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Preface

This textbook for a first course in investments has been written primarily
for undergraduate students who have a limited background in mathematics
and finance. To achieve this objective while still encompassing the broad
scope of the investment process, we have had to be concise in exposition
and sparing in the use of formulas and quantitative subjects.

However, a major development in modern investments is increasing
quantification. To appreciate the current state of the art, one must grapple
with distributions, risk measures, betas, and regression equations. Such
concepts are helpful in describing the complex factors that influence invest-
ment success or failure. Therefore, we have included and thoroughly ex-
plained the equations and mathematical symbols necessary to place the
investment process in a properly balanced perspective—but no more.

We have concentrated on a comprehensive and up-to-date treatment
presented in easily understood terms. The progressive development from
simple to more complex coverage will, we believe, provide a satisfying ex-
perience for students and instructors. We are confident that the book will
convey the fascination that is inherent in the field of modern investments.

Our special thanks are expressed to Harold W. Stevenson of Arizona
State University for his thorough review of the manuscript and for his many
constructive suggestions.

We are also grateful to many friends and colleagues for their assistance
during the preparation of the book.

CHARLEs P. JoNEs
Donarwp L. TurTLE

CHerriLL P. HeEaTON
February, 1977



Co_ntents

I. THE INVESTMENT SETTING
1 Investments: An Overview 3

The Objective: Satistactory Returns: Utility Maximization. Security Analysis and
Portfolio Management: Fundamental Analysis vs. Technical Analysis. Portfolio
Managers. The Investments Environment: Uncertainty. Other Participants. The
Marketplace. The Efficient Market Hypothesis Risk: The Other Side of the Coin:
Risk Aversion. Risk Aversion Makes Sense.

2 Financial Assets 16

Assefs and Liabilities. Fixed-Dollar Assets: Capital Market Securities. Maoney
Market Securities. Rating Services, Interest Rate Risk: Interest Rates. Interest
Rate Risk and Bond Returns. Equity Assets: Common Stock. Preferred Stock.
Other Securities. Inflation and Financial Assets: Stocks as an Inflation Hedge.
Financial Asset Returns: Rates, Yields, and Price Trends. Common Stock Re-
turns: The Historical Record. Treasury Bill and Bond Returns: The Historical
Record. The Future of Common Stocks.

3 Securities Markets 43

The Importance of Markets: Primary Markets. Secondary Markets. Capital and
Money Market Securities. Investment Banking: The Underwriting Function.
Underwriting Procedure. Private Placement. The Secondary Markets: Frame-
work. The Third Market. The Fourth Market. Competitive Pressures. How
Secondary Markets Work: Market Regulation. Market Mechanics. Specialists:
Semi-Monopoly Position. A "Fair and Orderly” Market. Specialist Profits. Poten-
tial Conflict of Interest. Efficiency Criteria. Trends in the Securities Markets:
Specialist System. Brokerage Firm Income. Institutional Investors. Investment
Banking.

il. SECURITY ANALYSIS: THE BASICS
4 Security Valuation 65

Review and Preview. Fundamental Analysis: Present-Value Analysis. Intrinsic-
Value Analysis. Regression Analysis. Special Situations Analysis. Technical
Analysis. Bond Analysis: Interest Rate Changes. Quality Considerations. Bond
Payments Streams. Bond Justified Price. Stages in Common Stock Analysis:

vii



viii

CONTENTS

A Suggested Sequence. Further Justification. Payments Streams and Capitaliza-
tion Rates for Stocks: The Dividend Stream. The Earnings Stream. Capitaliza-
tion Rates,

Investment Information Sources 89

Published Financial Information: Industry/Company Information. Bond Informa-
tion. Sources of Stock Information. Periodicals. Indexes. Computer-Based In-
formation: Investors Management Sciences. Interactive Data Corporation. Value
Line Data Services. University of Chicago’'s CRSP Fiies. Value ot Computer-
Based Services. Information Sources Used by Analysts: Communication Sources.
Company and Industry Coverage by Analysts.

Returns 114

Measurement: Yields, Measuring Total Return, The Holding Period Yield De-
fined. Bond HPYs. Stock HPYs. HPYs: Summary. Implications of HPY., Se-
lected Yields and HPYs: Historical Relationships. Decision Making and the Un-
cerfain Future. The Naiure of Probability Distributions: Measures of Central
Tendency. Other Characteristics of Distributions.

Risk 134

Types of Investment Risk: Interest Rate Risk. Financial Risk. Market Risk., Pur-
chasing Power Risk. Quantitying Market Risk: Importance of Quantifying Risk.
Measures of Market Risk. Quantifying Risk on Individual Stocks: Systematic vs.
Unsystematic Risk. Unsystematic Risk: Getting Rid of Unsystematic Risk. Sys-
tematic Risk: Covariance Approach. Single Index Approach. Putting It All To-
gether.

Ill. SECURITY ANALYSIS: THE PARTICULARS

Bond Analysis 163

The Bond Indenture: Par Value and Interest Rate. Retirement Provisions. Fur-
ther Provisions. Systematic Risk Considerations: Interest Rate Forecasting. In-
terest Rate Levels: Further Influences. The Term Structure of Interest Rates.
Unsystematic Risk Considerations: Financial Risk. Other Factors Affecting
Yields. Bond Pricing: Interest on Interest. Volatility of Bond Prices. Premium
Bonds vs. Discount Bonds. Revising the Bond Portfolio: Revision Under Relative
Certainty. Revision Under Uncertainty. Tax Considerations.

The Stock Market and the Economy 188

The influence of the Market, An Approach to Market Analysis: Growth of Pay-
ments Streams. The Farnings Stream: GNP and Corporate Profits. Profit Sensi-
tivity Analysis. NBER Time Series. Keran's Equation. The Earnings Stream:
Some Conclusions. Market Capitalization Rates: Growth and Capitalization Rates
Over Time. Some Conclusions. Economic Influences on the Market: Leading Indi-
cators. ldentifying the Turns, Expansions. Interest Rate Cycles. Money Supply
and Business Activity. The Keran Model. The Future of the Market: Market
Movements. Estimating the Future.



10

1

12

13

14

CONTENTS - ix

Industry and Company Analysis 21

Industry Analysis. Is Industry Analysis Valuable? Price Performance of Industries.
Fundamental Data by Industry. Consistency of Industry Performance. Industry
Analysis: Further Aspects: Growth Rates and P/E Ratios. Industry Earnings Vari-
ability. Important Factors in Industry Analysis. Short-Run Industry Forecasts.
Non-Industry Classification. Company Analysis: Dividends: The Importance of
Dividends. Dividend Policy. Dividend Policy in Perspective. Company Analysis:
Earnings: The Importance of Projecting Earnings. Predicting Earnings Growth.
Company Analysis: Management: Shareholders vs. Management? Leverage
Policies.

The Earnings Problem 247

What's the Problem? Analysts, Investors, and Earnings. Generally Accepted Ac-
counting Principles. The Balance Sheet: Reading the Balance Sheet. Testing
the Balance Sheet. The Income Statement. Earnings and Accountants: Caught
in the Middle. Conservative vs, Liberal Accounting. The Accounting Profession.
The Accountant’'s Problem., Adjusting Reported Earnings. Some Examples of
Earnings Problems: Pan Am's Paper Dollars. SuCrest's Inventory Switch. Gen-
eral Host's Extraordinary Item. ITT -Smooths the Wrinkles.

Technical Analysis 263

The Dow Theory: History and Application. Momentum and Turning Points. Basic
Techniques. Line and Bar Charting. Point-and-Figure Charting. Market Breadth:
The Advance-Decline Line. Moving Averages. Additional Technical Tools: Fil-
ter Techniques. Relative Strength Analysis. Trading Profits Through Quarterly
Earnings Reports. The Genera!l Motors Theory. The Mutual Fund Liquidity
Theory. Contrary Opinion. Two Technical Indexes. Fundamental vs. Technical
Analysis.

Options, Warrants, and Convertibles 282

Put and Call Options. Definitions and History. Options Fundamentals. Ordinary
Uses of Options. The Option Premium. Exercising Options. Special Uses of
Options. Margin Requirements, The Chicage Board Options Exchange: What's
Available on the CBOE? What the CBOE Accomplishes. Understanding Options
Transactions. More About the Premium. The Future of Options. Warrants:
Some Facts About Warrants. The Value of a Warrant. Actual and Possible War-
rant Prices. Convertible Securities: Ratio, Price, Value, Parity. Call Feature.
Valuing Convertible Securities. Premiums on Convertible Securities. Advantages
and Disadvantages.

The Efficient Market Hypothesis 306

The Weak Form of the EMH: The Roberts Simulations. Weak-Form Tests of the
EMH. Summary and Preview. The Semistrong Form of the EMH: Annual Earn-
ings Announcements. Stock Splits. Secondary Ofterings. The Strong Form of
the EMH: Insider Transactions. Mutual Funds. Implications of the EMH: For
Technicians. For Security Analysts. For Portfolio Managers.



X

15

16

17

18

19

CONTENTS

IV. PORTFOLIO MANAGEMENT

Traditional and Institutional Portfolio Manaaement 327

Traditional Portfolio Management: Background Information. Investment Goals: A
Process of Compromise. Investment Policies. Specific Securities. Traditional
Portfolio Building—The Clarkson Study. /nstitutional Portfolio Management:
Commercial Banks. Life Insurance Companies. Investment Companies. Per-
sonal Trust Departments. Pension Funds.

Modern Portfolio Theory 348

Utility Maximization: The Goal of Portfolio Management. Development of Utility
Theory. The Expected Utility Hypothesis. Determining a Utility Function. In-
difference Curve Analysis. Summary of Utility Maximization. The Economic Ra-
tionale of Portfolio Theory: The Consumer’s Utility Function. The Budget Line.
Consumer Choice and Portfolio Theory, Adopting a Portfolio Viewpoint: Simul-
taneous Decision Making. The Portfolio Context.

Portfolio Models 365

The Markowitz Model: Efficient Portfolios. The Attainable—Efficient Set. Diversi-
fication To Reduce Risk. Variance—Covariance Model. Selecting the Appropri-
ate Portfolio. The Sharpe Index Model: Details of the Single Index Model. An
Example of the Sharpe Index Model. Multi-Index Models. Changing the Efficient
Frontier: Borrowing and Lending. The Separation Theorem. Building a Port-
folio: Risk—Return Relationships. More About Beta. Building a Portfolio. Con-
clusions About Portfolio Building: The Modern and Traditional Approaches.
Implementing the Modern Approach to Portfolio Building.

Investment Timing and Portfolio Revision 392

Complexities of Investment Timing: Frequency of Revision. Recognizing Value.
Cyclical Factors. Cash Flow Changes. Rights, Warrants, and Fads. An Ap-
proach to Investment Timing. Portfolio Revision: The Need for Portfolio Revision.
The Current Status of Portfolio Revision, Some Evidence on Portfolio Revision
and Market Timing. Constraints on Portfolio Revision. Formula Plans: Dollar
Cost Averaging. “True” Formula Plans. Formula Plans: Modest Long-Term Re-
turns. A Buy-and-Hold Policy: Buy-and-Hold vs. Reallocation. The Case for a
Buy-and-Hold Strategy. Buying and Holding the Averages.

Measuring Investment Performance 418
Return—Risk Ratio Rankings: Reward-to-Variability. Reward-to-Volatility. Differ-
ential Return. Return-Risk and DR Compared. Measuring Fund Performance:

Reward-to-Variability. Reward-to-Volatility. Differential Return. The Friend-
Blume—Crockett Study,

Glossary 433

Index 446



partl

THE INVESTMENT
SETTING






Investments: An Overview

LETS GET RIGHT TO THE POINT. We want to help you under-
stand the investments field as it is currently understood, discussed, and
practiced. We want to show you how to grasp the key concepts that are
essential to that understanding.

Descriptive and quantitative material on the investments world is avail-
able in abundance, possibly in excess. Some of this material is very en-
lightening; some of it is debatable, useless, and even harmful. We cannot
hope to cover every side of the subject—no single volume of manageable
length can do that. We want to cover what we think is useful and en-
lightening. We shall also offer some ideas about what you can expect to
accomplish by using what you learn. Naturally, you will also learn what
investment objectives you cannot realistically expect to achieve.

Some investors do not understand what they are doing or why they are
doing it. Our purpose in this book is to give you an appreciation of the
nature and actual operations of the field of investments and an awareness
of what expectations are and are not reasonable within the investments
environment.

One problem in this overview chapter is that we cannot explain or de-
scribe everything at once. For example, you may be reading terms like
market efficiency, utility maximization, and technical analysis before you
understand them fully. Be patient and stay involved. All will become
clear eventually.
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The objective: satisfactory returns

Investors buy and sell financial assets in order to earn returns on them.
They hope these returns will be large enough to compensate them for
perhaps postponing purchase of some consumer goods (cars, houses, vaca-
tion trips) and for taking the risks of ownership. Otherwise, why take
on the worry and nuisance of investment? The main reason is that in-
vestors want to earn a return on their money. Cash has an opportunity
cost: by holding cash you miss the opportunity to receive a return on that
cash.

Why do people buy common stocks instead of purchasing luxury items
or depositing the money in a savings account? To earn a “satisfactory”
return—one in line with their hopes, beliefs, and expectations about the
earning power of corporations. They know they will be taking a greater
risk of losing some of their money by buying common stocks, but they ex-
pect to earn a return greater than that available from a savings account.

“Satisfactory” returns are different for different people. Two rational
investors may be satisfied by quite different levels of anticipated return and
estimated risk. Technical economic jargon explains this difference in pref-
erences by saying that rational investors strive to maximize their utility.
Rational investors like returns and don’t like risk. Therefore they buy, hold,
or adjust their portfolios of financial assets so as to achieve maximum utility.

UTILITY MAXIMIZATION

Although entire books have been written on the subject, for our purposes
we can define utility maximization as maximizing the expected return from
a portfolio for a given level of risk, or minimizing the risk of the porifolio
for a given level of expected return. “Expected return” is a precise statis-
tical term; it is not simply the return the investor expects. “Risk” is not
a precise statistical term, though we will usually use precise statistical
terms to describe and quantify it. The investment process must be con-
sidered in terms of both aspects—risk and return. To ignore risk and talk
only of return is to take a naive, outdated approach to investments. Risk
and return are inseparable.

The rational investor’s objective, then, is to construct an efficient port-
folio of financial assets—a portfolio which best maximizes that particular
investor’s utility, whatever its exact form. We admit that not all academi-
cians and practitioners view utility maximization as the investor’s proper
goal. The background information in Part I will offer some help in under-
standing the essence of what we are concerned with here, and why we
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consider utility maximization to be the basis for a modern apprvach to
investments.

Security analysis and portfolio management

The investments process has traditionally and properly been discussed
as if it were made up of two parts: security analysis and portfolio manage-
ment. Security analysis estimates the expected returns and risk on financial
assets. Portfolio management uses those estimates to construct and manage
portfolios designed to provide optimum or maximum utility to their owners.

FUNDAMENTAL ANALYSIS VS. TECHNICAL ANALYSIS

In the United States, roughly 10,000 professional security analysts and
untold numbers of amateur analysts study securities to estimate their future
returns and risks. They usually follow the traditional paths of fundamental
analysis or technical analysis, or perhaps a combination. Fundamental
analysts study financial or economic information such as company sales,
earnings, dividends, financing policies, and so on. Pure fundamentalists
then determine the intrinsic or “true” value of a security and recommend
purchase if intrinsic value is greater than current market price, or sale if
intrinsic value is less than current market price. Modern fundamental
analysis also requires that analysts quantify how certain the estimated re-
turns are—another way of saying how risky it would be for investors to act
on the analysts’ advice.

Technical analysts behave very differently. They study price patterns,
trading volume, odd lot sales, and other input that they believe may serve
as indicators of future stock prices. Pure technicians have come under
increasing attack because they have generally been unable to provide the
end result of sound security analysis: consistently reliable estimates of
returns and risks on individual securities over a particular holding period.

PORTFOLIO MANAGERS

Portfolio managers take the security analysts’ return/risk estimates and
combine selected securities into portfolios designed to achieve each particu-
lar investor’s objectives. As we will show later, the essence of modern
portfolio theory is that a portfolio’s total characteristics are not merely the
sum of the portfolio’s single-security characteristics, particularly with respect
to risk. A proper understanding of portfolio techniques can reduce the
risk an investor might otherwise assume.

The “security analyst” and the “portfolio manager” may be the same
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person, a full-time professional or a part-time amateur. Nevertheless, the
concepts of security analysis and portfolio management are as relevant for
an average investor as they are for a sophisticated institution such as a
mutual fund. Their abilities and resources may be vastly different, but
both investors are—knowingly or unknowingly, implicitly or explicitly—
estimating expected returns and risks, then integrating chosen financial
assets into some type of portfolio.

Current knowledge allows the portfolio manager to build an “optimum”
portfolio with a high degree of confidence, if the security analyst’s estimates
are trustworthy. Although portfolio management is not an exact science,
security analysis remains the real problem area of investments. It will
always be so, because no security analyst can be certain about the future.

The investments environment

UNCERTAINTY

Estimates are usually imperfect and are sometimes dead wrong. All we
can do is to make our most informed return and risk estimates, then keep a
sharp eye out for shifting circumstances. We may rely totally on past data
for making estimates (extrapolation), or we may use the past as a starting
point and then modify whatever the past suggests, to incorporate our be-
liefs about what is most likely to happen. No matter which course we take,
or how careful and informed we are, the uncertain future will cause us
to make mistakes.

Different investors deal with uncertainty in different ways. But every-
one must live with it and come to terms with it because uncertainty is the
major obstacle to achieving the rational investor’s goal: an optimum port-
folio with its maximum utility. Relying totally on past data or on the past
performance of a particular investment is probably not the way to wealth.
A 20 per cent return in the stock market last year is no guarantee of a
20 per cent return over the coming year. If everyone were to imitate suc-
cessful investors, no one would be particularly successful in the future.
Assets targeted to perform well would be bid up in price until they did
not provide the returns that they would have provided (or did provide)
to the few who owned them before the rush.

A “magic rule” for investment success is of no value if everyone knows
about it. Prices, after all, conform to the laws of supply and demand.
Strong demand pushes up prices, but prices have an equilibrium level.
At some point they will embody all expectations. Knowing what everyone
else knows is not too valuable, unless you subscribe successfully to the
Greater Fool Theory: I may be a fool to buy, but I can probably sell at
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a profit to an even greater fool. Unfortunately, not knowing what every-
one else knows can be costly and painful.

Hindsight can show what should have been bought or sold last year,
but it cannot help build a successful portfolio for next year. Many un-
foreseeable factors will cause the stock market to move, and the market’s
movements will affect individual stocks. We must accept uncertainty and
recognize that the best investment research and the hardest study may
turn out to be totally useless in forecasting the future.

At the same time, we should not be overly pessimistic. Surely we are
better off to use the best information available and make rational judg-
ments about the future than to accept advice indiscriminately, or throw
up our hands and ignore the financial markets altogether. Over the past
several decades, even the buy-and-hold investor in common stocks has
averaged a 9 to 10 per cent return—a performance unmatched by any
savings bank.

We have a healthy respect for uncertainty and its implications. Yet,
we think we can show you how to deal with it realistically and successfully.
The important point is simply that the future insists on being uncertain.
That uncertainty greatly affects participants in the investments environ-
ment—and books on the subject.

OTHER PARTICIPANTS

A second key aspect of concern to each investor is the other people
involved. In recent years, individuals have sold more shares of stock than
they have bought. Still, about 25 million Americans are direct common
stock owners. In addition, institutions such as pension funds, banks, in-
surance companies, trust departments, and mutual funds act on behalf of
individuals by managing large portfolios of financial assets. Individuals
are the indirect or ultimate owners of these institutional portfolios, but
they have in effect hired managers who devote their full time and effort
to the complex process of investment management. Unlike individual in-
vestors, the institutions have tended to buy more than they sell, so they
have gradually become the dominant participants in “the money game.”

What does all this mean to an “average” investor? It means that count-
less buyers and sellers of financial assets in this country are constantly
making decisions based on their knowledge, resources, and objectives. The
aggregate decisions of these participants translate into the aggregate supply
and demand influences on securities, which in turn determine securities
prices. If a large group of investors suddenly decides that General Motors
is a good buy, GM will rise as they place buy orders and increase the
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demand for the stock. If holders of Polaroid (including a large number
of institutional investors) suddenly change their attitudes about Polaroid’s
prospects and decide to sell (as they did in 1974), the price declines.

The knowledge, resources, and time available to market participants for
analyzing market information range across a broad spectrum. Financial
institutions have staffs of full-time security analysts and portfolio managers
who concentrate on their investment specialties. A mutual fund’s oil in-
dustry analyst obviously knows more about Exxon’s prospects than the
average investor, who finds out what Exxon is doing from the daily news-
paper.

Average investors are at the other extreme from the large institutions.
They work full-time at non-investment jobs. Any assessment of Exxon’s
prospects must be done during leisure time. Therefore, they must seriously
consider and evaluate a readily available alternative—turning their money
over to an institution and paying a fee for professional, full-time money
management. '

Advantages for Institutional Investors. The average investor should be
under no illusions about the advantages that some market participants
enjoy. Large institutional investors manage portfolios worth hundreds of
millions of dollars. They buy and sell enormous quantities of securities
and generate correspondingly large commissions within the brokerage in-
dustry. When new information becomes available, the institutions are
quickly aware of it because they are constantly and skillfully seeking it
out. Since the institutions account for well over half of the trading volume
(and commissions) of the New York Stock Exchange, brokerage firms are
understandably conscientious about keeping the institutions posted on new
developments.

Given the unevenness of access to information and advice, can the aver-
age investor hope to have a fair chance in the market? Probably so.

THE MARKETPLACE

Over the past two decades a tremendous revolution has taken place in
knowledge of the markets, particularly the stock market, and in attitudes
toward them. The findings of serious researchers and the implications of
these findings for the investments field cannot be reserved for some distant
part of this book. Any student of the securities markets should consider,
at the outset, the nature of markets as seen by thoughtful, experienced
academic researchers and other investment professionals.

Primary and Secondary Markets. First, some background. Since the
world will never be made up solely of wealthy philanthropists and chari-
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table institutions, the demand for capital will always exceed the supply.
The function of the capital markets is allocating capital from those who
can best spare it to those who can best use it. One of the best known
capital markets, the New York Stock Exchange (NYSE), is a secondary
market because its member brokers, acting for their clients, buy and sell
existing securities. Primary markets distribute new securities.

Secondary markets for common stock are almost essential to primary
markets. Common stock, which theoretically has a perpetual life, would
be a far less attractive type of investment if it could not later be sold con-
veniently (though not always at a profit). An owner of any NYSE-listed
stock knows it can be sold simply by contacting a broker.

Thousands of obscure, non-listed securities cannot be bought and sold
so easily. However, we plan to limit our discussion to widely held secur-
ities and to national securities exchanges. They will provide us with more
understandable illustrations—and enough complications.

Market Efficiency. Among the newer attitudes toward securities markets,
much research has been done in an attempt to answer what might appear
to be a simple question of only moderate significance: How efficient are
our securities marketsP In one sense, the question is simple. Our major
markets are efficient processors of buy and sell orders. The NYSE auction
market system has its critics but is acknowledged to be a relatively efficient
processor of investment orders.

What we must come to terms with is another kind of efficiency. Debate
continues to rage over the question: How efficient are our securities
markets as processors of information? Conclusions about that question
may determine whether investors seriously consider purchasing the stock
of any well-known publicly owned company. In other words, investors
must decide which form of the Efficient Market Hypothesis (EMH) seems
most rational.

Before describing the EMH’s variations, a note about “information” will
be helpful. We use the word not merely to describe hard data, or factual
reports, or informed opinion, but all elements that affect stock prices—from
statistics about last quarter’s earnings to misinterpretation, misinformation,
tads, trends, and faulty expectations.

THE EFFICIENT MARKET HYPOTHESIS

The Efficient Market Hypothesis (EMH) has three forms: weak, semi-
strong, and strong. Those terms mean that the markets are weakly efficient,
fairly efficient, or strongly efficient as processors of information. Let us
examine each form more closely.



