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			Book Abstract

			MAIN IDEA

			Investors should not be afraid to take matters into their own hands. The key to doing this is to become an informed investor – aware of all the pitfalls, conflicts of interest, motivations and political favoritism which currently exists in the broader economy. In the context of personal investmenting success, knowledge genuinely confers power.

			In other words, the more investors know, the better. And the more active investors become in taking matters in their own hands, the less potential there will be for more corporate disasters to occur in the future. Fortunately, the arrival of the Internet and other communications technologies now makes informed investing much more feasible and manageable. It also make it possible for the voice of the consumer to be heard more directly by lawmakers and corporate managers than ever before. For consumers to fail to take advantage of these new powers and extended responsibilities would be deplorable.

			About the Author

			ARTHUR LEVITT is the former chairman of the U.S. Securities and Exchange Commission. Appointed in July 1993, he is the longest serving chairman in the history of the SEC. Before joining the commission, Mr. Levitt worked for sixteen years on Wall Street. He has also served as chairman of the American Stock Exchange and the New York City Economic Development Corporation, and as owner of Roll Call, a newspaper that covers Capital Hill.

			Important Note About This Ebook

			This is a summary and not a critique or a review of the book. It does not offer judgment or opinion on the content of the book. This summary may not be organized chapter-wise but is an overview of the main ideas, viewpoints and arguments from the book as a whole. This means that the organization of this summary is not a representation of the book.

			Summary of Take on the Street (Arthur Levitt)

			1. How to Deal With Brokers

			No matter what they say, you should always remember your broker is a salesperson first and foremost. The only way they get paid is if you buy or sell something. It’s unrealistic to expect them to look out for your long-term interests. In fact, they generate commissions even when you lose money.

			Once you understand where brokers are coming from when they give you advice, you’re much better positioned to work with them realistically. In fact, you should be aware:

			
					Commissions vary widely – and therefore the financial product your broker is recommending may not necessarily be the best for you. It is more likely to be the one with the highest commission rate.

					Many brokerage firms run sales competitions – and your broker’s suggestion may be motivated more by them reaching their targets to receive a prize than anything else.

					Brokers commonly push securities which have generated investment banking fees for their own firms – meaning they are motivated more by an effort to generate trading volume for a client than by your actual financial circumstances.

			

			Even brokers that charge a fee for the amount of assets under management rather than a commission on the number of trades carried out can still have all sorts of priorities and interests which will color their decisions. For example, some financial products which pay an up-front bonus or there may be higher fees paid for selling in-house funds.

			So, what should you do? Before hiring a broker, look them in the eye and ask:

			
					How are you paid for the advice you give me?

					Does your firm favor in-house financial products over those of other companies?

					Can I pay a flat fee based on the assets under management?

					Does your firm run sales contests to sell certain products?

					Where do you get your recommendations?

					How many clients do you presently serve?

					Have you or your firm ever been disciplined for a violation of the securities laws?

					Can you supply references?

			

			The best approach is to fire your broker and hire an investment adviser. They will charge you a flat fee to develop an investment plan which allocates your investment funds to stocks, bonds and cash taking into account your financial circumstances and tolerance for risk. Buy your advice from one person and your financial products from somewhere else to get a plan working which will be in your own best interests.

			“If you have less than $50,000 to invest, you don’t need a broker. The strategy that makes the most sense is investing in low-cost mutual funds, especially index funds that match the performance of a stock index. You could start off with a fund that follows the Wilshire 5000, which includes virtually all U.S. Stocks, or the Standard & Poor’s 500, which mimics the shares of 500 large U.S. Companies. As you become more comfortable investing in mutual funds, and as your assets grow, you can move into index funds that track small, medium and large companies.”

			– Arthur Levitt

			2. All You Need to Know About Mutual Funds

			Mutual funds are a good way to invest in the stock market, but once again you have to be careful. Their prospectuses are filled with jargon, hard to understand and do an excellent job of burying the true costs (management fees, distribution fees, exit fees) in the fine print. Therefore, as for any investment, do your homework before you invest.

			In practice, mutual funds have seven serious shortcomings for investors:

			
					Some mutual funds actually have very high costs – which can dramatically reduce your returns as an investor over an extended period of time. Since these fees are automatically deducted and may sound low (less than 2-percent), most investors ignore them. But when these costs are viewed as a percentage of what you anticipate the returns will be, they are actually quite substantial. Look carefully at the costs.

					Be aware of taxes – since mutual funds pass their tax liability on to their shareholders. That means if the fund loses money, you may end up with a tax bill. And always be careful to judge a fund’s performance on its after-tax results.

					Some funds are less than transparent – they don’t want you to know how they operate, even if you are a shareholder. They won’t disclose to you how the fund managers are compensated. If you don’t know that criteria, it becomes impossible to forecast how they will react to changing market conditions in the future. They may have built-in incentives to act in ways that will be detrimental to your wealth building efforts. Plus, it is a common practice in this industry to merge a failing fund into a bigger, more successful fund to protect the brand name of the fund promoters. This allows some fund managers to shamelessly inflate their historical track record.

					Realize that most actively managed funds don’t do as well as the passive index funds – even though the index funds are pretty boring. Therefore, if you’re looking long-term, give serious consideration to investing in an index fund rather than a more aggressively managed fund. It may not be as much of a financial adventure, but the returns will work out better over the long haul.

					Repeat to yourself again and again: “A mutual fund’s past performance is not a predictor of future performance”. There are just too many variables which can impact on how the fund will perform in the future. Therefore, turn a blind eye to a fund’s expensive ads which tout their past performance. That’s a rear-view mirror rather than a crystal ball for the future. Rather than look at historical performance results, look carefully at the critical factors which underpin what results will be generated in the future:	The managerial experience of the fund’s managers and their ability to understand the economy.

	Fees that will be charged by the fund however those fees are described.

	The tax position of the fund, and its potential to generate a tax liability for you.

	Changes in the fund’s management team.

	Changes in the investment strategy favored by the fund managers.




					Understand many fund managers say one thing and do something entirely different. For example, fund managers tend to recommend shareholders stay invested in their funds for 20-years or longer but then they turn around and sell every stock in the fund’s portfolio at least once a year. If they genuinely believed in the merits of a long time horizon, fund managers should practice what they preach. This is rarely ever covered in the fund prospectus – you have to do some digging to uncover the practice, which can have a severe impact on the returns you achieve as a shareholder.

					Realize you can’t judge a fund by its name – since many funds have names that are at least misleading if not downright deceptive. For example, during the Internet fad, many funds slapped the word “Internet” in front of their fund names to attract attention. Also, funds can sell shares quickly and buy others to completely change their area of investment. The lesson? Do your homework and don’t assume the fund’s name describes the stocks it holds.“If you’re the type of person who has the discipline and time to pick stocks on your own, then you should do so. But if, like most people, you don’t have the time to understand what drives markets and aren’t inclined to read numerous corporate earnings statements, then mutual funds are a safer, more convenient investment.”
– Arthur Levitt
“Be a smart mutual fund investor. Pay attention to fees and expenses. Pick a no-load fund that charges no 12b-1 fees and has an expense ratio below 1-percent. If you can, avoid funds that brokerage firms are selling, since they will hit you with a sales load, and their in-house funds often don’t do as well as the independent groups’. Many brokerage firm’s in-house funds are not portable either. That means if you switch to a broker at another firm, you may have to cash out of your mutual fund and incur some expenses to do so.”
– Arthur Levitt
“Avoid sector funds, such as high-tech or health care funds. Brokerage firms and fund companies sometimes push hot stock sectors. But just like the turbo-charged Internet funds, ‘hot stock funds’ tend to hit home runs one year and strike out the next.”
– Arthur Levitt
“Read the prospectus. Before you invest, make sure the stellar results of a fund aren’t the handiwork of a longtime manager who has just resigned, or were pumped up like an athlete on steroids by well-timed initial public offering purchases.”
– Arthur Levitt
“If your head is spinning from all of this, take the easiest and safest route and pick a low-cost index fund. Many Vanguard, Fidelity and TIAA-CREF funds fit the criteria. Vanguard, for example, has twenty-one no-load index funds to choose from. Start off with the boring but predictable returns of a broad-based index fund – one that tracks the S&P 500, or to get more exposure to the entire market, the Wilshire 5000 – over the more alluring, but volatile, managed funds. Index funds generate less capital gains taxes and also charge lower fees and expenses. They make the most sense when you want to be invested in large-cap stocks, since it’s harder for portfolio managers to beat those indices. Whether it’s a stock or a bond fund, always look for no-load funds that charge low fees.”
– Arthur Levitt


			

			3. Analysts and Research Reports

			Always keep in mind who analysts work for. They don’t work for you. Analysts get paid by investment banks to generate research about the companies the investment bank wants to take public. Therefore, take any analyst’s report simply as a piece of information more like an advertorial than an unbiased, factual piece of research.

			As an investor, you would do well to ask yourself a few key questions whenever you read a research report about a specific stock:

			
					Does the analyst’s firm have any business relationship with the company which may have influenced the recommendations given?

					Does the analyst’s own firm follow the recommendation itself – does it own shares in the company being discussed?

					Has the analyst’s firm recently handled a public offering by this same company?

					What do the independent research analysts say – people like Value Line, Standard & Poor’s or Zacks Investment Research.

			

			Be assured that in reality, there is no Chinese Wall separating the investment banking activities of a firm and its analyst’s research. Analysts are always going to look at the stocks of the companies which have an investment banking relationship with their firm with rose-colored glasses. Analysts are always going to generate more buy recommendations than sell recommendations. There will always be hidden agendas which will influence what an analyst says about a specific stock. You need to keep these biases in mind whenever you read what an analyst has written, because nobody else will explain them to you.

			Above all, don’t get enthusiastic and buy a stock for your own portfolio on the strength of one analyst’s glowing report alone. Instead, even after bearing in mind there may be other reasons for the upbeat report, before you invest ask yourself:

			
					Is this stock right for the balance of my portfolio – that is, does it help me diversify or meet my asset allocation goal?

					Am I committed to holding this stock long-term, or am I simply trying to time the market and get out again with a profit?

					Do I understand what the company does?

					How will I know when the time is right to sell the stock?“Analysts can’t serve two masters, so they joke they work 75-percent of their time for investors and 75-percent of their time for corporate clients. But unbeknown to most small investors, the corporate client has won out. Today, it’s common for analysts to offer to ‘provide coverage’ – code for positive coverage – in exchange for a corporate financing deal. Naturally, clients want their stock offering to succeed, and an analyst’s favorable report can only help. Years ago, I came to the conclusion that conflicts of interest will exist as long as the analyst’s meal ticket comes from the very companies they are reviewing. No matter how strictly the NASD and NYSE end up enforcing their new rules, analysts who are paid according to the deals they bring their investment banker colleagues will find it hard to say negative things about companies that are, or someday could be, clients. It’s another case of compensation determining behavior.”
– Arthur Levitt


			

			4. Stopping the Flow of Inside Information

			Before Regulation Fair Disclosure (Reg FD) came into effect on October 23, 2000, it was routine on Wall Street for analysts, brokers and institutional investors to receive advance information on corporate earnings and other information ahead of the rest of the market. Reg FD has changed that. Companies now have to share material information – anything that could be considered important in making an investment decision – with everyone at the same time. This has gone a long way towards restoring investor confidence.

			Historically, corporations leaked information to analysts about their future earnings levels either to cushion bad news or increase the stock price on the back of good news. This also led to mysterious rises and falls in a stock’s price ahead of major announcements as those in the loop traded on these selective disclosures before the broader market could. The SEC had never proven insider trading in court, however, because the Supreme Court had ruled the SEC would have to prove whoever made the selective disclosure had received a direct financial benefit – which was difficult to prove.

			Due to the difficulties in proving insider trading, the SEC decided instead to create an environment where full disclosure of relevant information was the norm. When the draft Reg FD rule which detailed this was released, the SEC received more than 6,000 submissions on it – uniformly positive from the general public and uniformly negative from the people involved in the securities industry. Despite an intensive lobbying effort on Capitol Hill, the SEC was able to push Reg FD through.

			Today, thanks to Reg FD and the availability of the Internet, investors have a bonanza of information about companies. It has now become standard practice for corporate briefings to be available live not only to analysts but also to anyone who is interested. This allows investors to form their own opinions rather than take what the analysts say as the “gospel truth” about a company. All of this information creates a more robust and even playing field for investors.

			“I now believe Reg FD has done more to restore investor confidence in the stock market than any other rule the SEC adopted during my tenure.”

			– Arthur Levitt

			“Reg FD has unlocked a treasure trove of information that previously was off limits to ordinary investors. You should take advantage of the new era of openness by listening to the Webcasts of companies whose shares you own or are considering buying. Reg FD requires companies that plan to reveal material information in their Webcasts to give you ample notice in a press release when a conference call is scheduled. They also provide instructions to help you tune in. Or, if you are keenly interested in one company, send an e-mail to the investor relations officer of that company, asking if she will automatically notify you by e-mail of any Webcasts.”

			– Arthur Levitt

			“Keep this onslaught of new information in perspective. Just because you can trade like the pros on the basis of what you hear in a Webcast or conference call, it doesn’t mean you should. Impulsive trading on the basis of a single quarter’s results is the mark of a day trader, not a long-term investor.”

			– Arthur Levitt

			5. The Auditor’s True Role

			The evolution of Reg FD was just a preamble to a much bigger battle – the evolution of new rules dealing with auditors and their dual roles both as consultants and auditors. Developing new rules that dealt with this area of corporate practice turned out to be an extended battle of political wills and agendas.

			From 1997 through 2000, more than 700 companies found flaws in their past financial statements and restated their earnings. That attracted the attention of the SEC who concluded auditors didn’t seem to be too effective in doing their jobs as independent control systems. At the same time, it was also noticed the big six auditing firms were starting to do more and more consulting work for the same client companies they were supposed to audit. Whereas in 1976, audit fees made up 70-percent of the revenues of an accounting firm, that percentage had dropped to 31-percent by 1998 as accounting firms started providing consulting services, especially in information technology.

			To address this trend, the SEC proposed some new initiatives in late 1998. Specifically, the SEC suggested:

			
					Establishing a new industry body which would look at independence issues and standards for public companies.

					Releasing a new accounting bulletin which would clarify when companies could and could not record revenue as income in their accounting records. (This was intended to smooth out discrepancies such as when companies booked revenues on multi-year contracts prematurely).

					An upgrade to the Generally Accepted Accounting Practices (GAAP) to better account for the financial impact of stock options and the “pooling of interests” practices when mergers occurred.

			

			All of these suggestions were badly received by the accounting industry’s major players. They launched intensive lobbying efforts. Every company who had the ear of an elected representative encouraged them to contact the SEC and suggest they should abandon these ideas. As a result, the SEC ultimately backed down on its proposals for treating stock options more rigorously but was able to move forward with the other two initiatives.

			The Independence Standard Board was established to set new national standards for the auditors of public companies. The SEC also issued Staff Accounting Bulletin 101 to clarify revenue recording timing. And the SEC came up with a watered-down proposal to regulate the independence of auditors. Auditors were forced to disclose how much they were paid for non-audit work. That way, investors could draw their own conclusions whether an accounting firm could act impartially in light of consulting fees and other work carried out.

			Subsequent events (such as the Enron disaster and others) would show these rules did not go far enough in reforming the auditing industry. Investor confidence in the impartiality and role of the auditors has fallen dramatically. Today, there is more demand from investors for increased transparency and more rigorous auditing. If that public demand had been at

			
			
			
			
			
					The Balance Sheet

					The Income Statement

					The Statement of Cash Flows

			

			
			
			
			
					To issue “pro forma” financial statements in mergers – which detail what the merged company’s financials would look like if it had already been operating as one corporation. This can cover up the lack of income for one of the companies and make both appear more profitable than they really are.

					Using one-off restructuring charges to hide weak operational results – lumping them in with other bad news and overstating their one-time charges so they can sneak in some of their regular expenses as well.

					Using “cookie jars” and “channel stuffing” – Cookie jars are reserves which arise when a company overstates its future liabilities on purpose. Then, if revenues for a quarter are lower than forecast, some of those extra reserves put aside can be brought back in as income to smooth out the profit growth. Similarly, channel stuffing means to load up distributors and retailers with excess inventory, often at the end of an accounting period. The effect here is to inflate revenues.

					Overestimating the cost of write-downs – and then bringing back in as income in future periods the amount of the excess write-downs.

					Providing vendor financing – where companies lend their customers the funds to make purchases. This can come back to haunt in the future if the customer is unable to pay.

					Writing off excessive in-process R&D as being not ready for commercial use – allowing future earnings to be inflated instead of amortizing R&D over the period of its use. This frequently occurs when one company acquires another.

					Recognizing revenue before it has been earned – and before the sale has become final.

					Manipulating the value of goodwill – especially after a merger or acquisition. Many companies have taken huge one-off write-downs of goodwill which then artificially lifts operating results in future periods rather than amortizing goodwill over a long time period.

			

			
			
			
			
			
			
			
			
			
					To a specialist – a self-employed dealer at the New York Stock Exchange (NYSE) who maintains a market in specific shares by organizing the buy and sell orders.

					To an upstairs trader – who organizes larger buy-and-sell orders before they make it onto the floor of the NYSE.

					To a market maker – who specializes in buying and selling a handful of stocks traded on the National Association of Securities Dealers Automated Quotations (NASDAQ).

					To an Electronic Communications Network (ECN) – which matches buy and sell orders before they even become circulated to other brokers and dealers at the NYSE or in the Nasdaq system.

					To a wholesale market maker – who pay brokers for their orders.

					To your broker’s own internal system – where it will attempt to match buy and sell orders before looking elsewhere.

			

			
			
			
					Ask your broker how your order will be executed.

					Ask for the firm’s comparative information on how fast your orders are executed. (Your broker has a legal obligation to provide this). Compare your broker’s performance with other options. And monitor what happens to your trade.

					Let your broker know you expect him or her to get you the best execution possible. They charge you a commission – make them earn it.

					Don’t place orders at the market rate. Instead, use limit orders which specify a trade at a definite price or better. That protects you against sharp fluctuations.

					If you’re unhappy with how a trade was executed, contact your broker’s customer service department and complain. Remind them they have a legal duty to get you the best execution possible. If you’re still not happy with the response you’re getting, file a complaint with the Securities and Exchange Commission.

			

			
			
			
			
			
					Should be composed of well-educated and accomplished individuals who are elected by the shareholders to protect their interests.

					Has a responsibility to advise the CEO and other managers using sound common sense and the benefit of experience.

					Needs to meet regularly and evaluate the ongoing health of the business and its management team.

					Is responsible for hiring and retaining the best CEO it can find.

					Should address problems that arise before they spin out of control.

					Does not handle day-to-day operating decisions but looks at major strategic issues – such as acquiring another company, entering a new line of business and so forth.

					Is split into committees, each of which focuses on different parts of the business.

					Should have no conflicts of interest.

					Should have no members who feel beholden to the CEO or anyone else in the company.

					Makes decisions which protects the interests of the shareholders.

			

			
			
			
			
			
					Board independence – how many outsiders are on the board and any relationships between board members and the management, particularly the CEO. Look carefully at who sits on the audit committee and be wary if this is the auditor – because this committee’s main job is to question whether the auditor is doing a good job. Look also at whether the board can meet without the CEO being present which is a good sign.

					Board members over-commitment – whether or not they are too busy doing other things to make it to the regularly scheduled board meetings.

					Board size – whether there are enough people to provide good advice and input.

					Board compensation – whether members are being paid more than average, and if so, why?

					Board perks – what other compensation arrangements may affect their impartiality.

					Succession planning – how the board is addressing the need to choose the next CEO and other managers. The absence of a viable succession plan suggests the CEO is too powerful for the current board.

					Executive pay – how executive compensation is decided. Look for clear, performance-driven standards where the CEO is paid only if he or she deserves it. See if there are clear guidelines in place.

					Board elections – how frequently the board members are required to stand for reelection. The ideal is if the entire board has to seek reelection every year.

					Poison pills – which make it easier for the management to retain control by diluting the rights of shareholders.

			

			
			
			
			
			
					Harness the Internet to follow what is being proposed in Congress. Take the time to understand the pros and cons of all the issues under consideration so you can participate in meaningful discussions.

					Be aware of what the SEC is proposing and express your approval or disapproval of any proposals. Let the lawmakers know where you stand on any issues which relate to investments. A grass-roots groundswell of support for a proposal can have a profound influence on how lawmakers treat it.

					Keep current and up-to-date with which special interest groups are contributing funds to lawmakers. This information is available at www.opensecrets.org.

					Study what the special interest groups are currently lobbying for. The key groups to follow are:	The Securities Industry Association –www.sia.com.

	The American Institute of Certified Public Accountants – www.aicpa.org.

	The Investment Company Institute – www.ici.org.




					Support those organizations which are attempting to put forward the consumer perspective in Washington:	State securities regulators – www.nasaa.org.

	Consumer Federation of America – www.consumerfed.org.

	Pension fund TIAA-CREF – www.tiaa-cref.org.

	Fund Democracy – www.funddemocracy.com.

	Securities Administrators Assoc. – www.aarp.org.

	John Bogle – www.vanguard.com/bogle.

	Warren Buffett – www.berkshirehathaway.com.




					There are some elected representatives who are diligently and consistently pro-consumer. Do some research and find out who has a good track record in these matters and support them.

			

			
			
			
			
					Do participate in your company’s 401(k) plan – and sign up as early as you can, even if it’s your first job and you’re only in your twenties. The longer you participate, the more your savings will compound.

					Contribute the maximum amount you can – at least enough to get your company’s maximum matching contribution. The fact taxes will be deferred until retirement is a major benefit to your wealth building efforts. Take full advantage of this legal entitlement you have.

					Diversify, diversify, diversify – don’t invest in your company’s own stock alone. To maximize your returns and stay ahead of inflation, you need exposure to stocks. Put some of your funds into stocks and some into bonds so you’ll have a good balance between investments that will perform well when the market is bullish and those that will perform well in a bearish environment. (As a starting rule-of-thumb, subtract your age from 100. Put that amount as a percentage into stocks and the balance into bonds. Thus, a 35-year old would put 65-percent of their funds into stocks and 35-percent into bonds).

					As a rule-of-thumb, try to keep no more than 10-percent of your 401(k) assets in any one stock – even the company you work for. If your company’s matching contribution is in the form of stock, invest your own contributions in other types of investments.

					Resist borrowing from your account for any reason – since that will dilute the compounding effect which is a key generator of wealth over the last few years before you retire. In addition, the fees and penalties you will incur make the costs much higher than they seem at first glance.

					Never cash out your 401(k) plan when you change jobs – because the taxes and penalties are actually very high. Instead, roll the money currently in your 401(k) plan over into either an Individual Retirement Account or the 401(k) plan available at your new employer.

					If you are automatically enrolled in a 401(k) plan, don’t forget to adjust your contribution levels and investment options regularly – to reflect changes in your personal preferences, your personal savings capacities and your attitude towards risk.

					Also rebalance your investment mix periodically – to reflect your optimum mix of investments. But be careful here. You don’t want to over-manage your account. Have long-term investment objectives and stay focused on what you’re trying to achieve.

					Remember, there are no guarantees – so you should keep a watchful eye on your 401(k) accounts. You should receive periodic updates on this account, usually once a quarter. Look to see if everything is accurate and seems in order. Take note of any unusual transactions and seek clarification. Talk with your coworkers and check nothing strange is happening with their 401(k) plans. The balance of your account should fluctuate as the stock and bond markets move, but there should be no other discrepancies.

					Take advantage of other independent sources of information – and become a better informed investor. For example, try visiting these Web sites:	www.choosetosave.org

	www.asec.org

	www.selectaretirementplan.org

	www.wpower.com

	www.financialengines.com

	www.quicken.com




					Stay focused on your long-term goal – and keep reminding yourself saving for retirement is more akin to a marathon than a sprint. 401(k) accounts force you to think about your retirement and invest in your future financial well-being. That’s good. They also encourage you to start early, which is also good. Take full advantage of these factors.
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