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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.

17
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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.

e 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.

e 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



PREFACE 19

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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TEACHING/LEARNING/MOTIVATIONAL
SYSTEM

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

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

P S ou have worked hard for your money. Now it s time.
4 \ to make your money work for you. Welcome to the

[ ] S u m m a ry world of investments. There are literally thousands of

investments, from all around the world, from which to choose.
. . . ‘which investments are right for you? The answers depend

upon the knowledge and financial circumstances of each

¢ Discussion Questions oo i

e Financial news is plentiful, and finding financial

informe yme easier than ever. Today investors are
¢ Problems

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

financial meda has expanded beyond traditional powerhouses
such as The WallStre Journal and The FinancialTimes to

. C ases include periodicals like Money Magazine and Smart Money,

which focus on financial advic for individusl nvestors

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

This tightly knit structure provides a clear road map for , s

and enables investors to trade securities with

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

students—they know what they need to learn, where they O e s
investors. access can increase the risks for inexperienced investors.

can find it, and whether they've mastered it by the end of et ety

163 viscuss the principalypes of investments. tals apply. Perhaps the most fundamental principle in

the chapter. (<7 Pommvemmmrm— o A A s
i s risk and its return. peopl like their

and discuss investing over the life cycle. 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

An opening story sets the stage for the content that follows D el o i s e o h ke

and return throughout this text

broad

by focusing on an investment situation involving a real D
company or real event, which is in turn linked to the o mesmen
chapter topics. Students see the relevance of the vignette

to the world of investments.

In many cases, an end-of-chapter problem draws students back to the chapter opener and asks them to use the data in
the opener to make a calculation or draw a conclusion to demonstrate what they learned in the chapter.
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MORE LEARNING TOOLS

In the margins of each chapter students An Advisor’s Perspective consists of

E]!."i""ij will find QR codes. By scanning these short video clips of professional
'ﬂ.':: codes with their smart phones, students investment advisers discussing the

investments topics covered in each
chapter. Students can access the
video clips on MyFinancelLab.

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 AN ADVISUR
tutorials covering a range of topics.

What Is Inflation?

Ed Slott
Also new to this edition, Watch a CEO, Ed Slott and
LAV (VBRI YU DEE | Your Behavior boxes appear in the Company

margins of most chapters and “The greatest money making asset

Short-Lived Growth So-called value ? 91 J Go5LF
any individual can possess is time.

stocks are stocks that have low highlight investment lessons
price-to-book ratios, and growth gleaned from the behavioral MyFinancelab
stocks are stocks that have relatively | | finance literature. - -
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.

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.

INVESTOR FACTS

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.

FAMOUS

Fears of Deflation Worry Investors Famous Failures in Finance hoxes—

FAILURES

in FINANCE

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?
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short, boxed discussions of real-life
scenarios in the investments world,
many of which focus on ethics—
appear in selected chapters and on
the book’s website. Many of these
boxes contain a Critical Thinking
Question for class discussion, with
guideline answers given in the
Instructor’s Manual.



WITHIN THE CHAPTER

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.

Estimated dividends _ Estimated EPS y Estimated

Equation 8.4 . .
per share in year ¢ for year ¢ payout ratio

Input  Function
Calculator Keystrokes At appropriate spots in the text Cw)
the student will find sections on the use of financial (w)
calculators, with marginal calculator graphics that (s YC N
show the inputs and functions to be used.
Solution
CONCEPTS 3.1 Discuss the impact of the Internet on the individual investor and summarize the types
IN REVIEW of resources it provides.
Answers available at 3.2 |dentify the four main types of online investment tools. How can they help you become
http://www.pearsonglobaleditions a better investor?
.com/smart
3.3 What are the pros and cons of using the Internet to choose and manage your
investments?
\_ .

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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STILL MORE LEARNING TOOLS

The end-of-chapter summary makes
[ ici Here is what you should know after reading this chapter. MyFinancelLab
Fundamentals of Investlng an efficient MvFi Lab will help you identify what you know and where to go when you need to
) . yFinancela ‘
study tool by integrating chapter con- practice.
tents with online learning resources - y . '
Explain the behavior of market interest rates and yield spreads, p. 426 MyFinancelab Study
aval | a ble In MyF"]anceLab_ A thor- identify the forces that cause interest rates to Plan 11.1
change. The behavior of interest rates is the most
ou g h summa ry Of th e key conce pts— imfor}t}ant force infthe b()nd.market It ‘determineﬁlln()t
. 3 only the amount of current income an investor wil
Wh at YO u Sho uld KnOW—|S d|rect|y Ee}:eive but als()lthe investor’s capital l%ains ((:ir losses).
. . . “hanges in market interest rates can have a dramatic
I|n ked Wlth the text a nd on ||n e i@pact on the total returns obtained from bonds over
. time.
resou rces_Whe re to Pra ctice. LGZ Describe the term structure of interest rates and expectations hypothesis, MyFinancelab Study
2 g note how investors can use yield curves. Many p. 432 Plan 11.2
Lea rnin g G oal Icons p rece d eeac h forces drive the behavior of interest rates over time, liquidity preference theory,
n Q s 0 including inflation, the cost and availability of funds, p. 433
summa ry I‘teml WhICh beglns Wlth a and the level of interest rates in major foreign mar- market segmentation
g kets. One particularly important force is the term theory, p. 433
bOIdfa c Ed restatement Of th e Iea rnlng structure of interest rates, which relates yield to term structure of interest
maturity to term to maturity. Yield curves essentially rates, p. 429
goa l . plot the term structure and are often used by inves- yield curve, p. 429
tors as a way to get a handle on the future behavior
of interest rates.
LG3 Understand how investors value bonds in the accrued interest, p. 438 MyFinanceLab Study
D. 0 0 t. k d t i i |_clean price, p. 439 Plan 11.3
Iscussion uuestions, keyed to
Learning Goals, guide students to inte- Discussion Questions —
g I’ate, Inves“g ate, a nd ana Iyze the kev LG‘I Q1.1 Briefly describe each of the following theories of the term structure of interest rates.
H a. Expectations hypothesis
concepts presented in the chapter. b Liguidity preference theory
Q Q . 3 ion th
Many questions require that students ¢ Marketsegmentation theory. _ o
) According to these theories, what conditions would result in a downward-sloping yield
a pply the tools a nd te Chn'q ues Of the curve?.Wh.at conditio.ns would result in an upward-sloping yield curve? Which theory do
. ) . you think is most valid, and why?
Chapter to Investment InfOI’matIOI”I they LGZ Q11.2 Using the Wall Street Journal, Barron’s, or an online source, find the bond yields for
haVe Obtalned and then make arec- 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?

ommendation with regard to a specific

Investment Strategy or VehICIG These LGS Q11.3 Briefly explain what will happen to a bond’s duration measure if each of the following

1 - 1 events occur.
tprll'oj etcht tépe q u ets‘tllonl: a re far bro:d er a. The yield to maturity on the bqnd falls f.mm 8.5% to 8%.
an the Concepts in Review questions st
W|th|n the Chapte r. AnsWe rs tO odd_ L Prohlems All problems are available on http://www.myfinancelab.com
numbered questions are available to IG3 P ﬁ({ogﬂ:;e consider};g the purdﬁis)e ;fta $1€OOO Parlélalne bol?(tihwibth Zn_sAs‘_% coupon rae
. . Wi 1‘n[eres[ paid semiannual Y that matures 1n ye}ars4 e bond 1s priced to provide

students in MyFm ancelab and on the a required return of 8%, what is the bond’s current price?

o = P11.2 Two bonds have par values of $1,000. One is a 5%, 15-year bond priced to yield 8%. The
book’s website. 163 other is a 7.5%,p20-year bond priced to yield 6%. Which of theee has the lower price?

(Assume annual compounding in both cases.)

LG3 P11.3 Using semiannual compounding, find the prices of the following bonds.

- a. A 10.5%, 15-year bond priced to yield 8%
Expanded and Revised Problem Sets b & 7%, 10-year bond priced to yield 8%
.t . c. A 12%, 20-year bond priced at 10%
offer additional review and homework . : . .
Repeat the problem using annual compounding. Then comment on the differences you found in
opportunities and are keyed to the prices of the bonds.
. LG3 P11.4 You have the opportunity to purchase a 25-year, $1,000 par value bond that has an
Lea rmning G oals. Answers to odd- annual coupon rate of 9%. If you require a YTM of 7.6%, how much is the bond worth
. to you?
numbered Problems are available to IG3 P15 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%,
StUd entS n MyFln ance La b a nd on th e what is the bond’s annual coupon rate?
Y H H G P11.6 A 20-year bond has a coupon of 10% and is priced to yield 8%. Calculate the price per
bOOk S WebSIte' Whlle a” answe rs/ L 3 $1,000 par value using semiannual compounding. If an investor purchases this bond two
SOl Utions are aVaiIa ble .l:or inStrU CtorS Egzzlzlzgefore a scheduled coupon payment, how much accrued interest must be paid to

in the Instructor’'s Manual.
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AT CHAPTER END

Case Problem 4.2

The Risk-Return Tradeoff: Molly 0'Rourke’s Stock Purchase Decision

IG3 156

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.

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

Excel@Investing

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

in-text tables so students can see how

the calculations in the tables work and are quoted in eighths of a point. Create a spreadsheet that will model and answer the following
K ! i bond investment problems.

they can alter the baseline assumption Bonds

CurrentYield Volume  Close

. . GPC5.313 ? 25 1057/g
in the printed tables to see how e o aeeg0 ; R
changing assumptions affects the main GPC7422 ? 37 104%

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
spreadsheeticon are available in
spreadsheet form on the text's website.

Exam Questions

Investing in Common Stocks

Following is a sample of 11 Level-1 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 1% minutes
for cach question; the objective is o correctly answer 8 of the 11 questions in a period
of 16% 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?

H . The risk ses.

CFA Exam Questions from the 2010 Level One 2 The risk premium incrase.

c. The beta of the stock increases.

Curriculum and the CFA Candidate Study 2 radonleforthe s of e prcosles (PS)approch

a. Sales are more volatile than earnings.

Notes, Level 1, Volume 4 are now at the end b s an costsrvctresaeuracly

<. Revenues are less subject to accounting manipulation than carnings.

of each part of the book, starting at Part > el company s o

a. have arnings that track the overall economy.
b, have a high price-to-carnings ratio.

TWO . Th ese q u eSti ons are a | soa SSi g na b | e in ¢, have less volatile carnings than the overall market.
MyFI nancelab 4. Consider a company that carned $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 carn $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 valuc?

a.  $44.00
b. $22.67
o $27.77

5. Astock’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
o $23.00

6. A firm has rotal 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 s the firm’s ROE?

a. 15%
b. 20%
o 24%
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INTERACTIVE LEARNING

Chapter 3 The Time Value of Money — Part One
OOOO®EOOFTO® ® > Problem 38

lcomsct | 2of31 complete (7]
Present values. Fill in the present value for the following table using one of the three methods below;

1
. Use thepresent vale femnla, PV=FVx (-0
b. Use the TVAL keys from a caleulator.

. Use the TVM fuiielp WaSanvavhia il i |

3687.00 Filln the pri ing i the three methods below:
$88.799.00 &

$336.835.00 p—

e 2. Use the present value formula, PV'=FF"

(ormea(ep

-
asn™
b. Use the TVM keys from a calculator.

it u €. Use the TVM function in a spreadsheet.
$687.00 »
utt i Inte Rate Number of Periods yGEaRtVall

$687. 30% 3
$88,799. 6.5% 32
$336,835.( 11.5% 25
$26,498.. 16.0% 14
Enter any number or a. The present vale of a single cash flow can be found using the following equation: 73
= "
[—
PV=FVx——
a+n"
where PV’= present valie
FV'= future valie ‘
» = interest rate. K
Press Continue to see more. @
pre——

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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The following people provided extremely useful reviews and input to the thirteenth
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Because of the wide variety of topics covered in the book, we called upon many
experts for advice. We thank them and their firms for allowing us to draw on their
insights and awareness of recent developments to ensure that the text is as current as
possible. In particular, we want to mention Bill Bachrach, Bachrach & Associates, San
Diego, CA; John Markese, President, American Association of Individual Investors,
Chicago, IL; Frank Hatheway, CFA, Chief Economist, Nasdaq, New York, NY; George
Ebenhack, Oppenheimer & Co., Los Angeles, CA; Mark D. Erwin, ChFC,
Commonwealth Financial Network, San Diego, CA; David M. Love, C. P. Eaton and
Associates, La Jolla, CA; Michael R. Murphy, Sceptre Investment Counsel, Toronto,
Ontario, Canada; Mark S. Nussbaum, CFP®, Wells Fargo Advisors, Inc., La Jolla, CA;
Richard Russell, Dow Theory Letters, La Jolla, CA; and Michael J. Steelman, Merrill
Lynch, Bonsall, CA.

To create the video feature An Advisor’s Perspective, we relied on the generosity of
many investment professionals from around the country. We are especially thankful to
David Hays of CFCI and Ed Slott of Ed Slott and Company for helping us to do a great
deal of the videotaping for this feature at the Ed Slott conference in Phoenix, Arizona.
We are thankful to all of the investment professionals who participated in this project
on video:

Catherine Censullo, Founder, CMC Wealth Management

Joseph A. Clark, Managing Partner, Financial Enhancement Group
Ron Courser, CFO, Ron Courser and Associates

Bob Grace, President, Grace Tax Advisory Group

James Grant, Founder, Grant’s Interest Rate Observer

Bill Harris, Founder, WH Cornerstone Investments

James Johnson, President, All Mark Insurance Services

Mary Kusske, President, Kusske Financial Management

Rick Loek, CEO, Calrima Financial and Insurance Agency

Ryan McKeown, Senior VP, Wealth Enhancement Group

Thomas O’Connell, President, International Financial Advisory Group
Phil Putney, Owner, AFS Wealth Management

Tom Riquier, Owner, The Retirement Center

Rob Russell, CEO, Russell and Company

Carol Schmidlin, President, Franklin Planning

Ed Slott, CEO, Ed Slott and Company

Bryan Sweet, Owner, Sweet Financial Services

Steve Wright, Managing Member, The Wright Legacy Group

Special thanks to Robert Hartwig of Worcester State College for revising and
updating the Test Bank and Instructor’s Manual.
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The staff at Pearson, particularly Donna Battista, contributed their creativity,
enthusiasm, and commitment to this textbook. Pearson Program Manager Kathryn
Dinovo and Project Manager Alison Kalil managed and pulled together the various
strands of the project. Other dedicated Pearson staff, including Acquisitions Editor
Kate Fernandes, Digital Studios Project Managers Melissa Honig and Andra Skaalrud,
Digital Content Team Lead for MyFinanceLab Miguel Leonarte, Senior Product
Marketing Manager Alison Haskins, warrant special thanks for shepherding the
project through the development, production, marketing, and website construction
stages. Without their care and concern, this text would not have evolved into the teach-
able and interesting text and package we believe it to be.

Finally, our wives, Susan, Robin, and Charlene, played important roles by
providing support and understanding during the book’s development, revision, and
production. We are forever grateful to them, and we hope that this edition will justify
the sacrifices required during the many hours we were away from them working on

this book.
ScotT B. SMART
LAWRENCE J. GITMAN
MicHAEL D. JOEHNK

Pearson would like to thank the following people for their work on the Global
Edition:

Contributors:

Rezart Erindi, CFA

Katharina Fellnhofer, Lappeenranta University of Technology, Finland
Medhat Hassenein, The American University in Cairo

Raouf Maurice El Kidwani, Modern Sciences and Arts University, Egypt
Mahmoud El Masry, Modern Sciences and Arts University, Egypt

Reviewers:

Gunter Fischer, University of Luxembourg
Michael Humphries, Touro College, Israel Campus
Ricky Li, University of South Wales, UK





