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PREFACE

Passing the Series 7 and Series 63 exams is necessary for anyone who wants to sell stocks. But before
taking the exams, one must be fully prepared. The Boston Institute of Finance Stockbroker Course will pro-
vide everything you need to know to pass these exams. More importantly, the material in this book and CD
will provide a strong foundation for embarking on your career in the securities industry.

This material has been successfully used for many years to provide classroom training for Series 7 and
Series 63 exam preparation. It has been organized and simplified to provide the most efficient learning
possible. Indeed, over 80,000 financial professionals have used this material to pass the Series 7 and Series 63
exams. In short, this material is tested and proven.

We’ve combined the Series 7 and Series 63 content because most securities professionals require both ac-
creditations. Series 7 certification is required by federal law. Series 63 certification is required in 40 states.
Generally, once you’ve mastered the Series 7 material, preparation for Series 63 is comparatively easy.
Nonetheless, there are unique aspects to the Series 63 body of knowledge that require independent study to
pass the exam. Again, everything you need to know to pass the Series 63 exam is here.

The book contains the core knowledge and information you’ll need to master to pass the exams. The at-
tached CD provides a variety of questions and answers to review your retention of the content and to prepare
for the exam. For the Series 7 material, the CD contains chapter review questions and answers, six short ex-
ams and six longer sets of questions and answers, and a final exam. The Series 63 material contains questions
and answers. The combination of the text and the questions and answers will provide you with unparalleled
preparation for the exams.

Congratulations on your choice of the Boston Institute of Finance Stockbroker Course as your guide to
preparing for the Series 7 and Series 63 exams and to prepare for your career as a professional in the securities
industry.

Boston Institute of Finance, Inc.
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INTRODUCTION

Each year, the securities industry becomes more interesting and challenging. New products and invest-
ment techniques are constantly appearing, which give industry personnel more choices to service investors.

You will find the Boston Institute of Finance Stockbroker Course a very rewarding experience. One main
goal of the course is to enable a candidate to pass the Series 7 examination in order to become a registered rep-
resentative (RR). Another important goal of the course is to help a person become a well-trained RR, in order
to better serve his or her clients.

Our course is constantly being improved and updated, and we are convinced that it is the best course avail-
able today. Study is essential. Remember, your goal is not just to pass the examination, although this is cer-
tainly your initial short-term objective. Your long-term objective is to acquire knowledge that will assist you
in pursuing your career objectives.

Series 7 Examination

The Series 7 examination is administered to securities industry personnel by the National Association of
Securities Dealers (NASD). It is a six-hour, 250-question examination. The Series 7 examination is a
computer-based test offered on the PROCTOR® System at certain centers throughout the country. PROCTOR
is a computerized testing system in which the candidate answers the questions by touching the bottom of the
computer screen or the computer keyboard. At the end of the examination, the candidate is given his score and
an analysis of how he did on major sections of the test.

The Series 7 candidate is given scratch paper and is allowed to use a calculator, which must run silently.
Programmable-memory calculators, calculators with a print device, or calculators without an independent
power source are prohibited from being used by any candidate.

A candidate must pass the Series 7 examination in order to be registered with an NASD or New York
Stock Exchange (NYSE) member firm as a general securities representative. An individual who passes the
Series 7 examination is allowed to sell all types of equity products except commodities.

The passing grade on the Series 7 examination is 70%. Therefore, candidates must answer 175 questions
correctly out of a total of 250. In some cases, a candidate is given 130 questions on each part of the Series 7
examination. In this instance, five questions on each half of the examination are experimental questions and
do not count toward the candidate’s grade. The five experimental questions on each half are not identified to
the candidate.

To take the Series 7 examination, a candidate must obtain a ticket, normally by completing a U-4 Form
and sending it to the NASD. The Series 7 ticket obtained from the NASD is valid for a ninety-day period. In
order to take the Series 7 examination, a candidate must call a Professional Development Center to take the
exam on a PROCTOR computer terminal.

A candidate needs to take one form of personal identification that contains the candidate’s signature and a
photograph. No reference materials can be taken to the testing area, except for a calculator.

The approximate breakdown of the Series 7 examination is as follows:

Subject area Approximate number of questions Percentage of exam
Options 50 20%
Municipal securities 50 20
Investment companies/variable annuities 20 8
Direct participation programs 20 8
Corporate securities 20 8
Securities industry regulations 20 8
Exchange operations 20 8
Economics and securities analysis 15 6
Margins 15 6
US government securities 10 4
Retirement plans and taxation 10 4

How to Study

Studying is not the same as reading a story. Studying requires effort, reflection, thought, and questioning.
The purpose of studying is to add to your knowledge and increase the information in your memory. If you
think of a mind as a storehouse, material you read often passes through the building and entertains on the way.
Some material may remain within the building, but this was not the purpose of reading. When you study, the



4 Series 7 Study Guide

intent is to add inventory in the storehouse. Hopefully, the effort will be enjoyable, but this is not the purpose
of your study effort.

We believe that the coverage in our course is very thorough. It would be difficult for those preparing ex-
amination questions to create many that are completely foreign to those you have covered in your practice ex-
aminations. Questions on the actual examination may be different, but for the most part, practice questions
will have referred to similar facts and calculations.

How to Take the Practice Examinations

On the accompanying CD, a variety of questions and answers are provided, including chapter review
questions and sample exams. The purpose of testing a candidate at the end of each section is to identify areas
of strength and weakness. A passing grade on the practice questions at the end of each section and the addi-
tional practice questions is 80% for our course. A candidate should restudy any questions he or she answered
incorrectly.

A candidate might also use a check—double check system. If a question seems difficult—even if you fi-
nally know you have selected the correct answer—place one check mark beside it. If the question is one you
did not really know how to answer (you guessed), then place two check marks beside it. After completing the
exam, study the material relating to questions you have checked, with special emphasis on material relating to
those you have double-checked. This is an excellent method of reinforcing your knowledge in those areas
where such reinforcement is most needed.

Question-Answering Tips

1. Read the full question. This cannot be repeated too often. Study the question to make certain you un-
derstand it. For example, when you calculate margin problems, you might be asked how much is the
required margin or how much is the required deposit. Both choices might be given as answers, but
only one is correct. You must make certain you are answering the question actually asked—not the
one you may think is being asked.

2. Pace yourself. You will be allowed three hours for each of the two 125-question parts of the actual
examination. On practice exams accompanying this course, we recommend trying to answer 125
questions in two hours. This will help you to feel more than comfortable with a three-hour period, but
be careful not to waste an inordinate amount of time on any one question. All questions are weighted
equally. If you find a question that you have difficulty with, guess at the answer. Place a check mark
beside the question on the exam, and after you complete the exam, go back to that question and try
again. Note that you should guess at an answer. Never leave a blank. A blank will count against you
just as much as a wrong answer. At least you have a chance of getting the answer correct if you guess.
Furthermore, if you leave a blank, you may, by mistake, place the answer to the next question in that
space. This might not be discovered until much later and you would have a time-consuming problem
in changing all your answers to their correct location.

3. If you are not certain of the correct answer, you may be quite certain that some answers are incorrect.
Eliminate these first. The correct answer then may be quite evident.

4.  Simplify when possible.

a. If a question is lengthy, much of the information may be extraneous. Try to eliminate material
that is not pertinent. Narrow the question down—it will be easier to answer.

b. Assume, for example, that you are asked an arithmetic question that appears to be unfamiliar. It
may be possible to clarify the approach by using numbers that are easier to work with. For exam-
ple, in the section on financial analysis, you will be given a formula to find earnings per share. If
a company has total earnings of $4,500,000 and there are 15,000,000 shares of common stock out-
standing, you would find earnings per share by division.

$4,500,000
15,000,000

I know that 8 divided by 4 = 2. Now, if I have the 8 and the 2, but the 4 is missing, how
would I find it? The answer should be obvious—by dividing the numerator 8 by the answer 2.
Obviously, then you would solve your actual problem by dividing the numerator, $4 million by
$0.30 and find that the number of shares outstanding is 15 million.

$0.30
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5. Use your imagination. The intent of the study course is to provide thorough knowledge. If you have
studied properly, you will understand concepts. It is a mistake to prepare for an examination by sim-
ply trying to memorize answers to questions. The exam is constantly changing. If you have memo-
rized questions and answers, you will be lost when a new question appears. However, if you under-
stand concepts and ideas, you will be able to use your imagination and successfully answer any new
question presented.

6. Be certain to get a good night’s sleep before the exam. The study course has provided you with the
necessary information. If you have studied properly, the amount of information gained by late-night
study will be more than offset by the incorrect answers you will get if you are tired when you take the
exam.

We are convinced that you are now using the best preparation course available to trainees preparing for the
Series 7 examination. The pass rate of those using our course is ample proof that we are correct in our convic-

tion.
Study hard, pass the Series 7 examination, and have a successful career in the securities industry.

The Boston Institute of Finance






CORPORATE SECURITIES

STOCKS AND BONDS

Individuals seeking to invest their savings are faced with numerous financial products and degrees of risk.
Individual investors can invest in a corporation as an equity owner or as a creditor. If they choose to become
an equity owner, they will hopefully benefit in the growth of the business. They can purchase common stock
or preferred stock in the corporation.

Assume an investor purchases 1,000 shares of ABC Corporation common stock. ABC has 100,000 shares
of common stock outstanding. Our investor owns 1% (1,000 divided by 100,000 = 1%) of the outstanding
shares. He will receive 1% of any dividends paid by the corporation and would receive 1% of any remaining
assets upon dissolution of the corporation, after all creditors have been paid.

Our investor would receive a stock certificate evidencing his ownership of 1,000 shares of common stock
of ABC Corporation. He could sell his 1,000 shares, or any lesser amount, at any time. Our investor hopes to
be able to sell his shares at a higher price than he paid for them. In other words, he hopes to realize a capital
gain on the sale of the shares.

Our investor would also like to receive dividends on his 1,000 shares. Assume ABC pays a quarterly divi-
dend of $0.20 per share. Our investor would receive a quarterly dividend of $200 or an annual dividend of
$800. The two main reasons an investor would buy stock in a corporation are

1. To receive any dividends paid by the corporation
2. To hopefully realize a capital gain on the sale of the shares

However, there is risk associated with owning stock in a corporation. If the corporation goes bankrupt, the
investor will lose his entire investment, but his personal assets are not at risk. The investor’s loss is limited to
the amount invested in the corporation. Therefore, an investor in a corporation has limited risk.

An investor can choose to purchase a debt instrument of a corporation instead of becoming an equity
owner. Assume an investor purchases a $1,000 par value 6% bond due in 2010 in ABC Corporation. In this
case, our investor has become a creditor of ABC Corporation. ABC agrees to pay our investor $60 per year in
annual interest. At maturity in the year 2010, ABC agrees to pay our investor the par value of $1,000. If ABC
goes bankrupt, our investor would be paid off before preferred or common stockholders. However, our inves-
tor would receive only $60 per year in annual interest regardless of how profitable the corporation becomes.

These are the two basic choices facing an investor. He can choose to invest in a corporation as an equity
owner or as a creditor. If a corporation becomes very profitable, an investor would benefit as an equity owner.
If a corporation experiences financial difficulties, the investor would be in a better position as a creditor. We
will examine in more detail an individual’s rights as an equity owner and as a creditor or bondholder of a cor-
poration.

MONEY AND CAPITAL MARKETS

There are two general markets for funds: the money market and the capital market. The money market
refers to transactions in short-term debt instruments, while the capital market refers to the market for
long-term debt and equity securities.

Commercial banks are the chief source of money market funds. The demand for such funds comes from
the United States government, brokers, and commercial borrowers.

Rates charged in the money market are influenced by differences in

* Maturities. The longer the maturity of the loan, the higher the interest rate.
* The borrower’s credit rating. The poorer the credit rating, the higher the interest rate.
* The demand for funds. The greater the demand, the higher the interest rate.

The prime rate is the interest rate charged on loans made by commercial banks to their best customers
(firms with good credit ratings). When interest rates on short-term securities are high enough, individual in-
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vestors may withdraw their funds from financial institutions and invest directly in the money market. This
process is referred to as disintermediation.

Money market instruments are any high-grade, liquid debt securities that will mature in one year. Securi-
ties having a maturity longer than one year are normally referred to as capital market instruments.

Probably the most widely held short-term debt instruments are US Treasury bills. However, there are a va-
riety of other money market instruments widely used by banks, corporations, and individuals, including federal
funds, US government obligations, repurchase agreements, state and municipal obligations, bankers’ accep-
tances, commercial paper, brokers’ and dealers’ loans, and negotiable certificates of deposit.

The capital market contains long-term debt and equity instruments. The word market implies a group of
buyers and sellers of capital funds. Those businesses needing long-term funds comprise the demand side of
this market. The supply side consists of those individuals who, as investors, seek to invest their savings. The
prices at which these funds are purchased or sold are expressed as yields on bonds or notes. The investment
banking system is the mechanism through which funds flow from their sources on the supply side to users on
the demand side. The market for distributing securities to the public and trading outstanding securities are
known as securities markets.

COMMON STOCK

Securities that evidence ownership in a corporation are called equity securities. They can be divided gen-
erally into two types: common stock and preferred stock. Common stock will be discussed first.

Common stock is an equity security because it represents part ownership in a corporation. In general, it
presents the greatest opportunity for capital gain to the investor. If the company prospers and grows, the value
of the common stockholders’ investment will increase. While the possible gain to the common stockholder is
unlimited, his loss is limited to the purchase price paid for the shares.

Common stockholders in a corporation normally have the following rights:

* Limited liability. The stockholder is not liable for the losses and liabilities of a corporation and cannot
lose more than what he paid for his stock. Limited liability is very important to a common stock inves-
tor.

* Proportionate ownership. The stockholder’s ownership of the corporation is in the same proportion as
his stock is to all the common stock outstanding. If a company has 100,000 shares of stock outstanding,
the owner of 2,000 shares is entitled to 2% of the dividends paid to common stockholders or 2% of the
assets left over in the case of liquidation after all other claims have been paid.

* Transfer rights. The shareholder has the right to transfer his ownership to another party or give away the
shares if he chooses.

* Dividends. As an owner, the stockholder may share in the profits of the corporation. Such dividends
must be paid out of retained earnings and may not impair capital. Usually, the stockholders cannot force
directors to declare dividends even though earnings are sufficient; but, once the directors have legally
declared a cash dividend, it becomes a current liability of the corporation and its payment can be en-
forced by the stockholders. This right, then, is to receive dividends when, as, and if they are declared by
the board of directors. Dividends are paid on common and preferred stock and American depositary
receipts—not on rights or warrants. The amount of dividends paid can significantly affect the market
price of a stock. Dividends can be paid out of earnings from prior years even if the corporation realizes a
loss in a particular year.

* Corporate books. A stockholder has the right to examine the list of stockholders. It does not mean the
stockholder can examine detailed financial records of the corporation.

* Preemptive rights. When a new issue of common stock is sold, the shareholder frequently has the right
to subscribe to that number of new shares permitting him to maintain his proportionate ownership in the
corporation. The stockholder can sell his rights if he does not choose to exercise them.

* Voting. The shareholder has the right to vote, in proportion to his holdings, at stockholders’ meetings or
by proxy if he does not attend the meeting.

* Protection. The shareholder has the right to take actions to protect the corporation against the wrongful
acts of management. These wrongful acts are called ultra vires acts.

* Dissolution. This refers to the right of the common stockholder to a claim against the assets of the cor-
poration upon dissolution. It is a residual right since the stockholder as an owner is last in priority. All
debts and other securities owners must be satisfied first. The common stockholder receives the remain-
der after all other debts of the corporation and claims of preferred stockholders are paid.
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* Stock certificate. The stockholder has the right to obtain a stock certificate evidencing his ownership in
the corporation. To sell or transfer the shares, the stockholder must sign the certificate exactly as his
name appears on the front. The stockholder’s signature must be guaranteed by a broker/dealer or bank.
The signature and guarantee must be acceptable to the transfer agent, which is normally a commercial
bank.

STOCK CERTIFICATES

A stock certificate is negotiable, which means the rights of ownership can be transferred to another party.
On the back of the stock certificate there is a form which, when filled out, transfers ownership. Stock can also
be assigned to banks or other lenders. A separate assignment form is filled out for this purpose, and the corpo-
ration does not change the name of the owner on its books as it does when the certificate itself is transferred. A
transfer agent, normally a commercial bank, performs the task of issuing new certificates and recording the
transaction in the stock record book. The transfer agent must make certain that the number of new securities
issued is the same as the number canceled. Both the old and new certificates are sent to the registrar bank. The
registrar’s duty is to check the work of the transfer agent and make certain that stock was not improperly is-
sued or fraudulently transferred. The registrar bank functions could be performed by separate divisions of the
same bank.

Most stock certificates bear the legend “fully paid and nonassessable,” which assures that the stock was
not sold at a price less than the par value and no additional assessments against the stockholder can be made.
Most states, however, require par value to be fully paid and nonassessable.

A stock certificate may be registered in the investor’s name or be held in street name for the investor. As-
sume a stock certificate is registered in the name of William H. Johnson. In order to sell the stock certificate, it
must be signed “William H. Johnson” on the back of the certificate. The broker/dealer or a bank must guaran-
tee the customer’s signature. The signature and guarantee must be acceptable to the transfer agent in order to
transfer the shares to the new owner. Stock certificates are negotiable instruments when they are property
signed by the stockholder.

If a stock certificate is in street name, it means that the securities are held in the name of the broker but
owned by the customer. Stock in street name is easier to sell since the customer does not have to sign the cer-
tificate to make it negotiable. All securities held in a margin account are in street name. If the stock is owned
by the customer but held in street name, the customer is referred to as the beneficial owner of the shares.

TYPES OF STOCK

There are various terms used on a corporation’s books to describe the status of its common stock. The
usual terms are authorized, issued, outstanding, and treasury. (See Exhibit 1.1)

Exhibit 1.1: Classification of common stock

Assume ABC Corporation has the following types of common stock in its capital structure:

Outstanding common

40,000 shares
Issued common

50,000 shares

Authorized common

100,000 shares Treasury stock

. 10,000 shares
Unissued common

50,000 shares

Authorized common

Issued common

Number of shares the corporation has actually the
power to issue (100,000 shares).
It is stated in the corporate charter.

Requires a vote of the stockholders to increase this
amount.

Amount of stock the corporation has issued
(50,000 shares).

It is equal to the summation of outstanding stock
and treasury stock (50,000 shares).

If the corporation has no treasury stock, issued
stock is equal to the outstanding stock and may be
referred to as issued and outstanding shares.
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Unissued common Treasury stock

1.  The number of shares still available to be issued at 1. Does not vote.
a later date without a vote of the stockholders.

2. Does not vote. 2. Does not receive dividends.
3. Does not receive dividends. 3. The shares are not used in earnings per share cal-
culations.
4. The shares are not used in earnings per share cal- 4. The shares are authorized and issued stock but not
culations. outstanding stock.

5. Appears on the balance sheet as a deduction from
issued stock.

Authorized common stock is the amount the corporation has the power to issue. This amount is stated in
the corporate charter and does not change unless the charter is amended. If a corporation wants to issue more
shares than are authorized in the charter, the corporate charter must be amended. Such an amendment normally
requires a majority vote of the outstanding shares.

Authorized stock is divided into two groups: issued and unissued. A corporation usually keeps some of its
authorized shares unissued for possible use at a later date for the acquisition of other companies, for stock op-
tion plans for officers and directors, or for other purposes. Issued stock is divided into outstanding and treasury
stock. Outstanding stock is that which has been issued and is in the hands of stockholders, including officers
and directors of the corporation.

Occasionally, issued stock is purchased in the market by the issuing corporation. Stock of its own that a
corporation reacquires is called treasury stock. It is considered to be issued stock, but not outstanding stock. It
cannot vote or share in dividends and is not considered to be an asset of the company. Treasury stock is au-
thorized and issued stock but not outstanding stock. It appears on the balance sheet as a deduction from issued
stock to derive outstanding stock. A corporation may acquire treasury stock to use for making future acquisi-
tions, to sell to its employees under stock option plans, because the board of directors feels the price is excep-
tionally low and decides to buy it back, or to increase earnings per share (since only the number of shares out-
standing is used in calculating earnings per share). Therefore, treasury stock (or reacquired stock)

* Does not vote

* Does not receive dividends

* Is issued stock but not outstanding stock

* Is not used in earnings per share calculations

VOTING RIGHTS

Common stock is voting stock and, through this vote, the common stockholder is given the right to vote
for the board of directors. The board of directors appoints the management of the corporation. Common stock
is the one type of security that must be issued by a corporation. Stockholders have the right to vote on such
matters as the election of directors, changes in the charter or bylaws, or changes in the purposes for which the
corporation was organized.

There are two methods of voting for positions on the board of directors. They are regular (or statutory) and
cumulative. To illustrate these systems, assume that a stockholder owns 100 shares of stock and that six per-
sons are to be elected to the board of directors. Under the regular or statutory system of voting, the stockholder
could cast 100 votes each for six of the persons running for the office of director. Casting 100 votes each for
six persons means that the stockholder casts 600 votes.

If the cumulative voting system is used, it is necessary to first multiply the number of shares times the
number of directors to be elected. In this example, 100 shares times six directors would give the stockholder
600 votes. This is the same number he had under the regular or statutory system. The difference is that under
the cumulative system, these 600 votes may be cast in any way desired by the stockholder. Six hundred might
be cast for the election of one person to the board, or 300 each might be cast for the election of two directors.
The 600 total may be voted as a block for one person or divided in any manner desired by the stockholder. The
cumulative system gives the minority stockholders a greater opportunity to obtain representation on the board.

Some corporations also give voting rights to preferred stockholders in the event that preferred dividends
are passed (not paid). A proxy, giving details of issues to be voted on at the annual meeting, must be sent to all
stockholders before the meeting. It must also give the holder an opportunity to instruct his proxy (or represen-
tative) on how to vote his shares if he does not attend the meeting.
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A method of concentrating control in a company is the establishment of a voting trust. Stockholders de-
posit their stock with a group of persons acting as trustees, and the title is transferred to the trustees, who then
have full power to vote the stock. In exchange, the stockholders receive voting trust certificates which entitle
the holder to receive the dividends and to have his shares returned when the trust terminates. These certifi-
cates, which are actively traded on the New York and other stock exchanges, are also referred to as certifi-
cates of beneficial interest.

Occasionally, there is more than one class of common stock, with the “other” class (sometimes referred to
as “Class B” stock) frequently having all the same rights as the “Class A,” with the exception of the right to
vote.

The common stockholder may have the preemptive right to maintain his equity position in his company.
This permits him to subscribe to additional stock in the event that the company decides to raise capital through
the sale of additional shares.

A final classification is guaranteed stock, for which another corporation guarantees the dividend, which
becomes an unconditional fixed charge of the guarantor. Such a situation normally occurs when one company
becomes a subsidiary of another, guaranteeing to pay the dividend on the common stock of the subsidiary.

Common stocks are frequently divided into four quality classes.

1. Growth stocks are stocks that have shown better-than-average appreciation over a period of time.
Growth in sales and earnings is larger than the average of common stocks. Characteristically, growth
stocks are difficult to select in advance; they pay low dividends and give low yields; they sell at high
price/earnings ratios; they are highly speculative in their early years, and full growth may require a
long holding period. Growth stocks normally have low dividend payout ratios and earn a high rate of
return and may fluctuate widely in price.

2. Blue chip is the popular term commonly applied to the stock of a strong, well-established corporation
that has demonstrated its ability to pay dividends in both good times and bad.

3. Special situation is the term applied to the common stock of a company wherein the stock’s potential
is not related merely to the company’s day-to-day business. A special situation may result from such
events as hoped-for recovery under new management, discovery of a valuable natural resource on the
corporate properties, the introduction of a popular new product, or a possible takeover.

4. Defensive issues are those of established companies in industries relatively unaffected by the business
cycle, for example, food, public utilities (e.g., natural gas companies), tobacco companies, and cloth-
ing stocks. However, steel companies, machine tool companies, aerospace companies, home appli-
ances, and building material stocks are clearly not defensive stocks. Public utility stocks use leverage
or borrowed funds extensively to increase their rates of return. They are sensitive to interest rate
movements and normally have high dividend payout ratios. When interest rates rise, prices of public
utility shares normally fall.

VALUATION OF COMMON STOCK

Valuation of common stock requires understanding of certain terms relating to kinds of value and certain
ratios used in security analysis.
Three terms are commonly used in referring to the value of stock.

1. Par value
2. Book value
3. Market value

In the certificate of incorporation, common stock may be assigned a par or fixed value. The par value is
printed on the stock certificates. Par value does not represent the book value or the market value of the stock.
If the par value of common stock is $5, this is the price at which the stock was originally issued. Par value may
also be called face value.

The amount of money, in excess of par value, received by the corporation at the time of the sale of stock is
carried on the balance sheet as capital surplus, paid-in capital, or paid-in surplus. Assume a corporation
sells 1,000 shares of stock to the public at $12 per share. The par value of the stock was $5. In this case,
$5,000 would be credited to the common stock account and $7,000 (the amount of stock sold above par value)
would be credited to capital surplus.

Book value means tangible net asset value, since intangible assets, such as goodwill, are excluded. Total
liabilities, preferred stock, and intangible assets are first deducted from total assets. The difference is divided
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by the number of common shares of stock outstanding. Book value is, then, the net worth of the corporation
less intangible assets divided by the number of common shares outstanding. Tangible net assets also may be
found by adding the common stock, capital surplus, and retained earnings accounts found in the company’s
balance sheet and subtracting intangible assets. Book value is equal to tangible net asset value per share.

The formula to compute book value per common share is

Stockholder’s equity — Preferred stock — Intangible assets
Common shares outstanding

Assume XYZ Corporation has the following financial situation:

Total assets

(Including goodwill of $1,000,000) $10,000,000
Total liabilities $ 4,000,000
Preferred stock $ 2,000,000
Common shares outstanding 1,000,000

Book value per common share would be

$10,000,000 Total assets
— 4,000,000 Total liabilities
$ 6,000,000 Stockholder’s equity (net worth)

$6,000,000 — $2,000,000 — $1,000,000 _ 3,000,000 _ $3 book value per
1,000,000 common shares outstanding - 1,000,000 - common share

The book value per share of a company is affected by such things as

* A stock split
* Writing off tangible assets

If a stock split occurs, the number of shares outstanding increases and book value share decreases. If a
company writes off the value of a tangible asset from its books, book value per share will be lowered because
tangible net assets will be a lower figure.

However, the book value per share of a company is not affected by such things as

* Changes in the market price of a company’s stock
* Writing off intangible assets

PREFERRED STOCK

Preferred stock is an equity security—evidence of ownership. It merits the word preferred since it is enti-
tled to receive dividends before the common stockholders and usually also has a prior claim to corporate assets
if the corporation is dissolved. The preferred stockholder, in the event of dissolution, is paid at the par value
rate. If there is no par value, the preferred stockholder is paid at a value that is assigned at the discretion of the
directors. (See Exhibit 1.2).

Exhibit 1.2: Order of payment in corporate liquidation

Taxes

Senior lien bonds (such as first mortgage bonds)

Bank loans, accounts payable, debentures, and/or unsecured debt
Subordinated debentures

Preferred stock

Common stock

Sk W=

If the preferred stock has a par value, dividends are stated as a percentage of par (e.g., $100 par value,
dividends 5% of par). If the stock is no-par, dividends are stated in dollars per share. Dividends are paid only if
declared by the board of directors.

When preferred stocks are issued sequentially (first preferred, second preferred) by a corporation, usually
the dividend requirements of the first preferred have to be met before those of the second. There are a variety
of types of preferred stocks, including prior preferred, cumulative preferred, participating preferred, converti-
ble preferred, and callable preferred.
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Prior preferred stock, or preference stock, as it is sometimes called, has claims against dividends and assets
that come before other types of preferred stock. An investor would have to check the prospectus of the pre-
ferred stock issue to determine if the preferred issue has a prior claim on dividends and assets.

Cumulative preferred stock has an additional feature. If the business does not make a profit, the
stockholders—preferred and common—do not normally receive a dividend. The dividends that the cumulative
preferred stockholders should have received will accumulate, however. If the corporation eventually makes a
profit, before the common stockholders may receive any dividend the cumulative preferred stockholders will
be entitled to the current year’s dividend and those dividends accumulated from prior years. Such stocks, with
dividends in arrears, are a profitable investment if the investor is able to purchase them at a reasonable price
shortly before the arrearage is paid.

Participating preferred stocks also have a special feature. They are entitled, as usual, to a specific dividend
(e.g., $5 per share) before any dividends may be paid to common stockholders. Participating preferred stock-
holders are, however, not only entitled to this specified amount per share, but afterward participate with the
common stockholders in additional corporate earnings distributed as dividends. Therefore, for participating
preferred stock, the dividends are fixed to a minimum amount but not to a maximum amount.

Convertible preferred stocks can be converted into a certain number of common shares, usually within a
specific time period, at the option of the owner. For example, a share of $100 par could have the privilege of
converting into four shares of common. If the preferred is selling at par, then as long as the common is selling
under $25, conversion would make no sense. But once it begins trading over that level, the preferred would
trade for at least four times the price of the common. Some convertible preferred stocks never lose their con-
version rights (perpetual); others must be converted before a certain date (limited); and still others do not have
the right to exercise the privilege for a number of years (delayed).

Convertible preferred stock will likely fluctuate more than other types of preferred when interest rates are
stable. The convertible preferred will move with the market price of the common stock.

If the preferred stock is callable preferred, the issuing corporation will have the right to call and retire the
stock at a specific price. This is advantageous to the company, especially during periods of falling interest
rates, but disadvantageous to the investor, who would lose his stock at precisely the time he wanted to hold on
to it. A sinking fund or a regular retirement of the stock each year at a specified price is normally part of pres-
ent preferred stock issues.

Dividends on preferred stock are paid only if declared by the board of directors. Preferred stockholders
have a prior claim on the assets of a corporation ahead of common stockholders. Dividend rates on preferred
stock may be fixed or variable.

When preferred stock has certain advantages, it also has certain limitations. It usually does not have the
right to vote nor does it have a preemptive right. From the investor’s point of view, it must be remembered that
dividends depend on earnings. Dividends will usually be less liberal than dividends on common stock in a very
profitable firm and they are not as certain a return as bond interest, which must be paid by the corporation re-
gardless of profit. From the corporate point of view, interest on bonds is deductible as an expense before taxes,
while dividends paid to stockholders cannot be deducted for tax purposes.

Assume Johnson Manufacturing Company issued new securities that were described as $5.20 cumulative,
convertible, voting, preferred stock. This description would indicate to an investor that

* Johnson Manufacturing Company must pay dividends on this new security before any dividends may be
paid to existing holders of common stock. This is true of all preferred stock issues.

* If, in any year, the dividend on this preferred issue is not paid, the dividend must be made up in the fu-
ture before dividends may be paid to common stockholders. An investor would know this because the
preferred issue is cumulative.

» The owners of this new security may, at their option, exchange these shares of preferred stock for shares
of another security. These preferred shares can be exchanged for shares of common stock in Johnson
Manufacturing Company. The preferred stock and common stock in Johnson Manufacturing Company
represent separate security issues.

* The description also indicates that the issue has voting rights. However, the description does not state
that the issue is callable.

CORPORATE BONDS

Corporate bonds issued by a corporation normally have a par value of $1,000 or $5,000. Assume a corpo-
ration issues a $1,000 par value bond with an interest rate of 7% maturing in the year 2000. The investor is a
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creditor of the corporation and is entitled to be paid $70 annual interest and to receive $1,000 when the bond
matures in the year 2000.

The investor can sell the bond prior to maturity if he chooses. Corporate bonds pay interest semiannually.
Our investor would receive $35 every six months, or an annual interest payment of $70.

The funded debt of a corporation includes bonds, notes for maturities of five years or longer, and possibly
long-term bank loans. The money or property acquired by a corporation under the condition that a definite sum
of money must be paid by the corporation at some distant future time represents its funded indebtedness.

Bonds are separate and individual obligations of a corporation. They are considered to be part of the com-
pany’s capital structure and represent a long-term liability. There are two distinct parts of each bond contract.

1. The first part is the bond itself.

a. The bond is a primary contract between the corporation and the investor.
b. It represents a definite time with periodic payments of interest.

2. The second part is a supplementary contract known as an indenture, trust indenture, or deed of
trust. This is

A supplementary agreement or contract under which all bonds of a single issue are grouped.

An elaborate instrument that represents the collective security of the bondholders.

A description of the general rights of the individual bondholder.

An instrument that can be changed only with the assent of a majority of the bondholders; often, at
least two-thirds of the bondholders must agree.

oo

Legally, the bond itself is the primary instrument. It represents the individual right of action of its owner to
sue a defaulting debtor, get a judgment, and levy execution. The indenture is normally administered by the
trustee for the benefit of the bondholders.

Corporate bonds are a form of debt and are a promise on the part of the corporation to pay a sum of money
(usually $1,000) at a specified future date along with interest payments (usually semiannually) to the holder.
Failure on the part of the corporation to make these payments on time is considered to be a default and the
holder of the bonds has the right to take legal action to force the company to fulfill its promises. These bonds
are originally sold with a maturity, or due date, of five, ten, or even thirty years in the future. Although the
great majority of these bonds are in denominations of $1,000, a few are denominated in smaller or larger
amounts.

The bonds are either in coupon form, with detachable coupons that the holder must clip off and present for
interest payments, and the bond must be presented for payment at maturity date; or in registered form whereby
the name of the owner is recorded by the corporation and a check is sent to him for his interest and principal.
A third, less common form, is registered as to principal only, with detachable coupons. A bondholder is obvi-
ously better protected from loss or theft by holding registered rather than coupon bonds. Transfer of registered
bonds is accomplished in the same manner as that of common stock; the certificate is submitted to the transfer
agent and a new one is issued in the name of the bondholder.

Since the interest on the bond goes to whoever has possession on a coupon date, it would not be equitable
for a person who has held a bond for, say, five months not to get his pro rata share of interest. Therefore, a
system has been devised whereby the purchaser of the bond pays to the seller, at the time of the transaction, an
amount called accrued interest. This payment compensates the seller for the interest to which he is entitled on
the bond since the last interest payment. For example, a 6% bond pays $30 in interest twice a year. If the cou-
pon dates were January 1 and July 1, and the seller sold his bond for settlement on May 1, he would receive
approximately $20 in accrued interest: $5 per month from January 1 to April 30.

Interest on corporate bonds is subject to all income taxes (federal, state, and local).

There are three types of value referred to in discussing bonds.

1. Par value (face value) is the amount stated on the face of the bond.
2. Market value is the price at which a bond may currently be purchased.
3. Redemption value (maturity value) is the price at which the bond will be redeemed.

Bonds are not usually quoted in dollars but in eighths as a percentage of face value. Thus, a $1,000 bond
would be quoted at 100 when sold at par. Corporate bonds are quoted in points. Each point for a $1,000 bond
represents $10 or 1% of par value. Bonds that sell for a price greater than par are said to be selling at a pre-
mium. Thus, a $1,000 par value bond quoted at 1023 would sell for $1,027.50—$27.50 or 2% more than par.
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Bonds that sell for less than par are said to sell at a discount. Thus, a $1,000 par value bond quoted at 92V2
would sell for $925—a 7%2% discount from par.

Assume a bond is quoted at 977%—find its dollar price. A quote of 977 represents 97 full points plus 7s of
a point, or $978.75.

97 full points x $10 = $970.00
% point x $10 = 8.75
$978.75

Assume a bond is quoted at 1033%4—find its dollar price. A quote of 10334 represents 103 full points plus 34
of a point, or $1,037.50.

103 full points x $10 = $1,030.00
% point x $10 = _ 1750
$1,037.50

To change a bond quote to a dollar amount, an investor can use the point method, as previously illustrated,
or calculate it as a percentage of par value. Both calculations will result in the same amount. For example, as-
sume a bond is quoted at 84%2. Find the dollar amount at which the bond is selling.

Point method
84 full points x $10 = $840.00
2 point x $10 = 5.00
$845.00

Percentage of par method
8412% of $1,000 = 0.845 x $1,000 = $845

MORTGAGE BONDS

Mortgage bonds are secured by mortgages on real estate. These may be first mortgage bonds or junior is-
sues known by such terms as general, second, consolidated, or refunding, or they may be closed- or open-end.

If the bonds are closed-end, additional bonds with the same priority of lien (e.g., first) may not be issued
and junior issues will be more difficult to sell.

If the bonds are open-end, additional bonds may be issued in the future as part of the same issue under the
same indenture. This is desirable if the corporation expands and has to raise more funds, since one large issue
will probably be more economical and the senior issue easier to sell. Usually, there are a number of restrictions
on the issuance of additional bonds. For example, the number of bonds that may be issued is restricted relative
to the value of the property pledged as collateral. An earnings test must be satisfied relating the current and
prospective debt service (principal and interest) changes to earnings. A measure of liquidity has to be present,
usually a specified amount of net current assets. Finally, there is often a requirement that a certain level of
stockholders’ equity be maintained. When additional first mortgage bonds are issued, they are usually desig-
nated by either a number or letter series.

A compromise is the limited open-end mortgage. With this mortgage, a maximum dollar amount is set for
bonds that may be issued with the same priority of lien.

When open-end or limited open-end bonds are issued, an after-acquired clause must be included. This
states that any property acquired in the future shall also be pledged for the bonds in question. The investor’s
safety requires that restrictions be placed on the issuance of more bonds. If such a clause is used with a
closed-end mortgage, there is a serious problem if more funds are needed since it is impossible to issue addi-
tional mortgage bonds.

First mortgage bonds are the best secured since they have a prior claim on the assets specified in the in-
denture.

COLLATERAL TRUST BONDS

Collateral trust bonds are secured by assets other than real property—generally, by stocks and bonds and,
occasionally, by patents or other intangibles.

The indenture carries the details of the pledge of assets to secure the debt, specifies who is to hold the as-
sets as collateral, and states the conditions under which these assets may be held and released. Ordinarily, the
collateralized securities are issued in amounts of 65-75% of the value of the collateral itself.
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Pledged securities are generally deposited with the trustee before the collateral trust bonds are issued. The
title to the pledged securities may remain in the name of the debtor company issuing the bonds or be trans-
ferred to the trustee. If title remains with the debtor, the trustee is given the power to transfer ownership in case
of default. The payment of interest and principal on these bonds comes from the interest and dividends on the
collateral and not from the earnings of the corporation itself.

The credit position of collateral bonds depends on several factors. These include the credit standing of the
issuing company, the collateral pledged, and the terms of the indenture regarding the relationship of the value
of the pledged securities to the collateral trust bond issue and the replacement of collateral that declines in
value.

EQUIPMENT TRUST CERTIFICATES

These debt obligations are used primarily to finance capital equipment purchases in the transportation in-
dustry. When the certificates are issued, title to the equipment (often the rolling stock of a railroad or air-
planes) is held by an independent trustee, normally a bank. In other words, equipment trust certificates are se-
cured by liens on equipment.

The certificates mature serially (i.e., a portion each year), but title to the equipment remains with the trus-
tee until the certificates are paid in full.

Under the so-called Philadelphia Plan, the title to the equipment is held by the trustee, which leases it to
the corporation. The annual lease payments are used to pay principal and interest, and when all debt charges
have been satisfied, title passes to the lessor.

Under the New York Plan, the buyer takes title to the equipment and then executes a chattel mortgage to
secure the obligations issued under it.

Purchase money bonds are used to get funds to purchase property. These have many of the characteristics
of equipment trust bonds.

DEBENTURE BONDS

Debenture bonds have no specific property pledged as security when the bonds are issued. If the issuer de-
faults, these bonds have the same claim as any other unsecured debt. These bonds depend on the credit stand-
ing of the company, and no specific property can be taken to satisfy the debt. Therefore, debenture bonds are
backed by the full faith and credit of the company itself.

The indenture contains the nature of the promise to pay and any restrictions. The presence of protective
covenants is of even greater importance to the bondholder than in the case of mortgage bonds. The credit
standing of these bonds depends entirely on the strength of the issuer.

SUBORDINATED DEBENTURES

Subordinated debentures have a claim on the assets of the corporation that comes after all debts secured
and unsecured.

Regular debentures have a claim on the assets of the corporation on a par with bank loans, accounts pay-
able, and other unsecured debts. A subordinated debenture is the last type of debt to be paid off in a corporate
liquidation. However, a subordinated debenture (which is a debt instrument) is paid off before preferred and
common stockholders.

Usually, the subordination does not affect the obligation to pay interest or pay the principal at maturity, but
only has an effect in the event of the liquidation or reorganization of the corporation.

GUARANTEED BONDS

The purpose of one corporation’s guaranteeing the bonds of another is to enable the latter to borrow
money at a lower interest rate. The marketplace will grant these bonds almost the same stature as it grants the
direct debt of the guarantor. The guarantee sometimes is prompted by a leasing arrangement whereby the les-
see guarantees bonds issued by the lessor. Normally, the guarantee is for both interest and principal. Some-
times a group of companies will agree to guarantee the debt of another, under a joint and several agreement,
whereby each of the guarantors agrees to guarantee the debt issues in question.

INCOME BONDS

With income bonds, interest payments are not due unless the company’s earnings are sufficient. The in-
denture may say that interest payments are cumulative. Thus, if they are missed in any year or years, they will
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accumulate and be paid to bondholders when earnings permit. The payment of interest on income bonds must
be approved and declared by the board of directors. Such bonds trade “flat” with no accrued interest. The trust
indenture will spell out in detail how earnings will be defined.

Since corporations that issue these bonds are often in the hands of a receiver who sometimes succeeds in
reaching an adjustment with the creditors, these are sometimes referred to as adjustment bonds.

Income bonds should not be recommended to an investor who gives high priority to income and safety of
principal. This is because the bondholder will not receive income unless it is earned. Better choices for such an
investor would include

* High-quality corporate bonds (first mortgage or equipment trust certificates)
* Municipal general obligation bonds

CONVERTIBLE BONDS

Convertible bonds are convertible into common stock according to the terms stated in the indenture. Con-
vertible bonds in many instances are convertible debentures.

Convertibles may reduce the cost of capital to the corporation since it may be possible to sell bonds more
easily and at a lower interest rate if an attractive conversion feature is added. This results in an interest saving
to the corporation.

The conversion price is the amount of par value exchangeable for one share of common stock: that is, if
the conversion price is $50 and the par value is $1,000, it means the holder of the bond will receive 20 shares
if he converts. In this example, the conversion ratio is 20 to 1.

$1,000 Par value
$50 Price convertible at

20 Shares

The parity price is the price the stock must sell at to be on exact equality with the bond. For example, if the
bond above was selling at $1,200, the parity price would be found by dividing the market price by the number
of shares into which the bond could be converted.

$1,200 Market price
# of shares received on conversion
20

DEBT RETIREMENT

Bonds will eventually reach maturity. This means that the issuer will be faced with the necessity of re-
deeming them and this redemption will require cash.

The most usual method of retiring bonds is to establish a sinking fund. Money is paid to a trustee who
generally uses it to buy back the outstanding bonds. The bonds may be purchased in the open market if it is
possible to do so at a reasonable price.

Some bond issues require the corporation to retire a percentage of the issue (often 1 to 3%) by lot each
year. The call is announced by publishing the bond numbers in the financial press, usually thirty to sixty days
beforehand. The bonds may be called at par or, at times, a few percentage points above par. The company is
normally permitted to purchase the bonds in the open market if they are trading under the call price.

Most bond issues are also callable in their entirety at some point, usually five to ten years after issuance, at
the option of the issuer. Call protection is that period during which such bonds are not callable (e.g., the first
five years after issuance). This provision enables a corporation, after this period, at its option, to reduce its bor-
rowing costs by, for example, paying off an older bond issue with a 9% coupon, with the proceeds of a new
bond issue bearing an interest rate of 5%. Issuing new bonds for the purpose of using the proceeds to pay off
an existing bond issue is known as refunding. The company can also rid itself of unfavorable indenture provi-
sions in the same manner, or extend its maturity schedule. A low call price, therefore, is obviously attractive to
the issuer. Most often, a premium must be paid to the bondholder to call his bonds away from him, a premium
that declines the longer the company waits to refund. These various call features are always spelled out in the
indenture. If bonds are called, the creditworthiness of the company improves, as does the debt-to-net-worth
ratio. A forced conversion takes place on a convertible bond when the company elects to call its bonds when
the market value of the stock is higher than the redemption price of the bond.

Most municipal bonds and some corporate bonds are serial bonds. This means that the bonds issued are
divided into series. The different series mature at different times. In other words, serial bonds mature in in-
stallments on successive dates. Serial bonds are normally noncallable and retired only on their specified ma-

= $60 Parity price
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turity dates. They may carry a different coupon for each maturity and are quoted on a yield basis (e.g., 7.5%)
rather than a dollar price basis (e.g., 101%). Usually, part of the entire issue—a series—will mature annually
or semiannually. A typical maturity schedule would have either equal or ascending numbers of bonds maturing
from one to ten or fifteen years from the issue date.

When these bonds are purchased, the buyer knows the maturity date, since the maturity date for each series
is known and the bonds are not selected by lot. An advantage of such bonds to the corporation is that an estab-
lished redemption price makes financial planning easier. However, the corporation faces a greater threat to
solvency, since serial bonds must be paid when due. The longer-term serial bonds normally carry a lower in-
terest rate. In other words, interest charges are progressively reduced to the corporation with an issue of serial
bonds. The longer-term serial bonds are issued at a discount, and the investor receives a higher yield on the
longer-term bonds.

Serial bonds are most frequently used with equipment trust certificates. The issuance of serial bonds will
permit a corporation to reduce its total interest costs over the life of a bond issue since the yield will vary ac-
cording to the length of time to each maturity date. Although serial bonds are divided into series, they should
not be referred to as series bonds. The term series bonds refers to bonds having the same maturity date in a
serial bond issue, those having the same priority of lien but issued at different dates, bonds with different pri-
orities of lien, and types such as Series EE or HH US government bonds.

Quite often, a corporation does not rid itself of debt when it pays off a bond issue. Instead, it uses a system
commonly used by the federal government known as refunding. Refunding means retiring a present bond is-
sue by issuing new securities. New bonds, for example, might be issued and the cash proceeds used to pay off
an old bond issue. This might be due to the old bond issue’s reaching maturity or because a change in market
conditions, such as a lowering of interest rates, means that the company’s expenses will be less if it calls in an
old bond issue and issues new bonds. If interest rates have dropped sufficiently, it will be less costly to pay the
call premium and the cost of a new issue than to continue paying the interest rate specified on the old bond
issue.

ZERO COUPON BONDS

In recent years, a new type of bond called a zero coupon bond has become a popular investment. Zero
coupon bonds could be corporate, US government, or municipal bonds. However, we will describe zero
coupon treasury bonds, which seem to be very popular.

A zero coupon bond is purchased by an investor at a deep discount price, and the bond pays all of its inter-
est at maturity. The difference between the discount price paid by the investor and the value received by the
investor at maturity represents the interest.

Assume an investor buys a zero coupon treasury bond $1,000 principal value with fifteen years to
maturity. This zero coupon bond will cost the investor $189.23. The yield to maturity for the investor is 12%.
For an investment of $189.23 the investor will receive $1,000 in fifteen years. However, the Internal Revenue
Service states that the owner is receiving an annual return on the bond, but the income is being reinvested at
the implied yield instead of being paid out. This results in taxable income to the investor even though no
money is received by the investor.

Zero coupon bonds are good investments for tax-sheltered vehicles such as individual retirement accounts
or Keogh plans. They are available in various maturities and discount prices. Also available are zero coupon
municipal bonds on which imputed interest is free from taxation.

BOND QUALITY
Many factors affect the quality of a bond, including

» Earnings coverage of interest and fixed charges

* The lien protection possessed by the bond issue

* The marketability of the bond

* The issuing firm’s past credit history and reputation

These factors and others are combined by several rating agencies whose task it is to summarize the in-
vestment quality of the bond with a single, simple rating. Chief among the rating agencies are Standard &
Poor’s Corporation (S&P) and Moody’s Investors Service. While Moody’s and S&P are the principal bond-
rating services, there are two others: one is Fitch, a subsidiary of S&P; the other is Dun & Bradstreet (D&B),
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of which Moody’s is a subsidiary. Moody’s and S&P issue ratings in order to assess the default risk associated
with a bond.
A summary of their ratings is presented below.

Standard & Poor’s bond ratings*
AAA Highest grade

AA High grade

A Upper medium grade

BBB Medium grade

BB Lower medium grade

B Speculative

CCC Outright speculation

CC Outright speculation

C Reserved for income bonds
DDD No interest being paid

DD In default with rating indicating
D Relative salvage value

* For rating categories AA to BB, a plus sign is added to show high rela-
tive standing, a minus sign to show low relative standing.

Moody’s bond ratings™

Aaa Best quality

Aa High quality

A Higher medium grade

Baa Lower medium grade

Ba Possess speculative elements

B Generally lack characteristics of desirable investment
Caa Poor standing, may be in default

Ca Speculative in a high degree—often in default

C Lowest grade

* Bonds of the highest quality within a grade a designated by adding a
“1” (e.g., A-1 and Baa-1).

The first four categories of S&P and Moody’s ratings represent “investment-grade” issues. Those bonds
are suitable for purchase by prudent investors seeking dependable income. Debt issues rated below investment
grade have some speculative characteristics.

Higher-quality debt issues of the same face value, maturity, and coupon, when compared to low-quality
debt issues, have lower yields and higher market prices. The reason is that investors are willing to purchase
high-quality, low-risk bonds for a lower yield than they would require for lower-grade bonds with greater un-
certainty. A lower-quality bond will have a lower market price and higher yield than a higher-quality bond.

CALL PROVISIONS

Bonds are frequently issued with a provision that enables the issuer to call in or redeem the bond prior to
stated maturity. This feature is included in order to protect the company should better opportunities (such as a
lower interest rate) arise.

The inclusion of a call provision, however, reduces the value of the bond as an investment as it introduces
uncertainty over the period of time the bond will be outstanding and, thus, changes the yield rate on the bond.
Because of this, the issuer must offer the inducement of a call premium and extra payment over and above the
par value to the investor should the issuer choose to call the bond before maturity. For example, if the com-
pany wishes to call the bond two years after issuing, it might have to agree to redeem the bonds at a price of
106 ($1,060 per $1,000 bond) as opposed to its par price. Call premiums generally decrease over time.

Call protection is the fixed time period after which a bond is issued during which the bondholder is as-
sured that he will be able to keep the investment if he wishes. A low call price is attractive to the issuing cor-
poration since calling their bonds will be less costly. It is not attractive to the investor. When a corporation
calls its bonds, the credit standing of the company will improve (it is paying its debt early), and the company’s
debt-to-net-worth ratio decreases, as previously mentioned.
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INTEREST RATE RISK

The usual reason for use of the call provision is the expectation of future variability in interest rates. Bonds
frequently must be issued when interest rates are high. When rates subsequently fall, the issuing company may
desire to call the bond and issue another one with a lower interest in its place. This illustrates a risk—
specifically, the interest rate risk that faces investors and issuing corporations that deal in long-term interest-
bearing securities. A change in the market rate of interest not only affects the amount of interest a corporation
must pay for new money, it also affects the amount of yield the investor receives and the value of securities
already issued. Since the interest paid on a bond is constant, bond prices will vary inversely with interest rates.
Bonds with long maturities will have their prices affected more by a change in the general level of interest
rates than will bonds with shorter maturities. Long-term bonds will decrease in price more than short-term
bonds, when interest rates rise. Long-term bonds will increase in price more than short-term bonds, when in-
terest rates fall.

YIELDS

Since the interest paid on the bond is a fixed legal obligation of the company, and since the interest rates
fluctuate, the yield on the bond becomes a crucial point.
There are four types of yield calculations relating to bonds.

1. Nominal yield. This is sometimes referred to as the coupon rate. It is the rate printed on the bond or the
face rate. If a bond states on its face that it will pay 6% per annum, then the nominal yield is also 6%.

2. Current yield. The market value of bonds will fluctuate with changes in interest rates in the economy
and the changing attitudes of investors. The face rate of interest—the actual amount of interest paid—
will not change. If the bond is a 4% $1,000 par value bond, it will pay $40 per year in interest. If it is a
6% bond, it will pay $60 per year. But if the market value of the bond fluctuates, the current yield will
differ from the coupon rate.

Annual interest paid
Market price

Current yield =

If the bond pays $40 per annum interest and the bond is currently selling for $950, then the current
yield is 4.2%, or slightly above the coupon rate of 4%. If the market price was $1,060, the current
yield would be 3.77%.

3. Yield to maturity. At maturity, a $1,000 par value bond is always worth $1,000 regardless of what the
investor originally paid. If the purchased bond is held until maturity, the rate will have to take into
consideration the loss of any premium paid or the accumulation of any discount from par value. This
yield to maturity is a compound rate of interest which takes the reinvestment of current interest earn-
ings on the bond into consideration. The yield to maturity can be approximated by the formula

Annual interest payment + Total discount/Number of years to maturity
(Current bond price + Par value)/2

or

Annual interest payment + Total premium/Number of years to maturity
(Current bond price + Par value)/2

If, for example, the 4% bond had been purchased for $950 with ten years remaining to maturity, the yield
to maturity would be

$40+50/10  __40+5 45, o

(950 + 1,0000/2 ~ 975 - 975 -

If the bond had been purchased for $1,060, the yield to maturity would be
$40 — 10/60 __40-6 __ 34 _ ...
(1,060 +1,00002 ~ 1,030 ~ 1,030 ~ ¢

4. Yield to call. Since the call provision that exists on some bonds creates uncertainty, the yield to matur-
ity would also represent an uncertain value. To compensate for this, a somewhat different yield rate is
calculated, which gives the yield to the call date (the earlier date, if there are several call date options),
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rather than the yield to maturity. In this calculation, the call price (par value plus the call premium)
would be substituted for the par value.

The yield to call can be approximated by the following formula, assuming the call price is $103
and the bond was purchased for $1,000. The bond can be called in five years and has an interest rate of
4%.

Annual interest + Total premium or discount to call date/Number of years to maturity
(Current bond price + Call price)/2

$40 + 30/10 __40+6 __ 46 _
(1,000 + 1,030)2  ~ 1,015 ~ 1015 ™
YIELD BOOK

The actual, precise calculation of yield rates is somewhat involved mathematically. To calculate the yield
on every bond would be a laborious and time-consuming task. To simplify the problem, a set of tables involv-
ing virtually all possible combinations of price, interest rate, and period to maturity have been compiled into
what is known as the Yield Book (Basis Book). With the aid of this volume, the calculation of any bond yield
is a simple matter.

Yields are stated in percents and hundredths of a percent, such as 5.86% or 7.51%. Such quotations are re-
ferred to as basis prices. The hundredths of a percent are known as basis points, with 1% equaling 100 basis
points. Basis points are used because they are more flexible than fractions and there is less confusion over
relative proportions when discussing changes in interest rates (i.e., a change is expressed as an increase or de-
crease of so many basis points). Basis prices indicate yield to maturity. If a registered representative tells a
customer that a bond is selling at a 6.30 basis, this means that the bond will yield 6.30% if held to maturity.
Therefore, if the basis price of a bond is higher than the coupon rate, the bond must be selling below par (at a
discount). If both rates are the same, the bond is selling at par. If the basis price is lower, the bond is selling
above par (at a premium).

RIGHTS

Rights are commonly used when a corporation wishes to raise funds through the sale of additional com-
mon stock. Rights are also called subscription rights because the holder has the right to subscribe to a new
issue at less than the present market price. Because the holder of common stock frequently has the right, often
referred to as the preemptive right, to maintain his proportionate position in the equity of a corporation, a
corporation will often sell stock to its own stockholders through a privileged subscription or a preemptive
rights offering. This offering must first be approved by a vote of the stockholders and then letters must be sent
to all stockholders advising them of the terms of the offering. These terms would be the number of shares to
which a stockholder is entitled to subscribe, based on the number of shares he presently owns. For example,
since one right is issued for each share outstanding before the new issue, if stockholders are permitted to pur-
chase one new share for each 10 held, a stockholder who owns 100 shares would receive 100 rights and be
able to purchase 10 new shares. The number of rights needed to purchase one new share is always the ratio of
the number of shares previously outstanding to the number of shares in the new issue. Thus, if there were
100,000 shares outstanding and a new issue of 10,000 shares, 10 rights would be needed to acquire 1 new
share. These rights would be sent to the stockholder as of a stipulated record date, entitling him to return them
within a prescribed period (usually two or three weeks) with his check, to purchase the additional stock. Rights
may be traded separately from the stock. Since rights not exercised become worthless, stockholders who do
not wish to exercise them should sell them to someone who will exercise them. If someone wishes to acquire
some of the new shares, he may purchase the rights. For the rights to have value, they must entitle the holder to
purchase securities at less than the current market value.

There are two formulas for calculating the value of rights. First, before the ex-rights date while the stock is
selling with rights (cum rights)

Market price — Subscription price
Number of rights + 1

Value of aright =

R = Value of a right; M = Market price; S = Subscription price; N = Number of rights needed to buy one
share.
M-S

R =7
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An example may help to illustrate this problem. Assume the selling price of common stock of Company A
is $30 a share and the company is now offering its stockholders the right to purchase one new share at $24.50
for each 10 held. The theoretical value of a right is

M-S $30.00 — $24.50 $5.50

R = N+ 1 = 10+1 = 1 = $0.40 Value of a right before the ex-rights date

The “1” in the denominator mathematically corrects the fact that the current market value of the stock in-
cludes the value of the right that will be acquired when a share is purchased.
On and after the ex-rights date, when the stock is selling without rights, the formula is

M-S

R = N

Since before the ex-rights date the market price of the stock includes the value of the right that the pur-
chaser of the stock will receive, this market price will decline by the value of the right, since on and after the
date the purchase of the stock will no longer receive a right. Referring to the example, the value of a right on
or after the ex-rights date would be

M-S $29.50 — $24.50 $5.00 _ $0.50 Theoretical value of a right

R = N - 10 - 10 ~  on or after the ex-rights date

The offering terms would also state the date on which the new stock would be issued and give the address
of the office to which the subscriptions should be mailed. The stockholder will maintain his proportionate
ownership in the corporation only if he exercises his rights. Otherwise, his proportionate ownership in the cor-
poration will decrease.

If the holder of the common does not want to exercise the rights, he can sell his holdings in the market
through a broker. The market value of the rights is subject to the same supply-and-demand factors that influ-
ence the price of any security and will vary from the theoretical value depending on the demand for the rights
and the interest in the new stock issues. If a shareholder wished to establish a gain but not lose any stock, he
could sell part of his stock in the open market and replace it with subscription stock. Or, if he felt the stock
would go down over the short term, he could sell short the shares to be purchased and then cover his short po-
sition with subscription stock.

Key points to remember concerning rights include

* They allow a common stockholder to subscribe to a new issue of common stock before it is offered to
the public.

* They normally have a life span of two to four weeks.

* They are freely transferable.

* Holders of rights are allowed to subscribe to the common stock at less than the market price.

* To subscribe to the common stock an investor must send the rights to the corporation or its agent plus
the subscription price of the new shares.

WARRANTS

A warrant is a marketable option that gives the holder the long-term right to buy a certain number of
common shares, usually unissued shares, at a specified price during a specified time period. They are some-
times issued with bonds as a means of reducing the interest rate a company must pay. They are also frequently
used in conjunction with reorganization and mergers and, since they pay no dividends and may eventually ex-
pire without value, they are normally of more interest to the speculator than the investor. They are sometimes
used to compensate the underwriter of the issue, in place of the normal underwriting fee. The warrant exercise
spells out not only the exercise price at which the common stock can be purchased, but also the number of
shares and the date on which the warrant expires, although some warrants have a perpetual life. Others are is-
sued with a definite life span. Such warrants cannot be exercised until a specified period of time has transpired.
Some warrant terms change over time, with either the price at which the stock can be purchased increased, or
the number of shares that can be purchased decreased.

Warrants are freely transferable and may be traded separately from common stock on a national securities
exchange. The subscription price of a warrant is related to the market price of the underlying security. War-
rants may be used in a new issue of common stock to increase its attractiveness.
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AMERICAN DEPOSITARY RECEIPTS

American depositary receipts (ADRs) are negotiable receipts issued by an American depositary stating
that a certain number of foreign shares have been deposited with the overseas branch of the depositary or with
a custodian. These assist the American investor, since foreign stock is often in bearer form. The purpose of an
ADR is to facilitate US trading in foreign securities. Dividends on these bearer shares would be paid in foreign
funds to those presenting the certificates at the office of the firm (usually a bank) selected to disburse the divi-
dends. Notices of dividend payments or stockholder meetings could not be mailed to the shareholder since the
shares are not registered. Since some trading practices in foreign companies are different from trading prac-
tices in the United States, and since foreign currencies and customers are involved, the trading of foreign secu-
rities and the settlement of estates partly in foreign securities would be difficult. The ADR, however, is in reg-
istered form, and the holder of the ADR is treated exactly the same as the holder of a security in an American
corporation. The price of the ADR will fluctuate with the fluctuation of the price of the foreign shares on de-
posit. Since the holder of an ADR receives dividends, as he would from American companies in which he had
invested, the American investor usually considers the ADR to be simply stock in the foreign corporation, al-
though, of course, technically this is not true.

REAL ESTATE INVESTMENT TRUSTS

The purpose of the real estate investment trust (REIT) is to enable the smaller investor to invest in real
estate. Authorized by congress in 1960 with the passage of the Real Estate Investment Trust Act, real estate
investment trusts are, normally, business trusts running twenty years after the death of the last person named in
the trust. A trust indenture spells out the functions of the trustees and their powers to act for the benefit of the
shareholders. The shares, which are certificates of beneficial interest, are transferable. The indenture also states
the maximum number of beneficiaries and the maximum number of holdings the trust may have. There are
three major classifications of REIT activities: long-term mortgages, equity in ownership properties, and
short-term real estate construction and development loans. Sources of REIT income are: rent from real prop-
erty; interest on obligations secured by real property; gains from the sale of real property; distributions from
and gains on the sales of securities, including other REITSs; and abatement or refunds of taxes on real property.
REITs thus attempt to make a profit on the spread between what they pay for money and the interest and rent
they receive on mortgages and real estate. A typical capital structure could consist of 20% equity, 40%
long-term debt, and 40% bank loans and commercial paper.

As long as the REITs meet certain standards, like mutual funds, they escape corporate income taxes if they
distribute 90% of net income to shareholders. They must use an external management company, obtain 75% of
their income from interest and rents, and invest 75% of their assets in mortgages and real estate. The REIT
may also distribute capital gains, which the beneficiary treats as a capital gain, using the holding period of the
REIT as his own. The REIT cannot have loss carryover for tax purposes, nor can it pass operating losses
through to the shareholder. REITs are traded in the over-the-counter market and many are listed on the New
York Stock Exchange.

SPECIAL SITUATIONS

The term special situations is frequently applied to the common stock of a company in which the stock’s
potential is not related merely to the company’s day-to-day business. Typically, a special situation may result
from such events as hoped-for recovery under new management, discovery of a valuable natural resource on
the corporate properties, the introduction of a popular new product, or a potential takeover.

COLLATERALIZED MORTGAGE OBLIGATIONS

Collateralized mortgage obligations (CMOs) are mortgage-backed bonds secured by a pool of mortgage
loans. A normal pass-through security, such as a Government National Mortgage Association (GNMA) secu-
rity, passes through interest and principal payments to investors. However, when mortgage loans are prepaid
(homeowner sells or refinances the mortgage), principal is returned to the holder of the security. This may oc-
cur when interest rates are low and the holder will reinvest at lower return rates. CMO are a type of derivative
security.

CMOs attempt to reduce the repayment risk by dividing their pool of mortgages into classes, called
tranches. The first tranche will receive all principal repayments before the second tranche receives any pre-
payments. The second tranche will receive all prepayments before the third tranche receives any prepayments.
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An issuer of a CMO distributes cash flow from the mortgages to different classes or tranches of short-,
medium- and long-term maturities. Tranches pay different rates of interest and normally mature in two, five,
ten, or twenty years. The final tranche of a CMO is referred to as a Z-bond. A Z-bond is also referred to as an
accrual or accretion bond. Holders of Z-bonds receive no cash flow until earlier tranches are paid in full.

CMOs are normally collateralized by the following:

GNMA (Ginnie Mae)

Federal National Mortgage Association (FNMA, Fannie Mae)
Federal Home Loan Mortgage Corporation (Freddie Mac)
Federal Housing Administration (FHA) mortgage loans
Conventional mortgages

Other important points to remember concerning CMOs are

CMOs are backed by mortgages that are often repaid prior to maturity. CMOs have

 Implied call risk. This is the risk that principal will be returned sooner than expected.
* Extension risk. This is the risk that the life of the security may be longer than anticipated.

CMOs are traded over the counter (OTC) in the secondary market with markups and markdowns ap-
plied.

Interest payments to investors are subject to both federal and state income taxes. The portion of the pay-
ment that represents a return of principal to the investor is not taxable.

Most CMOs carry a AAA credit rating.

The primary risks investors in CMOs take include

* Liquidity

* Average life sensitivity

* Price sensitivity

CMO tranches pay a variable rate of interest which is normally measured against the London Interbank
Offered Rate (LIBOR).

Planned amortization classes (PACs) are CMOs that most resemble bonds because they have a sinking
fund structure which means investors will receive payments over a predetermined period with stable
cash flow. PACs have a less-than-average exposure to call risk.

CMOs carry higher coupon rates than US Treasury securities. Investors in CMOs can earn a better return
than on US Treasury securities and still own a quality investment. CMOs normally have a higher yield
than corporate bonds. CMOs will fluctuate in price in response to changing interest rates.

CMOs are issued in minimum amounts of $1,000 and may pay interest monthly, quarterly, or semiannu-
ally, depending on the terms of the issue and how it is structured.

The main types of mortgage securities available are pass-throughs and CMOs.

In certain instances, mortgage securities may be stripped and interest only (IO) and principal only (PO)
securities are issued.

Mortgage securities are purchased by life insurance companies, commercial banks, pension funds,
corporations, and charitable organizations.

INTEREST RATE AND BOND CONCEPTS

A clear distinction must be made between the rate of interest on a bond and its yield. The interest rate is
stated on the bond and indicates the amount the owner of the bond will receive periodically from the issuer. If
the interest rate is 8%, the holder will receive $80 per year. However, the yield to maturity (or call) on this
bond is the relation of the total interest that will be received, plus any capital gain (or minus any capital loss)
on the investment, to the average amount invested until the bond matures (or is called). Obviously, if the inter-
est rate is 8% but the purchaser pays only $900 for the bond, the yield to maturity (or call at par) will be
greater than 8%.

There is an inverse relationship between interest rates and bond prices. The market price of outstanding
bonds declines when interest rates rise and increases when interest rates decline. This permits the yield on
these outstanding bonds to equal (or at least move in the same direction as) the yield on newly issued bonds
with higher or lower interest rates.
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Short-term interest rates respond more quickly and fluctuate over a wider range than long-term interest
rates. The same can also be said for the fluctuation of yields on short-term issues compared to yields on
long-term issues.

The price of long-term bonds is more greatly affected by a change in the level of interest rates than is the
price of short-term bonds. The longer a bond has before maturity, the greater the leverage effect of a shift in
the level of interest rates on its price. For a specific change in yields, the fluctuation in the market prices of
bonds will be greater the longer the period to maturity. If interest rates rise, the price of long-term bonds falls
more than the price of short-term bonds. If interest rates fall, the price of long-term bonds increases more than
the price of short-term bonds.

To minimize the interest rate risk in a bond portfolio, an investor should purchase bonds with short ma-
turities. Bonds are also subject to the purchasing power risk or the inflationary risk. If an investor purchases an
investment-grade bond, the risk of default is not high. However, he will be taking a repurchasing power risk.
Assume the investment-grade bond has ten years remaining to maturity. When the investor receives the princi-
pal amount in ten years, the purchasing power of the dollars received will be less.

All new issues of US government, federal agency, municipal, and corporate bonds are now being issued in
fully registered or book entry form only, as a result of changes in federal tax law. However, many bearer bonds
and bonds registered as to principal only are outstanding and will be for many years.

If a bond is described as safe, this means that interest and principal will be paid on time. Investment-grade
bonds are expected to be “safe” and not default.

Assume a $1,000 par value bond is issued by ABC Corporation, Inc. on January 2, 1993, with a 6% inter-
est rate. The bond has a maturity date of January 2, 2013, and is callable at 103. The current yield on the bond
when it is issued is 6%. However, if interest rates rise to 8% by July 2, 1993, the bond’s market price will de-
crease to $750.

$60 Annual interest = 8%
$750 Market price

The price of the ABC Corporation bond will decrease in price in order to make the yield competitive with
current yields available in July 1993. When the ABC Corporation bond was issued in January 1993, its yield
was competitive with current yields at that time. However, when interest rates rise, bond prices must fall and
yields increase to be competitive with current yields. If, instead, interest rates fell to 4% on July 2, 1993, the
market price of the bond would have risen to $1,500.

$60 Annual interest = 4%
$1,500 Market price

SETTLEMENT OF TRANSACTIONS

The securities industry has decided to shorten its standard settlement period to three business days fol-
lowing trade date (T + 3). This change is effective in June 1995.

In the securities industry, a trade is considered settled when a customer pays for a securities purchase. As-
sume on Monday, June 12, 1995, a customer purchases 100 shares of Disney for a total purchase price of
$5,400. Settlement date for the transaction is Thursday, June 15. The customer’s funds are required to be at the
broker/dealer’s office by settlement date to “settle” the money owed on the purchase.

Regulation T of the Federal Reserve requires payment by the fifth business day after trade date. The Fed-
eral Reserve’s Regulation T gives a two-day grace period past settlement before a broker/dealer must take ac-
tion. If the customer has not paid by the close of business on the fifth business day after trade date, the broker/
dealer must either obtain an extension of time for payment from the appropriate regulatory agency or cancel or
liquidate the unsettled portion of the transaction.

Prompt payment in the securities industry is necessary to maintain the financial integrity of the broker/
dealers. The customer’s payment is due by settlement date, because the 100 shares of Disney will be delivered
by the selling broker/dealer on settlement date. Once a customer pays for a security purchase in full, the entire
risk on the position is the customer’s. If the customer did not pay the broker/dealer for the security purchase,
the customer’s broker/dealer would still have to pay for the 100 shares of Disney, when it is delivered by the
selling broker/dealer.

When a securities transaction takes place, the two important dates are

1. Trade date. The date on which the transaction is executed in the marketplace
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2. Settlement date. The date on which payment is due from the customer on a security purchase or the se-
curities are due from the customer on a sale. The customer must deposit funds on a purchase of secu-
rities or deliver securities on a sale in order to settle the transaction.

When a customer purchases a security, he is long the security. Long, in the securities industry, means
ownership. A long sale is when a customer sells a security that he owns and the proceeds of the sale are cred-
ited to the customer’s account on settlement date. A short sale occurs when a customer sells a security he does
not own. A short sale requires a customer to deposit margin money to secure his promise to buy the stock back
at some future date. A short sale must be done in a margin account and always represents risk to the broker/
dealer.

To summarize, effective in June 1995 the securities industry will adopt a three-day settlement period (T +
3) for corporate and municipal securities. Regulation T of the Federal Reserve allows a two-day grace period
past the standard settlement date before a broker/dealer must take action. If the customer has not paid for a
security purchase by the fifth business day after trade date, the broker/dealer must obtain an extension of time
or cancel or liquidate the unsettled portion of the transaction.

If the securities transaction is for $1,000 or less, a broker/dealer would not have to obtain an extension of
time and would not have to cancel or liquidate the transaction. US government securities and municipal secu-
rities are exempt from the provisions of Regulation T. The standard US securities settlement period is as fol-
lows:

» Corporate securities—The third business day following trade date (T + 3).

* Municipal securities—The third business day following trade date (T + 3).

* Investment company securities—The third business day following trade date (T + 3).
* US government securities—Next business day following trade date (T + 1).

* Options—Next business day following trade date (T + 1).

When a customer purchases a security in a cash account, the account is debited or charged for the amount
of the purchase. Assume a customer buys 100 shares of ABC for a total purchase price of $6,500. The funds to
pay for the purchase are due in the account by three business days following trade date. When the customer
deposits a check into the account, the account is credited for $6,500. The money balance in the account is zero,
and the customer is long 100 shares of ABC. Assume two months later the customer sells the 100 shares of
ABC for a net amount of $7,800. This is a long sale, and $7,800 would be credited to the customer’s account
on settlement date. The customer requests a check, and a $7,800 check is sent to the customer, making the
money balance in the account zero.

To summarize, the Federal Reserve established a term referred to as the payment period. The payment
period is defined as the number of days in the standard US securities settlement cycle plus two business days.
Also, The Federal Reserve created a new government securities account. The government securities account
exempts transactions involving government securities for customers from Regulation T.



FINANCIAL ANALYSIS

A business uses various financial statements in order to monitor its financial condition. The two main fi-
nancial statements used by a business are the balance sheet and the income statement. This chapter will ana-
lyze the major financial statements used by business and the financial ratios that describe profitability and sol-
vency of a company.

THE BALANCE SHEET

The balance sheet is a statement of the financial condition of a business at a particular moment. The bal-
ance sheet is also called a statement of financial condition. The purpose of a balance sheet is to present the
financial position of the business at a single point in time. It presents the resources of the business: the assets
or property, the claims to property, and the property rights that the business possesses. The assets are counter-
balanced by the claims other people or businesses have against the property of the business preparing the bal-
ance sheet. (See Exhibit 2.1)

Exhibit 2.1: Information in a balance sheet
A corporate balance sheet is the starting point in assessing a company.

Can determine

Capitalization ratios
Long-term funds contributed by owners and lenders

1. Book value per share of common stock
2. Net worth

3. Financial strength of the corporation

4.  Working capital

5.

6.

Cannot determine

1. Operation ratio

2. Expense ratio

3. Accounts receivable turnover
4. Inventory turnover

The claims against the assets of a business are of two types.

1. Claims of creditors against the assets
2. Claims of owners against the assets

The claims of creditors are either short-term claims (current liabilities) or long-term claims (long-term
debt). The claims of the creditors must be paid off in a liquidation before the owners of the business receive
any money.

The claims of the owners against the assets are reflected in stockholders’ equity. Since the claims of the
creditors must be paid in full before the owners can be paid, the owners are said to have a residual claim
against the assets. Assume ABC Corporation has the following financial statement:

Assets $100,000
Liabilities 35,000
Stockholder’s equity $ 65,000

ABC Corporation liquidates the assets and receives $100,000. The liabilities of $35,000 must be paid off
and the owners or stockholders would receive $65,000.

The balance sheet presents a picture of the assets of a business and the claims against the assets of a busi-
ness as of one particular date. An equation is often used in relation to a balance sheet. It is referred to as the
basic balance sheet equation and is expressed as follows:

Total assets = Total liabilities + Net worth
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Stockholders’ equity is also called net worth. This equation states that the total assets of a business is
equal to the claims against the assets. The total liabilities are the claims of the creditors against the assets. The
net worth represents the claims of the owners against the assets.

The balance sheet also presents information concerning the sources of the monies (or funds or capital) that
were used to purchase or obtain the assets. The word capital has several meanings. In the financial analysis or
accounting sense, it is commonly considered to mean long-term or permanently invested money, or money
available for long-term or permanent investment. More simply put, the liabilities and owner’s equity represent
the sources of the funds, and the assets represent the uses of the funds. Because the process of obtaining mon-
ies and disbursing monies is a continuous and dynamic one, the balance sheet expresses relationships that will
change immediately after a balance sheet has been prepared. When reading a particular balance sheet, it should
be understood that the conditions will have already changed and the financial position or condition of the par-
ticular business unit may possibly be quite substantially different than it was on the date specified in the state-
ment. Therefore, the older a statement, the less reliable it is as an indicator of the current condition.

The purpose of any set of financial statements is to provide information on which the reader may rely in
order to make a decision. Obviously, the best statements would be the most current, since most decisions are
made concerning future events.

Assets

Assets are defined as property owned by a business. Assets have value to a business. Assets may have
value because of their ability to provide future services (machinery) or because they can be sold for cash (in-
ventory). The main assets carried on the balance sheet of a business enterprise are

e Current assets
» Fixed assets
* Intangible assets

Assets on a balance sheet are normally listed in order of their liquidity. Therefore, current assets are listed
at the top of the balance sheet. Current assets are assets expected to be turned into cash within one year.

Current assets. As previously defined, current assets are assets expected to be turned into cash within
one year. Current assets are normally listed in the order of liquidity, with the most liquid assets listed first. Li-
quidity refers to the ease in which an asset can be turned into cash. Certain assets are very liquid, such as mar-
ketable securities. Other assets such as buildings or machinery are not very liquid since they cannot easily be
turned into cash.

The main current assets carried by a corporation are

* Cash and equivalents
* Accounts receivable
* Inventory

Cash and equivalents include balances in checking accounts and cash equivalents such as treasury bills and
money market fund balances. Accounts receivable represent money due to the company from customers who
have purchased goods or services. Inventory represents merchandise on hand to be sold in order to produce
cash flow for the business.

Inventories normally consist of three separate categories.

* Raw materials
* Work in process
* Finished goods

Raw materials represent basic materials with which the company starts production; work in process in-
cludes items that are in the manufacturing process; and finished goods are the items that have finished the
manufacturing process.

Inventories are normally valued on the balance sheet at the lower of cost or market value. During periods
of rising prices, inventory values on the balance sheet will be considerably less than their replacement cost.

Inventory usually will physically move through the business operations on a first-in, first-out (FIFO) basis.
That is, the oldest goods on hand will be the first shipped. While this routine is followed physically, it does not
have to be followed in the accounting process. Cost (or value) can flow through the records on a FIFO basis;
but it can also flow through on a last-in, first-out (LIFO) basis. The rationale behind this seemingly backward



Financial Analysis 29

way of handling inventory costs is related to inflation. In periods of rising prices, FIFO will result in a higher
net income than LIFO. In periods of falling prices, LIFO will show a higher net income than FIFO. (See Ex-
hibit 2.2.)

Exhibit 2.2: Inventory valuation methods

1. FIFO—First inventory purchased is the first inventory sold.

Rising prices Falling prices
v Cost of goods 4
4 Inventory value v
4 Taxes v
4 Net income v

2. LIFO—Last inventory purchased is the first inventory sold.

Rising prices Falling prices
Cost of goods

Inventory value

« « >
> > <«

Taxes

¢ Net income f

Fixed assets. A fixed asset is an item that has a life in excess of one year. The main fixed assets of a busi-
ness include

e Land

* Buildings

e Furniture and fixtures
* Equipment

Fixed assets, with the exception of land, can be depreciated. The federal tax code states that unimproved
land cannot be depreciated. Fixed assets have finite lives (other than land) due to wear and tear or obsoles-
cence. Depreciation is the method used to allocate the cost of the fixed assets to the operation of the business
and to spread this cost over the service life of the asset.

Depreciation. Business assets wear out over time and must be replaced. The tax code provides for reason-
able annual deduction from taxable income for the wear and tear for property used in the business. The Eco-
nomic Recovery Tax Act of 1981 changed the manner in which depreciation was computed. Prior to Janu-
ary 1, 1981, depreciation deductions taken were either straight line or an accelerated method (sum-of-the-
years’ digits or double-declining balance). The accelerated methods charged more depreciation in early years
and less in later years.

Depreciation is an expense item to a business entity and, therefore, reduces taxable income. However, de-
preciation is a noncash charge. This means that it is an expense that does not result in cash being paid out. As-
sume a business has net income after taxes of $10 million and a depreciation expense of $2 million. What is
the company’s cash flow? Cash flow is net income adding back noncash charges such as depreciation.

Net income $10,000,000
Depreciation +_2.000.000
Cash flow $12,000,000
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The main types of depreciation include straight line, double-declining balance, sum-of-the-years’ digits
and modified accelerated cost recovery system (MACRS). MACRS assigns assets useful life periods such as
three, five, or ten years. The basis of an asset for depreciation purposes under MACRS is the cost of the asset.

Depletion. For certain business assets such as oil and gas wells, mines, and other natural deposits, the tax
code allows a deduction for depletion. There are two basic methods for computing depletion allowances under
the tax code.

1. Cost depletion
2. Percentage depletion

Cost depletion allows the owner of an oil well, for example, to deduct a cost per unit for the oil that is sold.
Assume a person buys an oil well for $1 million that is estimated to contain 250,000 barrels of oil. The cost
per barrel of the oil is $4. The individual is allowed to deduct $4 per barrel of oil sold from his taxable income.
If he sells 20,000 barrels of oil, an $80,000 depletion deduction is allowed.

Percentage depletion generally allows more generous deductions to be taken under the tax code. The per-
centage depletion deduction is derived by taking a fixed percentage of gross income generated by the property.
However, the percentage depletion deduction cannot exceed 50% of the taxable income generated by the prop-
erty. Taxable income in this case represents gross income minus allowable deductions. Depletion deductions
reduce taxable income and are therefore beneficial to an investor. However, depletion deductions are normally
subject to recapture under certain circumstances.

Intangible assets. Intangible assets are ownership rights that have no form or substance. Earlier, the value
of the asset was defined as the value of the rights that the owner had in that asset. That generally referred to
physically existent, tangible items (with the possible exception of accounts receivable). In the case of intangi-
bles (such as goodwill and trademarks), there is no physical existence, only the rights the asset represents.

The main types of intangible assets include

e Goodwill

e Patents

* Copyrights
e Trademarks

Although any business may enjoy a considerable advantage over its competitors because of the goodwill it
has developed over a period of time, this asset can only be used or added to the balance sheet in a very specific
and limited circumstance. Goodwill derives solely from the acquisition of a subsidiary or from the merger of
two or more companies where the purchase price of the acquired company is greater than the value of the as-
sets acquired. In short, goodwill, appearing on a balance sheet, can be acquired only through merger or
acquisition—it cannot be developed internally.

Since the value of goodwill is established as the excess of the purchase price over the value of the assets
obtained, it probably has little relationship to reality. For this reason, the common practice is to write off
goodwill as rapidly as possible. A minimum period of sixty months is specified by accounting convention.
Goodwill cannot be deducted for tax purposes, however.

A patent gives the owner the exclusive right to a product or process. A registered trademark allows only
the owner to use that name or mark. Copyrights similarly give the owner exclusive control over certain written
works. All of these assets involve costs of acquisition and costs of protection (i.e., costs incurred to prevent
infringement of the right to sole use or possession). These costs become the basis for value of these assets on
the balance sheets.

As with goodwill, the value of these intangible but legally enforceable rights is not calculable. How much
is the trademark Coca-Cola worth? Or the name /BM? Can a reasonable value be assigned to them? These as-
sets are almost impossible to value unless the intangible asset is sold to willing buyers.

Because of the lack of basis for valuation, these assets, like goodwill, are generally written off. Unlike
goodwill, however, the amortization of these assets can be deducted for tax purposes, except where the asset is
acquired by direct purchase. In this latter circumstance, the asset is considered a capital asset (as goodwill is
also classified) and, therefore, cannot be depreciated or amortized. Any gains or losses involved will be recog-
nized when the firm disposes of the asset.



Financial Analysis 31

Liabilities

Liabilities are the claims of the creditors against the assets of the business. These are legally enforceable
rights and payment must eventually be made within a proper time period or on contractually agreed dates.
Unlike assets, there is no valuation problem in dealing with liabilities. The amounts are fixed in all categories
except one. The only exception is contingent liabilities where the final amount cannot be readily determined
until some future event occurs.

As with assets, liabilities are listed in order of liquidity. Current liabilities are listed first, followed by
long-term liabilities, also referred to as long-term debt.

Current liabilities. Current liabilities are those liabilities expected to be paid off within one year. Current
liabilities normally consist of items such as

* Accounts payable

* Salaries payable

* Taxes payable

* Dividends payable

* Short-term notes payable

* Accrued expenses payable

* Current portion of long-term debt payable

Long-term debt. Long-term debt is debt of a business that is not expected to be paid off in one year. The
most common types of long-term debt for a business are bonds and bank loans with more than one year to
maturity. The bonds may be various types, such as

* First mortgage bonds

¢ Convertible bonds

¢ Income bonds

¢ Debentures

¢ Subordinated debentures

Stockholders’ Equity
Stockholders’ equity represents the owners’ interest in the business and consists of

* Preferred stock
e Common stock
* Paid-in capital
* Retained earnings

The amount representing preferred stock on the balance sheet of a corporation represents the amount of
preferred stock sold at par value. Dividends on preferred stock must be paid before common stockholders can
receive a dividend. Preferred stockholders are owners of a corporation along with common stockholders.

The amount representing common stock on the balance sheet is the value of common stock sold at par
value. Any amount received by the corporation above par value is credited to paid-in capital or capital surplus.

Retained earnings represents the sum of all earnings retained in the business since its inception. Net in-
come is credited to retained earnings and all dividends are paid out of retained earnings, whether they are cash
dividends or stock dividends.

Common stockholders’ equity is the summation of common stock, capital surplus, and retained earnings.
Common stockholders’ equity does not include preferred stock.

Stockholders’ equity is increased by

¢ Net income
¢ The sale of a new issue of stock
* The sale of treasury stock

Stockholders’ equity is decreased by

* The declaration of a cash dividend
* The repurchase of common or preferred stock
* A net loss
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However, stockholders’ equity is not affected by a stock split or a stock dividend.
Working Capital (Net Working Capital)

Working capital is generally defined as the capital that constantly circulates through the operating cycle of
the business in order to provide the necessary resources. Circulating capital is constantly being reinvested.
Cash is invested in inventory; inventory is sold and converted into accounts receivable; cash is then collected;
and the cycle starts over. Working capital or circulating capital is differentiated from fixed capital, which
roughly corresponds to the fixed assets. The fixed assets, while important and necessary from the standpoint of
production, do not in themselves participate in the operating cycle. Because of the dependence of the business
on this working capital cycle, the importance of working capital cannot be overemphasized. Without constant
replenishment in sufficient quantity through the operating cycle, the flow of cash or funds through the business
would slowly dry up.

Net working capital (often referred to as working capital) represents the liquid resources of the business
and is measured by the difference between the current assets and the current liabilities. The formula for com-
puting working capital is

Current assets — Current liabilities = Working capital

It is a measure of the liquidity of the firm and indicates how well the firm is handling its current affairs.
The larger the net working capital position, the more liquid the firm, since the quantity of current assets is not
subject to the immediate claims of creditors.

Since working capital is defined as the difference between current assets and current liabilities, any change
in working capital must originate in the noncurrent portions of the balance sheet. It should be obvious, for in-
stance, that any increase in inventory on the one hand and a similar increase in accounts payable on the other
will have no effect on working capital, since the increase is the same on both sides. Basically, working capital
is increased by the following items:

* Net income

* Cash flow from depreciation and other noncash charges
* Sale of noncurrent assets

» Sale of securities (debt or equity)

Just as funds are increased by activity in noncurrent items, funds are lost or decreased in a similar manner.
The principal sources of decreases in working capital are

* Net losses from operations

* Purchases of noncurrent assets

* Elimination or reduction of long-term debt
* Redemption of preferred stock

* Cash dividends on equity securities

INCOME STATEMENT

An income statement for a business enterprise shows the sources of income (sales) and the distribution of
the income (expenses). A condensed income statement would appear as follows:

Net sales

Less: Cost of sales

Gross profit margin

Less: Selling expenses
Administrative expenses
Depreciation

Operating income

Gain or loss from extraordinary items

Net income before interest and taxes

Less: Income expense

Net income before taxes

Less: Taxes

Net income
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Less: Preferred dividends
Net income available to common stockholders

The income statement shows income and expense items, while the balance sheet reflects assets, liabilities,
and stockholders’ equity. The income statement shows whether a business has realized a net profit or a net loss
over the past year. The net income or net loss is transferred to the retained earnings account on the balance
sheet.

Operating Income

The difference between net sales and the total of the operating expenses (cost of goods sold plus selling
and administrative expenses, including depreciation) yields the operating income for the period. This par-
ticular figure is important as a measure of the efficiency of the business. It pertains only to the primary mission
of the business and does not include extraordinary items which, if included, could easily distort the figure and
provide an erroneous impression.

Operating income is the primary measure of the ability of the company to put its goods or services into the
market. It can be expressed as a percentage of net sales, and this ratio is called the profit margin ratio.

Operating income
Net sales

= Profit margin ratio

The profit margin ratio shows the percentage of the sales dollar available to pay interest and taxes. After
interest and taxes are deducted from operating income, the remainder is net income.

Operating income
— Interest expense

Net income before taxes
— Taxes

Net income

However, the complement of the profit margin ratio is the operating ratio. The operating ratio is expressed
as operating expenses (cost of goods sold, selling and administrative expenses) divided by net sales. If the op-
erating ratio is 65%, the profit margin ratio would be 35%. The two ratios added together would equal 100%.

A manager operating a business would like the profit margin ratio to increase as a percentage of net sales
and the operating ratio to decrease. However, interest and taxes are not deducted in computing operating in-
come. If the profit margin for a particular business increases, this does not mean that net income will increase
by the same percentage. Interest expense may have increased by a greater percentage than the increase in oper-
ating income. Therefore, it is important to remember that operating income is computed before interest and
taxes are deducted and net income is derived by deducting all expenses from net sales.

Dividends and Retained Earnings

Since the stockholders are entitled to the residual earnings of the corporation, the retained earnings belong
to them. If any distribution of earnings is made to the stockholders, this distribution or dividend must be de-
ducted from retained earnings regardless of the form the dividend may take. Dividends can be declared pay-
able or distributable only by the board of directors of the corporation, and once declared cannot be rescinded
except by majority vote of the stockholders. A company is not required to pay dividends to its stockholders,
even if earnings exist. The dividend is immediately deducted from retained earnings as soon as it is declared.
That portion of earnings not paid as a cash dividend increases retained earnings and stockholders’ equity.

If the dividend is to be paid in cash (a promissory note for a future cash payment), a current liability is es-
tablished that can only be extinguished on payment. The deduction from retained earnings and the establish-
ment of the current liability would be for the full amount of the dividend. When a cash dividend is declared

* Working capital is reduced

* Retained earnings are reduced

* Current assets are not affected

 Capital surplus (paid-in surplus) and par value are not affected

Some stockholders incorrectly believe that retained earnings represents cash. This, of course, is not true.
Such stockholders, at times, are able to exert sufficient pressure on the directors to force payment of a dividend
when cash may not be available. The stockholders may be satisfied with a stock dividend. This situation is fre-
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quently encountered in growth companies. The earnings of such companies may have high annual percentage
growth, yet the companies may have only a small cash balance. The payment of a cash dividend in such a case
is unlikely.

When the cash dividend is paid by the corporation, cash is reduced, and the current liability, which is divi-
dends payable, is eliminated. On the payment of a cash dividend, current assets are reduced since cash is paid
out.

A stock dividend does not change stockholders’ proportionate equity in the corporation, but it does reduce
retained earnings. Since the payment of a cash dividend is related to the amount of retained earnings, a stock
dividend reduces the possible cash dividends that can be paid.

If the stock dividend is relatively small (e.g., less than 20% of the presently outstanding stock), the amount
transferred from retained earnings is usually calculated on the basis of market price of fair value of the stock.
The entry could be a debit to Retained earnings, a credit to capital stock for the par value (or stated value) of
the stock, and a credit to capital surplus for the difference between the par value (or stated value) and market
price.

If the stock dividend is relatively large (e.g., more than 20% of the presently outstanding stock), then only
the par value (or stated value) of the stock is transferred from the retained earnings account to the capital stock
account.

The following examples will illustrate the two methods used to record the effect of a stock dividend:

ABC Corporation has the following stockholders’ equity:
Common stock $10 par 10,000 shares outstanding $100,000

Paid-in capital 50,000
Retained earnings 150.000
Total stockholders’ equity $300,000

The market price of ABC Corporation stock is $20 per share.
Assume that ABC declares a 10% stock dividend; the entry would be

Debit retained earnings 20,000
Credit common stock 10,000
Credit paid-in capital 10,000

ABC’s stockholders’ equity would be as follows:
Common stock $10 par 11,000 shares outstanding $110,000

Paid-in capital 60,000
Retained earnings 130.000
Total stockholders’ equity $300,000
If ABC declared a 100% stock dividend, the following entry would be made:
Debit retained earnings 100,000
Credit common stock 100,000

ABC'’s stockholders’ equity would be reflected as follows:
Common stock $10 par 20,000 shares outstanding $200,000

Paid-in capital 50,000
Retained earnings 50.000
Total stockholders’ equity $300,000

Ownership of company assets or claims against company assets do not change with a stock dividend. All
that changes is the number of pieces of paper evidencing that ownership.

The effect of a stock split and stock dividend is similar in that, in both cases, the market price of a com-
pany’s stock will decline and the proportionate ownership of each stockholder will be unchanged. They are
handled quite differently on the company’s books. In the case of a stock split, par value is reduced and the
number of shares proportionately increased. Nothing else is affected. When a stock dividend is paid, par value
remains unchanged, while the retained earnings account is decreased and the common stock account increased.
In both cases, total stockholders’ equity, paid-in capital surplus, cash, and working capital are not affected.

Shareholder approval is required for a company to have a stock split. Approval is not required for a stock
dividend, the sale of treasury stock, or a primary distribution of additional shares (assuming the stock is au-
thorized but unissued).
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When there is more than one class of stock outstanding, it is necessary to determine the amount of income
or earnings related to each class of stock or, more importantly, to the common stock since their portion is re-
sidual.

Generally, stock issues are limited to preferred and common. While the latter may be issued in several
classes, in most cases only one class will possess dividend rights. Class common stock such as class A or class
B is created usually in order to divide the rights pertaining to the stock. For instance, class A stock would be
granted all of the rights except the right to vote. Class B would have none of the rights except the right to vote.
Other divisions are, of course, possible.

If preferred stock is outstanding, the amount of earnings pertaining to the preferred stockholders must be
deducted before the earnings available to common stockholders can be calculated. Since the preferred dividend
rate is specified in the description of the stock, this is a relatively simple task.

Preferred dividends can be complex in nature depending on the amount of inducement which has been
made to get the potential stockholders to purchase the issue. Two features often added to preferred issues are

1. Making the issue cumulative
2. Making the issue participating

A cumulative issue of preferred means that any dividends not declared will accumulate and must be paid
before any dividends can be declared on the common stock. As with common stock, dividends can be paid
only out of earnings, and no dividends can be paid unless and until it is declared payable by a specific act of
the board of directors of the corporation. If the directors do not declare a regular dividend, it is said to be
passed. But if the dividend in question is on cumulative preferred stock, at some time in the future it must be
declared and paid before a dividend can be declared on the common stock.

It is not uncommon to find substantial arrearages in preferred dividends in companies that are experiencing
financial difficulties (e.g., no preferred dividends for fifteen or twenty years). Where these arrearages are sub-
stantial, a frequent tactic on the part of the corporation is to get the preferred stockholders to compromise by
offering an immediate payment in full settlement with the promise of continued dividends in the future. The
preferred stockholders will usually accept the compromise since the alternative is a continuance of nothing.

Earnings Per Common Share

An item of importance to the analyst is the amount of earnings that accrue to each share of common stock
of the corporation. Basically, this is a simple calculation involving the total of the earnings available to the
common stockholders divided by the number of common shares outstanding.

For example, if earnings available to the common stockholders amount to $2 million and there are 500,000
shares of common stock outstanding, then $2 million divided by 500,000 = $4 earnings per share (EPS). The
price of common shares in the open market is affected by the current earnings and future earning power of the
company. The current EPS has a significant influence on the market price of the stock.

EPS will be affected by the nature of the securities issued by a company. If a company uses a debenture
paying 9% interest, the EPS will be higher than if the company uses the same dollar value of preferred stock
paying a 9% dividend. The reason, of course, is that interest on the debenture is deducted before taxes, while
dividends are deducted after taxes.

In situations involving simple capital structures consisting of only common stock or common stock and
nonconvertible senior securities, the calculation of EPS is also simple. Capital structure refers to only the long-
term and permanent capital of the corporation. It consists of stockholders’ equity plus long-term debt. Capital
structure is also referred to as the capitalization of a corporation. However, corporations frequently have com-
plex structures involving senior capitalizations which are convertible into common stock at some specified
price or ratio. The existence of these convertible securities clouds the calculation of EPS since there exists the
question of what the EPS would be if some or all of the convertible securities were converted.

In order to solve this dilemma, in corporations with convertible securities, two earnings per share figures
are calculated: primary EPS and fully diluted EPS.

EPS on a primary basis assumes that the denominator includes common stock and common stock
equivalents if such common stock equivalents would significantly dilute earnings (e.g., 3% or more). Com-
mon stock equivalents are those securities currently capable of conversion, exchange, or subscription.

Warrants and stock options are generally considered common stock equivalents, while convertible bonds
and stocks are so considered only if their stated interest or dividend rate is less than two-thirds of the prime
interest rate. If such an adjustment is made to the denominator of this ratio, the numerator, reflecting earnings



36 Series 7 Study Guide

available to common stockholders, must be increased to represent the amount that would have been available
if interest and/or preferred dividends on these convertibles had not been paid.

Calculating EPS on a fully diluted basis is the most conservative method. It assumes that the common
stock is fully diluted—that all options, warrants, and convertibles were turned into stock at the beginning of
the period. Again, the previously discussed adjustments must be made to both the numerator and denominator
of the ratio.

EPS may be affected by many things besides the usual profit- (or loss-) making activities of a firm. They
would be increased by such things as a tax loss carryforward, a reduction of corporate income tax rates, or the
retirement of bonds. They would also be affected by the acquisition of another corporation through a bond is-
sue, the spinoff of a subsidiary, and changes in the method of inventory valuation.

A security is classified as a common stock equivalent if it meets certain tests.

* Stock rights. Stock rights are always considered common stock equivalents and would be converted to
common stock at the beginning of the period.

» Options. These securities are considered common stock equivalents if the exercise price is less than the
average market price for the period. This determination is made at the end of the accounting period.

* Convertible securities. These are considered common stock equivalents if, at the time of issue, the cash
yield on the security is less than two-thirds of the prime bank lending rate. The rationale behind this rule
is that, if the purchaser were willing to accept such a low yield, then the conversion feature must be a
significant element in the security’s value. This determination is made only at the time of issue. Once
made, it is never changed.

The effect of all security conversions is to increase the number of shares outstanding. However, with
rights, warrants, and options, a complication exists since the exercise of these securities involves a cash pay-
ment to the corporation. To prevent distortion from the effects of this cash payment, the proceeds are consid-
ered to be used to purchase treasury stock at market value.

XYZ Corporation
Rights outstanding 10,000 shares at $20 per share
Theoretical proceeds 10,000 x $20 = $200,000
Market price of stock $50

Theoretical treasury stock purchase  $200,000 + by $50 = 4,000 shares
Common stock equivalent of rights outstanding therefore equals 10,000 — 4,000 = 6,000 shares.

So, to calculate fully diluted EPS, 6,000 shares would be added as the common stock equivalent for the
rights outstanding. The same calculation would be made for warrants and options. However, no adjustment is
made, in any case, unless the number of options, warrants, or rights exercisable equals 3% or more of the
common stock outstanding.

Convertible bonds and preferreds generally do not require a cash payment at conversion, so the full con-
version is added to shares outstanding. But, in the case of bonds, the net income figure must be adjusted to re-
store interest payments made to the debtholders with suitable allowances made for tax effects. In the case of
convertible securities, the net income and the number of shares must be adjusted.

In primary EPS, only actual common stock outstanding plus common stock equivalents are considered. In
fully diluted EPS (secondary EPS), all potentially dilutive securities are considered. Thus, the fully diluted
EPS is always a lower figure than primary EPS.

Stock Split and Reverse Stock Split

A stock split and reverse stock split also have a negligible effect on the financial condition of the corpora-
tion. In the case of a stock split, the number of shares outstanding is multiplied by the ratio specified in the
split; the par value is divided in the same manner, but no transfer is made from retained earnings, since dollar
values remain unchanged.

The common stock account (and possibly capital surplus) is increased and the retained earnings account is
decreased to the extent the stock dividend is relatively large in proportion to shares already outstanding. The
stock dividend may tend to keep the stock price lower than otherwise.

Assume a 2-for-1 stock split. Before the split, the illustration might indicate
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Common stock $10 par
2,000,000 shares authorized
1,830,000 shares outstanding

After the split, the same illustration might indicate

Common stock $5 par
4,000,000 shares authorized
3,660,000 shares outstanding

In such a situation, a customer owning 100 shares before the split would receive a new certificate for an-
other 100 shares. His proportionate share of ownership would, of course, be unchanged.

The only real impact of the stock split is on the market price of the stock. A 2-for-1 split will cut the price
in half (assuming other factors such as general market conditions are constant); a 3-for-1 split will drop the
price to one-third of its original value. This move may keep the stock price within a theoretical optimum range.

A reverse stock split has the same effect but in the opposite direction. The number of shares outstanding is
reduced and the par value and the market price are increased. The effect is both to consolidate ownership and
to increase the market price of the stock. (See Exhibit 2.3.)

Exhibit 2.3: Stock splits and reverse stock splits
A stock split

* Increases number of shares outstanding

* Decreases par value

* Will not affect stockholders’ equity

» Will not affect working capital

* Will not affect total assets

» Will not affect retained earnings

* Primary purpose is to decrease market price of stock

A reverse stock split

* Decreases number of shares outstanding

* Increases par value

* Will not affect stockholders’ equity

» Will not affect working capital

* Will not affect total assets

» Will not affect retained earnings

* Primary purpose is to increase market price of stock

Dividends—cash and stock
The declaration of a cash dividend

1. Decreases working capital
(A current liability, dividends payable, is increased.)
2. Decreases retained earnings
(The amount of the dividend is charged to retained earnings when it is declared.)
3. Decreases stockholders’ equity
(When retained earnings is reduced, stockholders’ equity is reduced by the same amount since retained
earnings is a component of stockholders’ equity.)

The payment of a stock dividend

Increases number of shares outstanding.
Increases amount in the common stock account.
Decreases retained earnings.

Will not affect stockholders’ equity.

Will not affect par value.

Will not affect working capital.

Will not affect treasury stock.

NNk L=

Assume a company has 4,000,000 shares of common stock outstanding and $5,920,000 income available
for common stockholders. There is a 1-for-4 reverse stock split. The new EPS would be
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4,000,000 common shares outstanding
4

1,000,000 shares outstanding after reverse split

$5,920,000 income available for common
1,000,000 common shares outstanding

= $5.92 new EPS

Using the income statement shown in Exhibit 2.4 and the balance sheet shown in Exhibit 2.5, we can per-
form basic financial analysis of a company by using ratios. A ratio is computed by dividing one number by the
other so that the numerator is measured in terms of the denominator.

Exhibit 2.4: Income statement

General Disaster Corporation
Income Statement

Year Ended December 31
(000s omitted)

Net sales $120,000
Less cost of goods sold 75,000
Gross profit $ 45,000
Less Selling expense $8,000

Administrative expense 15,000

Depreciation 3.000 $26.000
Net income before interest/taxes 19,000
Less interest expense 1.600
Net income before taxes $17,400
Less taxes 7.500
Net income $ 9,900
Less preferred dividends 300
Net income available to common $ 9,600

Exhibit 2.5: Balance sheet

General Disaster Corporation
Balance Sheet

As of December 31

Assets
Current assets:

Cash and equivalents $15,800

Accounts receivable 13,500

Inventory 14,200

Total current assets 43,500
Fixed assets:

Land and buildings $40,500

Equipment 31,000

Furniture and fixtures 8.000

Total fixed assets $69,500

Less accumulated depreciation 15,200 $54,300
Intangible assets 100
Total assets $97,900
Liabilities
Current liabilities:

Accounts payable $16,700

Accrued liabilities 6,400

Current portion of long-term debt 2,000

Total current liabilities 25,100

Long-term debt 26,000

Total liabilities 76,200
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Stockholders’ Equity
Preferred stock $6,000
Common stock 1,830
Paid-in capital 6,700
Retained earnings 7.170

Total stockholders’ equity

Total liabilities and stockholders’ equity

Notes
Dividends paid to common stockholders $1,
Market price of common stock per share $
1,830,000 common shares outstanding $1 par 1,

Four basic categories of ratios are used in financial analysis.

1.
2.
3.
4.

Profitability ratios

Liquidity ratios

Long-term solvency or leverage ratios
Efficiency or turnover ratios

Profitability Ratios

$21.700
$97,900

800,000
50
830,000

39

Whether the company is profitable can be determined by inspecting the bottom line of the income state-
ments to see if it is either a net income or a net loss. But how profitable is another question. (See Exhibit 2.6
for a summary of financial ratios.)

Exhibit 2.6: Summary of financial ratios

The following ratios provide critical information about the health and performance of a company:

Profitability ratios

a.

Net income
Rate of return on sales =
Net sales
Operating income
Net sales

Margin of profit =

Operating expenses
Net sales

Operating ratio =

Net income + Interest on debt
Total capital

Return on invested capital =

Total dividends paid to common stockholders
Common shares outstanding

Dividends per share =

Annual dividends per share
Market price per share

Current yield

Net income available to common stockholders

Return on common equity = Total common equity

Net income available to common stockholders
Common shares outstanding

Earnings per share =

Market price
Earnings per share

Price-earnings ratio =

Dividends on common stock
Earnings available to common

Dividend payout ratio

or

Dividends per share
Earnings per share

Dividend payout ratio
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Operating income
Operating assets

Operating income to operating assets

Net profit after tax
Total tangible assets

Return on assets ratio

Short-term liquidity ratios

a.

b.

C.

Current assets
Current liabilities

Current ratio =

Current assets — Inventory
Current liabilities

Quick asset ratio =

Cash assets (Cash + Marketable securities)
Current liabilities

Cash assetratio =

Long-term solvency ratios

a.

b.

C.

d.

Total long-term debt
Total stockholders’ equity

Debt to equity ratio =

Earnings before interest and taxes
Interest charges

Interest coverage ratio =

Net income after tax
Preferred dividends

Preferred dividend coverage

Net income
Interest + Preferred dividends

Coverage of fixed charges

Leverage ratios

b.

Long-term debt + Preferred stock

Total capital

Common stockholders’ equity

Total capital

Efficiency ratios

a.

b.

C.

Net sales
Average receivables

Receivables turnover =

Receivables + Sales
360

Days sales outstanding in receivables =

Sales
Year-end inventory

Inventory turnover =

Other ratios

a.

Stockholders’ equity — Intangible assets — Preferred stock

Book value per share = -
P Common shares outstanding

Current assets — Current liabilities
Common shares outstanding

Working capital per share

Cash flow = Net income + Depreciation and other noncash assets

Common stock + Paid-in surplus + Retained earnings
Total capital

Common stock ratio

Net income
Stockholders’ equity

Return on equity ratio =
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Several measures, either singly or as a group, can be used to describe the business profitability in relative
terms.
Net income to net sales or rate of return on sales. This ratio measures the company’s efficiency in con-
verting sales revenue into profits.
The rate of return on sales for General Disaster Corporation is equal to
Net income $9,900

Netsales  — $120000 - o3%

Margin of profit. The margin of profit (profit margin) ratio is found by dividing the income remaining
after deducting all of the usual costs of operating the firm from net sales by net sales. The income remaining
after deducting these costs is referred to as operating income or operating profit. It represents the funds
available for such purposes as the payment of interest, taxes, and dividends.

Operating income $19,000

Margin of profit = Net sales = 7$120000 - 15.8%

Operating ratio (expense ratio). This is the reciprocal of the margin of profit ratio. It is found by divid-
ing the usual costs of operating the firm by net sales. Together, the margin of profit ratio and the operating ra-
tio must total 100%. The operating or expense ratio does not include interest expense or taxes in the numera-
tor. Interest and taxes are not as easily controlled as the other expenses may be.

Cost of sales and operating expenses
Net sales

Operating ratio =

$75,000 cost of sales + $26,000 operating expenses __$101,000
$120,000 net sales ~  $120,000

84.2%

Return on invested capital. The preceding ratio measured the efficiency of that capital supplied by com-
mon stockholders. Total capitalization includes all long-term funds—those funds provided by bondholders as
well as both common and preferred stockholders. Since the return to bondholders is in the form of interest, this
must be included in the numerator and preferred dividends will, of course, not be deducted.

Net income + Interest on debt
Total capital

Return on invested capital =

$9,900 net income + $1,600 interest _ _$11,500 24,19
$21,700 stockholders’ equity + $26,000 bond ~ $47,700 7

Return on common equity. The ratio of income available to common stockholders divided by total com-
mon equity (common stock, paid-in capital and retained earnings) measures the efficiency of the investment
made by common stockholders in the business.

Net income available to common stockholders
Common stockholders’ equity

Return on common stockholders’ equity =

$9,600 net income available to common stockholders
$15,700 total common equity

= 61.1%

Earnings per share. As discussed under a previous section, the amount of EPS constitutes a vital piece of
information for the analyst since stock prices are so closely related, both in the present and the future, to earn-
ings. The methods used in calculating EPS were presented in that discussion and will not be repeated here. For
General Disaster Corporation, the EPS (assuming the debentures and preferred stock issues are not common
stock equivalents) are

Net income available to common stockholders
Common shares outstanding

Earnings per share =

$9,600 net income available to common stockholders
1,800 common shares outstanding

= $5.25 EPS
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Dividends per share. The dividends per share ratio is found by dividing the total dividends paid to com-
mon stockholders by the number of shares of stock outstanding.

Total dividends paid to common stockholders
Common shares outstanding

Dividends per share =

$1,800 dividends on common stock
1,830 common shares outstanding

$0.98

Current yield on common stock (dividend yield). A yield refers to the rate of return earned on an in-
vestment. The current yield is a ratio which relates the annual dividend on the corporation’s stock to its market
price. Assume a market price of $50.

Annual dividends per share

Current yield - = Market price per share
Dividends per share  $0.98
Market price T %50 T 2.0%

Dividend payout ratio. This is a simple ratio that states the proportion of earnings paid to the stockholder
in the form of dividends.

Dividends on common stock
Earnings available to common

Dividend payout ratio

$1,800 dividends on common stock
$9,600 earnings available to common

= 18.8%

Price-earnings ratio. Generally, the market value of a commodity or item is, theoretically, a function of
its value or service utility to the owner. The value of an income-producing asset is the amount of income it
produces in relation to its price. The more income it produces, the greater its price and vice versa. By dividing
the market price per share of the company stock by its EPS, one arrives at the price of the stock expressed as a
multiple of earnings. By doing this, one can more easily follow how stable the price of the stock is, as the
earnings figures fluctuate. Assume a price of $50 for General Disaster common.

Market price

Price-earnings ratio =
& EPS

$50 market price
$5.25 EPS

9.5x

Present and future earnings and dividends per share are directly related to the market price of a company’s
stock. For example, assume that a company has a current price-earnings ratio of 15 and earns $1 per share
(market price = $15). If earnings are expected to increase at a rate of 20% per year, in five years they will be
approximately $2.49 per share. If the stock continues to sell at 15 times earnings, the market price per share
would be approximately 37%.

Operating income to operating assets. The primary relationship of assets to earnings can be measured
relatively easily using two ratios.

1. Operating income to operating assets
2. Return on total assets or return on investment

The first of these two ratios examines only operating data, that is, operating income and operating assets.
Operating assets are total assets less intangible assets.

Operating income
Operating assets

Operating income to operating assets ratio =

The measure is a general test of the efficiency of the assets to produce an acceptable return. It suffers pri-
marily from a lack of a uniform definition of what constitutes the operating assets and whether or not interest
expense is an operating item. These objections are somewhat muted by the use of the return on total assets
ratio.
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Net income

Rate of return on total assets =
Total assets

Contrary to earlier profitability ratios, this ratio shows fairly level performance. The ratio is sometimes
calculated using net income before taxes.

Short-Term Liquidity

If a business cannot pay its debts as they become due, it is regarded as technically insolvent, even though
its assets are in excess of liabilities. Because of this, the company’s liquidity or quantity of liquid assets avail-
able to pay the obligations is an important analytical consideration. Generally, the liquidity of a business is
measured by the relative proportion of liquid assets to current obligations. The three basic measures are

1. Current ratio
2. Quick asset ratio
3. Cash asset ratio

Current ratio. Under the theory that the operating cycle of the business will turn all current assets to cash
eventually, a fair measure of the business’s ability to pay its current debt is the ratio of current assets to current
liabilities.

Current assets
Current liabilities

Current ratio =

Quick asset ratio. The quick asset ratio or acid test ratio is a more stringent measure of corporate liquidity
than the current ratio. The discussion of inventory pointed out that there is some problem with inventory val-
ues since they cannot be considered firm until the sale actually takes place. Because of this uncertainty, the
analyst adjusts the analysis of liquidity by removing inventory from the calculation and comparing the smaller
total to the liabilities.

Current assets less inventory
Current liabilities

Quick asset ratio =

Cash asset ratio. This ratio is concerned with the coverage of current liabilities by cash and equivalents.
The cash asset ratio for the General Disaster Corporation is

Cash and equivalents
Current liabilities

Cash asset ratio =

$15,800 cash and cash equivalents
$25,100 current liabilities

= 0.6:1

In this case, the cash asset position is insufficient to cover current liabilities.
Long-Term Solvency Ratios

Just as the firm must maintain a stable and sufficient current position to meet current debts, the firm must
also maintain itself solvent over the long term as well. It should be clear or at least made clear, that simply
maintaining solvency in the current period is not a guarantee of long-term solvency. Long-term stability and
solvency is the result of long-term planning, of preparing the company to meet long-range goals, of proper as-
set acquisition decisions and financing decisions, of maintaining operations to maximize long-term profitabil-
ity, and a host of other long-term objectives.

Debt-to-equity ratio. This simple calculation expresses the amount of long-term debt as a proportion of
equity.

Total long-term debt
Total stockholders’ equity

Debt to equity =

$26,000 total long-term debt
$21,700 total stockholders’ equity

= 1.20%

The ratio is expressed either as a percentage or in ratio form.
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Interest coverage ratio. Since the majority of the debt is interest bearing, the ability to pay that interest is
a decidedly important aspect of both long-term financial solvency and debt-carrying ability. Interest is paid
before taxes; therefore, the appropriate measure for the interest would be income before interest and taxes.

Earnings before interest and taxes
Interest charges

Interest coverage ratio =

$19,000 net income before interest and taxes
$1,600 interest charges

= 11.9x

Preferred dividend coverage. Just as debt payments precede distributions to owners, the payments or
dividends for preferred stockholders take precedence over payments to common stockholders. Coverage of the
preferred dividend is computed in the same fashion as the debt coverage.

Net income after tax
Preferred dividends

Preferred dividend coverage =

$9,900 net income
300 preferred dividends

On the surface, this ratio would indicate that there is a better coverage for the preferred stockholders than
for the debtholders. Given the fact that the debt has precedence over the preferred stockholders, this cannot be
the case. The senior securities must be included and, in this case, the calculation would be more of a times
fixed charges ratio.

= 33x

Net income
Interest + Preferred dividends

Coverage of fixed charges =

$9,900
$1,600 + $300

= 5.21

If appropriate, the fixed charge coverage ratio should be expanded to cover lease payments if they are sig-
nificant or material fixed charges and if the leases are noncancelable. The ratio could also, of course, be re-
fined by including debt service with interest and preferred dividends. This would then be divided into income
before interest and taxes plus depreciation.

Leverage Ratios

Financial leverage refers to the degree that bonds and preferred stock (fixed return capital) are employed
in the financial structure of the company. A conservative capital structure would be one consisting entirely, or
primarily, of common stock, while one involving a relatively small percentage of common stock would be
trading heavily on its equity and involve considerably greater risk.

Utilities are the traditionally highly leveraged industry. Utilities normally have a large proportion of long-
term debt in their capital structure. Historically, their operating profit has been relatively stable and the per-
centage of long-term debt in their capital structure high. Because of the inverse relationship between bond
prices and interest rates, the market price of the common stock of public utilities tends to move downward as
interest rates rise.

Leverage is many times referred to as trading on the equity. Therefore, it can be said that the utility in-
dustry engages in a great deal of trading on the equity.

Also, since leverage magnifies earnings results, companies with potentially variable earnings should avoid
leverage since it will only increase the variability.

Total capital may also be referred to as

* Capital
* Total capitalization
 Capital structure

Leverage makes
* Earnings more volatile.

* Increases the rate of return on common stock in profitable years.
* Decreases the rate of return on common stock in unprofitable years.
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* The market price of the company’s common stock more erratic
* The dividends paid by the company less stable if dividends declared are related to annual earnings

The debt-to-equity ratio can also be used to measure financial leverage. It measures the amount of debt a com-
pany has as a percentage of its equity.

Efficiency or Turnover Ratios

The manner in which a firm manages its affairs is frequently revealed by the activity rate of turnover of
some of the assets. Turnover ratios are calculated by dividing the asset in question into a relevant base.

Receivables turnover and collection ratio. The relative speed by which receivables are collected can be
measured two ways.

1. The turnover of receivables during the year, and
2. The number of days sales outstanding in receivables.

Net sales
Accounts receivable

Receivables turnover =

This would indicate that General Disaster is turning over its receivables a little better than eight times a
year. Actual collection cannot, of course, be determined since some receivables would be collected almost
immediately after sale and some may be collected only after a long delay.

o . __Receivables $1,500 _ 13,500
Days sales outstanding in receivables = Sales/360  — $120.000360 3333 = 40.5 days

Inventory turnover ratio. The speed with which inventory turns over during the period is an indication of
the relative salability of the products. This, of course, depends on the industry. As with other ratios, change is
important.

Inventory turnover can be computed by dividing sales by year-end inventory.

Sales
Year-end inventory

Inventory turnover =

$120,000

$14200 = 8%

Other Ratios

Book value per common share (net tangible assets per share). This ratio indicates the net worth of an
individual common share or the amount of assets that theoretically would accrue to the common stockholders,
if all assets and liabilities were to be liquidated at book values. It is also used in comparison to market value
per share when measuring the value of the stock as an investment. The calculation of book value excludes in-
tangible assets and the value of preferred stock on the books of the company. The formula for book value per
common share is

Stockholders’ equity — Intangible assets — Preferred stock
Common shares outstanding

$21,700 — $100 - $6,000 $15,600
1,830 - 1,830

$8.52

Working capital per share. A somewhat better measure of the current value of a company is its value of
working capital or net current assets per share. The figure has been frequently used as the basis for mergers
and acquisitions.

Current assets — Current liabilities
Common shares outstanding

Working capital per share =

$18,400

1.830 = $10.05






INVESTMENT BANKING

Investment banking is concerned with the long-term financing of corporations through the sale of equity or
debt securities. Most large corporations do not attempt to sell their own securities to the public. Instead, they
engage the services of an investment banker to assist them.

An investment banker is a firm that acts as a middleman between the corporation and the public investors.
It provides certain services to the issuing corporation. One important service is to advise the corporation on the
type security to sell and the price of the issue. The investment banker will assist the corporation in the
preparation of the various forms required by the Securities Act of 1933. In certain types of underwriting, the
investment banker will purchase the securities from the issuing corporation for resale to the public. In these
instances, the investment banker is underwriting the issue and risking its own capital in the distribution of the
securities.

SELECTION OF THE INVESTMENT BANKER

There are two basic methods of selecting an investment banker.

1. Negotiated
2. Competitive bidding

The negotiated method is most common for industrial corporations. The investment banking firm works
with the issuing corporation to determine the actual amount of money needed by the corporation and the type
of security best suited to the corporation’s capital structure. The performance of such services and the render-
ing of such advice plays an important role in the competition between investment banking firms and in the
ability of firms to retain their corporate customers.

If the securities offered are issued by a municipal corporation, a railroad, or a utility, they must normally
be acquired by the competitive bidding method. Sealed bids are submitted for the security offered, and the
investment banker or syndicate submitting the highest bid gets the issue. This represents the lowest net interest
cost to the issuer.

DISPOSAL METHODS

There are also two basic methods that may be used by the investment banker to dispose of securities.

1. Public offering
2. Private placement

As the name indicates, the public offering method is used when the securities acquired by the investment
banker are distributed to the general public. A public offering of securities must be registered with the
Securities and Exchange Commission (SEC) before distribution. Most of this section is concerned with the
public offering method of distributing securities.

INVESTIGATION

In the negotiated underwriting, there is a direct relationship between a corporate issuer and an investment
banking house acting as an originator. These negotiations may continue for many months before the parties
agree as to the amount and type of security that best meets the issuer’s needs and is best suited to current
market conditions. To have a successful underwriting, it is extremely important from the viewpoint of the in-
vestment banker to buy an issue that can be readily and profitably sold.

TYPES OF SECURITIES OFFERINGS

There are two types of securities offerings.

1. Primary distribution
2. Secondary distribution

A primary distribution occurs when a corporation is selling previously unissued shares. This does not
necessarily mean that it is the first time a corporation is selling its shares to the public. For example, assume
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General Motors decides to sell additional shares of stock to the public. If the shares are previously unissued
shares, General Motors is engaging in a primary distribution. In a primary distribution, the proceeds of the sale
are received directly by the issuing corporation for use in the business.

A secondary distribution is the redistribution of shares previously outstanding. For example, an officer of
a corporation may decide to sell a large block of securities to the public. This is a secondary distribution since
the shares of stock had been previously outstanding in the hands of the officer.

The securities in a secondary distribution may have to be registered before they can be sold. Registration
would be necessary if the seller is in a control relationship with the issuer. If the issue must be registered be-
fore it can be sold, it is referred to as a registered secondary. If an exemption is available under the Securities
Act of 1933, the shares do not have to be registered before they can be sold, and the distribution is referred to
as a spot secondary (unregistered secondary). In a secondary distribution, the proceeds of the sale are re-
ceived by the selling stockholders and not the issuing corporation.

A particular offering of securities could be made up of a primary and secondary distribution. It would be
referred to as a split offering.

UNDERWRITING AGREEMENT

The underwriting agreement is a contract between the investment banker and the issuing corporation. This
agreement is signed the evening before or on the morning of the effective date of the security issue. The un-
derwriting agreement is then filed with the SEC and becomes a part of the registration statement.

The underwriting agreement is signed in either of two ways.

1. Severally but not jointly
2. Severally and jointly

An underwriting agreement that is signed severally but not jointly means that each investment banker
limits his liability in the underwriting only to that portion of the issue it has agreed to purchase. Assume an
investment banker has agreed to underwrite 20% of a new security issue. In this case, the investment banker is
obligated to the issuing corporation for only 20% of the issue. The investment banker is not obligated to the
corporation for unsold shares of other syndicate members. When an underwriting agreement is signed sever-
ally but not jointly, it is called a western account. A western account is divided as to sales liability. It is
sometimes referred to as a divided account or divided syndicate. Underwriting agreements for corporate secu-
rities (either corporate stocks or corporate bonds) are normally signed severally but not jointly.

An underwriting agreement that is signed severally and jointly means that each underwriter has assumed
full financial responsibility to the issuer. This type of agreement is normally used only for municipal bonds.
An underwriter in this type of agreement could be held responsible for the inability of other syndicate
members to sell the issue. If an underwriting agreement is signed severally and jointly, it is known as an
eastern account. An eastern account may also be called a united or undivided account.

Types of Underwriting Agreements

The main types of underwriting agreements entered into by an investment banker and a corporation issuing
securities are

* Firm-commitment agreement
* Best-efforts agreement

* All-or-none agreement

» Standby agreement

* Mini-maxi agreement

In a firm-commitment underwriting, the investment banker actually purchases the securities directly from the
issuer and attempts to resell them to the public at the public offering price. In this case, the investment banker
underwrites or guarantees to purchase the securities from the issuer. In this type of agreement, the investment
banker is referred to as the underwriter.

A best-efforts agreement is one in which the investment banker does not actually purchase the securities
from the issuing corporation. Instead, the investment banker acts as an agent and agrees to use its “best effort”
in order to sell the securities to the public. This type of agreement results in less risk to the investment banker
than a firm-commitment underwriting.

An all-or-none agreement is a type of best-efforts agreement that states that the entire issue is canceled
unless it can be completely sold. This type of distribution can take several days or weeks to complete. A cor-
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poration might use an all-or-none agreement if it needed a certain amount of funds in order to proceed with a
project. Under this type of agreement, no sales are final until all of the issue is sold.

In a standby underwriting, the investment banker agrees to purchase and distribute any part of an issue
that is not sold. This type of agreement is most often done in connection with a rights offering to stockholders.
For example, assume the issuing corporation is attempting to sell 500,000 shares of common stock to its
existing stockholders. If the stockholders purchased 300,000 shares, the investment bankers would purchase
the remaining 200,000 shares.

A mini-maxi agreement is a type of best-efforts agreement under which, if a minimum (mini) percentage
is distributed, the issue is not canceled even though the entire issue (maxi) is not sold.

Market-Out Clauses

Underwriting agreements normally contain a provision that relieves the underwriters of their obligation to
purchase the securities if certain events occur. The provision in the agreement that releases the underwriter
from his obligation to purchase the security is called a market-out clause.

Events that could allow the underwriters to take advantage of the market-out clause include

* A substantial change in the financial position of the issuer prior to the effective date
* A substantial change in economic, political, or market conditions (outbreak of war, suspension of trading
in securities on the New York Stock Exchange) prior to the public offering

The underwriters may feel that it would be inadvisable to attempt to market the securities as a result of the
changes and would invoke the market-out clause.

FORMATION OF UNDERWRITING SYNDICATE

An investment banking firm does not normally choose to underwrite a security issue on its own because of
risks involved. It decides, instead, to gather a group of investment bankers together to underwrite the issue.
This group of investment bankers gathered to underwrite a security issue is called a syndicate. The originating
underwriter will normally act as the managing underwriter or syndicate manager for the group.

Syndicate Manager

The syndicate manager has many important functions related to the underwriting process. The responsi-
bilities of the syndicate manager include

* Formation of the underwriting syndicate

* Deciding which firms will be included in the selling group
* Establishing the underwriter’s retention

* Stabilizing the issue, if necessary, in the aftermarket

* Allocating shares for group sales

¢ Allocation of shares, if it is a hot issue

Agreement among Underwriters

The members of the underwriting syndicate sign a document called an agreement among underwriters.
This agreement describes the rights and liabilities among the underwriters themselves. The agreement among
underwriters is also referred to as a purchase group agreement. This document is usually signed after the due
diligence meeting. The agreement is between the manager of the syndicate and each member, and between
each member and every other member. The agreement among underwriters

* Gives the managing underwriter responsibility to act on behalf of the underwriting syndicate (such as
stabilizing the issue on behalf of the syndicate)

* Sets the amount of the management fee to be paid to the syndicate manager

» Authorizes the syndicate manager to qualify the issue in various states (blue-skying the issue)

* Describes how the payment and delivery of the securities will be completed

The agreement among underwriters normally contains a penalty syndicate bid clause, the purpose of which
is to make certain that the participants do not distribute to traders and speculators intent on only making a
quick profit. This clause in the agreement among underwriters states that if a participant’s customers sell the
security to the managing underwriter in the aftermarket at the stabilizing bid price, then
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* The managing underwriter will not allow the member his or her underwriting compensation or selling
group compensation on that transaction.

* The managing underwriter will penalize the member a certain amount per share or bond.

* The managing underwriter will reconsider whether that member should participate in the managing
underwriter’s future offerings.

Syndicate members are required in the agreement among underwriters to offer the security at the estab-
lished price. If the issue becomes sticky, the managing underwriters may release the syndicate members from
their obligation to offer the stock at this price. The syndicate members must receive that authorization from the
managing underwriter before they can offer the stock at a price below the public offering price.

SELLING GROUP

The selling group is made up of a group of National Association of Securities Dealers (NASD) member
firms, chosen by the managing underwriter, who will assist the underwriting syndicate in selling the shares to
the public.

The selling group firms have no financial responsibility to the issuing corporation for unsold shares. The
selling group firms receive a selling concession for selling the shares to the public. The selling concession
represents a portion of the underwriting spread. Selling group firms do not get involved in negotiations with
the issuer concerning the new securities issue. They are involved only in the selling of the shares to the public.

Even though the syndicate manager cannot offer these securities for sale to prospective selling group
members before the effective date of the registration, s’/he may take preliminary steps, including the sending of
a red herring. When the registration is effective, a selling group agreement and prospectus will be sent to
these prospective selling group members.

DUE DILIGENCE MEETING

Usually, near the end of the twenty-day cooling-off period, the managing underwriter will conduct a due
diligence meeting. This meeting is attended by corporation officials and members of the underwriting
syndicate and their legal and accounting staff. Attendance by syndicate members is mandatory.

The purposes of the due diligence meetings are

* To make a complete review of the information in the registration statement and to prepare the final
prospectus

* To negotiate terms to be included in the formal underwriting contract between the issuer and investment
banker

The public offering price of the issue is not determined at this meeting. It is determined the night before or
in the early morning hours of the effective date. Underwriters are allowed to withdraw from the underwriting
at this meeting without any financial or legal liability to the corporation.

UNDERWRITING SPREAD

The underwriters receive compensation for the risks they incur by receiving a portion of the underwriting
spread, depending on their role. The underwriting spread is the difference between the public offering price
and the proceeds to the issuer. The amount of the spread varies with

* The size and type of the issue
* Type of business of the issuer
* The business history of the issuer

The average spread on stock issues will normally be larger than the spread on bond issues.

Selling group firms are paid a selling concession out of the underwriting spread for selling shares to the
public. The selling concession may also be referred to as the selling group discount. Selling group firms may
allow a portion of the selling concession to broker/dealers who are not selling group members. The portion of
the selling concession allowed to firms that are not members of the selling group is called the reallowance.

Assume the XYZ Manufacturing Company is selling a new issue of 300,000 shares to the public. The fol-
lowing information describes the new issue:

Per share Total proceeds
Public offering price $28.00 $8.,400,000
Underwriting spread 1.60 480,000

Proceeds to the issuer 26.40 7,920,000
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Underwriting spread (gross spread)

Management fee $.16
Selling concession .96
Underwriter’s compensation 48
Total underwriting spread 1.60

Assume that two NASD member firms will act as underwriters (Member Firm A and Member Firm B).
Member Firm A will act as the managing underwriter. The selling group will contain one firm, Member
Firm C, in addition to Member Firms A and B, which will receive a 50,000-share allotment. Member Firm A
and Member Firm B will each underwrite 150,000 shares. The total amount of the underwriting spread would
be distributed as follows:

MEMBER FIRM A: Managing Underwriter, Underwriter
1. Compensation as managing underwriter
300,000 shares x 0.16 management fee = $48,000
$48,000 = Total management fee
2. Compensation for shares sold directly to public (acting as underwriter and retailer)

$28.00  Selling price
26.56 Cost
$ 1.44 Per share compensation

$1.44 x 125,000 shares = $180,000
3. Compensation for shares given up to the selling group

$27.04  Selling price to Firm C
26.56 Cost
$ 0.48 Compensation as underwriter

$0.48 x 25,000 shares = $12,000

SUMMARY: Compensation to Member Firm A

$ 48,000 Management fee
180,000 Shares sold to public
12,000 Shares given up to selling group
$240,000 Total compensation

MEMBER FIRM B: Underwriter
1. Compensation for shares sold directly to public

$28.00  Selling price
26.56 Cost
$ 1.44 Per share compensation

2. Compensation for shares given to selling group

$27.04  Selling price to Firm C
26.56 Cost
$ 0.48 Compensation as underwriter

$0.48 x 25,000 shares = $12,000
SUMMARY: Compensation to Member Firm B

$180,000 Shares sold to public
12,000 Shares given up to selling group
$192,000 Total compensation

MEMBER FIRM C: Selling Group Firm

$28.00  Selling price
27.04 Cost
$ 0.96 Selling concession

$0.96 x 50,000 shares = $48,000
$48,000 = Compensation to selling group firm
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SUMMARY: Underwriting Spread Compensation

$240,000 Member Firm A

192,000 Member Firm B

48.000 Member Firm C
$480,000 Total compensation to underwriters and selling group

THE SECURITIES ACT OF 1933

The Securities Act of 1933 is sometimes referred to as the Truth in Securities Act. Its basic purpose is to
make certain that new securities offered to the public are fully and clearly described in the registration
statement and prospectus. Under this law, the SEC attempts to make certain that there is a full disclosure of all
significant material facts concerning a security to be offered to the public on an interstate basis.

It should be noted that the SEC does not approve securities registered with it, does not pass on the invest-
ment merit of any security, and never guarantees the accuracy of statements in the registration statement and
prospectus. The SEC merely attempts to make certain that all pertinent information is disclosed in the registra-
tion statement and prospectus by requiring that

* The issuer file a registration statement with the SEC before securities may be offered or sold in interstate
commerce

* A prospectus that meets the requirements of the Act be provided to prospective buyers

* Penalties (civil, criminal or administrative) be imposed for violations of this Act

Exempted Securities under the 1933 Act

The Securities Act of 1933 makes it unlawful to sell or deliver a security through any instrument of inter-
state commerce unless a registration statement is in effect. However, certain securities are exempted from the
registration requirements of the Act. The following issues qualify as exempted securities:

* Any security issued or guaranteed by the United States or any state or any political subdivision of a state
(federal government issues and municipal securities are exempted securities)

* Any note, draft, bill of exchange, or bankers’ acceptance that has a maturity at the time of issuance not
exceeding nine months (Commercial paper and bankers’ acceptances with a maturity of nine months or
less are exempted securities.)

* Any security issued by a religious, educational, charitable, or not-for-profit institution (shares by a be-
nevolent association)

* Any securities issued by a savings and loan association, building and loan association, cooperative bank,
or similar institution

* Any security issued by a common or contract carrier, the issuance of which is subject to the provisions
of the Interstate Commerce Act

* Certificates issued by a receiver or by a trustee in bankruptcy with the approval of a court.

* Any insurance endowment or fixed annuity contract

* Any security exchanged by the issuer with its existing security holders exclusively, where no commis-
sion or other remuneration is paid or given directly or indirectly for soliciting such exchange

* Any security offered and sold only to persons resident within a single state or territory, where the issuer
of such security is a person resident and doing business within such state or territory (Sale of intrastate
securities of locally incorporated firms is exempt.)

* Any security offered to the public when the total amount is $5 million or less (For such issues, the SEC
has adopted Regulation A, which exempts the issue from registration requirements if certain specified
conditions are met, such as the filing of an offering circular and notification with the SEC.)

* Issues of small-business investment companies. A small-business investment company is a privately
owned and privately operated company that has been licensed by the Small