LESSON EIGHT _

LESSON EIGHT
THE STOCK MARKET:
RISKS AND REWARDS

INTRODUCTION

There are several reasons for including the
stock market in a study of economics. First, the
stock market is an important institution in the
operation of the American economic system.
Compantes raise a large part of the funds used for
investment through the varlous markets for secu-
rittes. The markets for new issues of stocks and
bonds, which are generally referred to as primary
markets, are critical in this important process.

Second, the stock market plays a critical role in
personal financial planning activities, Not only do
many individuals directly purchase shares of
stock as part of their personal financial strategies,
the vast majority of Americans have a large stake
in the stock market through their participation in
public or private retirement programs.
Investments in common stocks have proven to be
an excellent long-run strategy in retivement plan-
ning, compared to alternatives such as savings
accounts, government securlties, corporate bonds,
precious metals, works of art, rare coins and
stamps, and even baseball cards.

Third, the stock market provides a dramatic
example of virtually instantaneous price determi-
nation through the interaction of supply and
demand forces in an auction-like environment.
The stock market reflects many important charac-
teristics of what economists call efficlent and
competitive markets.

Finally, people of all ages find the stock market
to he an Interesting subject for study and discus-
sion. In both fact and fiction, fascinating stories of
winning and losing vast fortunes on the stock
market abound. Economics teachers can capital-
ize on the npatural interest in this topic by inte-
grating lessons dealing with the stock market into
various parts of their courses. So start by teaching
students how to read stock price reports and
interpret financial information, then use the stu-

dents’ interest in the topic to demonstrate and
help teach basic economics.

CONCEPTS
FEconomic institutions and incentives
Markets and prices

CONTENT STANDARDS

Several kinds of specialized institutions are
found in market economies—the stock market is
an example of such institutions,

Prices for corporate stocks are largely deter-
mined by people’s beliefs about a company’s
future earnings, or profits.

Profit is the difference between revenues and
the costs entailed in producing or selling a good
or service; it is a return for risk taking.

The hope of earning profit motivates business
firms to incur the risks involved in producing
goods and services for the market.

OBJECTIVES
@ Read and interpret stock market price
reports,

€ Describe the basic structure of the markets
for corporate and government securities.

¢ Explain the distinction between primary
and secondary markets for corporate securities.

¢ Define profits and explain the role of profits
in the American economic system for both firms
and individual investors,

LESSON DESCRIPTION

Activities | and 3 use information sheets to
teach students about reading stock market prices
and personal investing. Activity 2 explains the
random walk hypothesis of efficient markets, and
outlines a procedure for testing the hypothesis.
Activity 4 provides historical data on profits in
key U.S. industries and asks students to try to
predict future profits for different kinds of prod-
ucts and firms.
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A — LT

TIME REQUIRED

Three class periods. Day one—procedure 1 and
begin procedure 2. Day two—procedure 3 and
begin procedure 4. Day three—complete proce-
dures 2 and 4, In Activity 2, you may decide to
have students track the prices of several stocks
over a period of several weeks.

MATERIALS

% One copy of Activity 1 for each student

B One copy of Activity 2 for each student

%* One copy of Activities 3 and 4 for each stu-
dent, Activity 2 will require at least one dart, a
current list of stock prices, and a suttable
backing for a “dartboard” (e.g., a bulletin
board, cork tiles, or styrofoam panels),

PROCEDURE

1. Distribute a copy of Activity 1 to each stu-
dent and discuss it with the class. The explana-
tions are straightforward and generally easy to
understand. The measure that is most useful in
illustrating basic economic concepts is the price-
earnings ratio, because stockholders are buying a
claim to the companies’ future profits, The price
of a share of stock, just like the price of other
things, is determined by the interaction of supply
and demand factors—i.e., by buyers and sellers.
It should be stressed that a stock with a low P-E
ratio is not necessarily a “better” investment than
one with a high ratio, because the stock price is
based on expected future prices and earnings (see
Appendices 1 and 2 for more information).

The correct answers to questions on the activity
sheet are:

A. 963,800
B. 41%

C. Approximately $1.41 ($40.875 divided
by 29)

2. Distribute copies of Activity 2 to all stu-
dents. Have them read the sheet, and then select
three stocks using a dart board or drawing, Have
three students contact a broker or bring in
“expert” picks from other sources. Track the stock
prices for three to six weeks, Be prepared for a

wide range of possible results: sometimes the
expert opinions will beat the darts and sometimes
the darts will win decisively. Explain that the real
test is to beat the random choice methods for a
large number of stock picks over pertods of sever-
al months, or even years,

You might want to establish some additional
ground rules for the activity. For example, you
may want to restrict the choices to common
stocks, If a dart hits any security other than a
common stock, the rule could be that the nearest
common stock has been selected or that the dart
will be thrown again. Students throwing the darts
might also be blindfolded, to emphasize the ran-
domness of the selection process.

3. Distribute a copy of Activity 3 to each stu-
dent and discuss the primary market for corporate
securities with the class. Explain that in the pri-
mary market companies raise investment funds by
issuing new securities. The distinction between
this market and the secondary market, in which
previously issued securities are traded every day,
should be stressed. An important aspect of the
secondary market is that, by maintaining an
active market for previously issued securities, it
makes the primary market possible. Without such
a dynamic market, it would be much more diffi-
cult for new issues to be sold through the under-
writing process.

Answers to the question on the activity sheet
should include;

A, Newly issued shares are initlally sold
through a negotiation process involving
investment bankers. In the secondary mar-
ket, many buyers and sellers exchange
previously issued stock shares and money,
usually through stockbrokers.

B. Inthe primary market, the companies
issuing the stock actually receive funds to
be used in ways explained in the
Prospectus. In the secondary market, the
companies whose shares are being traded
do not receive the funds; whoever sells the
stocks receives the money.

C. Government regulations are important in
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LESSON EIGHT

both markets, but they are much more strict
and formalized in the primary markets.

The statement at the top of the announcement
illustrates the role of government in protecting
investors. Underwriters must, by law, provide poten-
tial investors with a copy of the Prospectus. This
regulation was adopted as a result of widespread

speculation and some unscrupulous dealings in cor-

porate securities during the 1920s and 1930s,

Each state has a designated Securities
Administrator (often in the Secretary of State's
office) responsible for enforcing securities laws
and protecting the public from fraudulent invest-
ment schemes. Regulators are especially con-
cerned about new issues of very low-priced
stocks, sometimes called “penny stocks,” which
are often characterized by a high degree of risk
and relatively high commission charges.

The North American Securities Administrators
Associlation and The Council of Better Business
Bureaus jointly published a paperback book,
Investor Alert! How to Protect Your Money from
Schemes, Scams, and Frauds in 1988, Copies may
be available from state and regional offices of
these organizations.

You may want to invite financial advisers or
stockbrokers to visit classes as guest speakers,
Ask them to bring and explain a current
Prospectus for some stock offering,

4, Distribute copies of Activity 4 to each stu-
dent and discuss the role of profits in the
American economy. (Two different measures of
profit are explained in Appendix 2.) The profit
data in Activity 4 were taken from an annual
issue of Fortune magazine highlighting the
“Fortune 500", The 500 largest U.S. industrial
corporations are usually featured in the April
issue of Fortune and the 500 largest service cor-
porations in the May issue.

Suggested answers to the questions on the
Activity Sheet are given below, but students may
think of other plausible explanations:

Al. Consistently high profits in this industry
are largely due to strong product demand

A2,

A3,

Ad,

and the patents provided to developers of
new products, Patented products are pro-
tected from direct competition for a num-
ber of years, so that companies and
investors have strong financial incentives
to develop more new products.

Another possible explanation is that firms
in this market are relatively large with
high research and development costs.
That creates serious barriers to entry into
the industry, so the market may not be
very competitive. Students may also point
out that the demand for drugs tends to be
price inelastic (“people will pay any price
{o get a drug that will be helpful”). This
is not, however, a complete answer,
because 1t doesn't explain why other firms
would not come into this industry and
drive profits rates down.

A major reason for high profits in the tobac-
co industry is government-imposed supply
restrictions, through a system of price con-
trols and production quotas for growers.
There are also significant barriers to entry
into the industry because of strong brand
loyalty—advertising and other expensive
marketing strategies make the industry a
difficult one for new competitors to enter,
Increasing foreign demand for American
tobacco products has offset decreasing
demand in the United States; and the
demand for tobacco is also price inelastic.
But once again, demand conditions are not
a complete answer, Strong demand con-
tributes to high industry sales levels, but
government supply restrictions and barriers
to entering the industry are the major rea-
sons for persistently high profit levels,

Profits in the textile industry have been
below the long-term average for the
industry and below the average for all
Fortune 500 firms for quite a few years.
As expected, resources have left the
industry. Vigorous foreign competition
has heen a major factor,

Natural monopolies, such as public utili-
ties, are regulated by government agen-
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Ab,

AB.

B.

cles. Since direct competition with other
firms producing the same product is not
feasible, prices and/or profit levels are set
by government, Government agencies are
generally required to set rates to provide a
“fair rate of return” to stockholders.
Therefore, profit rates tend to be relatively
stable. These firms also usually face fairly
steady demand and cost conditions, except
in areas with big population changes, or in
times when fuel prices are changing
rapidly. '

The automobile industry is an example of
what is sometimes referred to as “heavy
industry,” characterized by extremely
high capital investments. It also faces
strong foreign competition and changing
consumer tastes for different models and
types of vehicles (e.g., 4x4s, minivans,
and convertibles). The result has been
extremely volatile swings in profitability.
From enormous losses in 1892, the
industry rebounded with a profit rate
slightly above the Fortune 500 average in
1993.

The overall performance of Fortune 500
companies reflects economic activity in
the entire economy. During the high
growth years of 1988 and 1989, average
profit levels for these firms were substan-
tially higher than their historical average.
The recession year of 1992 resulted in
much lower profits.

Students should be encouraged to think
creatively about the future of the
American and world economies. There
will obviously be extremely important
changes occurring, but the nature and
extent of these changes are unknown,

It should be noted that even if an industry
grows during the next 15 years, that does
not necessarily mean that it will be more
profitable, because competition may keep
profits close to normal levels. Also, even
in an expanding industry, some firms may
be highly profitable while others are big
losers. Profit levels for the computer

industry in Activity 4 are a good example
of this.

Some ideas that students might consider
include:

1. American firms will almost certainly be
more involved in international trade,
This is likely to result in the growth of
firms that produce products for export,
and also in industries concerned with
marketing and transporting both exports
and imports.

2. Technological changes will lead to the
expansion of some firms dealing in com-~
munications, space exploration,
oceanography, health care, and many
other areas that we cannot pinpoint
today.

3. An aging population will probably result
in increased sales in industries dealing
with health care and other services
important to older consumers, and rela-
tive declines in youth-orlented business-
es,

4. Industries that produce military hard-
ware and other defense products may
be much more or much less important.
Forecasts involve a number of assump-
tions relating to global political and
economic issues,

. Common stock prices tend to rise for firms

experiencing strong growth in profits, and
fall for companies experiencing losses,
because the stockholders own a share of
those proﬁts and losses. Point out, howev-
er, that today's stock prices are largely
determined by the market’s assessment of
future earnings (01‘ 1osses), not current
earnings.
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ACTIVITY 1

HOW TO READ STOCK MARKET REPORTS

Name

Many newspapers publish daily reports of stock market transactions. The prices listed below were
taken from the April 21, 1994 Wali Street Journal, Many newspapers do not list this much information.

52 Weeks Yid
Hi Lo Stock Sym Div %

44", 24% Ashland Ol  ASH 1.00 2.4
73% 50% Ashltand Qil pf 313 4.6
65 49%  AmT&T T 1.32 2.5
48% 36 Disney DIS 30 .7
60 40% IBM BM 1.00 1.9
42% 32% ToysRUs oY — —

Vol Net
PE  (100s) Hi Lo Close Chg
15 3226 42% 41k 42 - Y
voem 200 69% 68% 684 -
17 32037 52% 61% 52% + 1%
20 11401 42% 40% 40% - %
— 22077 53% 51% 52% - 1%k
20 9638 33 32% 33 +

The stocks listed are common stocks unless
indicated otherwise. For example “pf" indicates a
preferred stock. The numbers to the left of the
name of the corporation show the highest and low-
est price at which the stock has traded during the
previous 52 weeks. The symbol column lists the
stock's ticker symbol. These symbols are used by
brokers when stock is being traded. The divi-
dend column shows the current level of dividends
that will be paid over one year to the owner of one
share of stock. Some companies pay very little or
no dividends. ToysRUs, for example, is paying no
dividends, and DISNEY is paying only 30 cents.
The next column, dividend yield, shows the div-
idend as a percentage of the stock closing price,

The PE column lists the price/earnings ratio,
which is the price of a share of stock divided by
the company's earnings (profits) per share for the
last 12-month period, This is a useful measure for
studying the market’s evaluation of a particular
stock. A high p/e ratio indicates that the market
has bid the price of the stock up to a relatively
high level with respect to its current earnings. A
stock that the market has evaluated as a stable,
relatively secure investment will often have a rel-
atively low p/e ratio, Owning stock in a company
gives stockholders a claim to part of the firm’s
future profits, so clearly the price of the stock

compared to current profits per share is an impor-
tant ratio for investors to consider.

The column marked volume lists the number of
shares sold {in hundreds) on April 20, 1994,
There were 322,600 shares of ASHLAND OIL
traded and 2,207,700 shares of IBM, The hi, lo,
and close columns show the range of prices at
which the stock traded during the day of April 20.
For example, the highest price paid for DISNEY
comimon stock was $42.375, and the lowest price
was $40.50. The closing price is the price for
the last transactlon of the day. The net change
column shows the change between this closing
price and the closing price of the previous trading
day. Note that the price of AmT&T common stock
closed $1.50 higher than the closing price of
Apri1 19, so the closing price on April 19 was
$50.625.

Many listings of stocks have lowercase letters to
indicate special circumstances, which are
explained in footnotes near the price report,

Erom Focus: High School Fconomics, © Natlonal Councll on Economic Education, New York, NY
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ACTIVITY 1 (continued)

Use the information above to answer these questions:

A.How many shares of Toys R Us were traded on April 20, 19947

B. What was the closing price on April 19, 1994 for Disney common stock?

C. Disney’s earnings (profits) per share for the past 12 months were approximately:
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ACTIVITY 2

A RANDOM WALK DOWN WALL STREET

Name

“If you want to really strike it rich in the stock
market, you should tape a list of stocks on the
wall, throw darts at the list, and buy the stocks
your darts hit.”

Could this be true? Is it possible that choosing
stocks at random could be just as effective as get-
ting advice from financial experts and stock-
brokers? If your objective is simply to get rich
buying stocks, the answer is quite possibly yes.
But that's not because the experts don't know
what they're doing, it’s because of the special
nature of the stock market itself,

The stock market is one of the most competitive
markets in the world. Millions of people are trying
to identify the best stocks to buy every day, using
sophisticated forecasting techniques. Public infor-
mation about stocks Is widely available to anyone
who wants it, at a very low cost. Therefore, almost
everything that can be known about a stock is
known by large numbers of buyers and sellers,
and reflected in the market price of the stock. No
one has an advantage over anyone else—unless
they trade using private, “inside information,”
which is illegal.

Economists use the term “random walk” to
describe purchasing decislons in markets with
these characteristics. “Ixpert” forecasting in such
markets isn't effective, because everything known
about past performance is already reflected in the
stock price, and future prices will only be affect-
ed by unknown, future events. In fact, even future
events that are systematically predictable from
past trends are reflected in the stock price, so
only unexpected events will affect the future stock
price.

If stock A and stock B are each selling for $20
per share, that Is what the buyers and sellers in
the market think the stock is worth. If there is
unexpected good news about stock A and unex-
pected bad news about stock B, the price of stock
A might rise to $30 while the price of stock B
drops to $10. But which stock is the better buy
then? Neither! After the prices change to reflect
the new information, they will again both be sell-
ing for what the market thinks they are worth,
Future changes in these prices will be the result
of factors that are now unknown and unexpected.

The prices of most stocks rise over time, pri-
marily because most companies reinvest a large
part of their prolits into their business, and when
those Investments succeed there are higher future
profits for the stockholders to share, But the
prices of individual stocks and “indexes” of
prices for many different stocks tend to vary ran-
domly around this long-term trend. A great deal
of statistical research and a lot of practical expe-
rience by millions of people have generally shown
this random-walk theory to be accurate, If you
can find a way to show it is not true, atlowing you
to outpredict random choices of stocks, you can
became very rich indeed.

From Focus: High School Economics, © National Council on Economic Education, New York, NY
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ACTIVITY 2 (continued)

To see what is involved in doing that, you can run
a slmple test of the random walk concept by select-
ing three stocks based on expert opinion and
choosing three other stocks randomly. For expert
plcks, you might want to ask a stockbroker or
check newspaper articles and weekly financial
programs on PBS that recommend specific stocks.
For random choices, you can use a dart board that
lists all stacks on the major stock exchanges or
cut up company names on slips of paper and draw
three from a hat.

In the table below, list stocks selected on the
basis of expert opinion as numbers 1, Z, and 3,
and those selected randomly as numbers 4, 5, and
6. Then follow the stock prices and any dividend
payments for several weeks, and calculate the
return from investing $10,000 in each of the six
stocks,

Stock (Company) Date Selected

Subsequent Dates, Prices,
and Dividend Payments

Price
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ACTIVITY 3

INVESTMENT BANKING AND THE STOCK MARKET

Name

The announcement below is for a new issue of
common stock in the First Alert corporation. The
49 other firms listed are investment bankers, which
means they specialize in buying and selling new
issues of stock, Investment bankers buy the new
stock frem the company which issues it {in this
case, First Alert) at a negotiated price. The invest-
ment bankers accept the risk that they can resell
these securities to the general public at a profit.

These 49 firms have formed an “underwriting
syndicate” to buy First Alert, Inc.'s new issue of
3,600,000 shares of its common stock. The two
firms listed at the top in slightly larger print are
the lead firms in the syndicate. These two firms
probably did mest of the research and negotiating
that led to this agreement, and they probably have
a larger share of the issue. For example, each of
these two firms might be responsible for buying
10%-15% of the total issue while the other 47
firms might have subscribed to as little as one-
half of one per cent up to 2% or 3%. Note that
the investment firms hope to sell these shares for
$61.2 miltion (3.6 million x $17). Since they
expect to make a profit, the syndicate clearly pald
First Alert less than this. For example, suppose
First Alert received $56 million from the syndi-
cate. That means the syndicate will earn a lttle
over $5 million fthe firms are successful in sell-
ing this issue fairly quickly at the expected price
of $17 per share, First Alert has already received
its investment funds, and knows that its new
shares of common stock will be introduced into
the market in an orderly fashion involving many
brokerage firms.

First Alert can use the funds it receives to
undertake projects specified in the Prospectus. A
Prospectus includes a detatled description of the
company's recent business history, with key data
on the company’s current operations, and an
explanation of how proceeds from the new stock
tssue will be used.

The Securities and Exchange Commission
requires that all purchasers of newly Issued
stock be provided with a copy of the Prospectus—
see the note at the top of the announcement.

What are the main differences between the pri-
mary market for new securities, and the sec-
ondary market for previously issued securities?
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Aprit 5, 1594

3,600,000 Shares

First Alert, Inc.

Coemmon Stock

Price $17 per Share

Moergan Stanley & Co.

Smith Barney Shearsen Inc,
[nearparated

€5 Fiest Beston Alex, Brown & Soms
L.

Bear, Stears & Ca. [ne.
e wirpurs
AG Fdwards & Sons, Ine,

g
DCean Witter Reynolds Ine. Durw.}ds&ngr_\ Lulkin & Jenrene

o

Hambrecht & Quibd Kidder Peabody & Co. Lehman Brothers
Trerpasird o

Mongmmery Securhies Qppenhetmer & Ca, Inc, Palne Webber [ncarparaied

Prudentla! Sceurftles Incorporaled  Roberison, Stepbens & Campany  Salomon Brothers Inc.

Wassenlein Perella Securries, lne. \\r'mheln‘-u Sdun.der & (o The Chicago Dearborn Company
e

Withiam Blatr & Company Dain Bosworth Remper Securithes, Ine
[

N

Piper Jaffray Inc.  Rapmond James & Assaciates, Inc The Retnsn-Humphrey Conipary, Ine.

Whaat First Butcher Stnger Advest, Tne. Robent ‘\\', Bﬂﬁ J & Co
et
Craaell, Weadon & Co Daminich & Dominick First Albany Corporation
[y
First of Michigan Corporation Intenstate/ Johnson Lane anney Montgomery Seott Inc,

Cuyuisian
Ladenburg, Thatmann & Ce.. Jnc.  McDonald & Company Tudtlcr Aull}rm)
S Im. o

Brean Murray, Foster Sscurtties nc. Foley Mufsan Hoae & Company

Gerard Rlasner Matthon & Co., fnc.  Howe Barnes lrvestmeras, Ine.  C.LKing & Assoctales, Ine.

Mesirers Financtal, Tne. Moars & Cabet, Ine.  Pennsybvania Merchant Group Lid,

Ragen MacKenge The Setdler Campanies Van Kasper & Cumpany
rorared tepurend
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ACTIVITY 4
PROFITS AND PROPHETS

Name

The American economic system is described by
many different names: the market system, capital-
ism, the free enterprise system, or a proﬁt system,
The last name indicates clearly that profits {and
losses) play a crucial role in the operation of the
U.S. economy.

The best general measure of profits compares
what companies make to what they risked to earn
those profits. The table below lists rates of profits
as a percentage of stockholders’ equity—what the
company owners were risking in the firm—for

several industries during a recent 10-year period.
As you can see, rates of profit vary considerably
by industry from year to year, although the medi-
an rate of profit for the 500 largest industrial firms
was generally between 10% and 15%. (This
median rate of profit is the “middle” rate of profits
for firms in the industry—half of the firms have
profits above this rate, half of the firms have lower
profits.)

FExamine these data, and answer the following
questions:

Profits at Fortune 500 Firms
(as a Percentage of Stockholders' Equity)

Industry 1993 (1992 | 1991 |1990 |1989 |1988 | 1987 | 1986 [1985 (1984
Banks na* 13.0 | 11.9 99 | 136 14.6 | 11.1 12.8 | 13.0 | 126
Motor Vehicles 105 | 111 0.7 7.2 6.9 14.5 1.8 10.1 13.7 | 154
food 12,7 156 | 19.7 | 16,6 | 147 15.7 | 16.1 15.8 | 15,0 | 16.2
Pharmaceuticais | 22.0 26.7 26.1 26.4 | 255 23.6 22.7 23.6 156 | 18.1
Textiles 10.6 9.8 4.6 29 7.7 108 | 12.8 8.1 5.6 8.2
Computers 9.5 4.6 10.2 120 [ 12.7 14.7 14.6 10.8 110 | 12,6
Tobacco 16.5 219 | 121 14.8 | 20.1 225 1 231 22.1 228 | 23.8
Utitities na*® 106 | 11,5 | 115 | 124 2.7 | 128 | 13.3 | 13.0 | 13.4
Median Profit % | 10.3 9.1 10.2 | 13.0 | 15.0 16.2 | 13.2 | 116 | 11.6 | 13.6
for all industries

* not available
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