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1.  This is because stock market movements are sometimes seen as predictors of economic activity and performance. This is also because corporate stocks may be the most widely held of all financial securities. Most individuals own stocks either directly or indirectly through pension fund and mutual fund investments, and thus their economic wealth fluctuates closely with the stock market.

2.  While common stockholders can potentially receive unlimited dividend payments if the firm is highly profitable, they have no special or guaranteed dividend rights. The payment and size of dividends are determined by the board of directors of the issuing firm. Unlike interest payments on debt, a corporation does not default if it misses a dividend payment to common stockholders. Thus, common stockholders have no legal recourse if dividends are not received, even if a company is highly profitable and chooses to use these profits to reinvest in new projects and firm growth. In fact, many firms pay no dividends, but instead reinvest all of their net earnings in the firm. For example, in 2016, 101 of the firms listed in the S&P 500 index paid no dividends.

Another drawback with common stock dividends, from an investor’s viewpoint, is that they are taxed twice - once at the firm level (at the corporate tax rate) and once at the personal level (at the personal income tax rate). Investors can partially avoid this double taxation effect by holding stocks in growth firms that reinvest most of their earnings to finance growth rather than paying larger dividends.

3.  Common stockholders have the lowest priority claim on a corporation’s assets in the event of bankruptcy. That is, they have a residual claim. Only after all senior claims are paid (i.e., payments owed to creditors, bond holders, and preferred stockholders) are common stockholders entitled to what assets of the firm are left. The residual claim feature associated with common stock makes it riskier than debt or bonds as an investable asset.

4.  Dual-class firms are corporations in which two classes of common stock are outstanding with differential voting rights assigned to each class. For example, inferior voting rights have been assigned by (1) limiting the number of votes per share on one class relative to another, (2) limiting the fraction of the board of directors that one class can elect relative to another, or (3) a combination of these two. To offset the reduced voting rights, inferior class shares are often assigned higher dividend rights. Dual-class firms have often been used in corporations owned and controlled by a single family or group turning to the public market to raise capital through the issue of new shares. To retain voting control over the firm, the family or group issues the dual classes of stock, keeping the high voting stock for themselves and selling the limited voting shares to the public. In all other respects the shares of the two classes are often identical. Because dual-classes of stock have often been used by a small group (i.e., family managers) to entrench themselves in the firm, dual-class firms are controversial.

5.  Nonparticipating preferred stock means that the preferred stock dividend is fixed regardless of any increase or decrease in the issuing firm’s profits. In contrast, participating preferred stock means that actual dividends paid in any year may be greater than the promised dividends. In some cases, if the issuing firm has an exceptionally profitable year, preferred stockholders may receive some of the high profits in the form of an extra dividend payment. In others, the participating preferred stock pays and changes dividends along the same lines as common stock dividends.

6.  Cumulative preferred stock means that any missed dividend payments go into arrears and must be made up before any common stock dividends can be paid. If preferred stock is noncumulative, missed dividend payments do not go into arrears and are never paid. Noncumulative preferred stock is generally unattractive to perspective preferred stockholders. Thus, noncumulative preferred stock generally has some other special features (e.g., voting rights) to make up for this drawback.

7.  In a public sale of stock, once the issuing firm and the investment bank have agreed on the details of the stock issue, the investment bank must get SEC approval in accordance with the Securities and Exchange Act of 1934. Registration of a stock can be a lengthy process. The process starts with the preparation of the registration statement to be filed with the SEC. The registration statement includes information on the nature of the issuer’s business, the key provisions and features of the security to be issued, the risks involved with the security, and background on the management. The focus of the registration statement is on full information disclosure about the firm and the securities issued to the public at large. At the same time that the issuer and its investment bank prepare the registration statement to be filed with the SEC, they prepare a preliminary version of the public offering’s prospectus called the red herring prospectus. The red herring prospectus is similar to the registration statement but is distributed to potential equity buyers. It is a preliminary version of the official or final prospectus that will be printed upon SEC registration of the issue and makes up the bulk of the registration statement. Firms use the feedback provided from the distribution of the red herring prospectus to help set the price on the new shares so as to ensure the sale of the full issue.

After submission of the registration statement, the SEC has 20 days to request additional information or changes to the registration statement. It generally takes about 20 days for the SEC to declare whether or not a registration statement is effective. First-time or infrequent issuers can sometimes wait up to several months for SEC registration, especially if the SEC keeps requesting additional information and revised red herring prospectuses. However, companies that know the registration process well can generally obtain registration in a few days. This period of review is called the waiting period. 

Once the SEC is satisfied with the registration statement, it registers the issue. At this point, the issuer (along with its investment bankers) sets the final selling price on the shares, prints the official prospectus describing the issue, and sends it to all potential buyers of the issue. Upon issuance of the prospectus (generally the day following SEC registration), the shares can be sold.  

The period of time between the company’s filing of the registration statement with the SEC and the selling of shares is referred to as the “quiet period.” Historically, the issuing company could send no written communication to the public during the quiet period other than information regarding the normal course of business. Once a company registered with the SEC for a public offering it could engage in oral communication only. That meant the company executives could go on so-called roadshows to solicit investors or have brokers call potential investors to discuss the offering. But they could not provide any written communication, such as faxes or letters, or give interviews about the company’s offering. These rules, adopted in 1933, did not foresee new technology, such as the Internet and e-mail. Moreover, these outdated rules may have hurt investors by giving them too little information. Thus, in December 2005, the SEC enacted a rule change giving large companies (market capitalization of at least $700 million or with at least $1 billion in debt) more freedom to communicate with investors during the quiet period. Specifically, these companies are now allowed to communicate with investors at any time prior to a public offering through e-mail, letters, or even TV ads, as long as the information is also filed with the SEC. Such communication was previously prohibited.

8.  The two major U.S. stock markets are the NYSE Euronext and the NASDAQ system. Prior to its acquisition by the NYSE in 2008, the American Stock Exchange (AMEX) was a third major stock exchange. Figures 8-6 and 8-7 present data comparing the three stock markets. Figure 8-6 shows dollar volume of trading in each market from 1979 through 2016; and Figure 8-7 shows the number of companies listed in each market from 1975 through 2016. Obvious from these trading volume and listing figures is that, while historically the NYSE was the premier stock market, the NASDAQ has become a strong second market. 

9.  A market order is an order for the broker and the designated market maker (DMM) to transact at the best price available when the order reaches the post. The floor or commission broker will go to the post and conduct the trade. A limit order is an order to transact only at a specified price (the limit price). When a floor or commission broker receives a limit order, he or she will stand by the post with the order if the current price is near the limit price. When the current price is not near the limit price, a floor or commission broker does not want to stand at the post for hours (and even days) waiting for the current price to equal the limit price on this single limit order. In this case, the floor broker enters the limit order on the order book of the DMM at the post. The DMM, who is at the post at all times, will monitor the current price of the stock and conduct the trade when, and if, it equals the limit price. Some limit orders are submitted with time limits. If the order is not filled by the time date for expiration, it is deleted from the market maker’s book. 

10.  As a result of the potential for increased volatility created by program trading, the New York Stock Exchange introduced trading curbs (or circuit breakers) on trading. Circuit breakers are limitations placed on trading when the DJIA falls significantly. Circuit breakers are an imposed halt in trading that gives buyers and sellers time to assimilate incoming information and make investment choices. Circuit breakers promote investor confidence by giving investors time to make informed choices during periods of high market volatility. 

11.  On May 6, 2010, the financial markets experienced a brief but severe drop in prices, falling 998 points (more than 5 percent) in a matter of minutes, only to recover a short time later. This event became known as the “flash crash.” Regardless of how the historic drop started, it was exacerbated by computer trading. The initial trading error triggered a pyramiding effect from computerized trading programs designed to sell when the market moves lower. 
As a result of the flash crash, circuit breakers, termed in this case limit up-limit down (LULD) rules, were instituted for individual stocks. Figure 8-12 shows the rules put in place in 2016. Phase I began in April 2013 for Tier I stocks (S&P 500, Russell 1000 stocks, and selected exchange-traded products), while phase II began in August 2013 for Tier II stocks (all other stocks). The LULD band structure is based on percentages away from a “reference price.” Specifically, trading is halted (put in a “limit state”) if the stock price moves outside the price band, calculated as follows:

		Price Band = (Reference Price) ± ((Reference Price) x (Percentage Parameter))

The reference price is the mean price of reported transactions over the past 5 minutes. If no trades have occurred in the previous 5 minutes, the previous reference price will remain. The first reference price of the day is set as the opening price on the stock’s primary listing exchange. When a stock is outside the applicable LULD band, trading is halted for 15 seconds. For example, an S&P 500 stock with a reference price of $5.00 would see trading halted if its price moved outside a range of $4.75-$5.25 ($5.00 ± 0.05 x $5.00). Trading may begin after the halt if the entire size of all limit state quotations is executed or cancelled within 15 seconds of entering the limit state. If the market does not exit the limit state within 15 seconds, then the primary listing market for the security will declare a five minute trading pause. During a trading pause, no trades in the security can be executed, but all bids and offers may be displayed. Percentage parameters are doubled during the first 15 and last 25 minutes of trading.

12.  Flash trading is a controversial practice in which, for a fee, traders are allowed to see incoming buy or sell orders milliseconds earlier than general market traders. With this very slight advance notice of market orders, these traders can conduct rapid statistical analysis (with the help of powerful computers) and carry out high-frequency trading (trades involving very short holding periods) ahead of the public market. Exchanges claim that the flash trading benefits all traders by creating more market liquidity and the opportunity for price improvement, while critics contend that flash trading creates a market in which certain traders can unfairly exploit others. The Wall Street Reform and Consumer Protection Act of 2010 gave the Commodity Futures Trading Commission (CFTC) expanded powers to investigate and prosecute disruptive trading practices, including those by high-speed flash traders. For example, in 2013, the CFTC investigated whether high frequency traders are routinely distorting stock and futures markets by illegally acting as buyer and seller in the same transactions. Such transactions, known as wash trades, are banned by U.S. law because they can feed false information into the market and be used to manipulate prices. CFTC examiners have found that several hundred thousand potential wash trades occur daily on futures exchanges. Regulators are also requiring exchanges to improve their oversight of high-speed trading in the wake of computer-driven glitches in 2012, including the case of Knight Capital Group, which incurred losses of more than $450 million when a high-speed trading algorithm malfunctioned.

Naked access trading allows some traders and others to rapidly buy and sell stocks directly on exchanges using a broker’s computer code without exchanges or regulators always knowing who is making the trades. The firms, usually high-frequency traders, are then able to shave microseconds from the time it takes to trade. A report says that 38 percent of all U.S. stock trading is now done by firms that have “naked sponsored access” to markets. The SEC, fearing that a firm trading anonymously in this way could trigger destabilizing losses and threaten market stability if its rapid-fire trades go awry, banned naked access trading in late 2010.    

Dark pools of liquidity are trading networks that provide liquidity but that do not display trades on order books. This is useful for traders such as institutional traders who wish to buy and sell large numbers of shares without revealing their trades to the overall market. In 2016, nearly 42 percent of daily stock trading was processed through dark pools, up from 3 percent in 2008. Dark pool trading offers institutional investors many of the efficiencies associated with trading on the NYSE or NASDAQ, but it does not require that they show their transactions to others. Dark pool trades are recorded to a national database. However, they are recorded as over-the-counter transactions. Thus, detailed information about the volume and type of transaction is left to the trading network to report to its clients if they so desire. Dark pool trading has been criticized as unfair. With dark pool trading, traders who use trading strategies based on liquidity do not have access to all trading information. 

As a result of these unfair advantages and the new powers given to regulators (through the Wall Street Reform and Consumer Protection Act), in 2013 the SEC approved a plan for new rules requiring dark pools to disclose and detail trading activity on their platforms. Specifically, the SEC called for dark pools and other alternative trading systems to provide more information on how they work. The new rules require such systems to file detailed information about their operations including trading by broker dealer operators on the ATS, which could pose conflicts of interest. What regulators have focused on are the promises the dark pool operators have made to customers about how their orders are being handled and whether high-speed trading firms have the opportunity to trade against those orders. For example, in January 2016, the SEC announced that Barclays Capital and Credit Suisse Securities agreed to settle separate cases finding that they violated federal securities laws while operating dark pools. Barclays agreed to settle the charges by admitting wrongdoing and paying $35 million penalties to the SEC and the NYAG for a total of $70 million. Credit Suisse agreed to settle the charges by paying a $30 million penalty to the SEC, a $30 million penalty to the NYAG, and $24.3 million in disgorgement and prejudgment interest to the SEC for a total of $84.3 million. 

13.  The Dow Jones Industrial Average (the DJIA or the Dow) is the most widely reported stock market index. The Dow was first published in 1896 as an index of 12 industrial stocks. In 1928, the Dow was expanded to include the values of 30 large (in terms of sales and total assets) corporations selected by the editors of The Wall Street Journal (owned by Dow Jones & Company). In choosing companies to be included in the DJIA, the editors look for the largest companies with a history of successful growth and with interest among stock investors. Dow indexes are price-weighted averages meaning that the stock prices of the companies in the indexes are added together and divided by an adjusted value.

In 1966, the NYSE established the NYSE Composite Index to provide a comprehensive measure of the performance of the overall NYSE market. The index consists of all common stocks listed on the NYSE. In addition to the composite index, NYSE stocks are divided into four subgroups: industrial, transportation, utility, and financial companies. The indexed value of each group is also reported daily. The NYSE is a value-weighted index meaning that the current market values of all stocks in the index are added together and divided by their value on a base date.

Standard & Poor’s established the S&P 500 index (a value-weighted index) consisting of the stocks of the top 500 of the largest U.S. corporations listed on the NYSE and the NASDAQ. The NYSE stocks included in the S&P 500 index account for over 80 percent of the total market value of all stocks listed on the NYSE. Thus, movements in the S&P 500 Index are highly correlated with those of the NYSE Composite Index. Standard & Poor’s also reports subindexes consisting of industrials and utilities in the S&P 500 Index.

First established in 1971, the NASDAQ Composite Index (a value-weighted index) consists of three categories of NASDAQ companies: industrials, banks, and insurance companies. All stocks traded through the NASDAQ in these three industries are included. NASDAQ also reports separate indexes based on industrials, banks, insurance companies, computers, and telecommunications companies.

The Wilshire 5000 index was created in 1974 (when computers made the daily computation of such a large index possible) to track the value of the entire stock market. It is the broadest stock market index and possibly the most accurate reflection of the overall stock market. The Wilshire 5000 index contains virtually every stock that meets three criteria: the firm is headquartered in the U.S.; the stock is actively traded in a U.S.-based stock market; and the stock has widely available price information (which rules out the smaller OTC stocks from inclusion). Though the index started with 5,000 firms, because of firm delistings, privatizations, and acquisitions it currently includes just 3,562 stocks. Like the NYSE Composite Index, the S&P 500 Index, and the NASDAQ Composite Index, the Wilshire 5000 Index is a value-weighted index. The Wilshire 5000 index has the advantage that it is the best index to track the path of the U.S. stock market. Since it includes essentially every public firm, it is highly representative of the overall market. However, because it is so diverse, it is impossible to tell which sectors or asset classes (technology, industrial, small-cap, large-cap, etc.) are moving the market.

14.  In a price-weighted index, the stock prices of the companies in the indexes are added together and divided by an adjusted value (or divisor). Dow indexes are price-weighted averages. The divisor was set at 30 in 1928, but due to stock splits, stock dividends, and changes in the 30 firms included in the index, this value dropped to 0.14602128057775 by July 2016.   

In a value-weighted index, the current market values (stock price x number of shares outstanding) of all stocks in the index are added together and divided by their value on a base date. Any changes in the stocks included in the index are incorporated by adjusting the base value of the index. The NYSE, established in 1966, is a value-weighted index. To modernize and align the index methodology with those used in other indexes, the NYSE revised its NYSE Composite Index in January 2003. At this time the composite was recalculated to reflect a new base value of 5,000 rather than the original base value of 50 set in December 1965. The S&P 500 index and the Wilshire 5000 index are also value-weighted indexes.

15.  Households are the single largest holders of corporate stock (holding 39.0 percent of all corporate stock outstanding in 2016). Mutual funds and foreign investors are also prominent in the stock markets (holding 24.2 percent and 15.7 percent of the $35.5 trillion in corporate stock outstanding, respectively). Households indirectly invest in corporate stock through investments in mutual funds and pension funds. Together, these holdings totaled approximately 80 percent in 2016.

As a result of the tremendous increase in stock values in the 1990s, most individuals in the United States either directly own corporate stock or indirectly own stock via investments in mutual funds and pension funds. Figure 8–14 shows the percent of Americans with investments in the stock market from 1998 through 2016. Ownership peaked at 65 percent in 2007 as stock markets reached record highs. As the stock market plummeted in value during the financial crisis, so did ownership. However, as the stock market recovered in 2010-2016, individual investors did not reenter the market, falling to a low of 52 percent in April 2016. Despite an improving economy overall, unemployment remained above 6.0 percent throughout much of this period (not falling to below 5.0 percent until January 2016), a level still too high to support wide-ranging stock ownership.

Table 8–5 reports characteristics of adult investors in the stock markets in April 2007 and 2016. Note that in every category, percentages have dropped over this period. Older investors are the most active. In 2016, 62 percent of individuals 35 to 54 years old are invested, compared to just 38 percent of those 18 to 34 years old. These numbers are down from 2007 when 73 percent and 62 percent, respectively, were invested in the stock market. The higher the income, the higher the percentage of individuals investing in stocks. In 2016, 79 percent of individuals earning $75,000 and over were invested in stocks, while just 23 percent of individuals earning less than $30,000 were invested. 

16.  Figure 8-15 shows the relation between stock market movements and economic cycles in the U.S. Notice some recessionary periods were indeed preceded by a decline in stock market index values; other recessionary periods were not preceded by a decline in stock market index values. Figure 8-15 suggests that stock market movements are not consistently accurate predictors of economic activity. In fact, of the 14 major stock market predicted recessions since 1942, only eight actually occurred.

17.  The degree to which financial security prices adjust to “news” and the degree (and speed) with which stock prices reflect information about the firm and factors that affect firm value is referred to as market efficiency. Three measures (weak form, semistrong form, and strong form market efficiency) are commonly used to measure the degree of stock market efficiency. According to the weak form market efficiency, current stock prices reflect all historic price and volume information about a company. Under weak form market efficiency, historical news and trends are already impounded in historical prices and are of no use in predicting today’s or future stock prices. Thus, weak from market efficiency concludes that investors cannot make more than the fair (required) return using information based on historical price movements.

The semistrong market efficiency hypothesis focuses on the speed with which public information is impounded into stock prices. According to the concept of semistrong form market efficiency, as public information arrives about a company, it is immediately impounded into its stock price. For example, semistrong form market efficiency states that a common stock’s value should respond immediately to unexpected news announcements by the firm regarding its future earnings. Thus, if an investor calls his or her broker just as the earnings news is released, he or she cannot earn an abnormal return. Prices have already (immediately) adjusted. According to semistrong form market efficiency, investors cannot make more than the fair (required) return by trading on public news releases. 

The strong form of market efficiency states that stock prices fully reflect all information about the firm, both public and private. Thus, according to strong form market efficiency, even learning private information about the firm is of no help in earning more than the required rate of return. As individuals get private information about a firm, the market has already reacted to it and has fully adjusted the firm’s common stock price to its new equilibrium level. Thus, strong form market efficiency implies that there is no set of information that allows investors to make more than the fair (required) rate of return on a stock.

18.  Stock markets and stock market participants are subject to regulations imposed by the Securities and Exchange Commission (SEC) as well as the exchanges on which stocks are traded. The main emphasis of SEC regulations is on full and fair disclosure of information on securities issues to actual and potential investors. The two major regulations that were created to prevent unfair and unethical trading practices on security exchanges are the Securities Act of 1933 and the Securities Exchange Act of 1934. The 1933 act required listed companies to file a registration statement and to issue a prospectus that details the recent financial history of the company when issuing new stock. The 1934 act established the SEC as the main administrative agency responsible for the oversight of secondary stock markets by giving the SEC the authority to monitor the stock market exchanges and administer the provisions of the 1933 act. SEC regulations are not intended to protect investors against poor investment choices but rather to ensure that investors have full and accurate information available when making their investment decisions.

For example, in the early 2000s, a number of securities firms received tremendous publicity concerning conflicts of interest between analysts’ research recommendations on buying or not buying stocks and whether the firm played a role in underwriting the securities of the firm the analysts were recommending. After an investigation by the New York State’s attorney general, Merrill Lynch agreed to pay a fine of $100 million and to follow procedures more clearly separating analysts’ recommendations (and their compensation) from the underwriting activities of the firm. Major Wall Street firms were also investigated. This investigation was triggered by the dramatic collapse of many new technology stocks while analysts were still making recommendations to buy or hold them. 

Subsequent to these investigations, the SEC instituted rules requiring Wall Street analysts to vouch that their stock picks have not been influenced by investment banking colleagues and to disclose details of their compensation that would flag investors to any possible conflicts. Evidence that analysts have falsely attested to the independence of their work could be used to institute enforcement actions. Violators could face a wide array of sanctions, including fines and penalties such as a suspension or a bar from the securities industry. In addition, the SEC proposed that top officials from all public companies sign off on financial statements.  

Along with these changes instituted by the SEC, the U.S. Congress passed the Sarbanes-Oxley Act in July 2002. This act created an independent auditing oversight board under the SEC, increased penalties for corporate wrongdoers, forced faster and more extensive financial disclosure, and created avenues of recourse for aggrieved shareholders. Further, in 2002 the NYSE took actions intended to heighten corporate governance standards on domestic NYSE-listed companies. Key changes included requirements on companies to have a majority of independent directors, to adopt corporate governance guidelines and codes of ethics and business conduct, to have shareholders’ approval of all equity-based compensation plans, and to have CEOs annually certify information given to investors. The goal of the legislation was to prevent deceptive accounting and management practices and to bring stability to jittery stock markets battered in the summer of 2002 by the corporate governance scandals of Enron, Global Crossings, Tyco, WorldCom, and others.  

The SEC came under fire during the financial crisis for its failure to uncover Bernie Madoff’s Ponzi scheme. The SEC apparently had evidence as early as 1994 (in relation to another case) that Madoff, a former chairman of the NASDAQ stock market who was a member of SEC advisory committees, was conducting illegal activities. Further, Harry Markopolos, who worked for a rival company of Bernard L. Madoff Investment Securities, had written to the SEC in May 1999, informing them of Madoff’s Ponzi scheme. Markopolos examined the options markets that Madoff told investors he used to pro- duce his steady stream of returns and concluded that Madoff’s results were impossible.

On May 19, 2006, when the Securities and Exchange Commission questioned Madoff under oath, he falsely described how he would buy and sell stock and options contracts in Europe on behalf of his clients. The SEC asked Madoff: “Is there any documentation generated?” Madoff said yes. But the SEC failed to pursue this further. Eventually, the SEC recommended closing the investigation “because those violations were not so serious as to warrant an enforcement action.” Making things worse for the SEC, Madoff’s family had close ties with the SEC. Madoff’s sons, brother, and niece worked with or advised the SEC on various matters. Madoff’s niece is married to a former SEC attorney who was part of a team that examined Madoff’s securities brokerage operation in 1999 and 2004. Neither review resulted in an action against Madoff. In the end, it was not the SEC that discovered Madoff’s Ponzi scheme. Because of large redemption claims that his clients filed during the financial crisis, Madoff’s Ponzi scheme began to collapse. Madoff admitted to his sons what he had done and they turned him in to authorities. 

The SEC’s internal watchdog, Inspector General H. David Kotz, stated that he was so concerned about the agency’s failure to uncover Madoff’s alleged Ponzi scheme that he expanded an inquiry called for by SEC Chair- man Christopher Cox. However, in July 2010, nearly 18 months after Madoff’s Ponzi scheme was exposed, lawmakers were still questioning how the SEC staffers who reviewed the Madoff firm and investigated fraud allegations were being punished. SEC Chairman Mary Schapiro told Congress during an oversight hearing that 15 of 20 enforcement attorneys and 19 of 36 examination staffers that dealt with the Madoff matter had left the agency, but the SEC was still conducting a disciplinary process. Schapiro also said the Madoff incident did change the culture of the SEC. For example, SEC examiners are now verifying custody of assets with third parties, something the SEC failed to do in its review of Madoff and something Madoff later told SEC officials he was sure would have led to his scheme’s unraveling.  

The SEC has delegated certain regulatory responsibilities to the markets (e.g., NYSE or NASDAQ). In these matters, the NYSE and NASDAQ are self-regulatory organizations. Specifically, the NYSE has primary responsibility for the day-to-day surveillance of trading activity. It monitors specialists to ensure adequate compliance with their obligation to make a fair and orderly market; monitors all trading to guard against unfair trading practices; monitors broker-dealer activity with respect to minimum net capital requirements, standards, and licensing; and enforces various listing and disclosure requirements. For example, in October 2007 NYSE regulators censured and fined several NYSE member firms for failure to deliver prospectuses to a large number of customers. 

The Financial Industry Regulatory Authority (FINRA) is the largest independent regulator for all securities firms doing business in the United States. FINRA was formed in July 2007 as a result of the merger of the National Association of Securities Dealers’ (NASD) with the enforcement arm of the New York Stock Exchange. FINRA oversees all aspects of the securities business, including registering and educating industry participants, examining securities firms, writing rules, enforcing those rules and the federal securities laws, informing and educating the investing public, providing trade reporting and other industry reports, and administering the largest dispute resolution forum for investors and registered firms.    

The Wall Street Reform and Consumer Protection Act of 2010 (passed in response to the financial crisis), gave the SEC and other regulators new powers to oversee the operations of stock markets. Among these are rules empowering the SEC to disseminate a fiduciary standard for broker-dealers that provide personalized investment services, allowing the SEC to require disclosures on broker-dealers that sell only proprietary products, allowing the SEC to review rule changes of self-regulatory organizations that affect custody of customer securities or funds, allowing the SEC to facilitate the provision of simple and clear investor disclosures regarding the terms of relationships with broker-dealers and investment advisers, and requiring the SEC to undertake a study on conflicts of interest involving analysts.

Six years after the passage of the Wall Street Reform and Consumer Protection Act, 271 rulemaking deadlines have passed. Of these, 204 (75.3 percent) have been met with finalized rules and rules have been proposed that would meet 34 (12.5 percent) more. Rules have not yet been proposed to meet 33 (12.2 percent) passed rulemaking requirements. Of the 390 total rulemaking requirements, 267 (68.46 percent) have been met with finalized rules and rules have been proposed that would meet 40 (10.26 percent) more. Rules have not yet been proposed to meet 83 (21.28%) rulemaking requirements. The enormity of the act has consumed a vast amount of SEC’s resources and left many pressing issues affecting investor confidence unaddressed.

19.  The U.S. stock markets are the world’s largest. However, with the full implementation of a common currency—the euro—in 2002, European markets grew in importance during the 2000s. Further, economic growth in Pacific Basin countries, China, and other emerging market countries has resulted in significant growth in their stock markets. Figure 8–16 shows the proportion of stock market capitalization among various countries in 1990, 2000, 2009, and 2016. The U.S. dominance in the stock markets is best seen in 2000. However, U.S. market capitalization decreased in size in 2009. Factors behind the U.S. dominance in world stock markets changed in the mid-2000s. Strict new regulations in the U.S. such as Sarbanes-Oxley (discussed earlier) increased the cost of operating in the U.S. and resulted in a significant drop in IPOs of foreign firms in the U.S. Further, U.S. economic growth slowed from an annual rate of over 4 percent in the first two quarters of 2006 to 1¼ percent in the first quarter of 2007. A sharp downturn in the U.S. subprime housing market was a major factor for the slow U.S. growth. During this period growth strengthened in most other major countries, including the euro area, China, the United Kingdom, and Canada. Indeed, in early 2007, growth in the euro area exceeded that in the United States for the first time since 2002. Further, China’s economy continued to expand.

Note also the stock market developments in Europe, the Pacific Basin, and the emerging market countries from 1990 to 2016. European markets increased their market share (from 21.1 percent in 1990 to 30.5 percent of the total in 2000). However, as the U.S. financial crisis spread and Europe then fell into a deep sovereign debt crisis in the late 2010s, European markets fell to just 23.1 percent of the world total. Issues got worse in Europe in 2016 as the United Kingdom voted to leave the European Union sending British and European markets down further, to 19.8 percent by June 2016. The Asian economic problems that started in 1997 reduced the value of these markets significantly (for example, Pacific Basin and emerging markets stock markets decreased from 4.6 percent and 2.4 percent in 1990 to 4.4 percent and 1.5 percent in 2000 of the worldwide stock markets, respectively). However, these regions were less affected by the financial crisis that hit the U.S. and Europe. Thus, they recovered and grew to 20.4 percent and 9.3 percent, respectively, in 2016. 

20.  An American Depositary Receipt (ADR) is a certificate that represents ownership of a foreign stock. An ADR is typically created by a U.S. bank, which buys stock in foreign corporations in their domestic currencies and places them with a custodian. The bank then issues dollar ADRs backed by the shares of the foreign stock. These ADRs are then traded in the U.S., in dollars, on and off the organized exchanges. There are three main types of ADR issuances: Level 1, 2, and 3. 

Level 1 ADRs are the most common and most basic of the ADRs. Level 1 ADRs are only traded on the over the counter (OTC) market and have the least amount of regulatory requirements as stipulated by the SEC. The companies issuing these ADRs do not have to abide by U.S. accounting (GAAP) standards, nor do they have to issue annual reports. Companies with shares trading under a Level 1 program may decide to upgrade their program to a Level 2 or Level 3 program to gain better exposure in U.S. markets.
Level 2 ADRs can be listed on the major stock exchanges (NYSE and NASDAQ), but they have more regulatory requirements than Level 1 ADRs. Issuers of Level 2 ADRs are required to register with the SEC, to file a form 20-F (the basic equivalent to the regular 10-K filing by companies in the U.S.), and to file an annual report that complies with GAAP standards. Due to their listing on the NYSE and Nasdaq markets, Level 2 ADRs have much higher trading volumes than level 1 ADRs. While listed on these exchanges, the company must meet the exchange’s listing requirements. If it fails to do so, it may be delisted and forced to downgrade its ADR program.
Level 3 ADRs is the most respected level a foreign company can achieve in the US markets. Like Level 2 ADRs, companies that issue Level 3 ADRs are required register with the SEC, to file a form 20-F, and to file annual reports that comply with GAAP standards. Level 3 ADR companies, however, are allowed to issue shares directly into the U.S. markets, rather than simply allowing the indirect purchase of already created shares. Thus, the foreign company can actually issue shares to raise capital. Foreign companies with Level 3 programs are required to share any news that it distributes within its home country to U.S. investors. Thus, foreign companies with a Level 3 program set up are the easiest on which to find information.

Most ADR programs are subject to possible termination, which results in the cancellation of all the depositary receipts, and a subsequent delisting from all exchanges on which they trade. The termination can be at the discretion of the foreign issuer or the depositary bank, but is typically at the request of the issuer. In most cases, some type of reorganization or merger is the reason for termination of an ADR program.

The major attraction to U.S. investors is that ADRs are claims to foreign companies that trade on domestic (U.S.) exchanges and in dollars. Further, fees on ADRs are lower than those on many international mutual funds. Additionally, as mentioned above, investments in foreign securities help diversify a stock portfolio with companies that spread risk around throughout the globe. However, like all international investments there are unique risks that are associated with them that are not usually present with domestic securities. For example, investors must consider country risk, foreign exchange risk, and other attributes when evaluating ADRs. Further, international companies and their underlying countries are not subject to as strict financial reporting standards as are companies in the U.S. Thus, investors may experience trouble understanding financial reports, terms, and definitions due to differing accounting standards as well as language barriers.


Problems:

1.  a.  With cumulative voting, the total number of votes available is 75,000,000 (= 15 million shares outstanding x 5 directors). If there are six candidates for the five board positions, the five candidates with the highest number of votes will be elected to the board and the candidate with the least total votes will not be elected. In this example, the minimum number of votes needed to ensure election is one sixth of the 75 million votes available, or 12,500,000 votes. If one candidate receives 12,500,000, the remaining votes together total 62,500,000. No matter how these votes are spread over the remaining 5 director candidates, it is mathematically impossible for each of the 5 to receive more than 12,500,000. This would require more than 5 x 12,500,000 votes, or more than the 62,500,000 votes that remain.

b. With straight voting, the vote on the board of directors occurs one director at a time. Thus, the number of votes eligible for each director is 15,000,000, the number of shares outstanding. The minimum number of votes needed to ensure election is one half 15 million votes available, or 7.5 million.

2.  a.  With cumulative voting, the total number of votes available is 300,000,000 (= 50 million shares outstanding x 6 directors). If there are eight candidates for the six board positions, the six candidates with the highest number of votes will be elected to the board and the two candidates with the least total votes will not be elected. In this example, the minimum number of votes needed to ensure election is one eighth of the 300 million votes available, or 37,500,000 votes. If one candidate receives 37,500,000, the remaining votes together total 262,500,000. No matter how these votes are spread over the remaining 7 director candidates, it is mathematically impossible for each of the 7 to receive more than 37,500,000. This would require more than 7 x 37,500,000 votes, or more than the 262,500,000 votes that remain.

b. With straight voting, the vote on the board of directors occurs one director at a time. Thus, the number of votes eligible for each director is 50,000,000, the number of shares outstanding. The minimum number of votes needed to ensure election is one half 50 million votes available, or 25 million.

3.  You own 50,000 shares of common stock in a firm with 2.5 million total shares outstanding. The firm announces its plan to sell an additional 1 million shares through a rights offering. Thus, each shareholder will be sent 0.4 rights for each share of stock owned. One right can then be exchanged for one share of common stock in the new issue.

a.  Your current ownership interest is 2.0 percent (50,000/2.5 million) prior to the rights offering and you receive 20,000 rights (50,000 x 0.4) allowing you to purchase 20,000 of the new shares. If you exercise your rights (buying the 20,000 shares) your ownership interest in the firm after the rights offering is still 2 percent ((50,000 + 20,000)/(2.5 million + 1 million)).

b.  The market value of the common stock is $35 before the rights offering, or the total market value of the firm is $87.5 million ($35 x 2.5 million), and the 1 million new shares are offered to current stockholders at a $5 discount, or for $30 per share. The firm receives $30 million. The market value of the firm after the rights offering is $117.5 million (the original $87.5 million plus the $30 million from the new shares), or $33.571 per share ($117.5 million / 3.5 million).

c.  Your 50,000 shares are worth $1.75 million ($35 x 50,000) before the rights offering, and you can purchase 20,000 additional shares for $600,000 ($30 x 20,000). Thus, your total investment in the firm after the rights offering is $2.35 million, or $33.571 per share ($2.35 million / 70,000).

d. Your 50,000 shares are worth $1.75 million ($35 x 50,000) before the rights offering. Since each right allows a stockholder to buy a new share for $30 per share when the shares are worth $33.571, the value of one right should be $3.571. Should you sell your rights rather than exercise them, you maintain your original 50,000 shares of stock. These have a value after the rights offering of $1.679 million (50,000 x 33.571). You also sell your rights for $0.071 million (20,000 x $3.57). You have a total of $1.75 million, or have lost no wealth.

4.  You own 100,000 shares of common stock in a firm with 12.5 million total shares outstanding. The firm announces its plan to sell an additional 2.5 million shares through a rights offering. Thus, each shareholder will be sent 0.2 rights for each share of stock owned. One right can then be exchanged for one share of common stock in the new issue.

a.  Your current ownership interest is 0.80 percent (100,000/12.5 million) prior to the rights offering and you receive 20,000 rights (100,000 x 0.2) allowing you to purchase 20,000 of the new shares. If you exercise your rights (buying the 20,000 shares) your ownership interest in the firm after the rights offering is still 0.80 percent ((100,000 + 20,000)/(12.5 million + 2.5 million)).

b.  The market value of the common stock is $22.50 before the rights offering, or the total market value of the firm is $281.25 million ($22.50 x 12.5 million), and the 2.5 million new shares are offered to current stockholders at a $2.40 discount, or for $20.10 per share. The firm receives $50.25 million. The market value of the firm after the rights offering is $331.50 million (the original $281.25 million plus the $50.25 million from the new shares), or $22.10 per share ($331.50 million / 15 million).

c.  Your 100,000 shares are worth $2.25 million ($22.50 x 100,000) before the rights offering, and you can purchase 20,000 additional shares for $402,000 ($20.10 x 20,000). Thus, your total investment in the firm after the rights offering is $2.652 million, or $22.10 per share ($2.652 million / 120,000).

d. Your 100,000 shares are worth $2.25 million ($22.50 x 100,000) before the rights offering. Since each right allows a stockholder to buy a new share for $20.10 per share when the shares are worth $22.10, the value of one right should be $2.00. Should you sell your rights rather than exercise them, you maintain your original 100,000 shares of stock. These have a value after the rights offering of $2.210 million (100,000 x 22.10). You also sell your rights for $0.04 million (20,000 x $2.00). You have a total of $2.25 million, or have lost no wealth.

5.  a.  Abbott Laboratories closed at $41.36 per share on July 7, 2016.

b.  The high for McDonald’s was $131.96 per share and the low was $87.50 per share for the year July 7, 2015 through July 7, 2016.

c.  The dividend yield on Waste Management’s stock was $1.64/$67.29 = 2.44%.

6. a.  Abercrombie & Fitch closed at $18.09 ($18.22 - $0.13) per share on July 6, 2016.

b.  The dividend yield on El Paso Electric’s stock was $1.24/$46.46 = 2.67%. 

c.  The firm’s P/E ratio is the ratio of the company’s closing price to earnings per share over the previous year. Well Fargo’s P/E ratio is reported to be 11.41 on July 7, 2016. Wells Fargo’s price—the numerator of the P/E ratio—is reported as $46.80, Thus, Well Fargo’s earnings per share—the denominator of the P/E ratio—over the period July 2015 through July 2016 must have been $4.10 per share: E = P ÷ P/E = $46.80 ÷ 11.41).

7.  a.  Return = $2.75/$35.00 + ($30.00 - $35.00)/$35.00) = -6.43%

b.  Return = $2.75/$35.00 + ($40.00 - $35.00)/$35.00) = 22.14%

8.  EXCEL Problem: 	Return = -11.00%
			Return = 5.00%
			Return = 9.00%
			Return = 19.00%


9. 
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)
	(7)
	(8)
	(9)
	(10)
	(11)
	(12)
	(13)
	(14)
	(15)

	A
	Symbol
	Open
	High
	Low
	Close
	Net
Chg
	%Chg
	Vol
	52 Week
High
	52 Week
Low
	Div
	Yield
	PE
	YTD
%Chg

	McKesson
	MCK
	61.00 
	61.14 
	60.28 
	60.60 
	-1.01 
	-1.64 
	2,719,785 
	71.49 
	53.57 
	0.72 
	1.19 
	13.00 
	-3.04


 
Column 14 is the McKesson’s P/E ratio, 13.00; Column 6 reports McKesson’s price—the numerator of the P/E ratio—as $60.60.

Thus, McKesson’s earnings per share—the denominator of the P/E ratio—over the period August 2009 through August 2010 must have been $4.66 per share: E = P  P/E = $60.60  13.00). 

10. 
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)
	(7)
	(8)
	(9)
	(10)
	(11)
	(12)
	(13)
	(14)
	(15)

	A
	Symbol
	Open
	High
	Low
	Close
	Net
Chg
	%Chg
	Vol
	52 Week
High
	52 Week
Low
	Div
	Yield
	PE
	YTD
%Chg

	Abercrombie&Fitch
	ANF
	37.89 
	38.41 
	37.20 
	37.60 
	-1.21 
	-3.12 
	2,323,747 
	51.12 
	28.76 
	0.70 
	1.86 
	55.29 
	7.89 



Column 14 is the Abercrombie & Fitch’s P/E ratio, 55.29; Column 6 reports Abercrombie & Fitch’s price—the numerator of the P/E ratio—as $37.60.

Thus, Abercrombie & Fitch’s earnings per share—the denominator of the P/E ratio—over the period August 2009 through August 2010 must have been $0.68 per share: E = P  P/E = $37.60  55.29). 






