


��������	��
�����	�������	�����������
������������
�
��

��
�������
�������	�	���	���
������� 
��	���������Excel Projects allow instructors 
to seamlessly integrate Microsoft Excel®  
��
	�
	��
	��	�������������	���	�����
�� 
	����
��������������������	����	���
	�
�����	��������	�
�	��	������	���������	�
	� 
��������	
�����
�!"����������
��	����	�� 
��	���#�����
���	��
�����
��������
��� 
��	��	�����������

����
������������������	��� 
latest developments in cognitive science 
�
�������	���
	�	��������	���	�����
�������	�
��	��	��������$����
����
� 
real time.

% of students who found 
learning aid helpful

89%

86%
84%

eText �	����
Plan

%�
������	���� 
Modules

���������������
��
���	���
	�����
�
��
��	���
����
���
���
	����	�������	�����
��
�"������������	��	����
������
�
��	����$��

&�����������	��'����
���������
$��������
�������	���
	�	�����	�����
 performance in your course.

of students would tell their  
instructor to keep using  

MyLab Finance

85%

“I like how the ‘give me an example’ option works with the homework—it is nice to run 
through an example with guidance to learn how to solve these problems.”

(��	���
	��)����
���*���	���
���+
	�	�	���
���	�	���
�����	�



This page intentionally left blank



Fundamentals  

of Investing
Fo u r t e e n t h  E d i t i o n

G l o b a l  E d i t i o n

SCOTT B. SMART
Indiana University

CHAD J. ZUTTER
University of Pittsburgh

Harlow, England • London • New York • Boston • San Francisco • Toronto • Sydney • Dubai • Singapore • Hong Kong
Tokyo • Seoul • Taipei • New Delhi • Cape Town • Sao Paulo • Mexico City • Madrid • Amsterdam • Munich • Paris • Milan



Vice President, Business, Economics, and UK Courseware:  
Donna Battista

Director of Portfolio Management: Adrienne D’Ambrosio
Editorial Assistant: Catherine Cinque
Acquisitions Editor, Global Edition: Ananya Srivastava 
Assistant Project Editor, Global Edition: Jyotis Elizabeth Jacob 
Vice President, Product Marketing: Roxanne McCarley
Product Marketer: Kaylee Carlson
Product Marketing Assistant: Marianela Silvestri
Manager of Field Marketing, Business Publishing: Adam Goldstein
Executive Field Marketing Manager: Thomas Hayward
Vice President, Production and Digital Studio, Arts and  

Business: Etain O’Dea
Director of Production and Digital Studio, Arts and  

Business: Ashley Santora
Managing Producer, Business: Alison Kalil
Content Producer: Meredith Gertz

Content Producer, Global Edition: Sudipto Roy
Senior Manufacturing Controller, Global Edition: Caterina  Pellegrino
Operations Specialist: Carol Melville
Design Lead: Kathryn Foot
Manager, Learning Tools: Brian Surette
Senior Learning Tools Strategist: Emily Biberger
Managing Producer, Digital Studio and GLP: James Bateman
Managing Producer, Digital Studio: Diane Lombardo
Executive Digital Studio Producer: Melissa Honig
Digital Studio Producer: Alana Coles
Digital Content Team Lead: Noel Lotz
Digital Content Project Lead: Miguel Leonarte
Manager, Media Production, Global Edition: Vikram Kumar
Project Manager: Denise Forlow, Integra Software  Services Inc.
Interior Design: Integra Software Services Inc.
Cover Design: Lumina Datamatics
Cover Art: catherinka / Alamy Stock Photo

Microsoft and/or its respective suppliers make no representations about the suitability of the information contained in the documents and re-
lated graphics published as part of the services for any purpose. All such documents and related graphics are provided “as is” without warranty 
of any kind. Microsoft and/or its respective suppliers hereby disclaim all warranties and conditions with regard to this information, including all 
warranties and conditions of merchantability, whether express, implied or statutory, fitness for a particular purpose, title and non-infringement. 
In no event shall Microsoft and/or its respective suppliers be liable for any special, indirect or consequential damages or any damages whatsoev-
er resulting from loss of use, data or profits, whether in an action of contract, negligence or other tortious action, arising out of or in connection 
with the use or performance of information available from the services.

The documents and related graphics contained herein could include technical inaccuracies or typographical errors. Changes are periodically 
added to the information herein. Microsoft and/or its respective suppliers may make improvements and/or changes in the product(s) and/or the 
program(s) described herein at any time. Partial screen shots may be viewed in full within the software version specified.

Microsoft® and Windows® are registered trademarks of the Microsoft Corporation in the U.S.A. and other countries. This book is not spon-
sored or endorsed by or affiliated with the Microsoft Corporation.

Acknowledgments of third-party content appear on the appropriate page within the text, which constitutes an extension of this copyright page. 

PEARSON, ALWAYS LEARNING, and MYLAB are exclusive trademarks owned by Pearson Education, Inc. or its affiliates in the U.S. and/or 
other countries.

Pearson Education Limited
KAO Two
KAO Park
Hockham Way
Harlow
Essex
CM17 9SR
United Kingdom
and Associated Companies throughout the world

Visit us on the World Wide Web at: www.pearsonglobaleditions.com

© Pearson Education Limited 2020

The rights of Scott B. Smart and Chad J. Zutter to be identified as the authors of this work have been asserted by them in accordance with the 
Copyright, Designs and Patents Act 1988.

Authorized adaptation from the United States edition, entitled Fundamentals of Investing, 14th Edition, ISBN 978-0-13-517521-7 by Scott B. 
Smart and Chad J. Zutter, published by Pearson Education © 2020.

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or by any means, 
electronic, mechanical, photocopying, recording or otherwise, without either the prior written permission of the publisher or a license permitting 
restricted copying in the United Kingdom issued by the Copyright Licensing Agency Ltd, Saffron House, 6–10 Kirby Street, London EC1N 8TS.

All trademarks used herein are the property of their respective owners. The use of any trademark in this text does not vest in the author or pub-
lisher any trademark ownership rights in such trademarks, nor does the use of such trademarks imply any affiliation with or endorsement of this 
book by such owners. For information regarding permissions, request forms, and the appropriate contacts within the Pearson Education Global 
Rights and Permissions department, please visit www.pearsoned.com/permissions/.

This eBook is a standalone product and may or may not include all assets that were part of the print version. It also does not provide access to 
other Pearson digital products like MyLab and Mastering. The publisher reserves the right to remove any material in this eBook at any time.

British Library Cataloguing-in-Publication Data

A catalogue record for this book is available from the British Library

ISBN 10: 1-292-31697-7
ISBN 13: 978-1-292-31697-0
eBook ISBN 13: 978-1-292-31703-8

Typeset in Times NR MT Pro by Integra Software Services, Inc.



Dedicated to  
our friends and mentors,

Dr. Lawrence J. Gitman and Michael D. Joehnk,
who trusted us as coauthors and successors of Fundamentals of Investing.

SBS
CJZ



This page intentionally left blank



7

Brief Contents

Detailed Contents 8
Preface 19

Part One Preparing to Invest
 1 The Investment Environment  35
 2 Securities Markets and Transactions  72
 3 Investment Information and Securities Transactions  116

Part Two Important Conceptual Tools 
 4 Return and Risk  158
 4A The Time Value of Money  194
 5 Modern Portfolio Concepts  210

Part Three Investing in Common Stocks 
 6 Common Stocks  257
 7 Analyzing Common Stocks  293
 8 Stock Valuation  335
 9 Market Efficiency and Behavioral Finance  374

Part Four Investing in Fixed-Income Securities 
 10 Fixed-Income Securities  418
 11 Bond Valuation  463

Part Five Portfolio Management 
 12 Mutual Funds and Exchange-Traded Funds  506
 13 Managing Your Own Portfolio  549

Part Six Derivative Securities 
 14 Options: Puts and Calls  588
 15 Futures Markets and Securities  631

Glossary 665
Index 679

Web Chapters (at www.pearsonglobaleditions.com)
 16 Investing in Preferred Stocks 
 17 Tax-Advantaged Investments 
 18 Real Estate and Other Tangible Investments 



8

Contents

Part One Preparing to Invest

Chapter 1 The Investment Environment 35

Opening Vignette 35

Investments and the Investment Process 36

Attributes of Investments 36 / The Structure of the Investment 
Process 39

Types of Investments 41

Short-Term Investments 41 / Common Stock 41 / Fixed-Income 
Securities 43 / Mutual Funds 44 / Exchange-Traded Funds 45 /  
Hedge Funds 45 / Derivative Securities 46 / Other Popular 
Investments 47

Making Your Investment Plan 47

Writing an Investment Policy Statement 47 / Considering Personal 
Taxes 49 / Investing over the Life Cycle 53 / Investing over the 
Business Cycle 54

Meeting Liquidity Needs with Short-Term Investments 56

The Role of Short-Term Investments 56
Common Short-Term Investments 58 / Investment Suitability 60

Careers in Finance 61

Developing Skills for Your Career 64

Summary 66 / Discussion Questions 68 / Problems 69 / Case 
Problem 1.1 70 / Case Problem 1.2 71

Chapter 2 Securities Markets and Transactions 72

Opening Vignette 72

Securities Markets 73

Types of Securities Markets 73 / Broker Markets and Dealer 
Markets 80 / Electronic and High-Frequency Trading 86 / 
 General Market Conditions: Bull or Bear 88

FAMOUS FAILURES  
IN  FINANCE  
Ethical Failure—
Massaging the 
Numbers 55

FAMOUS FAILURES  
IN FINANCE  
A Run for the 
Money 57

FAMOUS FAILURES  
IN FINANCE  
Short Sellers Tip 60 
Minutes 104



 CONTENTS   9

Globalization of Securities Markets 89

Growing Importance of International Markets 90 / International 
Investment Performance 90 / Ways to Invest in Foreign 
Securities 90 / Risks of Investing Internationally 91

Trading Hours and Regulation of Securities Markets 93

Trading Hours of Securities Markets 93 / Regulation of Securities 
Markets 93

Basic Types of Securities Transactions 95

Long Purchase 96 / Margin Trading 96 / Short Selling 102

Summary 106 / Discussion Questions 109 / Problems 109 / Case 
Problem 2.1 114 / Case Problem 2.2 115

Chapter 3  Investment Information and Securities 

 Transactions 116

Opening Vignette 116

Investment Research and Planning 117

Getting Started in Investment Research 117 / A Word of Caution 
About Internet Trading 120

Types and Sources of Investment Information 121

Types of Information 123 / Sources of Information 123

Understanding Market Averages and Indexes 132
Stock Market Averages and Indexes 132 / Bond Market Indicators 136

Making Securities Transactions 137

The Role of Stockbrokers 137 / Basic Types of Orders 141 /  
Online Transactions 143 / Transaction Costs 144 / Investor 
Protection: SIPC and Arbitration 145

Investment Advisors and Investment Clubs 147

Using an Investment Advisor 147 / Investment Clubs 148

Summary 149 / Discussion Questions 152 / Problems 153 / Case 
Problem 3.1 156 / Case Problem 3.2 157

Part Two Important Conceptual Tools 

Chapter 4 Return and Risk 158

Opening Vignette 158

The Concept of Return 159

Components of Return 159 / Why Return Is Important 160 / Level 
of Return 161 / Historical Returns 163 / The Time Value of 
Money and Returns 163

FAMOUS FAILURES  
IN FINANCE  
Robbing Shareholders 
to Pay Paul 140

FAMOUS FAILURES  
IN FINANCE  
Fears of Deflation 
Worry Investors 162



10 CONTENTS

Measuring Return 165

Real, Risk-Free, and Required Returns 166 / Holding Period 
Return 168 / The Internal Rate of Return 170 / Finding Growth 
Rates 172

Risk: The Other Side of the Coin 174

Sources of Risk 174 / Risk of a Single Asset 177 / Assessing 
Risk 180 / Steps in the Decision Process: Combining Return 
and Risk 183

Summary 184 / Discussion Questions 186 / Problems 186 / Case 
Problem 4.1 191 / Case Problem 4.2 192 / Chapter-Opening  
Problem 193

Appendix 4A The Time Value of Money 194

Opening Vignette 194

Interest: The Basic Return to Savers 194

Simple Interest 194 / Compound Interest 194

Computational Aids for Use in Time Value Calculations 196

Financial Calculators 196 / Computers and Spreadsheets 197

Future Value: An Extension of Compounding 197

Future Value of an Annuity 199

Present Value: An Extension of Future Value 200

Present Value of a Stream of Returns 202

Present Value of a Mixed Stream 203 / Present Value of an 
Annuity 204

Summary 205 / Problems 205

Chapter 5 Modern Portfolio Concepts 210

Opening Vignette 210

Principles of Portfolio Planning 211

Portfolio Objectives 211 / Portfolio Return and Standard 
Deviation 211 / Correlation and Diversification 214 / 
International Diversification 221

The Capital Asset Pricing Model 223

Components of Risk 223 / Beta: A Measure of Undiversifiable 
Risk 224 / The CAPM: The Connection Between Beta and 
Expected Return 227

FAMOUS FAILURES  
IN FINANCE  
Bulging Betas 227



 CONTENTS   11

Traditional Versus Modern Portfolio Management 230

The Traditional Approach 230 / Modern Portfolio 
Theory 232 / Reconciling the Traditional Approach and  
MPT 236

Summary 237 / Discussion Questions 239 / Problems 241 / Case 
Problem 5.1 250 / Case Problem 5.2 251 / Chapter-Opening Problem 253

CFA Exam Questions 255

Part Three Investing in Common Stocks 

Chapter 6 Common Stocks 257

Opening Vignette 257

What Stocks Have to Offer 258

The Appeal of Common Stocks 258 / Putting Stock Price 
Behavior in Perspective 258 / A Real Estate Bubble Goes Bust 
and So Does the Market 260 / The Pros and Cons of Stock 
Ownership 260

Basic Characteristics of Common Stock 263

Common Stock as a Corporate Security 263 / Buying and Selling 
Stocks 266 / Common Stock Values 267

Common Stock Dividends 269

The Dividend Decision 270 / Types of Dividends 271 / Dividend 
Reinvestment Plans 273

Types and Uses of Common Stock 274

Types of Stocks 274 / Investing in Foreign Stocks 277 /  
Alternative Investment Strategies 281

Summary 284 / Discussion Questions 286 / Problems 287 / 
Case Problem 6.1 290 / Case Problem 6.2 291

Chapter 7 Analyzing Common Stocks 293

Opening Vignette 293

Security Analysis 294

Principles of Security Analysis 294 / Who Needs Security 
Analysis in an Efficient Market? 295

Economic Analysis 296

Economic Analysis and the Business Cycle 297 / Key Economic 
Factors 298 / Developing an Economic Outlook 299

FAMOUS FAILURES  
IN FINANCE  
Beware of the 
Lumbering Bear 259

FAMOUS FAILURES  
IN FINANCE  
Cooking the Books: 
What Were They 
Thinking? 309

FAMOUS FAILURES  
IN FINANCE  
Staying on Top a 
Challenge for Fund 
Managers 296



12 CONTENTS

Industry Analysis 302

Key Issues 302 / Developing an Industry Outlook 303

Fundamental Analysis 304

The Concept 304 / Financial Statements 305 / Financial 
Ratios 308 / Interpreting the Numbers 320

Summary 324 / Discussion Questions 326 / Problems 326 / Case 
Problem 7.1 332 / Case Problem 7.2 333 / Chapter-Opening Problem 334

Chapter 8 Stock Valuation 335

Opening Vignette 335

Valuation: Obtaining a Standard of Performance 336

Valuing a Company Based on Its Future Performance 336 /  
Developing a Forecast of Universal’s Financial Performance 343 /  
The Valuation Process 345

Stock Valuation Models 346

The Dividend Valuation Model 347 / Other Approaches to Stock 
Valuation 355 / Other Price-Relative Procedures 359

Summary 362 / Discussion Questions 364 / Problems 365 / Case 
Problem 8.1 371 / Case Problem 8.2 372 / Chapter-Opening Problem 373

Chapter 9 Market Efficiency and Behavioral Finance 374

Opening Vignette 374

Efficient Markets 375

The Efficient Markets Hypothesis 378 / Market 
Anomalies 383 / Possible Explanations 386

Behavioral Finance: A Challenge to the Efficient Markets 
Hypothesis 387

Investor Behavior and Security Prices 387 / Implications of 
Behavioral Finance for Security Analysis 395

Technical Analysis 396

Measuring the Market 396 / Trading Rules and Measures 399 /  
Charting 402

Summary 406 / Discussion Questions 408 / Problems 409 / Case 
Problem 9.1 413 / Case Problem 9.2 415

CFA Exam Questions 416

FAMOUS FAILURES  
IN FINANCE  
P/E Ratios Can Be 
Misleading 340

FAMOUS FAILURES  
IN FINANCE  
Ethical Conflicts Faced 
by Stock Analysts: 
Don’t Always Believe 
the Hype 348

FAMOUS FAILURES  
IN FINANCE  
Loss Aversion and 
Trading Volume 389

FAMOUS FAILURES  
IN FINANCE  
Buying High and 
Selling Low 392



 CONTENTS   13

Part Four Investing in Fixed-Income Securities 

Chapter 10 Fixed-Income Securities 418

Opening Vignette 418

Why Invest in Bonds? 419

A Brief History of Bond Prices, Returns, and Interest 
Rates 419 / Exposure to Risk 424

Essential Features of a Bond 425

Bond Interest and Principal 425 / Maturity Date 426 / Principles 
of Bond Price Behavior 426 / Quoting Bond Prices 428 / The 
Call Feature 428 / Sinking Funds 429 / Secured or Unsecured 
Debt 430 / Bond Ratings 430

The Market for Debt Securities 433

Major Market Segments 434 / Specialty Issues 441 / A Global 
View of the Bond Market 444

Convertible Securities 446

Convertibles as Investment Outlets 446 / Sources of 
Value 449 / Measuring the Value of a Convertible 449

Summary 452 / Discussion Questions 455 / Problems 456 / Case 
Problem 10.1 459 / Case Problem 10.2 460 / Chapter-Opening 
Problem 462

Chapter 11 Bond Valuation 463

Opening Vignette 463

The Behavior of Market Interest Rates 464

Keeping Tabs on Market Interest Rates 464 / What Causes Rates 
to Move? 465 / The Term Structure of Interest Rates and Yield 
Curves 467

The Pricing of Bonds 472

The Basic Bond Valuation Model 472 / Annual Compounding 473 /  
Semiannual Compounding 475 / Accrued Interest 477

Measures of Yield and Return 477

Current Yield 478 / Yield to Maturity 478 / Yield to 
Call 481 / Expected Return 482 / Valuing a Bond 484

Duration and Immunization 484

The Concept of Duration 485 / Measuring Duration 485 / Bond 
Duration and Price Volatility 488 / Effective Duration 489 / Uses 
of Bond Duration Measures 490

FAMOUS FAILURES  
IN FINANCE  
Rating Agencies Miss 
a Big One 432

FAMOUS FAILURES  
IN FINANCE  
Yield Spreads 
Approach Records 435

FAMOUS FAILURES  
IN FINANCE  
Implicit Guarantee  
Might Not Be 
 Forever 436

FAMOUS FAILURES  
IN FINANCE  
Signs of a 
Recession 465



14 CONTENTS

Bond Investment Strategies 492

Passive Strategies 492 / Trading on Interest Rate 
Forecasts 493 / Bond Swaps 493

Summary 494 / Discussion Questions 496 / Problems 497 / Case 
Problem 11.1 502 / Case Problem 11.2 503

CFA Exam Questions 504

Part Five Portfolio Management 

Chapter 12 Mutual Funds and Exchange-Traded Funds 506

Opening Vignette 506

The Mutual Fund Concept 507

An Overview of Mutual Funds 507 / Exchange-Traded 
Funds 514 / Some Important Considerations 517 / Other Types 
of Investment Companies 519

Types of Funds and Services 522

Types of Mutual Funds 522 / Investor Services 527

Investing in Mutual Funds 530

Investor Uses of Mutual Funds 530 / The Selection Process 531 /  
Investing in Closed-End Funds 532 / Measuring Performance 535

Summary 540 / Discussion Questions 543 / Problems 544 / Case 
Problem 12.1 547 / Case Problem 12.2 547 / Chapter-Opening 
Problem 548

Chapter 13 Managing Your Own Portfolio 549

Opening Vignette 549

Constructing a Portfolio Using an Asset Allocation  
Scheme 550

Investor Characteristics and Objectives 550 / Portfolio Objectives 
and Policies 550 / Developing an Asset Allocation Scheme 551

Evaluating the Performance of Individual Investments 554

Obtaining Data 554 / Indexes of Investment Performance 555 /  
Measuring the Performance of Investments 555 / Comparing 
Performance to Investment Goals 558

Assessing Portfolio Performance 559

Measuring Portfolio Return 560 / Comparison of Return with 
Overall Market Measures 563 / Portfolio Revision 566

FAMOUS FAILURES  
IN FINANCE  
When Mutual Funds 
Behaved Badly 512

FAMOUS FAILURES  
IN FINANCE  
Breaking the 
Buck 525



 CONTENTS   15

Timing Transactions 567

Formula Plans 567 / Using Limit and Stop-Loss 
Orders 571 / Warehousing Liquidity 572 / Timing Investment 
Sales 572

Summary 573 / Discussion Questions 576 / Problems 578 / Case 
Problem 13.1 582 / Case Problem 13.2 583 

CFA Exam Questions 586

Part Six Derivative Securities

Chapter 14 Options: Puts and Calls 588

Opening Vignette 588

Call and Put Options 589

Basic Features of Calls and Puts 589 / Options 
Markets 592 / Stock Options 593

Options Pricing and Trading 596

The Profit Potential from Puts and Calls 596 / Intrinsic 
Value 598 / What Drives Option Prices? 602 / Trading 
Strategies 607

Stock-Index and Other Types of Options 614

Contract Provisions of Stock-Index Options 615 / Investment 
Uses 618 / Other Types of Options 618

Summary 621 / Discussion Questions 624 / Problems 624 / Case 
Problem 14.1 628 / Case Problem 14.2 629 / Chapter-Opening 
Problem 630

Chapter 15 Futures Markets and Securities 631

Opening Vignette 631

The Futures Market 632

Market Structure 632 / Trading in the Futures Market 634

Commodities 637

Basic Characteristics 637 / Trading Commodities 641

Financial Futures 645

The Financial Futures Market 645 / Trading 
Techniques 649 / Financial Futures and the Individual 
Investor 652 / Options on Futures 652

FAMOUS FAILURES  
IN FINANCE  
Ethical Lapse or 
Extraordinarily Good 
Timing? 600

FAMOUS FAILURES  
IN FINANCE  
The Volatility 
Index 605

FAMOUS FAILURES  
IN FINANCE  
Shady Trading at 
Enron 642

FAMOUS FAILURES  
IN FINANCE  
Diving Oil Prices 
Send Cal Dive into 
Bankruptcy 644



16 CONTENTS

Summary 655 / Discussion Questions 657 / Problems 658 / Case 
Problem 15.1 661 / Case Problem 15.2 661

CFA Exam Questions 663

Glossary 665
Index 679

Web Chapters (at www.pearsonglobaleditions.com)

Chapter 16 Investing in Preferred Stocks

Chapter 17 Tax-Advantaged Investments

Chapter 18 Real Estate and Other Tangible Investments



17

About the Authors

Scott B. Smart is a finance professor and the Whirlpool  Finance 
Faculty Fellow at the Kelley School of Business at Indiana 
 University. Dr. Smart received his B.B.A. from Baylor University 
and his M.A. and Ph.D. from Stanford University. His  research 
 focuses primarily on applied corporate finance topics and has 
been published in journals such as the Journal of Finance, the 
 Journal of Financial Economics, the Journal of Corporate 
 Finance,  Financial Management, and others. His articles have 
been cited by business publications including The Wall Street 
Journal, The Economist, and Business Week. Winner of more 
than a dozen teaching awards, Dr. Smart has been listed multiple 
times as a top business school teacher by Business Week. He has 
held Visiting Professor positions at the University of Otago and 
Stanford University, and he worked as a Visiting Scholar for Intel 
Corporation, focusing on that company’s mergers and acquisi-
tions activity during the “Dot-com” boom in the late 1990s. As 

a volunteer, Dr. Smart currently serves on the boards of the Indiana University Credit 
Union and Habitat for Humanity. In his spare time he enjoys outdoor pursuits such 
as hiking and fly fishing.

Chad J. Zutter is a finance professor and the James Allen Faculty Fellow at the Katz 
Graduate School of Business at the University of Pittsburgh. Dr. Zutter received his 
B.B.A. from the University of Texas at Arlington and his Ph.D. from Indiana Univer-
sity. His research has a practical, applied focus and has been the subject of feature 
stories in, among other prominent outlets, The Economist and CFO Magazine. His 
papers have been cited in arguments before the U.S. Supreme Court and in consulta-
tion with companies such as Google and Intel. Dr. Zutter won the prestigious Jensen 
Prize for the best paper published in the Journal of Financial Economics and a best 
paper award from the Journal of Corporate Finance, where he is currently an Asso-
ciate Editor. He has won teaching awards at the Kelley School of Business at Indiana 
University and the Katz Graduate School of Business at the University of Pittsburgh. 
Dr. Zutter also serves on the board of Lutheran SeniorLife, and prior to his career in 
academics, he was a submariner in the U.S. Navy. Dr. Zutter and his wife have four 
children and live in Pittsburgh, Pennsylvania. In his free time he enjoys horseback 
riding and downhill skiing.



This page intentionally left blank



19

Preface

New to this Edition
Just as in all of our previous editions, we aim 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.

In every chapter, our changes were designed to make the material more up to date 
and more relevant for students. A number of new topics have been added at appro-
priate places, and new features appear in each chapter of the fourteenth edition:

• New author videos of solutions to all in-text examples that students can see on 
MyLab Finance within the eText or Multimedia Library help them increase their 
understanding of the concept and application being demonstrated by the in-text 
example and act as a guide for the end-of-chapter problems or related assign-
ments made by their professors.

• New GeoGebra animations for select in-chapter figures allow students to manipu-
late key model inputs to illustrate concepts and reinforce learning.

• A number of end-of-chapter problems are now offered in MyLab Finance as 
auto-graded Excel Projects. Using proven, field-tested technology, auto-graded 
Excel Projects allow instructors to seamlessly integrate Microsoft Excel content 
into their course without having to manually grade spreadsheets. Students have 
the opportunity to practice important finance skills in Excel, helping them to 
master key concepts and gain proficiency with the program.

• New Excel templates for many end-of-chapter problems are available in MyLab 
Finance. These templates do not solve problems for students but rather help 
students reach a solution faster by inputting data for them or by organizing facts 
presented in problems in a logical way.

• Student and instructor versions of the Excel Screenshots that appear throughout 
the chapters are available in MyLab Finance. Student versions only allow stu-
dents to manipulate the input values, whereas instructors’ Excel files available 
in the instructor resources area provide full access to the spreadsheet models.

• Updated financial calculator images better match the financial calculator avail-
able on MyLab Finance.

• Revised or replaced chapter openers and related end-of-chapter problems in ev-
ery chapter help students see the real-world application of chapter content.

• New author videos introduce the main ideas of each chapter and highlight the 
application of key concepts and the connections between chapters.

• Expanded use of real-world data in examples, tables, figures, and end-of-chap-
ter problems gives the text a more applied, practical feel and helps students 
understand that the skills they learn can help them personally or on the job.

• Updated Investor Facts boxes from the previous edition, and new ones to this 
edition, provide depth and breadth and again highlight the importance of invest-
ments concepts in the real world.
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• A large percentage of the end-of-chapter problems were revised using interest 
rates, stock prices, and other values that better reflect market conditions at the 
time of the revision.

The Fundamentals of Investing Program
“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.

To enhance learning, we recommend pairing the text content with MyLab Finance, 
which is the teaching and learning platform that empowers students’ independent 
learning. By combining trusted author content with digital tools and a flexible plat-
form, MyLab personalizes the learning experience and will help students learn and 
retain key course concepts while developing skills that future employers are seeking in 
their candidates. From author videos to Excel Projects, MyLab Finance helps you 
teach your course, your way. Learn more at www.pearson.com/mylab/finance

Solving Teaching and Learning Challenges
The fact is, investing may sound simple, but it’s not. Investors in today’s turbu-
lent financial markets confront many challenges when deciding how to invest their 
money. More than 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 judgments 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. 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 fourteenth 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 certification programs, and continuing education courses. Focusing on 
both individual securities 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.

Hallmarks of Fundamentals of Investing
Using information gathered from academicians and practicing investment profes-
sionals, plus feedback from adopters, the fourteenth edition reflects the realities of 
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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. The focus of Fundamentals of Investing 
has always been on the individual investor. This focus gives students the informa-
tion they need to develop, implement, and monitor a successful investment pro-
gram. It also provides students with a solid foundation of basic concepts, tools, and 
techniques. Subsequent courses can build on that foundation by presenting the ad-
vanced 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 investment environment, including the 
various investment markets, information, and transactions. Next, it presents con-
ceptual 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 investments 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 text-
book 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. Current events, changing regulations, and other factors constant-
ly reshape financial markets and investments. Virtually all topics in this book take 
into account changes in the investment environment. For example, several chap-
ters that emphasize the tax consequences of an investment or strategy incorporate 
the latest tax changes passed in the United States of America as part of the Tax 
Cuts and Jobs Act in December 2017. In Chapter 2, we discuss how securities 
trading has changed in recent years, and we highlight the Spotify direct listing IPO 
as a potential threat to the traditional underwriting business of investment banks. 
Chapter 3 shares some advice from the Securities and Exchange Commission on 
the perils of investing in cryptocurrencies. Chapter 5 offers expanded content on 
the concept of correlation, using data on real companies to illustrate how correla-
tion affects the performance of a portfolio. These are but a few of the examples of 
new content found throughout the text.

In addition, the fourteenth 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.
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Comprehensive, Integrated Learning System. The 
Learning Goal system begins each chapter with six 
Learning Goals, labeled with numbered icons. These 
goals anchor the most important concepts and tech-
niques 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 rel-
evance of the vignette to the world of investments.

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 The Investment Environment

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.

You 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. 
Traditional media outlets, including TV networks such as CNBC, Bloomberg Television, and 
Fox Business Network and print-based powerhouses such as The Wall Street Journal and The 
Financial Times, provide financial advice for individual investors. However, more people obtain in-
vestment information from the Internet than from all other sources combined. The Internet makes 
enormous amounts of information readily available, enables investors to trade securities with the 
click of a mouse, and provides free and low-cost access to tools that were once restricted to pro-
fessional investors. All of this helps create a more level playing field—yet at the same time, such 
easy access can increase the risks for inexperienced investors.

Whether you are an experienced investor or a novice, the same investment fundamentals 
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 risk. You will see examples of the link between risk and return throughout this 
text. First, we address the question, “What is an investment?”

35

MyLab Finance Chapter Introduction Video

Globalization. One issue that is reshaping the world of investing is the growing glo-
balization of securities markets. As a result, Fundamentals of Investing continues to 
stress the global aspects of investing. We initially look at the growing importance of 
international markets, investing in foreign securities (directly or indirectly), interna-
tional investment performance, and the risks of international investing. In later chap-
ters, we describe 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 glob-
al focus when planning, building, and managing an investment portfolio. Global top-
ics are highlighted by a globe icon in the margin.
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Examples illustrate key concepts and applications and, new to this edition, are paired with author-created 
solution videos in MyLab Finance (within the eText or Multimedia Library), as noted by the associated MyLab 
Finance Solution Video callout in the text. Students can watch the author videos to increase their understanding 
of the concept and application being demonstrated by the in-text example and as a guide for the end-of-chapter 
problems assigned by their professors.

Apple on Top A firm’s market 
capitalization, which equals the 
price per share times the number 
of shares outstanding, is a mea-
sure of its scale. On August 2, 
2018, Apple Inc. became the first 
company in history with a market 
capitalization above $1 trillion. It 
wasn’t alone in reaching that mile-
stone very long. Amazon.com Inc. 
reached the $1 trillion mark just a 
month later on September 4.

INVESTOR FACTS

An Advisor’s Perspective consists of short video clips of professional  
investment advisors discussing the investments topics covered in each  
chapter. Students can access the video clips on MyLab Finance.

Watch Your Behavior boxes 
appear in the margins of most 
chapters and highlight invest-
ment lessons gleaned from the 
behavioral finance literature.

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 realized investment losses 
(up to a point) against other forms 
of income, thereby lowering their 
tax liabilities.

WATCH YOUR BEHAVIOR

Each chapter contains a handful of Investor Facts—brief sidebar items 
that give an interesting statistic or cite an unusual investment experi-
ence. These facts add a bit of seasoning to the concepts 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.

Rick Loek, CEO, 
Calrima Financial and 
Insurance Agency

AN ADVISOR’S PERSPECTIVE

MyLab Finance

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

Suppose you purchased a single share of McDonald’s common stock for $119.62 
on January 3, 2017, the first day that the stock market was open for trading that 
year. During 2017 you received $3.83 in cash dividends. At the end of the year, you 
sold the stock for $172.12. You earned $3.83 in dividends and you realized a $52.50 
capital gain ($172.12 sale price − $119.62 purchase price) for a total dollar return of 
$56.33. On a percentage basis, the return on McDonald’s shares in 2017 is calculated 
as $56.33 ,  $119.62 =  0.471 or 47.1%. If you continued to hold the stock rather 
than sell it, you would have earned the same return, but your capital gain would 
have been unrealized.

Example

McDonald’s  
Common  

Stock Return

MyLab Finance 
Solution Video



24 PREFACE

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.

Implicit Guarantee Might Not Be Forever
Norway’s Eksportfinans ASA, 
a partially state-owned lender, 
was established more than 
four decades ago with the 

support of the government to provide long-term 
financing for the export sector. In a surprise move 
on 18th November 2011, the government decided 
to wind down Eksportfinans ASA, after denying the 
lender permission to waive European Union capital 
requirements to prevent concentration of loans to 
single industries.

After the government withdrew sup-
port, Moody’s Investors Service downgraded 

Eksportfinans to junk, cutting its rating by seven 
points. Even though the Norwegian Trade Minister 
stated that the downgrade does not reflect the 
company’s ability to pay its debts, the ratings 
cut sent yields surging on debt from Norway’s
 biggest banks and other state-backed lenders. 
Credit  default swaps on sovereign debt issued 
by Norway were also affected, increasing as
 investors became nervous. In 10 days, the yield 
on Eksportfinans’s benchmark two-year note

is risk even in AAA rated countries like Norway.

surged 6.76 percentage points.
These events were a good reminder that there 

I
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FAMOUS 
FAILURES  

IN FINANCE 

Key Equations are screened in yellow throughout the text to help readers identify the most important math-
ematical relationships. Select key equations also appear in the text’s rear endpapers.

Equation  10.1 Taxable equivalent yield =
Yield on municipal bond

1-Marginal federal tax rate

Excel Screenshots Many chapters 
provide screenshots showing completed 
Excel models designed to solve in- 
chapter examples. The MyLab Excel 
icon indicates that student versions of 
these screenshots are available in  
MyLab Finance.
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Calculator Keystrokes At appropriate spots in the text the student will find 
sections on the use of financial calculators, with marginal calculator graph-
ics that show the inputs and functions to be used. The MyLab financial 
calculator callout in the text indicates that the reader can use the financial 
calculator tool in MyLab Finance to find the solution for an example by 
inputting the keystrokes shown in the calculator screenshot.

Solution                 9.32

Function
CF0

CF1

CF2

CF3

CF4

Input
21100

90
100
110
120
100
100

1200

CPT RCL ENTER CPT CPT

INSDELIRRNPVCF

N I/Y PV PMT FV

AMORT

RESET

BGNxP/YP/YC/Y

1/x 7

4

1

0

8

5

2

.

9

6

3

=

/

*

–

+

yx

C/CE

+/–

CF5

CF6

CF7

CPT
IRR

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 MyLab Finance, at the book’s  
website, and by review of the preceding text.

10.1 What appeal do bonds hold for investors? Give several reasons why bonds make 
attractive investment outlets.

10.2 How would you describe the behavior of market interest rates and bond returns 
over the past 50 years? Do swings in market interest rates have any bearing on 
bond returns? Explain.

10.3 Identify and briefly describe the five types of risk to which bonds are exposed. What 
is the most important source of risk for bonds in general? Explain.

CONCEPTS 
IN REVIEW
Answers available at  
http:// www.pearson.com
/mylab/finance

The end-of-chapter summary makes 
Fundamentals of Investing an effi-
cient study tool by integrating 
chapter contents with online Study 
Plans available in MyLab Finance. 
A thorough 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.

MyLab Finance 
Financial Calculator
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Discussion Questions, keyed to 
Learning Goals, guide students to 
integrate, 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 recom-
mendation 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 Discussion 
Questions are available for instruc-
tors in the Instructor’s Manual on 
the Instructor’s Resource Center.

Expanded and Revised Problem 
Sets offer additional review and 
homework opportunities and are 
keyed to Learning Goals. Answers/
solutions are available for instruc-
tors in the Instructor’s Manual on 
the Instructor’s Resource Center.

New! Indicated by the MyLab 
Excel icon, Excel templates for 
many end-of-chapter Problems are 
available in MyLab Finance. These 
templates do not solve problems for 
students, but rather help students 
reach a solution faster by inputting 
data for them or by organizing facts 
presented in problems in a logical way. In addition, in this edition we provide electronic Excel-based 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 students are directed to the website www.pearson.com/mylab/finance, where they can 
complete a spreadsheet tutorial, if needed.

Discussion Questions

Q10.1  Using the bond returns in Table 10.1 as a basis of discussion:
a. Compare the total returns on Treasury bonds during the 1970s with those pro-

duced in the 1980s. How do you explain the di erences?
b. How did the bond market do in the 1990s? How does the performance in this de-

cade compare with that in the 1980s? Explain.
c. What do you think would be a reasonable rate of return from bonds in the future? 

Explain.
d. Assume that you’re out of school and hold a promising, well-paying job. How 

much of your portfolio (in percentage terms) would you want to hold in bonds? 
Explain. What role do you see bonds playing in your portfolio, particularly as you 
go further and further into the future?

Q10.2  Identify and briefly describe each of the following types of bonds:
a. Treasury Inflation-Protected Securities (TIPS)
b. Corporate bonds
c. Zero-coupon bonds
d. Asset-backed securities
e. Eurodollar bonds
f. PIK bonds
What type of investors do you think would be most attracted to each?

Q10.3  What do ratings agencies do? Why is it important for an investor to take a bond rating 
into account before determining the value of a fixed-income asset?

Problems  Select problems are available in MyLab Finance. The 
MyLab

X  icon indicates problems in Excel format 
available in MyLab Finance.

P10.1 A 7%, five-year bond is callable in two years at a call price of $2,000. The bond is cur-
rently priced in the market at $1,770. Assuming that the call value and the maturity 
value are the same, what is the issue’s current yield?

P10.2 A certain bond has a current yield of 8.1% and a market price of $925.50. What is the 
bond’s coupon rate?

P10.3 Connor buys a 12% corporate bond with a current yield of 8%. How much did he pay 
for the bond?

P10.4 An investor is in the 24% tax bracket and lives in a state with no income tax. He is 
trying to decide which of two bonds to purchase. One is a 7% corporate bond that is 
selling at par. The other is a municipal bond with a 5% coupon that is also selling at 
par. If all other features of these bonds are comparable, which should the investor 
select? Why? Would your answer change if this were an in-state municipal bond and 
the investor lived in a place with high state income taxes? Explain.

P10.5 An investor lives in a state with a 5% tax rate. Her federal income tax bracket is 28%. 
She wants to invest in one of two bonds that are similar in terms of risk (and both 

MyLab

X

MyLab

X

ff
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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 alternatives, and 
to recommend how an investor might 
solve a specific problem. Again, 
Learning Goals show the student the 
chapter topics on which the case prob-
lems focus.

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. 
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 MyLab Finance 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 
fourteenth edition of Fundamentals of 
Investing and are meant to replicate as 
closely as possible the types of ques-
tions that appear on the standard 
Level-I Exam. The Sample CFA Exams 
on MyLab Finance come in three 
lengths: 30 questions, 40 questions, 
and 50 questions. Each exam is 
unique and  consists of a different set of questions, so students can take any one or all of the exams without 
running into any duplicate questions. For the most part, these questions are adapted from past editions of 
the CFA Candidate Study Notes.  Answers are included for immediate reinforcement.

Case Problem 10.1  Max and Veronica Develop a Bond Investment Program

Max and Veronica Shuman, along with their teenage sons Terry and Thomas, live in Portland, 
Oregon. Max is a sales rep for a major medical firm, and Veronica is a personnel o cer at a 
local bank. Together they earn an annual income of about $100,000. Max has just learned that 
his recently departed rich uncle has named him in his will to the tune of some $250,000 after 
taxes. Needless to say, the family is elated. Max intends to spend $50,000 of his inheritance on 
a number of long-overdue family items (like some badly needed remodeling of their kitchen and 
family room, the down payment on a new Porsche Boxster, and braces to correct Tom’s over-
bite). Max wants to invest the remaining $200,000 in various types of fixed-income securities.

Max and Veronica have no unusual income requirements or health problems. Their only 
investment objectives are that they want to achieve some capital appreciation, and they want 
to keep their funds fully invested for at least 20 years. They would rather not have to rely on 
their investments as a source of current income but want to maintain some liquidity in their 
portfolio just in case.

Questions

a. Describe the type of bond investment program you think the Shuman family should 
 follow. In answering this question, give appropriate consideration to both return and 
risk factors.

b. List several types of bonds that you would recommend for their portfolio and briefly 
 indicate why you would recommend each.

  

CFA Exam Quest ionsCFA 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 valu-
ation models, and e cient market concepts. (Note: When answering some of the questions, 
remember: “Forward P/E” is the same as a P/E based on estimated 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 deter-
minants 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 analysts expect this 
to continue. The firm is expected to earn $4.40 per share next year, and the stock is ex-
pected 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 inves-
tor’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 liabilities 
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%

ffi

ffi
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Additional MyLab Finance Features
A Powerful Homework and Test Manager. A powerful homework and test man-
ager lets you create, import, and manage online homework assignments, quizzes, 
and tests that are automatically graded. You can choose from a wide range of assign-
ment options, including time limits, proctoring, and maximum number of attempts 
allowed. The bottom line: MyLab Finance means less time grading and more time 
teaching.

Study Plan. The Study Plan gives personalized recommendations for each student, 
based on his or her ability to master the learning objectives in your course. This al-
lows students to focus their study time by pinpointing the precise areas they need to 
review, and allowing them to use customized practice and learning aids—such as 
videos, eTexts, tutorials, and more—to help students stay on track.

Pearson eText. Pearson eText enhances learning—both in and out of the classroom. 
Students can take notes, highlight, and bookmark important content, or engage with 
interactive lecture and example videos that bring learning to life (available with se-
lect titles) anytime, anywhere via MyLab or the app. Pearson eText enhances 
learning—both in and out of the classroom. Worked examples, videos, and interac-
tive tutorials bring learning to life, while algorithmic practice and self-assessment 
opportunities test students’ understanding of the material—anytime, anywhere via 
MyLab or the app.

Learning Management System (LMS) Integration. You can now link from Black-
board Learn, Brightspace by D2L, Canvas, or Moodle to MyLab Finance. Access 
assignments, rosters, and resources, and synchronize grades with your LMS grade-
book. For students, single sign-on provides access to all the personalized learning 
resources that make studying more efficient and effective.

Excel Projects. Using proven, field-tested technology, auto-graded Excel Projects 
let you seamlessly integrate Microsoft Excel content into your course without having 
to manually grade spreadsheets. Students can practice important statistical skills in 
Excel, helping them master key concepts and gain proficiency with the program. 
They simply download a spreadsheet, work live on a statistics problem in Excel, and 
then upload that file back into MyLab Finance. Within minutes, they receive a report 
that provides personalized, detailed feedback to pinpoint where they went wrong in 
the problem.

Financial Calculator. Students can access a fully functional Financial Calculator 
inside MyLab Finance and a financial calculator app that they can download to their 
iPhone®, iPad®, or Android device—so they can perform financial calculations and 
complete assignments, all in the same place.
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Question Help. Question Help consists of homework and practice questions to give 
students unlimited opportunities to master concepts. If students get stuck, learning 
aids like Help Me Solve This, View an Example, eText Pages, and a Financial Calcu-
lator walk them through the problem and show them helpful info in the text—giving 
them assistance when they need it most.

Worked Out Solutions. Worked Out Solutions are available to students when they 
are reviewing their submitted and graded homework. They provide step-by-step ex-
planations on how to solve the problem using the exact numbers and data presented 
in the original problem. Instructors have access to Worked Out Solutions in preview 
and review mode.

Visit www.pearson.com/mylab/finance to access all the available features included 
with the fourteenth edition of Fundamentals of Investing.

Developing Employability Skills
For students to succeed in a rapidly changing job market, they should be aware of 
their career options and how to go about developing skills that prepare them to 
pursue those career opportunities. In this book and in MyLab Finance, we focus on 
developing these skills in a variety of ways.

Excel modeling skills—Each chapter offers students opportunities to work with 
Excel spreadsheets available on MyLab to build Excel models to solve investment 
problems. Many chapters provide Excel screenshots showing completed models 
designed to solve in-chapter examples.

Ethical reasoning skills—The Famous Failures in Finance boxes appearing in 
each chapter often highlight ethical problems arising in the investments context as 
well as the potential consequences of unethical actions by investment professionals. 
These boxes will help students recognize the ethical temptations they are likely to 
face while pursuing an investments career or as they invest their own money.

Critical thinking skills—Nearly every significant investment decision involves crit-
ical thinking because making optimal decisions means weighing tradeoffs of alterna-
tive decisions, such as the risk/reward tradeoff inherent in making any investment. To 
weigh these tradeoffs, students must first learn how to quantify them. Nearly every 
chapter in this book talks about the quantitative benefits and costs of different invest-
ments, and students who master this content will be in a strong position to make 
better investment decisions on behalf of their clients and themselves.

Data analysis skills—Investments is all about data. Analysts have to identify the 
data that is relevant for a particular investments problem, and they must know how 
to process that data in a way that leads to a good investment decision. In-chapter 
examples and end-of-chapter problems require students to sort out relevant from 
irrelevant data and to use the data that is available to make clear recommendations 
about what course of action an investor should take.

Instructor Teaching Resources
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 four-
teenth edition, will enrich the investments course for both students and instructors.
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Supplements available to instructor at 
www.pearsonglobaleditions.com Features of the Supplement

Instructor’s Manual • Teaching outlines
• Chapter summaries
• Key concepts
• Chapter overviews
• Solutions to all questions and problems in the text

Test Bank More than 1,800 multiple-choice, true/false, short-answer, and 
graphing questions with these annotations:
• Type (multiple-choice, true/false, short-answer, essay
• Topic (the term or concept the question supports)
• Learning outcome
• AACSB learning standard (written and oral communication; 

ethical understanding and reasoning; analytical thinking; 
information technology; interpersonal relations and teamwork; 
diverse and multicultural work; reflective thinking; application 
of knowledge)

Computerized TestGen TestGen allows instructors to:
• Customize, save, and generate classroom tests
• Edit, add, or delete questions from the test item files
• Analyze test results
• Organize a database of tests and student results.

PowerPoints PowerPoints include lecture notes, key equations, and figures and 
tables from the text. In addition, these slides meet accessibility 
standards for students with disabilities. Features include but are 
not limited to:
• Keyboard and screen reader access
• Alternative text for images
• High color contrast between background and foreground colors


