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CHAPTER 1:  THE INVESTMENT SETTING 

I. STUDENT LEARNING OBJECTIVES 
A. Why do people invest? 

B. How do real assets differ from financial assets? 

C. What is the relationship between risk and return? 

D. What are the forms of investment? 

II. WHY DO PEOPLE INVEST? 
A. Accumulate funds for a particular purpose:  

1.   Wealth creation 

2.   Financial security 

3.   Retirement planning 

B. Benefits to society and the economy 

1.   Capital formation 

2.   Job creation 

3.   Economic expansion 

III. REAL VERSUS FINANCIAL ASSETS 
A. Real Assets 

1.   Real estate: land, buildings 

2.   Equipment: machines, rolling stock 

B. Financial Assets (claims against real assets) 

1.   Equities: Common and Preferred stock (ownership) 

2.   Fixed Income Securities: bills, notes, bonds (creditors) 

C. Derivative Securities 

1.   Claims against financial assets 

2.   Used to hedge or to speculate 

IV. RISK VERSUS RETURN 
A. All investments are subject to risk 

B. The greater the risk, the greater the expected return 

C. Risk = a probability distribution 
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V. SETTING INVESTMENT OBJECTIVES 
A. Managing Risk: Diversification, Buy/Hold vs. Active Management 

a.  “I’m not so worried about the return on my money as I am the return of my money.”  -   

b.  Will Rogers 

 
B. Establishing Investment Objectives 

1.   Income or Capital Appreciation or Both 

2.   Wealth building phase: capital appreciation 

3.   Payout phase: Income and capital preservation 

4.   Expected Returns:  

a.  Function of risk tolerance:  required risk premiums 

b.  Impact of inflation (net real returns) 

C. Importance of Liquidity 

1.   Ease of buying and selling is very important 

2.   Illiquid securities more costly to buy and sell 

D. Holding period - how long to hold [particular] investments 

1.   Short-term (less than one year) 

2.   Long-term (greater than one year) 

E. Other considerations 

1.   Tax status 

a.  Marginal tax rate 

b.  Tax deferred investments 

2.   Personal time required to manage investments 

a.  Availability of time 

b.  Retaining a financial advisor 

F. Investment management 

1.   Monitor performance 

2.   Making adjustments through life stages 

a.  Changes in risk tolerance 

b.  Changes in investment goals 

VI. HOMEWORK ASSIGNMENT 
A. Discussion Questions: 2, 5, 7, 11, 13 

B. Career Opportunities: Read Appendix 1A 
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CHAPTER 2: SECURITY MARKETS 

I. STUDENT LEARNING OBJECTIVES 
A. Primary functions of security markets 

B. Primary, Secondary and Electronic Markets 

C. Regulation of Security Markets 

II. PRIMARY MARKETS FUNCTIONS  
A. Fair, open, and orderly trading 

B. [Instant] Liquidity (low transaction costs) 

C. Price (and Volume) information readily available 

D. Market Efficiency: prices reflect all available information  

III. PRIMARY MARKETS 
A. Investors buy new issues directly from sellers 

1.   At offering prices 

2.   By sealed bid (treasuries) 

B. Investment Bankers 

1.   Financial intermediaries who get providers and demanders of capital together (for a fee) 

2.   Help in pricing and issuing new securities 

3.   Bear risk of selling new securities (underwriting) 

4.   Distributes issue to the public (selling) 

C. Investment Banking Functions 

1.   Advising: Timing, Pricing, Terms and Features 

2.   Underwriting: Full, Best Efforts 

3.   Distribution: Selling syndicate 

D. Investment Banking 

1.   Initial Public Offerings (IPOs) 

a.  The first sale of common stock to the public 

2.   Private Placements 

3.   Private sale of securities directly to investors (Lettered stock) 
a.  Reduced liquidity - no secondary market 

b.  Secondary registration required to sell to public 

c.  Avoids underwriting discount (concession) 

d.  Avoids registration costs with SEC 
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IV. SECONDARY MARKETS 
A. Trade seasoned securities  

1.   Provide liquidity 

2.   Cost of liquidity services = bid-ask spread 

3.   Bid: the price # will pay to buy security 

4.   Ask: the price # will take to sell security 

5.    # = Market maker, Specialist, another trader 

B. Spread size a function of risk and activity 

C. Provide current price information 

V. TYPES OF SECONDARY MARKETS 
A. Registered Exchanges 

1.   NYSE, AMEX, Regional exchanges 

2.   Trading by [open] auction or electronic 

B. Foreign Exchanges (Tokyo, London, Toronto) 

C. Over-the-Counter (OTC) markets 

1.   NASDAQ is primary player 

2.   Liquidity services more costly 

3.   Trading by computer (versus auction) 

4.   Most bonds traded OTC (Corps, Gov’ts, Muni's) 

D. New York Stock Exchange (NYSE): The “Big Board” 

1.   Stocks must meet listing requirements 

2.   Auction market 

3.   Only members can trade on the floor 

4.   More than 3000 issues actively traded 

E. American Stock Exchange (AMEX) 

1.   Less stringent listing requirements 

2.   Smaller issues, Lower volumes 

3.   Less than 1000 issues actively traded. 

4.   Recently acquired by Nasdaq 
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F. Regional Exchanges 

1.   Five Major Regional Exchanges 

2.   Boston, Philadelphia, Cincinnati (NMS), Midwest, Pacific 

3.   Dual listing (regional & national exchanges) 

4.   Typically lower transaction costs than OTC 

5.   Different trading hours than NYSE, AMEX 

G. The NASDAQ Stock Market 

1.   National Association of Securities Dealers Automated Quotation system 

2.   Computer based system to serve OTC market for stocks 

3.   Gathers market makers together 

4.   Must have at least two market makers 

5.   Provides better pricing information 

6.   Less restrictive listing requirements 

H. Electronic Communication Networks (ECN) 

1.   Computerized systems that automatically match buy and sell orders 

2.   Larger ECN’s owned the larger exchange systems: i.e., Archipelago acquired by NYSE 

VI. REGULATION:  
A. SEC is primary regulatory agency 

1.   Securities Exchange Act of 1933: “information (prospectus) & registration (w/ FTC - SEC)” 
requirements, penalties for misrepresentation 

2.   Securities Exchange Act of 1934: Required reports, insider trading activity, Fed control of 
margin requirements 

3.   Securities Exchange Act of 1975:  end of fixed commissions, established NMS 

4.   Securities Act of 1940: Investment company act – defining a mutual fund 

5.   Securities Act of 1970: Establish Securities Investor Protection Corporation [SIPC] 

a.  Insures brokerage accounts up to $500,000 

b.  Does not cover market losses 

B. NASD is a self-regulatory body for exchanges and broker/dealers 

C. Some Recent Innovations 

1.   Circuit Breakers (1989): manage volatile markets 

2.   Program Trading: computer generated buy and sell points 

VII. HOMEWORK 
A. Discussion Questions: 3, 4, 10, 12, 14 
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CHAPTER 3: PARTICIPATION IN THE MARKET 

I. LEARNING OBJECTIVES 
A. Market Trading Dynamics 

1.   Full Service vs. Discount Brokers 

2.   Types of Accounts 

3.   Types of Orders 

B. Measuring Investment Performance 

II. MARKET TRADING DYNAMICS 
A. Full service brokerage firm 

1.   Assigned broker - personalized service 

2.   Gives investment advice (research reports) 

3.   Executes orders 

B. Discount broker 

1.   Executes orders 

2.   Lower commissions 

3.   Some advise (research reports) 

C. Brokerage Accounts 

1.   Cash account 

a.  Pay full cost of all securities purchased 

b.  3 business days settlement 

“Investors must settle their security transactions in three business days. This settlement cycle is 
known as "T+3" — shorthand for "trade date plus three days." www.sec.gov/investor/pubs/tplus3.htm 

2.   Margin account 
a.  Finance portion of purchases (interest charges) 

b.  Short sellers must have a margin account 

D. Market Order 

1.   Buy or sell at the best current price 

2.   Settlement within three days 

E. Limit Order 

1.   Puts a limit on price 

2.   Time period can vary: day, GTC 
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F. Stop [Loss] Order 

1.   Becomes order if price reaches specified price 

2.   No guarantee of execution at specified price 

G. Trailing Stop Orders 

A sell trailing stop order sets the stop price at a fixed amount below the market price with an 
attached "trailing" amount. As the market price rises, the stop price rises by the trail amount, but if the 
stock price falls, the stop loss price doesn't change, and a market order is submitted when the stop price 
is hit. "Buy" trailing stop orders are the mirror image of sell trailing stop orders, and are most 
appropriate for use in falling markets. Source: http://www.interactivebrokers.com 
H. Margin Accounts 

1.   Minimum required margin is 50% (equity) 

2.   Balance of purchase price loaned by broker 

3.   Margin % regulated by Federal Reserve 

4.   Maintenance margin is lower (typically 30%) 

5.   Margin call when equity drops below 30% 

I. Long Position 

1.   Expectation - market heading higher 

2.   Purchase stock via market order at the Ask 

3.   Purchase stock via limit order at specified price 

J. Selling Short 

1.   Expectation - market heading lower 

2.   Stock borrowed from broker  

3.   Profits on drop in prices (buy back at price lower than sell price) 

K. Block trade 

1.   Purchase or sale of 10,000+ shares 

2.   NYSE Allows block trades away from floor 

III. MARKET [HEALTH] INDICATORS 
A. Dow Jones Industrial Average (DJIA): 30 largest industrials (price-weighted) 

B. Standard & Poor’s 500 Stock Index (~ 75% of total stock market value) (value weighted) 

C. Bond Indexes: see Table 3-5 

D. Mutual Fund Indexes: see Table 3-6 (Lipper) 

IV. HOMEWORK 
A. Discussion Questions: 1, 3, 4, 7, 11, 14, 15 

B. Problems: 1, 5 (a, b, c), 12 (a, b, c) 
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CHAPTER 4: INVESTMENT COMPANIES  

I. STUDENT LEARNING OBJECTIVES 
A. What are mutual funds, ETF’s? 

B. Open-ended vs. Closed-end funds, Load vs. No Load funds 

C. Net Asset Values (NAV) 

D. Evaluating mutual fund performance 

II. MUTUAL FUNDS 
A. Mutual funds pool funds from many investors to buy securities 

B. Mutual funds have grown in importance 

C. Open-end vs. Closed-End Funds  

1.   Open-ended mutual funds continually issue and redeem shares at NAV 

2.   Closed-end funds issue shares once. Investors must then sell (or buy) in secondary markets 

D. Net asset value (NAV) of a fund is the market value of the fund’s assets less any liabilities, divided 
by the number of shares outstanding at that time 

E. Advantages of mutual funds 

1.   Diversification 

2.   Smaller minimum investments to access large diversified portfolio 

3.   Professional management 

F. Disadvantages of mutual funds 

1.   Most funds underperform relative to the S&P 500 Index 

2.   Fund expenses reduce returns 

3.   Too many to choose from – adverse selection problem 

4.   Many funds have minimum holding periods (to avoid trading fees / penalties) 

G. Exchange Traded Funds (ETF’s) 

1.   Diversified portfolios of securities traded like ordinary stocks: they are continuously market-to-
market. 

2.   Portfolio objective similar to regular mutual funds: indexed, growth, income, sector or country, 
international, emerging markets, etc. 

III. GROWTH AND DEVELOPMENT OF MUTUAL FUNDS 
A. Massachusetts Investment Trust in 1924 

B. Growth accelerated after World War II 

C. Funds grew in number and type in the 1970’s 

D. 1980’s saw extraordinary growth 

E. Mutual funds in other countries have also grown rapidly in recent years 
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IV. TYPES OF FUNDS 
A. Overall investment objectives 

1.   Growth, Income, Growth & Income, etc…. 

B. Types of securities purchased 

1.   Equity funds, money market funds, bonds 

C. Load funds versus no-load funds 

1.   Load charges are assessed when shares are purchased (front-end) or sold (back-end) 

V. SERVICES OFFERED BY MUTUAL FUNDS 
A. Automatic reinvestment of distributions 

B. Automatic investment plans 

C. Check writing (money market funds) 

D. Exchange privileges within fund families 

E. Periodic statements 

VI. SELECTING AND EVALUATING MUTUAL FUNDS 
A. Thousands of funds to select from 

B. Set goals 

C. Assess risk and returns before selecting 

D. Evaluate services offered by the fund 

E. Examine fees and expenses 

1.   Load charges and operating expenses 

F. Load charges 

1.   Contingent deferred sales charge (CDSC)  is a back-end load that declines over time 

2.   Back-end loads discourage trading by investors 

3.   Front-end loads compensate the broker 

4.   No-load funds dominate 

G. Operating expenses 

1.   Measured as percent of NAV 

2.   Management or advisory fees and other operating expenses 

3.   Paid out of investment income 

4.   12b -1 fees cover distribution costs 

H. Compare loads and operating expenses for varying time periods in evaluating funds 

I. No evidence that higher fees or load charges bring superior performance 

VII. UNIT INVESTMENT TRUSTS (UIT) 
A. Most are pools of bonds: Corporates, Governments, Municipals 
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B. Investors looking for secure/known income (interest or dividends) 

C. Fixed life of UIT minimizes interest rate risk 

VIII. EVALUATING HISTORICAL PERFORMANCE 
A. Performance is important criteria 

B. Consider risk and return using standard deviation and beta to measure risk 

C. Absolute performance 

D. Relative performance to a benchmark such as S&P 500 or average return of mutual fund group 

E. Consistency of performance over time 

F. Assessing future performance 

1.   Past performance is a poor predictor since funds do not over the long term post better risk-
adjusted performance than the broad market averages 

2.   Others feel that past performance is a reasonable, though imperfect, predictor because past 
performance reflects more than mere luck 

G. Performance and taxes 

1.   Mutual funds are not taxed directly on income or capital gains as these are passed on to the 
shareholders 

2.   Returns can be broken down into distributions and change in NAV 

3.   Portfolio turnover relates to higher capital gains distributions and unrealized capital gains 

4.   Don’t purchase just before a distribution 

IX. MANAGING MUTUAL FUND INVESTMENTS 
A. Passive versus active 

B. Investment objectives change through time 

C. Dollar-cost averaging is investing equal dollar amounts at regular intervals and can be beneficial 
when prices fluctuate but if prices continually rise, buying more earlier is better 

D. Rebalancing means adjusting a portfolio return to its target asset allocation 

X. HOMEWORK 
A. Discussion Questions: 1, 3, 4, 5, 8, 12, 13, 15 (first part only) 

B. Problems: 1, 5 (a, b, c), 8, 12 (a, b, c) 
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CHAPTER 11: FIXED-INCOME SECURITIES 

I. STUDENT LEARNING OBJECTIVES 
A. Characteristics of Debt Instruments 

B. Types of Debt Instruments 

C. Bond Market Operation 

D. Bond Creditworthiness Ratings 

E. Global Debt Securities 
II. CHARACTERISTICS OF DEBT INSTRUMENTS 

A. Indenture Agreement, 

1. Loan contract between lender and company 

2. Appoints the trustee; a fiduciary responsible for guarding the lenders' interests. 

3. Terms and conditions, legal remedies 

4. Sets the coupon rate (interest) and interest (coupons) payment schedules 

5. Maturity date of the issue 

B. Special Repayment Provisions 

1. Serial Redemption 

2. Sinking Funds 

3. Call provision: early retirement of bonds (with premiums to be paid) 

4. Put provision: permits bond buyer to sell bond back at face value. 
III. TYPES OF DEBT INSTRUMENTS 

A. Secured Debt: collateralized with real assets [mortgage bonds, equipment trust certificates] 

B. Unsecured Debt: backed by full faith and credit of the issuer [debentures] 

C. Income Bonds: interest paid only in issuer makes $$$ 
IV. BOND MARKET OPERATION 

A. Most bonds sell in the OTC market 

B. Government bonds by far the largest dollar volume: Bills, Notes, Bonds, Agency bonds 

C. Municipal bonds: issued by states, counties, cities [general or revenue bonds] interest not taxable by 
Federal Government 

D. Corporate Bonds: typically better rates than government/municipal bonds. 

E. Short-Term Securities: 

1. T-Bills, Commercial paper, Bankers’ Acceptances, Negotiable CDs 

2. S-T securities are mostly held in money market funds 
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V. BOND CREDITWORTHINESS RATINGS 
A. Credit Worthiness key to interest rates paid, probability of default 

1. High Quality/Investment Grade: AAA / AA, A, BBB 

2. Speculative (“Junk”): BB, B 

3. Default: [CCC, CC, C,] D 

B. Rating Agencies 

1. Standard & Poor’s: Mainly corporate (industrials) and sovereign debt 

2. Moody’s: Banking, Insurance, Corporates 

3. Fitch’s: Full range of coverage including international issuers 

4. Dun & Bradstreet: small to medium sized companies (213 million world-wide) 
VI. GLOBAL DEBT MARKETS 

A. Dollar Denominated: Yankee or Eurodollar 

B. Foreign-Pay: denominated and paid in foreign currency 
VII. HOMEWORK ASSIGNMENT 

A.  Questions: 2, 3, 11, 12, 15 

B.  Problems: 1, 6 
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CHAPTER 12: BOND VALUATION AND RISKS 

I. STUDENT LEARNING OBJECTIVES 
A. The risks of investing in bonds 

B. The Basics of Bond Pricing 

C. Bond Pricing Theorems 

D. Bond Duration 
II. THE RISKS OF INVESTING IN BONDS 

A. Credit risk: probability of default 

B. Interest rate risk: change in value as interest rates change over time 

C. Reinvestment risk: valuation formulas all assume interest payments are reinvested at the YTM 

D. Purchasing power risk: the impact of inflation on buying power 

E. Call risk: during periods of high interest rates, firms will issue callable securities. 

F. Liquidity risk: the ability to sell a bond at its intrinsic value = PV of future cash flows 

G. Foreign exchange risk: when investing in foreign securities, changes in exchange rates will impact values 
received. 

III. HOW BONDS ARE PRICED 
A. Step 1:  Calculate cash flows 

1. Annual cash flows = Coupon rate x Face value 6% x $1,000 = $60 

2. Face value returned when bond matures 

B. Step 2: Find the present value of these cash flows discounted at the yield to maturity (promised rate of 
return), 7% 

1. Price of bond = PV of coupons + PV of face value 2.   = $60(7.0236) + $1,000(0.5083) 
3.   = $929.76 

C. Two Complications 

1. Semi-annual coupon payments 

a. Price = C/2(P/A, r/2, 2T) + F(P/F, r/2, 2T) (Approximation) 

2. Accrued interest 

a. All bonds trade on a price + accrued interest basis 

b. Accrued interest affects the price of a bond slightly 

3. Example: 10 year bond with a 6% coupon, 7% yield to maturity and a face value of $1,000 

a. Assuming annual coupons the price of the bond equals: $929.76 

b. Assuming semi-annual coupons, the price of the bond equals: $928.94 

c. Assuming semi-annual coupons, and 90 days until the next coupon payment (bond 
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matures in 14 years and 9 months), the price of the bond equals: $945.05 

D. Yield to Maturity 

1. Yield to maturity is the rate at which a bond’s cash flows are discounted 

2. Also called the promised rate of return 

3. Changes as market interest rates change 

4. Yield to maturity and coupon rate 

a. If P(b) < F, then YTM > CR (discount bond) 

b. If P(b) = F, then YTM = CR 

c. If P(b) > F, then YTM < CR (premium bond) 

E. Current yield = Coupon divided by price 

F. Yield to call 

G. Actual Return & Yield to Maturity 

1. If you buy a bond and hold it until maturity, will your actual return equal the bond’s yield to maturity? 
2. No, unless you can reinvest the coupons at the yield to maturity 

a. If reinvestment rate is less than YTM, actual return will be less than YTM 

b. If reinvestment rate is greater than YTM, actual return will be greater than YTM 
IV. FIVE BOND PRICING THEOREMS 

A. Bond prices move inversely to changes in interest rates 

B. The longer the maturity of a bond, the more price sensitive the bond 

C. The price sensitivity of bonds increases as maturity increases, but at a decreasing rate 

D. Bonds with lower coupons are more price sensitive: “zeroes” are the most sensitive. 

E. Yield decreases have a greater impact on bond prices than similar yield increases 
V. DURATION 

A. Duration measures the amount of time before the investor receives the “average” dollar from a bond 

B. Duration is a function of a bond’s coupon rate, time to maturity and yield to maturity; duration: 

1. Duration increases as the coupon rate decreases 

2. Duration increases as the time to maturity increases 

3. Duration decreases as yield to maturity increases 

C. The longer the duration of a bond, the more sensitive its price to a given change in interest rates. 
VI. HOMEWORK 

A. Questions: 1, 3, 6, 7 

B. Problems: 10, 11, 12 (use a financial calculator to solve these problems) 
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CHAPTER 13: CONVERTIBLE BONDS AND WARRANTS 

I. STUDENT LEARNING OBJECTIVES 
A. Convertible Securities (Bonds) 

B. Conversion price, ratio, value and premiums 

C. Issues with convertible securities 

D. Warrants 
II. CONVERTIBLE SECURITIES 

A. Converting a debenture into shares of common stock 

B. Investor earns interest on bond until conversion is required or desired 

C. Best time to invest in convertibles is when interest rates are high. 
III. CONVERSION PRICE, RATIO, VALUES AND PREMIUMS 

A. Conversion price: The price per share at which the conversion will be executed 

B. Conversion ratio: the bond’s face value divided by the conversion price. (See Eq. 13-1) 

1. Example: a conversion price of $50 suggests a conversion ratio of 20 

2. 20 times $50 = $1000 (typical face value of a corporate bond) 

C. Conversion Value: the conversion ratio times the current share price. 

D. Conversion Premium: the amount investors are willing to pay above the value received if they 
converted today. (See Eq. 13-3) 

IV. ISSUES WITH CONVERTIBLE SECURITIES 
A. Problem of Dilution: exchange of debt for equity increases number of shares – dilutes EPS. 

B. Some conversions may be forced: convertible may be issued as callable. 

C. Convertibles typically pay lower coupon rates than “straight” debentures 
V. WARRANTS 

A. Frequently issued as “sweeteners” for debentures 

1. When debt markets are relatively unattractive from investor perspective 

2. Warrants permit investor to buy company stock at a set price 

B. Intrinsic (I) value of warrant a function of the exercise price (EP), the market price (M) of the stock, and 
the number of shares each warrant allows to holder to buy (N) 

1. I = (M – EP) times N 

2. Similar to Options: Warrants can be In-, At-, or Out-of-the-Money 
VI. HOMEWORK 

A.  Questions: 1, 3, 4, 5, 12, 13 

B. Problems: 1, 4 
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	3.   Dual listing (regional & national exchanges)
	4.   Typically lower transaction costs than OTC
	5.   Different trading hours than NYSE, AMEX

	G. The NASDAQ Stock Market
	1.   National Association of Securities Dealers Automated Quotation system
	2.   Computer based system to serve OTC market for stocks
	3.   Gathers market makers together
	4.   Must have at least two market makers
	5.   Provides better pricing information
	6.   Less restrictive listing requirements

	H. Electronic Communication Networks (ECN)
	1.   Computerized systems that automatically match buy and sell orders
	2.   Larger ECN’s owned the larger exchange systems: i.e., Archipelago acquired by NYSE


	VI. Regulation:
	A. SEC is primary regulatory agency
	1.   Securities Exchange Act of 1933: “information (prospectus) & registration (w/ FTC - SEC)” requirements, penalties for misrepresentation
	2.   Securities Exchange Act of 1934: Required reports, insider trading activity, Fed control of margin requirements
	3.   Securities Exchange Act of 1975:  end of fixed commissions, established NMS
	4.   Securities Act of 1940: Investment company act – defining a mutual fund
	5.   Securities Act of 1970: Establish Securities Investor Protection Corporation [SIPC]
	a.  Insures brokerage accounts up to $500,000
	b.  Does not cover market losses


	B. NASD is a self-regulatory body for exchanges and broker/dealers
	C. Some Recent Innovations
	1.   Circuit Breakers (1989): manage volatile markets
	2.   Program Trading: computer generated buy and sell points


	VII. homework
	A. Discussion Questions: 3, 4, 10, 12, 14
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	A. Market Trading Dynamics
	1.   Full Service vs. Discount Brokers
	2.   Types of Accounts
	3.   Types of Orders

	B. Measuring Investment Performance

	II. Market Trading Dynamics
	A. Full service brokerage firm
	1.   Assigned broker - personalized service
	2.   Gives investment advice (research reports)
	3.   Executes orders

	B. Discount broker
	1.   Executes orders
	2.   Lower commissions
	3.   Some advise (research reports)

	C. Brokerage Accounts
	1.   Cash account
	a.  Pay full cost of all securities purchased
	b.  3 business days settlement

	2.   Margin account
	a.  Finance portion of purchases (interest charges)
	b.  Short sellers must have a margin account


	D. Market Order
	1.   Buy or sell at the best current price
	2.   Settlement within three days

	E. Limit Order
	1.   Puts a limit on price
	2.   Time period can vary: day, GTC

	F.  Stop [Loss] Order
	1.   Becomes order if price reaches specified price
	2.   No guarantee of execution at specified price

	G. Trailing Stop Orders
	H. Margin Accounts
	1.   Minimum required margin is 50% (equity)
	2.   Balance of purchase price loaned by broker
	3.   Margin % regulated by Federal Reserve
	4.   Maintenance margin is lower (typically 30%)
	5.   Margin call when equity drops below 30%

	I. Long Position
	1.   Expectation - market heading higher
	2.   Purchase stock via market order at the Ask
	3.   Purchase stock via limit order at specified price

	J. Selling Short
	1.   Expectation - market heading lower
	2.   Stock borrowed from broker
	3.   Profits on drop in prices (buy back at price lower than sell price)

	K. Block trade
	1.   Purchase or sale of 10,000+ shares
	2.   NYSE Allows block trades away from floor


	III. Market [health] indicators
	A. Dow Jones Industrial Average (DJIA): 30 largest industrials (price-weighted)
	B. Standard & Poor’s 500 Stock Index (~ 75% of total stock market value) (value weighted)
	C. Bond Indexes: see Table 3-5
	D. Mutual Fund Indexes: see Table 3-6 (Lipper)

	IV. Homework
	A. Discussion Questions: 1, 3, 4, 7, 11, 14, 15
	B. Problems: 1, 5 (a, b, c), 12 (a, b, c)
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	D. Evaluating mutual fund performance

	II. mutual funds
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	B. Mutual funds have grown in importance
	C. Open-end vs. Closed-End Funds
	1.   Open-ended mutual funds continually issue and redeem shares at NAV
	2.   Closed-end funds issue shares once. Investors must then sell (or buy) in secondary markets

	D. Net asset value (NAV) of a fund is the market value of the fund’s assets less any liabilities, divided by the number of shares outstanding at that time
	E. Advantages of mutual funds
	1.   Diversification
	2.   Smaller minimum investments to access large diversified portfolio
	3.   Professional management

	F. Disadvantages of mutual funds
	1.   Most funds underperform relative to the S&P 500 Index
	2.   Fund expenses reduce returns
	3.   Too many to choose from – adverse selection problem
	4.   Many funds have minimum holding periods (to avoid trading fees / penalties)

	G. Exchange Traded Funds (ETF’s)
	1.   Diversified portfolios of securities traded like ordinary stocks: they are continuously market-to-market.
	2.   Portfolio objective similar to regular mutual funds: indexed, growth, income, sector or country, international, emerging markets, etc.


	III. Growth and development of mutual funds
	A. Massachusetts Investment Trust in 1924
	B. Growth accelerated after World War II
	C. Funds grew in number and type in the 1970’s
	D. 1980’s saw extraordinary growth
	E. Mutual funds in other countries have also grown rapidly in recent years

	IV. Types of funds
	A. Overall investment objectives
	1.   Growth, Income, Growth & Income, etc….

	B. Types of securities purchased
	1.   Equity funds, money market funds, bonds

	C. Load funds versus no-load funds
	1.   Load charges are assessed when shares are purchased (front-end) or sold (back-end)


	V. Services offered by mutual funds
	A. Automatic reinvestment of distributions
	B. Automatic investment plans
	C. Check writing (money market funds)
	D. Exchange privileges within fund families
	E. Periodic statements

	VI. Selecting and evaluating mutual funds
	A. Thousands of funds to select from
	B. Set goals
	C. Assess risk and returns before selecting
	D. Evaluate services offered by the fund
	E. Examine fees and expenses
	1.   Load charges and operating expenses

	F. Load charges
	1.   Contingent deferred sales charge (CDSC)  is a back-end load that declines over time
	2.   Back-end loads discourage trading by investors
	3.   Front-end loads compensate the broker
	4.   No-load funds dominate

	G. Operating expenses
	1.   Measured as percent of NAV
	2.   Management or advisory fees and other operating expenses
	3.   Paid out of investment income
	4.   12b -1 fees cover distribution costs

	H. Compare loads and operating expenses for varying time periods in evaluating funds
	I. No evidence that higher fees or load charges bring superior performance

	VII. Unit investment trusts (uit)
	A. Most are pools of bonds: Corporates, Governments, Municipals
	B. Investors looking for secure/known income (interest or dividends)
	C. Fixed life of UIT minimizes interest rate risk

	VIII. Evaluating historical performance
	A. Performance is important criteria
	B. Consider risk and return using standard deviation and beta to measure risk
	C. Absolute performance
	D. Relative performance to a benchmark such as S&P 500 or average return of mutual fund group
	E. Consistency of performance over time
	F. Assessing future performance
	1.   Past performance is a poor predictor since funds do not over the long term post better risk-adjusted performance than the broad market averages
	2.   Others feel that past performance is a reasonable, though imperfect, predictor because past performance reflects more than mere luck

	G. Performance and taxes
	1.   Mutual funds are not taxed directly on income or capital gains as these are passed on to the shareholders
	2.   Returns can be broken down into distributions and change in NAV
	3.   Portfolio turnover relates to higher capital gains distributions and unrealized capital gains
	4.   Don’t purchase just before a distribution


	IX. Managing mutual fund investments
	A. Passive versus active
	B. Investment objectives change through time
	C. Dollar-cost averaging is investing equal dollar amounts at regular intervals and can be beneficial when prices fluctuate but if prices continually rise, buying more earlier is better
	D. Rebalancing means adjusting a portfolio return to its target asset allocation
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	A. Discussion Questions: 1, 3, 4, 5, 8, 12, 13, 15 (first part only)
	B. Problems: 1, 5 (a, b, c), 8, 12 (a, b, c)
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