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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.
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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.

21

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.
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Internal Characteristics Certain characteristics of an investment affect its return. For 
investments issued by companies, the important characteristics include things such as 
the type of investment (e.g., stocks or bonds), the quality of the firm’s management, 
and whether the firm finances its operations with debt or equity. For example, inves-
tors might expect a different return on the common stock of a large, well-managed, 
completely equity-financed plastics manufacturer than they would anticipate from the 
common stock of a small, poorly managed, largely debt-financed clothing manufac-
turer. As we will see in later chapters, assessing internal factors and their impact on 
return is one important step in analyzing possible investments.

External Forces External forces such as Federal Reserve actions, recessions, wars, and 
political events may also affect an investment’s return. None of these are under the 
control of the issuer of the investment, and investments react differently to these forces. 
For example, if investors expect oil prices to rise, they may raise their expected return 
for ExxonMobil stock and lower it for the stock of an automobile manufacturer that 
produces gas guzzlers. Likewise, the economies of various countries respond to external 
forces in different ways.

Another external force is the general level of price changes, either up—inflation—
or down—deflation. How inflation (or deflation) affects investment returns is com-
plex, but it depends in part on whether investors correctly anticipate the rate of 
inflation. Generally speaking, when investors expect inflation to occur, they will 
demand higher returns. For example, when we look back through history, we see that 
interest rates on bonds were usually higher in periods when inflation was higher. 
However, when investors are caught off guard and the rate of inflation is higher or 
lower than they expected, returns on investments may rise or fall in response. The way 
that investment returns respond to unexpected changes in inflation will vary from one 
type of investment to another, and that response can be influenced by investors’ beliefs 
about how policymakers will react to changing inflation. For example, if inflation 
unexpectedly rises, investors might anticipate that the Federal Reserve will take action 
to slow economic growth to bring inflation back down. In that case, returns on some 
investments might fall even as inflation is accelerating.

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

What Is Inflation?
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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.
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pays you $200 in two years. Assume that neither investment has any risk, 
meaning that you are certain that you will receive these cash payments. 
Clearly both investments pay $200 over two years, but investment A is pref-
erable because you can reinvest the $100 you receive in the first year to earn 
more interest the second year. You should always consider time value of 
money principles when making investment decisions.

We now review the key computational aids for streamlining time value 
of money calculations, and then we demonstrate the application of time 
value of money techniques to determine an acceptable investment.

Computational Aids for Use in Time Value of Money Calculations The once time-
consuming calculations involved in applying time value of money techniques can be simpli-
fied with a number of computational aids. Throughout this text we will demonstrate the 
use of hand-held financial calculators and electronic spreadsheets. Financial calculators 
include numerous preprogrammed financial routines. To demonstrate the calculator key-
strokes for various financial computations, we show a keypad, with the keys defined below.

Ed Slott  
CEO, Ed Slott and 
Company

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

AN ADVISOR’S PERSPECTIVE

MyFinanceLab

 Electronic spreadsheet use has become a prime skill for today’s investors. Like 
financial calculators, spreadsheets have built-in routines that simplify time value of 
money calculations. For most time value of money calculations in the text, we show 
spreadsheet solutions with clearly identified cell entries.

N

I

PV

PMT

FV

CPT

Number of periods

Interest rate per 
period

Present value

Amount of payment 
(used only for 
annuities)

Future value

Compute key used 
to initiate �nancial 
calculation once all 
values are input

Determining a Satisfactory Investment You can use time value of money techniques 
to determine whether an investment’s return is satisfactory given the investment’s cost. 
Ignoring risk at this point, a satisfactory investment would be one for which the present 
value of benefits (discounted at the appropriate discount rate) equals or exceeds its 
cost. The three possible cost–benefit relationships and their interpretations follow:

1. If the present value of the benefits equals the cost, you would earn a rate of 
return equal to the discount rate.

2. If the present value of benefits exceeds the cost, you would earn a rate of return 
greater than the discount rate.

3. If the present value of benefits is less than the cost, you would earn a rate of 
return less than the discount rate.

You would prefer only those investments for which the present value of benefits 
equals or exceeds its cost—situations 1 and 2. In these cases, the rate of return would 
be equal to or greater than the discount rate.

M04_SMAR3308_13_SE_C04.indd   127 05/12/15   1:53 AM

324 PArt thrEE I InvEstIng In Common stoCks

You would also expect the price-to-book-value measure to be low, but 
probably not as low as the P/S ratio. Indeed, unless the market becomes grossly 
overvalued (think about what happened in 1999 and 2000), most stocks are 
likely to trade at multiples of less than three to five times their book values. 
And in this case, unlike with the P/S multiple, there’s usually little justification 
for abnormally high price-to-book-value ratios—except perhaps for firms that 
have abnormally low levels of equity in their capital structures. Other than 
that, high P/BV multiples are almost always caused by “excess exuberance.” As 
a rule, when stocks start trading at seven or eight times their book values, or 
more, they are becoming overvalued.

8.6 Briefly describe the dividend valuation model and the three versions of this model. 
Explain how CAPM fits into the DVM.

8.7 What is the difference between the variable-growth dividend valuation model and the 
free cash flow to equity approach to stock valuation? Which procedure would work better 
if you were trying to value a growth stock that pays little or no dividends? Explain.

8.8 How would you go about finding the expected return on a stock? Note how such infor-
mation would be used in the stock selection process.

8.9 Briefly describe the P/E approach to stock valuation and note how this approach differs 
from the variable-growth DVM. Describe the P/CF approach and note how it is used in 
the stock valuation process. Compare the P/CF approach to the P/E approach, noting the 
relative strengths and weaknesses of each.

8.10 Briefly describe the price-to-sales ratio and explain how it is used to value stocks. Why 
not just use the P/E multiple? How does the P/S ratio differ from the P/BV measure?

ConCePTs  
in reView
answers available at 
http://www.pearsonhighered.com/
smart

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

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.

MyFinanceLab

what you should know key Terms where to Practice

Explain the role that a company’s future plays in  
 the stock valuation process. The final phase of 

security analysis involves an assessment of the invest-
ment merits of a specific company and its stock. The 
focus here is on formulating expectations about the 
company’s prospects and the risk and return behavior 
of the stock. In particular, we would want some idea of 
the stock’s future earnings, dividends, and share prices, 
which are ultimately the basis of return.

common-size income 
statement, p. 298

relative P/E multiple,  
p. 302

stock valuation, p. 298
target price, p. 304

MyFinanceLab Study  
Plan 8.1

Excel Table 8.1
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Internal Characteristics Certain characteristics of an investment affect its return. For 
investments issued by companies, the important characteristics include things such as 
the type of investment (e.g., stocks or bonds), the quality of the firm’s management, 
and whether the firm finances its operations with debt or equity. For example, inves-
tors might expect a different return on the common stock of a large, well-managed, 
completely equity-financed plastics manufacturer than they would anticipate from the 
common stock of a small, poorly managed, largely debt-financed clothing manufac-
turer. As we will see in later chapters, assessing internal factors and their impact on 
return is one important step in analyzing possible investments.

External Forces External forces such as Federal Reserve actions, recessions, wars, and 
political events may also affect an investment’s return. None of these are under the 
control of the issuer of the investment, and investments react differently to these forces. 
For example, if investors expect oil prices to rise, they may raise their expected return 
for ExxonMobil stock and lower it for the stock of an automobile manufacturer that 
produces gas guzzlers. Likewise, the economies of various countries respond to external 
forces in different ways.

Another external force is the general level of price changes, either up—inflation—
or down—deflation. How inflation (or deflation) affects investment returns is com-
plex, but it depends in part on whether investors correctly anticipate the rate of 
inflation. Generally speaking, when investors expect inflation to occur, they will 
demand higher returns. For example, when we look back through history, we see that 
interest rates on bonds were usually higher in periods when inflation was higher. 
However, when investors are caught off guard and the rate of inflation is higher or 
lower than they expected, returns on investments may rise or fall in response. The way 
that investment returns respond to unexpected changes in inflation will vary from one 
type of investment to another, and that response can be influenced by investors’ beliefs 
about how policymakers will react to changing inflation. For example, if inflation 
unexpectedly rises, investors might anticipate that the Federal Reserve will take action 
to slow economic growth to bring inflation back down. In that case, returns on some 
investments might fall even as inflation is accelerating.

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

What Is Inflation?
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complex process based on expectations of the return and risk characteristics of a stock. 
Any stock has two potential sources of return: dividend payments and capital gains. In 
establishing investment value, investors try to determine how much money they will 
make from these two sources. They then use those estimates as the basis for formu-
lating the return potential of the stock. At the same time, they try to assess the amount 
of risk to which they will be exposed by holding the stock. Such return and risk infor-
mation helps them place an investment value on the stock. This value represents the 
maximum price an investor should be willing to pay for the issue.

6.6 What is a stock split? How does a stock split affect the market value of a share of stock? 
Do you think it would make any difference (in price behavior) if the company also changed 
the dividend rate on the stock? Explain.

6.7 What is a stock spin-off? In very general terms, explain how a stock spin-off works. Are 
these spin-offs of any value to investors? Explain.

6.8 Define and differentiate between the following pairs of terms.

 a. Treasury stock versus classified stock
 b. Round lot versus odd lot
 c. Par value versus market value
 d. Book value versus investment value

6.9 What is an odd-lot differential? How can you avoid odd-lot differentials? Which of the 
 following transactions would involve an odd-lot differential?

 a. Buy 90 shares of stock
 b. Sell 200 shares of stock
 c. Sell 125 shares of stock

CONCEPTS  
IN REVIEW
Answers available at  
http://www.pearsonhighered 
.com/smart

Common Stock Dividends
In 2014, U.S. corporations paid out billions in dividends. Counting only the companies 
included in the S&P 500 stock index, dividends that year totaled more than $375 billion. 
Yet, in spite of these numbers, dividends still don’t get much attention. Many investors, 

particularly younger ones, often put very little value on dividends. To a large 
extent, that’s because capital gains provide a much bigger source of return 
than dividends—at least over the long haul.

But attitudes toward dividends are changing. The protracted bear market 
of 2007 through 2009 revealed just how uncertain capital gains can be and, 
indeed, that all those potential profits can turn into substantial capital losses. 
Dividend payments do not fluctuate as much as stock prices do. Plus, divi-
dends provide a nice cushion when the market stumbles (or falls flat on its 
face). Moreover, current tax laws put dividends on the same plane as capital 
gains. Both now are taxed at the same tax rate. Dividends are tax-free for tax-
payers in the 10% and 15% brackets, taxed at a 15% rate for the 25% to 
35% tax brackets, and taxed at a 20% rate for taxpayers whose income sur-
passes the 35% tax bracket. Single taxpayers with modified adjusted gross 
income of $200,000 and married couples exceeding $250,000 are also subject 
to a 3.8% Medicare surtax on investment income, including dividend income.

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 
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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.
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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.

80 PART ONE I PREPARING TO INVEST

Types and Sources of Investment Information
As you learned in Chapter 1, becoming a successful investor starts with developing 
investment plans and meeting your liquidity needs. Once you have done that, you can 
search for the right investments to implement your investment plan and monitor your 
progress toward your goals. Whether you use the Internet or print sources, you should 
examine various kinds of investment information to formulate expectations of the risk 
and return behaviors of possible investments. This section describes the key types and 
sources of investment information.

Investment information can be either descriptive or analytical. Descriptive infor-
mation presents factual data on the past behavior of the economy, the market, the 
industry, the company, or a given investment. Analytical information presents projec-
tions and recommendations about possible investments based on current data. The 
sample page from Yahoo! Finance included in Figure 3.3 provides descriptive and ana-
lytical information on McDonald’s Corporation. The figure highlights that McDonald’s 
is a very large company, with a market capitalization of nearly $93 billion (as of April 
15, 2015), revenues in excess of $27 billion, and net income available to common 
stockholders (i.e., net profits) of $4.76 billion. Notice that McDonald’s stock has a 
beta of 0.76, which is less than the average stock’s beta of 1.0. Beta is an important 
measure of risk, specifically systematic or market risk, that we will discuss how to 
develop and use later in this text, but until then it is nice to know that various financial 
websites provide security betas online.

Some forms of investment information are free; others must be purchased individ-
ually or by annual subscription. You’ll find free information on the Internet, in news-
papers, in magazines, at brokerage firms, and at public, university, and brokerage firm 
libraries. Alternatively, you can subscribe to free and paid services that provide peri-
odic reports summarizing the investment outlook and recommending certain actions. 
Many Internet sites now offer free e-mail newsletters and alerts. You can even set up 
your own personalized home page at many financial websites so that stock quotes, 
portfolio tracking, current business news, and other information on stocks of interest 
to you appear whenever you visit the site or are sent automatically to you via e-mail. 
Other sites charge for premium content, such as brokerage research reports, whether in 
print or online.

Although free information is more widely available today than ever before, it may 
still make sense to pay for services that save you time and money by gathering and 
processing relevant investment information for you. But first consider the value of 
information: For example, paying $40 for information that increases your return by 
$27 would not be economically sound. The larger your investment portfolio, the easier 
it is to justify information purchases because they are usually applicable to a number of 
investments.

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.pearsonglobaleditions 
.com/smart
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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.
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Earnings per share is a critical part of the valuation process. Investors can combine 
an EPS forecast with (1) the dividend payout ratio to obtain (future) dividends per 
share and (2) the price-to-earnings multiple to project the (future) price of the stock.

Equation 8.2 simply converts total corporate earnings to a per-share basis by 
dividing forecasted company profits by the expected number of shares outstanding. 
Although this approach works quite effectively, some investors may want to analyze 
earnings per share from a slightly different perspective. One way to do this begins by 
measuring a firm’s ROE. For example, rather than using Equation 8.2 to calculate EPS, 
investors could use Equation 8.3 as follows:

 Equation 8.3   EPS =
After@tax earnings

Book value of equity
*

Book value of equity
Shares outstanding

= ROE * Book value per share

This formula will produce the same results as Equation 8.2. The major advantage of 
this form of the equation is that it highlights how much a firm earns relative to the 
book value of its equity. As we’ve already seen, earnings divided by book equity is the 
firm’s ROE. Return on equity is a key financial measure because it captures the amount 
of success the firm is having in managing its assets, operations, and capital structure. 
And as we see here, ROE is not only important in defining overall corporate profit-
ability, but it also plays a crucial role in defining a stock’s EPS.

To produce an estimated EPS using Equation 8.3, investors would go directly to 
the two basic components of the formula and try to estimate how those components 
might change in the future. In particular, what kind of growth in the firm’s book value 
per share is reasonable to expect, and what’s likely to happen to the company’s ROE? 
In the vast majority of cases, ROE is really the driving force, so it’s important to pro-
duce a good estimate of that variable. Investors often do that by breaking ROE into its 
component parts— net profit margin, total asset turnover, and the equity multiplier 
(see Equation 7.15).

With a forecast of ROE and book value per share in place, investors can plug these 
figures into Equation 8.3 to produce estimated EPS. The bottom line is that, one way 
or another (using the approach reflected in Equation 8.2 or that in Equation 8.3), 
investors have to arrive at a forecasted EPS number that they are comfortable with. 
After that, it’s a simple matter to use the forecasted payout ratio to estimate dividends 
per share:

 Equation 8.4   
Estimated dividends
per share in year t

=
Estimated EPS

for year t
*

Estimated
payout ratio

Finally, estimate the future value of the stock by multiplying expected earnings 
times the expected P/E ratio:

 Equation 8.5     
Estimated share price

at end of year t
=

Estimated EPS
in year t

*
Estimated P/E

ratio

Pulling It All Together Now, to see how all of these components fit together, let’s 
continue with the example we started above. Using the aggregate sales and earnings 
approach, if the company had two million shares of common stock outstanding 
and investors expected that to remain constant, then given the estimated earnings 

M09_SMAR3308_13_SE_C08.indd   303 07/12/15   11:56 AM

134 PART TWO I IMPORTANT CONCEPTUAL TOOLS

spreadsheet use You can calculate the IRR for the single cash flow as shown on the fol-
lowing Excel spreadsheet. 

IRR for a Stream of Income Investments such as income-oriented stocks and bonds 
typically provide the investor with an income stream. The IRR on an investment that 
pays income periodically is the discount rate that equates the present value of the 
investment’s cash flows to its current price.

Consider once more the investment presented in Table 4.5. The table illustrates 
that the present value of the investment’s cash flows given a discount rate of 
8% is $1,175.85. If the market price of the investment is also $1,175.85 (equal to 
the present value), then 8% is its internal rate of return, because at that dis-
count rate the present value and the market price are the same. Suppose that 
the price of this investment falls to $1,100. At that price, what IRR does the 
investment offer? Table 4.7 uses a trial-and-error approach in an attempt to find 
the answer. If we discount the investment’s cash flows at 9%, the present value 
of those cash flows is $1,117.75. That’s above the investment’s market price, so 
the IRR must be above 9%. Table 4.7 shows that at a 10% discount rate, the 
present value of the cash flows is $1,063.40, so the investment’s IRR must be 
below 10%. Therefore, you need to keep searching for the exact discount rate at 
which the investment’s cash flows equal $1,100. You can do that using a finan-
cial calculator or an Excel spreadsheet.

Example

–1000 PV

FV

CPT

I

6.96

N

1400

5

Solution

Input Function

Excel@Investing

Excel@Investing

TABLE 4.7 PRESENT VALUE APPLIED TO AN INVESTMENT 

End of 
Year

(1)  
Income

(2)  
Present Value 

Calculation at 9%

(3)  
Present 

Value at 9%

(4)  
Present Value 

Calculation at 10%

(5)  
Present  

Value at 10%

1 $     90 $    90/(1 + 0.09)1 $    82.57 $     90/(1 + 0.1)1 $     81.82

2 $    100 $   100/(1 + 0.09)2 $    84.17 $   100/(1 + 0.1)2 $     82.64

3 $   110 $    110/(1 + 0.09)3 $    84.94 $    110/(1 + 0.1)3 $     82.64

4 $   120 $   120/(1 + 0.09)4 $    85.01 $   120/(1 + 0.1)4 $     81.96

5 $   100 $   100/(1 + 0.09)5 $    64.99 $   100/(1 + 0.1)5 $     62.09

6 $   100 $   100/(1 + 0.09)6 $    59.63 $   100/(1 + 0.1)6 $     56.45

7 $1,200 $1,200/(1 + 0.09)7 $  656.44 $1,200/(1 + 0.1)7 $   615.79

Total Present Value $1,117.75 $1,063.40
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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.
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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.

458 PArt FoUr I InvEstInG In FIxED-IncomE sEcUrItIEs

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 
bond begins with the yield it should provide. Once that 
piece of information is known (or estimated), a stan-
dard, present value-based model is used to find the 
dollar price of a bond.

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

MyFinanceLab Study  
Plan 11.3

Video Learning Aid for 
Problems P11.1, P11.2

Describe the various measures of yield and 
return and explain how investors use these stan-

dards of performance to value bonds. Four types of 
yields are important to investors: current yield, prom-
ised yield, yield to call, and expected yield (or return). 
Promised yield (yield to maturity) is the most widely 
used bond valuation measure. It captures both the cur-
rent income and the price appreciation of an issue. 
Yield to call, which assumes the bond will be out-
standing only until its first (or some other) call date, 
also captures both current income and price apprecia-
tion. The expected return, in contrast, is a valuation 
measure used by aggressive bond traders to show the 
total return that can be earned from trading in and out 
of a bond long before it matures.

bond equivalent yield,  
p. 441

current yield, p. 439
expected return, p. 445
promised yield, p. 440
realized yield, p. 445
yield to call (YTC), p. 444
yield to maturity (YTM), 
p. 440

MyFinanceLab Study  
Plan 11.4

MyFinanceLab
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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.
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What You should Know Key terms Where to Practice

Understand the basic concept of duration, how it 
can be measured, and its use in the management 

of bond portfolios. Bond duration takes into account 
the effects of both reinvestment and price (or market) 
risks. It captures in a single measure the extent to 
which the price of a bond will react to different interest 
rate environments. Equally important, duration can be 
used to immunize whole bond portfolios from the 
often-devastating forces of changing market interest 
rates.

duration, p. 448
immunization, p. 453

MyFinanceLab Study  
Plan 11.5

Excel Tables 11.1, 11.2

Discuss various bond investment strategies and 
the different ways investors can use these securi-

ties. Bonds can be used as a source of income, as a way 
to seek capital gains by speculating on interest rate 
movement, or as a way to earn long-term returns. 
Investors often employ one or more of the following 
strategies: passive strategies such as buy-and-hold, 
bond ladders, and portfolio immunization; bond 
trading based on forecasted interest rate behavior; and 
bond swaps.

bond ladders, p. 456
bond swap, p. 456
tax swap, p. 457
yield pickup swap, p. 457

MyFinanceLab Study  
Plan 11.6

log into MyFinanceLab, take a chapter test, and get a personalized study Plan  
that tells you which concepts you understand and which ones you need to  
review. From there, MyFinanceLab will give you further practice, tutorials,  

animations, videos, and guided solutions.  
log into http://www.myfinancelab.com

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.
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c. Market interest rates go from 8% to 9%.
d. The bond’s modified duration falls by half a year.

   Q11.4 Assume that an investor comes to you looking for advice. She has $200,000 to invest and 
wants to put it all into bonds.
a. If she considers herself a fairly aggressive investor who is willing to take the risks 

necessary to generate the big returns, what kind of investment strategy (or strategies) 
would you suggest? Be specific.

b. What kind of investment strategies would you recommend if your client were a very 
conservative investor who could not tolerate market losses?

c. What kind of investor do you think is most likely to use
  1. an immunized bond portfolio?
  2. a yield pickup swap?
  3. a bond ladder?
  4. a long-term, zero-coupon bond when interest rates fall?

   Q11.5 Using the resources at your campus or public library (or on the Internet), select any six bonds 
you like, consisting of two Treasury bonds, two corporate bonds, and two agency issues. 
Determine the latest current yield and promised yield for each. (For promised yield, use annual 
compounding.) In addition, find the duration and modified duration for each bond.
a. Assuming that you put an equal amount of money into each of the six bonds you 

selected, find the duration for this six-bond portfolio.
b. What would happen to your bond portfolio if market interest rates fell by 100 basis 

points?
c. Assuming that you have $100,000 to invest, use at least four of these bonds to 

develop a bond portfolio that emphasizes either the potential for capital gains or the 
preservation of capital. Briefly explain your logic.

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?
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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 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.
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Financial Ratio

Company 
1

Company 
2

Company 
3

Company 
4

Company 
5

Company 
6

6. Owners’ equity ratio 18.6% 18.9% 44.1% 1.5% 5.1% 21.2%

7. Pretax interest coverage 2.3 4.5 8.9 1.7 2.4 6.4

8. Cash flow to total debt 34.7% 48.8% 71.2% 20.4% 30.2% 42.7%

Notes:
1. Current ratio = current assets / current liabilities
2. Quick ratio = (current assets – inventory) / current liabilities
3. Net profit margin = net profit / sales
4. Return on total capital = pretax income / (equity + long-term debt)
5. Long-term debt to total capital = long-term debt / (long-term debt + equity)
6. Owner’s equity ratio = stockholders’ equity / total assets
7. Pretax interest coverage = earnings before interest and taxes / interest expense
8. Cash flow to total debt = (net profit + depreciation) / total liabilities

The financial ratios shown in the preceding table are often helpful in carrying out such 
analysis. The first two ratios measure the liquidity of the firm; the next two, its profitability; the 
following two, the debt load; and the final two, the ability of the firm to service its debt load. 
(For ratio 5, the lower the ratio, the better. For all the others, the higher the ratio, the better.) The 
table lists each of these ratios for six companies.

Questions

a. Three of these companies have bonds that carry investment-grade ratings. The other three 
companies carry junk-bond ratings. Judging by the information in the table, which three 
companies have the investment-grade bonds and which three have the junk bonds? Briefly 
explain your selections.

b. One of these six companies is an AAA-rated firm and one is B-rated. Identify those compa-
nies. Briefly explain your selections.

c. Of the remaining four companies, one carries an AA rating, one carries an A rating, and two 
have BB ratings. Which companies are they?

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

A TABLE Of fINANcIAL RATIOS (Continued )
(All ratios are real and pertain to real companies.)
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c.  From your findings in questions a and b, indicate whether the IRR for investment A is above 
or below 4% and whether that for investment B is above or below 8%. Explain.

d.  Use the present value technique to estimate the IRR on each investment. Compare your find-
ings and contrast them with your response to question c.

e.  From the information given, which, if either, of the two investments would you recommend 
that Dave make? Explain your answer.

f.  Indicate to Dave how much money the extra $50 will have grown to by the end of 2026, 
assuming he makes no withdrawals from the savings account.

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.

Stock X Stock Y

Share Price Share Price

Dividend Dividend

Year Income Beginning Ending Income Beginning Ending

2007 $1.00 $20.00 $22.00 $1.50 $20.00 $20.00

2008 $1.50 $22.00 $21.00 $1.60 $20.00 $20.00

2009 $1.40 $21.00 $24.00 $1.70 $20.00 $21.00

2010 $1.70 $24.00 $22.00 $1.80 $21.00 $21.00

2011 $1.90 $22.00 $23.00 $1.90 $21.00 $22.00

2012 $1.60 $23.00 $26.00 $2.00 $22.00 $23.00

2013 $1.70 $26.00 $25.00 $2.10 $23.00 $23.00

2014 $2.00 $25.00 $24.00 $2.20 $23.00 $24.00

2015 $2.10 $24.00 $27.00 $2.30 $24.00 $25.00

2016 $2.20 $27.00 $30.00 $2.40 $25.00 $25.00

Questions

a.  Determine the HPR for each stock in each of the preceding 10 years. Find the expected return 
for each stock, using the approach specified by Molly.

b.  Use the HPRs and expected return calculated in question a to find the standard deviation of 
the HPRs for each stock over the 10-year period.
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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.
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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 www.pearsonglobaleditions.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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and suggestions from students throughout the country—comments we especially 
enjoy receiving—sustained our belief in the need for a fresh, informative, and 
teachable investments text.
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cisms, which have had a strong influence on various aspects of this volume. Our special 
thanks go to the following people, who reviewed all or part of the manuscript for the 
previous twelve editions of the book.
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