Chapter 10- Fundamentals of investing 

Performing a financial check-up
· Work and learn to save and to balance your budget
· Obtain adequate insurance protection
· Start an emergency fund you can access quickly
· Have access to other sources of cash for emergencies
· Line of credit is a short-term loan approved before the money is needed
Getting the Money Needed to Start an Investing Program
Prioritize your investment goals
1. Pay yourself first (savings)
2. Take advantage of employer-sponsored retirement programs
3. Participate in elective savings programs
a. Payroll deduction or electronic transfer
4. Take advantage of gifts, inheritances, and windfalls

Factors Affect the Choice of Investments
Safety and Risk
· The potential return on any investment should be directly related to the risk the investor assumes
Safety in an investment means minimal risk of loss
· Potential return on any investment should be directly related to the risk the investor assumes
Risk tolerance is the amount of psychological pain you’re willing to suffer for your investment
Risk associated with investing;
· You could lose all or part of your principal
· The purchasing power of your investment can decrease
· You may not receive the return you expected 

Safety and Risk
Safest investments include..
· Savings accounts
· Government savings bonds
· Canadian treasury bills
· Guaranteed Investment Certificates (GICs)
· Term deposits
· Certain negotiable government and corporate bonds
Speculative Risk- a high-risk investment made in the hope of earning a relatively large profit in a short time

Higher potential income investments include…
· Speculative Stocks
· Certain bonds
· Commodities
· Options
· Precious metals or stones
· Mutual funds
· Real estate
· Collectibles

Components of the Risk Factor
Business Risk- business will be less profitable then anticipated 
Inflation Risk- return on investment will not keep up with inflation
Interest Rate Risk- Changes in the interest rates in the economy
Market Risk- values fluctuate because of behaviour of investors in the marketplace

Investment Income
Purchase certain investment because you want a predictable source of income
· GICs, Savings Bonds and Treasury Bills
Other sources of investment income are not as predictable
· Mutual funds, real estate rental property
· Speculative investments such as precious metals, gems and collectibles offer little potential for regular income

Income Growth and Liquidity
Investment Growth
· Investment will increase in value
· Common stock
· Growth Stock- sacrifice dividends for return for greater dollar in the future, companies reinvest 
· Bond, mutual funds and real estate
Investment Liquidity
· Ability to buy or sell an investment quickly without substantially affecting the investment’s value

Investment Alternatives
Stock or equity financing
· Equity capital is the money that a business obtains from its owners
· A corporation is not required to repay the money obtained from the sale of stock
· They are under no legal obligation to pay dividend to stockholders. They may instead retain all or pay of earnings
· Dividend- a distribution of money, stocks, or other property that a corporation pays to shareholders 
Corporate and government bonds
· A bond is a loan to a corporation, the federal government or a municipality
· Bondholders receive periodic interest payments, and the principal they lent is repaid at maturity (1-30 years)
· Bondholder can keep the bond until maturity or sell it to another investor
Mutual Funds
· Investors money is pooled and invested by a professional fund manager
· You buy shares in the fund
· Provides diversification to reduce risk
· Funds range from conservative to extremely speculative 
· Match your needs with a funds objective 
Segregated Funds
· An investment alternative in the form of an annuity
· Similar to a mutual fund but that it provides a certain degree of insurance to the investor
· Sold by life insurance companies
· Can be bought and sold at anytime
· Combines the growth and diversification potential of mutual funds with the security of insurance 
· 70-100% guarantee to be paid out at death or upon maturity
Other
· A speculative investment is a high-risk investment made in the hope of earning a relatively large profit in a short time
· Typical speculative investments include:
· Antiques and collectibles
· Options
· Derivatives
· Commodities
· Coins and stamps
· Precious metal and gemstones

Factors that Affect Investment Choices
· Diversification
· Spreading your assets among several types of investment to lessen risk
· A personal investment plan
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Steps in Effective Investment Planning
1. Establish your investment goals
2. Determine the amount of money you need to obtain your goals
3. Specify the amount of money you currently have available to fund your investments
4. List different investment that you want to evaluate
5. Evaluate
a. The risk factor
b. The potential return for all investments
6. Reduce possible investments to a reasonable number
7. Choose at least two different investments
8. Continue to evaluate your investment program

Factors that Reduce Investment Risk
The role of the financial planner
· Seek professional help from stockbrokers, lawyers, accountants, bankers and insurance agents or Chartered Financial Planners
· Be aware of how they are paid and how they influence the advice they give
Your Role in the Investment Process
· Evaluate potential investments
· Monitor the value of your investments and keep accurate and current records
· Be aware of tax considerations, including tax deferred and tax exempt investments
· Keep track of capital gains and losses, interest income, rental income and dividends 
Tax Considerations:
· Interest and rental income, net of expenses is fully taxed
· Dividends, report your dividends “grossed up” 45%, then you will be taxed at your marginal rate then get a tax credit of 18.97
· Interest is taxed 

Chapter 11- Stocks

How are the markets doing?
Index: a statistical measure of the changes in a portfolio of stocks representing a portion of the overall market
· S&P/TSX Composite Index
· Dow Jones Industrial Average
· NYSE Composite Index
· Nasdaq Composite Index
· Standard & Poor’s 500 stock index


Why Corporations issue Common Stock
· Finance business start up costs and help pay for their ongoing business activities 
· A Form of Equity- they don’t have to repay 
· Dividends not mandatory
· Proxy: a legal form that lists the issues to be decided at a shareholders’ meeting and requests that shareholders transfer their voting rights to some individual or individuals 
Why Do Investors Purchase Stock?
· Income from dividends
· Cash, additional stocks or company products
· Ex dividend: a stock trades without a dividend and the seller is entitled to the declared dividend payment 
· Changes in stock value
· Appreciate in value over time
· Possible increased value from stock splits 
· A procedure in which the shares of common stocks owned by existing shareholders are divided into a larger number of shares)

Preferred Stock
· Receive cash dividends before commons stockholders are paid any cash dividend
· The dividend amount is either a stated amount of money for each share of preferred stock, or a percentage of the par value
· Par value is an assigned dollar value that is printed on a stock certificate 
· First claim on corporation’s assets
· Callable preferred stock is stock a corporation may exchange for a specified amount of money
· Could purchase back from investor
· After calling an issue, they can issue new preferred stock with a lower dividend
Features of Preferred Stocks
· Cumulative feature
· Unpaid cash dividend accumulate and must be paid before any cash dividend are paid to the common stock holders
· Participation feature 
· Rare form of investment used to attract investors
· Can share in earning beyond the stated dividend amount
· Conversion feature
· Can be traded for shares of common stock 

Stock Valuation
· Important to understand different approaches used by experts to analyze stocks

· Fundamental Analysis
· A way to value stocks by looking at micro and macro factors that might influence the economic value of stocks
· Technical Analysis
· The idea that changes in investor sentiment are responsible for changes in trends, and that the value of a stock can be predicted by extrapolating price from historical patterns 

Classification of Stock Investments 
Blue chip stock
· Safe investment in strong and respected companies
· Attracts conservation investors
· Ex. Bell Canada, Royal Bank
Income stock
· Pays higher than average dividends, steady, predictable income ex. Utility stock
Growth stock
· Earns above average profits of all firms in the economy
· Less than 30% of earnings are paid out as dividends, with rest reinvested in research and development
· Ex. Southwest airlines, Home Depot
Cyclical stock
· Follows the business cycle of advances and declines in the economy
· Ex.  Basic Industries- Automobiles, timber, and steel
Defensive stock
· Remains stable during declines in the economy
· Ex. Kellog, Procter & Gable and utility stocks 
Capitalization: the total amount of securities—stocks and bonds—issued by a corporation
Large cap stocks: issued by a large corporation that has a large amount of stock outstanding and a large amount of capitalization
Small cap stocks: issued by a company that has a capitalization of $150 million or less
Penny stocks; typically sell for less than $1 per share 

Factors that Influence the Price of Stocks
Bull market
· Investors are optimistic about nation’s economy
· More investors are buying stock and the stock market increases
Bear market
· Investors are pessimistic about economy
· More investors are selling stock and the stock market declines 



Measures of Corporate Risk, Performance and Shareholder’s Return
Annual Shareholder’s Return: a stock’s dividend and increase in value dividend by its beginning-of-year stock price 
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Dividend Yield: a stock’s annual dividend divided by its beginning-of-year stock price. If the dividend is divided by the end-of-year stock price, it is referred to as its trailing dividend yield 
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Capital Gains Yield: a stock’s increase in value divided by its beginning-of-year stock price
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Earnings Per Share: are the corporations after tax-earnings divided by the number of outstanding shares of common stock—isn’t good for comparing company to company 
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Price-Earnings (PE) Ratio: price of one share of stock divided by the earning per share of stock over the past 12 months. A low price-earnings ration means s stock could be a good investment. – good for comparing company to company 
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Beta: is an index that compares the risk associated with a specific stock issue with the risk of the stock market in general 
· The average stock has a beta of 1
· The higher the beta the more volatile the stock
· Anything higher than 1 is more volatile than the average stock
· High beta- higher potential return, riskier though

Primary market for Stocks
· A market in which an investor purchases financial securities via an investment bank, or other representative, form the issuer of those securities
· An investment bank is a financial firm that assists corporation in raising funds usually by helping to sell new security issues
· An IPO occurs when a corporation sells stock to the general public for the first time

Secondary Market for Stocks
· A market for existing financial securities that are currently traded among investors
· A marketplace where member brokers who represent investors meet to buy and sell securities
· The securities sold at an exchange must be listed, or accepted for trading, at the exchanges
· Toronto stock exchange or Canadian Venture Exchange 
· The Over-the-Counter (OTC) market
· Network of dealers who buy and sell the stocks of companies not listed on a securities exchange; NASDAQ (an electronic marketplace)

Brokerage Firms and Account executives
· Account executive/ stockbroker, is a licensed individual who buys and sells securities for his or her clients
· Churning
· Excessive buying and selling of securities to generate commissions
· Discount broker versus full service brokers
· Cost of research material
· Help in making decisions
· Ease of buying and selling 

Type of Stock Order
· A market order is a request to buy or sell stock at the current market value
· A limit order is a request to buy or sell a stock at a specified price or price range
· A stop order is a request to sell a stock at the next available opportunity after its market price reaches a specified amount
· A discretionary order lets the account executive decide when to execute the transaction and at what price 

Securities Regulation
· To ensure full, true and plain disclosure of all facts by sellers of securities
· Provincial regulation
· Registration
· Disclosure
· Enforcement
· Self Regulatory Organizations
· Are responsible for industry conformity with securities legislation
· No federal regulatory in Canada

Long-term and Short-term Investment Strategies
Long-term techniques
· Diversification
· Involves combing many assets in a portfolio to reduce the risk
· Buy and Hold Techniques
· Portfolio value increase through dividend payment, appreciation in stock value and dividend reinvestment
· Dollar Cost Averaging
· Investors purchase an equal dollar amount of the same stocks at equal internals
· Putting $50 in a mutual accounts fund every month
· Direct investment and dividend reinvestment
· Purchase stocks directly from the corporation
· Reinvest dividends to purchase more stocks
· Private equity
· An asset class consisting of equity securities that are not publically traded  

Short-term techniques
· Hedge funds
· An investment fund that serves a group of investors
· Buying stock on margin
· Borrowing money to buy a particular stock

· Selling short
· Borrowing stock that must be replaced later
· Trading in Options
· The right to buy or sell stocks at a predetermined price during a specified period of time

Options 
· Call option: sold by a shareholder and gives the purchaser the right to buy 100 shares at a guaranteed price for a specified period
· Put option: right to sell 100 shares at a guaranteed price before a specified expiration date 

Chapter 12

Characteristics of Corporate Bonds
· Corporate Bond: Corporation’s written pledge to repay a specified amount of money along with interest
· Face value: is the dollar amount that the bondholder will receive at the bond’s maturity date
· Maturity date is the date on which the corporation is to repay the borrowed money
· Short term (5 years), intermediate term (5-15 years), long term (over 15 years)
· Bond indenture is a legal document that details all the conditions relating to a bond issue
· A trustee is the bondholder’s representative 
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Why Corporations Sell Bonds
1. When they don’t have enough money to pay for major purchases
2. Finance corporation’s ongoing business activities 
3. When it is difficult to sell stocks
4. Improve a corporation’s financial leveraged 
5. Interest paid is a tax deductible expense
**Issuing bonds is debt financing, issuing stocks is equity financing 

Four Types of Corporate Bonds
Debenture Bond: most corporate bonds, backed only by the reputation of the issuing company
· If corp fails to make int payments or repayment, they become general creditors 
Mortgage Bond: a corporate bond that is secured by various assets of the issuing firm
· First Mortgage Bond: most secure and foremost of all obligations a corp has to pay
· General Mortgage Bond: secured by all the fixed assets that haven’t been pledged to obligations 
· Collateral Trust Bond: secured by a pledge of securities and issued by companies that do not own many fixed assets 
· ** a secured bond is often safer than a debenture 

Subordinate Debenture Bond: an unsecured bond that gives bondholders a claim secondary to that of other designated bond holders with respect to interest payments and assets
· Investors enjoy higher interest rates because of their increased risk 

Convertible Bond: can be exchanged, at the owner’s option for a specified number of shares 
· As the market value of the common stocks increase, the market value of the bond also increases 
· Corporation gains three advantages by issuing convertible bonds:
· Interest rate is lower than the traditional bond
· Attracts investors who are interested in the gain 
· If the bondholder converts, the corporation does not have to redeem 

Warrant: an option that is detachable from the associated bond and gives the holder the right to purchase the firm’s common shares at a set price for a pre-determined period 

Provisions for Repayment
Call feature: corporation can recall outstanding bonds from current bondholders before the maturity date.
· Most agree to no call bonds for the first 5 to 10 years after they are issued
· They call bonds if the interest rate they are paying you is very much higher than the going rate
· Most corporate bonds and municipal bonds are callable
· The corporation may have to pay the bondholders a premium
· To ensure they have sufficient funds corporations may….
Sinking fund: a fund to which annual or semi-annual deposits are made for the purpose of redeeming a bond issue (paying back at maturity)
Serial bonds: one issue of bonds that mature at different dates 

Other Types of Bonds
Domestic: issued in the country and currency of the issuer
Foreign: issued primarily in a currency and country other than the issuer’s
Eurobonds: issued on the international bond market in any currency
Units: two or more corporate securities bundled by an investment dealer and sold at an overall price
Strip bonds (zero coupon bond): coupons and bonds are sold separately at significant discounts, an investment dealer buys a block of existing high quality bonds and separates the interest coupons from the bonds, the coupons and bonds are sold separately at discounts and you earn money at maturity 

Why Investors Buy Corporate Bonds?
1. For interest income: method used to pay bondholders their interest depends on how the bond is registered
Registered Bond: a bond that is registered in the owner’s name by the issuing company, interest cheques are mailed to the bondholder
Registered coupon bond: registered for the principal only and not for interest, to collect interest the coupon holder must present a detachable coupon 
A bearer bond: not registered in the investor’s name, if you lose the coupon you are out of luck
Zero coupon bond: is sold well below face value, pays no interest, but is redeemed for face value at maturity 

Changes in Bond Value
· Price of corporate bond may fluctuate until maturity 
· Usually caused by changes in interest rates
· Premium: If interest rates fall, price of bond will increase since its coupon rate is higher 
· Discount: If interest rates rise, price of bond will fall 
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	Bonds
	GICs

	When you invest, you are lending your money to a corporation or to a government
	When you invest, you are lending your money to a bank, and in return it pays you interest

	No protection, the value of the bond is only as good as the issuer
	Offers better protection against uncertainty as its value is guaranteed by a bank and insured by the CDIC




Government Bonds and Debt Securities 
· Federal government sells bonds and securities to finance national debt and ongoing activities
· Considered low risk investment
· Offer lower interest rates than corporate bonds
· Provincial governments issue bonds to fund program spending and fund deficits
· Municipal bonds 
· Instalment debentures 
Types of Bonds
Government of Canada securities- debentures, do not have assets secured to them
· Marketable bonds
· Specific maturity date, interest rate and are transferable (can be traded)
· The government cannot redeem before maturity (non-callable)
· Guaranteed a rate of return that is adjusted for inflation 
· Treasury Bills (T-Bill)
· Discounted securities and the actual purchase price you pay is less than the maturity value of the T-bill
· Quote T-Bill in yield terms
· Y= [(F-P) /P] x (365/T)
· Canada Savings Bonds
· Regular (pays annually) or compound interest (reinvests)
· You must report compound interest as taxable income each year you hold the bond 
· Real Return Bonds
· Pay rate of return adjusted for inflation
· Pay semi-annually based on inflation adjusted principal 
· Canada Premium Bonds
· Has higher rate of return than Canada Savings Bonds 
· Can be redeemed each year on the anniversary of the issue date 

The Decision to Buy or Sell Bonds
· Look for signs of financial strengths and weaknesses 
· Is firm profitable?
· Are sales revenues increasing?
· Are long-term liabilities increasing?
· How is bond rated?
· AAA (the highest) to D (the lowest)
· Junk Bond
· A type of bond that offers a very high return but is very risky as bond is nearing or currently in default 



Bond Yield Calculations
Current Yield:
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· Yield is the rate of return earned by an investor who holds a bond for a stated period of time
· Compare the yield on a bond investment with the yields of other investment alternatives
· The higher the yield the better 

Yield to Maturity: takes into account the relationship among the bond’s maturity value, the time of maturity, the current price and the dollar amount of interest
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· If you purchase the bond at a price below the face value, the yield to mature will be greater
· Is the annual yield as investor expects when purchasing a bond 
· Assumes the bondholder will hold the bond to maturity 
· And assumes the interest will be reinvested 

Chapter 13- Investing in Mutual Funds 
Mutual Fund: an investment chosen by people who pool their money to buy stocks, bonds, and other financial securities selected by professional managers who work for investment companies
· Each investor has a right to a proportional share of the assets of the fund and any income it earns

Why Investors Purchase Mutual Funds
Professional Management: managers can change so investors must be careful
Diversification: investor’s funds are pooled and used to purchase a variety of investments in hundreds of different companies. 
· A loss in one investment is offset with gains from others 

Characteristics of Mutual Funds
Closed-end Mutual Funds
· A fund of finite size
· Shares are issued by an investment company only when the fund is originally set up, the fund neither issues no redeems shares 
· After all original shares are sold you can only purchase shares from another investor 
· Since it does not buy back shares, it does not keep a percentage of cash in assets therefore 100% of the fund’s assets can be invested at all times 

Open-end Mutual Funds
· Shares are issued and redeemed by the investment company at the request of investors
· Investors can buy and sell shares at the net asset value 
Net Asset Value 
· Calculated at the close of trading each day 
[image: Macintosh HD:Users:geenalangelotz:Desktop:Screen Shot 2013-11-25 at 6.42.47 PM.png]

Two Funds Have Gained Popularity 
1.Index Fund
· An affordable way for investors to invest in a diversified basket of securities; constructed to track the components of a market index such as the S&P 500 or the S&P/TSX Composite 
· Passive form of management means lower MER
· Index funds outperform mutual funds usually
2.Exchange Traded Funds (ETFs)
· An affordable way for investors to invest in a diversified basket of securities; provides the diversification of an index fund with the flexibility of a stock 
· Passively manages as well 
· More tax efficient 
· Disadvantage: when stocks are bought and sold, investors must pay commissions
Load Fund
· A mutual fund in which investors pay a commission (as high as 8.5%) every time they purchase or sell shares
· Contingent Deferred Sales Load- pay upon withdrawal of funds
No-Load fund
· No sales charge because they have no sales people therefore you must deal directly with the investment company 
Front-end load
· A sales fee charged with each purchase; reduces the funds actually invested. Most fund companies have lowered the maximum front-end load on their funds to around 6%
Back-end load
· Also referred to as a contingent deferred sales load. One to six percent of withdrawals on sliding scale decreasing with time held, then zero if selling after a set number of years 

Management Fees and Other Charges
Expense Ratio: expressed as a fixed percentage of the fund’s total value, called the Management Expense Ratio (MER). Ranges from 0.25% (rare) to 4%, to cover investment company’s costs. Fee is up to 0.5% higher for back-end load funds 

Special Fees:
· Annual RRSP, RRIF, RESP trustee fee
· Account set up fee
· Short term trading fee
· Processing fee
· Service fees 
Service Fees (trailers): ongoing commissions to pay advisers and dealers
· Investors do not pay them directly, paid by the mutual fund company 

Classification of Mutual Funds
Money Market Funds
· Income and liquidity through investment in short-term money market instruments, relatively low risk 
· T-bills, commercial paper, short-term government bonds
Mortgage funds
· Aim for income and safety
· Hold a group of mortgages
· Lower risk than bond funds
Bonds Funds
· Aims for safety of principal and income but are subject to capital gains and losses, which have tax implications
· Invested in government and corporate debt securities 
Dividend Funds
· Aim for tax-advantage income
· Possibility of capital growth 
· Invest in preferred shares
· High quality common shares
Balanced and Asset Allocation funds
· Provide a mixture of safety, income and capital appreciation 
Equity or Common Stock funds
· Aim for capital gains
· Invested almost completely in Common shares
· Fluctuate more than any listed above
Specialty funds
· Sacrifice diversification in an effort to build capital gains
· [bookmark: _GoBack]One industry, geographical area
· Segment of the capital market
· Subject to fluctuation within an industry 
International or Global funds
· Subset of specialty funds
· Disregard location though
Real Estate funds
· Long-term growth through capital appreciation
· Reinvest in income-producing real property 
· Least liquid of all mutual funds 
Ethical funds	
· Investment decisions that are guided by moral criteria
Segregated funds
· Insurance companies as an alternative
· Guarantee that a portion of your principal will be returned to you at maturity 
· Higher management fees
Labour-sponsored venture capital corporations (LSVCCs)
· Sponsored by labour organizations 
· Invest in small to medium-sized businesses 
· High risk 

Fund Families 
· One investment company manages a group of mutual funds
· Funds in the family vary in their objectives
· You can move your money from one fund to another within a fund family with low or no charge 
Managed Asset Program (MAP): a program allowing individuals to invest in portfolios grouping together many different mutual funds 
Market Timer: an individual who helps investors decide when to switch their investments from on fund to another 
Steps to Evaluate Mutual Funds
1. Perform a financial check-up to make sure you are ready to invest 
2. Obtain the money needed purchase mutual funds
3. Determine your investment objective
4. Fund a fund with an objective that matches your objective
5. Evaluate any mutual fund before buying and selling 
Other Sources of Fund Information
Mutual fund prospectus
· A statement describing the risk factors
· A description of the fund’s past performance
· A statement describing the type of investments in the fund’s portfolio
· Information about dividends, distributions and taxes
· Information about the fund’s management
· Limitations when choosing investments 
Advantages of Mutual Funds
· Diversification
· Professional management
· Ease of buying and selling
· Small amount of money required to open an account
· Multiple withdrawal options
· Distribution or reinvestment of income and capital gains
· Switching privileges in fund family 

Disadvantages of Mutual Funds
· Purchase and withdrawal costs
· Ongoing management fees
· Potential poor performance
· No control over capital gains distribution 
· Complicated tax reporting issues
· Potential market risk with all investments
· Some sales personnel are aggressive 

Mutual Fund Transactions
Return on investment
· Income dividends: the earnings a fund pays to shareholders after it has deducted expenses from its dividend and interest income
· Capital gain distribution: the payments made to a fund’s shareholders that result form the sale of securities in the fund’s portfolio 
· Sell shares at a higher price than you paid 
Taxes and Mutual Funds
· Most returns subject to taxation
· Companies required to send statement specifying how much dividends and capital gains distribution 
· Although you do not receive cash (as the returns are reinvested) they are taxable
· Can be taxed in year when your burden is already heavy 
Purchase options
· You can buy shares of closed-end funds through the stock exchange
· You can purchase shares in an open-end fund by
· Regular account transactions- you decide how much money you want to invest, when you want to invest, and buy as many shares as possible
· Voluntary savings plans- smaller purchases than the minimum purchases required by the regular account
· Contractual savings plans- regular purchases over a specified period of time 
· Reinvestment plans- a service provided by an investment company in which shareholder income dividends and capital gain distributions are automatically reinvested to purchases additional shares of the funds
Withdrawal Options
· Closed-end funds sold to another investor
· Open-end funds sold to the investment company that sponsors the fund
· Shares redeemed at their Net Asset Value 
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