
“Investments”.

: Introduction

Topic Objective:

At the end of this topic the student would be able to:

 Define the term investment

 Learn the types of investment

Definition/Overview:

Investment: Investment or investing is a term with several closely-related meanings in business

management, finance and economics, related to saving or deferring consumption. An asset is

usually purchased, or equivalently a deposit is made in a bank, in hopes of getting a future return

or interest from it. The word originates in the Latin "vestis", meaning garment, and refers to the

act of putting things (money or other claims to resources) into others' pockets. The basic

meaning of the term being an asset held to have some recurring or capital gains. It is an asset that

is expected to give returns without any work on the asset per se.

Key Points:

1. Types of investments

The term "investment" is used differently in economics and in finance. Economists refer to a real

investment (such as a machine or a house), while financial economists refer to a financial asset,

such as money that is put into a bank or the market, which may then be used to buy a real asset.
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1.1. Business Management

The investment decision (also known as capital budgeting) is one of the fundamental

decisions of business management: managers determine the investent value of the assets

that a business enterprise has within its control or possesion. These assets may be

physical (such as buildings or machinery), intangible (such as patents, software,

goodwill), or financial. Assets are used to produce streams of revenue that often are

associated with particular costs or outflows. All together, the manager must determine

whether the net present value of the investment to the enterprise is positive using the

marginal cost of capital that is associated with the particular area of business.

In terms of financial assets, these are often marketable securities such as a company stock

(an equity investment) or bonds (a debt investment). At times the goal of the investment

is for producing future cash flows, while at others it may be for purposes of gaining

access to more assets by establishing control or influence over the operation of a second

company (the investee).

1.2. Economics

In economics, investment is the production per unit time of goods which are not

consumed but are to be used for future production. Examples include tangibles (such as

building a railroad or factory) and intangibles (such as a year of schooling or on-the-job

training). In measures of national income and output, gross investment I is also a

component of Gross domestic product (GDP), given in the formula GDP = C + I + G +

NX, where C is consumption, G is government spending, and NX is net exports. Thus

investment is everything that remains of production after consumption, government

spending, and exports are subtracted. I is divided into non-residential investment (such as

factories) and residential investment (new houses). Net investment deducts depreciation

from gross investment. It is the value of the net increase in the capital stock per year.

Investment, as production over a period of time ("per year"), is not capital. The time

dimension of investment makes it a flow. By contrast, capital is a stock, that is, an

accumulation measurable at a point in time.
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Investment is often modeled as a function of Income and Interest rates, given by the

relation I = f(Y, r). An increase in income encourages higher investment, whereas a

higher interest rate may discourage investment as it becomes more costly to borrow

money. Even if a firm chooses to use its own funds in an investment, the interest rate

represents an opportunity cost of investing those funds rather than loaning them out for

interest.

1.3. Finance

In finance, investment=cost of capital, like buying securities or other monetary or paper

(financial) assets in the money markets or capital markets, or in fairly liquid real assets,

such as gold, real estate, or collectibles. Valuation is the method for assessing whether a

potential investment is worth its price. Returns on investments will follow the risk-return

spectrum.

Types of financial investments include shares, other equity investment, and bonds

(including bonds denominated in foreign currencies). These financial assets are then

expected to provide income or positive future cash flows, and may increase or decrease in

value giving the investor capital gains or losses.

Trades in contingent claims or derivative securities do not necessarily have future

positive expected cash flows, and so are not considered assets, or strictly speaking,

securities or investments. Nevertheless, since their cash flows are closely related to (or

derived from) those of specific securities, they are often studied as or treated as

investments.

Investments are often made indirectly through intermediaries, such as banks, mutual

funds, pension funds, insurance companies, collective investment schemes, and

investment clubs. Though their legal and procedural details differ, an intermediary

generally makes an investment using money from many individuals, each of whom

receives a claim on the intermediary.
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1.4. Personal finance

Within personal finance, money used to purchase shares, put in a collective investment

scheme or used to buy any asset where there is an element of capital risk is deemed an

investment. Saving within personal finance refers to money put aside, normally on a

regular basis. This distinction is important, as investment risk can cause a capital loss

when an investment is realized, unlike saving(s) where the more limited risk is cash

devaluing due to inflation.

In many instances the terms saving and investment are used interchangeably, which

confuses this distinction. For example many deposit accounts are labeled as investment

accounts by banks for marketing purposes. Whether an asset is a saving(s) or an

investment depends on where the money is invested: if it is cash then it is savings, if its

value can fluctuate then it is investment

: Buying And Selling Securities

Topic Objective:

At the end of this topic the student would be able to:

 Define the term security

 Learn about the classification of securities

Definition/Overview:

Security: A security is a fungible, negotiable instrument representing financial value. Securities

are broadly categorized into debt securities, such as banknotes, bonds and debentures, and equity

securities, e.g. common stocks. The company or other entity issuing the security is called the

issuer. What specifically qualifies as a security is dependent on the regulatory structure in a
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country. For example private investment pools may have some features of securities, but they

may not be registered or regulated as such if they meet various restrictions.

Key Points:

1. Classification

Securities may be classified according to the following categories:

 Issuer

 Currency of denomination

 Ownership rights

 Term to maturity

 Degree of liquidity

 Income payments

 Tax treatment

 Credit Rating

 Industrial Sector

 Region or Country

 market capitalization

1.1. By Type of Issuer

Issuers of securities include commercial companies, government agencies, local

authorities and international and supranational organizations (such as the World Bank).

Debt securities issued by a government (called government bonds or sovereign bonds)

generally carry a lower interest rate than corporate debt issued by commercial companies.

Interests in an asset -- for example, the flow of royalty payments from intellectual

property-may also be turned into securities. These repackaged securities resulting from a

securitization are usually issued by a company established for the purpose of the

repackaging-called a special purpose vehicle (SPV).. SPVs are also used to issue other

kinds of securities. SPVs can also be used to guarantee securities, such as covered bonds.
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1.1.1. New capital

Commercial enterprises have traditionally used securities as a means of raising

new capital. Securities may be an attractive option relative to bank loans

depending on their pricing and market demand for particular characteristics.

Another disadvantage of bank loans as a source of financing is that the bank may

seek a measure of protection against default by the borrower via extensive

financial covenants. Through securities, capital is provided by investors who

purchase the securities upon their initial issuance. In a similar way, governments

may raise capital through the issuance of securities

1.1.2. Repackaging

In recent decades securities have been issued to repackage existing assets. In a

traditional securitization, a financial institution may wish to remove assets from

its balance sheet in order to achieve regulatory capital efficiencies or to accelerate

its receipt of cash flow from the original assets. Alternatively, an intermediary

may wish to make a profit by acquiring financial assets and repackaging them in a

way which makes them more attractive to investors.

1.2. By Type of Holder

Investors in securities may be retail, i.e. members of the public investing other than by

way of business. The greatest part in terms of volume of investment is wholesale, i.e. by

financial institutions acting on their own account, or on behalf of clients. Important

institutional investors include investment banks, insurance companies, pension funds and

other managed funds.

1.2.1. Investment:

The traditional economic function of the purchase of securities is investment, with

the view to receiving income and/or achieving capital gain. Debt securities

generally offer a higher rate of interest than bank deposits, and equities may offer

the prospect of capital growth. Equity investment may also offer control of the

business of the issuer. Debt holdings may also offer some measure of control to
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the investor if the company is a fledgling start-up or an old giant undergoing

'restructuring'. In these cases, if interest payments are missed, the creditors may

take control of the company and liquidate it to recover some of their investment.

1.2.2. Collateral:

The last decade has seen an enormous growth in the use of securities as collateral.

Purchasing securities with borrowed money secured by other securities is called

"buying on margin." Where A is owed a debt or other obligation by B, A may

require B to deliver property rights in securities to A. These property rights enable

A to satisfy its claims in the event that B becomes insolvent. Collateral

arrangements are divided into two broad categories, namely security interests and

outright collateral transfers. Commonly, commercial banks, investment banks and

government agencies are significant collateral takers

: Security Markets

Topic Objective:

At the end of this topic the student would be able to:

 Understand the concept of securities market

 Understand the nature of securities market

 Learn about the regulations that govern the operations of securities market

Definition/Overview:

Securities: Securities may be represented by a certificate or, more typically, by an electronic

book entry. Certificates may be bearer, meaning they entitle the holder to rights under the

security merely by holding the security, or registered, meaning they entitle the holder to rights

only if he or she appears on a security register maintained by the issuer or an intermediary. When

a company issues public stock for the first time, this is called an Initial Public Offering (IPO). A

company can later issue more new shares, or issue shares that have been previously registered in
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a shelf registration. They include shares of corporate stock or mutual funds, bonds issued by

corporations or governmental agencies, stock options or other options, limited partnership units,

and various other formal investment instruments that are negotiable and fungible

Key Points:

1. The Securities Market

1.1. Primary and Secondary Market

The public securities markets can be divided into primary and secondary markets. The

distinguishing difference between the two markets is that in the primary market, the

money for the securities is received by the issuer of those securities from investors,

whereas in the secondary market, the money goes from one investor to the other. When a

company issues public stock for the first time, this is called an Initial Public Offering

(IPO). A company can later issue more new shares, or issue shares that have been

previously registered in a shelf registration. These later new issues are also sold in the

primary market, but they are not considered to be an IPO. Issuers usually retain

investment banks to assist them in administering the IPO, getting SEC (or other

regulatory body) approval, and selling the new issue. When the investment bank buys the

entire new issue from the issuer at a discount to resell it at a markup, it is called an

underwriting, or firm commitment. However, if the investment bank considers the risk

too great for an underwriting, it may only assent to a best effort agreement, where the

investment bank will simply do its best to sell the new issue.

In order for the primary market to thrive, there must be a secondary market, or

aftermarket, where holders of securities can sell them to other investors for cash,

hopefully at a profit. Otherwise, few people would purchase primary issues, and, thus,

companies and governments would be unable to raise money for their operations.
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Organized exchanges constitute the main secondary markets. Many smaller issues and

most debt securities trade in the decentralized, dealer-based over-the-counter markets.

In Europe, the principal trade organization for securities dealers is the International

Capital Market Association. In the U.S., the principal organization for securities dealers

is the Securities Industry and Financial Markets Association, which is the result of the

merger of the Securities Industry Association and the Bond Market Association. The

Financial Information Services Division of the Software and Information Industry

Association ([FISD/SIIA ]represents a round-table of market data industry firms,

referring to them as Consumers, Exchanges, and Vendors.

1.2. Public Offer and Private Placement

In the primary markets, securities may be offered to the public in a public offer.

Alternatively, they may be offered privately to a limited number of qualified persons in a

private placement. Often a combination of the two is used. The distinction between the

two is important to securities regulation and company law. Privately placed securities are

often not publicly tradable and may only be bought and sold by sophisticated qualified

investors. As a result, the secondary market is not as liquid.

2. Physical nature of securities

2.1. Certificated securities

Securities that are represented by certificates are called certificated securities. They may

be bearer or registered.
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2.1.1. Bearer securities

Bearer securities are completely negotiable and entitle the holder to the rights

under the security (e.g. to payment if it is a debt security, and voting if it is an

equity security). They are transferred by delivering the instrument from person to

person. In some cases, transfer is by endorsement, or signing the back of the

instrument, and delivery.

Regulatory and fiscal authorities sometimes regard bearer securities negatively, as

they may be used to facilitate the evasion of regulatory restrictions and tax. In the

United Kingdom, for example, the issue of bearer securities was heavily restricted

firstly by the Exchange Control Act 1947 until 1953. Bearer securities are very

rare in the United States because of the negative tax implications they may have

to the issuer and holder.

2.1.2. Registered securities

In the case of registered securities, certificates bearing the name of the holder are

issued, but these merely represent the securities. A person does not automatically

acquire legal ownership by having possession of the certificate. Instead, the issuer

(or its appointed agent) maintains a register in which details of the holder of the

securities are entered and updated as appropriate. A transfer of registered

securities is effected by amending the register.

2.2. Uncertificated securities and global certificates

Modern practice has developed to eliminate both the need for certificates and

maintenance of a complete security register by the issuer. There are two general ways this

has been accomplished.
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2.2.1. Un-certificated securities

In some jurisdictions, such as France, it is possible for issuers of that jurisdiction

to maintain a legal record of their securities electronically.

In the United States, the current "official" version of Article 8 of the Uniform

Commercial Code permits un-certificated securities. However, the "official" UCC

is a mere draft that must be enacted individually by each of the U.S. states.

Though all 50 states (as well as the District of Columbia and the U.S. Virgin

Islands) have enacted some form of Article 8, many of them still appear to use

older versions of Article 8, including some that did not permit un-certificated

securities.

2.2.2. Global certificates and book entry interests

In order to facilitate the electronic transfer of interests in securities without

dealing with inconsistent versions of Article 8, a system has developed whereby

issuers deposit a single global certificate representing all the outstanding

securities of a class or series with a universal depository. This depository is called

The Depository Trust Company, or DTC. DTC's parent, Depository Trust &

Clearing Corporation (DTCC), is a non-profit cooperative owned by

approximately thirty of the largest Wall Street players that typically act as brokers

or dealers in securities. These thirty banks are called the DTC participants. DTC,

through a legal nominee, owns each of the global securities on behalf of all the

DTC participants.

All securities traded through DTC are in fact held, in electronic form, on the

books of various intermediaries between the ultimate owner, e.g. a retail investor,

and the DTC participants. For example, Mr. Smith may hold 100 shares of Coca

Cola, Inc. in his brokerage account at local broker Jones & Co. brokers. In turn,

Jones & Co. may hold 1000 shares of Coca Cola on behalf of Mr. Smith and nine
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other customers. These 1000 shares are held by Jones & Co. in an account with

Goldman Sachs, a DTC participant, or in an account at another DTC participant.

Goldman Sachs in turn may hold millions of Coca Cola shares on its books on

behalf of hundreds of brokers similar to Jones & Co. Each day, the DTC

participants settle their accounts with the other DTC participants and adjust the

number of shares held on their books for the benefit of customers like Jones &

Co. Ownership of securities in this fashion is called beneficial ownership. Each

intermediary holds on behalf of someone beneath him in the chain. The ultimate

owner is called the beneficial owner. This is also referred to as owning in "Street

name".

2.3. Divided and undivided security

The terms "divided" and "undivided" relate to the proprietary nature of a security. Each

divided security constitutes a separate asset, which is legally distinct from each other

security in the same issue. Pre-electronic bearer securities were divided. Each instrument

constitutes the separate covenant of the issuer and is a separate debt. With undivided

securities, the entire issue makes up one single asset, with each of the securities being a

fractional part of this undivided whole. Shares in the secondary markets are always

undivided. The issuer owes only one set of obligations to shareholders under its

memorandum, articles of association and company law. A share represents an undivided

fractional part of the issuing company. Registered debt securities also have this undivided

nature.

2.4. Fungible and non-fungible security

The terms "fungible" and "non-fungible" relate to the way in which securities are held. If

an asset is fungible, this means that when such an asset is lent, or placed with a custodian,

it is customary for the borrower or custodian to be obliged at the end of the loan or

custody arrangement to return assets equivalent to the original asset, rather than the
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identical asset. In other words, the redelivery of fungibles is equivalent and not in specie.

Undivided securities are always fungible by logical necessity. Divided securities may or

may not be fungible, depending on market practice. The clear trend is towards fungible

arrangements.

3. Regulation

In the United States, the public offer and sale of securities must be either registered pursuant to a

registration statement that is filed with the U.S. Securities and Exchange Commission (SEC) or

are offered and sold pursuant to an exemption there from. Dealing in securities is heavily

regulated by both federal authorities (SEC) and state authorities. In addition the industry is

heavily self policed by Self Regulatory Organizations (SROs), such as FINRA (the Financial

Industry Regulatory Authority, formerly the National Association of Security Dealers or NASD)

or the MSRB.

Due to the difficulty of creating a general definition that covers all securities, Congress attempts

to define "securities" exhaustively (and not very precisely) as: "any note, stock, treasury stock,

security future, bond, debenture, certificate of interest or participation in any profit-sharing

agreement or in any oil, gas, or other mineral royalty or lease, any collateral-trust certificate, pre-

organization certificate or subscription, transferable share, investment contract, voting-trust

certificate, certificate of deposit for a security, any put, call, straddle, option, or privilege on any

security, certificate of deposit, or group or index of securities (including any interest therein or

based on the value thereof), or any put, call, straddle, option, or privilege entered into on a

national securities exchange relating to foreign currency, or in general, any instrument

commonly known as a 'security'; or any certificate of interest or participation in, temporary or

interim certificate for, receipt for, or warrant or right to subscribe to or purchase, any of the

foregoing; but shall not include currency or any note, draft, bill of exchange, or bankers'

acceptance which has a maturity at the time of issuance of not exceeding nine months, exclusive

of days of grace, or any renewal thereof the maturity of which is likewise limited." - Section 3a

item 10 of the 1934 Act.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

13
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



With respect to investment schemes that do not fall within the traditional categories of securities

listed in the definition of a security (Sec. 2(a)(1) of the 33 act and Sec. 3(a)(10) of the 34 act) the

US Courts have developed a broad definition for securities that must then be registered with the

SEC. When determining if there is an "investment contract" that must be registered the courts

look for an investment of money, a common enterprise and expectation of profits to come

primarily from the efforts of others

: Efficient Markets, Investment Value, And Market Price

Topic Objective:

At the end of this topic the student would be able to:

 Define the term efficient market

 Define investment value

 Learn about efficient market hypothesis

 Learn about the investment value of convertible bonds

Definition/Overview:

Efficient Market: An efficient market is one in which securities prices reflect all available

information. This means that every security traded in the market is correctly valued given the

available information.

Investment Value: Investment value is the value of a property to a particular investor. In the

U.S., it is equal to market value for the investor who has the capacity to put the property to good

use -- its highest-and-best-use, its most valuable use. For other investors with limited capacity or
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vision, investment value is lower because they cannot put the property to use in a way that is

maximally productive.

Key Points:

1. Overview of Efficient Market

 The weakest form of efficient markets is that securities prices reflect all information contained in

historical prices. This is the easiest to prove, by showing that share prices follow a random walk.

 The strongest form of efficient markets is that prices incorporate all information that any investor

can acquire. This seems unlikely given that insider traders can undoubtedly make money fairly

consistently.

 The semi-strong form of efficient markets is that securities prices incorporate all publicly

available information. Given how difficult it is to find groups of "smart" investors who

consistently outperform the market, this seems likely. There do seem to be some investors with

very impressive records. The semi-strong efficient markets hypothesis is probably very close to

being true, but not always true.

 The most glaring exceptions to efficient markets seem to occur during investment bubbles and

collapses when prices reach levels that can not be explained by reasonable valuation methods. As

a result, there are often great inconsistencies in how different investments are valued and these

violations of the law of one price are, in themselves, evidence that markets are inefficient.

1.1. Efficient Market Hypothesis

In finance, the efficient-market hypothesis (EMH) asserts that financial markets are

"informationally efficient", or that prices on traded assets, e.g., stocks, bonds, or property,

already reflect all known information. The efficient-market hypothesis states that it is

impossible to consistently outperform the market by using any information that the

market already knows, except through luck. Information or news in the EMH is defined
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as anything that may affect prices that is unknowable in the present and thus appears

randomly in the future.

The EMH was developed by Professor Eugene Fama at the University of Chicago Booth

School of Business as an academic concept of study through his published Ph.D. thesis in

the early 1960s at the same school. It was widely accepted up until the 1990s, when

behavioral finance economists, who were a fringe element, became main-stream.

Empirical analyses have consistently found problems with the efficient markets

hypothesis, the most consistent being that stocks with low price to earnings (and

similarly, low price to cash-flow or book value) outperform other stocks. Alternative

theories have proposed that cognitive biases cause these inefficiencies, leading investors

to purchase overpriced growth stocks rather than value stocks. Although the efficient

markets hypothesis has become controversial because substantial and lasting

inefficiencies are observed, it remains a worthwhile starting point.

2. Investment Value of Convertible Bonds

A convertible bond's investment value is its value as a bond. This is the fixed income component

of the convertible. (Keep in mind that investment value refers to this one aspect of convertible

valuation and is not the same as the convertible security's market value.) Conceptually speaking,

it is the value of the bond without the conversion feature. It is calculated by determining what the

value of the bond would be if it were not convertible, according to standard fixed income

analysiscompany fundamentals, type of bond (collateral or debenture), coupon and maturity date,

sinking fund requirements, call features, and yield to maturity. The market value of a straight

bond fluctuates with any changes in these factors. However, since the investment value of a

convertible bond is embedded and is a component of the total market value of the convertible,

changes in fixed income determinants may not directly affect its market price.
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The investment value of a bond remains stable over a wide range of stock prices if interest rates

stay stable and drops only as the stock price approaches zero (meaning that the company is likely

to be in financial distress). It is theoretically extremely unlikely for the value of a convertible to

fall below its investment value, although in reality slight discounts to investment value do occur.

Figure 1 shows the relationship between the common stock price and market price of the bond

investment value graphically as a horizontal line for normal price fluctuations. With the

convertible value shown on the vertical axis and the stock price shown on the horizontal axis, the

effect of changes in the variables is easily determined.

The investment value of a bond remains stable over a wide range of stock prices, if we assume

stable interest rates for the sake of simplicity. The financial stability of the company and most of

the other bond quality factors change slowly, if at all. Since investment value, therefore, remains

constant over relatively short periods of time, it appears as a horizontal line on the graph. The

bond investment value is not affected by increases in value of the common stock, although the

market price of the convertible will be affected. In situations of deteriorating creditworthiness,

the stock price begins to sink to zero. The obvious probable cause for this is a not so normal

deterioration of company financial fundamentals, which causes the expected recovery of full

principal to come into question. As shown in Figure 1, the value of the convertible bond must

also approach its bankruptcy value.

The decline of a particular stock due to overall negative market sentiment should not influence

the investment value, especially in the short run. The investment value will continue to provide

an investment floor below the convertible market price, and the convertible bond should not fall

below its investment value as long as the creditworthiness of the issuer remains unchanged. This

provides the essential safety element in convertible bonds. Furthermore, the convertibility feature

should ensure that convertible securities will always be more valuable than income equivalent

nonconvertible bonds.

However, there are a number of factors that do influence the investment value of a convertible

security. If the common stock declines due to company factors (unsystematic risk), poor

earnings, or other causes, the bond's investment value will be influenced, similar to the way the
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value of a straight bond is influenced by a rating downgrade. In fact, deterioration of company

fundamentals should cause a rating downgrade. A stock decline caused by such factors will also

cause the investment value to decline, reflecting the possibility that the company may not be able

to pay the coupon or principal of the bond. In the ultimate case, both the value of the firm and the

bond investment value would approach zero. Studies have shown that dramatic changes in the

fundamentals of a company will have an immediate effect on bond investment value. Investors

who ignore these fundamentals in evaluating convertibles will be at a distinct disadvantage in the

marketplace. Rating agencies assist with this effort, but may not always be timely enough. In

approaching the mathematical analysis of convertible securities, it's convenient to assume a

stable investment value over the short term and that stock price fluctuation is due to general

market sentiment. The investment value does fluctuate over the longer term, and it must increase

to par value by the time the bond matures, regardless of how the common stock is changing.

Of course, changing interest rates affect the investment value of convertibles like they affect the

value of straight bonds. As interest rates increase, the investment value will decline; as interest

rates decrease, the investment value will rise. The investment value fluctuates in tandem with the

price of straight corporate bonds of similar quality. However, due to the unique nature of

convertibles, a change in the investment value of the convertible bond may not necessarily mean

a change in the market price. The investment value may fluctuate, but the market price of the

convertible bond remains relatively stable because changes in interest rates are just among many

factors that may be affecting the market price at any given moment. A bond that is trading close

to its investment value will be relatively more affected by changes in interest rates than one that

is trading close to its conversion value and well above its investment value. If the underlying

stock is increasing in value as interest rates are rising, the convertible bond will be driven by its

equity component rather than by its fixed income component and will increase in value.

It is important to recognize that the investment value of a convertible bond at issuance is rarely

near par. The convertible bond is not discounted at its coupon rate, but rather must be discounted

at a rate appropriate for the issuing company's nonconvertible debt. For example, if the company

has issued a convertible with a 5 percent coupon and its nonconvertible debt is at 8 percent, then

the investment value of the convertible will be discounted at 8 percent. On a 10 year bond, the
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investment value will be $798.70 for a bond with a $1,000 par value. Arriving at a proper

estimate of the investment floor is critically important in evaluating a convertible bond; it

constitutes the minimum value below which the convertible bond should not fall, regardless of

common stock fluctuations, and influences all other calculations in the mathematical analysis of

convertibles. Because investment value is the hinge on which all other calculations depend, it's

important to understand how the various factors affect it

: Taxes

Topic Objective:

At the end of this topic the student would be able to:

 Define the term tax

 Learn about the economics of taxation

 Learn about the types and kinds of taxes

Definition/Overview:

Tax: A tax is a financial charge or other levy imposed on an individual or a legal entity by a state

or a functional equivalent of a state (for example, secessionist movements or revolutionary

movements). Taxes are also imposed by many sub-national entities. Taxes consist of direct tax or

indirect tax, and may be paid in money or as its labour equivalent (often but not always unpaid).

A tax may be defined as a "pecuniary burden laid upon individuals or property to support the

government a payment exacted by legislative authority." A tax "is not a voluntary payment or

donation, but an enforced contribution, exacted pursuant to legislative authority" and is "any

contribution imposed by government whether under the name of toll, tribute, tallage, gabel,

impost, duty, custom, excise, subsidy, aid, supply, or other name."

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

19
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



In modern taxation systems, taxes are levied in money, but in-kind and corve taxation are

characteristic of traditional or pre-capitalist states and their functional equivalents. The method

of taxation and the government expenditure of taxes raised is often highly debated in politics and

economics. Tax collection is performed by a government agency such as Canada Revenue

Agency, the Internal Revenue Service (IRS) in the United States, or Her Majesty's Revenue and

Customs (HMRC) in the UK. When taxes are not fully paid, civil penalties (such as fines or

forfeiture) or criminal penalties (such as incarceration) may be imposed on the non-paying entity

or individual.

Key Points:

1. Purpose and Effects

Funds provided by taxation have been used by states and their functional equivalents throughout

history to carry out many functions. Some of these include expenditures on war, the enforcement

of law and public order, protection of property, economic infrastructure (roads, legal tender,

enforcement of contracts, etc.), public works, social engineering, and the operation of

government itself. Most modern governments also use taxes to fund welfare and public services.

These services can include education systems, health care systems, pensions for the elderly,

unemployment benefits, and public transportation. Energy, water and waste management

systems are also common public utilities. Colonial and moderning states have also used cash

taxes to draw or force reluctant subsistence producers into cash economies.

Governments use different kinds of taxes and vary the tax rates. This is done to distribute the tax

burden among individuals or classes of the population involved in taxable activities, such as

business, or to redistribute resources between individuals or classes in the population.

Historically, the nobility were supported by taxes on the poor; modern social security systems

are intended to support the poor, the disabled, or the retired by taxes on those who are still

working. In addition, taxes are applied to fund foreign and military aid, to influence the

macroeconomic performance of the economy (the government's strategy for doing this is called
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its fiscal policy, or to modify patterns of consumption or employment within an economy, by

making some classes of transaction more or less attractive.

A nations tax system is often a reflection of its communal values or the values of those in power.

To create a system of taxation, a nation must make choices regarding the distribution of the tax

burden who will pay taxes and how much they will pay and how the taxes collected will be

spent. In democratic nations where the public elects those in charge of establishing the tax

system, these choices reflect the type of community which the public wishes to create. In

countries where the public does not have a significant amount of influence over the system of

taxation, that system may be more of a reflection on the values of those in power.

The resource collected from the public through taxation is always greater than the amount which

can be used by the government. The difference is called compliance cost, and includes for

example the labour cost and other expenses incurred in complying with tax laws and rules. The

collection of a tax in order to spend it on a specified purpose, for example collecting a tax on

alcohol to pay directly for alcoholism rehabilitation centres, is called hypothecation. This

practice is often disliked by finance ministers, since it reduces their freedom of action. Some

economic theorists consider the concept to be intellectually dishonest since (in reality) money is

fungible. Furthermore, it often happens that taxes or excises initially levied to fund some specific

government programs are then later diverted to the government general fund. In some cases, such

taxes are collected in fundamentally inefficient ways, for example highway tolls.

Some economists, especially neo-classical economists, argue that all taxation creates market

distortion and results in economic inefficiency. They have therefore sought to identify the kind

of tax system that would minimize this distortion. Also, one of every government's most

fundamental duties is to administer possession and use of land in the geographic area over which

it is sovereign, and it is considered economically efficient for government to recover for public

purposes the additional value it creates by providing this unique service.

Since governments also resolve commercial disputes, especially in countries with common law,

similar arguments are sometimes used to justify a sales tax or value added tax. Others (e.g.

libertarians) argue that most or all forms of taxes are immoral due to their involuntary (and
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therefore eventually coercive/violent) nature. The most extreme anti-tax view is anarcho-

capitalism, in which the provision of all social services should be a matter of voluntary private

contracts.

1.1. The Four "R"s

Taxation has four main purposes or effects: Revenue, Redistribution, Repricing, and

Representation.

o The main purpose is revenue: taxes raise money to spend on roads, schools and hospitals, and on

more indirect government functions like good regulation or justice systems. This is the most

widely known function.

o A second is redistribution. Normally, this means transferring wealth from the richer sections of

society to poorer sections. This function is widely accepted in most democracies, although the

extent to which this should happen is always controversial.

o A third purpose of taxation is repricing. Taxes are levied to address externalities: tobacco is

taxed, for example, to discourage smoking, and many people advocate policies such as

implementing a carbon tax.

o A fourth, consequential effect of taxation in its historical setting has been representation. The

American revolutionary slogan "no taxation without representation" implied this: rulers tax

citizens, and citizens demand accountability from their rulers as the other part of this bargain.

Several studies have shown that direct taxation (such as income taxes) generates the greatest

degree of accountability and better governance, while indirect taxation tends to have smaller

effects.

1.2. Proportional, progressive, and regressive

An important feature of tax systems is the percentage of the tax burden as it relates to

income or consumption. The terms progressive, regressive, and proportional are used to

describe the way the rate progresses from low to high, from high to low, or

proportionally. The terms describe a distribution effect, which can be applied to any type

of tax system (income or consumption) that meets the definition. A progressive tax is a

tax imposed so that the effective tax rate increases as the amount to which the rate is

applied increases. The opposite of a progressive tax is a regressive tax, where the
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effective tax rate decreases as the amount to which the rate is applied increases. In

between is a proportional tax, where the effective tax rate is fixed as the amount to which

the rate is applied increases. The terms can also be used to apply meaning to the taxation

of select consumption, such as a tax on luxury goods and the exemption of basic

necessities may be described as having progressive effects as it increases a tax burden on

high end consumption and decreases a tax burden on low end consumption.

1.3. Direct and indirect

Taxes are sometimes referred to as direct tax or indirect tax. The meaning of these terms

can vary in different contexts, which can sometimes lead to confusion. In economics,

direct taxes refer to those taxes that are collected from the people or organizations on

whom they are ostensibly imposed. For example, income taxes are collected from the

person who earns the income. By contrast, indirect taxes are collected from someone

other than the person ostensibly responsible for paying the taxes. In law, the terms may

have different meanings. In U.S. constitutional law, for instance, direct taxes refer to poll

taxes and property taxes, which are based on simple existence or ownership. Indirect

taxes are imposed on rights, privileges, and activities. Thus, a tax on the sale of property

would be considered an indirect tax, whereas the tax on simply owning the property itself

would be a direct tax. The distinction can be subtle between direct and indirect taxation,

but can be important under the law.

1.4. Tax burden

Law establishes from whom a tax is collected. In many countries, taxes are imposed on

business (such as corporate taxes or portions of payroll taxes). However, who ultimately

pays the tax (the tax "burden") is determined by the marketplace as taxes become

embedded into production costs. Depending on how quantities supplied and demanded

vary with price (the "elasticities" of supply and demand), a tax can be absorbed by the

seller (in the form of lower pre-tax prices), or by the buyer (in the form of higher post-tax

prices). If the elasticity of supply is low, more of the tax will be paid by the supplier. If
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the elasticity of demand is low, more will be paid by the customer. And contrariwise for

the cases where those elasticities are high. If the seller is a competitive firm, the tax

burden flows back to the factors of production depending on the elasticities thereof; this

includes workers (in the form of lower wages), capital investors (in the form of loss to

shareholders), landowners (in the form of lower rents) and entrepreneurs (in the form of

lower wages of superintendence).

To illustrate this relationship, suppose the market price of a product is US$1.00, and that

a $0.50 tax is imposed on the product that, by law, is to be collected from the seller. If the

product is a luxury (in the economic sense of the term), a greater portion of the tax will

be absorbed by the seller. For example, the seller might drop the price of the product to

$0.70 so that, after adding in the tax, the buyer pays a total of $1.20, or $0.20 more than

he did before the $0.50 tax was imposed. In this example, the buyer has paid $0.20 of the

$0.50 tax (in the form of a post-tax price) and the seller has paid the remaining $0.30 (in

the form of a lower pre-tax price).

2. Economics of taxation

In economic terms, taxation transfers wealth from households or businesses to the government of

a nation. The side-effects of taxation and theories about how best to tax are an important subject

in microeconomics. Taxation is almost never a simple transfer of wealth. Economic theories of

taxation approach the question of how to minimize the loss of economic welfare through taxation

and also discuss how a nation can perform redistribution of wealth in the most efficient manner.

2.1. Deadweight costs of taxation

For goods supplied in a perfectly competitive market, tax reduces economic efficiency,

by introducing a deadweight loss. In a perfect market, the price of a particular economic

good adjusts to make sure that all trades which benefit both the buyer and the seller of a

good occur. After introducing a tax, the price received by the seller is less than the cost to

the buyer. This means that fewer trades occur and that the individuals or businesses
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involved gain less from participating in the market. This destroys value, and is known as

the 'deadweight cost of taxation'.

The deadweight cost is dependent on the elasticity of supply and demand for a good.

Most taxesincluding income tax and sales taxcan have significant deadweight costs. The

only way to completely avoid deadweight costs in an economy which is generally

competitive is to find taxes which do not change economic incentives, such as the land

value tax, where the tax is on a good in completely inelastic supply, a lump sum tax such

as a poll tax which is paid by all adults regardless of their choices, or a windfall profits

tax which is entirely unanticipated and so cannot affect decisions.

2.2. Double dividend taxes

In some cases where the economy is not perfectly competitive, the existence of a tax can

increase economic efficiency. If there is a negative externality associated with a good,

meaning that it has negative effects not felt by the consumer, then the free market will

trade too much of that good. By putting a tax on the good, the government can increase

overall welfare as well as raising revenue in taxation. This is known as a 'double

dividend'.

There are a wide range of goods where there is, or is claimed to be, a negative externality.

Polluting fuels (like petrol), goods which incur public healthcare costs (such as alcohol or

tobacco), and charges for existing 'free' public goods (like congestion charging) all offer

the possibility of a double dividend. This type of tax is a Pigovian tax, sometimes

colloquially known as a 'sin tax'. It is worthwhile noting that taxation is not necessarily

the only, or the best, method of dealing with negative externalities.\
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2.3. Transparency and simplicity

Another concern is that the complicated tax codes of developed economies offer perverse

economic incentives. The more details of tax policy there are, the more opportunities for

legal tax avoidance and illegal tax evasion; these not only result in lost revenue, but

involve additional deadweight costs: for instance, payments made for tax advice are

essentially deadweight costs because they add no wealth to the economy. Perverse

incentives also occur because of non-taxable 'hidden' transactions; for instance, a sale

from one company to another might be liable for sales tax, but if the same goods were

shipped from one branch of a corporation to another, no tax would be payable.

To address these issues, economists often suggest simple and transparent tax structures

which avoid providing loopholes. Sales tax, for instance, can be replaced with a value

added tax which disregards intermediate transactions.

2.4. Tax incidence

Economic theory suggests that the economic effect of tax does not necessarily fall at the

point where it is legally levied. For instance, a tax on employment paid by employers will

impact on the employee, at least in the long run. The greatest share of the tax burden

tends to fall on the most inelastic factor involved - the part of the transaction which is

affected least by a change in price. So, for instance, a tax on wages in a town will (at least

in the long run) affect property-owners in that area.

2.5. Costs of compliance

Although governments must spend money on tax collection activities, some of the costs,

particularly for keeping records and filling out forms, are borne by businesses and by

private individuals. These are collectively called costs of compliance. More complex tax

systems tend to have higher costs of compliance. This fact can be used as the basis for
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practical or moral arguments in favor of tax simplification, or tax elimination (in addition

to moral arguments described above).

3. Kinds of taxes

The Organisation for Economic Co-operation and Development (OECD) publishes perhaps the

most comprehensive analysis of worldwide tax systems. In order to do this it has created a

comprehensive categorisation of all taxes in all regimes which it covers:

3.1. Ad valorem

An ad valorem tax is one where the tax base is the value of a good, service, or property.

Sales taxes, tariffs, property taxes, inheritance taxes, and value added taxes are different

types of ad valorem tax. An ad valorem tax is typically imposed at the time of a

transaction (sales tax or value added tax (VAT)) but it may be imposed on an annual

basis (property tax) or in connection with another significant event (inheritance tax or

tariffs). An alternative to ad valorem taxation is an excise tax, where the tax base is the

quantity of something, regardless of its price. For example, in the United Kingdom, a tax

is collected on the sale of alcoholic drinks that is calculated by volume and beverage

type, rather than the price of the drink.

3.2. Capital gains tax

A capital gains tax is the tax levied on the profit released upon the sale of a capital asset.

In many cases, the amount of a capital gain is treated as income and subject to the

marginal rate of income tax. However, in an inflationary environment, capital gains may

be to some extent illusory: if prices in general have doubled in five years, then selling an

asset for twice the price it was purchased for five years earlier represents no gain at all.

Partly to compensate for such changes in the value of money over time, some

jurisdictions, such as the United States, give a favorable capital gains tax rate based on
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the length of holding. European jurisdictions have a similar rate reduction to nil on

certain property transactions that qualify for the participation exemption. In Canada, 50%

of the gain is taxable income. In India, Short Term Capital Gains Tax (arising before 1

year) is 10% flat rate of the gains and Long Term Capital Gains Tax is nil for stocks &

mutual fund units held 1 year or more and 20% for any other assets held 3 years or more.

If such a tax is levied on inherited property, it can act as a de facto probate or inheritance

tax.

3.3. Excises

Unlike an ad valorem, an excise is not a function of the value of the product being taxed.

Excise taxes are based on the quantity, not the value, of product purchased. For example,

in the United States, the Federal government imposes an excise tax of 18.4 cents per U.S.

gallon (4.86/L) of gasoline, while state governments levy an additional 8 to 28 cents per

U.S. gallon. Excises on particular commodities are frequently hypothecated. For

example, a fuel excise (use tax) is often used to pay for public transportation, especially

roads and bridges and for the protection of the environment. A special form of

hypothecation arises where an excise is used to compensate a party to a transaction for

alleged uncontrollable abuse; for example, a blank media tax is a tax on recordable media

such as CD-Rs, whose proceeds are typically allocated to copyright holders. Critics

charge that such taxes blindly tax those who make legitimate and illegitimate usages of

the products; for instance, a person or corporation using CD-R's for data archival should

not have to subsidize the producers of popular music.

Excises (or exemptions from them) are also used to modify consumption patterns (social

engineering). For example, a high excise is used to discourage alcohol consumption,

relative to other goods. This may be combined with hypothecation if the proceeds are

then used to pay for the costs of treating illness caused by alcohol abuse. Similar taxes

may exist on tobacco, pornography, etc., and they may be collectively referred to as "sin

taxes". A carbon tax is a tax on the consumption of carbon-based non-renewable fuels,
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such as petrol, diesel-fuel, jet fuels, and natural gas. The object is to reduce the release of

carbon into the atmosphere. In the United Kingdom, vehicle excise duty is an annual tax

on vehicle ownership.

3.4. Income tax

An income tax is a tax levied on the financial income of persons, corporations, or other

legal entities. Various income tax systems exist, with varying degrees of tax incidence.

Income taxation can be progressive, proportional, or regressive. When the tax is levied on

the income of companies, it is often called a corporate tax, corporate income tax, or

corporation tax. Individual income taxes often tax the total income of the individual (with

some deductions permitted), while corporate income taxes often tax net income (the

difference between gross receipts, expenses, and additional write-offs).

The "tax net" refers to the types of payment that are taxed, which included personal

earnings (wages), capital gains, and business income. The rates for different types of

income may vary and some may not be taxed at all. Capital gains may be taxed when

realized (e.g. when shares are sold) or when incurred (e.g. when shares appreciate in

value). Business income may only be taxed if it is significant or based on the manner in

which it is paid. Some types of income, such as interest on bank savings, may be

considered as personal earnings (similar to wages) or as a realized property gain (similar

to selling shares). In some tax systems, personal earnings may be strictly defined where

labor, skill, or investment is required (e.g. wages); in others, they may be defined broadly

to include windfalls (e.g. gambling wins).

Personal income tax is often collected on a pay-as-you-earn basis, with small corrections

made soon after the end of the tax year. These corrections take one of two forms:

payments to the government, for taxpayers who have not paid enough during the tax year;

and tax refunds from the government for those who have overpaid. Income tax systems
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will often have deductions available that lessen the total tax liability by reducing total

taxable income. They may allow losses from one type of income to be counted against

another. For example, a loss on the stock market may be deducted against taxes paid on

wages. Other tax systems may isolate the loss, such that business losses can only be

deducted against business tax by carrying forward the loss to later tax years.

3.5. Property tax

A property tax is a tax imposed on property by reason of its ownership. A property tax is

usually levied on the value of property owned. There are three species of property: land,

improvements to land (immovable man-made things, e.g. buildings) and personal

property (movable things). Real estate or realty is the combination of land and

improvements to land.

Property taxes are usually charged on a recurrent basis (e.g., yearly). A common type of

property tax is an annual charge on the ownership of real estate, where the tax base is the

estimated value of the property. For a period of over 150 years from 1695 a window tax

was levied in England, with the result that one can still see listed buildings with windows

bricked up in order to save their owners money. A similar tax on hearths existed in

France and elsewhere, with similar results. The two most common type of event driven

property taxes are stamp duty, charged upon change of ownership, and inheritance tax,

which is imposed in many countries on the estates of the deceased.

In contrast with a tax on real estate (land and buildings), a land value tax is levied only on

the unimproved value of the land ("land" in this instance may mean either the economic

term, i.e., all natural resources, or the natural resources associated with specific areas of

the earth's surface: "lots" or "land parcels"). Proponents of land value tax argue that it is

economically justified, as it will not deter production, distort market mechanisms or

otherwise create deadweight losses the way other taxes do.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

30
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



When real estate is held by a higher government unit or some other entity not subject to

taxation by the local government, the taxing authority may receive a payment in lieu of

taxes to compensate it for some or all of the foregone tax revenue. In many jurisdictions

(including many American states), there is a general tax levied periodically on residents

who own personal property (personalty) within the jurisdiction. Vehicle and boat

registration fees are subsets of this kind of tax. The tax is often designed with blanket

coverage and large exceptions for things like food and clothing. Household goods are

often exempt when kept or used within the household. Any otherwise non-exempt object

can lose its exemption if regularly kept outside the household. Thus, tax collectors often

monitor newspaper articles for stories about wealthy people who have lent art to

museums for public display, because the artworks have then become subject to personal

property tax. If an artwork had to be sent to another state for some touch-ups, it may have

become subject to personal property tax in that state as well.

3.6. Sales tax

Sales taxes are levied when a commodity is sold to its final consumer. Retail

organizations contend that such taxes discourage retail sales. The question of whether

they are generally progressive or regressive is a subject of much current debate. People

with higher incomes spend a lower proportion of them, so a flat-rate sales tax will tend to

be regressive. It is therefore common to exempt food, utilities and other necessities from

sales taxes, since poor people spend a higher proportion of their incomes on these

commodities, so such exemptions would make the tax more progressive. This is the

classic "You pay for what you spend" tax, as only those who spend money on non-

exempt (i.e. luxury) items pay the tax.

A small number of U.S. states rely entirely on sales taxes for state revenue, as those states

do not levy a state income tax. Such states tend to have a moderate to large amount of

tourism or inter-state travel that occurs within their borders, allowing the state to benefit

from taxes from people the state would otherwise not tax. In this way, the state is able to

reduce the tax burden on its citizens. The U.S. states that do not levy a state income tax
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are Alaska, Tennessee, Florida, Nevada, South Dakota, Texas, Washington state, and

Wyoming. Additionally, New Hampshire and Tennessee levy state income taxes only on

dividends and interest income. Of the above states, only Alaska and New Hampshire do

not levy a state sales tax. Additional information can be obtained at the Federation of Tax

Administrators website.

In the United States, there is a growing movement for the replacement of all federal

payroll and income taxes (both corporate and personal) with a national retail sales tax and

monthly tax rebate to households of citizens and legal resident aliens. The tax proposal is

named FairTax. In Canada, the federal sales tax is called the Goods and Services tax

(GST) and now stands at 5%. The provinces of British Columbia, Saskatchewan,

Manitoba, Ontario and Prince Edward Island also have a provincial sales tax [PST]. The

provinces of Nova Scotia, New Brunswick, and Newfoundland & Labrador have

harmonized their provincial sales taxes with the GST - Harmonized Sales Tax [HST], and

thus is a full VAT. The province of Quebec collects the Quebec Sales Tax [QST] which

is based on the GST with certain differences. Most businesses can claim back the GST,

HST and QST they pay, and so effectively it is the final consumer who pays the tax.

3.7. Tariffs

An import or export tariff (also called customs duty or impost) is a charge for the

movement of goods through a political border. Tariffs discourage trade, and they may be

used by governments to protect domestic industries. A proportion of tariff revenues is

often hypothecated to pay government to maintain a navy or border police. The classic

ways of cheating a tariff are smuggling or declaring a false value of goods. Tax, tariff and

trade rules in modern times are usually set together because of their common impact on

industrial policy, investment policy, and agricultural policy. A trade bloc is a group of

allied countries agreeing to minimize or eliminate tariffs against trade with each other,

and possibly to impose protective tariffs on imports from outside the bloc. A customs
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union has a common external tariff, and, according to an agreed formula, the participating

countries share the revenues from tariffs on goods entering the customs union.

3.8. Toll

A toll is a tax or fee charged to travel via a road, bridge, tunnel or other route.

Historically tolls have been used to pay for state bridge, road and tunnel projects. They

have also been used in privately constructed transport links. The toll is likely to be a fixed

charge, possibly graduated for vehicle type, or for distance on long routes.

Shunpiking is the practice of finding another route to avoid payment of tolls. In some

situations where tolls were increased or felt to be unreasonably high, informal shunpiking

by individuals escalated into a form of boycott by regular users, with the goal of applying

the financial stress of lost toll revenue to the authority determining the levy.

3.9. Value Added Tax / Goods and Services Tax

A value added tax (VAT), also known as 'Goods and Services Tax' (G.S.T), Single

Business Tax, or Turnover Tax in some countries, applies the equivalent of a sales tax to

every operation that creates value. To give an example, sheet steel is imported by a

machine manufacturer. That manufacturer will pay the VAT on the purchase price,

remitting that amount to the government. The manufacturer will then transform the steel

into a machine, selling the machine for a higher price to a wholesale distributor. The

manufacturer will collect the VAT on the higher price, but will remit to the government

only the excess related to the "value added" (the price over the cost of the sheet steel).

The wholesale distributor will then continue the process, charging the retail distributor

the VAT on the entire price to the retailer, but remitting only the amount related to the

distribution mark-up to the government. The last VAT amount is paid by the eventual

retail customer who cannot recover any of the previously paid VAT. For a VAT and sales

tax of identical rates, the total tax paid is the same, but it is paid at differing points in the

process.
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VAT is usually administrated by requiring the company to complete a VAT return, giving

details of VAT it has been charged (referred to as input tax) and VAT it has charged to

others (referred to as output tax). The difference between output tax and input tax is

payable to the Local Tax Authority. If input tax is greater than output tax the company

can claim back money from the Local Tax Authority. VAT was historically used to

counter evasion in a sales tax or excise. By collecting the tax at each production level, the

theory is that the entire economy helps in the enforcement. However, forged invoices and

similar evasion methods have demonstrated that there are always those who will attempt

to evade taxation. Economic theorists have argued that the collection process of VAT

minimises the market distortion resulting from the tax, compared to a sales tax. However,

VAT is held by some to discourage production

: Inflation

Topic Objective:

At the end of this topic the student would be able to:

 Define Inflation

 Understand how to measure inflation

 Learn about the effects and causes of inflation

Definition/Overview:

Inflation: Inflation is an increase in the total stock of money. As the consequence of that, so

called price inflation occurs and is revealed in a rise in general level of prices of goods and

services over time. Although "inflation" is sometimes used to refer to a rise in the prices of a

specific set of goods or services, a rise in prices of one set (such as food) without a rise in others
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(such as wages) is not included in the original meaning of the word. Inflation can be thought of

as a decrease in the value of the unit of currency..It is measured as the percentage rate of change

of a price index but it is not uniquely defined because there are various price indices that can be

used.

Many economists believe that high rates of inflation are caused by high rates of growth of the

money supply. Views on the factors that determine moderate rates of inflation are more varied:

changes in inflation are sometimes attributed to fluctuations in real demand for goods and

services or in available supplies (i.e. changes in scarcity), and sometimes to changes in the

supply or demand for money. In the mid-twentieth century, two camps disagreed strongly on the

main causes of inflation at moderate rates: the "monetarists" argued that money supply

dominated all other factors in determining inflation, while "Keynesians" argued that real demand

was often more important than changes in the money supply.

There are many measures of inflation. For example, different price indices can be used to

measure changes in prices that affect different people. Two widely known indices for which

inflation rates are reported in many countries are the Consumer Price Index (CPI), which

measures consumer prices, and the GDP deflator, which measures price variations associated

with domestic production of goods and services.

Key Points:

1. Measuring Inflation

Inflation is usually measured by calculating the inflation rate of a price index, usually the

Consumer Price Index. The Consumer Price Index measures prices of a selection of goods and

services purchased by a "typical consumer". The inflation rate is the percentage rate of change of

a price index over time. The resulting inflation rate for the CPI in this one year period is 4.28%,

meaning the general level of prices for typical U.S. consumers rose by approximately four

percent in 2007.
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Other widely used price indices for calculating price inflation include the following:

 Cost-of-living indices (COLI) are indices similar to the CPI which are often used to adjust fixed

incomes and contractual incomes to maintain the real value of those incomes.

 Producer price indices (PPIs) which measures average changes in prices received by domestic

producers for their output. This differs from the CPI in that price subsidization, profits, and taxes

may cause the amount received by the producer to differ from what the consumer paid. There is

also typically a delay between an increase in the PPI and any eventual increase in the CPI.

Producer price index measures the pressure being put on producers by the costs of their raw

materials. This could be "passed on" to consumers, or it could be absorbed by profits, or offset

by increasing productivity. In India and the United States, an earlier version of the PPI was

called the Wholesale Price Index.

 Commodity price indices, which measure the price of a selection of commodities. In the present

commodity price indices are weighted by the relative importance of the components to the "all

in" cost of an employee.

 Core price indices: because food and oil prices can change quickly due to changes in supply and

demand conditions in the food and oil markets, it can be difficult to detect the long run trend in

price levels when those prices are included. Therefore most statistical agencies also report a

measure of 'core inflation', which removes the most volatile components (such as food and oil)

from a broad price index like the CPI. Because core inflation is less affected by short run supply

and demand conditions in specific markets, central banks rely on it to better measure the

inflationary impact of current monetary policy.

 Other common measures of inflation are:

 GDP deflator is a measure of the price of all the goods and services included in Gross Domestic

Product (GDP). The US Commerce Department publishes a deflator series for US GDP, defined

as its nominal GDP measure divided by its real GDP measure.

 Regional inflation The Bureau of Labor Statistics breaks down CPI-U calculations down to

different regions of the US.

 Historical inflation Before collecting consistent econometric data became standard for

governments, and for the purpose of comparing absolute, rather than relative standards of living,
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various economists have calculated imputed inflation figures. Most inflation data before the early

20th century is imputed based on the known costs of goods, rather than compiled at the time. It is

also used to adjust for the differences in real standard of living for the presence of technology.

 Asset price inflation is an undue increase in the prices of real or financial assets, such as stock

(equity) and real estate. While there is no widely-accepted index of this type, some central

bankers have suggested that it would be better to aim at stabilizing a wider general price level

inflation measure that includes some asset prices, instead of stabilizing CPI or core inflation

only. The reason is that by raising interest rates when stock prices or real estate prices rise, and

lowering them when these asset prices fall, central banks might be more successful in avoiding

bubbles and crashes in asset prices.[dubious discuss]

1.1. Issues in measuring

Measuring inflation in an economy requires objective means of differentiating changes in

nominal prices on a common set of goods and services, and distinguishing them from

those price shifts resulting from changes in value such as volume, quality, or

performance. For example, if the price of a 10 oz. can of corn changes from $0.90 to

$1.00 over the course of a year, with no change in quality, then this price difference

represents inflation. This single price change would not, however, represent general

inflation in an overall economy. To measure overall inflation, the price change of a large

"basket" of representative goods and services is measured. This is the purpose of a price

index, which is the combined price of a "basket" of many goods and services. The

combined price is the sum of the weighted average prices of items in the "basket". A

weighted price is calculated by multiplying the unit price of an item to the number of

those items the average consumer purchases. Weighted pricing is a necessary means to

measuring the impact of individual unit price changes on the economy's overall inflation.

The Consumer Price Index, for example, uses data collected by surveying households to

determine what proportion of the typical consumer's overall spending is spent on specific

goods and services, and weights the average prices of those items accordingly. Those

weighted average prices are combined to calculate the overall price. To better relate price
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changes over time, indexes typically choose a "base year" price and assign it a value of

100. Index prices in subsequent years are then expressed in relation to the base year price.

Inflation measures are often modified over time, either for the relative weight of goods in

the basket, or in the way in which goods and services from the present are compared with

goods and services from the past. Over time adjustments are made to the type of goods

and services selected in order to reflect changes in the sorts of goods and services

purchased by 'typical consumers'. New products may be introduced, older products

disappear, the quality of existing products may change, and consumer preferences can

shift. Both the sorts of goods and services which are included in the "basket" and the

weighted price used in inflation measures will be changed over time in order to keep pace

with the changing marketplace.

Inflation numbers are often seasonally adjusted in order to differentiate expected cyclical cost

shifts. For example, home heating costs are expected to rise in colder months, and seasonal

adjustments are often used when measuring for inflation to compensate for cyclical spikes in

energy or fuel demand. Inflation numbers may be averaged or otherwise subjected to

statistical techniques in order to remove statistical noise and volatility of individual prices.

When looking at inflation economic institutions may focus only on certain kinds of prices, or

special indices, such as the core inflation index which is used by central banks to formulate

monetary policy.

2. Effects

An increase in the general level of prices implies a decrease in the purchasing power of the

currency. That is, when the general level of prices rises, each monetary unit buys fewer goods

and services. The effect of inflation is not distributed evenly, and as a consequence there are

hidden costs to some and benefits to others from this decrease in purchasing power. For example,

with inflation lenders or depositors who are paid a fixed rate of interest on loans or deposits will
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lose purchasing power from their interest earnings, while their borrowers benefit. Individuals or

institutions with cash assets will experience a decline in the purchasing power of their holdings.

Increases in payments to workers and pensioners often lag behind inflation, especially for those

with fixed payments.

High or unpredictable inflation rates are regarded as harmful to an overall economy. They add

inefficiencies in the market, and make it difficult for companies to budget or plan long-term.

Inflation can act as a drag on productivity as companies are forced to shift resources away from

products and services in order to focus on profit and losses from currency inflation. Uncertainty

about the future purchasing power of money discourages investment and saving. And inflation

can impose hidden tax increases, as inflated earnings push taxpayers into higher income tax

rates.

With high inflation, purchasing power is redistributed from those on fixed incomes such as

pensioners towards those with variable incomes whose earnings may better keep pace with the

inflation. This redistribution of purchasing power will also occur between international trading

partners. Where fixed exchange rates are imposed, rising inflation in one economy will cause its

exports to become more expensive and affect the balance of trade. There can also be negative

impacts to trade from an increased instability in currency exchange prices caused by

unpredictable inflation.

 Cost-push inflation: Rising inflation can prompt trade unions to demand higher wages, to keep

up with consumer prices. Rising wages in turn can help fuel inflation. In the case of collective

bargaining, wages will be set as a factor of price expectations, which will be higher when

inflation has an upward trend. This can cause a wage spiral. In a sense, inflation begets further

inflationary expectations.
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 Hoarding: people buy consumer durables as stores of wealth in the absence of viable alternatives

as a means of getting rid of excess cash before it is devalued, creating shortages of the hoarded

objects.

 Hyperinflation: if inflation gets totally out of control (in the upward direction), it can grossly

interfere with the normal workings of the economy, hurting its ability to supply.

 Allocative efficiency: a change in the supply or demand for a good will normally cause its price

to change, signalling to buyers and sellers that they should re-allocate resources in response to

the new market conditions. But when prices are constantly changing due to inflation, genuine

price signals get lost in the noise, so agents are slow to respond to them. The result is a loss of

allocative efficiency.

 Shoe leather cost: High inflation increases the opportunity cost of holding cash balances and can

induce people to hold a greater portion of their assets in interest paying accounts. However, since

cash is still needed in order to carry out transactions this means that more "trips to the bank" are

necessary in order to make withdrawals, proverbially wearing out the "shoe leather" with each

trip.

 Menu costs: With high inflation, firms must change their prices often in order to keep up with

economy wide changes. But often changing prices is itself a costly activity whether explicitly, as

with the need to print new menus, or implicitly.

 Austrian School explanation of business cycles: According to the Austrian Business Cycle

Theory, inflation sets off the business cycle. Austrian economists hold this to be the most

damaging effect of inflation. According to Austrian theory, artificially low interest rates and the

associated increase in the money supply lead to reckless, speculative borrowing, resulting in

clusters of malinvestments, which eventually have to be liquidated as they become unsustainable.

Some possibly positive effects of (moderate) inflation include:

 Labor Market Adjustments: Keynesians believe that nominal wages are slow to adjust

downwards. This can lead to prolonged disequilibrium and high unemployment in the labor

market. Since inflation would lower the real wage if nominal wages are kept constant, Keynesian
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argue that some inflation is good for the economy, as it would allow labor markets to reach

equilibrium faster.

 Debt Relief: Debtors who have debts with a fixed nominal rate of interest will see a reduction in

the "real" interest rate as the inflation rate rises. The real interest on a loan is the nominal rate

minus the inflation rate. (R=n-i) For example if you take a loan where the stated interest rate is

6% and the inflation rate is at 3%, the real interest rate that you are paying for the loan is 3%. It

would also hold true that if you had a loan at a fixed interest rate of 6% and the inflation rate

jumped to 20% you would have a real interest rate of -14%. Banks and other lenders adjust for

this inflation risk either by including a inflation premium in the costs of lending the money by

creating a higher initial stated interest rate or by setting the interest at a variable rate.

 Room to maneuver: The primary tools for controlling the money supply are the ability to set the

discount rate, the rate at which banks can borrow from the central bank, and open market

operations which are the central bank's interventions into the bonds market with the aim of

affecting the nominal interest rate. If an economy finds itself in a recession with already low, or

even zero, nominal interest rates, then the bank cannot cut these rates further (since negative

nominal interest rates are impossible) in order to stimulate the economy - this situation is known

as a liquidity trap. A moderate level of inflation tends to ensure that nominal interest rates stay

sufficiently above zero so that if the need arises the bank can cut the nominal interest rate.

 Tobin effect: The Nobel prize winning economist James Tobin at one point had argued that a

moderate level of inflation can increase investment in an economy leading to faster growth or at

least higher steady state level of income. This is due to the fact that inflation lowers the return on

monetary assets relative to real assets, such as physical capital. To avoid inflation, investors

would switch from holding their assets as money (or a similar, susceptible to inflation, form) to

investing in real capital projects.

2.1. Cost-of-living allowance

The real purchasing-power of fixed payments is eroded by inflation unless they are

inflation-adjusted to keep their real values constant. In many countries, employment

contracts, pension benefits, and government entitlements (such as social security) are tied

to a cost-of-living index, typically to the consumer price index. A cost-of-living
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allowance (COLA) adjusts salaries based on changes in a cost-of-living index. Salaries

are typically adjusted annually. They may also be tied to a cost-of-living index that varies

by geographic location if the employee moves.

Annual escalation clauses in employment contracts can specify retroactive or future

percentage increases in worker pay which are not tied to any index. These negotiated

increases in pay are colloquially referred to as cost-of-living adjustments or cost-of-living

increases because of their similarity to increases tied to externally-determined indexes.

Most economists and compensation analysts would consider the idea of predetermined

future "cost of living increases" to be misleading for two reasons:

o For most recent periods in the industrialized world, average wages have increased faster than

most calculated cost-of-living indexes, reflecting the influence of rising productivity and worker

bargaining power rather than simply living costs

o Most cost-of-living indexes are not forward-looking, but instead compare current or historical

data.

3. Causes

There is broad agreement among economists that in the long run, inflation is essentially a

monetary phenomenon. However, in the short and medium term inflation may be affected by

supply and demand pressures in the economy, and influenced by the relative elasticity of wages,

prices and interest rates. The question of whether the short-term effects last long enough to be

important is the central topic of debate between monetarist and Keynesian schools. In

monetarism prices and wages adjust quickly enough to make other factors merely marginal

behavior on a general trend-line. In the Keynesian view, prices and wages adjust at different

rates, and these differences have enough effects on real output to be "long term" in the view of

people in an economy.
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A great deal of economic literature concerns the question of what causes inflation and what

effect it has. There are different schools of thought as to what causes inflation. Most can be

divided into two broad areas: quality theories of inflation and quantity theories of inflation.

Many theories of inflation combine the two. The quality theory of inflation rests on the

expectation of a seller accepting currency to be able to exchange that currency at a later time for

goods that are desirable as a buyer. The quantity theory of inflation rests on the equation of the

money supply, its velocity, and exchanges. Adam Smith and David Hume proposed a quantity

theory of inflation for money, and a quality theory of inflation for production.

3.1. Keynesian view

Keynesian economic theory proposes that money is transparent to real forces in the

economy, and that visible inflation is the result of pressures in the economy expressing

themselves in prices. There are three major types of inflation, as part of what Robert J.

Gordon calls the "triangle model":

o Demand-pull inflation: inflation caused by increases in aggregate demand due to increased

private and government spending, etc. Demand inflation is constructive to a faster rate of

economic growth since the excess demand and favourable market conditions will stimulate

investment and expansion.

o Cost-push inflation: also called "supply shock inflation," caused by drops in aggregate supply

due to increased prices of inputs, for example. Take for instance a sudden decrease in the supply

of oil, which would increase oil prices. Producers for whom oil is a part of their costs could then

pass this on to consumers in the form of increased prices.

o Built-in inflation: induced by adaptive expectations, often linked to the "price/wage spiral"

because it involves workers trying to keep their wages up (gross wages have to increase above

the CPI rate to net to CPI after-tax) with prices and then employers passing higher costs on to

consumers as higher prices as part of a "vicious circle." Built-in inflation reflects events in the

past, and so might be seen as hangover inflation.
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A major demand-pull theory centers on the supply of money: inflation may be caused by

an increase in the quantity of money in circulation relative to the ability of the economy

to supply (its potential output). This is most obvious when governments finance spending

in a crisis, such as a civil war, by printing money excessively, often leading to

hyperinflation, a condition where prices can double in a month or less. Another cause can

be a rapid decline in the demand for money, as happened in Europe during the Black

Death.

The money supply is also thought to play a major role in determining moderate levels of

inflation, although there are differences of opinion on how important it is. For example,

Monetarist economists believe that the link is very strong; Keynesian economics, by

contrast, typically emphasize the role of aggregate demand in the economy rather than the

money supply in determining inflation. That is, for Keynesians the money supply is only

one determinant of aggregate demand. Some economists disagree with the notion that

central banks control the money supply, arguing that central banks have little control

because the money supply adapts to the demand for bank credit issued by commercial

banks. This is the theory of endogenous money. Advocated strongly by post-Keynesians

as far back as the 1960s, it has today become a central focus of Taylor rule advocates.

This position is not universally accepted: banks create money by making loans, but the

aggregate volume of these loans diminishes as real interest rates increase. Thus, central

banks influence the money supply by making money cheaper or more expensive, and thus

increasing or decreasing its production.

A fundamental concept in inflation analysis is the relationship between inflation and

unemployment, called the Phillips curve. This model suggests that there is a trade-off

between price stability and employment. Therefore, some level of inflation could be

considered desirable in order to minimize unemployment. The Phillips curve model

described the U.S. experience well in the 1960s but failed to describe the combination of
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rising inflation and economic stagnation (sometimes referred to as stagflation)

experienced in the 1970s.

Thus, modern macroeconomics describes inflation using a Phillips curve that shifts (so

the trade-off between inflation and unemployment changes) because of such matters as

supply shocks and inflation becoming built into the normal workings of the economy.

The former refers to such events as the oil shocks of the 1970s, while the latter refers to

the price/wage spiral and inflationary expectations implying that the economy "normally"

suffers from inflation. Thus, the Phillips curve represents only the demand-pull

component of the triangle model.

Another concept of note is the potential output (sometimes called the "natural gross

domestic product"), a level of GDP, where the economy is at its optimal level of

production given institutional and natural constraints. (This level of output corresponds to

the Non-Accelerating Inflation Rate of Unemployment, NAIRU, or the "natural" rate of

unemployment or the full-employment unemployment rate.) If GDP exceeds its potential

(and unemployment is below the NAIRU), the theory says that inflation will accelerate

as suppliers increase their prices and built-in inflation worsens. If GDP falls below its

potential level (and unemployment is above the NAIRU), inflation will decelerate as

suppliers attempt to fill excess capacity, cutting prices and undermining built-in inflation.

However, one problem with this theory for policy-making purposes is that the exact level

of potential output (and of the NAIRU) is generally unknown and tends to change over

time. Inflation also seems to act in an asymmetric way, rising more quickly than it falls.

Worse, it can change because of policy: for example, high unemployment under British

Prime Minister Margaret Thatcher might have led to a rise in the NAIRU (and a fall in

potential) because many of the unemployed found themselves as structurally

unemployed, unable to find jobs that fit their skills. A rise in structural unemployment
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implies that a smaller percentage of the labor force can find jobs at the NAIRU, where

the economy avoids crossing the threshold into the realm of accelerating inflation.

3.2. Monetarist view

Monetarists believe the most significant factor influencing inflation or deflation is the

management of money supply through the easing or tightening of credit. They consider

fiscal policy, or government spending and taxation, as ineffective in controlling inflation.

Monetarists assert that the empirical study of monetary history shows that inflation has

always been a monetary phenomenon. The quantity theory of money, simply stated, says

that the total amount of spending in an economy is primarily determined by the total

amount of money in existence. This theory begins with the identity:

M * V = P * Q

where

P is the general price level;

V is the velocity of money in final expenditures;

Q is an index of the real value of final expenditures;

M is the quantity of money.

* is the multiplication function

In this formula, the general price level is affected by the level of economic activity (Q),

the quantity of money (M) and the velocity of money (V). The formula is an identity
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because the velocity of money (V) is defined to be the ratio of final expenditure PQ to the

quantity of money (M).

Velocity of money is often assumed to be constant, and the real value of output is

determined in the long run by the productive capacity of the economy. Under these

assumptions, the primary driver of the change in the general price level is changes in the

quantity of money. With constant velocity, the money supply determines the value of

nominal output (which equals final expenditure) in the short run. In practice, velocity is

not constant, and can only be measured indirectly and so the formula does not necessarily

imply a stable relationship between money supply and nominal output. However, in the

long run, changes in money supply and level of economic activity usually dwarf changes

in velocity. If velocity is relatively constant, the long run rate of increase in prices

(inflation) is equal to the difference between the long run growth rate of money supply

and the long run growth rate of real output.

3.3. Rational expectations theory

Rational expectations theory holds that economic actors look rationally into the future

when trying to maximize their well-being, and do not respond solely to immediate

opportunity costs and pressures. In this view, while generally grounded in monetarism,

future expectations and strategies are important for inflation as well.

A core assertion of rational expectations theory is that actors will seek to "head off"

central-bank decisions by acting in ways that fulfill predictions of higher inflation. This

means that central banks must establish their credibility in fighting inflation, or have

economic actors make bets that the economy will expand, believing that the central bank

will expand the money supply rather than allow a recession.
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3.4. Austrian theory

The Austrian School asserts that inflation is an increase in the money supply, rising

prices are merely consequences and this semantic difference is important in defining

inflation. Austrian economists measure the inflation by calculating the growth of new

units of money that are available for immediate use in exchange, that have been created

over time. This interpretation of inflation implies that inflation is always a distinct action

taken by the central government or its central bank, which permits or allows an increase

in the money supply. In addition to state-induced monetary expansion, the Austrian

School also maintains that the effects of increasing the money supply are magnified by

credit expansion, as a result of the fractional-reserve banking system employed in most

economic and financial systems in the world.

Austrians argue that the state uses inflation as one of the three means by which it can

fund its activities (inflation tax), the other two being taxation and borrowing. Various

forms of military spending is often cited as a reason for resorting to inflation and

borrowing, as this can be a short term way of acquiring marketable resources and is often

favored by desperate, indebted governments.

In other cases, Austrians argue that the government actually creates economic recessions

and depressions, by creating artificial booms that distort the structure of production. The

central bank may try to avoid or defer the widespread bankruptcies and insolvencies

which cause economic recessions or depressions by artificially trying to "stimulate" the

economy through "encouraging" money supply growth and further borrowing via

artificially low interest rates. Accordingly, many Austrian economists support the

abolition of the central banks and the fractional-reserve banking system, and advocate

returning to a 100 percent gold standard, or less frequently, free banking. They argue this

would constrain unsustainable and volatile fractional-reserve banking practices, ensuring

that money supply growth (and inflation) would never spiral out of control.
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3.5. Real bills doctrine

Within the context of a fixed specie basis for money, one important controversy was

between the quantity theory of money and the real bills doctrine (RBD). Within this

context, quantity theory applies to the level of fractional reserve accounting allowed

against specie, generally gold, held by a bank. Currency and banking schools of

economics argue the RBD, that banks should also be able to issue currency against bills

of trading, which is "real bills" that they buy from merchants. This theory was important

in the 19th century in debates between "Banking" and "Currency" schools of monetary

soundness, and in the formation of the Federal Reserve. In the wake of the collapse of the

international gold standard post 1913, and the move towards deficit financing of

government, RBD has remained a minor topic, primarily of interest in limited contexts,

such as currency boards. It is generally held in ill repute today, with Frederic Mishkin, a

governor of the Federal Reserve going so far as to say it had been "completely

discredited." Even so, it has theoretical support from a few economists, particularly those

that see restrictions on a particular class of credit as incompatible with libertarian

principles of laissez-faire, even though almost all libertarian economists are opposed to

the RBD.

The debate between currency, or quantity theory, and banking schools in Britain during

the 19th century prefigures current questions about the credibility of money in the

present. In the 19th century the banking school had greater influence in policy in the

United States and Great Britain, while the currency school had more influence "on the

continent", that is in non-British countries, particularly in the Latin Monetary Union and

the earlier Scandinavia monetary union.
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3.6. Anti-classical or backing theory

Another issue associated with classical political economy is the anti-classical hypothesis

of money, or "backing theory". The backing theory argues that the value of money is

determined by the assets and liabilities of the issuing agency. Unlike the Quantity Theory

of classical political economy, the backing theory argues that issuing authorities can issue

money without causing inflation so long as the money issuer has sufficient assets to cover

redemptions.

4. Controlling inflation

A variety of methods have been used in attempts to control inflation.

4.1. Monetary policy

Today the primary tool for controlling inflation is monetary policy. Most central banks

are tasked with keeping the federal funds lending rate at a low level, normally to a target

rate around 2% to 3% per annum, and within a targeted low inflation range, somewhere

from about 2% to 6% per annum. There are a number of methods that have been

suggested to control inflation. Central banks such as the U.S. Federal Reserve can affect

inflation to a significant extent through setting interest rates and through other operations.

High interest rates and slow growth of the money supply are the traditional ways through

which central banks fight or prevent inflation, though they have different approaches. For

instance, some follow a symmetrical inflation target while others only control inflation

when it rises above a target, whether express or implied.

Monetarists emphasize increasing interest rates (slowing the rise in the money supply,

monetary policy) to fight inflation. Keynesians emphasize reducing demand in general,

often through fiscal policy, using increased taxation or reduced government spending to

reduce demand as well as by using monetary policy. Supply-side economists advocate
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fighting inflation by fixing the exchange rate between the currency and some reference

currency such as gold. This would be a return to the gold standard. All of these policies

are achieved in practice through a process of open market operations.

4.2. Fixed exchange rates

Under a fixed exchange rate currency regime, a country's currency is tied in value to

another single currency or to a basket of other currencies (or sometimes to another

measure of value, such as gold). A fixed exchange rate is usually used to stabilize the

value of a currency, vis-a-vis the currency it is pegged to. It can also be used as a means

to control inflation. However, as the value of the reference currency rises and falls, so

does the currency pegged to it. This essentially means that the inflation rate in the fixed

exchange rate country is determined by the inflation rate of the country the currency is

pegged to. In addition, a fixed exchange rate prevents a government from using domestic

monetary policy in order to achieve macroeconomic stability.

Under the Bretton Woods agreement, most countries around the world had currencies that

were fixed to the US dollar. This limited inflation in those countries, but also exposed

them to the danger of speculative attacks. After the Bretton Woods agreement broke

down in the early 1970s, countries gradually turned to floating exchange rates. However,

in the later part of the 20th century, some countries reverted to a fixed exchange rate as

part of an attempt to control inflation. This policy of using a fixed exchange rate to

control inflation was used in many countries in South America in the later part of the 20th

century (e.g. Argentina (1991-2002), Bolivia, Brazil, and Chile).
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4.3. Gold standard

The gold standard is a monetary system in which a region's common media of exchange

are paper notes that are normally freely convertible into pre-set, fixed quantities of gold.

The standard specifies how the gold backing would be implemented, including the

amount of specie per currency unit. The currency itself has no innate value, but is

accepted by traders because it can be redeemed for the equivalent specie. A U.S. silver

certificate, for example, could be redeemed for an actual piece of silver.

Gold was a common form of representative money due to its rarity, durability,

divisibility, fungibility, and ease of identification. Representative money and the gold

standard were used to protect citizens from hyperinflation and other abuses of monetary

policy, as were seen in some countries during the Great Depression. However, they were

not without their problems and critics, and so were partially abandoned via the

international adoption of the Bretton Woods System. Under this system all other major

currencies were tied at fixed rates to the dollar, which itself was tied to gold at the rate of

$35 per ounce. That system eventually collapsed in 1971, which caused most countries to

switch to fiat money, backed only by the laws of the country. Austrian economists

strongly favor a return to a 100 percent gold standard. Under a gold standard, the long

term rate of inflation (or deflation) would be determined by the growth rate of the supply

of gold relative to total output. Critics argue that this will cause arbitrary fluctuations in

the inflation rate, and that monetary policy would essentially be determined by gold

mining, which some believe contributed to the Great Depression.

4.4. Wage and price controls

Another method attempted in the past have been wage and price controls ("incomes

policies"). Wage and price controls have been successful in wartime environments in

combination with rationing. However, their use in other contexts is far more mixed.
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Notable failures of their use include the 1972 imposition of wage and price controls by

Richard Nixon. More successful examples include the Prices and Incomes Accord in

Australia and the Wassenaar Agreement in the Netherlands.

In general wage and price controls are regarded as a temporary and exceptional measure,

only effective when coupled with policies designed to reduce the underlying causes of

inflation during the wage and price control regime, for example, winning the war being

fought. They often have perverse effects, due to the distorted signals they send to the

market. Artificially low prices often cause rationing and shortages and discourage future

investment, resulting in yet further shortages. The usual economic analysis is that any

product or service that is under-priced is overconsumed. For example, if the official price

of bread is too low, there will be too little bread at official prices, and too little

investment in bread making by the market to satisfy future needs, thereby exacerbating

the problem in the long term.

Temporary controls may complement a recession as a way to fight inflation: the controls

make the recession more efficient as a way to fight inflation (reducing the need to

increase unemployment), while the recession prevents the kinds of distortions that

controls cause when demand is high. However, in general the advice of economists is not

to impose price controls but to liberalize prices by assuming that the economy will adjust

and abandon unprofitable economic activity. The lower activity will place fewer demands

on whatever commodities were driving inflation, whether labor or resources, and

inflation will fall with total economic output. This often produces a severe recession, as

productive capacity is reallocated and is thus often very unpopular with the people whose

livelihoods are destroyed
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In Section 2 of this course you will cover these topics:
The Portfolio Selection Problem

Portfolio Analysis

Risk Free Lending And Borrowing

The Capital Asset Pricing Model

Factor Models

You may take as much time as you want to complete the topic coverd in section 2.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later

: The Portfolio Selection Problem

Topic Objective:

At the end of this topic the student would be able to:

 Define the term Portfolio

 Learn about portfolio management

 Learn about models, returns and arbitration

Definition/Overview:

Portfolio: In finance, a portfolio is an appropriate mix of or collection of investments held by an

institution or a private individual. In building up an investment portfolio a financial institution

will typically conduct its own investment analysis, whilst a private individual may make use of

the services of a financial advisor or a financial institution which offers portfolio management

services. Holding a portfolio is part of an investment and risk-limiting strategy called

diversification. By owning several assets, certain types of risk (in particular specific risk) can be

reduced. The assets in the portfolio could include stocks, bonds, options, warrants, gold
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certificates, real estate, futures contracts, production facilities, or any other item that is expected

to retain its value.

Key Points:

1. Selecting Portfolio

The investment portfolio is the collection of investments on various assets. In order to select

portfolio, both the individuals and corporations can take the help of the experienced finance

professionals. While selecting perfect investment portfolio, its necessary to identify the goal of

the investment at the very outset and then the basic research has to be done. As an investment

portfolio is a mixed bag of various investments, care should be taken while selecting the

investment plans and asset allocation. The assets that are included in the portfolio are stocks,

bonds, mutual funds, currencies and gold certificates. The portfolio should be balanced in terms

of the risks involved in the investments. An investment portfolio should contain both the high-

risk investments and low-risk investments thus making it easier for the investors to achieve the

goal set.

There are investment professionals and advisors to guide and select portfolio. The professional

money manager is one such investment advisor who helps the client to select the right

investment portfolio. The nature of the portfolio varies depending upon the nature of the clients.

The money manager helps both the individuals and corporations to select the most feasible

portfolio. The money manager can also present the tailor made investment portfolio, which suits

the investment needs and requirements of the clients. The management fees and expenses

charged by the money manager can vary widely from manager-to-manager.

The financial planners are another type of investment advisors, who help the investors to select

the proper investment portfolio. The financial planner may be certified financial planner,

registered financial planner, accredited personal financial specialist and chartered financial
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consultant. With the rapid advancement in the technology and communication, the financial

solutions are now available online also. There are agencies that offer online portfolio solutions to

the clients. In order to have the online portfolio solution, the individuals need to browse through

the Internet and get hold of an agency that provides authentic online solution to select the

investment portfolio. The skilled investment professionals hired by the agencies give away the

online solutions to the clients

2. Portfolio Management

Portfolio management involves deciding what assets to include in the portfolio, given the goals

of the portfolio owner and changing economic conditions. Selection involves deciding what

assets to purchase, how many to purchase, when to purchase them, and what assets to divest.

These decisions always involve some sort of performance measurement, most typically expected

return on the portfolio, and the risk associated with this return (i.e. the standard deviation of the

return). The unique goals and circumstances of the investor must also be considered. Some

investors are more risk averse than others. Mutual fund have developed particular techniques to

optimize their portfolio holdings.

2.1. Portfolio formation

Many strategies have been developed to form a portfolio.

o equally-weighted portfolio

o capitalization-weighted portfolio

o price-weighted portfolio

o optimal portfolio (for which the Sharpe ratio is highest)

3. Models

Some of the financial models used in the process of Valuation, stock selection, and management

of portfolios include:
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 Maximizing return, given an acceptable level of risk.

 Modern portfolio theorya model proposed by Harry Markowitz among others.

 The single-index model of portfolio variance.

 Capital asset pricing model.

 Arbitrage pricing theory.

 The Jensen Index.

 The Treynor Index.

 The Sharpe Diagonal (or Index) model.

 Value at risk model.

4. Returns

There are many different methods for calculating portfolio returns. A traditional method has been

using quarterly or monthly money-weighted returns. A money-weighted return calculated over a

period such as a month or a quarter assumes that the rate of return over that period is constant.

As portfolio returns actually fluctuate daily, money-weighted returns may only provide an

approximation to a portfolios actual return. These errors happen because of cash flows during the

measurement period. The size of the errors depends on three variables: the size of the cash flows,

the timing of the cash flows within the measurement period, and the volatility of the portfolio. A

more accurate method for calculating portfolio returns is to use the true time-weighted method.

This entails revaluing the portfolio on every date where a cashflow takes place (perhaps even

every day), and then compounding together the daily returns.

5. Attribution

Performance Attribution explains the active performance (i.e. the benchmark-relative

performance) of a portfolio. For example, a particular portfolio might be benchmarked against

the S&P 500 index. If the benchmark return over some period was 5%, and the portfolio return

was 8%, this would leave an active return of 3% to be explained. This 3% active return

represents the component of the portfolio's return that was generated by the investment manager

(rather than by the benchmark).
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There are different models for performance attribution, corresponding to different investment

processes. For example, one simple model explains the active return in "bottom-up" terms, as the

result of stock selection only. On the other hand, sector attribution explains the active return in

terms of both sector bets (for example, an overweight position in Materials, and an underweight

position in Financials), and also stock selection within each sector (for example, choosing to hold

more of the portfolio in one bank than another).

: Portfolio Analysis

Topic Objective:

At the end of this topic the student would be able to:

 Define Modern Portfolio Theory

 Understand the concept of portfolio analysis

Definition/Overview:

Modern portfolio theory: Modern portfolio theory (MPT) proposes how rational investors

will use diversification to optimize their portfolios, and how a risky asset should be priced. The

basic concepts of the theory are Markowitz diversification, the efficient frontier, capital asset

pricing model, the alpha and beta coefficients, the Capital Market Line and the Securities Market

Line. MPT models an asset's return as a random variable, and models a portfolio as a weighted

combination of assets so that the return of a portfolio is the weighted combination of the assets'

returns. Moreover, a portfolio's return is a random variable, and consequently has an expected

value and a variance. Risk, in this model, is the standard deviation of return.
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Key Points:

1. Portfolio Analysis

A company's portfolio is the sum of its business, assets and products. A perfect portfolio analysis

is shaped to meet and suit the company's potency and also enable it to exploit the best

opportunities available to it. Analysis of a portfolio involves deciding on the relative importance

of available business and investment opportunities. This analysis also involves formulating

strategies that would add to the portfolio in terms of new business opportunities and products.

The best portfolio analysis takes into account the locations of the different Strategic Business

Units (SBU) present in the portfolio. These SBU's have business objectives and missions

independent of the other business objectives of the company. SBUs can be:

 Individual brands

 Product lines

 Company divisions

The basic postulates that are involved in portfolio analysis are common to all companies.

Determining market attractiveness may be the most important part of portfolio analysis. The

following are the ways to determine market attractiveness:

 Market growth

 Market size

 Market profitability

 Intensity of competition in the market

 Pricing trends

 Segmentation

 The risks involved in returns in industry
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 The distribution structure; that is, wholesale, retail or direct

 Available opportunities for differentiating between products and services

Accessing competitive strength of the company is also another important strategy of portfolio

analysis. The following points must be considered while analyzing a portfolio:

 Market share

 Relative brand strength

 Distribution strength

 Loyalties of customers

 The extent of the company's access to investment and financial opportunities

 Relative cost position

 Records of technological innovations

A portfolio analysis helps optimize investments and locates relatively productive business

opportunities. The tools of portfolio analysis help to maintain a balance in the portfolio. Through

the analysis, performance of the company over a period of time can be evaluated; thus, plans for

the future can be formulated

: Risk Free Lending And Borrowing

Topic Objective:

At the end of this topic the student would be able to:

 Define Predatory and Subprime Lending

 Understand the unfair lending practices

 Learn about predatory borrowing

 Learn about subprime lenders and borrower profiles

 Learn about the types of subprime lending
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Definition/Overview:

Predatory Lending: Predatory lending is a pejorative term used to describe practices of some

lenders. There are no legal definitions in the United States for predatory lending, though there

are laws against many of the specific practices commonly identified as predatory, and various

federal agencies use the term as a catch-all term for many specific illegal activities in the loan

industry.

Subprime Lending: Subprime lending (near-prime, non-prime, or second chance lending)

involves financial institutions providing credit to borrowers who do not meet prime underwriting

guidelines. Subprime borrowers have a heightened perceived risk of default, such as those who

have a history of loan delinquency or default, those with a recorded bankruptcy, or those with

limited debt experience.

Key Points:

1. Abusive or unfair lending practices

There are many lending practices which have been called abusive and labeled with the term

"predatory lending." There is a great deal of dispute between lenders and consumer groups as to

what exactly constitutes "unfair" or "predatory" practices, but the following are sometimes cited.

 Risk-based pricing: This is the practice of charging more (in the form of higher interest rates

and fees) for extending credit to borrowers identified by the lender as posing a greater credit risk.

The lending industry argues that risk-based pricing is a legitimate practice; since a greater

percentage of loans made to less creditworthy borrowers can be expected to go into default,

higher prices are necessary to obtain the same yield on the portfolio as a whole. Some consumer
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groups argue that higher prices paid by more vulnerable consumers cannot always be justified by

increased credit risk.

 Single premium credit insurance: This is the purchase of insurance which will pay off the loan

in case the homebuyer dies. It is more expensive than other forms of insurance because it does

not involve any medical checkups, but customers almost always are not shown their choices,

because usually the lender is not licensed to sell other forms of insurance. In addition, this

insurance is usually financed into the loan which causes the loan to be more expensive, but at the

same time encourages people to buy the insurance because they do not have to pay up front.

 Failure to disclose loan price is negotiable: Many lenders will negotiate the price structure of

the loan with borrowers. In some situations, borrowers can even negotiate an outright reduction

in the interest rate or other charges on the loan. Consumer advocates argue that borrowers,

especially but not only unsophisticated borrowers, are not aware of their ability to negotiate, and

might even be under the mistaken impression that the lender is placing the borrower's interests

above its own. Thus, many borrowers do not take advantage of their ability to negotiate.

 Failure to clearly and accurately disclose terms and conditions, particularly in cases where an

unsophisticated borrower is involved. Mortgage loans are complex transactions involving

multiple parties and dozens of pages of legal documents. In the most egregious of predatory

cases, lenders or brokers have been known to not only mislead borrowers, but actually alter

documents after they have been signed.

 Short-term loans with disproportionally high fees, such as payday loans, credit card late fees,

checking account overdraft fees, and Tax Refund Anticipation Loans, where the fee paid for

advancing the money for a short period of time works out to an annual interest rate significantly

in excess of the market rate for high-risk loans. The originators of such loans dispute that the fees

are interest.

 Servicing agent and securitization abuses: The servicing agent is the entity that receives the

mortgage payment, keeps the payment records, provides borrowers with account statements,

imposes late charges when the payment is late, and pursues delinquent borrowers. A

securitization is a financial transaction in which assets, especially debt instruments, are pooled

and securities representing interests in the pool are issued. Most loans are subject to being

bundled and sold, and the rights to act as servicing agent sold, without the consent of the

borrower. A federal statute requires notice to the borrower of a change in servicing agent, but
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does not protect the borrower from being held delinquent on the note for payments made to the

servicing agent who fails to forward the payments to the owner of the note, especially if that

servicing agent goes bankrupt, and borrowers who have made all payments on time can find

themselves being foreclosed on and becoming unsecured creditors of the servicing agent.

Foreclosures can sometimes be conducted without proper notice to the borrower. In some states,

there is no defense against eviction, forcing the borrower to move and incur the expense of hiring

a lawyer and finding another place to live while litigating the claim of the "new owner" to own

the house, especially after it is resold one or more times. When the debtor demands that the

current claimed note owner produce the original note with his signature on it, the note owner

typically is unable or unwilling to do so, and tries to establish his claim with an affidavit that it is

the owner, without proving it is the "holder in due course", the traditional standard for a debt

claim, and the courts often allow them to do that. In the meantime, the note continues to be

traded, its physical whereabouts difficult to discover.

2. Disputes over predatory lending

The organization ACORN claims that predatory loans are usually made in poor and minority

neighborhoods where better loans are not readily available. Organizations such as AARP, Inner

City Press, and ACORN have worked to stop what they describe as predatory lending. ACORN

has targeted specific companies such as HSBC Finance and H&R Block, successfully forcing

them to change their practices. On the other side of the issue are various subprime lending

advocates, such as the National Home Equity Mortgage Association (NHEMA), which say many

practices commonly called "predatory," particularly the practice of risk-based pricing, are not

actually predatory, and that many laws aimed at reducing "predatory lending" significantly

restrict the availability of mortgage finance to lower-income borrowers. Some subprime lending

practices have raised concerns about mortgage discrimination on the basis of race. African

Americans and other minorities are being disproportionately led to sub-prime mortgages with

higher interest rates than their white counterparts. Even when median income levels were

comparable, home buyers in minority neighborhoods were more likely to get a loan from a

subprime lender, though not necessarily a sub-prime loan.
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3. Underlying issues

There are many underlying issues in the predatory lending debate:

 Judicial practices: Some argue that much of the problem arises from a tendency of the courts to

favor lenders, and to shift the burden of proof of compliance with the terms of the debt

instrument to the debtor. According to this argument, it should not be the duty of the borrower to

make sure his payments are getting to the current note-owner, but to make evidence that all

payments were made to the last known agent for collection sufficient to block or reverse

repossession or foreclosure, and eviction, and to cancel the debt if the current note owner cannot

prove he is the "holder in due course" by producing the actual original debt instrument in court.

 Risk-based pricing: The basic idea is that borrowers who are thought of as more likely to

default on their loans should pay higher interest rates and finance charges to compensate lenders

for the increased risk. In essence, high returns motivate lenders to lend to a group they might not

otherwise lend to -- "subprime" or risky borrowers. Advocates of this system believe that it

would be unfair -- or a poor business strategy -- to raise interest rates globally to accommodate

risky borrowers, thus penalizing low-risk borrowers who are unlikely to default. Opponents

argue that the practice tends to disproportionately create capital gains for the affluent while

oppressing working-class borrowers with modest financial resources. Some people consider risk-

based pricing to be unfair in principle. Lenders contend that interest rates are generally set fairly

considering the risk that the lender assumes, and that competition between lenders will ensure

availability of appropriately-priced loans to high-risk customers. Still others feel that while the

rates themselves may be justifiable with respect to the risks, it is irresponsible for lenders to

encourage or allow borrowers with credit problems to take out high-priced loans. For all of its

pros and cons, risk-based pricing remains a universal practice in bond markets and the insurance

industry, and it is implied in the stock market and in many other open-market venues; it is only

controversial in the case of consumer loans.

 Competition: Some believe that risk-based pricing is fair but feel that many loans charge prices

far above the risk, using the risk as an excuse to overcharge. These criticisms are not levied on

all products, but only on those specifically deemed predatory. Proponents counter that

competition among lenders should prevent or reduce overcharging.

 Financial Education: Many observers feel that competition in the markets served by what

critics describe as "predatory lenders" is not affected by price because the targeted consumers are
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completely uneducated about the time value of money and the concept of Annual percentage

rate, a different measure of price than what many are used to.

 Caveat Emptor: There is an underlying debate about whether a lender should be allowed to

charge whatever it wants for a service, even if it seems to make no attempts at deceiving the

consumer about the price. At issue here is the belief that lending is a commodity and that the

lending community has an almost fiduciary duty to advise the borrower that funds can be

obtained more cheaply. Also at issue are certain financial products which appear to be profitable

only due to adverse selection or a lack of knowledge on the part of the customers relative to the

lenders. For example, some people allege that credit insurance would not be profitable to lending

companies if only those customers who had the right "fit" for the product actually bought it (i.e.,

only those customers who were not able to get the generally cheaper term life insurance).

 Discrimination: Some organizations feel that many financial institutions continue to engage in

racial discrimination. Most do not allege that the loan underwriters themselves discriminate, but

rather that there is systemic discrimination. Situations in which a loan broker or other salesman

may negotiate the interest rate are likely more ripe for discrimination. Discrimination may occur

if, when dealing with racial minorities, loan brokers tend to claim that a person's credit score is

lower than it is, justifying a higher interest rate charged, on the hope that the customer assumes

the lender to be correct. This may be based on an internalized bias that a minority group has a

lower economic profile. It is also possible that a broker or loan salesman with some control over

the interest rate might attempt to charge a higher rate to persons of race which he personally

dislikes. For this reason some call for laws requiring interest rates to be set entirely by objective

measures.

OCC Advisory Letter AL 2003-2 describes predatory lending as including the following:

 Loan flipping frequent refinancings that result in little or no economic benefit to the borrower

and are undertaken with the primary or sole objective of generating additional loan fees,

prepayment penalties, and fees from the financing of credit-related products

 Refinancings of special subsidized mortgages that result in the loss of beneficial loan terms

 Packing of excessive and sometimes hidden fees in the amount financed

 Using loan terms or structures such as negative amortization to make it more difficult or

impossible for borrowers to reduce or repay their indebtedness
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 Using balloon payments to conceal the true burden of the financing and to force borrowers into

costly refinancing transactions or foreclosures

 Targeting inappropriate or excessively expensive credit products to older borrowers, to persons

who are not financially sophisticated or who may be otherwise vulnerable to abusive practices,

and to persons who could qualify for mainstream credit products and terms

 Inadequate disclosure of the true costs, risks and, where necessary, appropriateness to the

borrower of loan transactions

 The offering of single premium credit life insurance

 The use of mandatory arbitration clauses

4. Predatory borrowing

It should be noted that mortgage applications are usually completed by mortgage brokers, rather

than by borrowers themselves, making it difficult to pin down the source of any

misrepresentations. The only situation in which the application would not done by the broker, but

rather the borrower, would be in a "stated income loan." A stated income loan application is done

by the borrower, and no proof of income is needed. When the broker files the loan, they have to

go by whater income is stated. This opened the doors for borrows to be approved for loans that

they otherwise would not qualify for, or afford.

Several commentators have challenged the notion of "predatory borrowing," accusing those

making this argument as being apologists for the lack of lending standards and other excesses

during the credit bubble. Although the target for most scammers,, lending institutions were often

complicit in what amounted to multiparty mortgage fraud. The Oregonian obtained a JP Morgan

Chase memo, titled "Zippy Cheats & Tricks." Zippy was Chase's in-house automated loan

underwriting system, and the memo was a primer on how to get risky mortgage loans approved.

5. United States legislation combating predatory lending

Many laws at both the Federal and state government level are aimed at preventing predatory

lending. Although not specifically anti-predatory in nature, the Federal Truth in Lending Act

requires certain disclosures of APR and loan terms. Also, in 1994 section 32 of the Truth in

Lending Act, entitled the Home Ownership and Equity Protection Act of 1994, was created. This
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law is devoted to identifying certain high-cost, potentially predatory mortgage loans and reining

in their terms.

Twenty-five states have passed anti-predatory lending laws. Other states with predatory lending

laws include: California, Colorado, Connecticut, Florida, Kentucky, Maine, Maryland, Nevada,

Ohio, Oklahoma, Oregon, Pennsylvania, Texas, Utah, Wisconsin, and West Virginia. These laws

usually describe one or more classes of "high-cost" or "covered" loans, which are defined by the

fees charged to the borrower at origination or the APR. While lenders are not prohibited from

making "high-cost" or "covered" loans, a number of additional restrictions are placed on these

loans, and the penalties for noncompliance can be substantial. Research has found ambiguous

results of such legislation, including finding that high-cost mortgage applications can possibly

rise after adoption of laws against predatory lending.

6. Subprime lenders

To access this increasing market, lenders often take on risks associated with lending to people

with poor credit ratings or limited credit histories. For example, they would lend money to

consumers that have bad credit. The FICO score indicates to the lender the rate of default. Those

with credit scores below 620 have a much higher default rate than those with credit score above

720. However, if a borrower has sufficient income then he or she may qualify for a subprime

mortgage product. Subprime loans are considered to carry a far greater risk for the lender due to

the aforementioned credit risk characteristics of the typical subprime borrower. Lenders use a

variety of methods to offset these risks. In the case of many subprime loans, this risk is offset

with a higher interest rate. In the case of subprime credit cards, a subprime customer may be

charged higher late fees, higher over-the-limit fees, yearly fees, or up-front fees for the card. Late

fees are charged to the account, which may drive the customer over their credit limit, resulting in

over-the-limit fees. These higher fees compensate the lender for the increased costs associated

with servicing and collecting such accounts, as well as for the higher default rate.

7. Borrower profiles

Subprime loans can offer an opportunity for borrowers with a less-than-ideal credit record to

become a home owner. Borrowers may use this credit to purchase homes, or in the case of a
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cash-out refinance, finance other forms of spending such as purchasing a car, paying for living

expenses, remodeling a home, or even paying down on a high-interest credit card. However, due

to the risk profile of the subprime borrower, this access to credit comes at the price of higher

interest rates, increased fees and other increased costs. Subprime lending (and mortgages in

particular) provides a method of "credit repair"; if borrowers maintain a good payment record,

they should be able to refinance into mainstream rates after two to three years. In the United

Kingdom, most subprime mortgages have a two or three-year tie-in, and borrowers may face

additional charges for replacing their mortgages before the tie-in has expired. Generally, the

credit profile keeping a borrower out of a prime loan may include one or more of the following:

 Two or more loan payments paid past 30 days due in the last 12 months, or one or more loan

payments paid past 90 days due the last 36 months

 Judgment, foreclosure, repossession, or non-payment of a loan in the past

 Bankruptcy in the last 5 years

 Relatively high default probability as evidenced by the credit score

 Accuracy of the credit line data obtained by the underwriter

8. Private label credit

In the USA, this group of credit companies includes major banks such as Wells Fargo, CitiBank,

GE Credit, Household Finance, and more. While it is not certain what percentage of subprime

lending involves the private label branding of the retail chains (i.e. The Gap, Victoria's Secret,

Old Navy, and most furniture and appliance retailers), most national retail chains use some form

of subprime lending as a marketing strategy. Deferred interest programming may result in high

default rates that must be offset by aggressive lending practices. It is common for a $200,000,000

furniture retailer to have 50% of their long-term business be derived from the direct result of

private label credit promotions.

9. Origination, securitization and servicing

Some subprime originators (mortgage companies or brokers) formerly promoted residential loans

with features that could trap low income borrowers into loans with increasing yield terms that

eventually exceed borrowers capability to make the payments. Most of these loans were
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originated for the purpose of selling them into securitization conduits, which are special purpose

entities (REMICs) that issue Residential Mortgage Backed Securities (RMBS), bonds, securities

and other investment vehicles for resale to pension funds and other fixed income investors. The

same process takes place for some commercial mortgages (CMBS).

Some of these mortgage originators are owned or controlled by major financial institutions

which provide a "Warehouse" line for their lending. For example, First Franklin was owned by

Merrill Lynch and WMC was owned by GE. These financial institutions then remain in control

of these loans as "Trustee", "Servicers" and "Controlling Class" of the REMIC trusts in hopes of

deriving significant fees and other income from management of Taxes, Insurance and Repair

Reserve Funds required by the terms of these mortgages. In most cases, should these loans

default, the servicing is passed to "Special Servicers" who derive "Workout", "Foreclosures" and

Real estate owned (REO) management fees. The Special Servicers are directed by "Directing

Class" or "Controlling Class" which comprise of majority holders of the lowest class of REMIC

Trust securities also referred to as "First Loss" or "B-Piece" holders.

The shortfall of loan repayment is usually repaid as a result of "Repurchase Demand" by Special

Servicer on GSE or loan seller to REMIC Trust also called "Loan Depositor." The purchased

collateral at auctions by Special Servicers are referred to as REO properties which then can be

marketed and sold for market value. Special Servicers usually keep the "Upside" or difference

between auction price and market sale of the collateral. These foreclosure fees and REO income

form a major incentive for Servicers to purchase the "Servicing Rights" of the REMIC trusts

from Trustees who, depending on the terms of the Pooling and Servicing Agreement (PSA), have

the authority to replace Servicers. It is not uncommon for a predatory Servicer to pay millions of

dollars to procure the "Servicing Rights" of the REMIC trusts in hopes of successful foreclosures

and equity stripping from Borrowers, Guarantors, Loan Sellers and Investors.

REMIC Trusts are "Passive" or "Pass-Through" Entities under the IRS code and are not taxed at

trust level. However, the bond-holders are expected to be taxpaying entities and are taxed on

interest income distributed by the REMIC trusts. REMIC trusts are forbidden from any other
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business activities and are taxed 100% on any other income they may generate which is referred

to as "Prohibited Income" under IRC 860 Code.

10. Types

10.1. Subprime mortgages

Like other subprime loans, subprime mortgages are defined by the financial and credit

profile of the consumers to which they are marketed. According to the U.S. Department

of Treasury guidelines issued in 2001, "Subprime borrowers typically have weakened

credit histories that include payment delinquencies, and possibly more severe problems

such as charge-offs, judgments, and bankruptcies. They may also display reduced

repayment capacity as measured by credit scores, debt-to-income ratios, or other criteria

that may encompass borrowers with incomplete credit histories."

Contrary to other nations, the US Tax Code allows 100% tax deductibility of all interest

payments and part of principal payments on loans for housing. This means a tax break of

30% to 50%, not only of the real interest but also of the inflation part of nominal interest

rates. This tax break is what fuelled second and third mortgages, used to buy cars and

other consumer goods. Interest rates on car purchases are not deductible, but second

mortgages are. This tax give away is what makes America become the most personally

indebted nation in the world. Countries like Brazil that do not use nominal interest rates

in housing loans, and do not give such tax breaks do not have a prime nor a sub-prime

housing problem.

Subprime mortgage loans are riskier loans in that they are made to borrowers unable to

qualify under traditional, more stringent criteria due to a limited or blemished credit

history. Subprime borrowers are generally defined as individuals with limited income or

having FICO credit scores below 620 on a scale that ranges from 300 to 850. Subprime

mortgage loans have a much higher rate of default than prime mortgage loans and are

priced based on the risk assumed by the lender. Although most home loans do not fall

into this category, subprime mortgages proliferated in the early part of the 21st Century.
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About 21 percent of all mortgage originations from 2004 through 2006 were subprime,

up from 9 percent from 1996 through 2004, says John Lonski, chief economist for

Moody's Investors Service.. Subprime mortgages totaled $600 billion in 2006, accounting

for about one-fifth of the U.S. home loan market.

As with other types of mortgage, various special loan features are available with

subprime mortgages, including:

o interest-only payments, which allow borrowers to pay only interest for a period of time (typically

510 years)

o "pay option" loans, usually with adjustable rates, for which borrowers choose their monthly

payment (full payment, interest only, or a minimum payment which may be lower than the

payment required to reduce the balance of the loan)

o so-called "hybrid" mortgages with initial fixed rates that sooner or later convert to adjustable

rates

This last class of mortgages has grown particularly popular among subprime lenders

since the 1990s. Common subprime hybrids include the "2-28 loan", which offers a low

initial interest rate that stays fixed for two years after which the loan resets to a higher

adjustable rate for the remaining life of the loan, in this case 28 years. The new interest

rate is typically set at some margin over an index, for example, 5% over a 12-month

LIBOR. Variations on the "2-28" include the "3-27" and the "5-25".

10.2. Subprime credit cards

Credit card companies in the United States began offering subprime credit cards to

borrowers with low credit scores and a history of defaults or bankruptcy in the 1990s

when usury laws were relaxed. These cards usually begin with low credit limits and

usually carry extremely high fees and interest rates as high as 30% or more. In 2002, as

economic growth in the United States slowed, the default rates for subprime credit card

holders increased dramatically, and many subprime credit card issuers were forced to

scale back or cease operations.
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In 2007, many new subprime credit cards began to sprout forth in the market. As more

vendors emerged, the market became more competitive, forcing issuers to make the cards

more attractive to consumers. Interest rates on subprime cards now start at 9.9% but in

some cases still range up to 24% APR. In some situations, subprime credit cards may

help a consumer improve poor credit scores. Most subprime cards report to major credit

reporting agencies such as TransUnion and Equifax, but in the case of "secured" cards,

credit scoring often reflects the nature of the card being reported and may or may not

consider it. Issuers of these cards claim that consumers who pay their bills on time should

see positive reporting to these agencies within 90 days

: The Capital Asset Pricing Model

Topic Objective:

At the end of this topic the student would be able to:

 Understand the concept of Capital Asset Pricing Model

 Learn about the concept of asset pricing

 Learn about the assumptions and limitations of CAPM

Definition/Overview:

Capital Asset Pricing Model: The Capital Asset Pricing Model (CAPM) is used in finance to

determine a theoretically appropriate required rate of return of an asset, if that asset is to be

added to an already well-diversified portfolio, given that asset's non-diversifiable risk. The

model takes into account the asset's sensitivity to non-diversifiable risk (also known as systemic

risk or market risk), often represented by the quantity beta (β) in the financial industry, as well as

the expected return of the market and the expected return of a theoretical risk-free asset. The

model was introduced by Jack Treynor, William Sharpe, John Lintner and Jan Mossin

independently, building on the earlier work of Harry Markowitz on diversification and modern
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portfolio theory. Sharpe received the Nobel Memorial Prize in Economics (jointly with

Markowitz and Merton Miller) for this contribution to the field of financial economics.

Key Points:

1. The Formula

The CAPM is a model for pricing an individual security or a portfolio. For individual securities,

we made use of the security market line (SML) and its relation to expected return and systemic

risk (beta) to show how the market must price individual securities in relation to their security

risk class. The SML enables us to calculate the reward-to-risk ratio for any security in relation to

that of the overall market.

Therefore, when the expected rate of return for any security is deflated by its beta coefficient, the

reward-to-risk ratio for any individual security in the market is equal to the market reward-to-risk

ratio, thus:

,

The market reward-to-risk ratio is effectively the market risk premium and by rearranging the

above equation and solving for E(Ri), we obtain the Capital Asset Pricing Model (CAPM).

Where:

is the expected return on the capital asset

is the risk-free rate of interest such as interest arising from government bonds

(the beta coefficient) is the sensitivity of the asset returns to market returns, or also

,

is the expected return of the market
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is sometimes known as the market premium or risk premium (the difference between the

expected market rate of return and the risk-free rate of return).

Restated, in terms of risk premium, we find that:

Which states that the individual risk premium equals the market premium times beta.

2. Asset pricing

Once the expected return, E(Ri), is calculated using CAPM, the future cash flows of the asset can

be discounted to their present value using this rate (E(Ri)), to establish the correct price for the

asset. In theory, therefore, an asset is correctly priced when its observed price is the same as its

value calculated using the CAPM derived discount rate. If the observed price is higher than the

valuation, then the asset is overvalued (and undervalued when the observed price is below the

CAPM valuation).

Alternatively, one can "solve for the discount rate" for the observed price given a particular

valuation model and compare that discount rate with the CAPM rate. If the discount rate in the

model is lower than the CAPM rate then the asset is overvalued (and undervalued for a too high

discount rate).

3. Asset-specific required return

The CAPM returns the asset-appropriate required return or discount rate - i.e. the rate at which

future cash flows produced by the asset should be discounted given that asset's relative riskiness.

Betas exceeding one signify more than average "riskiness"; betas below one indicate lower than

average. Thus a more risky stock will have a higher beta and will be discounted at a higher rate;

less sensitive stocks will have lower betas and be discounted at a lower rate. Given the accepted

concave utility function, the CAPM is consistent with intuition - investors (should) require a

higher return for holding a more risky asset.

Since beta reflects asset-specific sensitivity to non-diversifiable, i.e. market risk, the market as a

whole, by definition, has a beta of one. Stock market indices are frequently used as local proxies

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

74
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



for the market - and in that case (by definition) have a beta of one. An investor in a large,

diversified portfolio (such as a mutual fund) therefore expects performance in line with the

market.

4. Risk and diversification

The risk of a portfolio comprises systematic risk, also known as undiversifiable risk, and

unsystematic risk which is also known as idiosyncratic risk or diversifiable risk. Systematic risk

refers to the risk common to all securities - i.e. market risk. Unsystematic risk is the risk

associated with individual assets. Unsystematic risk can be diversified away to smaller levels by

including a greater number of assets in the portfolio (specific risks "average out"). The same is

not possible for systematic risk within one market. Depending on the market, a portfolio of

approximately 30-40 securities in developed markets such as UK or US will render the portfolio

sufficiently diversified to limit exposure to systemic risk only. In developing markets a larger

number is required, due to the higher asset volatilities.

A rational investor should not take on any diversifiable risk, as only non-diversifiable risks are

rewarded within the scope of this model. Therefore, the required return on an asset, that is, the

return that compensates for risk taken, must be linked to its riskiness in a portfolio context - i.e.

its contribution to overall portfolio riskiness - as opposed to its "stand alone riskiness." In the

CAPM context, portfolio risk is represented by higher variance i.e. less predictability. In other

words the beta of the portfolio is the defining factor in rewarding the systematic exposure taken

by an investor.

5. The efficient frontier

The CAPM assumes that the risk-return profile of a portfolio can be optimized - an optimal

portfolio displays the lowest possible level of risk for its level of return. Additionally, since each

additional asset introduced into a portfolio further diversifies the portfolio, the optimal portfolio

must comprise every asset, (assuming no trading costs) with each asset value-weighted to

achieve the above (assuming that any asset is infinitely divisible). All such optimal portfolios,

i.e., one for each level of return, comprise the efficient frontier.
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Because the unsystematic risk is diversifiable, the total risk of a portfolio can be viewed as beta.

6. The market portfolio

An investor might choose to invest a proportion of his or her wealth in a portfolio of risky assets

with the remainder in cash - earning interest at the risk free rate (or indeed may borrow money to

fund his or her purchase of risky assets in which case there is a negative cash weighting). Here,

the ratio of risky assets to risk free asset does not determine overall return - this relationship is

clearly linear. It is thus possible to achieve a particular return in one of two ways:

 By investing all of one's wealth in a risky portfolio

 By investing a proportion in a risky portfolio and the remainder in cash (either borrowed or

invested).

For a given level of return, however, only one of these portfolios will be optimal (in the sense of

lowest risk). Since the risk free asset is, by definition, uncorrelated with any other asset, option 2

will generally have the lower variance and hence be the more efficient of the two. This

relationship also holds for portfolios along the efficient frontier: a higher return portfolio plus

cash is more efficient than a lower return portfolio alone for that lower level of return. For a

given risk free rate, there is only one optimal portfolio which can be combined with cash to

achieve the lowest level of risk for any possible return. This is the market portfolio.

7. Assumptions of CAPM

All Investors:

 Aim to maximize economic utility.

 Are rational risk-averse.

 Are price takers, i.e., they cannot influence prices.

 Can lend and borrow unlimited under the risk free rate of interest.

 Trade without transaction or taxation costs.

 Deal with securities that are all highly divisible into small parcels.

 Assume all information is at the same time available to all investors.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

76
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



8. Shortcomings of CAPM

 The model assumes that asset returns are (jointly) normally distributed random variables. It is

however frequently observed that returns in equity and other markets are not normally

distributed. As a result, large swings (3 to 6 standard deviations from the mean) occur in the

market more frequently than the normal distribution assumption would expect.

 The model assumes that the variance of returns is an adequate measurement of risk. This might

be justified under the assumption of normally distributed returns, but for general return

distributions other risk measures (like coherent risk measures) will likely reflect the investors'

preferences more adequately.

 The model does not appear to adequately explain the variation in stock returns. Empirical studies

show that low beta stocks may offer higher returns than the model would predict. Some data to

this effect was presented as early as a 1969 conference in Buffalo, New York in a paper by

Fischer Black, Michael Jensen, and Myron Scholes. Either that fact is itself rational (which saves

the Efficient Market Hypothesis but makes CAPM wrong), or it is irrational (which saves

CAPM, but makes the EMH wrong indeed, this possibility makes volatility arbitrage a strategy

for reliably beating the market).

 The model assumes that given a certain expected return investors will prefer lower risk (lower

variance) to higher risk and conversely given a certain level of risk will prefer higher returns to

lower ones. It does not allow for investors who will accept lower returns for higher risk. Casino

gamblers clearly pay for risk, and it is possible that some stock traders will pay for risk as well.

 The model assumes that all investors have access to the same information and agree about the

risk and expected return of all assets (homogeneous expectations assumption).

 The model assumes that there are no taxes or transaction costs, although this assumption may be

relaxed with more complicated versions of the model.

 The market portfolio consists of all assets in all markets, where each asset is weighted by its

market capitalization. This assumes no preference between markets and assets for individual

investors, and that investors choose assets solely as a function of their risk-return profile. It also

assumes that all assets are infinitely divisible as to the amount which may be held or transacted.

 The market portfolio should in theory include all types of assets that are held by anyone as an

investment (including works of art, real estate, human capital...) In practice, such a market
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portfolio is unobservable and people usually substitute a stock index as a proxy for the true

market portfolio. Unfortunately, it has been shown that this substitution is not innocuous and can

lead to false inferences as to the validity of the CAPM, and it has been said that due to the

inobservability of the true market portfolio, the CAPM might not be empirically testable. This

was presented in greater depth in a paper by Richard Roll in 1977, and is generally referred to as

Roll's critique

: Factor Models

Topic Objective:

At the end of this topic the student would be able to:

 Define what is factor model?

 Understand the concept of Fama and French Three Factor Model

Definition/Overview:

Factor Model: Mathematical profile measuring the extent a portfolio of stocks is influenced by a

range of economic factors such as changes in interest rates, inflation, and/or oil prices. There are

several types of factor models, including a few proprietary ones, but they all are constructed

using factor analysis techniques and can be divided into three basic categories: statistical,

macroeconomic, and fundamental. Statistical factor models attempt to explain returns from an

investment in terms of risk factors such as cash flow risk, currency risk, and purchasing power

risk. Macroeconomic factor models attempt to do the same in terms of factors that affect the

economy as a whole. And fundamental factor models focus on economic factors that affect a

particular industry or market.
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Key Points:

1. Fama and French Three Factor Model

CAPM uses a single factor, beta, to compare a portfolio with the market as a whole. But more

generally, you can add factors to a regression model to give a better r-squared fit. The best

known approach like this is the three factor model developed by Gene Fama and Ken French.

Fama and French started with the observation that two classes of stocks have tended to do better

than the market as a whole: (i) small caps and (ii) stocks with a high book-value-to-price ratio

(customarily called "value" stocks; their opposites are called "growth" stocks). They then added

two factors to CAPM to reflect a portfolio's exposure to these two classes:

r - Rf = beta3 x ( Km - Rf ) + bs x SMB + bv x HML + alpha

Here r is the portfolio's return rate, Rf is the risk-free return rate, and Km is the return of the

whole stock market. The "three factor" beta is analogous to the classical beta but not equal to it,

since there are now two additional factors to do some of the work. SMB and HML stand for

"small [cap] minus big" and "high [book/price] minus low"; they measure the historic excess

returns of small caps and "value" stocks over the market as a whole. By the way SMB and HML

are defined, the corresponding coefficients bs and bv take values on a scale of roughly 0 to 1: bs =

1 would be a small cap portfolio, bs = 0 would be large cap, bv = 1 would be a portfolio with a

high book/price ratio, etc.

The idea behind the three factor portfolio management model is that, value and small cap stocks

often outperform large-cap stocks. Most possible reason for this out performance include:

 Higher reward for compensating higher risk taken

 Early mispricing of equities resulting in later corrections

 Small-cap companies often shows higher growth and this is reflected on their stock prices.

The widespread adoption of three factor model by investors is a result of the fact that mutual

funds and portfolio managers following three factor model of investment outperformed most

others. Investors can also add custom factors to the model to make it more precise and to
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enhance reward. But investing only in small cap or value stocks can cause problems for

investors, especially in periods of high volatility. Investors should diversify their portfolio

investments and should be aware of other risk minimizing strategies

In Section 3 of this course you will cover these topics:
Arbitrage Pricing Theory

Characteristics Of Common Stocks

Financial Analysis Of Common Stocks

Dividend Discount Models

Dividends And Earnings

You may take as much time as you want to complete the topic coverd in section 3.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later

: Arbitrage Pricing Theory

Topic Objective:

At the end of this topic the student would be able to:

 Understand the concept of Arbitrage Pricing Theory

 Learn about the APT Model

 Learn about the factors of Arbitrage Pricing Theory
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Definition/Overview:

Arbitrage Pricing Theory (APT): In finance, is a general theory of asset pricing, that has

become influential in the pricing of shares. APT holds that the expected return of a financial

asset can be modeled as a linear function of various macro-economic factors or theoretical

market indices, where sensitivity to changes in each factor is represented by a factor-specific

beta coefficient. The model-derived rate of return will then be used to price the asset correctly -

the asset price should equal the expected end of period price discounted at the rate implied by

model. If the price diverges, arbitrage should bring it back into line.

Key Points:

1. Overview of Arbitrage Pricing Theory

One of the first things to understand about the arbitrage pricing theory is that the concept has to

do with the process of asset pricing. Essentially, the arbitrage pricing theory, or APT for short,

helps to establish the price model for various shares of stock. Here is some information about the

arbitrage pricing theory, and why this concept is so helpful in determining the pricing model for

the buying and selling of stock.

Developed by economist Stephen Ross in 1976, the underlying principle of the pricing theory

involves the recognition that the anticipated return on any asset may be charted as a linear

calculation of relevant macro-economic factors in conjunction with market indices. It is expected

that there will be some rate of change in most if not all of the relevant factors. Running scenarios

using this model helps to arrive at a price that is equitable to the anticipated performance of the

asset. The desired result is that the asset price will equal to the anticipated price for the end of the

period cited, with the end price discounted at the rate implied by the Capital Asset Pricing

Model. It is understood that if the asset price gets off course, that arbitrage will help to bring the

price back into reasonable perimeters.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

81
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



In practical application, the utilization of the arbitrage pricing theory can work very well when it

comes to increasing the long term value of a stock portfolio. For example, the use of APT when

the current price is very low would result in a simple process that would yield a return while still

keeping the portfolio secure. The first step would be to shortsell the portfolio, then buy the low

priced asset with the proceeds. At the end of the period, the low priced asset, which will have

risen in value, would be sold and the proceeds used to buy back the portfolio that was recently

sold. This strategy usually results in a modest amount of revenue for the investor.

A similar strategy is employed when the current price is high. With this set of circumstances, the

investor would short sell the high priced asset and use the proceeds to buy the portfolio. At the

end of the period, the investor would then sell the portfolio, use a portion of the proceeds to buy

back the high priced asset and once again make a modes profit off the transaction.

The use of the arbitrage pricing theory is very common in the stock market of today. In some

ways, the use of the theory is even more widespread than ever, since more investors have access

to real time information via online methods than at any previous point in the history of trading.

As a means of analyzing current conditions and responding accordingly, the arbitrage pricing

theory has a solid record of performance, and will no doubt be employed by investors and

analysts for many years to come.

2. The APT model

If APT holds, then a risky asset can be described as satisfying the following relation:

where

E(rj) is the risky asset's expected return

RPk is the risk premium of the factor

rf is the risk-free rate
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Fk is the macroeconomic factor

bjk is the sensitivity of the asset to factor k, also called factor loading

and εj is the risky asset's idiosyncratic random shock with mean zero

That is, the uncertain return of an asset j is a linear relationship among n factors. Additionally,

every factor is also considered to be a random variable with mean zero. Note that there are some

assumptions and requirements that have to be fulfilled for the latter to be correct: There must be

perfect competition in the market, and the total number of factors may never surpass the total

number of assets (in order to avoid the problem of matrix singularity).

3. Factors Used in the Arbitrage Pricing Theory

It's one thing to describe the APT theory in terms of simple formulas, but it's another matter

entirely to identify the factors used in this theory. That's because the theory itself does not tell

the investor what those factors are for a particular stock or asset - and for very good reason. In

practice, and in theory, one stock might be more sensitive to one factor than another. In fact, the

Arbitrage Pricing Theory leaves it up to the investor, or analyst, to identify each of the factors for

a particular stock. So the real challenge for the investor is to identify three things:

 Each of the factors affecting a particular stock

 The expected returns for each of these factors

 The sensitivity of the stock to each of these factors

Identifying and quantifying each of these factors is no trivial matter and is one of the reasons that

the Capital Asset Pricing Model remains the dominant theory to describe the relationship

between a stock's risk and return. Keeping in mind that the number and sensitivities of a stock to

each of these factors is likely to change over time, Ross and others identified the following

macro-economic factors they felt played a significant role in explaining the return on a stock:

 Inflation

 GNP or Gross National Product

 Investor Confidence
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 Shifts in the Yield Curve

With that as guidance, the rest of the work is left to the stock analyst.

4. APT versus the Capital Asset Pricing Model

As mentioned, the APT and the Capital Asset Pricing Model (CAPM) are the two most

influential theories on stock and asset pricing today. The APT model is different from the

CAPM in that it is far less restrictive in its assumptions. APT allows the individual investor to

develop their model that explains the expected return for a particular asset.

Intuitively, the APT makes a lot of sense because it removes the CAPM restrictions and basically

states "the expected return on an asset is a function of many factors and the sensitivity of the

stock to these factors." As these factors move, so does the expected return on the stock - and

therefore its value to the investor. In the CAPM theory, the expected return on a stock can be

described by the movement of that stock relative to the rest of the stock market. The CAPM

theory is really just a simplified version of the APT, whereby the only factor considered is the

risk of a particular stock relative to the rest of the stock market - as described by the stock's beta.

From a practical standpoint, CAPM remains the dominant pricing model used today. When

compared to the Arbitrage Pricing Theory, the Capital Asset pricing model is both elegant and

relatively simple to calculate versus what's required by the APT formula

: Characteristics Of Common Stocks

Topic Objective:

At the end of this topic the student would be able to:

 Define the term Common Stock

 Learn about the types of Common Stocks

 Learn about the characteristics of Common Stocks
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Definition/Overview:

Common Stock: Common stock is a form of corporation equity ownership represented in the

securities. It is dangerous in comparison to preferred shares and some other investment options,

in that in the event of bankruptcy, common stock investors receive their funds after preferred

stockholders, bondholders, creditors, etc. On the other hand, common shares on average perform

better than preferred shares or bonds over time.

Holders of common stock are able to influence the corporation through votes on establishing

corporate objectives and policy, stock splits, and electing the company's board of directors. Some

holders of common stock also receive preemptive rights, which enable them to retain their

proportional ownership in a company should it issue another stock offering. Additional benefits

from common stock include earning dividends and capital appreciation.

Key Points:

1. Types of Common Stocks

 Blue chips: Blue chips refers to the stock offerings of the countrys largest and most prestigious

companies. Due to their already large size and market share, these companies sometimes dont

have the potential for further substantial internal growth. On the other hand, they wont be going

out of business anytime soon. They are considered to be relatively low-risk, low-reward

investments. They rarely have to raise additional capital, and they usually generate excess cash.

As a result, blue chip companies generally pay dividends to their shareholders.

 Utilities: These are the stocks issued by power and water companies. They usually have limited

competition, and as such, enjoy somewhat monopolistic conditions. For example, most

homeowners have only one choice from which to purchase their power services. Because of

these prevailing conditions, utilities are considered low-risk investments. Theyre also closely

regulated with regard to the prices that they are allowed to charge for their services and the
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return which they are allowed to earn. Thus, they also offer a fairly low reward. But like blue

chip companies, they are generally considered to be very stable and safe investments. Most

utilities distribute a relatively high percentage of their earnings in the form of dividends.

 Established growth: These companies are large enough to be well-established and even well-

known, but are small enough to still have the possibility of substantial future growth. Theyre

usually currently profitable, but may need to raise additional capital to sustain their growth. The

earnings that these companies generate are usually reinvested for further expansion and, as a

result, they dont usually pay dividends to their shareholders. However, the shareholders do often

reap benefits in the form of capital gains.

 Emerging growth: Emerging growth companies are relatively small and have the potential for

substantial future growth. These companies will generally need to raise additional capital to

support their growth and expansion. They, therefore, will not pay dividends. Many times they

can offer very attractive returns but they also have additional risk. This can often be attributed to

the fact that successful management of rapid corporate growth and its inherent risks can be very

challenging and complicated, and many management teams may not quite be suited for the task.

 Penny stocks: These are by far the most speculative. They generally trade for less than $5 per

share. These stocks represent ownership in companies which may still be in the research and

development stage of their first product. They may also be offerings of companies that have

suffered severe financial setbacks and are barely surviving. While almost always losing money,

they carry a great deal of risk, and they tend to be very illiquid. There is generally a high failure

rate among these companies.

2. Characteristics of Common Stocks

2.1. Stock Rights

Common stock represents a bundle of rights and powers. They include:

o The right to receive dividend payments typically from earnings -- if authorized by the board of

directors
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o The power to sell the stock (liquidity rights) and realize capital gains on public trading markets

or in private transactions-- if there are willing buyers

o The right to receive consideration in a merger or other fundamental transaction -- if approved by

the board and the shareholders

o The right to vote to elect directors and to approve fundamental transactions (mergers, sale of

assets, amendments to articles, dissolutions)

o The right to receive a proportionate distribution of assets on corporate liquidation -- if the board

and shareholders approve a dissolution

Shareholders are often said to have a residual claim to the income and assets of the

business. Financially, they stand last in line behind corporate creditors, such as

bondholders, short-term lenders, banks, trade creditors. When a company is unable to pay

its debts, and the company is forced into bankruptcy, shareholders receive nothing. There

are other kinds of ownership interests. For example, preferred stock has a prior and often

fixed claim to dividends and distributions, but typically lacks the power to elect directors

or vote on fundamental corporate transactions. Similar to debt, preferred stock offers a

fixed dividend, but usually no voting rights unless the company stops paying dividends.

Similar to equity, preferred has no maturity and the firm does not go bankrupt if it cannot

pay dividends. It is possible to have non-voting stock, which has all the financial rights of

common stock, but lacks the power to choose directors or veto corporate transactions.

2.2. Uncertain returns

The returns on common stock are uncertain. The company might not have earnings with

which to pay dividends. The board might not declare dividends, but instead reinvest

earnings in the company. There may not be a market into which to sell stock. The market

might, because of structural or informational flaws, not value stock effinciently. The

board might approve a merger that imposes a price that does not reflect the stock's future

return potential. The board might approve a dissolution and liquidation of the company's

assets at a price that does not reflect the company's ongoing business value.
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2.3. Value based on dividends

Professional stock valuators focus on cash dividends. Why is this? Some companies do

not pay dividends, and most companies pay less in dividends than has been earned. In

addition, many shareholders realize returns when they sell the stock (capital gains) or

receive a higher price in a fundamental corporate transaction, such as a merger. In the

end, stock has value because of the possibility of cash returns:

o Earnings. Even if current earnings are retained and reinvested, the reinvested earnings should

produce future earnings that eventually will be paid as dividends.

o Capital gains. If a shareholder sells stock on the market, it is because the buyer values the

potential for future returns - that is, dividends.

o Merger. If a company is acquired in a merger, and its shareholders paid for their stock, the

acquirer values the company's potential for creating returns - dividends.

For this reason, professional stock valuators say that only dividends are relevant. But

stock markets are more realistic about human nature. Market traders know, for example,

that stock prices in mergers often involve more than the acquirer's valuation of future

dividends. Sometimes the acquirer's managers have big egos and just want to run a bigger

business! The selling shareholders know this and will demand a higher merger price

: Financial Analysis Of Common Stocks

Topic Objective:

At the end of this topic the student would be able to:

 Learn about the factors influencing the value of a common stock

 Learn about the models used to analyze common stocks
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Definition/Overview:

Common Stock Analysis: Common Stock analysis is the backbone of value investing, and all

great value investors utilize it. Benjamin Graham lays out the foundations for common stock

analysis for value investors in the 1934 edition of Security Analysis, essentially paving the way

for thousands of investors to follow.

Key Points:

1. Value of a Common Stock

Fair Market Value of a common stock depends on:

 PV of cash flows from a stock

 PV of an infinite dividend stream

 PV of a finite dividend stream plus PV of the sale price of the stock

2. Models of Financial Analysis of Common Stocks

2.1. Dividend Discount Model

Value of a share of common stock is the present value of all future dividends and the

value per share of stock is given by the formula: ∑DPSt / (1+r)t where the limits of

variable t varies from 1 to n.

2.2. Zero Growth Model

In this model, the dividend every year will be the same and the investor anticipates to

receive the same amount dividend per year forever. The value of common stock for a

zero growth model is given by the equation: V = DPS / rcs
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2.3. Constant Growth Model

For a constant growth model, if a firm grows at a stable growth rate of g per year forever

then the value of common stock is given by the equation: V = DPS1 / r-g

2.4. Two-Stage DDM

In general version of the model, there are two stages of growth, an initial period of

extraordinary growth and the period of stable growth. The equation used to analyze the

common stocks in this model is given as:

P0 = ∑DPSt / (1+r)t + Pn / (1+r)n

Where Pn = DPSn+1 / (r-gn)

The limits of variablet in the equation vary from 1 to n

: Dividend Discount Models

Topic Objective:

At the end of this topic the student would be able to:

 Define Dividend Discount Model

 Understand the concept of DDM

 Learn about how to evaluate stocks by using DDM

 Learn about the assumptions of DDM

 Learn about the high growth rate problem
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Definition/Overview:

Dividend Discount Model: A dividend discount model is a financial model that values shares at

the discounted value of future dividend payments. A share is worth the present value of all future

dividends. As it values shares on the actual cash flows received by investors, it is theoretically

the most correct valuation model.

Key Points:

1. Overview of Dividend Discount Model

Dividend discount models are valuation models that are utilized to identify stocks that are

currently undervalued. This mathematical approach makes it possible to identify the price per

unit that the stock should be selling at. The dividend discount model takes into consideration the

projection of dividend payments that will take place in the future and how they relate to the

current discounted value of the stock issue.

The basic formula for a dividend discount model requires that the current market value of the

corporations equity be a known factor. Ideally, the current market value will be the same as the

present value of anticipated dividend payments that are set for issue over the next several

periods. However, this formula makes a couple of assumptions that may or may not come to

pass.

A dividend discount model is a valuation model that relies on one of two assumptions. In one

common scenario, the assumption is that the dividend payments are fixed and are not likely to

change in the near future. The second scenario calls for recognizing that the dividend payments

may grow as a small but constant rate. With this second approach, the equity of the company is

considered to be a perpetuity. Understanding which scenario is applicable to the stock under
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consideration is very important, as it will impact how the dividend payment relates to the

companys equity.

There are variations off these two basic approaches to a dividend discount model. Often, these

variations are ways to account for factors that are unique to the company in question, and how

those factors impact the equity of the company. Because the model can be calculated using

various data above and beyond the basic models, not all financial analysts consider this approach

to be especially helpful.

Not every company can make use of a dividend discount model. One obvious exception is

companies that do not issue dividends. However, even companies that do issue dividends may

find the formula has only limited value at best when it comes to evaluating the overall equity of

the company and how it relates to the structure in place for issuing dividends to shareholders. A

dividend discount model would typically be a discounted cash flow (DCF) using dividend

forecasts over several stages.

 If there are any dividends that have been announced but for which the share has not yet gone ex-

dividend, these are known amounts in the near future and do not require forecasts.

 There are likely to be forecasts based on detailed financial models for the near future (the next

two to five years)

 Beyond that, forecasts based on less detailed models (for example, assuming a gradual reduction

in profit growth and a fixed payout ratio) can be used

 Assuming a fixed growth rate (typically equal to the long term growth rate of the economy)

beyond some point (say after five or ten years) allows a terminal value to be calculated at that

point

The problem with dividend discount models is that long term forecasting is difficult, and the

valuation is very sensitive to the inputs used: the discount rate and any growth rates in particular.
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This much is true for any DCF, but a dividend discount model adds an extra layer of difficulty to

the forecasts by requiring forecasts of dividends, which means anticipating the dividend policy a

company will adopt. As with other DCF models, the discount rate is most likely to be calculated

using CAPM. It can be argued that changes to the dividend policy do not matter, as the money

belongs to shareholders however it is used. However, in this case, one might as well use a free

cash flow discount valuation.

2. Evaluating Stocks using DDM

To value a company using the DDM, one needs to calculate the value of dividend payments that

you think a stock will throw-off in the years ahead. Here is what the model says:

Where:

P= the price at time 0

r= discount rate

For simplicity's sake, consider a company with a $1 annual dividend. If you figure the company

will pay that dividend indefinitely, you must ask yourself what you are willing to pay for that

company. Assume expected return, or, more appropriately in academic parlance, the 'required

rate of return' is 5%. According to the dividend discount model, the company should be worth

$20.00 ($1.00 / .05). How do we get to the formula above? It's actually just an application of the

formula for a perpetuity:

The obvious shortcoming of the model above is that you'd expect most companies to grow over

time. If you think this is the case, then the denominator equals the expected return less the

dividend growth rate. This is known as the constant growth DDM or the Gordon Model after its
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creator, Myron Gordon. Let's say you think the company's dividend will grow by 3% annually.

The company's value should then be $1.00 / (.05 - .03) = $50.00. Here is the formula for valuing

a company with a constantly growing dividend, as well as the proof of the formula:

The classic dividend discount model works best when valuing a mature company that pays a

hefty portion of its earnings as dividends, such as a utility company.

3. Assumptions The Problem of Forecasting

Proponents of the dividend discount model say that only future cash dividends can give you a

reliable estimate of a company's intrinsic value. Buying a stock for any other reason - say, paying

20 times the company's earnings today because somebody will pay 30 times tomorrow - is mere

speculation.

In truth, the dividend discount model requires an enormous amount of speculation in trying to

forecast future dividends. Even when you apply it to steady, reliable, dividend-paying

companies, you still need to make plenty of assumptions about their future. The model is subject

to the axiom 'garbage in, garbage out', meaning that a model is only as good as the assumptions it

is based upon. Furthermore, the inputs that produce valuations are always changing and

susceptible to error.

The first big assumption that the DDM makes is that dividends are steady, or grow at a constant

rate indefinitely. But even for steady, reliable, utility-type stocks, it can be tricky to forecast

exactly what the dividend payment will be next year, never mind a dozen years from now.
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4. Multi-Stage Models

To get around the problem posed by un-steady dividends, multi-stage models take the DDM a

step closer to reality by assuming that the company will experience differing growth phases.

Stock analysts build complex forecast models with many phases of differing growth to better

reflect real prospects. For example, a multi-stage DDM may predict that a company will have a

dividend that grows at 5% for seven years, 3% for the following three years and then at 2% in

perpetuity.

However, such an approach brings even more assumptions into the model - although it doesn't

assume that a dividend will grow at a constant rate, it must guess when and by how much a

dividend will change over time.

5. What should be expected?

Another sticking point with the DDM is that no one really knows for certain the appropriate

expected rate of return to use. It's not always wise simply to use the long-term interest rate

because the appropriateness of this can change.

6. The High-Growth Problem

No fancy DDM model is able to solve the problem of high-growth stocks. If the company's

dividend growth rate exceeds the expected return rate, you cannot calculate a value - because you

get a negative denominator in the formula. Stocks don't have a negative value. Consider a

company with a dividend growing at 20% while the expected return rate is only 5%: in the

denominator (r-g) you would have -15% (5%-20%)!

In fact, even if the growth rate does not exceed the expected return rate, growth stocks, which

don't pay dividends, are even tougher to value using this model. If you hope to value a growth

stock with the dividend discount model, your valuation will be based on nothing more than
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guesses about the company's future profits and dividend policy decisions. Most growth stocks

don't pay out dividends. Rather, they re-invest earnings into the company with the hopes of

providing shareholders with returns by means of a higher share price.

Consider Microsoft, which didn't pay a dividend for decades. Given this fact, the model might

suggest the company was worthless at that time - which is completely absurd. Remember, only

about a third of all public companies bother to pay dividends. Furthermore, even companies that

do offer payouts are allocating less and less of their earnings to shareholders. The dividend

discount model is by no means the be-all and end-all for valuation. That being said, learning

about the dividend discount model does encourage thinking. It forces investors to evaluate

different assumptions about growth and future prospects. If nothing else, the DDM demonstrates

the underlying principle that a company is worth the sum of its discounted future cash flows.

(Whether or not dividends are the correct measure of cash flow is another question.) The

challenge is to make the model as applicable to reality as possible, which means using the most

reliable assumptions possible

: Dividends And Earnings

Topic Objective:

At the end of this topic the student would be able to:

 Define Dividends

 Understand the importance of dividends

Definition/Overview:

Dividends: Dividends are payments made by a corporation to its shareholder members. When a

corporation earns a profit or surplus, that money can be put to two uses: it can either be re-

invested in the business (called retained earnings), or it can be paid to the shareholders as a
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dividend. Many corporations retain a portion of their earnings and pay the remainder as a

dividend.

For a joint stock company, a dividend is allocated as a fixed amount per share. Therefore, a

shareholder receives a dividend in proportion to their shareholding. For the joint stock company,

paying dividends is not an expense; rather, it is the division of an asset among shareholders.

Public companies usually pay dividends on a fixed schedule, but may declare a dividend at any

time, sometimes called a special dividend to distinguish it from a regular one. Cooperatives, on

the other hand, allocate dividends according to members' activity, so their dividends are often

considered to be a pre-tax expense.

Dividends are usually settled on a cash basis, as a payment from the company to the shareholder.

They can take other forms, such as store credits (common among retail consumers' cooperatives)

and shares in the company (either newly-created shares or existing shares bought in the market.)

Further, many public companies offer dividend reinvestment plans, which automatically use the

cash dividend to purchase additional shares for the shareholder.

Key Points:

1. Importance of Dividends

One of the simplest ways for companies to communicate financial well-being and shareholder

value is to say "the dividend check is in the mail." Dividends, those cash distributions that many

companies pay out regularly to shareholders from earnings, send a clear, powerful message about

future prospects and performance. A company's willingness and ability to pay steady dividends

over time--and its power to increase them--provide good clues about its fundamentals.
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1.1. Dividends Signal Fundamentals

Before corporations were required by law to disclose financial information in the 1930s, a

company's ability to pay dividends was one of the few signs of its financial health.

Despite the Securities and Exchange Act of 1934 and the increased transparency it

brought to the industry, dividends still remain a worthwhile yardstick of a company's

prospects.

Typically, mature, profitable companies pay dividends. However, companies that do not

pay dividends are not necessarily without profits. If a company thinks that its own growth

opportunities are better than investment opportunities available to shareholders

elsewhere, the company should keep the profits and reinvest them into the business. For

these reasons, few "growth" companies pay dividends. But even mature companies, while

much of their profits may be distributed as dividends, still need to retain enough cash to

fund business activity and handle contingencies.

The progression of Microsoft through its life cycle demonstrates the relationship between

dividends and growth. When Bill Gate's brainchild was a high-flying growth company, it

paid no dividends, but reinvested all earnings to fuel further growth. Eventually, this 800-

pound software "gorilla" reached a point where it could no longer grow at the

unprecedented rate it had maintained for so long. So, instead of rewarding shareholders

through capital appreciation, the company began to use dividends and share buybacks as

a way of keeping investors interested. The plan was announced in July 2004, nearly 18

years after the company's IPO. The cash distribution plan put nearly $75 billion worth of

value into the pockets of investors through a new $0.08 quarterly dividend, a special $3

one-time dividend, and a $30 billion share buyback program spanning four years.
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1.2. The Dividend Yield

Many investors like to watch the dividend yield, which is calculated as the annual

dividend income per share divided by the current share price. The dividend yield

measures the amount of income received in proportion to the share price. If a company

has a low dividend yield compared to other companies in its sector, it can mean two

things:

o The share price is high because the market reckons the company has impressive prospects and

isn't overly worried about the company's dividend payments

o The company is in trouble and cannot afford to pay reasonable dividends. At the same time,

however, a high dividend yield can signal a sick company with a depressed share price.

1.3. Dividend Coverage Ratio

When you evaluate a company's dividend-paying practices, ask yourself if the company

can afford to pay the dividend. The ratio between a company's earnings and net dividend

paid to shareholders--known as dividend coverage--remains a well-used tool for

measuring whether earnings are sufficient to cover dividend obligations. The ratio is

calculated as earnings per share divided by the dividend per share. When coverage is

getting thin, odds are good that there will be a dividend cut, which can have a dire impact

on valuation. Investors can feel safe with a coverage ratio of 2 or 3. In practice, however,

the coverage ratio becomes a pressing indicator when coverage slips below about 1.5, at

which point prospects start to look risky. If the ratio is under 1, the company is using its

retained earnings from last year to pay this year's dividend.

At the same time, if the payout gets very high, say above 5, investors should ask whether

management is withholding excess earnings, not paying enough cash to shareholders.

Managers who raise their dividends are telling investors that the course of business over

the coming 12 months or more will be stable. For instance, when Kimberly Clark, the
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giant of personal care products, increased its dividend by 13% in the first quarter of 2003,

the company was telling investors that the punishing price war with Proctor & Gamble

was not a long-term problem. The signal was even stronger because KC said it intended

to increase its dividend further over the following five years.

1.4. The Dreaded Dividend Cut

If a company with a history of consistently rising dividend payments suddenly cuts its

payments, investors should treat this as a signal that trouble is looming. Texas Utilities,

for instance, once recognized for its consistent payouts, was among the highest-yielding

stocks available. Then in 2002, the company cut its quarterly dividend, and the stock

price plummeted by nearly a third in a single day.

While a history of steady or increasing dividends is certainly reassuring, investors need to

be wary of companies that rely on borrowings to finance those payments. Again, take the

utilities industry, which once attracted investors with reliable earnings and fat dividends.

As some of those companies were diverting cash into expansion opportunities while

trying to maintain dividend levels, they had to take on greater debt levels. Watch out for

companies with debt-to-equity ratios greater than 60%. Higher debt levels often lead to

pressure from Wall Street as well as debt-rating agencies. That, in turn, can hamper a

company's ability to pay its dividend.

1.5. Great Disciplinarian

Dividends bring more discipline to management's investment decision-making. Holding

onto profits might lead to excessive executive compensation, sloppy management, and

unproductive use of assets. Jarad Harford, professor of finance at University of Oregon,

finds that the more cash a company keeps, the more likely it will overpay for acquisitions

and, in turn, damage shareholder value. In fact, companies that pay dividends tend to be
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more efficient in their use of capital than similar companies that do not pay dividends.

Furthermore, companies that pay dividends are less likely to be cooking the books. Let's

face it, managers can be awfully creative when it comes to making earnings look good.

But with dividend obligations to meet twice a year, manipulation becomes that much

more challenging. Finally, dividends are public promises. Breaking them is both

embarrassing to management and damaging to share prices. To tarry over raising

dividends, never mind suspending them, is seen as a confession of failure.

1.6. A Way to Calculate Value

Dividends can give investors a sense of what a company is really worth. The dividend

discount model is a classic formula that explains the underlying value of a share, and it is

a staple of the capital asset pricing model which, in turn, is the basis of corporate finance

theory. According to the model, a share is worth the sum of all its prospective dividend

payments, 'discounted back' to their net present value. As dividends are a form of cash

flow to the investor, they are an important reflection of a company's value. It is important

to note also that stocks with dividends are less likely to reach unsustainable values.

Investors have long known that dividends put a ceiling on market declines.

2. Earnings and Dividends Policies

The size and frequency of dividend payments are critical issues in company policy. Dividend

policy affects the financial structure, the flow of funds, corporate liquidity, stock prices, and the

morale of stockholders. Some stockholders prefer receiving maximum current returns on their

investment, while others prefer reinvestment of earnings so that the company's capital will

increase. If earnings are paid out as dividends, however, they cannot be used for company

expansion (which thereby diminishes the company's long-term prospects). Many companies have

opted to pay no regular dividend to shareholders, choosing instead to pursue strategies that

increase the value of the stock. Companies tend to reinvest their earnings more when there are

chances for profitable expansion. Thus, at times when profits are high, the amounts reinvested
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are greater and dividends are smaller. For similar reasons, reinvestment is likely to decrease

when profits decline, and dividends are likely to increase.

Companies having relatively stable earnings over a period of years tend to pay high dividends.

Well-established large firms are likely to pay higher-than-average dividends because they have

better access to capital markets and are not as likely to depend on internal financing. A firm with

a strong cash or liquidity position is also likely to pay higher dividends. A firm with heavy

indebtedness, however, has implicitly committed itself to paying relatively low dividends;

earnings must be retained to service the debt. There can be advantages to this approach. If, for

example, the directors of a company are concerned with maintaining control of it, they may

retain earnings so that they can finance expansion without having to issue stock to outside

investors. Some companies favour a stable dividend policy rather than allowing dividends to

fluctuate with earnings; the dividend rate will then be lower when profits are high and higher

when profits are temporarily in decline. Companies whose stock is closely held by a few high-

income stockholders are likely to pay lower dividends in order to lower the stockholders'

individual income taxes.

In Europe, until recently, company financing tended to rely heavily on internal sources. This was

because many companies were owned by families and also because a highly developed capital

market was lacking. In the less-developed countries today, firms rely heavily on internal

financing, but they also tend to make more use of short-term bank loans, microcredit, and other

forms of short-term financing than is typical in other countries

Instructions

In Section 4 of this course you will cover these topics:
Investment Management
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Portfolio Performance Evaluation

Types Of Fixed-Income Securities

Fundamentals Of Bond Valuation

Bond Analysis

You may take as much time as you want to complete the topic coverd in section 4.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later

: Investment Management

Topic Objective:

At the end of this topic the student would be able to:

 Define Investment Management

 Understand the industry scope for investment management

 Understand the three Ps of investment management

 Learn about investment managers and portfolio structures

Definition/Overview:

Investment Management: Investment Management is the professional management of various

securities (shares, bonds etc) assets (e.g. real estate), to meet specified investment goals for the

benefit of the investors. Investors may be institutions (insurance companies, pension funds,

corporations etc.) or private investors (both directly via investment contracts and more

commonly via collective investment schemes e.g. mutual funds).
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The term asset management is often used to refer to the investment management of collective

investments, whilst the more generic fund management may refer to all forms of institutional

investment as well as investment management for private investors. Investment managers who

specialize in advisory or discretionary management on behalf of (normally wealthy) private

investors may often refer to their services as wealth management or portfolio management often

within the context of so-called "private banking".

The provision of investment management services includes elements of financial analysis, asset

selection, stock selection, plan implementation and ongoing monitoring of investments.

Investment management is a large and important global industry in its own right responsible for

caretaking of trillions of dollars, euro, pounds and yen. Coming under the remit of financial

services many of the world's largest companies are at least in part investment managers and

employ millions of staff and create billions in revenue.

Key Points:

1. Industry Scope

The business of investment management has several facets, including the employment of

professional fund managers, research (of individual assets and asset classes), dealing, settlement,

marketing, internal auditing, and the preparation of reports for clients. The largest financial fund

managers are firms that exhibit all the complexity their size demands. Apart from the people who

bring in the money (marketers) and the people who direct investment (the fund managers), there

are compliance staff (to ensure accord with legislative and regulatory constraints), internal

auditors of various kinds (to examine internal systems and controls), financial controllers (to

account for the institutions' own money and costs), computer experts, and "back office"

employees (to track and record transactions and fund valuations for up to thousands of clients per

institution).
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1.1. Key problems of running such businesses

Key problems include:

o Revenue is directly linked to market valuations, so a major fall in asset prices causes a

precipitous decline in revenues relative to costs

o Above-average fund performance is difficult to sustain, and clients may not be patient during

times of poor performance

o Successful fund managers are expensive and may be headhunted by competitors

o Above-average fund performance appears to be dependent on the unique skills of the fund

manager; however, clients are loath to stake their investments on the ability of a firm

o Individuals- they would rather see firm-wide success, attributable to a single philosophy and

internal discipline

o Analysts who generate above-average returns often become sufficiently wealthy that they avoid

corporate employment in favor of managing their personal portfolios.

The most successful investment firms in the world have probably been those that have

been separated physically and psychologically from banks and insurance companies. That

is, the best performance and also the most dynamic business strategies (in this field) have

generally come from independent investment management firms.

1.2. Representing the owners of shares

Institutions often control huge shareholdings. In most cases they are acting as fiduciary

agents rather than principals (direct owners). The owners of shares theoretically have

great power to alter the companies they own via the voting rights the shares carry and the

consequent ability to pressure managements, and if necessary out-vote them at annual

and other meetings.

In practice, the ultimate owners of shares often do not exercise the power they

collectively hold (because the owners are many, each with small holdings); financial

institutions (as agents) sometimes do. There is a general belief that shareholders - in this

case, the institutions acting as agentscould and should exercise more active influence
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over the companies in which they hold shares (e.g., to hold managers to account, to

ensure Boards effective functioning). Such action would add a pressure group to those

(the regulators and the Board) overseeing management.

The price signals generated by large active managers holding or not holding the stock

may contribute to management change. For example, this is the case when a large active

manager sells his position in a company, leading to (possibly) a decline in the stock price,

but more importantly a loss of confidence by the markets in the management of the

company, thus precipitating changes in the management team.

Some institutions have been more vocal and active in pursuing such matters; for instance,

some firms believe that there are investment advantages to accumulating substantial

minority shareholdings (i.e. 10% or more) and putting pressure on management to

implement significant changes in the business. In some cases, institutions with minority

holdings work together to force management change. Perhaps more frequent is the

sustained pressure that large institutions bring to bear on management teams through

persuasive discourse and PR. On the other hand, some of the largest investment

managerssuch as Barclays Global Investors and Vanguardadvocate simply owning every

company, reducing the incentive to influence management teams. A reason for this last

strategy is that the investment manager prefers a closer, more open and honest

relationship with a company's management team than would exist if they exercised

control; allowing them to make a better investment decision.

The national context in which shareholder representation considerations are set is

variable and important. The USA is a litigious society and shareholders use the law as a

lever to pressure management teams. In Japan it is traditional for shareholders to be low

in the 'pecking order,' which often allows management and labor to ignore the rights of

the ultimate owners. Whereas US firms generally cater to shareholders, Japanese

businesses generally exhibit a stakeholder mentality, in which they seek consensus

amongst all interested parties (against a background of strong unions and labour

legislation).
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2. Size of the global fund management industry

Assets of the global fund management industry increased for the fourth year running in 2007 to

reach a record $74.3 trillion. This was up 14% on the previous year and double from five years

earlier. Growth during the past three years has been due to an increase in capital inflows and

strong performance of equity markets. Pension assets totalled $28.2 trillion in 2007, with a

further $26.2 trillion invested in mutual funds and $19.9 trillion in insurance funds. Together

with alternative assets, such as those of sovereign wealth funds, hedge funds, private equity

funds and funds of wealthy individuals, assets of the global fund management indsury probably

totalled around $110 trillion at the end of 2007. The US was by far the largest source of funds

under management in 2007 with nearly a half of the world total. It was followed by the UK with

9% and Japan with 6%. The Asia-Pacific region has shown the strongest growth in recent years.

Countries such as China and India offer huge potential and many companies are showing an

increased focus in this region.

3. Philosophy, process and people

The 3-P's (Philosophy, Process and People) are often used to describe the reasons why the

manager is able to produce above average results.

 Philosophy: Philosophy refers to the over-arching beliefs of the investment organization. For

example: (i) Does the manager buy growth or value shares (and why)? (ii) Does he believe in

market timing (and on what evidence)? (iii) Does he rely on external research or does he employ

a team of researchers? It is helpful if any and all of such fundamental beliefs are supported by

proof-statements.

 Process: Process refers to the way in which the overall philosophy is implemented. For example:

(i) Which universe of assets is explored before particular assets are chosen as suitable

investments? (ii) How does the manager decide what to buy and when? (iii) How does the

manager decide what to sell and when? (iv) Who takes the decisions and are they taken by

committee? (v) What controls are in place to ensure that a rogue fund (one very different from

others and from what is intended) cannot arise?
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 People: People refers to the staff, especially the fund managers. The questions are, Who are

they? How are they selected? How old are they? Who reports to whom? How deep is the team

(and do all the members understand the philosophy and process they are supposed to be using)?

And most important of all, How long has the team been working together? This last question is

vital because whatever performance record was presented at the outset of the relationship with

the client may or may not relate to (have been produced by) a team that is still in place. If the

team has changed greatly (high staff turnover or changes to the team), then arguably the

performance record is completely unrelated to the existing team (of fund managers).

4. Investment managers and portfolio structures

At the heart of the investment management industry are the managers who invest and divest

client investments.

A certified company investment advisor should conduct an assessment of each client's individual

needs and risk profile. The advisor then recommends appropriate investments.

4.1. Asset allocation

The different asset classes are stocks, bonds, real-estate and commodities. The exercise of

allocating funds among these assets (and among individual securities within each asset

class) is what investment management firms are paid for. Asset classes exhibit different

market dynamics, and different interaction effects; thus, the allocation of monies among

asset classes will have a significant effect on the performance of the fund. Some research

suggests that allocation among asset classes has more predictive power than the choice of

individual holdings in determining portfolio return. Arguably, the skill of a successful

investment manager resides in constructing the asset allocation, and separately the

individual holdings, so as to outperform certain benchmarks (e.g., the peer group of

competing funds, bond and stock indices).

4.2. Long-term returns

It is important to look at the evidence on the long-term returns to different assets, and to

holding period returns (the returns that accrue on average over different lengths of

investment). For example, over very long holding periods (eg. 10+ years) in most
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countries, equities have generated higher returns than bonds, and bonds have generated

higher returns than cash. According to financial theory, this is because equities are riskier

(more volatile) than bonds which are themselves more risky than cash.

4.3. Diversification

Against the background of the asset allocation, fund managers consider the degree of

diversification that makes sense for a given client (given its risk preferences) and

construct a list of planned holdings accordingly. The list will indicate what percentage of

the fund should be invested in each particular stock or bond. The theory of portfolio

diversification was originated by Markowitz and effective diversification requires

management of the correlation between the asset returns and the liability returns, issues

internal to the portfolio (individual holdings volatility), and cross-correlations between

the returns.

5. Investment styles

There are a range of different styles of fund management that the institution can implement. For

example, growth, value, market neutral, small capitalisation, indexed, etc. Each of these

approaches has its distinctive features, adherents and, in any particular financial environment,

distinctive risk characteristics. For example, there is evidence that growth styles (buying rapidly

growing earnings) are especially effective when the companies able to generate such growth are

scarce; conversely, when such growth is plentiful, then there is evidence that value styles tend to

outperform the indices particularly successfully.

: Portfolio Performance Evaluation

Topic Objective:

At the end of this topic the student would be able to:

 Define portfolio performance evaluation

 Understand the concept of portfolio performance evaluation
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 Learn about the Factors that affect the use of Performance Measures

Definition/Overview:

Portfolio Performance Evaluation is a set of techniques that performance analysts use to

explain why a portfolio's performance differed from the benchmark. This difference between the

portfolio return and the benchmark return is known as the active return. The active return is the

component of a portfolio's performance that arises from the fact that the portfolio is actively

managed.

Key Points:

1. Portfolio Performance Evaluation

Fund performance is the acid test of fund management, and in the institutional context accurate

measurement is a necessity. For that purpose, institutions measure the performance of each fund

(and usually for internal purposes components of each fund) under their management, and

performance is also measured by external firms that specialize in performance measurement. The

leading performance measurement firms (e.g. Frank Russell in the USA) compile aggregate

industry data, e.g., showing how funds in general performed against given indices and peer

groups over various time periods.

In a typical case (let us say an equity fund), then the calculation would be made (as far as the

client is concerned) every quarter and would show a percentage change compared with the prior

quarter (e.g., +4.6% total return in US dollars). This figure would be compared with other similar

funds managed within the institution (for purposes of monitoring internal controls), with

performance data for peer group funds, and with relevant indices (where available) or tailor-

made performance benchmarks where appropriate. The specialist performance measurement
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firms calculate quartile and decile data and close attention would be paid to the (percentile)

ranking of any fund.

Generally speaking, it is probably appropriate for an investment firm to persuade its clients to

assess performance over longer periods (e.g., 3 to 5 years) to smooth out very short term

fluctuations in performance and the influence of the business cycle. This can be difficult

however and, industry wide, there is a serious preoccupation with short-term numbers and the

effect on the relationship with clients (and resultant business risks for the institutions).

An enduring problem is whether to measure before-tax or after-tax performance. After-tax

measurement represents the benefit to the investor, but investors' tax positions may vary. Before-

tax measurement can be misleading, especially in regimens that tax realised capital gains (and

not unrealised). It is thus possible that successful active managers (measured before tax) may

produce miserable after-tax results. One possible solution is to report the after-tax position of

some standard taxpayer.

1.1. Absolute versus relative performance

In the USA and the UK, two of the world's most sophisticated fund management markets,

the tradition is for institutions to manage client money relative to benchmarks. For

example, an institution believes it has done well if it has generated a return of 5% when

the average manager (usually culled from amongst its peer class) generates a 4% return.

1.2. Risk-adjusted performance measurement

Performance measurement should not be reduced to the evaluation of fund returns alone,

but must also integrate other fund elements that would be of interest to investors, such as

the measure of risk taken. Several other aspects are also part of performance
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measurement: evaluating if managers have succeeded in reaching their objective, i.e. if

their return was sufficiently high to reward the risks taken; how they compare to their

peers; and finally whether the portfolio management results were due to luck or the

managers skill. The need to answer all these questions has led to the development of

more sophisticated performance measures, many of which originate in modern portfolio

theory.

Modern portfolio theory established the quantitative link that exists between portfolio

risk and return. The Capital Asset Pricing Model (CAPM) developed by Sharpe (1964)

highlighted the notion of rewarding risk and produced the first performance indicators, be

they risk-adjusted ratios (Sharpe ratio, information ratio) or differential returns compared

to benchmarks (alphas). The Sharpe ratio is the simplest and best known performance

measure. It measures the return of a portfolio in excess of the risk-free rate, compared to

the total risk of the portfolio. This measure is said to be absolute, as it does not refer to

any benchmark, avoiding drawbacks related to a poor choice of benchmark. Meanwhile,

it does not allow the separation of the performance of the market in which the portfolio is

invested from that of the manager. The information ratio is a more general form of the

Sharpe ratio in which the risk-free asset is replaced by a benchmark portfolio. This

measure is relative, as it evaluates portfolio performance in reference to a benchmark,

making the result strongly dependent on this benchmark choice.

Portfolio alpha is obtained by measuring the difference between the return of the

portfolio and that of a benchmark portfolio. This measure appears to be the only reliable

performance measure to evaluate active management. In fact, we have to distinguish

between normal returns, provided by the fair reward for portfolio exposure to different

risks, and obtained through passive management, from abnormal performance (or

outperformance) due to the managers skill, whether through market timing or stock

picking. The first component is related to allocation and style investment choices, which

may not be under the sole control of the manager, and depends on the economic context,
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while the second component is an evaluation of the success of the managers decisions.

Only the latter, measured by alpha, allows the evaluation of the managers true

performance.

Portfolio normal return may be evaluated using factor models. The first model, proposed

by Jensen (1968), relies on the CAPM and explains portfolio normal returns with the

market index as the only factor. It quickly becomes clear, however, that one factor is not

enough to explain the returns and that other factors have to be considered. Multi-factor

models were developed as an alternative to the CAPM, allowing a better description of

portfolio risks and an accurate evaluation of managers performance. Researchers have

highlighted two important factors that characterise a company's risk in addition to market

risk. These factors are the book-to-market ratio and the company's size as measured by its

market capitalization. Fama and French therefore proposed a three-factor model to

describe portfolio normal returns. Carhart (1997) proposed to add momentum as a fourth

factor to allow the persistence of the returns to be taken into account. Also of interest for

performance measurement is Sharpes (1992) style analysis model, in which factors are

style indices. This model allows a custom benchmark for each portfolio to be developed,

using the linear combination of style indices that best replicate portfolio style allocation,

and leads to an accurate evaluation of portfolio alpha.

2. Factors that Affect Use of Performance Measures

One needs to judge a portfolio manager over a period of time, not just over one quarter or even

one year. You need to examine the manager's performance during both rising and falling

markets. There are also other problems associated with these measures:
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2.1. Measurement Problems:

All of these measures are based on the CAPM. Thus, we need a real world proxy for the

theoretical market portfolio. Analysts typically use the S&P500 Index as the proxy;

however, it does not constitute a true market portfolio. It only includes common stocks

trading on the NYSE. One can use the market portfolio to calculate the betas for the

portfolios. It has been argued by researchers that if the proxy used for the market

portfolio is inefficient, the betas calculated will be inappropriate. The true SML may

actually have a higher (or lower) slope. Thus, if we plot a security that lies above the

SML it could actually plot below the "true" SML.

2.2. Global Investing:

Incorporating global investments (with their lower coefficients of correlation) will surely

move the efficient frontier to the left, thus providing diversification benefits. It may also

shift the efficient frontier upward (increasing returns).

: Types Of Fixed-Income Securities

Topic Objective:

At the end of this topic the student would be able to:

 Define the term Fixed-Income Securities

 Understand the concept of Fixed-Income Securities

Definition/Overview:

Fixed-Income Securities: An investment that provides a return in the form of fixed periodic

payments and the eventual return of principal at maturity. Unlike a variable-income security,
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where payments change based on some underlying measure such as short-term interest rates, the

payments of a fixed-income security are known in advance.

Key Points:

1. Fixed-Income Securities

Fixed-income securities can be contrasted with variable return securities such as stocks. To

understand the difference between stocks and bonds, you have to understand a company's

motivation. A company wants to raise money, and it doesn't want to wait until it has earned

enough through ongoing operations (selling products or providing services). In order for a

company to grow as a business, it often must raise money; to finance an acquisition, buy

equipment or land or invest in new product development. Investors will only give money to the

company if they believe that they will be given something in return commensurate with the risk

profile of the company. The company can either pledge a part of itself, by giving equity in the

company (stock), or the company can give a promise to pay regular interest and repay principal

on the loan (bond or bank loan) or (preferred stock). While a bond is simply a promise to pay

interest on borrowed money, there is some important terminology used by the fixed-income

industry:

 The issuer is the entity (company or govt.) who borrows an amount of money (issuing the bond)

and pays the interest.

 The principal (of a bond) is the amount that the issuer borrows.

 The coupon (of a bond) is the interest that the issuer must pay.

 The maturity is the end of the bond, the date that the issuer must return the principal.

 The issue is another term for the bond itself.

 The indenture is the contract that states all of the terms of the bond.
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People who invest in fixed-income securities are typically looking for a constant and secure

return on their investment. For example, a retired person might like to receive a regular

dependable payment to live on, but not consume principal. This person can buy a bond with their

money, and use the coupon payment (the interest) as that regular dependable payment. When the

bond matures or is refinanced, the person will have their money returned to them.

Interest rates change over time, based on a variety of factors, particularly rates set by the Federal

Reserve. For example, if a company wants to raise $1 million and not a lot of people in the

market have free cash to lend, the company will have to offer a high rate of interest (coupon) to

get people to buy their bond. If there are a lot of people in the market trying to get a return on

their money, the company can offer a lower coupon.

To complicate matters further, fixed income securities are actually traded on the open market,

just like stocks. To understand this, first realize that bonds are usually created in round face

values, for example $100,000. If the current yield (interest rate) of newly issued similar bonds is

6% per year, and you are buying a bond with a coupon rate below 6%, then you can get the bond

at a discount (below face value of $100,000), which brings the rate of return on that bond to 6%.

Similarly, if the coupon rate of the bond you are buying is greater than 6% you will have to pay a

premium for the bond to bring the rate of return down to 6%.

There are also index-linked, fixed-income securities. The most common and an example of the

highest rated variety of this kind could include Treasury Inflation Protected Securities (TIPS).

This type of fixed income is adjusted to the Consumer Price Index for all urban consumers (CPI-

U), and then a real yield is applied to the adjusted principal. This means that the US Treasury

issues fixed income that is backed by the full faith and credit of the US government to

outperform the CPI (e.g. to outperform the inflation rate). This allows investors of all sizes to not

lose the purchasing power of their money due to inflation, which can be very uncertain at times.

For example, assuming 3.88% inflation over the course of 1 year (just about the 56 year average
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inflation rate, through most of 2006), and a real yield of 2.61% (the fixed US Treasury real yield

on October 19, 2006, for a 5 yr TIPS), the adjusted principal of the fixed income would rise from

100 to 103.88 and then the real yield would be applied to the adjusted principal, meaning 103.88

x 1.0261, which equals 106.5913; giving a total return of 6.5913%. TIPS moderately outperform

conventional US Treasuries, which yield just 5.05% for a 1 yr bill on October 19, 2006. By

investing in such fixed income, index linked fixed income securities; consumers can exceed the

pace of inflation, and gain value in real terms

: Fundamentals Of Bond Valuation

Topic Objective:

At the end of this topic the student would be able to:

 Define bond valuation

 Learn about the general relationships in bond valuation

 Learn about bond pricing

Definition/Overview:

Bond valuation is the process of determining the fair price of a bond. As with any security or

capital investment, the fair value of a bond is the present value of the stream of cash flows it is

expected to generate. Hence, the price or value of a bond is determined by discounting the bond's

expected cash flows to the present using the appropriate discount rate.
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Key Points:

1. General relationships

1.1. The present value relationship

The fair price of a straight bond is determined by discounting the expected cash flows:

o Cash flows: The periodic coupon payments C, each of which is made n times (n is usually 2)

every year. The par or face value F, which is payable at maturity of the bond after T years.(NB

final year payments will include the par value plus the coupon payments for the year). In some of

the bonds, their Maturity Redemption Price might be more than par value, in this case the F is

actually the Redemption Price.

o Discount rate: The required (annually compounded) yield or rate of return r

▪ r is the market interest rate for bonds with similar terms and risk ratings

▪ m is the number of coupons to be paid over the remaining lifetime of the

bond, i.e. n times T. (It is assumed that the previous coupon has just been

paid.)

▪ u is (1+r)^(1/n) ie an interest accumulation factor over one coupon

period

Because the price is the present value of the cash flows, there is an inverse relationship

between price and discount rate: the higher the discount rate the lower the value of the bond

1.2. Coupon yield

The coupon yield is simply the coupon payment (C) as a percentage of the face value (F).

o Coupon yield = C / F

o Coupon yield is also called nominal yield.

1.3. Current yield

o The current yield is simply the coupon payment (C) as a percentage of the bond price (P).

o Current yield = C / P0.
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1.4. Yield to Maturity

The yield to maturity (YTM) is the discount rate which returns the market price of the

bond. It is thus the internal rate of return of an investment in the bond made at the

observed price. YTM can also be used to price a bond, where it is used as the required

return on the bond. In other words, it is identical to r in the above equation.To achieve a

return equal to YTM, the bond owner must:

o buy the bond at price P0,

o hold the bond until maturity, and

o redeem the bond at par.

The concept of current yield is closely related to other bond concepts, including yield to

maturity, and coupon yield. The relationship between yield to maturity and coupon rate is

as follows:

▪ When a bond sells at a discount, YTM > current yield > coupon yield.

▪ When a bond sells at a premium, coupon yield > current yield > YTM.

▪ When a bond sells at par, YTM = current yield = coupon yield amt

2. Bond Pricing

2.1. Relative price approach

Here the bond will be priced relative to a benchmark, usually a government security. The

yield to maturity on the bond is determined based on the bond's rating relative to a

government security with similar maturity or duration. The better the quality of the bond,

the smaller the spread between its required return and the YTM of the benchmark. This

required return is then used to discount the bond cash flows as above to obtain the price.

2.2. Arbitrage-free pricing approach

In this approach, the bond price will reflect its arbitrage-free price (arbitrage=practice of

taking advantage of a state of imbalance between two or more markets). Here, each cash
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flow is priced separately and is discounted at the same rate as the corresponding

government issue Zero coupon bond. (Some multiple of the bond (or the security) will

produce an identical cash flow to the government security (or the bond in question).)

Since each bond cash flow is known with certainty, the bond price today must be equal to

the sum of each of its cash flows discounted at the corresponding risk free rate - i.e. the

corresponding government security

: Bond Analysis

Topic Objective:

At the end of this topic the student would be able to:

 Define the term bond

 Learn about cash-flow analysis of bonds

Definition/Overview:

Bond: In finance, a bond is a debt security, in which the authorized issuer owes the holders a

debt and is obliged to repay the principal and interest (the coupon) at a later date, termed

maturity. A bond is simply a loan in the form of a security with different terminology: The issuer

is equivalent to the lender, the bond holder to the borrower, and the coupon to the interest.

Bonds enable the issuer to finance long-term investments with external funds. Note that

certificates of deposit (CDs) or commercial paper are considered to be money market

instruments and not bonds.

Bond Analysis: A strategy in which a bond portfolio manager attempts to buy bonds based on

their intrinsic value. Using this strategy, the bond portfolio manager compares the different

characteristics of bonds, such as whether they have a deferred call feature, a sinking fund, or

other factors that would affect their yield and price. When those characteristics are compared,

some bonds will be better values than other bonds.
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Key Points:

1. Cash-Flow Analysis of Bonds

Mathematical details of bond cash-flow can become extremely complicated, but it is possible to

describe some of the main concepts & terminology underlying these calculations in somewhat

simple terms. To assist this process, many complexities are sometimes ignored, such as the use

of a 360-day year in calculating accrued interest on corporate and municipal bonds sold between

coupon dates (an approximation not used when calculating accrued interest on US Treasury

notes & bonds). Sometime the fact that bond interest is paid semi-annually is ignored as a

calculation simplification.

The interest rate y is called yield-to-maturity (YTM, also called internal rate of return). There is

no simple algebraic formula to solve for yield-to-maturity in the above formula -- solution must

be either by trial-and-error or by an iterative program. In this case y can be shown to be 0.0889

(8.89%). Note that this YTM is distinct from the nominal yield of 8% and distinct from the

current yield of $80/$977.31 = 0.819 (8.19%). Note also that the only way the $80 coupons can

be discounted if bond price is equal to present value is if the $80 coupons are reinvested at

interest rate y upon each payment and held until the maturity date.

Unlike nominal yield, the current yield and yield-to-maturity includes capital gain or loss.

Current yield accounts for the effect of capital gain/loss on coupon interest. Yield-to-maturity

reflects capital gain/loss on both coupon & principal. Nominal & current yield only give the

return on a bond in a given year prior to maturity, whereas yield-to-maturity gives the full

annualized return one receives by buying a bond, holding that bond, reinvesting the coupons at

the same rate of interest and redeeming that bond at maturity. In the bond market yield typically

means yield-to-maturity. For a callable bond, yield-to-call is used rather than yield-to-maturity.
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For a present value (selling price) equal to the $1,000 face-value the value of y will be 0.08

(8%), ie, nominal yield, current yield and yield-to-maturity are all the same. This will be true

whenever selling price equals face value (no capital gain or loss). Yield-to-maturity does not

determine bond price, the reverse is true. Yield-to-maturity is a conceptual tool -- it is the most

common means of comparing the relative values of bonds. Bond prices are determined by a

series of different expected forward rates, not a single yield for all future time periods. Bond

prices also are determined by supply & demand -- and subjective values. Yield-to-maturity can

be used to, for example, illustrate the effects of interest rate changes on bond price.

A decrease in bond price is associated with an increased yield-to-maturity and the converse is

also true. The following table illustrates the effects of a one and two percent increase/decrease

from 8% yield-to-maturity (YTM) on bond price for 3-year, 10-year and 30-year bonds having

face value of $1,000 and coupon of $80: A standard approximation of the sensitivity of bond

price to a change in interest rates is called duration. In the example shown in the table, a 1%

change in the YTM of a 3-year note from 8% to either 7% or 9% is about $25 or a 2.5% change.

Thus, the duration of the 3 year bond is 2.5. For the 30-year bond a 1% change in YTM results in

a change of about 12.4%, a 12.4 duration. An exact determination of sensitivity of bond price to

interest rate change requires the use of calculus to determine second derivative to give convexity.

In most cases the correction provided by convexity is very small and duration is an adequate

measure of bond price volatility in response to interest rate changes.

Bonds with a higher coupon rate have a lower duration and bonds with a low coupon rate have a

higher duration. When the coupon rate is zero (a zero-coupon bond), the duration is equal to the

term-to-maturity. Speculators who want to trade in interest-rate-sensitive bonds prefer high

duration, whereas investors who are averse to interest rate change risk (and who are not certain

of holding bonds until the maturity date) prefer bonds with low duration. Duration does not,
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however, capture the volatility associated with credit rating or possible credit rating changes.

Bonds with low credit rating are more volatile.

Investors normally will demand a higher interest rate for a given amount of money invested for a

longer period of time to compensate for greater risk & deprivation, even without an expected

interest-rate increase. For example, yield-to-maturity might be 7% for a 1-year debt instrument

and 8% for a 2-year debt instrument. A plot of yield-to-maturities against time-to-maturities

(normally 3-months to 30 years) is called a yield curve. Yield curves are usually drawn for US

Treasuries because these are the most standardized debt instruments and because they are

regarded as giving risk-free returns

In Section 5 of this course you will cover these topics:
Bond Portfolio Management

Investment Companies

Options

Futures

International Investing

You may take as much time as you want to complete the topic coverd in section 5.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later

: Bond Portfolio Management

Topic Objective:

At the end of this topic the student would be able to:

 Learn about bond management strategies
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 Understand passive, active, and matched-funding techniques of bond management

Definition/Overview:

Bond Management: Bonds and stocks are both securities, but the major difference between the

two is that stock-holders are the owners of the company (i.e., they have an equity stake), whereas

bond-holders are lenders to the issuing company. Another difference is that bonds usually have a

defined term, or maturity, after which the bond is redeemed, whereas stocks may be outstanding

indefinitely. An exception is a consol bond, which is a perpetuity (i.e., bond with no maturity).

Key Points:

1. Overview of Bond Management

Stock market investors will choose a particular risk level on the SML and invest at this point,

choosing only those securities that lie on the SML (or above it). Stock investors have different

levels of risk/return requirements Bond investors will do the same thing. A young, aggressive

bond investor may choose a high risk bond & is willing to risk his principal investment. A retiree

may not be willing to take a risky bond investment and may, instead invest in conservative

bonds. Individual investors choose to invest in bonds. Also, pension plans, banks, insurance

companies and other institutions invest in bonds. At any rate, all investors are interested in a

bond investment strategy. There are three major types of strategies:

 Passive portfolio management strategies

 Active portfolio management strategies

 Matched-funding Techniques

In the 1950s the bond market was considered a safe, conservative investment. At that time a buy-

and-hold strategy was sufficient. However, times changed, in the 1960s inflation increased, and

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

124
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



interest rates became more volatile. Thus, with more volatile interest rates, there was a great

amount of profit potential with bonds. Also, in the 1970s the Macauley duration measure was re-

discovered. Not all investors viewed the rise in interest rate volatility as a good thing. The

pension fund and insurance companies that invest in bond found their job much more difficult.

Thus, strategies based on duration were developed to aid pension fund managers to match their

liabilities with properly constructed bond portfolios.

1.1. Passive Bond Portfolio Strategies

There are two major passive strategies:

1.1.1. Buy-and-hold Strategy

This strategy simply involves buying a bond and holding it until maturity. Bond

investors would examine such factors as quality ratings, coupon levels, terms to

maturity, call features and sinking funds. These investors do not trade actively to

earn returns, rather they look for bonds with maturities or durations that match

their investment horizon. There is also a modified buy-and-hold strategy in which

investors buy bonds with the intention of holding them until maturity, but they

still actively look for opportunities to trade into more desirable positions.

[However, if you modify this too much it turns into an active strategy. While the

buy-and-hold strategy is a passive strategy, it still involves a great deal of work.

Agency issues typically provide high quality bonds at a higher return than

Treasury securities, callability affects the attractiveness of an issue, etc. Plus, you

may want to develop a portfolio in which coupon payments are structured (and

principal repayments).

1.1.1.1. Techniques, Vehicles and Costs: Only default-free or very high

quality securities should be held. Also, those securities that are callable by

firm (allows the issuer to buy back the bond at a particular price and time)

or putable by holder (allows bondholder to sell the bond to issuer at a

specified price and time) will introduce alterations in the firm's cash flows,

and probably should not be included in the buy-and-hold strategy. Also,
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those investors seeking to lock in a rate of return may choose a zero-

coupon bond--good strategy for college tuition or retirement. The buy-

and-hold strategy minimizes transaction costs and, if implemented

astutely, can be highly productive. For example, if interest rates are

currently high and are expected to remain so for an extended period of

time, the buy-and-hold strategy will do well.

1.1.2. Indexing

Indexing involves attempting to build a portfolio that will match the performance

of a selected bond portfolio index, such as the Shearson Lehman Hutton

Government/Corporate Bond Index, Merrill Lynch Index, etc. This portfolio

manager is judged on his ability to track the index.

1.1.2.1. Techniques, Vehicles and Costs: The fixed income market is

broader (in terms of security types) than the equity market. Also, even

though the Shearson Lehman Hutton Corporate Bond Index has over

4,000 securities, it only represents high quality corporate bond issues.

Thus, a compromise must be made when selected among different

indexes. Also, the strategy of buying every bond in a market index

according to its weight in the index is not a practical one. However, a

relevant subset is possible. We may choose to emulate a narrower bond

index.

1.1.2.2. Alternative Vehicles: We may choose to randomly select bonds

from the universe of bonds, or, we may choose the stratified approach

(segmenting the index into components from which individual securities

are chosen). When choosing the indexing option, bond portfolio

management cannot be considered entirely passive. Also, there will be

transaction costs associated with (1) purchasing the issues used to

construct the index; and (2) reinvesting cash payments from coupon and

principal repayments; and (3) rebalancing of portfolio if the composition
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of your target index changes. Whereas full replication of the target index

would work best, this is impractical. If you choose the stratified method,

your performance will probably not mirror your target index.

How many securities should you have in your portfolio if you use the

random sampling approach? McEnally and Boardman (1979) have found

that, once an index is selected, close replication is possible with perhaps

40 bonds (for the long term).

1.1.2.3. Stratified Approach: Consists of analyzing the index to

determine various stratification levels (what portion of securities that

make up index are Treasury, Aaa Industrial, Baa Financial, of X years to

maturity, of X% coupon rate, etc.). The next step is to select the securities

for your portfolio. Typically, at selection and at the rebalancing period

(usually once a month) one security is chosen from each category (there

could be 40 categories). There's no requirement as to which security is

selected from each class.

1.2. Active Management Strategies

These strategies require major adjustments to portfolios, trading to take advantage of

interest rate fluctuations, etc. There are five major active bond portfolio management

strategies. In each strategy, the manager hops to outperform the buy-and-hold policy by

using acumen, skill, etc.

1.2.1. Interest Rate Anticipation

This is the riskiest strategy because the investor must act on uncertain forecasts of

future interest rates. The strategy is designed to preserve capital (lose as little as

possible) when interest rates rise (and bond prices drop) and to receive as much

capital appreciation as possible when interest rates drop (and bond prices rise).

These objectives can be obtained by altering the maturity or duration of their

portfolios. Longer maturity, or longer duration, portfolios will benefit the most

from an interest rate decrease and vice versa. Thus, if a manager expects an
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increase in interest rates, they would structure portfolio to have the lowest

possible duration. The problem faced with this type of strategy is the risk of mis-

estimating interest rate movements. It is difficult (EXTREMELY) to predict (with

accuracy) interest rate movements. However, if this is your strategy, one should

be concerned with:

▪ Direction of the change in interest rates

▪ The magnitude of the change across maturities, and

▪ The timing of the change.

▪ Scenario Analysis: Say, "what if" interest rates rise/fall by this much

over the next month/year/etc. Analyze the individual bonds within your

portfolio under each scenario and see how the returns are affected under

each scenario. The scenario analysis leads us to further analysis.

▪ Relative Return Value Analysis: We can calculate the overall expected

return for each bond in our scenario (expected return under each interest

rate scenario weighted by the probability of that scenario occurring) and

the current duration of each bond in our portfolio and graph the

relationship. Those bonds falling above a regression line (showing the

general relationship) would be doing ok!

▪ Strategic Frontier Analysis: We can graph the bonds in our portfolio with

the best case scenario (an interest rate decrease) on the vertical axis and

the worst case scenario on the horizontal axis, as shown below:

Those securities which fall into Quadrant I represent aggressive securities--if the

best case happens, they will do well; however if the worst case happens they will

be the worst performers. Those securities falling into Quadrant II are superior

securities--they will perform well regardless of which scenario occurs. Quadrant
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III represents defensive securities--they will do well under the worst case

scenario, but perform poorly if the best case occurs. Quadrant IV securities are

inferior as they will perform poorly regardless of the scenario. You should sell

securities falling into Quadrant IV. Normally a few securities would fall into

Quadrants II and IV, with most falling into Quadrants I and III.

1.3. Matched-Funding Techniques

The matched-funding techniques incorporates the passive buy-and-hold strategy and

active management strategies. The manager tries to match specific liability obligations

due at specific times to a portfolio of bonds in a way that minimizes the portfolio's

exposure to interest rate risk (the uncertainty of returns due to possible changes in interest

rates over time). These techniques are meant to avoid or offset risk, and they typically

require constant monitoring and many transactions to achieve the intended goal.

Many of these techniques were developed in the 1980s (due to highly volatile interest

rates) for pension funds (known obligations), individual retirement planning, college

education, etc. These investors needed $x at x date. With interest rates that were highly

volatile, at the needed date, bond prices could be down (substantially below the needed

amount). Thus, many investors wanted techniques that would help them match future

liability streams with bond portfolios that would provide the required funds without

having to worry about where interest rates would be at the time.

1.3.1. Dedicated Portfolios

Pure Cash-matched dedicated portfolio: most conservative method. Construct a

bond portfolio with a stream of payments, sinking funds, and maturing principal

payments to exactly match specific liability schedule. This requires estimating

your future obligations (pension fund payouts, college tuition, etc.) You could

choose zero-coupon bonds that had maturity dates exactly when you needed the

funds. This is an entirely passive portfolio that requires no reinvestment (zero

coupon bonds pay no cash coupon payment and matures the day you need the
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funds, so as soon as you receive your maturity payment, you would payout your

pension money). Technically it is difficult to determine exactly WHEN your cash

flow payouts will be due, so it is best to apply a somewhat conservative approach.

Dedicated Cash-matched portfolio with reinvestment: Assumes that cash flows

don't always come when needed (may come earlier) and will be reinvested.

1.3.2. Portfolio Immunization

Attempts to enable one to "lock-in" going interest rates and not have to worry

about interest rate shifts.Components of Interest Rate Risk: One of the major

problems faced by bond portfolio managers is having the needed amount of funds

at a specific date (the ending wealth requirement) investment horizon. If interest

rates never changed during your investment horizon, you could reinvest your

coupon payments at the stable interest rate and earn the promised YTM. However,

in reality, the yield curve is not flat and interest rates do change. Consequently,

investors face interest rate risk. There are two components of interest rate risk:

▪ Price risk: if interest rates change before the end of your investment

horizon and the bond is sold prior to maturity (you would "win" with an

interest rate decrease and "lose" with an interest rate increase.

▪ Coupon reinvestment risk: The promised YTM assumes that all

coupon payments are reinvested at the promised YTM. If interest rates

change, this cannot be accomplished. You will "win" with an increase in

IR and vice versa.

▪ Immunization and Interest Rate Risk: Note that the "win" situation

under price risk is exactly opposite the "win" situation under coupon

reinvestment risk. Bond portfolio managers would like to eliminate these

two interest rate risks. Researchers have developed a precise immunization

process to eliminate IR risk. It has been argued that a portfolio has been

immunized if its value at the end of the period is the same (or higher) than

what it would have been if interest rates had not changed during the
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investment horizon. They assume that IR changes will affect all rates by

the same amount (i.e. all rates will rise by .005 or fall by .005--long term

bonds won't rise by .007 and short term by .005, both will rise by .005). If

this is the case, then portfolio immunization can be achieved by holding a

portfolio of bonds with a modified duration equal to the remaining

investment horizon. "To obtain a given portfolio duration, you set the

value-weighted average modified duration of the portfolio at the

investment horizon and keep it equal to the remaining horizon value over

time."

: Investment Companies

Topic Objective:

At the end of this topic the student would be able to:

 Define Investment Company

 Learn about investment trusts

 Learn about mutual funds and closed-ended funds

Definition/Overview:

Investment Company: An investment company is a company whose main business is holding

securities of other companies purely for investment purposes. The investment company invests

money on behalf of its shareholders who in turn share in the profits and losses.

Key Points:

1. Overview of Investment Company

Generally, an "investment company" is a company (corporation, business trust, partnership, or

limited liability company) that issues securities and is primarily engaged in the business of
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investing in securities. An investment company invests the money it receives from investors on a

collective basis, and each investor shares in the profits and losses in proportion to the investors

interest in the investment company. The performance of the investment company will be based

on (but it wont be identical to) the performance of the securities and other assets that the

investment company owns. The federal securities laws categorize investment companies into

three basic types:

 Mutual funds (legally known as open-end companies)

 Closed-end funds (legally known as closed-end companies)

 UITs (legally known as unit investment trusts)

Each type has its own unique features. For example, mutual fund and UIT shares are

"redeemable" (meaning that when investors want to sell their shares, they sell them back to the

fund or trust or to a broker acting for the fund or trust, at their approximate net asset value).

Closed-end fund shares, on the other hand, generally are not redeemable. Instead, when closed-

end fund investors want to sell their shares, they generally sell them to other investors on the

secondary market, at a price determined by the market. In addition, there are variations within

each type of Investment Company, such as stock funds, bond funds, money market funds, index

funds, interval funds, and exchange-traded funds (ETFs).

Some types of companies that might initially appear to be investment companies may actually be

excluded under the federal securities laws. For example, private investment funds with no more

than 100 investors and private investment funds whose investors each have a substantial amount

of investment assets are not considered to be investment companieseven though they issue

securities and are primarily engaged in the business of investing in securities. This may be

because of the private nature of their offerings or the financial means and sophistication of their

investors. For additional information on these types of private investment funds, please refer to

Hedge Funds in our Fast Answers databank. Investment companies are regulated primarily under

the Investment Company Act of 1940 and the rules and registration forms adopted under that

Act. Investment companies are also subject to the Securities Act of 1933 and the Securities

Exchange Act of 1934.
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2. Investment Trust

Investment trusts are companies that invest in the shares of other companies for the purpose of

acting as a collective investment. Investors' money is pooled together from the sale of a fixed

number of shares a trust issues when it launches. The board will typically delegate responsibility

to a professional fund manager to invest in the stocks and shares of a wide range of companies

(more than most people could practically invest in themselves). The investment trust often has no

employees, only a board of directors comprising only non-executive directors. However in recent

years this has started to change, especially with the emergence of both private equity groups and

commercial property trusts both of which sometimes use investment trusts as a holding vehicle.

Investment trust shares are traded on stock exchanges, like those of other public companies. The

share price does not always reflect the underlying value of the share portfolio held by the

investment trust. In such cases, the investment trust is referred to as trading at a discount (or

premium) to NAV (net asset value). One of the key differences between an investment trust and

a unit trust, is that an investment trust manager is legally allowed to borrow capital to purchase

shares. This leverage may increase investment gains but also increases investor risk.

3. Mutual Funds

Mutual funds, also called "open-end" investment companies, come in three main types: stock

funds, bond funds, and money market funds. They are considered "open-end" for two reasons.

First, they are required to redeem (or buy back) outstanding shares at any time upon a

shareholder's request, and at a price based on the current value of the fund's net assets. Second,

although not required, virtually all funds continuously offer new fund shares to the public.

4. Closed-ended Funds

Closed-end funds are investment companies that issue a fixed number of shares, which trade on a

stock exchange. Unit investment trusts are investment companies that buy and hold a generally

fixed portfolio of stocks, bonds, or other securities. Exchange-traded funds are investment

companies, usually either a mutual fund or UIT, whose shares are traded intraday on stock

exchanges at market-determined prices
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: Options

Topic Objective:

At the end of this topic the student would be able to:

 Define Options

 Understand the contract specifications

 Learn about the types of options

 Learn about option styles and valuation models

 Learn about trading

Definition/Overview:

Options are financial instruments that convey the right, but not the obligation, to engage in a

future transaction on some underlying security, or in a futures contract. In other words, the

holder does not have to exercise this right, unlike a forward or future. For example, buying a call

option provides the right to buy a specified quantity of a security at a set strike price at some

time on or before expiration, while buying a put option provides the right to sell. Upon the option

holder's choice to exercise the option, the party who sold, or wrote, the option must fulfill the

terms of the contract.

The theoretical value of an option can be determined by a variety of techniques. These models,

which are developed by quantitative analysts, can also predict how the value of the option will

change in the face of changing conditions. Hence, the risks associated with trading and owning

options can be understood and managed with some degree of precision compared to some other

investments.
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Exchange-traded options form an important class of options which have standardized contract

features and trade on public exchanges, facilitating trading among independent parties. Over-the-

counter options are traded between private parties, often well-capitalized institutions, that have

negotiated separate trading and clearing arrangements with each other. Another important class

of options, particularly in the U.S., are employee stock options, which are awarded by a company

to their employees as a form of incentive compensation.

Other types of options exist in many financial contracts, for example real estate options are often

used to assemble large parcels of land, and prepayment options are usually included in mortgage

loans. However, many of the valuation and risk management principles apply across all financial

options.

Key Points:

1. Contract Specifications

Every financial option is a contract between the two counter parties with the terms of the option

specified in a term sheet. Option contracts may be quite complicated; however, at minimum, they

usually contain the following specifications:

 Whether the option holder has the right to buy (a call option) or the right to sell (a put option)

 The quantity and class of the underlying asset(s) (e.g. 100 shares of XYZ Co. B stock)

 The strike price, also known as the exercise price, which is the price at which the underlying

transaction will occur upon exercise

 The expiration date, or expiry, which is the last date the option can be exercised

 The settlement terms, for instance whether the writer must deliver the actual asset on exercise, or

may simply tender the equivalent cash amount

 The terms by which the option is quoted in the market to convert the quoted price into the actual

premiumthe total amount paid by the holder to the writer of the option.

2. Types of options

The primary types of financial options are:
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 Exchange traded options (also called "listed options") are a class of exchange traded derivatives.

Exchange traded options have standardized contracts, and are settled through a clearing house

with fulfillment guaranteed by the credit of the exchange. Since the contracts are standardized,

accurate pricing models are often available. Exchange traded options include:

o stock options,

o commodity options,

o bond options and other interest rate options

o index (equity) options, and

o options on futures contracts

 Over-the-counter options (OTC options, also called "dealer options") are traded between two

private parties, and are not listed on an exchange. The terms of an OTC option are unrestricted

and may be individually tailored to meet any business need. In general, at least one of the

counterparties to an OTC option is a well-capitalized institution. Option types commonly traded

over the counter include:

o interest rate options

o currency cross rate options

o options on swaps or swaptions.

 Employee stock options are issued by a company to its employees as compensation.

2.1. Option styles

Naming conventions are used to help identify properties common to many different types

of options. These include:

o European option - an option that may only be exercised on expiration.

o American option - an option that may be exercised on any trading day on or before expiration.

o Bermudan option - an option that may be exercised only on specified dates on or before

expiration.

o Barrier option - any option with the general characteristic that the underlying security's price

must reach some trigger level before the exercise can occur.
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3. Valuation models

The value of an option can be estimated using a variety of quantitative techniques based on the

concept of risk neutral pricing and using stochastic calculus. The most basic model is the Black-

Scholes model. More sophisticated models are used to model the volatility smile. These models

are implemented using a variety of numerical techniques. In general, standard option valuation

models depend on the following factors:

 The current market price of the underlying security

 The strike price of the option, particularly in relation to the current market price of the underlier

(in the money vs. out of the money),

 The cost of holding a position in the underlying security, including interest and dividends,

 The time to expiration together with any restrictions on when exercise may occur, and

 An estimate of the future volatility of the underlying security's price over the life of the option.

More advanced models can require additional factors, such as an estimate of how volatility

changes over time and for various underlying price levels, or the dynamics of stochastic interest

rates. The following are some of the principal valuation techniques used in practice to evaluate

option contracts.

3.1. Black Scholes

In the early 1970s, Fischer Black and Myron Scholes made a major breakthrough by

deriving a differential equation that must be satisfied by the price of any derivative

dependent on a non-dividend-paying stock. By employing the technique of constructing a

risk neutral portfolio that replicates the returns of holding an option, Black and Scholes

produced a closed-form solution for a European option's theoretical price. At the same

time, the model generates hedge parameters necessary for effective risk management of

option holdings. While the ideas behind Black-Scholes were ground-breaking and

eventually led to a Nobel Prize in Economics for Myron Scholes and Robert Merton, the

application of the model in actual options trading is clumsy because of the assumptions of

continuous (or no) dividend payment, constant volatility, and a constant interest rate.

Nevertheless, the Black-Scholes model is still one of the most important methods and
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foundations for the existing financial market in which the result is within the reasonable

range.

3.2. Stochastic volatility models

Since the market crash of 1987, it has been observed that market implied volatility for

options of lower strike prices are typically higher than for higher strike prices, suggesting

that volatility is stochastic, varying both for time and for the price level of the underlying

security. Stochastic volatility models have been developed including one developed by

S.L. Heston. One principal advantage of the Heston model is that it can be solved in

closed-form, while other stochastic volatility models require complex numerical methods.

4. Model implementation

Once a valuation model has been chosen, there are a number of different techniques used to take

the mathematical models to implement the models.

4.1. Analytic techniques

In some cases, one can take the mathematical model and using analytic methods develop

closed form solutions. The resulting solutions are useful because they are rapid to

calculate.

4.1.1. Binomial tree pricing model

Closely following the derivation of Black and Scholes, John Cox, Stephen Ross

and Mark Rubinstein developed the original version of the binomial options

pricing model. It models the dynamics of the option's theoretical value for

discrete time intervals over the option's duration. The model starts with a binomial

tree of discrete future possible underlying stock prices. By constructing a riskless

portfolio of an option and stock (as in the Black-Scholes model) a simple formula

can be used to find the option price at each node in the tree. This value can

approximate the theoretical value produced by Black Scholes, to the desired

degree of precision. However, the binomial model is considered more accurate

than Black-Scholes because it is more flexible, e.g. discrete future dividend
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payments can be modeled correctly at the proper forward time steps, and

American options can be modeled as well as European ones. Binomial models are

widely used by professional option traders.

4.1.2. Monte Carlo models

For many classes of options, traditional valuation techniques are intractable due to

the complexity of the instrument. In these cases, a Monte Carlo approach may

often be useful. Rather than attempt to solve the differential equations of motion

that describe the option's value in relation to the underlying security's price, a

Monte Carlo model determines the value of the option for a set of randomly

generated economic scenarios. The resulting sample set yields an expectation

value for the option.

4.1.3. Finite difference models

The equations used to value options can often be expressed in terms of partial

differential equations, and once expressed in this form, a finite difference model

can be derived.

5. Risks

As with all securities, trading options entails the risk of the option's value changing over time.

However, unlike traditional securities, the return from holding an option varies non-linearly with

the value of the underlier and other factors. Therefore, the risks associated with holding options

are more complicated to understand and predict.

In general, the change in the value of an option can be derived from Ito's lemma as:

where the greeks Δ, Γ, κ and θ are the standard hedge parameters calculated from an option

valuation model, such as Black-Scholes, and dS, dσ and dt are unit changes in the underlier price,

the underlier volatility and time, respectively.
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Thus, at any point in time, one can estimate the risk inherent in holding an option by calculating

its hedge parameters and then estimating the expected change in the model inputs, dS, dσ and dt,

provided the changes in these values are small. This technique can be used effectively to

understand and manage the risks associated with standard options. For instance, by offsetting a

holding in an option with the quantity − Δ of shares in the underlier, a trader can form a delta

neutral portfolio that is hedged from loss for small changes in the underlier price. The

corresponding price sensitivity formula for this portfolio Π is:

5.1. Pin Risk

A special situation called pin risk can arise when the underlier closes at or very close to

the option's strike value on the last day the option is traded prior to expiration. The option

writer (seller) may not know with certainty whether or not the option will actually be

exercised or be allowed to expire worthless. Therefore, the option writer may end up with

a large, unwanted residual position in the underlier when the markets open on the next

trading day after expiration, regardless of their best efforts to avoid such a residual.

5.2. Counterparty risk

A further, often ignored, risk in derivatives such as options is counterparty risk. In an

option contract this risk is that the seller won't sell or buy the underlying asset as agreed.

The risk can be minimized by using a financially strong intermediary able to make good

on the trade, but in a major panic or crash the number of defaults can overwhelm even the

strongest intermediaries.

6. Trading

The most common way to trade options is via standardized options contracts that are listed by

various futures and options exchanges. Listings and prices are tracked and can be looked up by

ticker symbol. By publishing continuous, live markets for option prices, an exchange enables

independent parties to engage in price discovery and execute transactions. As an intermediary to

both sides of the transaction, the benefits the exchange provides to the transaction include:
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 Fulfillment of the contract is backed by the credit of the exchange, which typically has the

highest rating (AAA),

 Counterparties remain anonymous,

 Enforcement of market regulation to ensure fairness and transparency, and

 Maintenance of orderly markets, especially during fast trading conditions.

Over-the-counter options contracts are not traded on exchanges, but instead between two

independent parties. Ordinarily, at least one of the counterparties is a well-capitalized institution.

By avoiding an exchange, users of OTC options can narrowly tailor the terms of the option

contract to suit individual business requirements. In addition, OTC option transactions generally

do not need to be advertised to the market and face little or no regulatory requirements.

However, OTC counterparties must establish credit lines with each other, and conform to each

others clearing and settlement procedures.

With few exceptions, there are no secondary markets for employee stock options. These must

either be exercised by the original grantee or allowed to expire worthless.

7. The basic trades of traded stock options (American style)

These trades are described from the point of view of a speculator. If they are combined with

other positions, they can also be used in hedging. An option contract in US markets usually

represents 100 shares of the underlying security.

7.1. Long call

A trader who believes that a stock's price will increase might buy the right to purchase

the stock (a call option) rather than just buy the stock. He would have no obligation to

buy the stock, only the right to do so until the expiration date. If the stock price at

expiration is above the exercise price by more than the premium (price) paid, he will

profit. If the stock price at expiration is lower than the exercise price, he will let the call

contract expire worthless, and only lose the amount of the premium. A trader might buy

the option instead of shares, because for the same amount of money, he can obtain a
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much larger number of options than shares. If the stock rises, he will thus realize a larger

gain than if he had purchased shares.

7.2. Long put

A trader who believes that a stock's price will decrease can buy the right to sell the stock

at a fixed price (a put option). He will be under no obligation to sell the stock, but has the

right to do so until the expiration date. If the stock price at expiration is below the

exercise price by more than the premium paid, he will profit. If the stock price at

expiration is above the exercise price, he will let the put contract expire worthless and

only lose the premium paid.

7.3. Short call

A trader, who believes that a stock price will decrease, can sell the stock short or instead

sell, or "write," a call. The trader selling a call has an obligation to sell the stock to the

call buyer at the buyer's option. If the stock price decreases, the short call position will

make a profit in the amount of the premium. If the stock price increases over the exercise

price by more than the amount of the premium, the short will lose money, with the

potential loss unlimited.

7.4. Short put

A trader who believes that a stock price will increase can buy the stock or instead sell a

put. The trader selling a put has an obligation to buy the stock from the put buyer at the

put buyer's option. If the stock price at expiration is above the exercise price, the short

put position will make a profit in the amount of the premium. If the stock price at

expiration is below the exercise price by more than the amount of the premium, the trader

will lose money, with the potential loss being up to the full value of the stock.

8. Option Strategies

Combining any of the four basic kinds of option trades (possibly with different exercise prices

and maturities) and the two basic kinds of stock trades (long and short) allows a variety of
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options strategies. Simple strategies usually combine only a few trades, while more complicated

strategies can combine several.

Strategies are often used to engineer a particular risk profile to movements in the underlying

security. For example, buying a butterfly spread (long one X1 call, short two X2 calls, and long

one X3 call) allows a trader to profit if the stock price on the expiration date is near the middle

exercise price, X2, and does not expose the trader to a large loss.

An Iron condor is a strategy that is similar to a butterfly spread, but with different strikes for the

short options - offering a larger likelihood of profit but with a lower net credit compared to the

butterfly spread.

Selling a straddle (selling both a put and a call at the same exercise price) would give a trader a

greater profit than a butterfly if the final stock price is near the exercise price, but might result in

a large loss. Similar to the straddle is the strangle which is also constructed by a call and a put,

but whose strikes are different, reducing the net debit of the trade, but also reducing the

likelihood of profit in the trade.

One well-known strategy is the covered call, in which a trader buys a stock (or holds a

previously-purchased long stock position), and sells a call. If the stock price rises above the

exercise price, the call will be exercised and the trader will get a fixed profit. If the stock price

falls, the trader will lose money on his stock position, but this will be partially offset by the

premium received from selling the call. Overall, the payoffs match the payoffs from selling a put

: Futures

Topic Objective:

At the end of this topic the student would be able to:

 Define futures contract

 Understand the concept of non-convergence and standardization
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 Understand the concepts of margining, settlement, and pricing

 Learn about the regulations of future contracts

Definition/Overview:

Futures Contract: In finance, a futures contract is a standardized contract, traded on a futures

exchange, to buy or sell a standardized quantity of a specified commodity of standardized quality

(which, in many cases, may be such non-traditional "commodities" as foreign currencies,

commercial or government paper [e.g., bonds], or "baskets" of corporate equity ["stock indices"]

or other financial instruments) at a certain date in the future, at a price (the futures price)

determined by the instantaneous equilibrium between the forces of supply and demand among

competing buy and sell orders on the exchange at the time of the purchase or sale of the contract.

The future date is called the delivery date or final settlement date. The official price of the

futures contract at the end of a day's trading session on the exchange is called the settlement

price for that day of business on the exchange.

A futures contract gives the holder the obligation to make or take delivery under the terms of the

contract, whereas an option grants the buyer the right, but not the obligation, to establish a

position previously held by the seller of the option. In other words, the owner of an options

contract may exercise the contract, but both parties of a "futures contract" must fulfill the

contract on the settlement date. The seller delivers the underlying asset to the buyer, or, if it is a

cash-settled futures contract, then cash is transferred from the futures trader who sustained a loss

to the one who made a profit. To exit the commitment prior to the settlement date, the holder of a

futures position has to offset his/her position by either selling a long position or buying back

(covering) a short position, effectively closing out the futures position and its contract

obligations.
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Futures contracts, or simply futures, (but not future or future contract) are exchange traded

derivatives. The exchange's clearinghouse acts as counterparty on all contracts, sets margin

requirements, and crucially also provides a mechanism for settlement.

Key Points:

1. Margining

Forwards transact only when purchased and on the settlement date. Futures, on the other hand,

are margined daily, every day to the daily spot price of a forward with the same agreed-upon

delivery price and underlying asset (based on mark to market). The result is that forwards have

higher credit risk than futures, and that funding is charged differently. The fact that forwards are

not margined daily means that, due to movements in the price of the underlying asset, a large

differential can build up between the forward's delivery price and the settlement price.

This means that one party will incur a big loss at the time of delivery (assuming they must

transact at the underlying's spot price to facilitate receipt/delivery). This in turn creates a credit

risk for forwards, but not futures. More generally, the risk of a forward contract is that the

supplier will be unable to deliver the required asset, or that the buyer will be unable to pay for it

on the delivery day. The margining of futures eliminates much of this credit risk by forcing the

holders to update daily to the price of an equivalent forward purchased that day. This means that

there will usually be very little additional money due on the final day to settle the futures

contract: only the final day's gain or loss, not the lifetime gain or loss. In addition, the daily

futures-settlement failure risk is borne by an exchange, rather than an individual party, limiting

credit risk in futures.

2. Nonconvergence

Some exchanges tolerate 'nonconvergence', the failure of futures contracts and the value of the

physical commodities they represent to reach the same value on 'contract settlement' day at the

designated delivery points. An example of this is the CBOT (Chicago Board of Trade) Soft Red
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Winter wheat (SRW) futures. SRW futures have settled more than 20 apart on settlement day and

as much as $1.00 difference between settlement days. Only a few participants holding CBOT

SRW futures contracts are qualified by the CBOT to make or receive delivery of commodities to

settle futures contracts. Therefore, it's impossible for almost any individual producer to 'hedge'

efficiently when relying on the final settlement of a futures contract for SRW. The trend is the

CBOT continuing to restrict those entities who can actually participate in settling contracts with

commodity to only those that can ship or receive large quantities of railroad cars and multiple

barges at a few selected sites. The Commodity Futures Trading Commission, which has

oversight of the futures market, has made no comment as to why this trend is allowed to continue

since economic theory and CBOT publications maintain that convergence of contracts with the

price of the underlying commodity they represent is the basis of integrity for a futures market. It

follows that the function of 'price discovery', the ability of the markets to discern the appropriate

value of a commodity reflecting current conditions, is degraded in relation to the discrepancy in

price and the inability of producers to enforce contracts with the commodities they represent.

3. Standardization

Futures contracts ensure their liquidity by being highly standardized, usually by specifying:

 The underlying asset or instrument. This could be anything from a barrel of crude oil to a short

term interest rate.

 The type of settlement, either cash settlement or physical settlement.

 The amount and units of the underlying asset per contract. This can be the notional amount of

bonds, a fixed number of barrels of oil, units of foreign currency, the notional amount of the

deposit over which the short term interest rate is traded, etc.

 The currency in which the futures contract is quoted.

 The grade of the deliverable. In the case of bonds, this specifies which bonds can be delivered.

In the case of physical commodities, this specifies not only the quality of the underlying goods

but also the manner and location of delivery. For example, the NYMEX Light Sweet Crude Oil

contract specifies the acceptable sulphur content and API specific gravity, as well as the pricing

point -- the location where delivery must be made.

 The delivery month.

 The last trading date.
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 Other details such as the commodity tick, the minimum permissible price fluctuation.

4. Margin

To minimize credit risk to the exchange, traders must post a margin or a performance bond,

typically 5%-15% of the contract's value. Margin requirements are waived or reduced in some

cases for hedgers who have physical ownership of the covered commodity or spread traders who

have offsetting contracts balancing the position.

 Clearing margin are financial safeguards to ensure that companies or corporations perform on

their customers' open futures and options contracts. Clearing margins are distinct from customer

margins that individual buyers and sellers of futures and options contracts are required to deposit

with brokers.

 Customer margin Within the futures industry, financial guarantees required of both buyers and

sellers of futures contracts and sellers of options contracts to ensure fulfillment of contract

obligations. Futures Commission Merchants are responsible for overseeing customer margin

accounts. Margins are determined on the basis of market risk and contract value. Also referred to

as performance bond margin.

 Initial margin is the money required to open a derivatives position (in futures, forex or CFDs) It

is a security deposit to ensure that traders have sufficient funds to meet any potential loss from a

trade. If a position involves an exchange-traded product, the amount or percentage of initial

margin is set by the exchange concerned.

 In case of loss or if the value of the initial margin is being eroded, the broker will make a margin

call in order to restore the amount of initial margin available. Often referred to as variation

margin, margin called for this reason is usually done on a daily basis, however, in times of high

volatility a broker can make a margin call or calls intra-day.

 Calls for margin are usually expected to be paid and received on the same day. If not, the broker

has the right to close sufficient positions to meet the amount called by way of margin. After the

position is closed-out the client is liable for any resulting deficit in the clients account.

 Some US Exchanges also use the term maintenance margin, which in effect defines by how

much the value of the initial margin can reduce before a margin call is made. However, most

non-US brokers only use the term initial margin and variation margin. The Initial Margin
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requirement is established by the Futures exchange, in contrast to other securities Initial Margin

which is set by the Federal Reserve in the U.S. Markets. A futures account is marked to market

daily. If the margin drops below the margin maintenance requirement established by the

exchange listing the futures, a margin call will be issued to bring the account back up to the

required level.

 Maintenance margin A set minimum margin per outstanding futures contract that a customer

must maintain in his margin account.

 Margin-equity ratio is a term used by speculators, representing the amount of their trading capital

that is being held as margin at any particular time. The low margin requirements of futures

results in substantial leverage of the investment. However, the exchanges require a minimum

amount that varies depending on the contract and the trader. The broker may set the requirement

higher, but may not set it lower. A trader, of course, can set it above that, if he doesn't want to be

subject to margin calls.

 Performance bond margin The amount of money deposited by both a buyer and seller of a

futures contract or an options seller to ensure performance of the term of the contract. Margin in

commodities is not a payment of equity or down payment on the commodity itself, but rather it is

a security deposit.

 Return on margin (ROM) is often used to judge performance because it represents the gain or

loss compared to the exchanges perceived risk as reflected in required margin. ROM may be

calculated (realized return) / (initial margin). The Annualized ROM is equal to

(ROM+1)(year/trade_duration)-1. For example if a trader earns 10% on margin in two months,

that would be about 77% annualized.

5. Settlement

Settlement is the act of consummating the contract, and can be done in one of two ways, as

specified per type of futures contract:

 Physical delivery - the amount specified of the underlying asset of the contract is delivered by

the seller of the contract to the exchange, and by the exchange to the buyers of the contract.

Physical delivery is common with commodities and bonds. In practice, it occurs only on a

minority of contracts. Most are cancelled out by purchasing a covering position - that is, buying a
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contract to cancel out an earlier sale (covering a short), or selling a contract to liquidate an earlier

purchase (covering a long). The Nymex crude futures contract uses this method of settlement

upon expiration.

 Cash settlement - a cash payment is made based on the underlying reference rate, such as a

short term interest rate index such as Euribor, or the closing value of a stock market index. A

futures contract might also opt to settle against an index based on trade in a related spot market.

Ice Brent futures use this method.

 Expiry (or Expiration in the U.S.) is the time and the day that a particular delivery month of a

futures contract stops trading and the final settlement price for that contract month and year

obtains. For many equity index and interest rate futures contracts (as well as for most equity

options), this happens on the third Friday of certain trading month. On this day the t+1 futures

contract becomes the t futures contract. For example, for most CME and CBOT contracts, at the

expiration of the December contract, the March futures become the nearest contract. This is an

exciting time for arbitrage desks, which try to make quick profits during the short period

(perhaps 30 minutes) during which the underlying cash price and the futures price sometimes

struggle to converge. At this moment the futures and the underlying assets are extremely liquid

and any disparity between an index and an underlying asset is quickly traded by arbitrageurs. At

this moment also, the increase in volume is caused by traders rolling over positions to the next

contract or, in the case of equity index futures, purchasing underlying components of those

indexes to hedge against current index positions. On the expiry date, a European equity arbitrage

trading desk in London or Frankfurt will see positions expire in as many as eight major markets

almost every half an hour.

6. Pricing

The situation where the price of a commodity for future delivery is higher than the spot price, or

where a far future delivery price is higher than a nearer future delivery, is known as contango.

The reverse, where the price of a commodity for future delivery is lower than the spot price, or

where a far future delivery price is lower than a nearer future delivery, is known as

backwardation. When the deliverable asset exists in plentiful supply, or may be freely created,

then the price of a future is determined via arbitrage arguments. The forward price represents the
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expected future value of the underlying discounted at the risk free rateas any deviation from the

theoretical price will afford investors a riskless profit opportunity and should be arbitraged away.

Thus, for a simple, non-dividend paying asset, the value of the future/forward, F(t), will be found

by compounding the present value S(t) at time t to maturity T by the rate of risk-free return r.

or, with continuous compounding

This relationship may be modified for storage costs, dividends, dividend yields, and convenience

yields.

In a perfect market the relationship between futures and spot prices depends only on the above

variables; in practice there are various market imperfections (transaction costs, differential

borrowing and lending rates, restrictions on short selling) that prevent complete arbitrage. Thus,

the futures price in fact varies within arbitrage boundaries around the theoretical price.

The above relationship, therefore, is typical for stock index futures, treasury bond futures, and

futures on physical commodities when they are in supply (e.g. on corn after the harvest).

However, when the deliverable commodity is not in plentiful supply or when it does not yet

exist, for example on wheat before the harvest or on Eurodollar Futures or Federal funds rate

futures (in which the supposed underlying instrument is to be created upon the delivery date), the

futures price cannot be fixed by arbitrage. In this scenario there is only one force setting the

price, which is simple supply and demand for the future asset, as expressed by supply and

demand for the futures contract.

In a deep and liquid market, this supply and demand would be expected to balance out at a price

which represents an unbiased expectation of the future price of the actual asset and so be given

by the simple relationship:
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In fact, this relationship will hold in a no-arbitrage setting when we take expectations

with respect to the risk-neutral probability. In other words: a futures price is martingale

with respect to the risk-neutral probability. With this pricing rule, a speculator is expected

to break even when the futures market fairly prices the deliverable commodity.

In a shallow and illiquid market, or in a market in which large quantities of the deliverable asset

have been deliberately withheld from market participants (an illegal action known as cornering

the market), the market clearing price for the future may still represent the balance between

supply and demand but the relationship between this price and the expected future price of the

asset can break down.

7. Who trades Futures?

Futures traders are traditionally placed in one of two groups: hedgers, who have an interest in the

underlying commodity and are seeking to hedge out the risk of price changes; and speculators,

who seek to make a profit by predicting market moves and buying a commodity "on paper" for

which they have no practical use. Hedgers typically include producers and consumers of a

commodity.

For example, in traditional commodity markets, farmers often sell futures contracts for the crops

and livestock they produce to guarantee a certain price, making it easier for them to plan.

Similarly, livestock producers often purchase futures to cover their feed costs, so that they can

plan on a fixed cost for feed. In modern (financial) markets, "producers" of interest rate swaps or

equity derivative products will use financial futures or equity index futures to reduce or remove

the risk on the swap. The social utility of futures markets is considered to be mainly in the

transfer of risk, and increase liquidity between traders with different risk and time preferences,

from a hedger to a speculator for example.

8. Futures Contract Regulations

All futures transactions in the United States are regulated by the Commodity Futures Trading

Commission (CFTC), an independent agency of the United States government. The Commission

has the right to hand out fines and other punishments for an individual or company who breaks

any rules. Although by law the commission regulates all transactions, each exchange can have its
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own rule, and under contract can fine companies for different things or extend the fine that the

CFTC hands out.

The CFTC publishes weekly reports containing details of the open interest of market participants

for each market-segment that has more than 20 participants. These reports are released every

Friday (including data from the previous Tuesday) and contain data on open interest split by

reportable and non-reportable open interest as well as commercial and non-commercial open

interest. This type of report is referred to as 'Commitments-Of-Traders'-Report, COT-Report or

simply COTR

: International Investing

Topic Objective:

At the end of this topic the student would be able to:

 Define the term Foreign Direct Investment

 Learn about the importance of FDI

 Learn about how FDI has changed in the past decade

 Understand why it is important for countries to attract FDI?

Definition/Overview:

Foreign direct investment (FDI) in its classic definition is defined as a company from one

country making a physical investment into building a factory in another country. Its definition

can be extended to include investments made to acquire lasting interest in enterprises operating

outside of the economy of the investor. The FDI relationship consists of a parent enterprise and a

foreign affiliate which together form a Multinational corporation (MNC). In order to qualify as

FDI the investment must afford the parent enterprise control over its foreign affiliate. The UN

defines control in this case as owning 10% or more of the ordinary shares or voting power of an
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incorporated firm or its equivalent for an unincorporated firm; lower ownership shares are

known as portfolio investment.

Key Points:

1. Understanding Foreign Direct Investment (FDI)

Foreign direct investment (FDI) plays an extraordinary and growing role in global business. It

can provide a firm with new markets and marketing channels, cheaper production facilities,

access to new technology, products, skills and financing. For a host country or the foreign firm

which receives the investment, it can provide a source of new technologies, capital, processes,

products, organizational technologies and management skills, and as such can provide a strong

impetus to economic development. Foreign direct investment, in its classic definition, is

defined as a company from one country making a physical investment into building a factory in

another country. The direct investment in buildings, machinery and equipment is in contrast

with making a portfolio investment, which is considered an indirect investment. In recent years,

given rapid growth and change in global investment patterns, the definition has been broadened

to include the acquisition of a lasting management interest in a company or enterprise outside

the investing firms home country. As such, it may take many forms, such as a direct acquisition

of a foreign firm, construction of a facility, or investment in a joint venture or strategic alliance

with a local firm with attendant input of technology, licensing of intellectual property, In the

past decade, FDI has come to play a major role in the internationalization of business. Reacting

to changes in technology, growing liberalization of the national regulatory framework governing

investment in enterprises, and changes in capital markets profound changes have occurred in the

size, scope and methods of FDI. New information technology systems, decline in global

communication costs have made management of foreign investments far easier than in the past.

The sea change in trade and investment policies and the regulatory environment globally in the

past decade, including trade policy and tariff liberalization, easing of restrictions on foreign

investment and acquisition in many nations, and the deregulation and privitazation of many

industries, has probably been the most significant catalyst for FDIs expanded role.
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The most profound effect has been seen in developing countries, where yearly foreign direct

investment flows have increased from an average of less than $10 billion in the 1970s to a yearly

average of less than $20 billion in the 1980s, to explode in the 1990s from $26.7billion in 1990

to $179 billion in 1998 and $208 billion in 1999 and now comprise a large portion of global

FDI.. Driven by mergers and acquisitions and internationalization of production in a range of

industries, FDI into developed countries last year rose to $636 billion, from $481 billion in 1998.

Proponents of foreign investment point out that the exchange of investment flows benefits both

the home country (the country from which the investment originates) and the host country (the

destination of the investment). Opponents of FDI note that multinational conglomerates are able

to wield great power over smaller and weaker economies and can drive out much local

competition.

For small and medium sized companies, FDI represents an opportunity to become more actively

involved in international business activities. In the past 15 years, the classic definition of FDI as

noted above has changed considerably. This notion of a change in the classic definition,

however, must be kept in the proper context. Very clearly, over 2/3 of direct foreign investment

is still made in the form of fixtures, machinery, equipment and buildings. Moreover, larger

multinational corporations and conglomerates still make the overwhelming percentage of FDI.

But, with the advent of the Internet, the increasing role of technology, loosening of direct

investment restrictions in many markets and decreasing communication costs means that newer,

non-traditional forms of investment will play an important role in the future. Many

governments, especially in industrialized and developed nations, pay very close attention to

foreign direct investment because the investment flows into and out of their economies can and

does have a significant impact. In the United States, the Bureau of Economic Analysis, a section

of the U.S. Department of Commerce, is responsible for collecting economic data about the

economy including information about foreign direct investment flows. Monitoring this data is

very helpful in trying to determine the impact of such investments on the overall economy, but is

especially helpful in evaluating industry segments. State and local governments watch closely

because they want to track their foreign investment attraction programs for successful outcomes.
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2. How has FDI changed in the Past Decade?

As mentioned above, the overwhelming majority of foreign direct investment is made in the

form of fixtures, machinery, equipment and buildings. This investment is achieved or

accomplished mostly via mergers & acquisitions. In the case of traditional manufacturing, this

has been the primary mechanism for investment and it has been heretofore very efficient. Within

the past decade, however, there has been a dramatic increase in the number of technology

startups and this, together with the rise in prominence of Internet usage, has fostered increasing

changes in foreign investment patterns. Many of these high tech startups are very small

companies that have grown out of research & development projects often affiliated with major

universities and with some government sponsorship. Unlike traditional manufacturers, many of

these companies do not require huge manufacturing plants and immense warehouses to store

inventory. Another factor to consider is the number of companies whose primary product is an

intellectual property right such as a software program or a software-based technology or process.

Companies such as these can be housed almost anywhere and therefore making a capital

investment in them does not require huge outlays for fixtures, machinery and plants.

In many cases, large companies still play a dominant role in investment activities in small, high

tech oriented companies. However, unlike in the past, these larger companies are not necessarily

acquiring smaller companies outright. There are several reasons for this, but the most important

one is most likely the risk associated with such high tech ventures. In the case of mature

industries, the products are well defined. The manufacturer usually wants to get closer to its

foreign market or wants to circumvent some trade barrier by making a direct foreign investment.

The major risk here is that you do not sell enough of the product that you manufactured.

However, you have added additional capacity and in the case of multinational corporations this

capacity can be used in a variety of ways.

High tech ventures tend to have longer incubation periods. That is, the product tends to require

significant development time. In the case of software and other intellectual property type

products, the product is constantly changing even before it hits the marketplace. This makes the

investment decision more complicated. When you invest in fixtures and machinery, you know
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what the real and book value of your investment will be. When you invest in a high tech venture,

there is always an element of uncertainty. Unfortunately, the recent spate of dot.com failures is

quite illustrative of this point. Therefore, the expanded role of technology and intellectual

property has changed the foreign direct investment playing field. Companies are still motivated

to make foreign investments, but because of the vagaries of technology investments, they are

now finding new vehicles to accomplish their goals. Consider the following:

 Licensing and technology transfer. Licensing and tech transfer have been essential in promoting

collaboration between the academic and business communities. Ever since legal hurdles were

removed that allowed universities to hold title to research and development done in their labs,

licensing agreements have helped turned raw technology into finished products that are viable in

competitive marketplaces. With some help from a variety of government agencies in the form of

grants for R&D as well as other financial assistance for such things as incubator programs, once

timid college researchers are now stepping out and becoming cutting edge entrepreneurs. These

strategic alliances have had a serious impact in several high tech industries, including but not

limited to: medical and agricultural biotechnology, computer software engineering,

telecommunications, advanced materials processing, ceramics, thin materials processing,

photonics, digital multimedia production and publishing, optics and imaging and robotics and

automation. Industry clusters are now growing up around the university labs where their

derivative technologies were first discovered and nurtured. Licensing agreements allow

companies to take full advantage of new and exciting technologies while limiting their overall

risk to royalty payments until a particular technology is fully developed and thus ready to put

new products into the manufacturing pipeline.

 Reciprocal distribution agreements. Actually, this type of strategic alliance is more trade-based,

but in a very real sense it does in fact represent a type of direct investment. Basically, two

companies, usually within the same or affiliated industries, agree to act as a national distributor

for each others products. The classical example is to be found in the furniture industry. A U.S.-

based manufacturer of tables signs a reciprocal distribution agreement with a Spanish-based

manufacturer of chairs. Both companies gain direct access to the others distribution network

without having to pay distributor support payments and other related expenses found within the

distribution channel and neither company can hurt the others market for its products. Without
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such an agreement in place, the Spanish manufacturer might very well have to invest in a

national sales office to coordinate its distributor network, manage warehousing, inventory and

shipping as well as to handle administrative tasks such as accounting, public relations and

advertising.

 Joint venture and other hybrid strategic alliances. The more traditional joint venture is bi-lateral,

that is it involves two parties who are within the same industry who are partnering for some

strategic advantage. Typical reasons might include a need for access to proprietary technology

that might tip the competitive edge in another competitors favor, desire to gain access to

intellectual capital in the form of ultra-expensive human resources, access to heretofore closed

channels of distribution in key regions of the world. One very good reason why many joint

ventures only involve two parties is the difficulty in integrating different corporate cultures. With

two domestic companies from the same country, it would still be very difficult. However, with

two companies from different cultures, it is almost impossible at times. This is probably why

pure joint ventures have a fairly high failure rate only five years after inception. Joint ventures

involving three or more parties are usually called syndicates and are most often formed for

specific projects such as large construction or public works projects that might involve a wide

variety of expertise and resources for successful completion. In some cases, syndicates are

actually easier to manage because the project itself sets certain limits on each party and close

cooperation is not always a prerequisite for ultimate success of the endeavor.

3. Why is FDI important for any consideration of going global?

A more complete response might address the issue of global business partnering in very general

terms. While it is nice that many business writers like the expression, think globally, act locally,

this often used clich does not really mean very much to the average business executive in a small

and medium sized company. The phrase does have significant connotations for multinational

corporations. But for executives in SMEs, it is still just another buzzword. The simple

explanation for this is the difference in perspective between executives of multinational

corporations and small and medium sized companies. Multinational corporations are almost

always concerned with worldwide manufacturing capacity and proximity to major markets.

Small and medium sized companies tend to be more concerned with selling their products in
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overseas markets. The advent of the Internet has ushered in a new and very different mindset

that tends to focus more on access issues. SMEs in particular are now focusing on access to

markets, access to expertise and most of all access to technology.

4. What would be some of the basic requirements for companies considering a foreign

investment?

Depending on the industry sector and type of business, a foreign direct investment may be an

attractive and viable option. With rapid globalization of many industries and vertical integration

rapidly taking place on a global level, at a minimum a firm needs to keep abreast of global trends

in their industry. From a competitive standpoint, it is important to be aware of whether a

companys competitors are expanding into a foreign market and how they are doing that. At the

same time, it also becomes important to monitor how globalization is affecting domestic clients.

Often, it becomes imperative to follow the expansion of key clients overseas if an active business

relationship is to be maintained. New market access is also another major reason to invest in a

foreign country. At some stage, export of product or service reaches a critical mass of amount

and cost where foreign production or location begins to be more cost effective. Any decision on

investing is thus a combination of a number of key factors including:

 Assessment of internal resources

 Competitiveness

 Market analysis

 Market expectations
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