fund return — Risk-free rate

Sharpe measure = — = —
P Fund standard deviation Fund standard deviation

Example: If a fund has a return of 10 percent, the risk-free rate is 6 percent,
and the fund and standard deviation is 18 percent, the Sharpe measure is 0.22.

10% — 6% 4%

Sharpe measure = T’ 18% 0.22

Where Is It Found? Mutual fund analysis by Morningstar Inc. (www.morn-
ingstar.net) and others use it.

How Is It Used for Investment Decisions? In appraising the performance of
an investment portfolio, an investor must consider return and risk. The Sharpe index
of portfolio performance may be used for this purpose.

An investor should rank the performance of mutual funds based on Sharpe’s index
of portfolio performance. The funds would be ranked from high to low return. For
example, a fund with an index of 0.6 would be far superior to one with an index of 0.3.

Sharpe’s index should be compared with other trends as well as with the average
market. The larger the index, the better the performance.

A Word of Caution: The index should be used by investors with some math-
ematical knowledge. Remember, the portfolio with the best risk-adjusted perfor-
mance will likely not produce the greatest profits. Formulas like Sharpe’s take into
account the risk undertaken to accomplish profits.

Also See: Performance and Risk: Jensen’s Performance Measure (Alpha),
Performance and Risk: Treynor’s Performance Measure.
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SHORT SELLING

SHORT-INTEREST RATIO (SIR)

What Is This Tool? Short selling occurs when investors believe that stock
prices will drop. Technical analysts look at the number of shares sold short. Short
interest measures the number of stocks sold short in the market at any given time
which have not yet been repurchased to close out short positions.

How Is It Computed? The short interest ratio is the latest reported short inter-
est position for the month divided by the daily average trading volume. The SIR is
more closely watched than the trading volume of shares sold short.

A high ratio is bullish and a low ratio is bearish. In the past, the ratio for all stocks
on the NYSE has hovered between 1.0 and 1.75. A ratio above 1.8 is considered bull-
ish while a ratio below 1.15 is deemed bearish. For example, a ratio of 2 represents
2.0 days of potential buying power. The SIR works best as a bullish indicator after a
long-term decline in prices instead of after a long upturn.

Where Is It Found? The amount of short interest on the NYSE, AMEX, and
NASDAQ is published in Barron’s, The New York Times, The Wall Street Journal, and
other financial publications. The exchanges publish short interest figures on about the
20th day of each month.

How Is It Used and Applied? Looking at short sales is often called a contrary
opinion rule. Some believe that an increase in the number of short sellers indicates a
bullish market. It is believed that short sellers get emotional and overreact when they
are proven wrong and will quickly buy the short-sold stock. Increased short sales and
increased market activity will create additional market supply. Then, when the mar-
ket goes down, the short sellers will buy back their shares, and this will produce
increased market demand.

Some believe, however, that increased short selling reflects a downward and
technically weak market that results from investors’ pessimism. The short seller, in
fact, expects a downward market.

Short interest information does have two limitations, however. Some studies
have shown that short interest follows the same pattern as market price changes, and
data are sometimes not available until two weeks after the short sale occurs.

How Is It Used for Investment Decisions? By monitoring overall short inter-
est, the investor can foresee future market demand and determine whether the market
is optimistic or pessimistic. A very substantial short interest in a single stock should
make the investor question the value of the security.
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The investor also should examine odd-lot short sales. It is believed that many
odd-lotters are uninformed. An odd-lotter short sale ratio of around 0.5 percent indi-
cates optimism; a ratio of 3.0 or more reflects pessimism.

Specialists make markets in securities and are considered ‘“smart money.”
Investors should watch the ratio of specialists’ short sales to the total number of short
sales on an exchange. For example, if specialists sell 100,000 shares short in a week
and the total number of short sales is 400,000, the specialists’ sales constitute 25 per-
cent of all short sales.

Specialists’ short sales are a bullish indicator. The specialists keep a book of limit
orders on their securities so they are knowledgeable as to market activity at a partic-
ular time. However, if most of their short sales are covered, this is a bullish sign. A
normal ratio is about 55 percent. A ratio of 65 percent or more is a bearish indicator.
A ratio less than 40 percent is bullish.

A Word of Caution: Short-sellers may be right that the market is headed
downward.

Also See:  Short Selling: Short Sales Position, Short Selling: Specialists/Public
Short (S/P) Ratio.

SHORT SALES POSITION

What Is This Tool? Shares are borrowed from a broker in order to sell shares
the investor does not own. In short selling, the investor hopes to sell high and to buy
back the stock low at a later date. The shares are then returned to the broker. If the
stock falls, the investor makes money. If it rises, the investor loses money. It is a spec-
ulative form of investment involving considerable risk.

How Is It Computed?

Selling price — purchase price
Gain (or loss)

where

Selling price equals the shares sold times the selling price per share.
Purchase price equals the shares bought times the cost per share.

Example: Assume that the investor sells short 50 shares of stock with a mar-
ket price of $25 per share. The broker borrows the shares for the investor and sells
them to someone else for $1,250. The brokerage house holds on to the proceeds of
the short sale. Later on, the investor buys the stock back at $20 a share, earning a per
share profit of $5, or a total of $250.

How Is It Used and Applied? A short seller must set up a margin account with
a stockbroker. If the price suddenly rises, the investor can buy back the stock to min-
imize his losses. The Federal Reserve requires a short seller to have in a margin
account cash or securities worth at least 50 percent of the market value of the stock
sold short. Another requirement is that a stock can be sold short only when the stock
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price has risen. An investor cannot sell short a listed stock that drops steadily from
$50 to $30, for example. Short sellers pay brokerage commissions on both the sale
and repurchase.

Where Is It Found? Information on short sales appears in the financial sec-
tion of newspapers and financial magazines such as Barron’s and The Wall Street
Journal.

How Is It Used for Investment Decisions? The investor may use the follow-
ing short-selling strategies.

 The investor sells short because he thinks the stock price is going to decline.

* The investor sells short to protect himself if he owns the stock but for some
reason cannot sell. If, for example, an investor buys stock through a payroll
purchase plan at the end of each quarter but does not get the certificates until
several weeks later, it may make sense for him to sell the shares short to lock
in the gain.

A Word of Caution: A short seller can incur a significant loss if the stock sold
short appreciably increases in market price.

Also See:  Short Selling: Short Interest Ratio, Short Selling: Specialists/Public
Short (S/P) Ratio.

SPECIALISTS/PUBLIC SHORT (SIP) RATIO

What Is This Tool? This ratio is used with the assumption that the speculative
public makes an error at market turns and speculators who sell short are among the
least astute. What short selling is not done on the exchange by members is by defin-
ition done by the public (which may include a few institutions, but they are not really
active in short selling). This is one of many so-called smart money rules under which
specialists might provide unusual insight into the future.

How Is It Computed? It is derived by dividing the specialists shorts by the
public shorts.

Where Is It Found? It is found in the Market Laboratory section of Barron’s.

How Is It Used for Investment Decisions? It is recommended to smooth the
ratio over a four-week average. A ratio of around 3.5 (especially greater than 4.0) is
interpreted as a bearish signal because it is a reflection of too much optimism. A S/P
ratio below about 1.8 (especially near 1.0) indicates considerable pessimism and
tends to be bullish.

A Word of Caution: Any indicator can fail at times. Investors should weigh
all the evidence.
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STANDARD & POOR’S 500 INDEXES

What Is This Tool? The most widely watched performance benchmark for
money managers trying to beat the U.S. stock market.

The best known index for the Standard & Poor’s market trackers, it consists of
500 stocks chosen for market size, liquidity, and industry group representation. The
S&P 500 is one of the most widely used benchmarks of U.S. equity performance,
especially that of large, blue-chip issues. Mutual funds that mimic its performance
have become extremely popular investments in the late 1990s. (See Figure 87.)

How Is It Computed? A value-weighted index based on the aggregate market
value of the stock (price times number of shares), the indexes are adjusted to include
the reinvestment of dividends (cash and stock) and stock splits. A limitation of the
index computation is that large capitalized stocks, those having many shares out-
standing, heavily influence the index value.

The Standard & Poor’s 500 Index

Industry Number of Companies  Number of Companies as % of 500
Industrials 378 75.6%
Utilities 38 7.6%
Financials 74 14.8%
Transportation 10 2.0%

Exchange Representation

Exchange Number of Companies Number of Companies as % of 500
NYSE 457 91.4%
NASDAQ 41 8.2%
AMEX 2 0.4%

Other Statistics

Total Market Value $8.85 trillion
Mean Market Value $17.7 billion
Median Market Value $7.15 billion
Largest Company’s Market Value $284 billion

Smallest Company’s Market Value $451 million

FIGURE 87 Industry Group Representation [as of October 30, 1998]. (Data from Standard &
Poor’s.)
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Where Is It Found? Almost every daily newspaper, business news TV show,
and online financial news service quotes the S&P 500. The CNBC cable network runs
quotes of trading in S&P 500 index futures in the hours before equity markets open
as an indication about how the overall market might go when the opening bell rings
on Wall Street. The index also may be accessed through the computerized Standard
& Poor’s online database at www.advisorinsight.com/pub/indexes/ or on other major
Internet financial services such as Bloomberg News at http://www.bloomberg.com/
markets/sp500.html, a great tracking of the S&P 500.

How Are They Used for Investment Decisions? The S&P 500 is widely used
to measure institutional performance and gives an indication of total returns on major
U.S. equities. The S&P indexes may be used by the investor to gauge market direc-
tion and strength. An upward increase in the S&P index is a sign of a bull market
while a downward trend is an indication of a bear market. If the overall market is
improving, the investor may now view it as a time to buy.

A Word of Caution: While the S&P 500 is seen as the leading benchmark of
U.S. stock performance, it is by no means all-inclusive. For example, it is a poor indi-
cator of the performance of small U.S. stocks.

In addition, because so many money managers now attempt to mimic the S&P
500 performance by simply owning those 500 member shares, a stock admittance or
expulsion from the index may have a profound impact on trading in that company’s
shares. That is because money managers must buy or sell that stock to keep pace with
the S&P 500.

Also See: Dow Jones Industrial Average, NYSE Indexes, Stock Indexes:
Other: Value Line Averages.
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STANDARD & POOR’S OTHER
STOCK INDEXES

What Are These Tools? They are a group of widely watched benchmarks for
the U.S. stock market compiled by one of Wall Street’s best-known analytical firms.

The S&P Mid-Cap 400-stock index is quickly becoming another popular bench-
mark. It tracks the performance of 400 medium-sized companies, which some say
should, over time, produce superior returns to larger companies because they are per-
ceived to be more managerially nimble. While almost all of the S&P 500 members
come from the prestigious NYSE, only 75 percent of the mid-Cap 400 come from the
NYSE. While the median market value of an S&P 500 stock is $7 billion, as of
October 1998, the median market value of a Mid-Cap 400 stock is $2 billion.

The S&P 100 Index is a condensed version of the S&P 500 and is comprised of
100 highly capitalized stocks. It is largely used as a way to play options listed on the
Chicago Board of Trade because, with just 100 members, it is cheaper to trade a bas-
ket share representing the index instead of the big S&P 500 roster.

The S&P Small Cap 600-stock index is a barometer for the nation’s tiniest
stocks. Unlike its larger brethren indexes, the Small Cap 600 is made up of 600 stocks
of which roughly one-half come from the NYSE and one-half from the NASDAQ and
American markets. The median market value of a Small Cap 600 stock was $22 mil-
lion as of October 30, 1998.

S&P also has numerous other indexes that track niches of the market. Included
in this collection is the S&P Industrials Index, S&P Transportation Index, S&P
Financials Index, S&P Utility Index, S&P REIT Index that tracks real estate trusts;
and indexes done with Barra Inc. that track growth and value shares by splitting the
S&P 500 into two groups based on various financial criteria.

How Are They Computed? The S&P indexes are capitalization (value)
weighted to take into account the stock price and the number of outstanding shares.
A value-weighted index is based on the aggregate market value of the stock (price
times number of shares). The indexes are adjusted to include the reinvestment of div-
idends (cash and stock) and stock splits. A limitation of the index computation is that
large capitalized stocks, those having many shares outstanding, heavily influence the
index value.

Where Are They found? The S&P indexes are published by Standard &
Poor’s. The S&P indexes as well as stock index futures prices can be found in the
financial pages of newspapers and business magazines such as Barron’s, The New
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S&P 100 832.18 820.93 827.41 +6.48
S&P 500 1525.30 1502.59 1517.68 +15.09
S&P Midcap 543.97 535.80 542.90 +7.10
S&P Industrials 1854.16 1830.29 1844.92 +14.63
S&P Transportation 603.81 594.70 598.74 +1.41
S&P Uhtilities 311.49 306.84 31024 +2.89
S&P Smallcap 223.92 221.37 223.49 +2.12
S&P Financial 158.61 154.31 157.73 +3.42
Major Market Index 1079.93 1069.26 1069.26 -1.92
Vaiue Ling Arith 1163.51 1151.75 1160.44 +8.69
Russell 2000 539.14 532.36 537.89 +5.56
Wilshire Smallcap 879.75 862.72 874.69 +11.97
Value Line Geometric 435.39 435.39 435.39 +3.03
Wilshire 5000 14280.04 14280.04 14280.04 +154.46

FIGURE 88 How a newspaper covers the Standard & Poor’s stock indexes. (From Orange
County Register (CA), September 1, 2000, p. B6. With permission.)

York Times, and The Wall Street Journal. The indexes also may be accessed through
the computerized Standard & Poor’s online database at www.advisorinsight.com/
pub/indexes/ or on other major electronic financial services such as America Online.
(See Figure 88.)

How Are They Used for Investment Decisions? The performance of respec-
tive S&P indexes is an indication of the health of that segment of the stock market.
For example, the S&P 400 gives an indication of total returns for mid-sized U.S.
stocks.

The investor may buy a stock index futures contract tied into these niche indexes
such as the S&P 100 or Mid Cap 400. The latter involves a smaller margin deposit.
Stock index futures allow the investor to participate in the general change in the over-
all stock market. The investor can buy and sell the “market as a whole” rather than
specific securities.

A Word of Caution: If the investor anticipates a market move but is unsure
which particular stocks will be impacted, he or she could buy a stock index future like
those tied to S&P indexes. However, there are high risks involved, so trading in stock
index futures should be used only for hedging or speculation.

Also See: Dow Jones Industrial Average, NYSE Indexes, Stock Indexes:
Other: Value Line Averages.



Tool #90

STOCK SPLITS

What Are These Tools? Stock splits occur when a corporation decides to alter
its capitalization by either issuing new shares to existing shareholders or, most com-
monly, will issue new shares at a set rate per share owned. In a reverse stock split, the
company reduces the number of shares outstanding. The shares will have the same
market value immediately after the reverse split. In other words, the number of shares
owned will be less but will be worth more per share.

How Are They Computed? The numerology of stock splits can be confusing.
In a 2-for-1 split, for example, a current shareholder with 100 shares will have
200 shares after the split is completed. As a result, this investor’s 100 shares that were
priced at $60 each, will now be 200 shares worth $30 a piece. A 3-for-1 split means
that 100 shares become 300 (at $20 on a $60 stock) while a 3-for-2 means that
100 shares become 150 (at $40 on that same $60 issue).

On the reverse side, a 1-for-10 split means that a shareholder with 1000 shares
will have 100 afterward. The 1000 shares priced at $1 will become 100 shares at $10.

Financial data calculated on a per share basis will need to be recalculated to
reflect the changed number of shares and altered share price.

Where Are They Found? Lists of stock splits are published in many major
daily newspapers such as The Los Angeles Times and The Wall Street Journal.

How Are They Used for Investment Decisions? Companies say that they
make stock splits to keep their share prices in a marketable range—typically between
$20 and $50. That keeps a 100-share round lot affordable to many small investors, or
so goes the logic.

Reverse splits have become more common as regulators have cracked down on
investment schemes involving penny stocks—shares that trade under $5. Such nega-
tive publicity has hurt the lure of even the shares of legitimate but very low-priced
firms.

A Word of Caution: While many investors like stock splits as a sign that a
company believes that its stock price will be rising higher, there is little empirical data
to suggest that such splits actually provide any long-term boost to share prices.
Nevertheless, they often give a short-term boost to a stock’s price and, given the pub-
lic’s approval of the splits, can be viewed as a positive for a company’s shares. (See
Figure 89.)
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Declared stock splits

ADC Telecommunications Inc 2 for 1
Aeroflex Inc 5 for 4

Arca Cp 5 for 4

Certicom Corp g 2 for 1
Diodes Inc 3 for 2

Energis PLC ADS 5 for 1
Patterson Dental 2 for 1

SAP AG 3 for 1

Target Corp 2 for 1

Stock splits last week

Alcoa Inc 2-1

Anaren Microwave 3-2

AT&T Liberty Media A and B 2-1
Chase Manhattan Corp 3-2
Cyber Optics 3-2

Hanover Compressor Co 2-1
Hispanic Broadcasting Carp 2-1
Inter Parfums Inc 3-2

Intl Bancshares Cp 5-4
Investors Financial Svcs 2-1
Juniper Networks 2-1

Metris Cos 3-2

Nexell Therapeutics Inc 1-4 rev
NextLink Communications 2-1
Private Media Group 3-1
Rambus Inc 4-1

Robert Half Intl Inc 2-1

Seacor Smit Inc 3-2

Vishay Intertechnology Inc 3-2

FIGURE 89 How a newspaper covers stock splits. (From Orange County Register (CA),
June 18, 2000, p. 8. With permission.)
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SUPPORT AND RESISTANCE LEVELS

What Is This Tool? A support level is the lower end of a trading range; a resis-
tance level is the upper end. At the “support” level, there is support not to have a fur-
ther decline in price while at the “resistance” level there is resistance to a further price
decline. These levels are considered in technical investment analysis.

How Is It Prepared? A chart may be prepared showing the price over time of
an individual stock or overall market. The support and resistance prices based on the
historical trend are depicted along with the breakout points. Support and resistance
lines are actually trend lines drawn through high and low prices.

When prices go to the support level, actual or potential buying in sufficient vol-
ume is expected to stop the downward price trend for a sustained period of time.
When prices go to the resistance level, actual or potential selling in sufficient volume
will halt an upward price trend.

Where Is It Found? A chart for a company or market containing support and
resistance levels may appear in brokerage research reports prepared by technical ana-
lysts. The investor also can prepare this chart for a company’s stock by tracking price
over a desired time period.

How Is It Used and Applied? Support may occur when a stock goes to a lower
level of trading because new investors may now want to purchase it. If so, new demand
will occur in the market. Resistance may take place when a security goes to the high
side of the normal trading range. Investors who purchased on an earlier high may view
this as a chance to sell the stock at a profit. When market price goes above a resistance
point or below a support point (in a “breakout”), investors assume that the stock is trad-
ing in a new range and that higher or lower trading volume are imminent.

How Is It Used for Investment Decisions? If the company’s stock price is
within the support and resistance levels, the stock should be kept. If the stock pene-
trates the resistance line, there is a buying opportunity. If the support line is broken,
there is a selling situation. The investor also should consider volume in addition to
price. If a breakthrough in the support or resistance levels is accompanied by heavy
volume, this is a stronger indicator. (See Figure 90.)

A Word of Caution: A stock’s market price may break through the support or
resistance level.
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Breakout
Resistance N

Individual Stock or Market

Support

Time

FIGURE 90 Support and Resistance Levels Chart.
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Tick AND CLOSING TICK

What Is This Tool? A tick is a measure of movement in closing stock prices;
a positive (+) tick means prices were rising at the end of the day, while a negative
(—) tick means prices were falling.

Tick closing prices provide insight into how strong the market was near the
close. These tick statistics show the number of stocks whose last price change was an
increase, less those whose last move was a down tick.

How Is It Computed? The closing tick nets all stocks whose last trade was
higher than the previous trade (+) on the exchange against all stocks whose last trade
was lower (—). It is computed for the NYSE, the AMEX, and for the 30 stocks in the
Dow Jones Industrial Average.

Example: A closing tick of +41, for example, means 41 more stocks were ris-
ing than falling at their last trade.

Where Is It Found? It is found in Barron’s. TV networks such as CNBC, The
Business Channel, and Nightly Business Report reports closing ticks on a daily basis.

How Is It Used for Investment Decisions? High positive figures indicate
strength while negative ones indicate weakness. In general, the object is to look for
positive or negative trends. For example, if the reading went from a negative reading,
such as —100, to a positive reading, such as +200, it would be construed a short-term
bullish sign. Note, however, extremely high readings supposedly signify a short-term
overbought condition and signal a reversal to the downside. By the same token,
extremely low tick readings could indicate a short-term oversold condition and are
viewed as bullish in the near term.

A Word of Caution: As indicated earlier, TICK readings need to be inter-
preted with extreme caution because it is not an exact science.

Also See:  Arms Index (Tick and Trin).
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TOTAL RETURN

What Is This Tool? Total return is the most complete measure of an invest-
ment’s profitability. It is based on both price changes of the assets plus dividends or
interest payments made by the security’s issuer. By including appreciation and
income, total return allows for fair evaluations of disparate assets.

How Is It Computed? Total return reflects the price of an investment or port-
folio at the start of a period and at the end plus any cash payouts the investment may
have generated. Often the calculation assumes that dividends and/or interest pay-
ments were immediately reinvested into more shares of that investment.

Examples:

* For a stock investment—an investor bought a stock for $5000 plus a bro-
kerage commission of $100. After holding it for one year, during which
time he received a dividend of $260, he sold it for $5500 less commissions
of $150. The table below shows how to figure the total return.

Net proceeds ($5,500 — $150) $5,350
Minus net cost ($5,000 + $100) —$5,100
Plus dividend income $260
Total return $510
As a percentage of initial investment ($510/$5,100) 10 percent

* For a bond investment— An investor bought a bond for $9900 plus a bro-
kerage commission of $100. After holding it for one year, during which
time he received interest at an 8.08 percent rate, he sold it for $9500 less
commissions of $100. Here is how to figure the total return.

Net proceeds ($9,500 — $100) $9,400
Minus net cost ($9,900 + $100) —$10,000
Plus dividend income +$800
Total return $200
As a percentage of initial investment ($200/$10,000) 2 percent

* For a mutual fund investment— An investor bought 2000 shares of a no-load
fund at $10. After three months, he received $400 in income distributions
and $700 in capital gains distributions that were automatically reinvested at
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$11, giving him another 100 shares. He or she received the same distribu-
tion six month later, only this time he took them in cash. Three months later,
he sold the 2100 shares at $12. Here is how to figure the total return.

Net proceeds (2,100 X $12) $25,200
Minus net cost (2,000 X $10) —$20,000
Plus unreinvested distributions +$1,100
Total return $6,300
As a percentage of initial investment ($6,300/$20,000) 31 percent

Where Is It Found? Total return is discussed in many forms, although most
commonly it is used among bond traders and when comparing mutual funds.

In bond markets, interest payments can be wiped out by bad trading, so total
return is key. Total return is less frequently talked about when the issue is stocks
because dividends are a smaller part of an investor’s expected returns.

Services like Lipper Analytical Services of New Jersey and Morningstar of
Chicago publish total return figures for funds regularly.

Many stock and bond indexes are calculated on a total return basis. This enables
the investor to see the combined effect of appreciation and payouts in such investment
benchmarks.

How Is It Used for Investment Decisions? Total return is a way to produce a
level playing field to compare various investments. It is a simple way to check an
investment’s performance. Over longer periods of time, total return figures also help
investors learn the power of compound interest. Simply looking at price appreciation
may not adequately reflect an investment’s profitability, especially if dividends are
routinely reinvested. See Figure 91.

Also See: Lipper Mutual Fund Rankings, Morningstar Mutual Fund Rankings.
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Total Return for Large Mutual Funds

5-Year Total 10-Year Total
Return Return
Fund Name (Annualized) (Annualized)

Fidelity Magellan 14.7% 17.4%
Vanguard Index 500 19.8% 17.1%
‘Washington Mutual Investors 18.9% 16.5%
Investment Comp of America 17.0% 15.6%
Fidelity Growth & Income 18.6% 18.3%
Fidelity Contrafund 16.6% 21.5%
Vanguard/Windsor II 18.0% 16.0%
Vanguard/Wellington 15.0% 13.7%
Fidelity Puritan 13.2% 13.6%
American Century (20th) Ultra 14.6% 21.6%
Income Fund of America 12.7% 13.2%
Fidelity Advisors Growth Opportunity 17.7% 18.1%
EuroPacific Growth 9.9% 12.4%
Fidelity Equity-Income 15.8% 14.2%
Vanguard/Windsor 12.4% 12.1%
New Perspective 14.2% 14.1%
Vanguard Institutional Index 19.9% nh
Putnam Growth & Income A 15.8% 14.9%
Janus Fund 15.7% 17.6%
Pimco Total Return 8.0% 10.4%
Fidelity Equity-Income II 15.6% nh
MSDW Dividend Growth B 15.7% 15.0%
Putnam Growth & Income B 14.9% nh
Fidelity Blue Chip Growth 18.1% 20.7%
Franklin California Tax-Free Income 6.3% 7.9%
Growth Fund of America 14.9% 15.3%
Putnam Voyager A 15.5% 17.9%
Templeton Foreign I 6.0% 10.0%
Janus Worldwide 17.8% nh
Templeton Growth I 10.5% 12.0%
Fundamental Investors 16.7% 15.9%
Fidelity Spartan U.S. Index 19.6% 17.0%
AIM Constellation A 12.0% 18.0%
T. Rowe Price Equity-Income 17.0% 14.2%
Fidelity Asset Manager 10.7% nh
Vanguard U.S. Growth 21.5% 18.5%
IDS New Dimensions A 16.4% 18.4%
Vanguard/Primecap 19.8% 17.0%
American Mutual 14.6% 14.0%
Vanguard GNMA 7.4% 9.1%
Putnam New Opportunities A 15.7% nh
Fidelity Growth Company 15.2% 18.7%
Templeton World I 12.4% 11.8%
Bond Fund of America 6.4% 9.1%
T. Rowe Price Int’l Stock 7.7% 9.7%
Janus Twenty 22.3% 23.1%
Franklin U.S. Government Securities I 6.8% 8.5%
Capital Income Builder 13.6% 14.0%
Smallcap World 8.1% nh
Fidelity Low-Priced Stock 15.1% nh

FIGURE 91 Here Is a look at total return (price appreciation plus dividends reinvested) for
the 25 largest mutual funds based on assets under management. (Funds with “nh” in the 10-
year column have no history for that time period). (From Morningstar Inc. With permission.)
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TRADING VOLUME

What Is This Tool? Trading volume is the number of shares traded on a stock
exchange or for an individual security for a specified period of time, usually daily.

How Is It Computed? A tabulation is made of the number of shares transacted
for the day.

Where Is It Found? Trading volume of the overall market and individual
stocks can be found in the financial pages of newspapers (e.g., Barron’s, Investor’s
Business Daily, and The Wall Street Journal) and other financial publications.
Program trading activity can be found in The Wall Street Journal based on informa-
tion furnished by the NYSE.

How Is It Used and Applied? Trading volume trends indicate the health of the
market. Price follows volume. For example, increased price can be expected on
increased volume.

Market volume of stocks is based on supply—demand relationships. Real and
psychological factors influence stock buyers and sellers. A strong market exists when
volume increases as prices rise. The market is weak when volume increases as prices
decline.

If the supply of new stock offerings exceeds the demand, stock prices will
decrease. If the demand exceeds the supply of new stock offerings, stock prices will
increase. Supply—demand analysis is concerned more with the short term than with
the long term.

Volume is closely related to stock price change. A bullish market exists when
there is a new high on heavy trading volume. A new high with light volume, however,
is viewed as a temporary situation. A new low with light volume is considered much
better than one with high volume because fewer investors are involved. If there is high
volume with the new low price, a very bearish situation may exist.

When price goes to a new high on increased volume, a potential reversal may
occur where the current volume is less than the prior rally’s volume. A rally with
declining volume is questionable and may foreshadow a reversal in price. A bullish
indicator exists when prices increase after a long decline and then reach a level equal
to or greater than the preceding trough. It is a bullish indicator when volume on the
secondary trough is less than the first one. When price declines on heavy volume, a
bearish indicator exists pointing to a reversal in the trend.

A selling climax takes place when prices decrease for a long period at an
increased rate coupled with increased volume. After the selling climax, prices are
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expected to go up, and the low at the point of climax is not expected to be violated
for a long time. A selling climax often occurs at the end of a bear market.

When prices have been rising for several months, a low price increase coupled
with high volume is a bearish sign.

An upside—downside index illustrates the difference between stock volume
advancing and decreasing and is usually based on a 10-day or 30-day moving aver-
age. The index is helpful in predicting market turning points. A bull market contin-
ues only where buying pressures remain strong.

An exhaustion move is the last stage of a major rise in stock price. It occurs when
trading volume and prices drop rapidly. It usually points to a trend reversal.

When net volume increases, accumulation is occurring. When net volume
decreases, distribution is taking place. When the net volume line increases or stays
constant while the price drops, accumulation under weakness is occurring and a
reversal is anticipated. On the other hand, a decrease or constant net volume during a
price rise indicates distribution under strength and an impending reversal.

How Is It Used for Investment Decisions? The investor should consider
increasing price of a stock on heavy volume to be a much more positive sign than
increasing price on light volume. Similarly, decreasing price on heavy volume is a
more ominous sign than decreasing price on low volume. Tracking volume indicates
the strength or weakness of the security. For example, the investor may have a buy-
ing opportunity when a company’s stock price begins to rise with increasing volume.
This may indicate that the investment community looks favorably upon the stock.

If program trading accounts for a high percentage of share volume, it means that
institutional investors (e.g., brokerage firms) are very active. This may have a pro-
nounced effect on the price of stock in either direction. The investor must realize that
when a stock is widely held by institutions, price may vary greatly as the institutions
buy or sell. The investor should try to determine why the company’s stock is being
bought or sold significantly by institutions. What do the institutions know?

The investor also should consider secondary distributions, which are the number
of new stock issues by already public companies. A high number indicates an over-
heated market.

A Word of Caution: Trading volume does not always correlate to the magni-
tude of stock price change. For example, trading volume may be high but the
Standard & Poor’s 500 index may change only modestly by one or two points.

Also See: Breadth (Advance-Decline) Index, Trading Volume Gauges:
Speculation Index.



Tool #95

TRADING VOLUME GAUGES

LOW-PRICE ACTIVITY RATIO

What Is This Tool? The ratio compares high risk (speculative) stocks to blue
chip (low risk) stocks.
How Is It Computed?

Volume of low-priced speculative securities
Volume of high-quality securities

Example: The volume of low-priced speculative stocks and high-quality stocks
are 15 million shares and 140 million shares, respectively. The ratio is 10.7 percent.

Where Is It Found? This measure is published in Barron’s.

How Is It Used for Investment Decisions? The market top may be indicated
when the volume of low-priced securities increases compared to the volume of blue
chip stocks. A ratio of less than about 3 percent indicates a market bottom, which is
the time to buy because increasing stock prices are expected. However, a ratio about
7.6 percent indicates a market peak, which is the time to sell securities.

A Word of Caution: The investor’s definition of a blue chip or speculative
stock is subjective. What is speculative to one person may not be for another person.
(See Figure 92.)

NET MEMBER BUY-SELL RATIO

What Is This Tool? The ratio is the volume of shares purchased compared to
the volume of shares sold by members of the stock exchange. These members include
specialists in securities and floor traders.

How Is It Computed?

Volume of securities bought by members
Volume of securities sold by members

Example: If shares bought and sold by members of the stock exchange are
60 million and 45 million, respectively, the ratio is 1.33.

Where Is It Found? The net member buy-sell statistic may be found in
Barron’s.
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NEW YORK STOCK EXCHANGE
DATA BANK

Latest Preceding Year-Ago
Month Month Month

Stock Volume

(Thous. shs) July 19,076,891 21,703,321 15,359,961
Bond Volume

(Thous. $) July 160,465 194,998 230,172
Warrant Volume

(Thous. shs) July 3,220 2,690 3,793

Security Sales
All registered
exchanges
(Mil $) Nov. 869,433.6 973,300.8 693,629.9
Value listed stocks
(Mil $) July 12,220,500 11,871,200 11,980,300
Value shares
transacted
(Mil $) July 799,090 918,689 687,126
Customers’ margin
debt
(Mil $) July 244,970 247,200 178,360
Customers’ credit
balances
(Mil $) July 71,730 64,970 44,330
Free credit bal.
cash accounts
(Mil $) July 74,970 74,140 60,000
Short interest
(Thous. shs) Aug. 4,182,377 4,231,986 3,764,783
Short interest ratio

(d) Aug. 4.40 4.30 4.00
NYSE Seat Sales
June 23(Thous.$) 1,600 1,700 2,500
(d) For period June 13-to-July 14. p-Preliminary.
r-Revised.

FIGURE 92 How a newspaper covers trading activity. (From Barron’s Market Week, August
28, 2000, p. 78. With permission.)

How Is It Used for Investment Decisions? Members of the stock exchange
are considered “smart money” who have significant expertise in securities. If they are
net buyers (buyers minus sellers), this is a bullish sign. If they are net sellers, this has
a bearish connotation.

The trend over time in member activity is a reflection of the direction of market
confidence.

A Word of Caution: The specialists and floor traders in a stock may be wrong
in their investment decisions. They are not infallible. For example, they did not expect
the stock market crash in October 1987.
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ODD-LOT THEORY

What Is This Tool? An odd lot is a transaction involving fewer than 100 shares
of a security. It is usually done by small investors. Odd-lot trading reflects popular
opinion. The odd-lot theory rests on the rule of contrary opinion. In other words, an
investor determines what others are doing and then does the opposite.

How Is It Computed? An odd-lot index is a ratio of odd-lot purchases to odd-
lot sales. This ratio usually is between 0.40 and 1.60. The investor also may look at
the ratio of odd-lot short sales to total odd-lot sales, and the ratio of total odd-lot vol-
ume (buys and sells) to round-lot volume (units of 100 shares each) on the NYSE.
These figures serve to substantiate the conclusions reached by the investor in analyz-
ing the ratio of odd-lot selling volume to odd-lot buying volume. Figure 93 shows a
chart of the ratio of odd-lot purchases to sales (plotted inversely).

Odd-lot short sales
Average of odd-lot purchases and sales

Odd-lot short ratio =

Example: In one period, odd-lot purchases were 1,500,000 shares while odd-
lot sales were 3,000,000 shares. The odd-lot index is therefore 0.50. The index last
period was 1.2. The investor should now buy securities because odd-lot traders, who
reflect popular opinion, are selling.

Where Is It Found? Odd-lot trading data are published in Barron’s, Investor’s
Business Daily, The New York Times, and The Wall Street Journal. Volume is typically
expressed in number of shares instead of dollars. The Securities and Exchange
Commission Statistical Bulletin, another source of data, refers to volume in dollars.
Figure 93 shows odd-lot trading as published in The Wall Street Journal.

How Is It Used and Applied? According to the odd-lot theory, the small
trader is right most of the time but misses key market turns. For example, odd-lot
traders correctly start selling off part of their portfolios in an up market trend but,
as the market continues to rise, the small traders try to make a killing by becoming
significant net buyers. This precedes a market fall. Similarly, it is assumed that
odd-lotters will start selling off strong prior to a bottoming of a bear market. When
odd-lot volume rises in an increasing stock market, the market is about to turn
around.

ODD-LOT TRADING

NEW YORK — The New York Stock Exchange specialists
reported the following odd-lot transactions (in shares):
TOMER HORT OTHER T

PURCHASES SALES SALES SALES
August 23, 2000 ....cee 6797452 240439 3988411 4.228850

FIGURE 93 How a newspaper covers odd-lot activity. (From The Wall Street Journal,
August 25, 2000, p. C6. With permission.)
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How Is It Used for Investment Decisions? The investor should buy when
small traders are selling. Similarly, the investor should sell when small traders are
buying.

A Word of Caution: Stock market research does not fully support the odd-lot
theory.

UP-TO-DOWN VOLUME RATIO

What Is This Tool? The up-to-down ratio looks at the number of advancing
issues relative to declining ones. It is used in technical investment analysis.

How Is It Computed? The upside—downside index is the ratio of stock vol-
ume advancing to stock volume decreasing. It is usually based on a 10-day or 30-day
moving average.

Where Is It Found? The up-to-down volume ratio may be found in Barron’s
and The Wall Street Journal.

How Is It Used for Investment Decisions? The ratio aids in determining
whether accumulation or distribution is occurring. It is helpful in predicting market
turning points. For example, a bull market continues only where buying pressures
remain strong.

A Word of Caution: Although the up-to-down ratio is increasing, the market
still may be headed for future falloff in stock prices owing to an overvalued situation.

Also See: Breadth (Advance—Decline) Index.
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TREYNOR’S PERFORMANCE MEASURE

What Is This Tool? The index can be used to measure portfolio performance.
It is concerned with systematic (beta) risk.
How Is It Computed?

_ Risk premium
Portfolio’s beta coefficient

P

Example: An investor wants to rank the two stock mutual funds he or she
owns. The risk-free interest rate is 6 percent. Information for each fund follows.

Growth Fund Return Fund’s Beta
A 14 percent 1.10
B 12 percent 1.30
14% — 6%
T, = RN 7.27 (first)
T, = 2% 8% — 4,62 (second)

Fund A is ranked first because it has a higher return relative to Fund B.

Where Is It Found? The index can be computed based on information
obtained from financial newspapers such as Barron’s and The Wall Street Journal.

How Is It Used for Investment Decisions? The index can be used to rank
mutual fund investments in terms of return performance considering risk.

Also See: Sharpe’s Risk-Adjusted Return, Performance and Risk: Jensen’s
Performance Measure (Alpha).
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VALUE AVERAGING

What Is This Tool? Value averaging is an investment strategy developed by
Harvard professor Michael E. Edleson. The premise of value averaging is to make the
value of an investor’s stock holdings increase by $1000 (or some other preset amount)
each investment period instead of investing a fixed dollar amount as is done with dol-
lar-cost averaging. This way, investors will realize higher returns at lower per share
prices. Edleson claims that this strategy beats dollar-cost averaging about 90 percent
of the time.

How Is It Computed? With dollar-cost averaging, an investor automatically
buys more shares when prices are low and fewer shares when prices are high. Buying
is all the investor does, however. With value averaging, an investor would sell part of
his investment if the value goes up too high.

Example: If, after four months, our investor’s investment was worth $5000, he
would sell $1000 worth of shares the fifth month to bring the account value down to
$4000. In other words, value averaging forces him to sell high.

How Is It Used for Investment Decisions? There is no decision involved.
Value averaging is an investment strategy that takes emotions out of the investment
process. As with dollar-cost averaging, an investor can invest without worrying
whether this is the right time to buy or sell.

A Word of Caution: Value averaging works well for a fund that stays fully
invested in stocks, such as one that tracks the S&P’s 500 index. In fact, it works best
with no-load index funds that charge no commission to buy or sell. Value averaging
requires more work and will probably result in more taxable transactions.

Also See:  Dollar-Cost Averaging.
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VALUE LINE AVERAGES

What Are These Tools? The Value Line Composite Index is a broad-based
measure of prices of NYSE, AMEX, and NASDAQ blue chip and second-tier stocks;
it represents approximately 95 percent of the market value of all U.S. securities. It
was developed and has been maintained, and published since 1961 by Arnold
Bernhard and Co., which was renamed Value Line, Inc., upon its reorganization in
October 1982.

To be included, a stock must

1. Have a reasonable market value, or capitalization.

2. Have a strong trading volume, which is a measure of investor interest.

3. Have a high degree of investor interest, as represented by the number of
requests for information on a specific stock by the subscribers of the Value
Line Investment Survey.

Component stocks are rarely dropped from the index; if one is, it is because the com-
pany has

1. Gone bankrupt with little hope of revitalization and continued investor
interest.

2. Merged with another company.

3. Gone private.

How Are They Computed? From 1961 until 1988, the “Value Line Index,” as
it is commonly known, was computed only as a price-weighted geometric average of
the approximately 1700 prices, with a base level of 100 as of June 30, 1961. Each
stock price, therefore, has the same weight. Many analysts feel that the use of a geo-
metric average imparts a downward bias to the index, so that it climbs slower and
declines faster than a measure based on an arithmetic average. Because of the inclu-
sion of many second-tier issues, the index is also much more volatile than most
broad-based indexes.

In March 1988, Value Line began publishing a second price index called the
Value Line Arithmetic Index. The only difference between the Value Line Composite
and Arithmetic indexes is the method used in calculating them.

Besides the geometric and arithmetic averages, Value Line maintains three
lesser-known price averages presenting industrial, railroad, and utility issues.
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The Value Line Composite Index was the basis for the first cash-settled tradable
stock index contract, initially traded on February 24, 1982, on the Kansas City Board
of Trade (KCBT). Here, “maxi” and “mini” index futures contracts are still traded on
the KCBT under the ticker symbols KV and MV, respectively. In addition, similar
stock index option contracts began trading January 11, 1985, on the Philadelphia
Exchange under the ticker symbol XVL.

Where Are They Found? The indexes are published by Value Line. The
Geometric Index and the Arithmetic Index appear in Barron’s. Information also may
be obtained from online services.

How Are They Used for Investment Decisions? The Value Line Averages are
a basis to evaluate the performance of the stock market and certain segments within.
Some investors use these indexes because they more closely correspond to the vari-
ety of stocks that small investors may have in their portfolios. A bullish market may
represent a time to buy if the peak has not been reached. On the other hand, a bear
market may be a time to unload securities if the bottom has a way to go.

VALUE LINE CONVERTIBLE INDEXES

What Are These Tools? The indexes measure the performance of convertible
bonds and preferred stocks. Convertible securities can be converted (exchanged) into
common stock at a later date.

How Are They Computed? The index is equally weighted and measures the
price performance of about 575 convertible securities including preferred, bonds, and
Euro-convertibles. The Value Line Total Returns Index includes the income on the
issues. The Value Line Warrant Index is equally weighted and measures price perfor-
mance of 85 warrants. The base, as of March 1, 1982, is 100. Both are computed by
Value Line.

Where Are They Found? The indexes are found in financial newspapers such
as Barron’s.

How Are They Used for Investment Decisions? The investor examines tile
indexes to see how well convertibles are doing in price and yield. If the investor
believes that convertible security prices are undervalued, a buying opportunity exists.

Also See: Lipper Mutual Fund Indexes.
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WILSHIRE 5000 EQuUITY INDEX

What Is This Tool? The Wilshire 5000 is the broadest weighted index of all
common stock issues on the NYSE, AMEX, and the most active issues on the over-
the-counter market. Approximately 85 percent of the securities are traded on the
NYSE. The index’s value is in billions of dollars. It includes about 6000 stocks (not
5000 as its name would suggest) so it is representative of the overall market.

How Is It Computed? The stocks included in the index are weighted by mar-
ket value. It covers total prices of all stocks with daily quotations. The base period
is December 31, 1980, at which time the total market value of all stocks in the
index was $1404.9 billion, or $1.4 trillion. By the middle of 1998, it had risen to
$11,106 billion, or $11 trillion.

Where Is It Found? The Wilshire index is published by Wilshire Associates
(Santa Monica, CA). The index is reported weekly in Barron’s and in each issue of
Forbes. 1t is reported daily in many newspapers such as Investor’s Business Daily,
The New York Times, and The Wall Street Journal.

How Is It Used for Investment Decisions? The investor should use the
Wilshire 5000 index as a barometer of the overall stock market condition. In a bull
market the index will be increasing, but in a bear market the index will be decreas-
ing. A stock may be bought if the index is on an upward move and the investor feels
that prices will continue moving up. However, if stock conditions are deteriorating as
evidenced by a declining index, the investor should sell the stock if he believes that
conditions will worsen. (See Figure 94.)

A Word of Caution: The equity index may have increased in a day but a compo-
nent element of the index (e.g., AMEX issues or NASDAQ issues) may have decreased.
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YiELD CURVE

What Is This Tool? While basically a graphic representation of bond yields
vs. bond maturities, the yield curve’s shape is often quoted by analysts as a descrip-
tion of the bond market’s condition. The curve breaks bonds into three categories by
maturity—short (less than 5 years in length), intermediate (5 to 10 years), and long
(10-plus years).

How Is It Computed? The curve is drawn by graphing the various maturities of
one type of bond, from shortest to longest (typically from overnight to 30 years), against
the yields those bond maturities are currently producing. The curve is then sometimes
compared to yield curves of other securities or of the same securities at earlier times.

Where Is It Found? On a daily basis, readers can find the yield curve in
Investor’s Daily and The Wall Street Journal. Many other publications and newslet-
ters, such as the Bond Fund Report or Grant’s Interest Rate Observer, as well as
reports from investment houses, typically discuss and chart the yield curve. Further,
the Bloomberg Web site (www.bloomberg.com/markets/C13.html), for example, pre-
sents the Treasury yield curve, as shown in Figure 95.

How Is It Used for Investment Decisions? The slope of the yield curve and
relative changes in the shape can help investors understand bond market conditions.

o [ ; ——
4.25 SR : : I fpm—— 1 MONTH AGO &/21
4.00 § R B od ¥ : : |———=3 MONTHS AGO 618

36123 5 7 10 ]

YEARS TO MATURITY
THE YIELD CURVE PROVIDES A PICTURE OF CREDIT MARKET CONDITIONS. IT DEMCTS THE AVALABLE
TRADE - OFF BETWEEN YIELD AND MATURITY. THE CHART SBHOWN HERE COMPARES THE YIELD CURVES
FOR THE PRIOR DAY, MONTH, AND QUARTER.

FIGURE 95 Here’s how a newspaper would graph the yield curve. (From Investor’s Business
Daily, September 19, 2000, p. B22. With permission.)
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When the yield curve is steep—short-term rates low, long-term rates high, which
is considered the normal shape—rate-seeking investors must take on the added risk
of owning long-term bonds to boost their returns. Long-term bond prices are most
volatile because their fixed payouts can be dramatically hurt if, for instance, inflation
were to rise and erode that income stream’s buying power.

An inverted yield curve creates a difficult choice for investors. Should lower
long-term rates be locked in? Or can investors take the chance that the currently more
attractive short-term rates will stay? This often occurs in times of economic difficulty.

Then, there is a flat yield curve when passbook rates might be the same as mort-
gage rates. This is often seen as a signal of an upcoming dramatic change in the inter-
est rate environment.

A Word of Caution: Yield is not the only consideration when it comes to buy-
ing a bond. The price risk of holding long-term bonds should be studied. Credit qual-
ity is another important factor—a high current yield is not a valuable holding after an
issuer defaults.

Also See: Bond Ratings, Duration, Economic Indicators and Bond Yields,
Interest Rates: 30-Year Treasury Bonds, Interest Rates: Three-Month Treasury Bills.
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YIELD ON AN INVESTMENT

ANNUAL PERCENTAGE RATE (EFFECTIVE ANNUAL
YIELD)

What Is This Tool? The annual percentage rate (APR), also known as the
effective annual yield, is the true (effective) rate of interest earned on savings that
reflects the frequency of compounding.

How Is It Computed? APR is computed as follows:

APR = (1 + rim)" — 1.0

where

r equals the stated, nominal, or quoted rate.
m equals the number of compounding periods per year.

Example: If a bank offers a 6 percent interest, compounded quarterly, the
APR is

APR = (1 + .06/4)" — 1.0

= (1.015)" - 1.0
=1.0614 — 1.0
= 0614

= 6.14 percent

This means that one bank offering 6 percent with quarterly compounding and
another bank offering 6.14 percent with annual compounding would both be paying
the same effective rate of interest. See Figure 96.

Where Is It Found? Banks competing for deposits, such as certificates of
deposit (CDs), usually spell out their true (effective) annual yields, along with their
nominal interest rates in their advertising, inside bank offices, or disclose them over
the phone.

How Is It Used for Investment Decisions? Different types of investments use
different compounding periods. For example, most bonds pay interest semiannually.
Some banks pay interest quarterly. If an investor wishes to compare investments with

266
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Effective Interest Rates with Compounding

Annual Semiannual Quarterly Monthly Daily
Nominal Rate Compounding Compounding Compounding Compounding Compounding

6.00% 6.00% 6.09% 6.14% 6.17% 6.18%
7.00% 7.00% 7.12% 7.19% 7.23% 7.25%
8.00% 8.00% 8.16% 8.24% 8.30% 8.33%
9.00% 9.00% 9.20% 9.31% 9.38% 9.42%
10.00% 10.00% 10.25% 10.38% 10.47% 10.52%
11.00% 11.00% 11.30% 11.46% 11.57% 11.62%
12.00% 12.00% 12.36% 12.55% 12.68% 12.74%

FIGURE 96 Here is a look at how much difference varied frequency of compounding can
make on the rate of interest paid at annualized rates.

different compounding periods, he needs to put them on a common basis. APR is used
for this purpose.

A Word of Caution: Yield is one thing; risk is another. Furthermore, in the case
of CDs, investors should ask about other provisions such as the penalty for early with-
drawal. For example, the so-called brokered CDs (high-yield CDs purchased through
brokerage firms) allow investors to cash out of CDs without paying an interest penalty.

CURRENT YIELD ON A BOND

What Is This Tool? It is the measure of what the coupon payments on a bond
are worth when the market value or last-trade price of the bond, rather than the par
value or principal value of the bond, is considered. If a bond is selling at par, its
coupon rate and current yield will be the same.

How Is It Computed? A simple formula provides this information.

Coupon payments per year
Market price

Current yield =

Example: A $1000 par value bond pays a 9 percent coupon rate. It is currently
selling for $1075.

Current yield = $90/$1,075 = 0.0837 = 8.37 percent

However, this simple current yield formula does not take into account the matu-
rity of the bond. To do that, an investor must calculate the yield to maturity, or at least
a close approximation, by using the following formula.

(Face value — market price)

Annual coupon payment + -
pon pay Years to maturity

Yield to maturity =
(Face value + market value)/2
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Example: Using the same bond, assume a 10-year maturity.

. .. $90 + ($1,000 — $1,075)/10
Yield to maturity = (1,000 + $1,075)2

= $82.50/$1,037.50 = 0.0795 = 7.95 percent

Where Is It Found? The typical bond listing in newspapers such as Barron’s,
The New York Times, and The Wall Street Journal contains yield to maturity informa-
tion along with coupon rate and last-trade prices. Computerized securities industry
databases, available at most brokerage houses, also contain such data.

How Is It Used for Investment Decisions? By using the current yield, an
investor can more accurately see the value of the income stream being generated by
a specific bond. The investor can then properly compare it to other income-produc-
ing investments. However, going the extra step and calculating the yield to maturity,
the investor can get an even better picture of the value of an income stream. This is
particularly important when investors are buying bonds at a premium price above the
par value.

A Word of Caution: Yield is not the only decision an investor must consider
when buying a bond. Credit quality, the callability (or early payoff) and a bond’s sen-
sitivity to interest rate swings are also important factors.

Also See: Bond Ratings, Duration.

CURRENT YIELD ON A STOCK

What Is This Tool? Current yield on a stock is a way to evaluate the income
stream created by a dividend on a common or preferred stock as it relates to the mar-
ket price of those shares. Dividends are paid to shareholders out of the profits a com-
pany makes.

How Is It Computed? Using a simple formula, investors combine dividend
information and share price.

Dividend yield = Dividend paid last 4 quarters/Latest share price

Example: Flood City & Co. pays a quarterly dividend of 25 cents. Its shares
last traded for $24.

Dividend yield = ($0.25 + $0.25 + $0.25 + $0.25)/$24 = .0417 = 4.17 percent
Some investors, however, like to calculate the yield of a stock based on their orig-
inal cost, not current selling prices. To do that, they just substitute the purchase price

for the last trade. In the previous example, the investor paid $20 for his shares.

Dividend yield = ($0.25 + $0.25 + $0.25 + $0.25)/$20 = .050 = 5.0 percent
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Where Is It Found? The stock tables of publications, such as Barron’s and
The Wall Street Journal contain current yield information on common and preferred
stock. Computerized securities industry databases such as Reuters and Bloomberg,
available at most brokerage houses, also contain such data.

How Is It Used for Investment: Decisions? The current dividend yield gives
an investor the chance to compare the cash-generating ability of income-producing
stocks to other investments.

The yield also can be used as a measure of the market’s outlook for a particular
issue. When a stock yield is near an all-time high, analysts might say either that the
stock is underpriced or that the dividend is in danger of being cut. When a stock yield
is near a low, the stock may be overvalued or the chances of a dividend increase are
remote.

A Word of Caution: Many stocks, particularly so-called growth issues, of
younger companies that reinvest their profits back into their business do not pay div-
idends or pay very small ones. Dividend yield is only one part of the equation when
choosing a stock to buy. (See Figure 97.)

Dividend Yield for Stocks
Dividend Past
Yield Year’s Stock Price

Company Name Ticker Exchange Current Dividend (10/31/98)
Chrysler C NYSE 3.3% $1.60 $48.13
Ford Motor F NYSE 32% $1.69 $54.25
Philip Morris Companies MO NYSE 3.2% $1.64 $51.13
General Motors GM NYSE 3.2% $2.25 $63.19
Bank One ONE NYSE 3.0% $1.48 $48.75
Bell Atlantic BEL NYSE 2.9% $1.57 $53.19
BankAmerica BAC NYSE 2.6% $1.52 $57.50
First Union FTU NYSE 2.6% $1.48 $58.00
Amoco AN NYSE 2.6% $1.48 $56.25
Chase Manhattan CMB NYSE 2.4% $1.34 $56.81
Exxon XON NYSE 2.3% $1.64 $71.63
DuPont DD NYSE 2.3% $1.33 $57.75
‘Washington Mutual WAMU NASDAQ 2.2% $0.92 $37.44
AT&T T NYSE 2.1% $1.32 $62.50
SBC Communications SBC NYSE 2.0% $0.92 $46.31
American Home Products AHP NYSE 1.8% $0.86 $48.94
Baker Hughes BHI NYSE 1.6% $0.46 $22.06
PepsiCo PEP NYSE 1.5% $0.51 $33.75
Merrill Lynch & Company MER NYSE 1.5% $0.88 $59.00
Boeing BA NYSE 1.5% $0.56 $37.56

FIGURE 97 Here is a look at high dividend yields for actively traded stocks as of October
31, 1998. Dividend yield is calculated by dividing the past year’s dividends by the current stock
price. (From Morningstar Inc. With permission.)



Tool #101 Yield on an Investment 270

DIVIDEND PAYOUT RATIO

What Is This Tool? The dividend payout ratio measures the percentage of net
income paid out in dividends.
How Is It Computed?

Dividends per share

Dividend payout = :
Earnings per hare

Example Assume the following.

20X1 20X2
Cash dividends $ 200,000 $ 500,000
Net income 1,000,000 1,100,000

The dividend payout ratios are 20 percent in 20X1 and 45.5 percent in 20X2,
respectively. The investor would look upon the increase in dividend payout favorably
because a higher dividend distribution is typically associated with the company per-
forming better. The investor usually likes to receive more dividends because it is
available cash and is associated with less uncertainty about the business.

Where Is It Found? The dividend payout ratio often appears in financial
advisory service publications (e.g., the Value Line Investment Survey), brokerage
research reports, and Business Week’s Corporate Scorecard. The investor also
can determine it from readily available data in a company’s annual report because
dividends per share and earnings per share are always presented. Dividends per
share of stocks in the Dow Jones Averages is published in Barron’s. The week’s div-
idend payments also appear in Barron’s. Forbes lists stocks with strong or laggard
dividends.

How Is It Used for Investment Decisions? A decline in dividend payout will
cause concern to the investor because fewer earnings are being distributed in the form
of dividends. Perhaps the company is running into financial difficulties forcing it to
cut back on its dividends. A “red flag” is raised when a company pays out in divi-
dends more than its earnings. See Figure 98.

Some industries, such as utilities, are known for their stable dividend records.
This is attractive for an individual such as an elderly investor who relies on fixed
income.

A Word of Caution: A company should retain earnings rather than distribute
them when the corporate return exceeds the return that investors could obtain on their
money elsewhere. Further, if the company obtains a return on its profits that exceed
the cost of capital, the market price of its stock will be maximized.

Also See:  Share—Price Ratios: Book Value per Share, Current Yield on a Stock,
Share—Price Ratios: Earnings per Share, Share—Price Ratios: Price—Earnings Ratio
(Multiple).
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Dividend Payout Ratio

Dividend EPS Dividend
Payout (Trailing 12 (Trailing 12
Company Name Ticker Exchange Ratio Months) Months)
Boeing BA NYSE 311% $0.18 $0.56
Du Pont DD NYSE 102% $1.30 $1.33
Bell Atlantic BEL NYSE 87% $1.80 $1.57
Amoco AN NYSE 81% $1.83 $1.48
Philip Morris Companies MO NYSE 63% $2.60 $1.64
General Motors GM NYSE 60% $3.78 $2.25
First Union FTU NYSE 56% $2.64 $1.48
Exxon XON NYSE 55% $2.96 $1.64
Baker Hughes BHI NYSE 55% $0.83 $0.46
Bank One ONE NYSE 52% $2.87 $1.48
Gillette G NYSE 51% $0.96 $0.49
BankAmerica BAC NYSE 47% $3.23 $1.52
SBC Communications SBC NYSE 46% $2.01 $0.92
Bristol-Myers Squibb BMY NYSE 46% $3.41 $1.55
Merck MRK NYSE 45% $4.16 $1.89
Warner-Lambert WLA NYSE 45% $1.34 $0.61
Eli Lilly & Company LLY NYSE 45% $1.78 $0.80
General Electric GE NYSE 44% $2.71 $1.20
American Home Products AHP NYSE 43% $2.01 $0.86
PepsiCo PEP NYSE 41% $1.24 $0.51

FIGURE 98 Here is a look at high dividend payout ratios for actively traded stocks as of
October 31, 1998. Dividend payout ratio is calculated by dividing the past year’s dividends by
the past year’s earnings per share. A ratio above 100 percent means that a company is paying
out more than all of its profits to shareholders in the form of dividends. That is a condition that
cannot last too long. (From Morningstar Inc. With permission.)

TAX-EQUIVALENT YIELD

What Is This Tool? The tax-equivalent yield shows what a saver would have
to earn on a taxable income-producing investment before taxes to equal tax-free bond
payouts.

How Is It Computed? First, an investor must figure his marginal tax rate, that
is, what he pays on each extra dollar of income. That can be difficult when finding
the marginal rate for double tax-free investments, those free of both state and federal
taxes. The formula is

Tax-free return

Tax-equivalent yield = -
1 — Marginal tax rate
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Example: A municipal bond pays an interest rate of 6 percent. The investor’s
tax rate is 34 percent. The equivalent rate on a taxable instrument is

_006_ _ 006 _ g percent
1-034 o066 P

Where Is It Found? Tax-equivalent yield is widely used in marketing and pro-
motional materials for tax-free investments, often in large, dramatic type. Legally, the
assumptions used to calculate the tax-equivalent yield must accompany it. They are
often found in very small type at the bottom of such sales devices. (See Figure 99.)

How Is It Used for Investment Decisions? It is a way to compare tax-free
bond yields to taxable returns. It must be used carefully, however. Experts remind
investors that the tax status of an investment should not be the only reason to buy it.

Tax-free investments come in various credit qualities. The investor must use a
taxable investment of equal safety—both from a credit quality and maturity perspec-
tive—when making such comparisons.

In addition, a saver’s tax rate is important. According to Internal Revenue
Service (IRS) statistics, 1 in 6 investors with tax-free income does not earn enough to
have a tax bill sufficiently large to make tax-free investments outperform their tax-
able counterparts.

A Word of Caution: Municipal bonds rarely are comparable to U.S. Treasury
issues or government-insured bank accounts as far as credit worthiness, although
these investments are frequently used as comparisons by tax-free investment brokers.

Tax Equivalent Yield

15% 28% 31% 37% 42%

State/Federal | State/Federal | State/Federal | State/Federal | State/Federal

Tax Bracket Tax Bracket Tax Bracket Tax Bracket Tax Bracket
3% tax-free yield 3.53% 4.17% 4.35% 4.76% 5.17%
4% tax-free yield 4.71% 5.56% 5.80% 6.35% 6.90%
5% tax-free yield 5.88% 6.94% 7.25% 7.94% 8.62%
6% tax-free yield 7.06% 8.33% 8.70% 9.52% 10.34%
7% tax-free yield 8.24% 9.72% 10.14% 11.11% 12.07%
8% tax-free yield 9.41% 11.11% 11.59% 12.70% 13.79%
9% tax-free yield 10.59% 12.50% 13.04% 14.29% 15.52%

FIGURE 99 Here is how tax-free yields convert to taxable equivalent yields. Remember, to
make this comparison valid, one must compare debts of equal credit quality and maturity. To
use this table, just look for your tax bracket and then your tax-free yield. Where it crosses in
the chart is what that tax-free yield is worth on a taxable bond.
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ONLINE INTERNET RESOURCES

Government Statistical Data on Internet

Department of Labor—Bureau of Labor Statistics

Government Statistics in General
‘White House Economic Briefing

www.bls.gov
www.fedstats.gov/
www.whitehouse.gov/fsbr/esbr.html

Investment Information

SEC Edgar Corporate Filings Database
Morningstar Mutual Funds
Bridge Information Systems

American Association for Individual Investors

American Stock Exchange
Bloomberg

Microsoft Money Central
Investor’s Business Daily
The Wall Street Journal
The Motley Fool

Barron’s Magazine

Zacks Investment Research
Bank Rate Monitor

Mutual Funds Interactive
CBS MarketWatch

S&P Personal Wealth
NASDAQ Regulation: Check Your Broker
Yahoo

Real Estate and Title Insurance Industry.
Bond Market

Currency Trading
Stock Market
Business Basics
Investments

www.sec.gov/
WWwWw.morningstar.com
www.bridge.com/front/
www.aaii.com/
www.amex.com/
www.bloomberg.com/welcome.html
investor.msn.com/
www.investors.com/
WWW.Wsj.com/
www.motleyfool.com/
www.barrons.com/

www 1.zacks.com/
www.bankrate.com
www.fundsinteractive.com/
cbs.marketwatch.com
www.personalwealth.com
www.nasdr.com
finance.yahoo.com

Glossaries

www.homeowners.com/dictionary.html
www.bondsonline.com/docs/
bondprofessor-glossary.html
www.fx4business.com/homepage/qfgl.html
www.investorama.com/glossary
www.moneywords.com
www.investorwords.com
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