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Preface

“Great firms aren’t great investments unless the price is right.” Those words of wisdom 
come from none other than Warren Buffett, who is, without question, one of the greatest 
investors ever. The words of Mr. Buffett sum up very nicely the essence of this book—
namely, to help students learn to make informed investment decisions, not only when buying 
stocks but also when investing in bonds, mutual funds, or any other type of investment.

The fact is, investing may sound simple, but it’s not. Investors in today’s turbulent 
financial markets confront many challenges when deciding how to invest their money. 
Nearly a decade after the 2008 meltdown in financial markets, investors are still more 
wary of risk than they were before the crisis. This book is designed to help students 
understand the risks inherent in investing and to give them the tools they need to 
answer the fundamental questions that help shape a sound investment strategy. For 
example, students want to know, what are the best investments for me? Should I buy 
individual securities, mutual funds, or exchange-traded funds? How do I make judg-
ments about risk? Do I need professional help with my investments, and can I afford it? 
Clearly, investors need answers to questions like these to make informed decisions.

The language, concepts, and strategies of investing are foreign to many. In order to 
become informed investors, students must first become conversant with the many 
aspects of investing. Building on that foundation, they can learn how to make informed 
decisions in the highly dynamic investment environment. This thirteenth edition of 
Fundamentals of Investing provides the information and guidance needed by individual 
investors to make such informed decisions and to achieve their investment goals.

This book meets the needs of professors and students in the first investments course 
offered at colleges and universities, junior and community colleges, professional certifi-
cation programs, and continuing education courses. Focusing on both individual secu-
rities and portfolios, Fundamentals of Investing explains how to develop, implement, 
and monitor investment goals after considering the risk and return of different types of 
investments. A conversational tone and liberal use of examples guide students through 
the material and demonstrate important points.

New for the Thirteenth Edition

Our many adopters are interested in how we have changed the content from the twelfth 
to the thirteenth edition. We hope that this information will also interest potential 
adopters because it indicates our mandate to stay current in the field of investments and 
to continue to craft a book that will truly meet the needs of students and professors.

Some of the major changes made in the thirteenth edition are the following:

• Updated all real-world data through 2015 (or 2014 if 2015 numbers were not yet 
available), including text, tables, and figures.

• Created new videos of worked-out solutions to in-text examples that students can 
see on MyFinanceLab and use as a guide for the end-of-chapter problems as well 
as related assignments made by their professors.

• Revised many end-of-chapter problems.
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• Expanded coverage of mutual funds, ETFs, and hedge funds in Chapter 1, and 
introduced new coverage on formulating a personal investment policy statement.

• Replaced the previous Markets in Crisis feature, which focused on various causes 
and consequences of the 2007 to 2008 financial crisis and recession, with a new 
Famous Failures in Finance boxed item. Famous Failures shares some lessons 
from the financial crisis, but it also highlights other “problem areas” in the 
investments world such as market crashes, ethical scandals, and failures of finan-
cial service providers to act in their clients’ best interests.

• Updated QR codes in the margins of each chapter. Students can scan these codes 
with their smart phones to gain access to videos and other web content that 
enhance the topical coverage of each chapter.

• Added a new feature called Watch Your Behavior. These boxes appear in the mar-
gins of most chapters and highlight investment lessons gleaned from the behav-
ioral finance literature.

• Updated numerous Investor Facts boxes from the twelfth edition and incorpo-
rated entirely new ones in most chapters.

• Expanded the use of real-world data in examples.

• Added new coverage of the free-cash-flow-to-equity stock valuation model in 
Chapter 8.

• Expanded and updated coverage of behavioral finance, particularly but not exclu-
sively in Chapter 9. Also added new content on the role of arbitrage in moving 
financial markets toward efficiency.

• Included new historical data on interest rates and bond returns in Chapter 10, high-
lighting the link between changes in interest rates and total returns earned on bonds.

• Revised or replaced every chapter opener, and in many chapters, included an end-
of-chapter problem that ties back to the chapter opener.

• Created a new feature called Excel@Investing, which provides students with online 
access to electronic copies of most tables in the text that involve calculations. 
Students can explore these Excel files to better understand the calculations embedded 
in the printed tables, and students make the textbook’s tables dynamic by using these 
spreadsheets to change key assumptions to see how doing so affects the key results.

Hallmarks of Fundamentals of Investing

Using information gathered from academicians and practicing investment profes-
sionals, plus feedback from adopters, the thirteenth edition reflects the realities of 
today’s investment environment. At the same time, the following characteristics pro-
vide a structured framework for successful teaching and learning.

Clear Focus on the Individual Investor

According to a Gallup poll, today about 55% of all U.S. households own stock either 
directly or indirectly through mutual funds or participation in 401(k)s. That percentage 
peaked at 65% in 2008 but if fell for six consecutive years in the aftermath of the finan-
cial crisis and has only recently started rising again. The focus of Fundamentals of 
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Investing has always been on the individual investor. This focus gives students the infor-
mation they need to develop, implement, and monitor a successful investment program. 
It also provides students with a solid foundation of basic concepts, tools, and tech-
niques. Subsequent courses can build on that foundation by presenting the advanced 
concepts, tools, and techniques used by institutional investors and money managers.

Comprehensive Yet Flexible Organization

The text provides a firm foundation for learning by first describing the overall invest-
ment environment, including the various investment markets, information, and trans-
actions. Next, it presents conceptual tools needed by investors—the concepts of return 
and risk and the basic approaches to portfolio management. It then examines the most 
popular types of investments—common stocks, bonds, and mutual funds. Following 
this series of chapters on investment vehicles is a chapter on how to construct and 
administer one’s own portfolio. The final section of the book focuses on derivative 
securities—options and futures—which require more expertise. Although the first two 
parts of the textbook are best covered at the start of the course, instructors can cover 
particular investment types in just about any sequence. The comprehensive yet flexible 
nature of the book enables instructors to customize it to their own course structure and 
teaching objectives.

We have organized each chapter according to a decision-making perspective, and we 
have been careful always to point out the pros and cons of the various investments and 
strategies we present. With this information, individual investors can select the investment 
actions that are most consistent with their objectives. In addition, we have presented the 
various investments and strategies in such a way that students learn the decision-making 
implications and consequences of each investment action they contemplate.

Timely Topics

Various issues and developments constantly reshape financial markets and investment 
vehicles. Virtually all topics in this book take into account changes in the investment 
environment. For example, in every chapter we’ve added a new feature called Famous 
Failures in Finance. This feature highlights various aspects of the recent and historic 
financial crisis, as well as other “failures” in financial markets such as bank runs and 
ethical lapses by corporate managers and rogue traders. Fundamentally, investing is 
about the tradeoff between risk and return, and the Famous Failures in Finance feature 
serves as a reminder to students that they should not focus exclusively on an invest-
ment’s returns.

In addition, the thirteenth edition provides students access to short video clips 
from professional investment advisors. In these clips, which are carefully integrated 
into the content of each chapter, students will hear professionals sharing the lessons 
that they have learned through years of experience working as advisors to individual 
investors.

Globalization

One issue that is reshaping the world of investing is the growing globalization of secu-
rities markets. As a result, Fundamentals of Investing continues to stress the global 
aspects of investing. We initially look at the growing importance of international mar-
kets, investing in foreign securities (directly or indirectly), international investment per-
formance, and the risks of international investing. In later chapters, we describe 
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popular international investment opportunities and strategies as part of the coverage of 
each specific type of investment vehicle. This integration of international topics helps 
students understand the importance of maintaining a global focus when planning, 
building, and managing an investment portfolio. Global topics are highlighted by a 
globe icon in the margin.

Comprehensive, Integrated Learning System

Another feature of the thirteenth edition is its comprehensive and integrated learning 
system, which makes clear to students what they need to learn in the chapter and helps 
them focus their study efforts as they progress through the chapter. For more detailed 
discussion of the learning system, see the feature walkthrough later in the preface 
(beginning on page xxi).

CFA Exam Questions

We are pleased to include CFA exam questions in the thirteenth edition, both in the 
written text and in MyFinanceLab. CFA exam questions appear in the text at the end 
of five of the book’s six parts. Due to the nature of the material in some of the early 
chapters, the CFA questions for Parts One and Two are combined and appear at the 
end of Part Two. These questions offer students an opportunity to test their investment 
knowledge against that required for the CFA Level-I exam.

In MyFinanceLab on the Course Home page, there are three Sample CFA Exams. 
Each of these exams is patterned after the CFA Level-I exam and comes with detailed 
guideline answers. The exams deal only with topics that are actually covered in the 
thirteenth edition of Fundamentals of Investing and are meant to replicate as closely as 
possible the types of questions that appear on the standard Level-I Exam. The Sample 
CFA Exams on MyFinanceLab come in three lengths: 30 questions, 40 questions, and 
50 questions. Each exam is unique and consists of a different set of questions, so stu-
dents can take any one or all of the exams without running into any duplicate ques-
tions. For the most part, these questions are adapted from past editions of the CFA 
Candidate Study Notes. Answers are included for immediate reinforcement.

MyFinanceLab
MyFinanceLab is a fully integrated online homework and tutorial system that offers 
flexible instructor tools like the easy-to-use homework manager for test, quiz, and 
homework assignments, automatic grading, and a powerful online Gradebook. 
Students can take preloaded Sample Tests for each chapter and their results generate an 
individualized Study Plan that helps focus and maximize their study time. Please visit 
http://www.myfinancelab.com for more information or to register.

http://www.myfinancelab.com


Users of Fundamentals of Investing have praised the effectiveness of the 

Smart/Gitman/Joehnk teaching and learning system, which has been hailed as 

one of its hallmarks. In the thirteenth edition we have retained and polished 

the system, which is driven by a set of carefully developed learning goals. 

Users have also praised the rich motivational framework that underpins  

each chapter. Key elements of the pedagogical and motivational features are 

illustrated and described below.

The Learning Goal system begins each chapter with 

six Learning Goals, labeled with numbered icons. These 

goals anchor the most important concepts and techniques 

to be learned. The Learning Goal icons are then tied to key 

points in the chapter’s structure, including:

• First-level headings

• Summary

• Discussion Questions

• Problems

• Cases

This tightly knit structure provides a clear road map for  

students—they know what they need to learn, where they 

can find it, and whether they’ve mastered it by the end of 

the chapter.

An opening story sets the stage for the content that follows 

by focusing on an investment situation involving a real 

company or real event, which is in turn linked to the 

chapter topics. Students see the relevance of the vignette 

to the world of investments.

THE LEARNING GOAL SYSTEM

The Smart,  
Gitman & Joehnk

PROVEN 

 TEACHING/LEARNING/MOTIVATIONAL 

SYSTEM

In many cases, an end-of-chapter problem draws students back to the chapter opener and asks them to use the data in 

the opener to make a calculation or draw a conclusion to demonstrate what they learned in the chapter.

1

L E A R N I N G  G O A L S

After studying this chapter, you should be able to:

Understand the meaning of the term investment and 

list the attributes that distinguish one investment from 

another.

Describe the investment process and types of 

investors.

Discuss the principal types of investments.

Describe the purpose and content of an investment 

policy statement, review fundamental tax considerations, 

and discuss investing over the life cycle.

Describe the most common types of short-term 

investments.

Describe some of the main careers available to 

people with financial expertise and the role that investments 

play in each.

1 The Investment Environment

ou have worked hard for your money. Now it is time 

to make your money work for you. Welcome to the 

world of investments. There are literally thousands of 

investments, from all around the world, from which to choose. 

How much should you invest, when should you invest, and 

which investments are right for you? The answers depend 

upon the knowledge and financial circumstances of each 

investor.

Financial news is plentiful, and finding financial 

information has become easier than ever. Today investors are 

bombarded with financial news. Cable TV networks such as 

CNBC, Bloomberg Television, and Fox Business Network 

specialize in business and financial news, and the print-based 

financial media has expanded beyond traditional powerhouses 

such as The Wall Street Journal and The Financial Times to 

include periodicals like Money Magazine and Smart Money, 

which focus on financial advice for individual investors. 

Clearly the Internet has played a major role in opening up the 

world of investing to millions of experienced and novice inves-

tors. The Internet makes enormous amounts of information 

readily available and enables investors to trade securities with 

the click of a mouse. Free and low-cost access to tools that 

were once restricted to professional investors helps create a 

more level playing field—yet at the same time, such easy 

access can increase the risks for inexperienced investors.

Regardless of whether you are an experienced investor 

or a newcomer to the field, the same investment fundamen-

tals apply. Perhaps the most fundamental principle in 

investing, and one that you would be wise to keep in mind 

whenever you invest, is this—there is a tradeoff between an 

investment’s risk and its return. Most people would like their 

investments to be as profitable as possible, but there is an 

almost unavoidable tendency for investments with the 

greatest profit potential to be associated with the highest 

degree of risk. You will see examples of the link between risk 

and return throughout this text.

This chapter provides a broad overview of the invest-

ments field. It introduces the various types of investments, the 

investment process, the role of investment plans, the 

importance of meeting liquidity needs, and careers in finance. 

Becoming familiar with investment alternatives and develop-

ing realistic investment plans should greatly increase your 

chance of achieving financial success.

Y
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MORE LEARNING TOOLS

Each chapter contains a handful of 

Investor Facts—brief sidebar items that 

give an interesting statistic or cite an 

unusual investment experience. These 

facts add a bit of seasoning to the con-

cepts under review and capture a real-

world flavor. The Investor Facts sidebars 

include material focused on topics such 

as art as an investment, the downgrade of 

the U.S. government’s credit rating, the 

use of financial statements to detect 

accounting fraud, and recent issues of 

unusual securities such as bonds with 

100-year maturities.

What Is Inflation?

In the margins of each chapter students 

will find QR codes. By scanning these 

codes with their smart phones, students 

will be taken to websites with useful 

information to enhance their under-

standing of the topics covered in the 

textbook. For example, many of these QR 

codes link students with free online video 

tutorials covering a range of topics.
Ed Slott  
CEO, Ed Slott and 
Company

“The greatest money making asset 
any individual can possess is time.”

AN ADVISOR’S PERSPECTIVE

MyFinanceLab

Short-Lived Growth So-called value 
stocks are stocks that have low 
price-to-book ratios, and growth 
stocks are stocks that have relatively 
high price-to-book ratios. Many 
studies demonstrate that value 
stocks outperform growth stocks, 
perhaps because investors 
overestimate the odds that a firm that 
has grown rapidly in the past will 
continue to do so.

WATCH YOUR BEHAVIOR

Fears of Deflation Worry Investors

For most of your lifetime, prices 
of most goods and services have 
been rising. There are important 
exceptions, such as the prices of 

consumer electronics and computers, but from one 
year to the next, the overall price level rose continu-
ously in the United States from 1955 through 2007. 
However, as the recession deepened in 2008, consumer 
prices in the United States began to decline, falling in 
each of the last five months that year. Countries in the 
European Union experienced a brief deflationary 
period around the same time. The news raised fears 
among some investors that the recession might turn 
into a depression like the one that had brought about 

a price decline of -27% from November 1929 to March 
1933. Although prices began to rise again, fears of 
deflation resurfaced again in late 2014 and early 2015. 
Prices in the United States were flat or down in the 
first three months of 2015, while countries in the 
European Union experienced falling prices for four 
consecutive months starting in December 2015.

Critical Thinking Question Suppose you own an 
investment that pays a fixed return in dollars year 
after year. How do you think inflation (rising prices) or 
deflation (falling prices) would influence the value of 
this type of investment?

FAMOUS 
FAILURES  

IN FINANCE

Yet, in spite 

A Steady Stream York Water 
Company raised its dividend for 
the 17th consecutive year in 
February 2015. That’s an impres-
sive run, but it’s not the most 
notable fact about York’s dividend 
stream. The company paid 
dividends without missing a single 
year since 1816, the year that 
Indiana was admitted as the 19th 
U.S. state! No other U.S. company 
can match York’s record of nearly 
two centuries of uninterrupted 
dividend payments.

INVESTOR FACTS 

xxii

An Advisor’s Perspective consists of 

short video clips of professional 

investment advisers discussing the 

investments topics covered in each 

chapter. Students can access the 

video clips on MyFinanceLab.

Also new to this edition, Watch 

Your Behavior boxes appear in the 

margins of most chapters and 

highlight investment lessons 

gleaned from the behavioral 

finance literature.

Famous Failures in Finance boxes—

short, boxed discussions of real-life 

scenarios in the investments world, 

many of which focus on ethics—

appear in selected chapters and on 

the book’s website. Many of these 

boxes contain a Critical Thinking 

Question for class discussion, with 

guideline answers given in the 

Instructor’s Manual.



WITHIN THE CHAPTER

Calculator Keystrokes At appropriate spots in the text 

the student will find sections on the use of financial 

calculators, with marginal calculator graphics that 

show the inputs and functions to be used.

3.1 Discuss the impact of the Internet on the individual investor and summarize the types 

of resources it provides.

3.2 Identify the four main types of online investment tools. How can they help you become 

a better investor?

3.3 What are the pros and cons of using the Internet to choose and manage your 

investments?

CONCEPTS  
IN REVIEW
Answers available at 

http://www.pearsonhighered 

.com/smart

Concepts in Review questions appear at the end of each section of the chapter. These review questions allow students 

to test their understanding of each section before moving on to the next section of the chapter. Answers for these  

questions are available in the Multimedia Library of MyFinanceLab, at the book’s website, and by review of the  

preceding text.

Equation 8.4   
Estimated dividends

per share in year t
=

Estimated EPS

for year t
*

Estimated

payout ratio

/E –1000 PV

FV

CPT

I

6.96

N

1400

5

Solution

Input Function

Key Equations are screened in yellow 

throughout the text to help readers 

identify the most important mathemat-

ical relationships. Select key equa-

tions also appear in the text’s rear 

endpapers.

xxiii
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STILL MORE LEARNING TOOLS

The end-of-chapter summary makes 

Fundamentals of Investing an efficient 

study tool by integrating chapter con-

tents with online learning resources 

available in MyFinanceLab. A thor-

ough summary of the key concepts—

What You Should Know—is directly 

linked with the text and online 

resources—Where to Practice.

Learning Goal icons precede each 

summary item, which begins with a 

boldfaced restatement of the learning 

goal.

Here is what you should know after reading this chapter. MyFinanceLab  
will help you identify what you know and where to go when you need to 
practice.

What You Should Know Key Terms Where to Practice

Explain the behavior of market interest rates and  
 identify the forces that cause interest rates to 

change. The behavior of interest rates is the most 
important force in the bond market. It determines not 
only the amount of current income an investor will 
receive but also the investor’s capital gains (or losses). 
Changes in market interest rates can have a dramatic 
impact on the total returns obtained from bonds over 
time.

yield spreads, p. 426 MyFinanceLab Study  
Plan 11.1

Describe the term structure of interest rates and 
note how investors can use yield curves. Many 

forces drive the behavior of interest rates over time, 
including inflation, the cost and availability of funds, 
and the level of interest rates in major foreign mar-
kets. One particularly important force is the term 
structure of interest rates, which relates yield to 
maturity to term to maturity. Yield curves essentially 
plot the term structure and are often used by inves-
tors as a way to get a handle on the future behavior 
of interest rates.

expectations hypothesis,  
p. 432

liquidity preference theory,  
p. 433

market segmentation 
theory, p. 433

term structure of interest 
rates, p. 429

yield curve, p. 429

MyFinanceLab Study  
Plan 11.2

Understand how investors value bonds in the 
marketplace. Bonds are valued (priced) in the 

marketplace on the basis of their required rates of 
return (or market yields). The process of pricing a 

accrued interest, p. 438
clean price, p. 439
dirty price, p. 439

MyFinanceLab Study  
Plan 11.3

Video Learning Aid for 

MyFinanceLab

xxiv

Discussion Questions, keyed to 

Learning Goals, guide students to inte-

grate, investigate, and analyze the key 

concepts presented in the chapter. 

Many questions require that students 

apply the tools and techniques of the 

chapter to investment information they 

have obtained and then make a rec-

ommendation with regard to a specific 

investment strategy or vehicle. These 

project-type questions are far broader 

than the Concepts in Review questions 

within the chapter. Answers to odd-

numbered questions are available to 

students in MyFinanceLab and on the 

book’s website.

Expanded and Revised Problem Sets 

offer additional review and homework 

opportunities and are keyed to 

Learning Goals. Answers to odd- 

numbered Problems are available to 

students in MyFinanceLab and on the 

book’s website, while all answers/

solutions are available for instructors 

in the Instructor’s Manual.

Discussion Questions

   Q11.1 Briefly describe each of the following theories of the term structure of interest rates.
a. Expectations hypothesis
b. Liquidity preference theory
c. Market segmentation theory

    According to these theories, what conditions would result in a downward-sloping yield 
curve? What conditions would result in an upward-sloping yield curve? Which theory do 
you think is most valid, and why?

   Q11.2 Using the Wall Street Journal, Barron’s, or an online source, find the bond yields for 
Treasury securities with the following maturities: 3 months, 6 months, 1 year, 3 years,  
5 years, 10 years, 15 years, and 20 years. Construct a yield curve based on these reported 
yields, putting term to maturity on the horizontal (x) axis and yield to maturity on the 
vertical (y) axis. Briefly discuss the general shape of your yield curve. What conclusions 
might you draw about future interest rate movements from this yield curve?

   Q11.3 Briefly explain what will happen to a bond’s duration measure if each of the following 
events occur.
a. The yield to maturity on the bond falls from 8.5% to 8%.
b. The bond gets 1 year closer to its maturity.

Problems All problems are available on http://www.myfinancelab.com

   P11.1 You are considering the purchase of a $1,000 par value bond with an 6.5% coupon rate 
(with interest paid semiannually) that matures in 12 years. If the bond is priced to provide 
a required return of 8%, what is the bond’s current price?

   P11.2 Two bonds have par values of $1,000. One is a 5%, 15-year bond priced to yield 8%. The 
other is a 7.5%, 20-year bond priced to yield 6%. Which of these has the lower price? 
(Assume annual compounding in both cases.)

   P11.3 Using semiannual compounding, find the prices of the following bonds.
 a. A 10.5%, 15-year bond priced to yield 8%
 b. A 7%, 10-year bond priced to yield 8%
 c. A 12%, 20-year bond priced at 10%

    Repeat the problem using annual compounding. Then comment on the differences you found in 
the prices of the bonds.

   P11.4 You have the opportunity to purchase a 25-year, $1,000 par value bond that has an 
annual coupon rate of 9%. If you require a YTM of 7.6%, how much is the bond worth 
to you?

   P11.5 A $1,000 par value bond has a current price of $800 and a maturity value of $1,000 and 
matures in five years. If interest is paid semiannually and the bond is priced to yield 8%, 
what is the bond’s annual coupon rate?

   P11.6 A 20-year bond has a coupon of 10% and is priced to yield 8%. Calculate the price per 
$1,000 par value using semiannual compounding. If an investor purchases this bond two 
months before a scheduled coupon payment, how much accrued interest must be paid to 
the seller?

http://www.myfinancelab.com


Two Case Problems, keyed to the 

Learning Goals, encourage students 

to use higher-level critical thinking 

skills: to apply techniques presented 

in the chapter, to evaluate alterna-

tives, and to recommend how an 

investor might solve a specific 

problem. Again, Learning Goals show 

the student the chapter topics on 

which the case problems focus.

Excel@Investing problems, appearing at 

the end of all chapters, challenge stu-

dents to solve financial problems and 

make decisions through the creation of 

spreadsheets. In addition, in this edition 

we provide electronic versions of many 

in-text tables so students can see how 

the calculations in the tables work, and 

they can alter the baseline assumption 

in the printed tables to see how 

changing assumptions affects the main 

results of each table. In Chapter 1 stu-

dents are directed to the website http://

www.myfinancelab.com, where they 

can complete a spreadsheet tutorial, if 

needed. In addition, this tutorial and 

selected tables within the text carrying a 

spreadsheet icon are available in 

spreadsheet form on the text’s website.

AT CHAPTER END

CFA Exam Questions from the 2010 Level One 

Curriculum and the CFA Candidate Study 

Notes, Level 1, Volume 4 are now at the end 

of each part of the book, starting at Part 

Two. These questions are also assignable in 

MyFinanceLab.

Excel@Investing

The cash flow component of bond investments is made up of the annual interest payments and 
the future redemption value or its par value. Just like other time-value-of-money considerations, 
the bond cash flows are discounted back in order to determine their present value.

In comparing bonds to stocks, many investors look at the respective returns. The total 
returns in the bond market are made up of both current income and capital gains. Bond invest-
ment analysis should include the determination of the current yield as well as a specific holding 
period return.

On January 13, 2016, you gather the following information on three corporate bonds issued 
by the General Pineapple Corporation (GPC). Remember that corporate bonds are quoted as a 
percentage of their par value. Assume the par value of each bond to be $1,000. These debentures 
are quoted in eighths of a point. Create a spreadsheet that will model and answer the following 
bond investment problems.

Bonds Current Yield Volume Close

GPC 5.3 13 ? 25 1057/8

GPC 6.65s 20 ? 45 103

GPC 7.4 22 ? 37 1046/8

Excel@Investing

Case Problem 4.2 The Risk-Return Tradeoff: Molly O’Rourke’s Stock Purchase Decision

Over the past 10 years, Molly O’Rourke has slowly built a diversified portfolio of common 
stock. Currently her portfolio includes 20 different common stock issues and has a total market 
value of $82,500.

Molly is at present considering the addition of 50 shares of either of two common stock 
issues—X or Y. To assess the return and risk of each of these issues, she has gathered dividend 
income and share price data for both over the last 10 years (2007–2016). Molly’s investigation 
of the outlook for these issues suggests that each will, on average, tend to behave in the future 
just as it has in the past. She therefore believes that the expected return can be estimated by 
finding the average HPR over the past 10 years for each of the stocks. The historical dividend 
income and stock price data collected by Molly are given in the accompanying table.

376 PART THREE I  INVESTING IN COMMON STOCKS

CFA Exam Quest ions

Investing in Common Stocks

Following is a sample of 11 Level-I CFA exam questions that deal with many topics 
covered in Chapters 6, 7, 8, and 9 of this text, including the use of financial ratios, 
various stock valuation models, and efficient market concepts. (Note: When answering 
some of the questions, remember: “Forward P/E” is the same as a P/E based on esti-
mated earnings one year out.) When answering the questions, give yourself 1½ minutes 
for each question; the objective is to correctly answer 8 of the 11 questions in a period 
of 16½ minutes.

1. Holding constant all other variables and excluding any interactions among the 
determinants of value, which of the following would most likely increase a firm’s 
price-to-earnings multiple?
a. The risk premium increases.
b. The retention rate increases.
c. The beta of the stock increases.

2. A rationale for the use of the price-to-sales (P/S) approach is:
a. Sales are more volatile than earnings.
b. P/S ratios assess cost structures accurately.
c. Revenues are less subject to accounting manipulation than earnings.

3. A cyclical company tends to
a. have earnings that track the overall economy.
b. have a high price-to-earnings ratio.
c. have less volatile earnings than the overall market.

4. Consider a company that earned $4.00 per share last year and paid a dividend of 
$1.00. The firm has maintained a consistent payout ratio over the years and ana-
lysts expect this to continue. The firm is expected to earn $4.40 per share next 
year, and the stock is expected to sell for $30.00. The required rate of return is 
12%. What is the best estimate of the stock’s current value?
a. $44.00
b. $22.67
c. $27.77

5. A stock’s current dividend is $1 and its expected dividend is $1.10 next year. If the 
investor’s required rate of return is 15% and the stock is currently trading at 
$20.00, what is the implied expected price in one year?
a. $21.90
b. $22.00
c. $23.00

6. A firm has total revenues of $187,500, net income of $15,000, total current liabil-
ities of $50,000, total common equity of $75,000, and total assets of $150,000. 
What is the firm’s ROE?
a. 15%
b. 20%
c. 24%

376
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 MyFinanceLab is a fully integrated homework and tutorial system which solves one of the biggest teaching 

problems in finance courses—students learn better with lots of practice, but grading complex multipart problems 

is time-consuming for the instructor. In MyFinanceLab, students can work the end-of-chapter problems with algo-

rithmically generated values for unlimited practice and instructors can create assignments that are automatically 

graded and recorded in an online Gradebook.

MyFinanceLab also contains brief videos of author Scott Smart walking students through step-by-step solutions of 

select problems.

MyFinanceLab: hands-on practice, hands-off grading.

xxvi
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Supplemental Materials

We recognize the key role of a complete and creative package of materials to supple-
ment a basic textbook. We believe that the following materials, offered with the thir-
teenth edition, will enrich the investments course for both students and instructors.

Fundamentals of Investing Companion Website

The book’s Companion Website offers students and professors an up-to-date source of 
supplemental materials. This resource is located at http://www.pearsonhighered.com 
/smart. Visitors will find answers to Concepts in Review questions and answers to odd-
numbered Discussion Questions and Problems and spreadsheets of selected tables 
within the text carrying the Excel@Investing icon.

Instructor’s Manual

Revised by Robert J. Hartwig of Worcester State College, the Instructor’s Manual con-
tains chapter outlines; lists of key concepts discussed in each chapter; detailed chapter 
overviews; answers/suggested answers to all Concepts in Review and Discussion 
Questions, Problems, and Critical Thinking Questions to Famous Failures in Finance 
boxes; solutions to the Case Problems; and ideas for outside projects.

Test Bank

Revised for the thirteenth edition, also by Robert J. Hartwig of Worcester State College, 
the Test Bank includes a substantial number of questions. Each chapter features true-
false and multiple-choice questions, as well as several problems and short-essay 
 questions. The Test Bank is also available in Test Generator Software (TestGen with 
QuizMaster). Fully networkable, this software is available for Windows and Macintosh. 
TestGen’s graphical interface enables instructors to easily view, edit, and add questions; 
export questions to create tests; and print tests in a variety of fonts and forms. Search 
and sort features let the instructor quickly locate questions and arrange them in a pre-
ferred order. QuizMaster, working with your school’s computer network, automati-
cally grades the exams, saves results, and allows the instructor to view or print a variety 
of reports.

PowerPoint Lecture Slides

To facilitate classroom presentations, PowerPoint slides of all text images and class-
room lecture notes are available for Windows and Macintosh. The slides were revised 
by textbook author Scott Smart.
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L E A R N I N G  G O A L S

After studying this chapter, you should be able to:

Understand the meaning of the term investment and 
list the attributes that distinguish one investment from 
another.

Describe the investment process and types of 
investors.

Discuss the principal types of investments.

Describe the purpose and content of an investment 
policy statement, review fundamental tax considerations, 
and discuss investing over the life cycle.

Describe the most common types of short-term 
investments.

Describe some of the main careers available to 
people with financial expertise and the role that investments 
play in each.

1 The Investment Environment

ou have worked hard for your money. Now it is time 
to make your money work for you. Welcome to the 
world of investments. There are literally thousands of 

investments, from all around the world, from which to choose. 
How much should you invest, when should you invest, and 
which investments are right for you? The answers depend 
upon the knowledge and financial circumstances of each 
investor.

Financial news is plentiful, and finding financial 
information has become easier than ever. Today investors are 
bombarded with financial news. Cable TV networks such as 
CNBC, Bloomberg Television, and Fox Business Network 
specialize in business and financial news, and the print-based 
financial media has expanded beyond traditional powerhouses 
such as The Wall Street Journal and The Financial Times to 
include periodicals like Money Magazine and Smart Money, 
which focus on financial advice for individual investors. 
Clearly the Internet has played a major role in opening up the 
world of investing to millions of experienced and novice inves-
tors. The Internet makes enormous amounts of information 
readily available and enables investors to trade securities with 
the click of a mouse. Free and low-cost access to tools that 
were once restricted to professional investors helps create a 
more level playing field—yet at the same time, such easy 
access can increase the risks for inexperienced investors.

Regardless of whether you are an experienced investor 
or a newcomer to the field, the same investment fundamen-
tals apply. Perhaps the most fundamental principle in 
investing, and one that you would be wise to keep in mind 
whenever you invest, is this—there is a tradeoff between an 
investment’s risk and its return. Most people would like their 
investments to be as profitable as possible, but there is an 
almost unavoidable tendency for investments with the 
greatest profit potential to be associated with the highest 
degree of risk. You will see examples of the link between risk 
and return throughout this text.

This chapter provides a broad overview of the invest-
ments field. It introduces the various types of investments, the 
investment process, the role of investment plans, the 
importance of meeting liquidity needs, and careers in finance. 
Becoming familiar with investment alternatives and develop-
ing realistic investment plans should greatly increase your 
chance of achieving financial success.

Y
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Investments and the Investment Process

You are probably already an investor. If you have money in a savings account, you 
already have at least one investment to your name. An investment is simply any asset into 
which funds can be placed with the expectation that it will generate positive income and/
or increase its value, and a collection of different investments is called a portfolio.

The rewards, or returns, from investing come in two basic forms: income and 
increased value. Money invested in a savings account provides income in the form of 
periodic interest payments. A share of common stock may also provide income (in the 
form of dividends), but investors often buy stock because they expect its price to rise. 
That is, common stock offers both income and the chance of an increased value. In the 
United States since 1900, the average annual return on a savings account has been a 
little more than 3%. The average annual return on common stock has been about 
9.6%. Of course, during major market downturns (such as the one that occurred in 
2008), the returns on nearly all investments fall well below these long-term historical 
averages.

Is cash placed in a simple (no-interest) checking account an investment? No, 
because it fails both tests of the definition: It does not provide added income and its 
value does not increase. In fact, over time inflation erodes the purchasing power of 
money left in a non-interest-bearing checking account.

We begin our study of investments by looking at types of investments and at the 
structure of the investment process.

Attributes of Investments
When you invest, the organization in which you invest—whether it is a company or a 
government entity—offers you the prospect of a future benefit in exchange for the use 
of your funds. You are giving up the use of your money, or the opportunity to use that 
money to consume goods and services today, in exchange for the prospect of having 
more money, and thus the ability to consume goods and services, in the future. 
Organizations compete for the use of your funds, and just as retailers compete for cus-
tomers’ dollars by offering a wide variety of products with different characteristics, 
organizations attempting to raise funds from investors offer a wide variety of invest-
ments with different attributes. As a result, investments of every type are available, 
from virtually zero-risk savings accounts at banks, which in recent years offered returns 
hovering barely above 0%, to shares of common stock in high-risk companies that 
might triple in value in a short time. The investments you choose will depend on your 
resources, your goals, and your willingness to take risk. We can describe a number of 
attributes that distinguish one type of investment from another.

Securities or Property Securities are investments issued by firms, govern-
ments, or other organizations that represent a financial claim on the resources 
of the issuer. The most common types of securities are stocks and bonds, but 
more exotic types such as stock options are available as well. One benefit of 
investing in securities is that they often have a high degree of liquidity, 
meaning that you can sell securities and convert them into cash quickly 
without incurring substantial transaction costs and without having an 
adverse impact on the security’s price. Stocks issued by large companies, for 
example, tend to be highly liquid, and investors trade billions of shares of 
stock each day in the markets all over the world. The focus of this text is 
primarily on the most basic types of securities.

NOTE The Learning Goals 
shown at the beginning of the 
chapter are keyed to text 
discussions using these 
icons.

NOTE Investor Facts offer 
interesting or entertaining 
tidbits of information.

Art as an Asset Securities don’t 
necessarily perform better than 
property. Over the decade ending 
in 2011, fine art produced an 
average annual return of 4.6%, 
compared to about 3.0% for stocks 
in the S&P 500.

Sources: (1) http://www.artasanasset 
.com; (2) “Paint by Numbers,” Time, 
January 30, 2012.

INVESTOR FACTS

http://www.artasanasset.com
http://www.artasanasset.com
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Property, on the other hand, consists of investments in real property or tangible 
personal property. Real property refers to land, buildings, and that which is perma-
nently affixed to the land. Tangible personal property includes items such as gold, art-
work, antiques, and other collectibles. In most cases, property is not as easy to buy or 

sell as are securities, so we would say that property tends to be a relatively 
illiquid type of investment. Investors who want to sell a building or a painting 
may have to hire (and compensate) a real estate agent or an art dealer to locate 
a buyer, and it may take weeks or months to sell the property.

Direct or Indirect A direct investment is one in which an investor directly 
acquires a claim on a security or property. If you buy shares of common stock 
in a company such as Apple Inc., then you have made a direct investment, and 
you are a part owner of that firm. An indirect investment is an investment in a 
collection of securities or properties managed by a professional investor. For 
example, when you send your money to a mutual fund company such as 
Vanguard or Fidelity, you are making an indirect investment in the assets held 
by these mutual funds.

Direct ownership of common stock has been on the decline in the United 
States for many years. For example, in 1945 households owned (directly) more 
than 90% of the common stocks listed in the United States. Over time that 
percentage dropped to its 2013 level of about 14% (by comparison, 36% of 
U.S. households own a dog). The same trend has occurred in most of the 
world’s larger economies. In the United Kingdom, for example, households’ 
direct ownership of shares fell from roughly 66% to 14% in the last half cen-
tury. Today, households directly hold less than one-quarter of outstanding 
shares in most of the world’s major stock markets, as Figure 1.1 shows.

Just as direct stock ownership by households has been falling, indirect 
ownership has been rising. One way to examine this trend is to look at the 

Smart people own stocks The 
stock market participation rate 
refers to the percentage of 
households who invest in stocks 
directly or indirectly. A study of 
investors from Finland found a 
remarkable connection between 
IQ and stock market participation— 
people with higher IQ scores  
were much more likely to invest  
in stocks than were people with 
lower IQ scores. More remarkable 
still, the IQ measure used in this 
study was the score on a test 
given to Finnish males when they 
were 19 or 20 years old as part of 
their induction to military service. 
IQ scores measured at that early 
age were a very strong predictor 
of whether these men would 
invest in stocks much later  
in life.

(Source: “IQ and Stock Market 
Participation,” Journal of Finance, 
2011, Vol. 66, Issue 6, pp. 2121–2164.)

INVESTOR FACTS

FIGURE 1.1

Direct Stock Ownership 
by Households

The figure shows the 
percentage of common 
stocks in each country 
that is owned directly 
by households. In most 
countries, households’ 
direct ownership 
accounts for less than 
one-quarter of listed 
common stocks in the 
country. 

(Source: Data from 
“Government Policy and 
Ownership of Equity 
Securities, Journal of 
Financial Economics, 
2014, Vol. 111, Issue 1,  
pp. 70–85.)
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direct ownership held by institutions that manage money on behalf of households. In 
1945 institutional investors such as pension funds, hedge funds, and mutual funds 
combined held just less than 2% of the outstanding stock in the United States, but 
today their direct ownership is approaching 70%.

Tax policy helps to explain the decline in direct stock ownership by individuals and 
the related rise in direct ownership by institutions such as mutual funds and pension 

funds. Starting in 1978, section 401(k) of the Internal Revenue Code allowed 
employees to avoid paying tax on earnings that they elect to receive as deferred 
compensation, such as in a retirement savings plan. Since then, most large 
companies have adopted so-called 401(k) plans, which allow employees to 
avoid paying current taxes on the income that they contribute to a 401(k) 
plan. Employees are taxed on this income when they withdraw it during their 
retirement years. Typically, mutual fund companies such as T. Rowe Price and 
Franklin Templeton manage these 401(k) plans, so stocks held in these plans 
represent indirect ownership for the workers and direct ownership for the 
mutual fund companies.

An important element of this trend is that individuals who trade stocks 
often deal with professional investors who sell the shares those individuals 
want to buy or buy what individuals want to sell. For instance, in 2015 Fidelity 
had almost $2 trillion in assets in its various mutual funds, trusts, and other 
accounts, and the company employed approximately 41,000 people, many of 
whom had advanced investments training and access to a tremendous amount 
of information about the companies in which they invest. Given the prepon-

derance of institutional investors in the market today, individuals are wise to consider 
the advantages possessed by the people with whom they are trading.

Debt, Equity, or Derivative Securities Most investments fall into one of two broad 
categories—debt or equity. Debt is simply a loan that obligates the borrower to make 
periodic interest payments and to repay the full amount of the loan by some future 
date. When companies or governments need to borrow money, they issue securities 
called bonds. When you buy a bond, in effect you lend money to the issuer. The issuer 
agrees to pay you interest for a specified time, at the end of which the issuer will repay 
the original loan.

Equity represents ongoing ownership in a business or property. An equity invest-
ment may be held as a security or by title to a specific property. The most common type 
of equity security is common stock.

Derivative securities are neither debt nor equity. Instead, they derive their value 
from an underlying security or asset. Stock options are an example. A stock option is 
an investment that grants the right to purchase (or sell) a share of stock in a company 
at a fixed price for a limited period of time. The value of this option depends on the 
market price of the underlying stock.

Low- or High-Risk Investments Investments also differ on the basis of risk. Risk 
reflects the uncertainty surrounding the return that a particular investment will gen-
erate. To oversimplify things slightly, the more uncertain the return associated with an 
investment, the greater is its risk. One of the most important strategies that investors 
use to manage risk is diversification, which simply means holding different types of 
assets in an investment portfolio.

As you invest over your lifetime, you will be confronted with a continuum of 
investments that range from low risk to high risk. For example, stocks are generally 
considered riskier than bonds because stock returns vary over a much wider range and 

Surprisingly Low Stock Ownership 
An important determinant in 
investment success is being willing 
to take some risk. One measure of 
risk-taking is stock ownership. 
Numerous studies have documented 
that only about 50% of U.S. 
households have direct or indirect 
investments in stocks. Given that 
stocks have historically earned a 
higher return than safer invest-
ments, such as bonds, households 
that avoid stocks altogether may not 
accumulate as much wealth over 
time as they could if they were 
willing to take more risk.

WATCH YOUR BEHAVIOR

NOTE Quick Response 
codes can be scanned with a 
smartphone to access 
additional information online 
related to the chapter’s topic.

Bonds vs. Stocks

NOTE Watch Your 
Behavior boxes provide 
insights about common 
mistakes that investors 
make gleaned from 
research in the field of 
behavioral finance.
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are harder to predict than are bond returns. However, it is not difficult to find high-risk 
bonds that are riskier than the stock of a financially sound firm.

In general, investors face a tradeoff between risk and return—to obtain higher 
returns, investors usually have to accept greater risks. Low-risk investments provide a 
relatively predictable, but also relatively low, return. High-risk investments provide 
much higher returns on average, but they also have the potential for much larger losses.

Short- or Long-Term Investments The life of an investment may be either short or 
long. Short-term investments typically mature within one year. Long-term investments 
are those with longer maturities or, like common stock, with no maturity at all.

Domestic or Foreign As recently as 25 years ago, U.S. citizens invested almost exclu-
sively in purely domestic investments: the debt, equity, and derivative securities of U.S.–
based companies and governments. The same could be said of investors in many other 
countries. In the past, most people invested the vast majority of their money in securities 
issued by entities located in their home countries. Today investors routinely also look for 
foreign investments (both direct and indirect) that might offer more attractive returns 
than purely domestic investments. Even when the returns offered by foreign investments 
are not higher than those found in domestic securities, investors may still choose to make 
foreign investments because they help them build more diversified portfolios, which in 
turn helps limit exposure to risk. Information on foreign companies is now readily avail-
able, and it is now relatively easy to make foreign  investments.

The Structure of the Investment Process
The investment process brings together suppliers who have extra funds and demanders who 
need funds. Households, governments, and businesses are the key participants in the invest-
ment process, and each of these participants may act as a supplier or a demander of funds at 
a particular time. However, there are some general tendencies. Households who spend less 
than their income have savings, and they want to invest those surplus funds to earn a return. 
Households, then, are generally net suppliers of funds in the investment process. 
Governments, on the other hand, often spend more than they take in through tax revenue, 
so they issue bonds and other debt securities to raise additional funds. Governments are 
typically net demanders of funds. Businesses are also net demanders of funds most of the 
time. They issue debt or equity securities to finance new investments and other activities.

Suppliers and demanders of funds usually come together by means of a financial 
institution or a financial market. Financial institutions are organizations, such as banks 
and insurance companies, that pool the resources of households and other savers and 
use those funds to make loans and to invest in securities such as short-term bonds 
issued by the U.S. government. Financial markets are markets in which suppliers and 
demanders of funds trade financial assets, typically with the assistance of intermedi-
aries such as securities brokers and dealers. All types of investments, including stocks, 
bonds, commodities, and foreign currencies, trade in financial markets.

The dominant financial market in the United States is the securities market. It 
includes stock markets, bond markets, and options markets. Similar markets exist in 
most major economies throughout the world. The prices of securities traded in these 
markets are determined by the interactions of buyers and sellers, just as other prices are 
established in other kinds of markets. For example, if the number of Facebook shares 
that investors want to buy is greater than the number that investors want to sell, the 
price of Facebook stock will rise. As new information about the company becomes 
available, changes in supply (investors who want to sell) and demand (investors who 

NOTE Discussions of 
international investing are 
highlighted by this icon. 

How Much Debt Has 

the U.S. Government 

Issued?
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want to buy) may result in a new market price. Financial markets streamline the process 
of bringing together buyers and sellers so that investors can transact with each other 
quickly and without incurring exorbitant transaction costs. Financial markets provide 
another valuable function by establishing market prices for securities that are easy for 
market participants to monitor. For example, a firm that launches a new product may 
get an early indication of how that product will be received in the market by seeing 
whether investors drive the firm’s stock price up or down when they learn about the 
new product.

Figure 1.2 is a diagram of the investment process. Note that the suppliers of funds 
may transfer their resources to the demanders through financial institutions, through 
financial markets, or in direct transactions. As the broken lines show, financial institu-
tions can participate in financial markets as either suppliers or demanders of funds. For 
the economy to grow and prosper, funds must flow to those with attractive investment 
opportunities. If individuals began suddenly hoarding their excess funds rather than 
putting them to work in financial institutions and markets, then organizations in need of 
funds would have difficulty obtaining them. As a result, government spending, business 
expansion, and consumer purchases would decline, and economic activity would slow.

When households have surplus funds to invest, they must decide whether to make 
the investment decisions themselves or to delegate some or all of that responsibility to 
professionals. This leads to an important distinction between two types of investors in 
the financial markets. Individual investors manage their own funds to achieve their 
financial goals. Individual investors usually concentrate on earning a return on idle 
funds, building a source of retirement income, and providing security for their families.

Individuals who lack the time or expertise to make investment decisions often 
employ institutional investors—investment professionals who earn their living by man-
aging other people’s money. These professionals trade large volumes of securities for 
individuals, as well as for businesses and governments. Institutional investors include 
banks, life insurance companies, mutual funds, pension funds, and hedge funds. For 
example, a life insurance company invests the premiums it receives from policyholders 
to earn returns that will cover death benefits paid to beneficiaries.

Banks

Savings and Loans

Savings Banks

Credit Unions

Insurance Companies

Pension Funds

Financial Institutions

Money (short term)

Capital (long term)

Financial Markets

Direct transactions Demanders

of

Funds

Suppliers

of

Funds

FIGURE 1.2

The Investment Process

Financial institutions 
participate in the 
financial markets as  
well as transfer funds 
between suppliers and 
demanders. Although 
the arrows go only  
from suppliers to 
demanders, for some 
transactions (e.g., the 
sale of a bond or a 
college loan), the 
principal amount 
borrowed by the 
demander from the 
supplier (the lender) is 
eventually returned.
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Both individual and institutional investors apply similar fundamental principles 
when deciding how to invest money. However, institutional investors generally control 
larger sums of money and have more sophisticated analytical skills than do most indi-
vidual investors. The information presented in this text is aimed primarily at you—the 
individual investor. Mastering this material represents only the first step that you need 
to take to develop the expertise to become an institutional investor.

1.1 Define the term investment, and explain why individuals invest.

1.2 Differentiate among the following types of investments, and cite an example of each: 

(a) securities and property investments; (b) direct and indirect investments; (c) debt, 

equity, and derivative securities; and (d) short-term and long-term investments.

1.3 What is the relation between an investment’s risk and its return?

1.4 Define the term risk, and explain how risk is used to differentiate among investments.

1.5 What are foreign investments, and what role do they play for the individual investor?

1.6 Describe the structure of the overall investment process. Explain the role played by 

financial institutions and financial markets.

1.7 Classify the roles of (a) government, (b) business, and (c) individuals as net suppliers or 

net demanders of funds.

1.8 Differentiate between individual investors and institutional investors.

CONCEPTS  
IN REVIEW
Answers available at  

http://www.pearsonhighered 

.com/smart

NOTE The Concepts in 
Review questions at the end 
of each text section 
encourage you, before you 
move on, to test your 
understanding of the material 
you’ve just read.

Types of Investments

A wide variety of investments is available to individual investors. As you have seen, 
investments differ in terms of risk, maturity, and many other characteristics. We devote 
the bulk of this text to describing the characteristics of different investments and the 
strategies that you may use when you buy and sell these investments. Table 1.1 sum-
marizes some basic information about the major types of investments that we will 
study.

Short-Term Investments
Short-term investments have a life of one year or less and usually (but not always) 
carry little or no risk. People buy these investments as a temporary “warehouse” for 
idle funds before transferring the money into a long-term investment. Short-term 
investments are also popular among conservative investors who may be reluctant to 
lock up their funds in riskier, long-term assets such as stocks or bonds.

Short-term investments also provide liquidity because they can be converted into 
cash quickly and with little or no loss in value. Liquidity is important to investors 
because it is impossible to know when an emergency or other unplanned event will 
make it necessary to obtain cash by selling an investment. At such a time, the speed at 
which the investment can be sold is particularly important. Of course, almost any 
investment can be sold quickly if the owner is willing to lower the price enough, but 
having to sell an investment at a bargain price only compounds the problem that led to 
the need to sell in the first place. Liquid investments give investors peace of mind that 

http://www.pearsonhighered.com/smart
http://www.pearsonhighered.com/smart
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they will be able to get their hands on cash quickly if they need it, without having to sell 
their investments at fire-sale prices.

Common Stock
Common stock is an equity investment that represents ownership in a corporation. 
Each share of common stock represents a fractional ownership interest in the firm. For 
example, if you buy 1 share of common stock in a corporation that has 10,000 shares 
outstanding, you would be a 1/10,000th owner in the firm. Today, roughly half of all 
U.S. households own some common stock, either directly or indirectly.

The return on investment in common stock comes from two sources: dividends and 
capital gains. Dividends are payments the corporation makes to its shareholders. 
Companies are not required to pay dividends to their shareholders, and most firms that 
are small or are growing very rapidly do not pay dividends. As firms grow and accumulate 
cash, they often start paying dividends, just as Dollar General did in 2015. Companies 
that pay dividends usually pay them quarterly. Capital gains occur when the stock price 
rises above an investor’s initial purchase price. Capital gains may be realized or unrealized. 
If you sell a stock for more than you paid for it, you have realized a capital gain. If you 
continue to hold the stock rather than sell it, you have an unrealized capital gain.

TABLE 1.1 MAJOR TYPES OF INVESTMENTS

Type Description Examples

Where Covered in 

This Book

Short-term 

investments

Savings instruments with lives of 

1 year or less. Used to warehouse 

idle funds and to provide liquidity.

Deposit accounts, U.S. Treasury bills 

(T-bills), Certificates of deposit (CDs), 

Commercial paper, Money market  

mutual funds

Ch. 1

Common 

stock

Equity investments that represent 

ownership in a corporation.

Chs. 6–9

Fixed-income 

securities

Investments that make fixed cash 

payments at regular intervals.

Bonds, Convertible securities

Preferred stock

Chs. 10, 11

Web Ch. 16

Mutual funds Companies that pool money from 

many investors and invest funds in 

a diversified portfolio of securities.

Large-cap funds, Growth funds Ch. 1

Exchange-

traded funds

Investment funds, typically index 

funds, that are exchange listed 

and, therefore, exchange traded.

Stock index funds, Bond index funds Ch. 12

Hedge funds Alternative investments, usually in 

pools of underlying securities, 

available only to sophisticated 

investors, such as institutions and 

individuals with significant assets.

Long and short equities, Funds of funds Ch. 12

Derivative 

securities

Securities that are neither debt nor 

equity but are structured to exhibit 

the characteristics of the under-

lying assets from which they 

derive their value.

Options

Futures

Ch. 14

Ch. 15

Other popular 

investments

Various other investments that are 

widely used by investors.

Tax-advantaged investments

Real estate

Tangibles

Web Ch. 17 

Web Ch. 18

Web Ch. 18

¯̊
˘̊

˙



 CHAPTER 1 I  THE INVESTMENT ENVIRONMENT 9

Suppose you purchased a single share of Whirlpool Corporation common stock 

for $155 on January 2, 2014, the first day that the stock market was open for 

trading that year. During 2014 you received $2.87 in cash dividends. At the end 

of the year, you sold the stock for $195. You earned $2.87 in dividends and you 

realized a $40 capital gain ($195 sale price − $155 purchase price) for a total 

dollar return of $42.87. On a percentage basis, the return on Whirlpool shares in 

2014 is calculated as $42.87 , $155 = 0.277 or 27.7%. If you continued to hold 

the stock rather than sell it, at the end of the year you would have earned the 

same return but your capital gain would have been unrealized.

As mentioned earlier, since 1900 the average annual rate of return on common 
stocks has been about 9.6%, so 2014 was a good year for Whirlpool. As a producer of 
durable consumer products such as refrigerators, washing machines, and the iconic 
KitchenAid stand mixer, Whirlpool’s stock generally performs best when the economy 
is growing (as it was in 2014) and consumers are making major purchases of new 
appliances.

Fixed-Income Securities
Fixed-income securities are investments that offer a periodic cash payment that may be 
fixed in dollar terms or may vary according to a predetermined formula (for example, 
the formula might dictate that cash payments rise if a general rise in market interest 
rates occurs). Some offer contractually guaranteed returns, meaning that the issuer of 
the security (i.e., the borrower) must fulfill a promise to make payments to investors or 
risk being sued. Other fixed-income securities come with the expectation of regular 
payments even if a contractual obligation is absent. Because of their relatively predict-
able cash payments, fixed-income securities tend to be popular during periods of eco-
nomic uncertainty when investors are reluctant to invest in riskier securities such as 
common stocks. Fixed-income securities are also attractive during periods of high 
interest rates when investors seek to “lock in” high returns. The most common fixed-
income securities are bonds, convertible securities, and preferred stock.

Bonds Bonds are long-term debt instruments (in other words, an IOU, or promise to 
pay) issued by corporations and governments. A bondholder has a contractual right to 
receive periodic interest payments plus return of the bond’s face, or par, value (the 
stated value given on the certificate) at maturity (typically 10 to 30 years from the date 
issued).

If you purchased a $1,000 bond paying 9% interest in semiannual installments, you 
would receive an interest payment equal to $1,000 * 9% * ½ year = $45 every six 
months. At maturity you would also receive the bond’s $1,000 face value. Bonds vary a 
great deal in terms of liquidity, so they may or may not be easy to sell prior to maturity.

Since 1900 the average annual rate of return on long-term government bonds has 
been about 5%. Corporate bonds are riskier because they are not backed by the full 
faith and credit of the U.S. government and, therefore, tend to offer slightly higher 
returns than government bonds provide.

Convertible Securities A convertible security is a special type of fixed-income invest-
ment. It has a feature permitting the investor to convert it into a specified number of 
shares of common stock. Convertibles provide the fixed-income benefit of a bond 
(interest) while offering the price-appreciation (capital gain) potential of common stock.

Example
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Preferred Stock Like common stock, preferred stock represents an ownership interest 
in a corporation and has no maturity date. Unlike common stock, preferred stock has 
a fixed dividend rate. Firms are generally required to pay dividends on preferred shares 
before they are allowed to pay dividends on their common shares. Furthermore, if a 
firm is having financial difficulties and decides to stop paying preferred dividends, it 
must usually make up all of the dividend payments that it skipped before paying divi-
dends on common shares. Investors typically purchase preferred stocks for the divi-
dends they pay, but preferred shares may also provide capital gains.

Mutual Funds
A mutual fund is a portfolio of stocks, bonds, or other assets that were purchased 
with a pool of funds contributed by many different investors and that are managed by 

an investment company on behalf of its clients. Investors in a mutual fund 
own an interest in the fund’s collection of securities. Most individual investors 
who invest in stocks do so indirectly by purchasing mutual funds that hold 
stocks. When they send money to a mutual fund, investors buy shares in the 
fund (as opposed to shares in the companies in which the fund invests), and 
the prices of the mutual fund shares reflect the value of the assets that the 
fund holds. Mutual funds allow investors to construct well-diversified portfo-
lios without having to invest a large sum of money. After all, it’s cheaper to 
buy shares in a fund that holds 500 stocks than it is to buy shares in 500 
companies on your own. In the last three decades, the mutual fund industry 
has experienced tremendous growth. The number of equity mutual funds 
(i.e., funds that invest mainly or exclusively in common stock) has more than 
quadrupled since 1980.

Most mutual managers follow one of two broad approaches when 
selecting specific securities for their funds. In an actively managed fund, managers try 
to identify and purchase securities that are undervalued and are therefore likely to 
perform particularly well in the future. Or managers try to identify overvalued securi-
ties that may perform poorly and simply avoid those investments. The goal of an 
actively managed fund is typically to earn a higher return than some sort of bench-
mark. For a mutual fund that invests in stocks, a common goal is to earn a return that 
is higher than the return on a market index like the Standard and Poor’s 500 Stock 
Index (S&P 500). In a passively managed fund, managers make no attempt to iden-
tify under or overvalued securities. Instead, they buy a diversified portfolio of stocks 
and try to mimic or match the return on a market index. Because these funds try to 
provide returns that are as close as possible to the returns on a market index, they 
usually referred to as index funds.

In return for the services that they provide, mutual funds (or rather the investment 
companies that run the mutual funds) charge investors fees, and some of those fees are 
rolled together in a figure known as the expense ratio. The expense ratio is a fee charged 
to investors based on a percentage of the assets invested in a fund. It accrues daily and 
represents one of the primary costs that investors pay when they purchase mutual fund 
shares. For example, if an individual has $10,000 invested in a mutual fund with an 
expense ratio of 1%, then the fund will charge $100 per year to manage the indi-
vidual’s money.

Expense ratios are generally higher for funds that invest in riskier securities. For 
example, in 2014 the average expense ratio among mutual funds investing in stocks 
was 0.70%, meaning that investors would pay expenses equal to $70 per $10,000 
invested. For funds that invest in bonds, the average expense ratio was 0.57%. Money 

The Feeling’s Mutual! In 2014, the 
8,974 mutual funds in the United 
States accounted for investment 
assets of $15 trillion. Mutual funds 
held 24% of all U.S. stocks, and 
managed 22% of all household 
financial assets.

(Source: 2014 Investment Company 
Factbook downloaded from http://
www.icifactbook.org/, accessed 
February 27, 2014.)

INVESTOR FACTS

http://www.icifactbook.org/
http://www.icifactbook.org/
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market mutual funds (also called money funds) are mutual funds that invest solely in 
short-term investments. The average expense ratio for money market mutual funds in 
2014 was just 0.13%.

Expense ratios also tend to be higher for actively managed funds than for index 
funds. That shouldn’t be surprising because actively managed funds are more expen-
sive to operate. For many years, expense ratios have been on the decline. The average 
expense ratio for equity mutual funds fell 25 basis points (or one quarter of one per-
cent) in the last decade, from 9.95% in 2004 to 0.70% in 2014. Falling expense ratios 
is good news for mutual fund investors. Even so, there is considerable variation in 
expense ratios from one fund to another, so investors need to pay close attention to 
expenses before they choose a fund.

In addition to the expense ratio, some funds charge a fee called a load. A load may 
be charged up front when the investor initially buys shares in the fund, in which case it 
is called a sales load. Alternatively, when investors sell their shares the fund may charge 
a fee known as a redemption fee or back-end load. Typically, redemption fees are 
reduced or waived entirely if investors keep their money in the fund for a long period 
of time.

Exchange-Traded Funds
Like mutual funds, exchange-traded funds (ETFs) hold portfolios of securities, and 
investors buy shares in the ETF. ETFs are very similar to mutual funds. They allow 
investors to form well-diversified portfolios with low initial investments, and the fees 
charged by ETFs are generally quite low. However, there are some important distinc-
tions between these two popular investments. The main distinction is that ETFs trade 
on exchanges, so investors can buy and sell shares in an ETF at its current market price 
at any time during regular trading hours. Mutual fund shares are not traded on 
exchanges, and when an investor buys (or sells) shares in a fund from an investment 
company, the transaction occurs at the end of the trading day using the fund’s closing 
price. The mutual fund’s closing price is determined by adding up the values of all of 
the securities that the fund holds at the end of the day and dividing by the number of 
shares in the fund. If stock prices are rising or falling rapidly during the day, ETF inves-
tors may be able to take advantage of this by purchasing or selling their shares before 
prices hit their peak (or bottom). Investors in mutual funds have to wait until the end 
of the day to learn the price at which they can buy or sell shares in the fund.

Another important difference has to do with what happens to the money when 
investors buy or sell shares. When you buy shares in a mutual fund, the fund has more 
resources than it had before, so the fund’s managers will likely use those funds to 
invest in more securities. Similarly, if you sell shares in the fund, then the fund’s man-
agers may have to sell some of the securities that the fund holds to raise the cash to 
pay you when you redeem your shares. If many investors want to sell their shares 
simultaneously, that may trigger a fire sale—the fund manager has to accept lower 
prices to quickly convert the fund’s assets into cash. In contrast, ETF shares represent 
a fixed number of claims on a fixed portfolio of securities. When you buy ETF shares, 
you are simply acquiring them from other investors who want to sell their shares. 
There is no net inflow or outflow of money into the company that manages the ETF, 
and therefore there is no need to buy or sell additional securities in response to inves-
tors’ transactions.

Launched in 1993, the very first ETF was a broad-based equity fund designed to 
track the Standard and Poor’s 500 Stock Index. Since then, both the number of ETFs 
and the amount of money invested in them has grown explosively. From 2003 to 2014, 
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the number of ETFs grew by a factor of 12, and assets invested in those funds grew at 
a rate that exceeded 26% per year. Even so, for every $1 invested in ETFs today, about 
$9 are invested in mutual funds.

Hedge Funds
Like mutual funds, hedge funds are investment funds that pool resources from many 
different investors and invest those funds in securities. Hedge funds are generally open 
to a narrower group of investors than are mutual funds. For example, the minimum 
investment required by a mutual fund might be a few hundred dollars whereas the 
minimum investment required to participate in a hedge fund runs into the hundreds of 
thousands of dollars. Some hedge funds have a minimum investment of $1 million. 
Despite the high minimum investment, hedge funds have grown in importance in recent 
years, with assets under management approaching $3 trillion in 2015.

Hedge funds generally charge investors much higher fees than do mutual funds. 
Traditionally, hedge fund fees follow the “two and twenty” rule, which means that 
investors pay the hedge fund annual fees equal to 2% of the assets they manage plus 
20% of any investment gains that the fund can achieve. The first component of the fee 
is known as the management fee and is independent of the fund’s performance. The 
second component is known as the incentive fee. Investors in hedge funds do not pay 
incentive fees if a fund earns a negative return in a particular year, and it is common for 
the incentive fee to have a feature known as the “high-water mark.” The high-water 
mark specifies that the incentive fee is not payable until a hedge fund passes its pre-
vious peak value. For example, if the hedge fund loses 6% in one year and earns 10% 
the following year, the incentive fee will not be paid on the second year’s entire 10% 
return. Instead, the fee will only apply to the increase in fund value above and beyond 
its previous peak. In other words, the fund has to earn back the 6% that it previously 
lost before new incentive fees kick in.

Hedge funds are not as closely regulated as are mutual funds, and they tend to 
invest in riskier and less liquid securities. The very name “hedge fund” suggests that 
these funds try to limit or hedge the risks that they take, and, indeed, some hedge funds 
do operate with that goal in mind. However, some hedge funds adopt very high-risk 
investment strategies. Nonetheless, the hedge fund industry experienced dramatic 
growth in the last decade.

Derivatives Securities
As the name suggests, derivative securities derive their value from an underlying secu-
rity or asset. Many derivatives are among the most risky financial assets because they 
are designed to magnify price changes of the underlying asset. For example, when the 
price of oil moves up or down by $1 per barrel, the value of an oil futures contract (an 
agreement between two parties to trade oil on a future date at a specified price) moves 
$1,000 in the same direction. Investors may buy or sell derivatives to speculate on the 
future movements of another asset, but corporations also buy and sell derivatives to 
hedge against some of the risks they face. For example, a cereal company may purchase 
wheat futures contracts as a kind of insurance against the possibility that wheat prices 
will rise.

Options Options are securities that give the investor an opportunity to sell or buy 
another security at a specified price over a given period of time. Investors purchase 
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options to take advantage of an anticipated change in the price of common stock. 
However, the purchaser of an option is not guaranteed a return and could even lose the 
entire amount invested if the option does not become attractive enough to use. Two 
common types of options are calls and puts. Call options grant the right to buy another 
security at a fixed price, and put options grant the right to sell another security at a 
fixed price.

Futures Futures are legally binding obligations stipulating that the seller of the futures 
contract will make delivery and the buyer of the contract will take delivery of an asset 
at some specific date and at a price agreed on at the time the contract is sold. Examples 
of commodities futures include soybeans, pork bellies, platinum, and cocoa contracts. 
Examples of financial futures are contracts for Japanese yen, U.S. Treasury securities, 
interest rates, and stock indexes. Trading in commodity and financial futures is gener-
ally a highly specialized, high-risk proposition.

Other Popular Investments
Because the U.S. federal income tax rate for an individual can be as high as 39.6%, 
many investors look for tax-advantaged investments. These are investments that pro-
vide higher after-tax returns by reducing the amount of taxes that investors must pay. 
For instance, municipal bonds, which are bonds issued by state and local governments, 
make interest payments that are not subject to federal income taxation. Because inves-
tors do not have to pay taxes on the interest they receive on municipal bonds, they will 
accept lower interest rates on these investments than they will on similar bonds that 
make taxable interest payments.

Real estate consists of assets such as residential homes, raw land, and a variety of 
forms of income property, including warehouses, office and apartment buildings, and 
condominiums. The appeal of real estate investment is the potential returns in the 
forms of rental income, tax write-offs, and capital gains.

Tangibles are investment assets, other than real estate, that can be seen or touched. 
They include gold and other precious metals, gemstones, and collectibles such as coins, 
stamps, artwork, and antiques. People purchase these assets as investments in anticipa-
tion of price increases.

1.9 What are short-term investments? How do they provide liquidity?

1.10 What is common stock, and what are its two sources of potential return?

1.11 Briefly define and differentiate among the following investments. Which offer fixed 

returns? Which are derivative securities? Which offer professional investment 

 management?

  a. Bonds

 b. Convertible securities

  c. Preferred stock

 d. Mutual funds

 e. Hedge funds

  f. Options

 g. Futures

CONCEPTS  
IN REVIEW
Answers available at  

http://www.pearsonhighered 

.com/smart

http://www.pearsonhighered.com/smart
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Making Your Investment Plan

Investing can be conducted on a strictly intuitive basis or on the basis of plans carefully 
developed to achieve specific goals. Evidence favors the planned approach. Developing 
a well thought-out investment plan encourages you to follow a disciplined approach to 
managing money. That discipline will help you avoid many common investment mis-
takes by keeping you focused on your investment goals during market swings. A good 
investment plan is a reminder of the goals that you are trying to achieve with your 
money, and it provides a kind of strategic roadmap to guide investment decisions over 
a lifetime. We suggest that your investment plan should begin with an Investment 
Policy Statement.

Writing an Investment Policy Statement
Large corporations typically have an investment policy statement (IPS) that spells out 
how the corporation will invest funds in the company retirement plan. Financial advi-
sors write them for their clients. Our view is that an IPS is equally important for indi-
vidual investors like you. Writing such a statement forces you to think carefully about 
all aspects of your investment plan, a particularly useful exercise for a novice investor. 
If you have a spouse or partner, an IPS can help you work out (in advance) disagree-
ments about how much money the two of you should save and how that money should 
be invested. In middle age, an IPS helps you assess the progress toward your long-term 
financial goals. Below we outline the major elements of a well-crafted IPS. Most of the 
tools and concepts covered in this text can be applied in a thorough IPS.

Summarize your current situation. In the opening section of the IPS, list the assets that 
you currently own. Set a target for how much money you think you can save and invest 
each month. Describe where the money that you plan to invest will come from. Given 
your income and your current spending habits, is it reasonable to expect that you will 
have surplus funds to invest? What tax rate do you face today, and how do you expect 
that to change in the future? Establish some broad guidelines for the initial asset alloca-
tion in your portfolio. What percentage of your funds do you want to invest in stocks, 
bonds, and other types of investments? Ask yourself how much money you think you 
can afford to lose, both in the short term (over a few months) and the long term (over 
a few years), and articulate your action plan when losses occur. Will you sell some of 
your investments, simply hold onto them, or continue making new investments each 
month according to the plan? Try to define your investment horizon. Will you need to 
access the funds you are investing in a year, in a decade, or at the end of your working 
life? If you plan to enlist the help of a professional investment advisor, describe the 
process that you will use to select that person. If you have already selected an advisor, 
list that person’s contact information in your IPS and discuss the statement with him or 
her, perhaps even getting his or her signature on the document.

Specify your investment goals. Once you have outlined your current situation, write 
out your investment goals. Investment goals are the financial objectives you wish to 
achieve by investing. Are you trying to reach a specific target savings goal, such as 
accumulating enough money to make a down payment on a house? Or do you have a 
goal that is further out in the future, such as saving enough money to send your chil-
dren to college or even to provide enough income for your own retirement? Is your 
investment goal to generate more cash flow in the form of interest or dividends, or are 
you trying to shelter income from taxation? Achieving each of these goals may call for 
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a different type of investment strategy. For each goal that you specify, try to determine 
how many years you will need to save and invest to achieve that goal, and how much 
money you need to invest each year to reach your goal.

Articulate your investment philosophy. In this part of the IPS, you’ll want to spell out 
your investment philosophy, your views about the types of investments you’re willing 
to make, how often you are willing to adjust your portfolio through trading, and other 
matters that will shape your investment portfolio. Perhaps the most important aspect 
of your investment philosophy is your tolerance for risk. Your investment philosophy 
should indicate how much volatility in the value of your portfolio that you are willing 
to tolerate. For example, you might say that your portfolio should be designed in such 
a way that a loss in a single year of more than 20% is highly unlikely. Your policy 
should indicate how important diversification is to you and how many types of invest-
ments you plan to own. Your philosophy will specify certain types of investments that 
you are not willing to purchase. Perhaps you will choose not to invest in certain indus-
tries for ethical reasons, or you will declare that only “plain vanilla” investments like 
stocks and bonds should be part of your portfolio (no derivatives or exotic invest-
ments, please). If you are working with a financial advisor, you may want to specify 
how frequently you want to make changes in the portfolio by trading, or you may 
want to provide guidelines about the trading costs or (in the case of mutual funds and 
ETFs) the management fees you’re willing to pay. In this section of the IPS you may 
choose to articulate your assumptions about the returns that you expect different types 
of investments to earn over time.

Set investment selection guidelines. For each type of investment, or asset class, that 
you expect to hold in your portfolio (e.g., stocks, bonds, mutual funds), establish guide-

lines for how specific investments in that asset class will be selected. For 
example, if you plan to hold mutual funds, will you invest in actively or pas-
sively managed funds? In your selection process, how much importance will you 
place on a fund’s track record (i.e., its past performance or the experience and 
education of the fund manager) and how much on its expense ratio and other 
costs of investing in the fund? If you plan to invest directly in stocks, will you 
focus on large, well-known companies, or are you more interested in emerging 
high-tech companies? Does it matter to you whether the stocks you invest in 
pay dividends? When you are deciding which bonds to invest in, will you focus 
more heavily on the creditworthiness of the bond issuer or on other features of 
the bond such as its maturity or the interest rate that it promises to pay?

Assign responsibility for selecting and monitoring investments. In this part 
of the IPS, you indicate whether you will make your own investment selections 
or whether you will enlist the help of an advisor to do that. Likewise, you 
establish a plan for monitoring your investments. Do you plan to evaluate 
your investment performance quarterly, semiannually, or just once a year?

What criteria will you use to determine whether your investments are 
meeting your expectations or not? Any risky investment is bound to have 
periods when it performs poorly, so your IPS should provide some guidance 
about how long you are willing to tolerate subpar performance before making a 
change in the portfolio. Similarly, an investment that performs particularly well 
for a year or two will inevitably account for a rising fraction of the portfolio’s 
overall value. Your IPS may describe the conditions under which you might sell 
some of your better performing investments simply to rebalance the portfolio.

Watch your investments, but not 
too closely. Researchers have 
uncovered an interesting aspect 
of investor behavior. Individuals 
who monitor their portfolios most 
frequently tend to invest less in 
risky assets. Almost by definition, 
risky investments will frequently 
experience periods of low or even 
negative returns, even though over 
long periods of time risky assets 
tend to earn higher returns than 
safe assets do. When investors 
check their portfolios frequently, 
they apparently find it uncomfort-
able to observe the periods when 
risky investments perform badly, 
so they simply take less risk. In the 
long run, taking very little risk 
leads to very low returns, so it is 
not clear that watching invest-
ments too closely is a good thing.

(Source: “Myopic Loss Aversion and 
the Equity Premium Puzzle,” Quarterly 
Journal of Economics, 1995, Vol. 110, 
pp. 75–92.)

WATCH YOUR BEHAVIOR
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Considering Personal Taxes
Knowledge of the tax laws can help you reduce taxes and increase the amount of after-
tax dollars you have for investing. Because tax laws are complicated and subject to 
frequent revision, we present only the key concepts and how they apply to popular 
investment transactions.

Basic Sources of Taxation The two major types of taxes to consider when forming 
your investment plans are those levied by the federal government and those levied by 
state and local governments. The federal income tax is the major form of personal 
taxation. Federal rates currently range from 10% to 39.6% of taxable income, although 
with rising federal budget deficits, many experts believe that those tax rates will rise in 
the future.

State and local taxes vary from area to area. Top earners in California face a tax 
rate of 13.3%, and six other states have tax rates on high-income households that range 
from 8% to 11%. Some cities, especially large East Coast cities, also have local income 
taxes that typically range between 1% and 5%. In addition to income taxes, state and 
local governments rely heavily on sales and property taxes as a source of  revenue.

Income taxes at the federal, state, and local levels have a great impact on the 
returns that investors earn from security investments. Property taxes can have a sizable 
impact on real estate and other forms of property investment.

Types of Income The income of individuals is classified into three basic categories:

• Active income consists of everything from wages and salaries to bonuses, tips, 
pension income, and alimony. Active income is made up of income earned on the 
job as well as most other forms of noninvestment income.

• Portfolio income includes earnings generated from various types of investments. 
This category covers most (but not all) types of investments from savings 
accounts, stocks, bonds, and mutual funds to options and futures. For the most 
part, portfolio income consists of interest, dividends, and capital gains (the profit 
on the sale of an investment).

• Passive income is a special category of income composed chiefly of income derived 
from real estate, limited partnerships, and other forms of tax-advantaged investments.

Tax laws limit the amount of deductions (write-offs) that can be taken for each 
category, particularly for portfolio and passive income. The amount of allowable 
deductions for portfolio and passive income is limited to the amount of income derived 
from these two sources. For example, if you had a total of $380 in portfolio income for 
the year, you could deduct no more than $380 in investment-related interest expense. 
For deduction purposes, the portfolio and passive income categories cannot be mixed 
or combined with each other or with active income. Investment-related expenses can 
be used only to offset portfolio income, and (with a few exceptions) passive investment 
expenses can be used only to offset the income from passive investments.

Ordinary Income Whether it’s classified as active, portfolio, or passive, ordinary 
income is taxed at the federal level at one of seven rates: 10%, 15%, 25%, 28%, 33%, 
35%, or 39.6%. There is one structure of tax rates for taxpayers who file individual 
returns and another for those who file joint returns with a spouse. Table 1.2 shows the 
2015 tax rates and income brackets for these two categories. Note that the rates are 
progressive; that is, income is taxed in a tiered progression—the first portion of a tax-
payer’s income is taxed at one rate, the next portion at a higher rate, and so on. An 
example will demonstrate how ordinary income is taxed.
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Consider the Ellis sisters, Joni and Cara. Both are single. Joni’s taxable income is 

$25,000. Cara’s is $50,000. Using the tax rates and income brackets in Table 1.2, 

we can calculate their taxes as follows:

Joni:

(0.10 * $9,075) + 30.15 * ($25,000 - $9,075)4 = $907.50 + $2,388.75 = $3,296.25

Cara:

(0.10 * $9,075) + 30.15 * ($36,900 - $9,075)4 + 30.25 * ($50,000 - $36,900)

            = $907.50 + $4,173.75 + $3,275 = $8,356.25

Notice that Joni pays about 13.2% of her income in taxes ($3,296.25 ÷ $25,000) 

while Cara’s taxes amount to 16.7% of her income ($8,356.25 ÷ $50,000). The 

progressive nature of the federal income tax structure means that Cara pays a 

higher fraction of her income in taxes—although her taxable income is twice 

Joni’s, Cara’s income tax is about 2.5 times Joni’s. You can build a spreadsheet 

model like the one below to automate these calculations, so you can calculate 

the tax bill for an individual taxpayer with any income level.Example

Excel@Investing

TABLE 1.2  FEDERAL INCOME TAX RATES AND BRACKETS FOR INDIVIDUAL  
AND JOINT RETURNS (DUE BY APRIL 15, 2015)

Taxable Income

Tax Rates Individual Returns Joint Returns

10.0% $0 to $9,075 $0 to $18,150

15.0% $9,076 to $36,900 $18,151 to $73,800

25.0% $36,901 to $89,350 $73,801 to $148,850

28.0% $89,351 to $186,350 $148,851 to $226,850

33.0% $186,351 to $405,100 $226,851 to $405,100

35.0% $405,101 to $406,750 $405,101 to $457,600

39.6% Over $406,750 Over $457,600

NOTE Excel Spreadsheet 
exercises at the end of each 
chapter will assist you in 
learning some useful 
applications of this tool in the 
personal investing process.

NOTE This icon indicates 
that there is a downloadable 
Excel file available on 
MyFinanceLab that matches 
the text’s content at the point 
where the icon appears.

Capital Gains and Losses A capital asset is property owned and used by the taxpayer 
for personal reasons, pleasure, or investment. The most common types are securities 
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and real estate, including one’s home. A capital gain represents the amount by which the 
proceeds from the sale of a capital asset exceed its original purchase price. How heavily 
capital gains should be taxed is a contentious political issue, so tax rates on gains change 
frequently, especially when political power shifts between parties, as it did in 2008. At 
the time this text was going to press in late 2015, several tax rates applied to capital 
gains income depending on the length of the investment holding period and the tax-
payer’s income.

For assets held more than 12 months, capital gains are classified as long-term, and 
the capital gains tax rate is 0% for taxpayers in the 10% and 15% tax brackets. For 
taxpayers in the 25%, 28%, 33%, and 35% tax brackets, the tax rate on long-term 
capital gains income is 15%. For taxpayers in the 39.6% tax bracket, the tax rate on 
long-term capital gains is 20%. Dividends on stock in domestic corporations is essen-
tially tax using the same rates that apply to long-term capital gains. If the asset is held 
for fewer than 12 months, then the amount of any capital gain realized is added to 
other sources of income, and the total is taxed at the rates given in Table 1.2.

For example, imagine that James McFail, a single person who has other tax-

able income totaling $75,000, sold 500 shares of stock at $12 per share. He pur-

chased this stock at $10 per share. The total capital gain on this transaction was 

$1,000 [500 shares × ($12/share − $10/share)]. James’s taxable income totals 

$76,000, and he is in the 25% tax bracket (see Table 1.2).

If the $1,000 capital gain resulted from an asset that was held for more than 

12 months, the capital gain would be taxed at the maximum rate of 15%. His 

total tax would be calculated as follows:

Ordinary income ($75,000)

(0.10 * $9,075) + 30.15 * ($36,900 - $9,075)4 + 30.25 * ($75,000 - $36,900)4

= $907.50 + $4,173.75 + $9,525 = $14,606.25

Capital gain ($1,000)

(0.15 * $1,000) = $150

Total tax

$14,606.25 + $150 = $14,756.25

James’s total tax would be $14,756.25. Had his other taxable income been 

below $36,900 (i.e., in the 15% bracket), the $1,000 capital gain would have 

been taxed at 0% rather than 15%. Had James held the asset for fewer than 12 

months, his $1,000 capital gain would have been taxed as ordinary income, 

which in James’s case would result in a 25% rate.

Capital gains are appealing because they are not taxed until you actually realize 
them. For example, if you own a stock originally purchased for $50 per share that at 
the end of the tax year has a market price of $60 per share, you have a “paper gain” of 
$10 per share. This paper (unrealized) gain is not taxable because you still own the 
stock. Only realized gains are taxed. If you sold the stock for $60 per share during the 
tax year, you would have a realized—and therefore taxable—gain of $10 per share.

A capital loss results when a capital asset is sold for less than its original purchase 
price. Before taxes are calculated, all gains and losses must be netted out. Taxpayers 

Example
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can apply up to $3,000 of net losses against ordinary income in any year. Losses that 
cannot be applied in the current year may be carried forward and used to offset future 
income, subject to certain conditions.

A final tax issue arises from the Affordable Care Act’s Net Investment Income Tax. 
This tax applies to married taxpayers with incomes exceeding $250,000 and single 
taxpayers with incomes over $200,000. For these taxpayers, investment income that 
they receive is subject to an addition 3.8% tax rate.

Investments and Taxes The opportunities created by the tax laws make tax 
planning important in the investment process. Tax planning involves looking 
at your earnings, both current and projected, and developing strategies that 
will defer and minimize the level of taxes. The tax plan should guide your 
investment activities so that over the long run you will achieve maximum after-
tax returns for an acceptable level of risk.

For example, the fact that capital gains are not taxed until actually real-
ized allows you to defer tax payments on them as well as control the timing of 
these payments. However, investments that are likely to produce the largest 
capital gains generally have higher risk than those that provide significant cur-
rent income. Therefore, you should not choose investments solely on tax con-
siderations. Instead you must strike a balance of tax benefits, investment 
returns, and risk. It is the after-tax return and associated risk that matter.

Tax-Advantaged Retirement Savings Plans The federal government has established a 
number of plans that offer special tax incentives designed to encourage people to save 
for retirement. Those that are employer sponsored include profit-sharing plans, thrift 
and savings plans, and 401(k) plans. These plans allow employees to defer paying taxes 
on funds that they save and invest during their working years until they withdraw 
those funds during retirement. Individuals who are self-employed can set up their own 
tax-sheltered retirement programs such as Keogh plans and SEP-IRAs. Other savings 
plans with tax advantages are not tied directly to the employer. Almost anyone can set 
up an individual retirement arrangement (IRA), although the law limits the tax benefits 
of these plans for high-income taxpayers. In a traditional IRA, contributions to the 
plan as well as investment earnings generated on those contributions are not taxed 
until the participant withdraws funds during retirement. In a Roth IRA, contributions 
are taxed up front, but subsequent investment earnings and withdrawals are tax-free. 
For most investors, these plans offer an attractive way to both accumulate funds for 
retirement and reduce taxes.

Investing over the Life Cycle
Investors tend to follow different investment philosophies as they move through dif-
ferent stages of life. Generally speaking, most investors tend to be more aggressive 
when they’re young and more conservative as they grow older. Typically, investors 
move through these investment stages:

Income-oriented

retirement years

(age: 61 to ?)

Middle-age

consolidation

(age: 46 to 60)

Growth-oriented

youth

(age: 20 to 45)

Most young investors in their twenties and thirties prefer growth-oriented invest-
ments that stress capital gains rather than current income. Often young investors don’t 

Cut Your Taxes and Your Losses 
Several researchers have found that 
investors are very reluctant to sell 
stocks that have gone down in 
value, presumably because they 
hope to “get even” in the future. 
Holding losers rather than selling 
them is often a mistake because the 
tax code provides an incentive to 
sell these stocks. Investors can 
deduct investment losses (up to a 
point) against other forms of income, 
thereby lowering their tax liabilities.

WATCH YOUR BEHAVIOR
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have much in the way of investable funds, so they view capital gains as the 
quickest (if not necessarily the surest) way to build capital. Young investors 
tend to favor growth-oriented and speculative investments, particularly 
high-risk common stocks.

As investors approach middle age, family demands and responsibilities 
such as educational expenses and retirement contributions become more 
important. The whole portfolio often shifts to a less aggressive posture. 
Stocks that offer a balance between growth and income—high-grade bonds, 
preferred stocks, convertibles, and mutual funds—are all widely used at 
this stage.

Finally, when investors approach their retirement years, preservation of capital 
and current income become the principal concerns. A secure, high level of income is 
paramount. Investors place less emphasis on growing their portfolio. Instead, they 
structure their portfolios to generate regular cash flow with relatively low exposure to 
risk. The investment portfolio now becomes highly conservative. It consists of low-risk 
income stocks and mutual funds, government bonds, quality corporate bonds, bank 
certificates of deposit (CDs), and other short-term investments. At this stage, investors 
reap the rewards of a lifetime of saving and investing.

Investing over the Business Cycle
Common stocks and other equity-related securities (convertible securities, stock mutual 
funds, stock options, and stock index futures) are highly responsive to conditions in the 
economy. The business cycle refers to the recurring sequence of growth and decline, 
boom and recession that characterizes economies around the world. The business cycle 
reflects the current status of a variety of economic variables, including gross domestic 
product (GDP), industrial production, personal disposable income, the unemployment 
rate, and more.

A strong economy is reflected in an expanding business cycle. Stocks tend to be a 
leading indicator of the business cycle, meaning that stock prices tend to rise prior to 
periods when business is good and profits are up. Growth-oriented and speculative 
stocks tend to do especially well in strong markets. To a lesser extent, so do low-risk 
and income-oriented stocks. In contrast, stock values often fall several months before 
periods when economic activity is declining. The reason that stocks tend to move ahead 
of changes in the business cycle is that stock prices reflect investors’ beliefs about the 
future prospects of companies. When investors believe that business conditions will 
deteriorate, stock prices will fall even before those poor business conditions materialize. 
Of course, the same thing happens in reverse when investors believe the economy will 
perform better. Stock prices rise in anticipation of strong future economic  performance.

Bonds and other forms of fixed-income securities (bond funds and preferred stocks) 
are also sensitive to the business cycle because they are highly sensitive to movements 

in interest rates. In fact, interest rates represent the most important variable in 
determining bond price behavior and returns to investors. Interest rates and 
bond prices move in opposite directions (Chapters 10 and 11). Therefore, 
rising interest rates are unfavorable for bonds already held in an investor’s 
portfolio. Of course, high interest rates enhance the attractiveness of new 
bonds because these bonds must offer high returns to attract investors.

If you had a crystal ball and could foresee the future, our advice to you 
would be to load up on high-risk investments each time the economy was 
nearing the end of a recession and to discard those investments in favor of safer 
assets near the end of each economic boom. Of course, no one has such a crystal 

James Grant, Founder, 
Grant’s Interest Rate 
Observer

“The biggest mistake we investors 
make is being human.”

WATCH YOUR BEHAVIOR
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Rick Loek, CEO, Calrima 
Financial and Insurance 
Agency

“There are three financial phases 
that we go through in life.”

AN ADVISOR’S PERSPECTIVE

MyFinanceLab

NOTE An Advisor’s 
Perspective boxes consist of 
short video clips of 
professional investment 
advisors who share their 
practical insights about the 
material covered in this text.
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ball, and unfortunately professional economic forecasters and investment professionals 
do not have a particularly strong record at predicting turns in the economy and finan-
cial markets. Perhaps the best advice that we can offer regarding investments and the 
business cycle is this: Do not overreact to the ups and downs that appear to be an 
unavoidable (and unpredictable) part of economic life. Investors who load up on risky 
assets after the market has already risen from its bottom and who dump their stocks 
after the market has begun a slide will probably perform worse than investors who 
apply a consistent investment strategy over many years through many business cycles.

NOTE Famous Failures in 
Finance boxes highlight 
important problems that 
sometimes occur in the 
investments field. These 
problems may deal with 
ethical lapses, as in the  
box above, or they may 
involve various kinds of 
failures that take place in the 
marketplace.

Ethical Failure––Massaging the Numbers

In recent years, business 
headlines were full of allegations 
of massive financial fraud 
committed by prominent 

business leaders. These allegations shocked the 
investment community and resulted in spectacular 
bankruptcies of large corporations. Civil and criminal 
charges against the key executives involved in the 
fraud soon followed. Among the list of business 
leaders charged or convicted of financial fraud were 
Bernie Madoff, Ramalinga Raju of Satyam Computer 
Services, Hank Greenberg of American International 
Group (AIG), and David Glenn of Freddie Mac.

In many cases, the primary weapon of fraudulent 
CEOs was the use of corporate accounting to report 
huge, fictitious profits or hide financial problems. To 
cite just one example, prior to its 2008 bankruptcy, the 
investment banking firm Lehman Brothers had 

repeatedly engaged in a transaction known as Repo 
105. In this transaction, just before it issued a quar-
terly financial report, Lehman Brothers essentially 
borrowed money on a short-term basis (usually  
for 7 to 10 days) from another entity. However, on 
Lehman’s balance sheet that loan was recorded as an 
asset sale. On Lehman’s publicly released financial 
statements, this transaction made it appear that 
Lehman Brothers had more cash and less debt than it 
actually did. More than 13 years after the passage of 
the Sarbanes-Oxley Act, legislation designed to 
prevent this kind of corporate fraud, investors have 
learned the hard way that corporate fraud is a 
significant risk that remains difficult to anticipate or 
detect until it is too late.

Critical Thinking Question Why do you think Lehman 
engaged in Repo 105 transactions?

FAMOUS 
FAILURES  

IN FINANCE

1.12 What should an investor establish before developing and executing an investment pro-

gram? Briefly describe the elements of an investment policy statement.

1.13 Define and differentiate among the following. Explain how each is related to federal 

income taxes.

  a. Active income

 b. Portfolio and passive income

  c. Capital gain

 d. Capital loss

 e. Tax planning

   f. Tax-advantaged retirement investments

1.14 Describe the differing investment philosophies typically applied during each of the fol-

lowing stages of an investor’s life cycle.

  a. Youth (ages 20 to 45)

 b. Middle age (ages 46 to 60)

  c. Retirement years (age 61 and older)

1.15  Discuss the relation between stock prices and the business cycle.

CONCEPTS  
IN REVIEW
Answers available at  
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.com/smart
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