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Chapter 14

The Practice of Investment

Introduction

Once you have developed your investment policy statement and have determined
your goals, risk tolerance, and constraints, it is time to choose a strategy and to act.
Whether you entrust a professional advisor or you do it yourself—or both—depends
on your confidence, knowledge, and the time and effort that you want to devote to
your decisions. As is true of any personal finance decision, the ultimate
responsibility for and consequences of your decisions are yours alone. Whatever
you decide, the more you know about the practice of investment, the better an
investor you will be.

There are four broad areas to take into account: (1) how
to find and evaluate the information you need, (2) the
agents and fees involved in securities trading, (3) the
ethical standards and regulatory requirements of the
securities industry, and (4) the special considerations of
investing internationally.
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14.1 Investment Information

LEARNING OBJECTIVES

1. Explain how leading economic indicators are used to gauge the current
economic cycle and the outlook for the economy.

2. Explain how indexes are used to gauge financial market activity and as
benchmarks for asset classes and industries.

3. Identify and evaluate sources of information used to analyze and
forecast corporate performance.

4. Sample and evaluate media outlets providing investment information
and advice.

Investment information seems to be everywhere: in print, radio, television, and
Internet—24/7 and global. Successful investors are hailed as gurus and high-profile
financial news reporters become celebrities. No shortage of commentators and
pundits will analyze every morsel of news, but how can you find useful investment
information to make investment decisions? Even more important, how can you find
useful information that you can trust based on the reliability of its source?

Your investment decisions involve asset allocation and security selection. To make
those decisions, you need information that will help you form an idea of the
economy, industry, and company that affect your decisions. The three main kinds
of information that investors use are economic indicators, market indexes, and
company performance.

Economic Indicators

To gauge the economic environment or cycle, the most widely used measures are
the following:

• Gross domestic product (GDP) is a common measure of the value of
output.

• Inflation measures the currency’s purchasing power.
• Unemployment measures the extent to which the economy creates

opportunities for participation.
• Interest rates affect the future value of money.
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The U.S. government tracks GDP, inflation, and unemployment through its
agencies, such as the Federal Reserve Bank, the Bureau of Labor Statistics, and the
National Bureau of Economic Research. Globally, the World Bank tracks similar
statistics, which are widely reported in the media as recognized benchmarks1 of a
nation’s economic health.

In addition, interest rates are another financial market indicator. Interest rates are
tracked intently because so much capital investment, consumer investment (for
houses, cars, education), and even daily consumption relies on debt financing. The
prime rate, the lowest available retail interest rate, and average mortgage rates are
the most commonly followed rates.

Economists look at many other factors to measure the economy. The index of
leading economic indicators2, published monthly, includes the following:

1. The length of the average workweek (in hours)
2. Initial weekly claims for unemployment compensation
3. New orders placed with manufacturers
4. The percentage of companies receiving slower deliveries from

suppliers (vendor performance)
5. Contracts and orders for new plants and equipment
6. Permits for new housing starts
7. The interest rate spread (difference) between the ten-year Treasury

bond and the Federal Reserve Funds rate, the “overnight rate” that
banks use to lend to each other

8. The index of consumer expectations (the University of Michigan Index)
9. Change in the value of the index of stock prices (for 500 common

stocks)
10. Change in the money supply.

All these measures indicate how productive the economy is, how successful it is at
creating jobs and incomes, and how much benefit it can create for consumers. A
decline in the leading indicators for three consecutive months is thought to be a
strong sign that the economy is in a downturn or even heading toward a recession.

Market Information

The health of financial markets is gauged by the values of various securities indexes
that show the growth or decline of prices in various markets. The indexes are used
to gauge the movement, direction, and rate of change as well as nominal value.

1. A standard, often an index of
securities, representing an
industry or asset class and used
as an indicator of growth
potential or as a basis of
comparison for similar of
disparate industries or assets.

2. A set of ten economic statistics
that are used to assess the
potential for economic growth.
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Figure 14.2 "Examples of Security Indexes" lists some examples of the many stock
indexes and bond indexes and the publicly traded securities they track.

Figure 14.2 Examples of Security Indexes

There is an index for anything that is traded: commodities, currencies, interest rate
futures, and so on. Measures of market momentum include statistics such as the
percentage of stocks that advanced (increased in value) or declined (decreased in
value) or the volume of shares bought and sold. If more stocks advanced than
declined, for example, that may suggest optimism for the stock market.

When interpreting index information, be aware of the investments an index
represents. For example, the Dow Jones Industrial Average, or “the Dow,” consists
of the equity values of only thirty companies of the more than five thousand
publicly traded companies. The Dow is quoted widely and regularly. It was started
in 1896 by Charles Dow, founder of Dow Jones, Inc., and the Wall Street Journal.
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Figure 14.3 The Dow Jones Home Page

Some companies specialize in analyzing asset classes of particular securities. Two
well-known analysts of mutual fund performance are Morningstar
(http://www.morningstar.com), which is geared toward investors, and Lipper
Reports (http://www.lipper.com), which is geared toward investment managers.

Indexes are used as benchmarks for an asset class or a sector of the economy. The
Standard & Poor’s (S&P) 500 Index is used to benchmark the performance of large
company (large cap) stocks, for example, while the Dow Jones Transportation Index
is used to compare the performance of the transportation industry to that of other
industries.

Industry and Company Information

An industry’s media is another place to research how an industry is doing. Most
industries have online trade journals and magazines that can give you an idea of
industry activity, optimism, and overall health. Another source are companies that
specialize in research and analysis of industry and company data, such as Hoover’s
(http://www.hoovers.com) or Value Line (http://www.valueline.com).
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When professionals analyze a company for its investment potential, they look first
at financial statements. You can access this data as well, because all publicly traded
corporations must file both annual and quarterly financial reports with the U.S.
Securities and Exchange Commission (SEC). Those files are then made available on
the SEC’s Web site (http://www.sec.gov/edgar) through Electronic Data Gathering
and Retrieval (EDGAR), the SEC’s data bank. The annual reports (10-Ks) are audited,
and the quarterly reports (10-Qs) are unaudited, but both have to show the
company’s financial statements and report on important developments and plans
or explain unusual financial results.

The 10-K and the 10-Q can give you a good sense of what and how the company has
been doing or planning for the future. Similar corporate information may be found
in the company’s annual report, sent to shareholders and also available on the
company’s Web site.

An annual report is a narrative of how the company is doing. It includes financial
statements, dated at least two years back so that you can see the company’s
progress. It also includes a discussion, presented by the company’s management, of
the company’s strategic plans, competitive environment, industry outlook,
particular risk exposures, and so on. You can get a good sense of how well
positioned the company is going forward from an annual report or 10-K.

Evaluating Sources of Information

Investment information is readily available. Accessing that information is easy, but
evaluating its reliability may be difficult, along with knowing how to use it. It is
important to distinguish between objective news and subjective commentary. A
reporter should be providing unbiased information, while a commentator is
providing a subjective analysis of it. A news article ideally conveys objective facts,
while an editorial or opinion provides subjective commentary. Both kinds of “news”
appear in all kinds of media, such as print, radio, television, and the Internet. Most
print publications have continually updated Web sites, some with streaming video,
and there are financial social networks and blogs providing online discussion and
observation.

As you explore the sources of financial news, you will develop a sense of which ones
are the most useful to you. Figure 14.4 "Sample of Financial News Sources" lists a
selection of financial news sites to explore.
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Figure 14.4 Sample of Financial News Sources

As you survey these news sources, be aware of features that might lead you to trust
an online source of information. The following are some questions to help you
evaluate the credibility of a Web site:Dax R. Norman, “Web Sites You Can Trust,”
American Libraries (August 2006): 36. Also see the Librarians’ Internet Index of Web
Sites You Can Trust, http://lii.org/ (accessed June 2, 2009).

1. Can the content be corroborated? (Check some of the facts.)
2. Is the site recommended by a content expert? (Look for a rating or

recommendation.)
3. Is the author reputable? (Search on the author’s name.)
4. Do you see the site as accurate? (Check with other sources.)
5. Was the information reviewed by peers or editors? (Read the reviews

or logs.)
6. Is the author associated with a reputable organization? (Search on the

organization.)
7. Is the publisher reputable? (Search on the publisher’s name.)
8. Are the authors and sources identified? (Look for source citations or

references.)
9. Do you see the site as current? (Check “last updated” or headline date.)
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10. Do other Web sites link to this one? (Look for links.)
11. Is the site recommended by a generalist? (Ask a librarian.)
12. Is the site recommended by an independent subject area guide? (See

site referrals.)
13. Does the domain include a trademark name? (Look for a trademark in

the URL.)
14. Is the site’s bias clear? (Read the “About.” Look for a statement of

purpose. Read the author’s profile.)
15. Does the site have a professional look? (Look for a clean design and

error-free writing.)

The more questions you can answer in the affirmative, the higher the credibility of
the Web site and the more you can trust it as a source of information. The same
questions can be extended to evaluate the reliability of specific online financial
news sources.

KEY TAKEAWAYS

• Useful investment information analyzes the current economic, industry,
and company performance.

• Leading economic indicators are used to gauge the current economic
cycle and the outlook for the economy.

• Indexes are used to gauge financial market activity and as benchmarks
for asset classes and industries.

• Analysis and forecasting of company performance is based on publicly
reported information from SEC filings and from corporate annual
reports.

• Many media provide investment information and advice for both
experienced and novice individual investors, and such advice is readily
available online.

• The key to finding useful information is in understanding the credibility
and reliability of its source.
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EXERCISES

1. What four measures are the most important indicators of the health of
the economy? What are the other leading economic indicators? Go to a
financial news source to find out the status of all the economic
indicators at this time. Make note of your findings and the date for
purposes of comparison. How does the information inform you as an
investor? Discuss with classmates the implications of the economic
indicators for investing. For example, read the results of the most recent
Consumer Confidence Survey at http://www.conference-board.org/
economics/ConsumerConfidence.cfm. How might these survey results
inform you as an investor?

2. Read an article summarizing the index of leading economic indicators
for May 2009 at http://www.bloomberg.com/apps/
news?pid=20601103&sid=aNHH_lMhARc4. How might an investor have
used the reported information in making investment decisions? Survey
the indexes listed in Figure 14.2 "Examples of Security Indexes". What
role might each index play in choosing assets for a portfolio?

3. Visit the SEC’s EDGAR site at http://www.sec.gov/edgar.shtml. Take the
tutorial to familiarize yourself with how the site works and then click on
“Search for Company Filings.” Input the name of a company with
publicly traded stock of interest to you. Then click on the company’s
most recent annual report it filed with the SEC. Read the annual report
in its entirety, including parts you don’t understand. Jot down your
questions as you read as if you are thinking of buying shares in that
company. What information encourages you in that decision? What
information raises questions or concerns? Go to the company’s Web site
and check its online documents, news, updates, and the current status of
its stock. Are you further encouraged? Why or why not? Where can you
go next to get data and commentary about the company as an
investment opportunity?

4. Survey the news sources listed in Figure 14.4 "Sample of Financial News
Sources" and number the sites to rank them in order of their usefulness
to you at this time. Record in your personal finance journal or My Notes
your top five sources of financial information and why you chose them.

5. Have you ever mistaken a press release or a blog for hard news when
looking for information online? Read the interviews with journalists,
bloggers, and others debating the reliability and accuracy of news
disseminated through the Internet at http://www.pbs.org/wgbh/pages/
frontline/newswar/tags/reliability.html. This PBS Frontline special
delves into the questions of the credibility and reliability of news
information, including financial news and blogs that we access online.
Commentators include Ted Koppel, Larry Kramer, Eric Schmidt, Craig
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Newmark, and others. Discuss with classmates the positions taken in
this debate. In My Notes or your personal finance journal, write an essay
expressing your own conclusions about trusting financial information
you find online and using it to make personal finance decisions.
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14.2 Investing and Trading

LEARNING OBJECTIVES

1. Identify the important differences between types of investment agents.
2. Describe the different levels of service offered by investment agents.
3. Analyze the different fee and account structures available to investors.
4. Differentiate the types of trading orders and explain their roles in an

investment strategy.

The discussion of investment so far has focused on the ideas behind your
investment plan, but to be useful to you, your plan has to be implemented. You
have to invest, and then, over time, trade. How do you access the capital markets?
How and when do you buy, sell, or hold?

To answer these questions you need to know the types of agents who exercise
trades in the financial markets; the types of services, accounts, and fees they offer;
and the kinds of trading orders they execute on your behalf.

Agents: Brokers and Dealers

The markets or exchanges for stocks, bonds, commodities, or funds are membership
organizations. Unless you are a member of the exchange, you cannot trade on the
exchange without hiring an agent to execute trades for you. Trading essentially is
buying and selling.

As you’ve read in Chapter 12 "Investing", a broker3 is an agent who trades on
behalf of clients to fulfill client directives. A dealer4 is a firm that is trading for its
own account. Many firms act as broker-dealers5, trading on behalf of both clients
and the firm’s account. Many brokers, dealers, and broker-dealers are independent
firms, but many are subsidiaries or operations of large investment banks,
commercial banks, or investment companies.

Firms may offer different levels of brokerage services:

• Discretionary trading6 means that the broker is empowered to make
investment decisions and trades on behalf of the client.

3. An intermediary that acts as an
agent for buyers or sellers to
arrange a trade.

4. A professional investor trading
for its own account.

5. An intermediary that acts as an
agent for buyers or sellers and
also trades for its own account.

6. An investor-broker
relationship where the broker
is empowered to make
investment decisions and
trades on behalf of the client.

Chapter 14 The Practice of Investment
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• Advisory dealing7 means that the broker provides advice and
guidance to the client, but investment decisions remain with the client.

• Execution-only8 service means that the broker’s only role is to execute
trades per the investor’s decisions.

Almost all brokerages provide online and mobile access, and most allow you to
access your account information, including trading history, and to place orders and
receive order confirmations online. Some discount brokers operate only online,
that is, they have no retail or storefront offices at all. This allows them to lower
costs and fees. Most brokerages still send out hard copies of such information as
well. Some also provide research reports and tools such as calculators and data for
making asset allocation decisions.

Fees

As firms offer different levels of service, their compensation or fee structures may
vary. A broker is compensated for executing a trade by receiving a commission
based on the volume of the security traded and its price. A discount broker may
offer lower commissions on trades but may provide execution-only services.

A firm may offer all levels of service or specialize in just one. Large discount brokers
such as Fidelity, Scottrade, or Charles Schwab may provide a full range of services
along with execution-only services that charge lower commissions on trades. Other
discount brokers and online-only brokers may charge a lower flat fee per trade,
rather than a commission on the amount of the trade. Some firms charge a
commission on trades and a fee for advisory or discretionary services. The fee is
usually a percentage of the value of the portfolio. Some charge a flat fee for a
quarterly or annual portfolio check-up and advisory services.

Both the commission-based and the fee-based compensation structures have critics.
The commission-based structure results in more compensation for the broker (and
more cost for you) if there are a greater number of trades. This can lead some
brokers to engage in excessive trading, called churning9—an unwarranted and
unnecessary amount of trading in your account for which the broker is being
compensated.

On the other hand, a fee structure based on a percentage of the value of the assets
under management can reward a broker for doing nothing. If the economy expands
and asset values rise, the value of the portfolio—and therefore the broker’s
compensation—may rise without any effort on the broker’s part.

7. An investor-broker
relationship where the broker
provides advice and guidance
to the client, but investment
decisions remain the client’s.

8. An investor-broker
relationship where the
broker’s only role is to execute
trades per the investor’s
decisions.

9. A broker practice of executing
trades for a client’s account
solely to create commissions
for the broker.
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The most economical recourse for an investor is to find a broker who charges a flat
fee for advisory services, independent of portfolio size, and discount fees for
commissions on trading. The costs of investing and trading depend on how much
trading you do and how involved you are in the investment decisions. The more of
the research and advisory work you do for yourself, the less your costs should be.

Brokerage Accounts

Two basic types of brokerage accounts are cash accounts or margin accounts. With
a cash account10, you can trade using only the cash you deposit into the account
directly or as a result of previous trades, dividends, or interest payments. The cash
account is the most common kind of brokerage account.

With a margin account11, you may trade in amounts exceeding the cash available
in the account, in effect borrowing from your broker to complete the financing of
the trade. The investor is said to be “trading on margin.” The broker usually
requires a minimum value for a margin account and extends credit based on the
value of the cash and securities in the portfolio. If your portfolio value drops below
the minimum-value threshold, perhaps because securities values have dropped,
then you may be faced with a margin call12. The broker calls on you to deposit
more into the account.

Investors pay interest on funds borrowed on margin. As regulated by the Federal
Reserve, the amount of an investment financed by debt or bought on margin is
limited. The margin requirement13 is the percentage of the investment’s value
that must be paid for in cash.

Custodial accounts14 are accounts created for minors under the federal Uniform
Gifts to Minors Act (UGMA) of 1956 or the Uniform Transfers to Minors Act (UTMA)
of 1986. The account is legally owned by the minor and is in his or her name, but an
adult custodian must be named for the account. Otherwise, the owner of a
brokerage account must be a legal adult. The account is created at a bank,
brokerage firm, or mutual fund company and is managed by an adult for an
underage child (as defined by the state).

Establishing a brokerage account is as easy as opening a bank account or credit card
account. You will need a good credit rating, especially for a margin account, a
reasonable source of income, and a minimum deposit of assets. Many brokers allow
you to transfer assets from another brokerage account with minimal effort.

10. A brokerage account where
investments are paid for from
money on deposit.

11. A brokerage account allowing
the investor to purchase
securities with funds borrowed
from the broker.

12. The requirement that an
investor invest more capital to
maintain the margin
requirement, or the investor’s
equity in the investment.

13. The percentage of security
value that must represent
capital from the investor (as
opposed to money borrowed
from the broker).

14. A brokerage account for a
minor, established with a
guardian (adult) who is
authorized to make trading
decisions.
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Brokerage Orders

You need not be an expert in the arcane language brokers use to describe trades, so
long as you understand the basic types of orders you can request. Say you want to
buy a hundred shares of X Corporation’s common stock. You call your broker and
ask the price. The broker says that at this moment, the market is “50 bid-50.25 ask.”
Stock exchanges are auction markets; that is, buyers bid what they are willing to
pay and sellers ask what they’re willing to accept. If the market is “50 bid-50.25
ask,” this means that right now the consensus among buyers is that they are willing
to pay $50 per share, while sellers are willing to accept $50.25. The “bid-ask spread”
or difference is 25 cents.

If you then place a market order15 to buy a hundred shares, the order will be
executed at the lowest asking price—the least that the seller is willing to accept. In
other words, you will pay $50.25 per share, the asking price, to buy the stock.

You could also place a limit order16 to buy the shares when the price is lower, say
$45 per share (or to sell when the price is higher, say $55), specifying how long the
order is in effect. If the price goes down to $45 (or up to $55) within the period of
time, then your limit order will be filled, and otherwise it will not.

When you buy a security, you are said to have a long position17 in that security;
you own it. You could close out your position by selling it. When you “go long” in a
security, you are expecting its value to rise, so that you can buy it for a lower price
and then sell it for a higher price.

Alternatively, you could create a short position18 in the security by borrowing it
from your broker, selling it, and then buying it back and returning it to your broker
at some specified point in the future. When you “short” a security, you are
expecting its value to decrease, so that you can sell it at a high price and then buy it
back at a lower price.

Other specialized kinds of orders include a stop-loss order19, where you direct that
the stock be sold when it reaches a certain price (below the current price) in order
to limit your potential loss if the value decreases. You can use a stop-buy order20 to
buy a stock at a certain price (above the current price) if you have “shorted” a
security and want to limit your loss if its value rises.

If you are following a “buy-and-hold” strategy, you are establishing positions that
you plan to hold for a long time. With this strategy you probably will do well to use

15. An order to trade at the market
price.

16. A trading order to buy or sell a
security at a specific price.

17. Ownership of securities; used
in the strategy of “going long,”
which involves buying a
security so that if the price
rises, its sale will create a gain.

18. Owing securities because of
having borrowed them from a
broker; used in the strategy of
“shorting,” which involves
borrowing and selling a
security so that if the price
falls, you can create a gain
when the securities are
repurchased to be returned.

19. An order to sell a security once
its price has fallen below a
specified price.

20. An order to buy a security once
its price has risen above a
specified price.
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a market order. Over the long term that you hold your position, the daily
fluctuations in price won’t matter.

KEY TAKEAWAYS

• A broker trades on behalf of clients; a dealer trades for its own account,
and a broker-dealer does both.

• Brokers, dealers, and broker-dealers may be independent firms or
subsidiaries of investment banks, commercial banks, or investment
companies.

• Firms may offer several levels of brokerage services, defining
their roles as active manager, advisor, and/or traders:

◦ discretionary trading,
◦ advisory dealing,
◦ execution only.

• Brokerage fees are based on the level of service provided and
may consist of

◦ commissions on trading,
◦ advisory fees based on portfolio value, or
◦ a flat fee for management.

• Brokerage accounts may be

◦ cash accounts,
◦ margin accounts, or
◦ custodial accounts.

• Trading orders allow you to better execute a specific trading
strategy:

◦ market orders,
◦ limit orders,
◦ stop-loss orders, or
◦ stop-buy orders.
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EXERCISES

1. Read the information at the following sites about choosing an
investment broker or brokerage firm:
http://beginnersinvest.about.com/od/choosingabroker/a/
brokeraccount.htm and http://www.msmoney.com/mm/investing/
inv_experts/brokerage_firms.htm. In My Notes or your personal finance
journal, record the top ten questions about a broker or brokerage that
will guide your choice. What answers will you be looking for? See how
the investment industry evaluates brokers at
http://www.smartmoney.com/investing/economy/smartmoneys-
annual-broker-survey-23119 and http://www.moneybluebook.com/
reviews-of-the-best-online-discount-brokers.

2. What information (or inspiration) useful for personal finance can you
get at Money Blue Book (http://www.moneybluebook.com)? How would
you evaluate the Money Blue Book Web site as a source of financial
news, information, and advice? In your opinion, how do sites such as
Money Chimp (http://www.moneychimp.com/), Cool Investing
(http://www.coolinvesting.com/), and Get Rich Slowly
(http://www.getrichslowly.org/blog/) compare?

3. At the following Web sites, survey the argots, or “secret”
vocabularies, that brokers use to discuss trades. From each
glossary select five words relevant to you and their definitions to
record in your personal finance journal or My Notes.

◦ Stock Trading: http://www.mytradingsystem.net/Glossary-
trading-terms.html

◦ Bond Trading: http://www.bondsonline.com/asp/trading/
glossary.asp

◦ Futures Trading: http://www.webtrading.com/glossary.htm
◦ Currency Trading (Foreign Exchange, or FOREX):

http://www.fxwords.com
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14.3 Ethics and Regulation

LEARNING OBJECTIVES

1. Discuss the reasons that investing behavior may be unethical.
2. Identify the key professional responsibilities of investment agents.
3. Describe practices that investment agents should pursue or avoid to

fulfill their professional responsibilities.
4. Explain how investment agents are regulated.
5. Debate the role of government oversight in the securities industry.

Financial markets, perhaps more than most, seem to seduce otherwise good citizens
into unethical or even illegal behavior. There are several reasons:

1. Investing is a complex, volatile, and unpredictable process, such that
the complexity of the process lowers the probability of getting caught.

2. The stakes are high enough and the probability of getting caught is low
enough so that the benefits can easily seem to outweigh the costs. The
benefits can even blind participants to the costs of getting caught.

3. The complexity of the situation may allow some initial success, and the
unethical investor or broker becomes overconfident, encouraging
more unethical behavior.

4. Employers may put their employees under pressure to act in the
company’s interests rather than clients’ interests.

To counteract these realities there are three forces at work: market forces,
professional standards, and legal restrictions. But before these topics are discussed,
it is useful to review the differences between ethical and unethical, or professional
and unprofessional, behaviors in this context.

Professional Ethics

Investment intermediaries or agents such as advisors, brokers, and dealers have
responsibilities to their clients, their employers, and to the markets. In carrying out
these responsibilities, they should demonstrate appropriate professional conduct.
Professional conduct is ethical, that is, it is based on moral principles of right and
wrong as expressed in the profession’s standards of conduct.
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Figure 14.5
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Brokers and advisors should always deal objectively and fairly with clients, putting
clients’ interests before their own. In other words, a broker should always give
higher priority to the client’s wealth than to his or her own. When acting on a
client’s behalf, a broker should always be aware of the trust that has been placed on
him or her and act with prudence21 and care. The principle of due diligence22

stipulates, for example, that investment advisors and brokers must investigate and
report to the investor every detail of a potential investment.

Kim receives an order from a client to sell shares because the client believes the
stock price will drop. Kim believes the client is right and so decides to sell her own
personal shares in that stock as well. She places the order to sell her shares first, so
that if the price drops as she sells, her shares will be sold at a higher price. She
places the order to sell the client’s shares after the price has dropped. This practice
of taking advantage of the client by not putting the client first is called front-
running23. According to professional ethics, Kim should be putting her client’s
interest—and order—ahead of her own.

Professional ethics call for brokers and advisors to disclose any potential conflicts
of interest they may have. They also should be diligent and thorough when
researching investments and making recommendations and should have an
objective basis for their advice. Investment recommendations should be suitable for
the client, and advice should be given with the best interests of the client in mind.

Shonte is a financial advisor for a large broker-dealer
that has acquired a large position in a certain bond
issue. It now owns a lot of bonds. Wanting to reduce the
company’s exposure to risk from that position, Shonte’s
boss suggests that whenever possible, she should advise
her clients to add this bond to their portfolios. That way
the company can use its clients to buy its bonds and
reduce its position. This conduct is unethical, however.
Shonte should not automatically recommend the bond
to all her clients, because her advice should be based
solely on the individual clients’ interests and needs, not
the company’s.

An advisor or broker should

• be forthcoming about how the investment analysis was done and the
changes or events could affect the outcome;

• not present himself or herself as a “guru” with a special or secret
method of divining investment opportunities;

21. Acting with sound and
responsible judgment; in
investing, prudence implies a
relative conservatism
regarding risk.

22. Competent and adequate
research into an investment
proposal to be able to project
its returns and its potential
risks.

23. An agent trading for its own
account before executing
trading orders for its clients.
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• clearly explain the logic and grounding for all judgments and advice;
• not try to pressure you into making an investment decision or use

threats or scare tactics to influence you;
• communicate regularly and clearly with you about your portfolio

performance and any market or economic changes that may affect its
performance.

In addition to being loyal to clients, brokers and advisors are expected to be loyal to
employers, the professions, and the financial markets. Accepting side deals, gifts, or
“kickbacks,” for example, may damage a company’s reputation, harm colleagues as
well as clients, and betray the profession. Loyalty to market integrity is shown by
keeping the markets competitive and fair. For example, brokers should use only
information available to all. Information from private sources to which others do
not have access is inside information24, and making trades on the basis of inside
information is called insider trading25.

For example, Jorge, a broker, just found out from a client that the company she
works for is about to be granted a patent for a new product. The information has
not yet been announced publicly, but it will almost certainly increase the value of
the company’s stock. Jorge is tempted to buy the stock immediately, before the
news breaks, both for his employer’s account and his own. He would almost surely
profit and gain points with his boss as well. But that would be wrong. Trading on
inside information would be disloyal to the integrity of the markets, and it is illegal.

Brokers and advisors should not manipulate markets or try to influence or distort
prices to mislead market participants. Attempts to do so have become more
widespread with the tremendous growth of electronic communications. For
example, Tom, a dealer, has just shorted a large position in a tech stock. On his
widely read blog, he announces that his “research” has revealed serious weaknesses
in the tech company’s marketing strategy and rumors of competitors’ greater
advantages in the market. Tom has no factual basis for his reporting, but if his
“news” causes the price of the tech stock to fall, he will profit from his short
position. Tom’s attempts to manipulate the market are unethical and
unprofessional.

Regulation of Advisors, Brokers, and Dealers

It is often said that the financial markets are self-regulating and self-policing.
Market forces may be effective in correcting or preventing unprofessional conduct,
but they often don’t, so there are also professional and legal sanctions.

24. Information that is not publicly
available that has a material
effect on an investment’s
value.

25. The illegal practice of trading
securities based on nonpublic
or “inside” information.
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Sanctions provide deterrence and punishment. Registered brokers and advisors,
and their firms, typically are members of professional organizations with
regulatory powers. For example, professional organizations have qualifications for
membership and may award credentials or accreditation that their members would
not want to lose.

There are many professional designations and accreditations in the investment
advising and brokerage fields (Chapter 1 "Personal Financial Planning"). However,
keep in mind that no professional affiliation or designation is required to give
investment advice.

The U.S. securities industry is formally regulated by federal and state governments.
Government sanctions and limits have been imposed gradually, usually after a
major market failure or scandal, and so form a collection of rules and laws overseen
by a variety of agencies.

The Securities and Exchange Commission (SEC) is a federal government agency
empowered to oversee the trading of securities and the exchanges in the capital
markets. It was created in 1934 in response to the behavior that precipitated the
stock market crash in 1929 and the subsequent failure of the banking system. The
SEC investigates illegal activities such as trading on insider information, front-
running, fraud, and market manipulation.

The SEC also requires information disclosures to inform the public about
companies’ financial performance and business strategy. Investors must report to
the SEC their intention to acquire more than 5 percent of a company’s shares, and
business executives must report to the SEC when they buy or sell shares in their
own company. The SEC then tries to minimize the use of insider information by
making it publicly available.

The SEC delegates authority to self-regulatory organizations (SROs)26, such as the
National Association of Securities Dealers (NASD), and the national stock exchanges,
such as the New York Stock Exchange (NYSE). NASD and the exchanges uphold
industry standards and compliance requirements for trading securities and
operating brokerages.

In 2007, the SEC created a new SRO that reincorporated the NASD, renamed as the
Financial Industry Regulatory Authority (FINRA). FINRA’s job is to focus exclusively
on the enforcement of rules governing the securities industry. In addition, Congress
created the Municipal Securities Rulemaking Board (MSRB) as an SRO. The MSRB’s26. A nongovernmental

organization that regulates a
profession or industry.
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job is to create rules to protect investors involved with broker-dealers and banks
that trade in tax-exempt bonds and 529 college savings plans.

Figure 14.6 "Regulatory Environment of the U.S. Securities Industry" shows the
structure of the securities industry’s regulatory environment.

Figure 14.6 Regulatory Environment of the U.S. Securities Industry

The Federal Reserve regulates banks and the banking system. When investment
brokering and advising are services of investment or commercial banks, their
actions may fall under the control of both the SEC and the Fed, as well as state
banking and insurance regulators. States license investment agents. Also, each
state’s attorney general is responsible for investigating securities violations in that
state.

Government regulation of capital markets has long been a contentious issue in the
United States. During periods of expansion and rising asset prices, there is less call
for regulation and enforcement. Clients and investment agents may have fewer
complaints because of investment gains and increasing earnings. When a bubble
bursts or there is a true financial crisis, however, then investors demand
protections and enforcement.
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For example, after the stock market crash in 1929 and the widespread bank failures
of 1930–1933, the Glass-Steagall Act was passed in 1933 to establish the Federal
Deposit Insurance Corporation (FDIC) and take measures to reduce market
speculation. A second Glass-Steagall Act, which was passed the same year and
officially named the Banking Act of 1933, separated investment and commercial
banking to reduce potential conflicts of interest when a bank is issuing securities
for a firm that it is also lending to. In 1999, however, after years of economic
expansion and at the height of the tech stock bubble, the Gramm-Leach-Bliley Act
effectively repealed the Banking Act of 1933, opening the way for the consolidation
of the banking industry. This consolidation led to the introduction of “one-stop-
shopping” banks, which provide investment, commercial, and retail banking
services all under one roof.

The financial and banking crisis that began in 2007 led to calls for increased
regulation and a larger role for the federal and state governments in regulating the
banking and securities industries. While history shows that the kinds of regulation
and amount of government oversight vary, there clearly will always be a role for
federal and state government regulators.

Investor Protection

As an investor, you have recourse if a broker or advisor has been unethical,
unprofessional, or criminal in his or her conduct. If the offending agent is working
for a brokerage firm or bank, a complaint to a superior is sometimes all that is
needed. The firm would prefer not to risk its reputation for one “bad apple.”

If you are not satisfied, however, you can lodge a formal complaint with a
professional organization such as the relevant SRO. The SROs have standard
procedures in place and will investigate your complaint. If necessary, the offender
will be punished by a suspension or permanent removal of his or her professional
designation or certification.

You can also complain to the SEC or a state or federal consumer protection agency,
file suit in civil court, or press for a criminal complaint. Due to their complexities,
investment cases are often somewhat difficult to prove, so you should consult with
an attorney who is experienced with such cases. Often when a broker or advisor has
used illegal practices, she or he has done so with more than one client. When you
are not the only victim, the state or federal prosecutor or your lawyer may choose
to bring a class action suit on behalf of all the client-victims.

As always, the best defense is to take care in choosing an investment advisor or
broker. Most investment agents are chosen by word of mouth, recommendations
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from trusted family members, friends, or colleagues who have been satisfied clients.
Before you choose, check with the professional organization with which he or she
claims affiliation or certification and review any records of past complaints or
offenses. You can also check with government agencies such as your state’s
attorney general’s office.

Your choice of advisor or broker depends largely on your expected use of services,
as suggested in Figure 14.7 "Choosing an Investment Advisor or Broker".

Figure 14.7 Choosing an Investment Advisor or Broker

You will be investing over a lifetime. The economic, market, and personal
circumstances will change, and your plans and strategies will change, but your
advisors and brokers should be able to help you learn from experience and prosper
from—or despite—those changes.
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KEY TAKEAWAYS

• Investing behavior may be unethical because

◦ its complexity lowers the probability of getting caught,
◦ the stakes are high,
◦ initial success may encourage more unethical behavior,
◦ companies may expect that their interests have priority.

• Investment agents have responsibilities to

◦ their clients,
◦ employers,
◦ professions,
◦ markets.

• To fulfill those responsibilities, brokers should always put the
interests of clients, employers, professions, and markets before
their own and so should not practice

◦ front-running,
◦ insider trading,
◦ market manipulation.

• Regulation of investment agents comes from

◦ market forces,
◦ professional associations and self-regulating organizations,
◦ state and federal government oversight and enforcement

agencies.

• Levels of government oversight are politically contentious and subject
to change.

• Through consumer protection laws, investors have recourse for losses
from unprofessional or illegal behavior. The best protection is to make
good choices among financial advisors and investment brokers.
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EXERCISES

1. Read the Securities and Exchange Commission’s explanation of what it
does at http://www.sec.gov/about/whatwedo.shtml. In what ways is the
SEC your advocate as an investor? List your answers in your personal
finance journal or My Notes. Disclosure, fair dealing, and transparency
are the SEC’s watchwords. To what do they refer? The SEC is a complex
government agency. What are its divisions? What organizations does the
SEC work with? What laws does the SEC enforce? What number can you
call if you have a question or complaint about your experience as an
investor?

2. Go to the SEC’s site on self-regulatory organizations of the securities
industry at http://www.sec.gov/rules/sro.shtml. Click on an SRO and
read the new rules it is making. Discuss with classmates how you would
comment on them, as you are invited to do. Find out what is a national
market system plan, a category of SROs. What do the National Market
System (NMS) plans do? To see NMS plans in action, go to a Web site
where you can see streaming ticker tape, such as Google Finance at
http://www.google.com/finance. How does what you see on the
streaming ticker tape relate to the regulatory environment of the world
of investing?

3. Debate with classmates the desirability of government regulation of the
financial markets at the federal, state, and organizational levels. What
impacts do regulation and deregulation have on the economy, the
markets, and you as an investor? What are some concrete examples of
those impacts? Write an essay declaring and supporting your position
on this issue.
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14.4 Investing Internationally: Risks and Regulations

LEARNING OBJECTIVES

1. Identify the unusual risks of foreign investing compared to domestic
investing.

2. Discuss the use of the Economic Freedom Index.
3. Explain the role of international investments in an investment strategy.

Investing is global. While the financial markets and the
capital markets may resemble a global village, it is also
true that investing in assets governed by foreign
standards and regulations creates additional concerns.

Investments in foreign securities are used to diversify
an investment portfolio’s economic risk. The United
States, most nations in Europe, and Japan have highly
developed economies. Other economies may be
developing, such as India and China, or may be
emerging, such as Nigeria and Bolivia, and may be using
different strategies to achieve different rates of growth.
The world economy is truly global, however, because
although different economies may be in different stages
of development, they are all intimately linked through trade.

Different economies offer different kinds of opportunities because of where they
are in their progress toward free-market economic diversification and stability.
Along with different opportunities, however, they also offer different risks.

These risks run the gamut from the challenge of interpreting information correctly
to the risk that too much or too little regulation will interfere with market forces.
International investing also embodies risks relating to foreign markets, economies,
currencies, and politics.

Investment Information

A general concern in international investing is the flow and quality of information.
You make investment decisions by gathering and evaluating information. That
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information is useful to you because you know how to interpret it, because you
know the standardized way in which that information was gathered and prepared.

In the United States, financial statements are prepared using Generally Accepted
Accounting Principles or GAAP, the rules that frame accounting judgments. Those
statements may then be audited by an independent certified public accountant
(CPA) to assure that the accounting rules have been followed.

In other countries, however, accountants do not use GAAP but prepare financial
statements by somewhat different rules. Some of those differences relate
significantly to asset valuations, a key factor in your decision to invest. When you
read financial reports written for foreign companies, therefore, you need to remain
mindful that they are written under different rules and may not mean the same as
financial reports following the U.S. GAAP. At the very least, you should determine
whether the statements you are reading were independently audited.

Other countries also have different standards and procedures for making
information available to investors. One reason that the SEC requires filings of
annual and quarterly reports is to make information publicly and readily available.
Other countries may not have such corporate filing requirements. Information may
be harder to get, and the information that you do get may not be as complete or as
uniform.

Other kinds of information are also important. A good brokerage or advisory firm
will have analysts and researchers “on the ground,” tracking economic and cultural
influences in foreign countries as well as corporations with promising earnings.

Market, Economic, and Currency Risks

Unless a foreign security is listed on an American exchange, you or your broker will
have to purchase it through a foreign exchange. In the United States, a substantial
volume of trade keeps markets liquid, except in relatively rare times of crisis. This
may not be true on some foreign exchanges. In active major capital markets such as
in Western Europe and Japan, there will be plenty of liquidity, but in some emerging
markets, such as in Africa, there may not be. This means that your risk in holding
an investment increases, because you may find it difficult to sell when you want to,
just because the market is not liquid at that time.

Market risk also affects pricing. Market liquidity and the volume of trade helps the
market to function more efficiently in the pricing of assets, so you are more likely
to get a favorable price when trading.
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Foreign investments are often used to diversify domestic investments just because
foreign economies are different. They may be in different business cycles or in
different stages of development. While the United States has a long-established,
developed market economy, other countries may have emerging market economies
with less capitalization and less experience in market-driven economic patterns.

Other economies also have different strengths and weaknesses, sources of growth
and vulnerabilities. The U.S. economy is fairly well-diversified, whereas another
economy may be more dependent on fewer industries or on commodities or natural
resources whose prices are volatile. Prospects for economic growth may differ
based on health care and education, tax policies, and trade policies. You want to be
sure that your investment is in an economy that can nurture or at least
accommodate growth.

Perhaps the greatest risk in international investing is currency risk27, risk to the
value of the foreign currency. To invest overseas, you may have to use foreign
currency, and you receive your return in foreign currency. When you change the
foreign currency back into your own currency, differences in the values of the
currencies—the exchange rate—could make your return more or less valuable.

Tim decides to invest in a French business when the exchange rate between the
euro (France) and the dollar (U.S.) is €1.00 = $1.00. So, Tim buys €1,000 of the French
company’s stock for $1,000 (assuming no transaction costs for the currency
exchange or for broker’s fees). One year goes by and Tim decides to sell the stock.
The stock is the same price, €1,000, but the exchange rate has changed. Now €1.00 =
$0.87. If Tim sells his stock, even though its value has not changed, his €1,000 will
only come to $870. Tim has incurred a loss, not because the value of the investment
decreased, but because the value of his currency did.

The exchange rate between two currencies fluctuates, depending on many
macroeconomic factors in each economy. At times there can be considerable
volatility. Exchange rates are especially affected by inflation, especially when the
spread in exchange rates between two countries is greater. When you are investing
abroad, consider the time period you expect to hold your investment and the
outlook for exchange rate fluctuations during that period.

Political Risks

Governments protect an economy and participate in it as both consumers and
producers. The extent to which they do so is a major difference among
governments and their economies.

27. The risk that an investment
denominated in a different
currency will suffer a loss due
to exchange rate volatility.
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The government’s role in an economy influences its growth potential. When
investing in a foreign company, you should consider the government’s effect on its
growth. Economic and political stability are important indicators for growth.

Because investing is long term, investors try to predict an investment’s
performance, and forecasting requires a stable context. The type of economy or
government is less relevant than its relative stability. A country given to economic
upheaval or with a history of weak governments or high government turnover is a
less stable environment for investment.

Market-based economies thrive when markets thrive, so anything the government
does to support markets will foster a better environment for investing. While some
market regulation is helpful, too much may work against market liquidity and thus
investors. A central bank that can encourage market liquidity and help stabilize an
economy is also helpful.

In 1995 the Heritage Foundation and the Wall Street Journal created the Index of
Economic Freedom (IEF) to try to measure a country’s welcoming of investment and
encouragement of economic growth. Using data from the World Bank and the
International Monetary Fund (IMF), the IEF is based on ten indicators of economic
freedom that measure the governments’ support and constraint of individual
wealth and trade.

Figure 14.9 "2009 Index of Economic Freedom" shows the Index of Economic
Freedom compiled by the Heritage Foundation for 2009 (reproduced courtesy of the
Heritage Foundation). The blue countries, notably the United States, Canada, and
Australia, are the most “free” and the red countries (concentrated in central and
sub-Saharan Africa, parts of the Middle East, and some states of the former U.S.S.R.)
are the least.
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Figure 14.9 2009 Index of Economic FreedomThe Heritage Foundation, “The Link between Economic
Opportunity and Prosperity: The 2009 Index of Economic Freedom,” http://www.heritage.org/index (accessed
June 2, 2009).

Governments can change, peacefully or violently, slowly or suddenly, and can even
change their philosophies in governing, especially as they affect participation in the
global economy. Fiscal, monetary, and tax policies can change as well as
fundamental attitudes toward entrepreneurship, ownership, and wealth. For
example, the sudden nationalization or privatization of companies or industries can
increase or decrease growth, return potential, market liquidity, volatility, and even
the viability of those companies or industries. Because changes in fundamental
government policies will affect the economy and its markets, you should research
the country to learn as much as possible about its political risks to you as an
investor.

Foreign Regulatory Environments

One of the largest political risks is regulatory risk: that a government will regulate
its economy too little or too much. Too little regulation would reduce the flow of
information, allowing companies to keep information from investors and to trade
on inside information. A lack of regulatory oversight would also allow more
unethical behavior, such as front-running and conflicts of interest.

Too much regulation, on the other hand, could stifle liquidity and also increase the
potential for government corruption. The more government officials oversee more
rules, the more incentive there may be for bribery, favoritism, and corruption,
raising transaction costs and discouraging investment participation.

In addition to a body of laws or rules, regulation also requires enforcement and
judicial processes to ensure compliance with those rules. If there is little respect for
the rule of law, or if the rule of law is not consistently enforced or is arbitrarily
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prosecuted, then there is greater investment risk. Inappropriate levels of regulation
lead to increased information costs, transaction costs, and volatility.

Often, foreign investments seem promising in part because economic growth may
be higher in an emerging economy, and often, they are. Such economies often have
higher levels of risk, however, because of their emergent character. Before you
invest, you want to be aware of the political and regulatory environment as well as
the economic, market, and investment-specific risk.

KEY TAKEAWAYS

• The flow, quality, and comparability of information are concerns in
international investing.

• Investing internationally may pose unusual risks compared to
domestic investing, such as

◦ market or liquidity risk,
◦ economic risk,
◦ currency risk,
◦ political risk,
◦ regulatory risk.

• The Index of Economic Freedom measures a country’s economic
environment, growth potential, and regulatory cost, which affect
investment risk.

• Greater investment risks require more research to gauge their effects on
an investment opportunity and the overall investing environment.
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EXERCISES

1. Go to the Web site of the International Accounting Standards Board
(IASB) at http://www.iasb.org/Home.htm. What is the IASB’s mission?
See http://www.iasb.org. What is the value of this mission for
international investing today? What are the International Financing
Reporting Standards (IFRS)? How could the IFRS strengthen the global
economy and aid investors in the international markets? Read the 2009
Technical Summary at http://www.iasb.org/NR/rdonlyres/4CF78A7B-
B237-402A-A031-709A687508A6/0/Framework.pdf. Write a summary of
the IASB’s “Framework for the Preparation and Presentation of
Financial Statements.” If adopted by countries in which you wish to
invest, how would this framework work to your advantage? Now read
Investopedia’s explanation of the differences between international
accounting standards (IAS) and the generally accepted accounting
standards (GAAP) used in the United States at
http://www.investopedia.com/ask/answers/05/
iasvsgaap.asp?viewed=1. What would be the advantage of every country
having the same GAAP?

2. Use the currency converters at http://www.xe.com/ucc and
http://www.oanda.com/convert/classic to sample differences between
foreign currencies and the U.S. dollar. For example, how much is one
euro worth compared to the U.S. dollar? On the foreign currency
exchange what are the minimum bid and ask prices for euros? Did the
price rise or fall compared to the previous day? Check foreign exchange
rates at http://www.x-rates.com. Choose three currencies to compare
with the American dollar (USD) and look at the tables or graphs showing
the comparison history of those currencies. Which of the three
currencies has been the most volatile? Which currency is presently
closest to par with U.S. dollar?

3. Examine the Index of Economic Freedom at http://www.heritage.org/
Index. What is economic freedom? In the 2009 Index, which economies
are freer than the United States? Visit the World Bank at
http://www.worldbank.org and the IMF at http://www.imf.org/
external/about.htm. What role do these organizations play in
international finance? For example, what is the World Bank doing to
help increase investment opportunities in developing countries such as
the Republic of Indonesia? How does the IMF seek to strengthen the
international financial markets?
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