



Notes of Chapter 6




The Basic of Risks
Risk, at least the risk of debt, should be defined in the traditional way of downward risk, for there is little upside gain for debts. In the project investment, the risk we really concern is downward risk.  (P. 150)
In this chapter, we argue that the risk in an investment has to be perceived through the eyes of investors in the firm. Since firms like Boeing often have thousands of investors, often with very different perspectives, we will go further. We will assert that risk has to be measured from the perspective of not just any investor in the stock, but of the marginal investor, defined to be the investor most likely to be trading on the stock at any given point of time. The objective in corporate finance is the maximization of firm value and stock price. If we want to stay true to this objective, we have to consider the view point of those who set the stock prices, and they are the marginal investors. (p. 151)
Comments on marginal investor: (p. 151) Over the long term, it is the core investors and key managers who determine share prices. Marginal investors have little influence over share prices. It is true that Bill Gates rarely trade stocks and hence he doesn’t affect Microsoft’s share price in a particular day. But as the founder and the largest shareholder of Microsoft, he definitely has great influence over Microsoft’s long term performance. Since corporate finance is about long term financial implications, we should have a long term view. For the same reason, when we analyze company performance, we will try to understand key management personnel and decisions instead of marginal investors, who have little real influence. 

Life and finance: Your parents are not your marginal investors. They will never trade you for something else. Should you ignore your parents because they are not marginal investors? It is true that your mood in a particular day may be influenced more by your marginal friend than your parents, who are always loyal. But should we always make decisions based on your consideration to your marginal friend instead of your best and loyal friends? 
Why modern finance take such a short term view? This is partly because most researches done in finance are in the area of investment, which, given the low transaction costs in buying and selling stocks, are mostly short term. This affected the mood of research in corporate finance. More fundamentally, the current economic theory is based on the assumption of exchange based market economy, where all economic activities are assumed to be mere transactions. 
Intuitive measure of risk: (Table 6.1, p. 154) From standard deviation, Home depot seems to be more risky than Boeing. But let’s look at some intuitive measures of risk. 
Worst loss in a year: 

Boeing -33%, Home Depot: -22%
Number of negative returns:

Boeing: 3, Home Depot: 1.

Which firm is more risky? The key to understand return is to understand the fundamentals. For Boeing, it is global economy, fuel price and competition from AirBus. For Home Depot, I know very little. 
The following chart represents price trajectories of Boeing and Home Depot since the beginning of 1999, after the end date from Table 6.1. 
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One can see that Boeing performed much better than Home Depot. The standard deviation of Boeing and Home Depot are 0.354927 and 0.220911 respectively. 

Diversifiable risk and non-diversifiable risk
Important risks are often non-diversifiable. For example, you are here earning a business degree. It is likely that when you graduate, your degree may not be very hot, just like IT degree experienced its boom and bust. Can you diversify by learning a little bit forestry, engineering and history? It is unlikely. You are not going to get any degree over 4 or 5 years. 
We have analyzed that important firm decisions are decided by and for the major stakeholders, not marginal investors. For major stakeholders, such as major shareholders, management and employees, whose main income is the salary they draw from the firm, it is very difficult to diversify. Is diversification really important? If it is, there will be very few large shareholders. But there are many large shareholders in many companies because they offer the benefit of control. For example, the merger between Canfor and Slocan was easy because Jim Pattison was a major shareholder of both firms. Jim Pattison group, with sales of over $6.1 Billion in 2005 and more than 28,000 employees, is still a private company and hence nondiversified (with respect to its owner).
Derive the expected return and variance of two-asset portfolio. 
In Practice 6.2. 

CAPM

The history of CAPM. Markowitz proposed the concept of efficient frontier, which needed computation of correlation of every two shares. It is quite complex computationally. Bill Sharpe and several others developed CAPM, which only consider correlation of each stock with the market portfolio. 
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A critique of CAPM. First, beta of a stock is not stable. If your name yesterday is John and today is Mary, should I treat your name seriously? Second, beta can be very different when one uses daily, weekly or monthly data. Third, expected return of a market is unstable. Fourth, it doesn’t perform well in empirical tests even you assume all parameters are time varying. 
Example: From 1991 to 1998, Boeing’s return and standard deviation are lower than that of Home Depot. From 1998 to 2005, the reverse is true. Which firm is more risky? 
Three routes of CAPM. Markowitz to William Sharpe, M&M to John Lintner,  and M&M to Jack Treynor to Fischer Black. The most relevant routes, when we study financial management, are Jack Treynor’s and John Lintner’s. 
Jack Treynor’s question is to find the proper discount rate for cash flows. CAPM brings a discount rate. But CAPM is short term model while capital budgeting is long term process. CAPM deals with short term risk of holding highly liquid asset. Capital expense is long term commitment of highly illiquid asset. Hence, expected return from CAPM is a different concept from discount rate in capital budgeting. We will think more about it in the future.  
John Lintner has doubt about the validity of M&M’s irrelevance of capital structure to firm value. He believes that total risk matters. Quote from Chapter 3 of Mehrling’s book. Fischer Black, whose option pricing theory opens the door to the new understanding of risk. In particular, in option pricing theory, the price of risk is non-diversifiable. Chen (2006) developed a new capital structure theory based on Black-Scholes option theory. Check Lintner (1981) for more detailed discussion. 
The Arbitrage Pricing Model

The restrictive assumptions on transaction costs and private information in the capital asset pricing model, and the model’s dependence on the market portfolio, have long been viewed with skepticism by both academics and practitioners. Ross (1976) suggested an alternative model for measuring risk called the arbitrage pricing model, in which the expected return of a stock depends on several different factors. The main theoretical difficulty of the model is that it is difficult to understand why investors care about these factors. From APT, investors have difficulty understand these factors. But if these factors are difficult to understand, they are not going to be reflected in prices and returns. 
All the internal contradictions in finance theory should not be viewed as obstacles. Rather, you should think of them as new opportunities, the opportunities that you will achieve great understanding in this area. 
Homework of Chapter 6
1 and 2. Then check market return of Microsoft, which is the topic of problem 1,  since 1999. Unicom, the company mentioned in the second problem, doesn’t exist anymore. Any ideas? What is the risk holding utility companies? 
Extra question: What is the risk holding income trusts? 
3 and 5.

7 and 13
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