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“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.
After the 2008 meltdown in financial markets, investors have become more wary of
risk than they have been in many years. This book is designed to help students under-
stand 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, stu-
dents want to know, what are the best investments for me? Should I buy individual
securities, mutual funds, or exchange-traded funds? What’s the market outlook in the
next few years? What 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 twelfth 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 both markets and
investment vehicles. A conversational tone and liberal use of examples guide students
through the material and demonstrate important points.

New for the Twelfth Edition

Our many adopters are interested in how we have changed the content from the eleventh
to the twelfth 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 con-
tinue to craft a book that will truly meet the needs of students and professors.

The most dramatic change in the twelfth edition is the positioning of Scott Smart
as the book’s lead author. Scott received his Ph.D. from Stanford University in 1991,
and he has been a member of the finance faculty at Indiana University since then. He is
currently Associate Chair of the MBA Program at Indiana University’s Kelley School of
Business. His scholarly articles have appeared in the Journal of Financial Economics,
the Journal of Finance, Financial Management, the Financial Review, the Journal of



PREFACE

Accounting and Economics, and other scholarly journals. He has been recognized as an
outstanding teacher by Business Week, and he has won more than a dozen teaching
awards. Readers will see Scott’s imprint on every page.

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

e Updated all real-world data through 2012, including text, tables, and figures.

* Adopted a new, tablet-like design and included many new digital features that
students can use on their own to enhance their learning.

® Added a new feature called An Adviser’s Perspective. Available on MyFinanceLab,
this feature consists of short video clips of professional investment advisers,
including some of national prominence (such as Jim Grant of Grant’s Interest
Rate Observer), talking about the investments topics covered in each chapter.

® Added new 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.

e Added a new feature called Investor Mistakes. These boxes appear in the margins
of most chapters and highlight investment lessons gleaned from the behavioral
finance literature.

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

e Updated the Markets in Crisis feature, highlighting various aspects of the recent
financial crisis and recession. U]

 Step-by-step video tutorials featuring author Sco& Smart can be found in
MyFinancelab as a learning aid for select end-of-chapter questions.

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

* Expanded and updated coverage of behavioral finance, particularly but not exclu-
sively in Chapter 9.

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

¢ Expanded coverage of exchange-traded funds in Chapter 12.

Hallmarks of Fundamentals of Investing

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

Clear Focus on the Individual Investor

Today, about half of all U.S. households own stock either directly or indirectly through
mutual funds or participation in 401(k)s. That percentage has been growing for many
years and is likely to continue. The focus of Fundamentals of Investing has always been
on the individual investor. This focus gives students the information they need to
develop, implement, and monitor a successful investment program. It also provides
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students with a solid foundation of basic concepts, tools, and techniques. 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 vehi-
cles. Virtually all topics in this book take into account changes in the investment
environment. For example, in every chapter we’ve continued and updated a feature
that was new to the eleventh edition called Markets in Crisis. This feature high-
lights various aspects of the recent and historic financial crisis, the government’s
response to that crisis, and the deep recession that followed the crisis. Fundamentally,
investing is about the tradeoff between risk and return, and the Markets in Crisis
feature serves as a reminder to students that they should not focus exclusively on
an investment’s returns.

In addition, the twelfth edition provides students access to short video clips
from professional investment advisers. 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 advisers to indi-
vidual 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 popular
international investment opportunities and strategies as part of the coverage of each
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specific type of investment vehicle. This integration of international topics helps stu-
dents 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 twelfth 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.

CFA Questions

We are pleased to include CFA questions in the twelfth 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.

Also added to this edition are three Sample CFA Exams in MyFinanceLab. 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 twelfth edi-
tion 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 you can take any
one or all of the exams without running into any duplicate questions. For the most
part, these questions are adapted from the 2009 CFA Candidate Study Notes. Answers
are included for immediate reinforcement.

MyFinancelab

MyFinanceLab is a fully integrated online homework and tutorial system. MyFinanceLab
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. Students will
find ample opportunities to solve problems (some with help from author Scott Smart
on video) and to explore investments-related content on the Internet through features
like Smart’s Tour of the Web. Please visit www.myfinancelab.com for more information
or to register.
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The Investment Environment

LEARNING GOALS

After studying this chapter, you
should be able to:

|§1 Understand the meaning of
the term investment and list the
attributes that distinguish one
investment from another.

L62 Describe the investment
process and types of investors.

L63 Discuss the principal types

of investments.

I_Gl4 Describe the steps in

investing, review fundamental tax
considerations, and discuss
investing over the life cycle.

LGS Describe the most common
types of short-term investments.

l§6 Describe some of the main
careers available to people with
financial expertise and the role that
investments play in each.

'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. At one time, the only exposure most people had to investment
news was a 10-second announcement on the evening news about the change in
the Dow Jones Industrial Average that day. Today, Americans are bombarded with
financial news: Cable TV networks such as CNBC specialize in business and

~ financial news, and network newscasters feature business news more prominently.

In print, in addition to The Wall Street Journal, you can subscribe to Investor’s
Business Daily, Barron’s, Kiplinger's Personal Finance Magazine, Money, Smart
Money, and many other publications that focus on investing.

Today approximately half of all Americans own stocks or stock mutual funds,
and many of those people are new investors. The Internet has played a major role

. in opening the world of investing to them. It makes enormous amounts of
| information readily available and enables investors to trade securities with the click
| of amouse. In short, technology makes investing much easier than it has ever

been. Access to tools formerly restricted to investment professionals 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 conduct transactions online or use a traditional

. broker, the same investment fundamentals apply. Chapter 1 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 developing realistic investment plans should
greatly increase your chance of achieving financial success.




2 PART ONE | PREPARING TO INVEST

Investments and the Investment Process

61 162

NOTE The Learning Goals
shown at the beginning of

the chapter are keyed to text
discussions using these icons.

NOTE Investor Facts offer
interesting or entertaining
tidbits of information.

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

The rewards, or returns, from investing come in two basic forms: income and
increased value. Money invested in a savings account provides income in the form of
periodic interest payments. A share of common stock also provides income (in the form
of dividends), but investors often buy stock because they expect its price to rise. That is,
common stock offers both income and the chance of an increased value. Since 1900,
the average annual return on a savings account has been a little more than 3%. The
average annual return on common stock has been just over 9%. Of course, during
major market downturns (such as the one that occurred in 2008), the returns on nearly
all investments fall well below these long-term historical averages.

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

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

Attributes of Investments .

When you invest, the organization in which you invest—whether it is a company or a
government entity—offers you the prospect of a future benefit in exchange for the use
of your funds. Organizations compete for the use of your funds, and just as retailers
compete for customers’ dollars by offering a wide variety of products with different
characteristics, organizations attempting to raise funds from investors offer a wide
variety of investments with different attributes. As a result, investments of every type
are available, from virtually zero-risk savings accounts at banks, which in recent years
offered returns of less than 1%, to shares of common stock in high-risk companies that
might triple in value in a short time. The investments you choose will depend on your
resources, your goals, and your willingness to take risk. We can describe a number of
attributes that distinguish one type of investment from another.

Securities or Property Securities are investments issued by firms, governments, or
other organizations that represent a financial claim on the resources of the issuer. The
most common types of securities are stocks and bonds, but more exotic types such as

stock options are available as well. Usually you can buy and sell securities with

INVESTOR FACTS | relative ease, and investors trade billions of shares of stock each day in the

Art as an Asset—Securities don't

necessarily perform better than A : : :
property. Over the decade ending | Property, on the other hand, consists of investments in real property or

in 2011, fine art produced an

United States markets. The focus of this book is primarily on the most basic
types of securities, particularly common stocks.

tangible personal property. Real property refers to land, buildings, and that

average annual return of 4.6%, g which is permanently affixed to the land. Tangible personal property includes
gg“;p;br:dm()% forstocksinthe © jtems such as gold, artwork, antiques, and other collectibles. In most cases,
s "(1) | property is not as easy to buy or sell as are securities. Investors who want to
{zfng:;im' m:x;;"ﬁm:gp’ sell a building or a painting may have to hire a real estate agent or an auc-

Time, January 30, 2012.)

tioneer to locate a buyer, and it may take weeks or months to sell the property.




FIGURE 1.1

Direct Stock Ownership

by Households
The figure shows the

percentage of common

stocks in each country
that is owned directly

by households. In most
countries, households’

direct ownership
accounts for less than
one-quarter of listed
common stocks in the
country.

(Source: Kristian
Rydqvist, Joshua
Spizman, and llya
Strebulav, “The
Evaluation of Aggre-
gate Stock Ownership:

A Unified Explanation!
CEPR Discussion Paper

No. 7356, July 2009.)
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Direct or Indirect A direct investment is one in which an investor directly acquires a
claim on a security or property. If you buy shares of common stock in a company such
as IBM, then you have made a direct investment, and you are a part owner of that firm.
An indirect investment is an investment in a collection of securities or properties man-
aged by a professional investor. For example, when you send your money to a mutual
fund company such as Vanguard or Fidelity, you are making an indirect investment in
the assets held by these mutual funds.

Direct ownership of common stock has been on the decline in the United States for
many years. For example, in 1945 households owned (directly) more than 90% of the
common stocks listed in the United States. Over time that percentage dropped to its
current level of about 30%. The same trend has occurred in most of the world’s larger
economies. In the United Kingdom, for example, households’ direct ownership of
shares fell from roughly 66 % to 14% in the last half century. Today, households directly
hold less than one-quarter of outstanding shares in most of the world’s major stock
markets, as Figure 1.1 shows.

Just as direct stock ownership by households has been falling, indirect ownership
has been rising. One way to examine this trend is to look at the direct ownership held
by institutions that manage money on behalf of households. In 1945 pension funds and
mutual funds combined held just less than 2% of the outstanding stock in the United
States, but today their direct ownership is approximately 45%.

Tax policy helps to explain the decline in direct stock ownership by individuals and
the related rise in direct ownership by institutions such as mutual funds and pension
funds. Starting in 1978, section 401(k) of the Internal Revenue Code allowed employees
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