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TWO STRATEGIC APPROACHES

You might decide that the way to meet 

your long-term goals is to put money 

into equities you expect to grow in 

value. This strategy helps you concen-

trate on specific types of investments, 

first on equities in general and then 

more narrowly on those that seem likely 

to perform best over the long haul. 

If you are investing to meet both 

long- and short-term goals, you might 

select stocks and stock mutual funds 

that strive to provide both growth and 

income, in addition to those emphasizing 

growth alone. By reinvesting your divi-

dends and capital gains, it’s possible to 

build your investment base more quickly. 

Of course, stocks and stock mutual funds 

are more volatile than some other types  

of investments. So you may lose money  

if the market takes a sharp downturn. 

If you’ve retired and want to begin  

collecting income from your portfolio, 

you may want to shift some of your assets 

to income-producing investments, such  

as bonds and dividend-paying stocks. 

Any strategy, however, requires atten-

tion to basic details: understanding risk, 

volatility, diversification, and asset alloca-

tion, and evaluating yield and return.

KEEPING ON TRACK

Picking the right investments is only  

the first step in achieving your financial 

goals. You also have to monitor their per-

formance regularly, asking whether these 

investments are still right for your port-

folio as your goals shift and your lifestyle 

changes. And—this is where many inves-

tors falter—you have to be ready to make 

adjustments, sometimes even major 

changes, when you redefine 
your goals, or when the 
investments you’ve made 

aren’t performing the  
way you expected.

It can be hard to move 

in new directions. If you 

feel comfortable relying 
on the investments you 
already know—perhaps 

CDs, money market 
accounts, or stock in 
the company you work 
for—there’s always the 

temptation to stick with 

them. And while they may have 

their place in your investment plan, 

tying up your money in one or two places 

exposes you to greater investment risk.

As you make individual investment 

decisions, you’ll want to ask where 

each investment fits in your overall 

asset allocation and diversification 

strategies. You’ll want to evaluate  

the yield the investment may  

provide and the level of return  

it’s reasonable to expect. And  

you’ll want to assess how  

volatile the investment is likely  

to be and what risks you’ll be tak-

ing in adding it to your portfolio.

Taking these steps doesn’t  

guarantee that you’ll achieve  

the results you want, but it  

should help protect you from  

avoidable mistakes.

TIME AND RISK

The range between an investment’s 

high and low price over a period of 

time—such as a year—is a measure 

of its volatility. The smaller the  

percentage of change, the less  

volatile the investment is.
Volatilty poses the biggest risk to 

investment values in the short term. If 

you hold onto a stock when the price 

drops, the losses may be reversed and 

the value of your shares may reach or 

exceed their previous high, though that 

isn’t guaranteed. Or, if you hold bonds 

until they mature, changing market val-

ues have no impact on what you earn. 

Another way to deal with volatility 

is to capitalize on it. If an investment 

increases dramatically in value, you can 

sell it and make another purchase. If  

the price drops in the future, you might 

buy it again and wait for the cycle to 

repeat itself. In fact, some stock inves-

tors consider falling prices a buying 

opportunity that will let them take  

full advantage of future gains. The risk, 

of course, is that those gains can’t be 

guaranteed even if your research shows 

the company to be a sound investment.

ALLOCATION
is deciding what percentage  

of your portfolio goes into  

which categories of investment

 DIVERSIFICATION
  is making several different types  

  of investments rather than just  

  one or two

 RISK
  includes  
  all the  
  reasons  
  you may  
  have a  
  loss or  
  a week  
  return

VOLATILITY
 is how much and how quickly  

the value of  

an investment  

changes 

A DISTINCTIVE DIFFERENCE

Saving and investing are both ways to meet 

financial goals, but they’re not the same: 

•  Saving is holding money, usually in bank  

accounts or money market funds, for a  

specific short-term purpose.

•  Investing is buying things of intrinsic  

value—stocks, bonds, and real estate, 

for example—that have the potential to 

provide income or increase in price, or both, 

over the long term. 
Though your savings earn interest, they 

may actually shrink in value over time. That’s 

because the interest you earn is rarely more 

than the rate of inflation. On the other hand, 

insured savings, such as money market  

accounts and certificates of deposit (CDs),  

are well suited for meeting short-term goals, 

such as the down payment on a home you hope 

to buy within a year or two, since your principal 

is safe.
There’s also a middle ground between  

saving and investing, where short-term bond 

funds and US Treasury bills fit. You generally 

earn more than on insured accounts, but the 

market values of these investments fluctuate as 

interest rates change.

Basics of Investing
If you concentrate on the principles, you’ll have the 

elements of an investment strategy.

 RETURN
 is what you get back, based  

 on what you invest, usually  

 measured on an annual basis

 YIELD
 is the income you receive  

 as a percent of what your  

 investment cost you
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Investing
When you invest, your dual goals  
are accumulating valuable assets  
and increasing your income.

Investing means using the money you 
have to build a portfolio of assets that 
you expect to grow in value over time, 
provide current income, or, in some 
cases, provide both growth and income. 
Done wisely, investing can help you 
meet your financial goals—paying  
for a college education, enjoying a  
comfortable retirement, buying a  
home, or whatever is important to you. 

Investing even a small amount on  
a regular basis has the potential to  
produce positive results over the long 
term. For example, investing just $96  
a week for 30 years can add up to more 
than $400,000 if you have an average 

annual return of 6%. Return, which  
is typically reported as a percentage  
of the amount you invested, is the  
combination of change in an invest-
ment’s market value, up or down,  
plus any income it has provided. 

There are two things to keep in  
mind about return: 

•  It isn’t guaranteed. While it could  
be 6% or higher, it could also be 
less, or even negative, in some years, 
reducing the annual average. 

•  To select investments to meet your 
goals, you need to understand what 

the choices are,  
the return that’s  
possible with  
different choices, 
and the risks  
you’ll take. 

INVESTMENT ACCOUNTS
Just as there are different types  
of investments, there are different  
types of investment accounts.

You can invest as much as you can 
afford in a taxable account each year, 
purchase any investments you choose, 
and withdraw as you wish. You pay  
tax on investment earnings and on  
capital gains from selling investments 
for more than you paid to buy them. 
Most dividends and all capital gains 
on investments you’ve owned for more 
than a year are taxed at a lower federal 
rate than your ordinary income.

You may have tax-deferred accounts 
for your retirement savings. You pay 
no tax on earnings in these accounts as 
they accumulate and, in many cases, 
no tax on the money that’s invested. 
The amount you can invest is subject to 
an annual cap, which is adjusted from 
time to time to reflect inflation. When 
you take money out, usually after you 
retire, it’s taxed at the same rate you 
pay on your ordinary income. Annual 
withdrawals are mandatory after you 
turn 70½, and there’s a penalty if you 
withdraw before 59½. 

You may choose tax-exempt 
accounts to invest for retirement, 
education, or healthcare expenses. You 
invest after-tax income in all except a 
healthcare account. If you follow 
the rules, no tax is due on the 
earnings as they accumulate or 
when you withdraw. But, there 
may be restrictions on how much 
you can invest each year and how 
you use the withdrawals.

CHOOSING INVESTMENTS
As you evaluate an investment for 
your portfolio, you consider it on its 
own merits and how it complements 
the investments you already own. For 
example, if you hold a number of stocks 
issued by large, well-known companies, 
you may decide to choose the stock of a 
smaller or newer company to add variety.

You’ll also want to consider a  
number of personal factors, including 
your financial goals, your time frame, 
and your risk tolerance, as you make 
your selections. For example, a stock 
mutual fund that’s appropriate for a 
retirement account may not be a good 
choice when you’re trying to accumu-
late a down payment for a home. 

The issues in this case are liquidity  
and volatility. The term liquidity refers 
to how quickly 
you could 
convert an 
investment to 
cash with little 
or no loss of 
value. Volatility 
is a measure of 
how quickly 
and how often 
an investment’s 
price changes. 
You don’t need 
liquidity in 
a retirement 
account, but you probably do in an 
account you’re planning to withdraw 
from in the near future. Since volatility 
tends to flatten out over time, it’s not a 
concern in retirement accounts but is  
if you have a short time frame.

You’ll also want to look at an  
investment’s risk/return profile. In  
brief, that is the level of return can 
you expect for the degree of risk you 
are taking. For example, insured bank 
investments pose very limited risk,  

but they tend to provide  
a smaller return than 
investments, such as  
stocks, that expose you 
to more risk. Conversely, 
taking more risk means 
greater potential return.

WHAT’S THE ISSUE?
The corporations and governments that 
offer investments for sale are issuers. 
The act of offering is called issuing, and 
each investment is an issue.

WHAT’S A SECURITY?
Securities, by definition, are written proofs of 
ownership, such as stock or bond certificates. 
But as electronic records have replaced  
certificates, the term survives as a synonym 
for investments.

INVESTMENT OVERVIEW
There are three core investment  
categories, called asset classes: stocks, 
bonds, and cash. 

•  Stocks are ownership shares  
in a corporation.

•  Bonds are loans to a corporation  
or government.

•  Cash investments include certificates  
of deposit (CDs) and US Treasury bills.
To invest, you typically buy and sell 

through a brokerage firm account. In some 
cases, you can buy directly from the issuer. 
In others, you invest through an account  
in a plan offered by your employer or the 
state where you live. 

You can purchase individual investments 
or invest indirectly by choosing mutual 
funds or exchange traded funds (ETFs) 
that own stocks, bonds, or cash—or some-
times a combination of asset classes. The 
combination of assets you own makes up 
your investment portfolio. 
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TWO STRATEGIC APPROACHES
You might decide that the way to meet 
your long-term goals is to put money 
into equities you expect to grow in 
value. This strategy helps you concen-
trate on specific types of investments, 
first on equities in general and then 
more narrowly on those that seem likely 
to perform best over the long haul. 

If you are investing to meet both 
long- and short-term goals, you might 
select stocks and stock mutual funds 
that strive to provide both growth and 

income, in addition to those emphasizing 
growth alone. By reinvesting your divi-
dends and capital gains, it’s possible to 
build your investment base more quickly. 
Of course, stocks and stock mutual funds 
are more volatile than some other types  
of investments. So you may lose money  
if the market takes a sharp downturn. 

If you’ve retired and want to begin  
collecting income from your portfolio, 
you may want to shift some of your assets 
to income-producing investments, such  
as bonds and dividend-paying stocks. 

Any strategy, however, requires atten-
tion to basic details: understanding risk, 
volatility, diversification, and asset alloca-
tion, and evaluating yield and return.

KEEPING ON TRACK
Picking the right investments is only  
the first step in achieving your financial 
goals. You also have to monitor their per-
formance regularly, asking whether these 
investments are still right for your port-
folio as your goals shift and your lifestyle 
changes. And—this is where many inves-
tors falter—you have to be ready to make 

adjustments, sometimes even major 
changes, when you redefine 

your goals, or when the 
investments you’ve made 
aren’t performing the  
way you expected.

It can be hard to move 
in new directions. If you 
feel comfortable relying 
on the investments you 
already know—perhaps 
CDs, money market 
accounts, or stock in 
the company you work 
for—there’s always the 

temptation to stick with 
them. And while they may have 

their place in your investment plan, 
tying up your money in one or two places 
exposes you to greater investment risk.

As you make individual investment 
decisions, you’ll want to ask where 
each investment fits in your overall 
asset allocation and diversification 
strategies. You’ll want to evaluate  
the yield the investment may  
provide and the level of return  
it’s reasonable to expect. And  
you’ll want to assess how  
volatile the investment is likely  
to be and what risks you’ll be tak-
ing in adding it to your portfolio.

Taking these steps doesn’t  
guarantee that you’ll achieve  
the results you want, but it  
should help protect you from  
avoidable mistakes.

TIME AND RISK
The range between an investment’s 
high and low price over a period of 
time—such as a year—is a measure 
of its volatility. The smaller the  
percentage of change, the less  
volatile the investment is.

Volatilty poses the biggest risk to 
investment values in the short term. If 
you hold onto a stock when the price 
drops, the losses may be reversed and the 
value of your shares may reach or exceed 
their previous high, though that isn’t 
guaranteed. Or, if you hold bonds until 
they mature, changing market values 
have no impact on what you earn. 

Another way to deal with volatility 
is to capitalize on it. If an investment 
increases dramatically in value, you can 

sell it and make another purchase. If  
the price drops in the future, you might 
buy it again and wait for the cycle to 
repeat itself. In fact, some stock inves-
tors consider falling prices a buying 
opportunity that will let them take  
full advantage of future gains. The risk, 
of course, is that those gains can’t be 
guaranteed even if your research shows 
the company to be a sound investment.

 RETURN
 is what you get back, based  
 on what you invest, usually  
 measured on an annual basis

 YIELD
 is the income you receive  
 as a percent of what your  
 investment cost youALLOCATION

is deciding what percentage  
of your portfolio goes into  
which categories of investment

 DIVERSIFICATION
  is making several different types  
  of investments rather than just  
  one or two

 RISK
  includes  
  all the  
  reasons  
  you may  
  have a  
  loss or  
  a week  
  return

VOLATILITY
 is how much and how quickly  

the value of  
an investment  

changes 

A DISTINCTIVE DIFFERENCE
Saving and investing are both ways to meet 
financial goals, but they’re not the same: 
•  Saving is holding money, usually in bank  

accounts or money market funds, for a  
specific short-term purpose.

•  Investing is buying things of intrinsic  
value—stocks, bonds, and real estate, 
for example—that have the potential to 
provide income or increase in price, or both, 
over the long term. 
Though your savings earn interest, they 

may actually shrink in value over time. That’s 
because the interest you earn is rarely more 

than the rate of inflation. On the other hand, 
insured savings, such as money market  
accounts and certificates of deposit (CDs),  
are well suited for meeting short-term goals, 
such as the down payment on a home you hope 
to buy within a year or two, since your principal 
is safe.

There’s also a middle ground between  
saving and investing, where short-term bond 
funds and US Treasury bills fit. You generally 
earn more than on insured accounts, but the 
market values of these investments fluctuate as 
interest rates change.

Basics of Investing
If you concentrate on the principles, you’ll have the 
elements of an investment strategy.
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•  Owners share in 
success if stock  
price goes up 

•  Stock may drop if 
company falters

•  More shares  
created at lower 
price per share 

•  Stockholders profit  
if price goes back up

•  Dividend payment has 
priority over common 
stock dividends 

•  Dividends don’t 
increase if company 
prospers

BLUE CHIP
is a term borrowed from poker,  
where the blue chips are the most  
valuable. Blue chips refer to the stocks  
of the largest, most consistently profitable  
corporations. The list isn’t official—and it does change.

STOCK SPLITS
When the price of a stock increases significantly, 

you and other investors may be reluctant to 
buy, either because you think the price has 

reached its peak or because it costs so 
much. Corporations have the option  

of splitting the stock to lower the  
price, which they expect to stimulate 
trading. When a stock is split, there 
are more shares available, but the 
total market value is the same. 

Say a company’s stock is trading  
at $100 a share. If the company 
declares a two-for-one split, it gives 
you a second share for each one you 
own. At the same time the price 
drops to $50 a share. If you owned 
300 shares selling at $100 you now 
have 600 selling at $50—but the 
value is still $30,000.

    The initial effect of a stock split 
is no different from getting coins 

in exchange for a dollar bill. 
But the price may move 

up toward the presplit 
price, increasing the 
value of your stock.

Stocks can split 
three for one, three 
for two, ten for  
one, or any other 
combination.

Stock is an equity investment. If you buy 
stock in a corporation, you own a small 
part of that corporation and are described 
as a stockholder or shareholder. You  
buy stock because you expect it to 
increase in value, or because you expect 
the corporation to pay you dividend 
income, or a portion of its profits. 
In fact, many stocks provide both 
growth and income. 

When a corporation issues stock, 
the company receives the proceeds 
from that initial sale. After that, 
shares of the stock are traded, or 
bought and sold among investors, 
but the corporation gets no income 
from those trades. The price of the 
stock moves up or down depending  
on supply and demand—or how 
many shareholders want to sell 
and how eager investors are to buy. 
Increased supply drives prices down. 
Increased demand drives prices up. 

COMMON STOCK
Most stock issued in the United States  
is common stock. Owning it entitles 
you to collect dividends if the company 
pays them, and you can sell shares at a 
profit if the price increases. But stock 
prices change all the time, so your shares 
could lose value, especially in the short 
term. Some common stocks are volatile, 
which means their prices may increase 
or decrease rapidly. 

Despite the risk, investors have been 
willing to buy common stock because 
over time stocks in general—though not 
each individual stock—have provided 
stronger returns, or price increases plus 
dividends, than other securities. 

PREFERRED STOCK
Some companies issue preferred stock 
in addition to common stock. These 
equity investments, which also trade  

in the secondary market, are listed 
separately from the company’s common 
stock and trade at a different price. 

Preferred stock dividends are paid 
before common stock dividends, and 
preferred shareholders are more likely  
to recover some of their investment if 
the company fails. And, in some cases, 
preferred stock can be converted to 
common stock at a preset price.

  P  P  P
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The prices of preferred stock  
tend to change less than the prices  
of common stock over time, and the  
dividends typically aren’t increased if  
the company’s earnings increase. 

These characteristics help explain why 
preferred shares are sometimes described 
as hybrid investments—a combination 
of fixed income and equity. 

CLASSES OF STOCK
Companies may issue different classes 
of stock, label them differently and 
list them separately on a stock market. 
Sometimes a class indicates ownership 
in a specific division or subsidiary of the 
company. Other times it indicates shares 
that sell at different market prices, have 

different dividend policies, provide 
greater voting rights, or impose sales 
restrictions on ownership. 

REVERSE SPLITS
In a reverse split a corporation 
exchanges more shares for fewer— 
say ten shares for five—and the price 
increases accordingly. Typically the 
motive is to boost the price so that  
it meets a stock market’s minimum 
listing requirement or makes the stock 
attractive to institutional investors, 
including mutual funds and pension 
funds, which may not buy very low-
priced stocks. 

Stock: Sharing a Corporation
When you buy shares of stock you  
own a slice of the company.

THE RIGHT TO VOTE
As a stockholder, you have the right to vote yes, 
no, or abstain on a company’s policy proposals 
and shareholder proposals, and to vote for  
or against nominees to its board of directors. 
You can vote in person at the annual meeting, 
by proxy online, over the phone, or by mail, or 

authorize your broker or financial adviser to vote 
on your behalf. 

Before the annual meeting you’ll receive a 
proxy statement that reports on the company’s  
performance and the compensation of the five 
highest paid executives, introduces the nominees, 
and makes recommendations on the proposals.
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Buying and Selling Stock
The process of buying and selling stock has its own rules,  
its own language, and a special cast of characters.

BROKERS
who authorize 
the transactions

INVESTORS
buy and 
sell stocks

by giving orders, or 
instructions, to their

As an individual investor—sometimes 
called a retail investor—you buy and  
sell stocks for your portfolio through 
a brokerage firm where you have an 
account. The firm sends, or routes, your 
orders for execution, and reports back to 
you when the trade has been completed. 
If you’re buying, the purchase price is 
debited from your account—or you 
transfer payment from your bank—and 
your new shares are credited. If you’re 
selling, the reverse occurs: The shares  
are debited and payment is credited.

The transaction and the clearance 
and settlement process that transfers 
ownership are, almost always, handled 
electronically. The price you pay or 
receive depends on the size of your  
order and the activity in the market. 
Regulation NMS—for National Market 
System—requires your firm to seek  
what’s called best execution by sending 
your order to the trading site with the 
best price or executing it at a higher price, 
known as price improvement.

Institutional investors, including 
mutual funds, pension funds, hedge 
funds, insurance companies, and money 
managers, are more active in the stock 
market than individual investors. They 
trade more often and in greater volume, 
typically a minimum of 10,000 shares in 
one transaction and often more. Together, 
these investors hold about 70% of all 
publicly traded US stocks, and a higher 
percentage in the biggest companies.

You may have a stake in the invest-
ment decisions these institutions 
make—indirectly in the case of stock 
mutual funds you own—or directly in 
the case of managed accounts, where 
you own shares an investment manager 
has chosen. Or you may benefit from 
the value that stocks add to institutional 
portfolios—for example if you have a 
pension or life insurance policy or if  
you receive an academic scholarship 
from a university endowment.

THE PLAYERS
The brokerage firm where you have  
an account is known as a broker-dealer 
(BD). BDs—with a few exceptions— 
must register with the SEC by  
completing Form BD, which is 
filed with the Central Registration 

Depository (CRD). You have  
access to the information the firm 
provides through FINRA or your 
state securities regulator. 

A registered BD must be a  
member of a self-regulatory orga-
nization (SRO) and the Securities 
Investor Protection Corporation 
(SIPC). SIPC insures a firm’s  
customer accounts up to $500,000 
in the event of bankruptcy or  
other firm failure, though not for 
investment losses. 

Brokers act as agents, buying 
and selling securities for the firm’s 
clients. Some brokers have only 
retail clients, some have only insti-
tutional, and some work with both. 
Stockbrokers—officially known as 
registered representatives—must 
register with FINRA and pass a  
qualifying examination, typically a 
Series 7. Assistant representatives 
who take unsolicited buy and sell 
orders must also be licensed.

Dealers act as principals rather 
than agents, buying and selling  
securities for the firm’s account 
rather than on a client’s behalf. 
Among other things, dealers may 
regularly buy and sell a particular 
security or securities, which is called 
making a market in the security. 

In contrast, registered traders, 
also called competitive traders, buy 

and sell securities for their  
own portfolios. Certain employees 
who handle a firm’s securities trading 
are also known as traders.

GIVING ORDERS
Because you act through an inter- 
mediary—your broker—to buy  
and sell stocks, you give an order 
to initiate a trade. Most individual 
investors use four order types: 

A market order instructs your 
broker to buy or sell at the current 
price, whatever that is at the time the 
order is executed. The risk, of course, 
is that you will pay more or receive 
less than you expect.

A limit order means the trade 
should occur at a specific price, 
called the limit price, which is higher 
or lower than the current price. This 
lets you choose the point at which 
you believe the trade is appropriately 
priced. So, you won’t pay more or 
receive less than you wish. The risk 
is that in a fast market, where prices 
change quickly, your order may 
never be acted on. 

A stop order means the trade will 
take place when the stock hits the 
stop price. You typically use stop 
orders to limit potential losses or 
protect profits, in both cases when 
the current price seems likely to fall. 
The risk is that a stop order becomes 

a market order when the stop price 
is reached, and the actual sales price 
could be less than you hoped. A 
combined stop-limit order tells your 
broker to sell when the stock hits the 
stop price but not for less than the 
limit price.

Contingent orders, such as  
one-cancels-all or one-triggers-all, 
are linked orders to be executed only 
under specific market conditions.

INSTITUTIONAL ORDERS
Institutional investors use many  
more order types. The New York  
Stock Exchange (NYSE) lists 30 for 
its traditional exchange and more 
than 50 on its electronic platform, 
NYSE Arca. Many order types are 
opaque, and some have been criti-
cized as providing undue advantage 
to certain investors. 

WHERE THE COMMISSION GOES
A commission you pay to buy and sell stocks is divided—by prearranged contract—between your 
broker and the brokerage firm. Commissions and any additional fees are set by the firm, but your 
broker may be able to give you a break if you trade often and in large volume. Generally, the higher 
the commission rate the firm charges, the more room there is for negotiation.

CUSIP IDENTIFIERS
Every security in the United States is assigned 
a unique nine-character CUSIP identifier that 
encodes the name of the issuer and the spe-
cific issue. Using these identifiers means that 
broker-dealers communicate orders clearly, 
trades are handled accurately and efficiently, 
and dividends and interest are paid on time to 
the right owner. Unless its issuer has a major 
structural change, an issuer’s CUSIP remains 
the same as long as it’s in the market.
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$ 
For a wide range of government activities
Interest on the national debt

Raise capital to pay for expansion, modernization
Cover operating expenses
Finance corporate takeovers or other changes in 
management structure

Pay for a wide variety of public projects: schools, 

The US Treasury �oats debt issues 
to pay:

Corporations use bonds to:

States, cities, counties, and towns issue bonds to:

highways, stadiums, sewage systems, bridges
Supplement their operating budgets

THE INDIVIDUAL 
AS LENDER

THE INSTITUTION AS BORROWER

CORPORATE BONDS

US TREASURY BONDS

MUNICIPAL BONDS
Investor
Gets Par
Value at
Maturity

Investors
Willing to

Lend Money

Investor
Gets Interest
Payment at

Specific
Intervals

DOES IT FLOAT?
When a company or government wants to raise 
cash, it tests the waters by floating a bond. 
That is, it offers the public an opportunity to 
invest for a fixed period of time at a specific rate 
of interest. If investors think the rate justifies  
the risk and buy the bond, the issue floats.

MAKING MONEY WITH BONDS
There are two ways to make money with 
bonds: income and capital gains. Conserva- 
tive investors use bonds to provide a steady 
income. They often buy a bond when it’s 
issued and hold it, expecting to receive 
regular interest payments until the bond 
matures and the principal is paid back. 
Then, they can invest in a new bond. Other 

ISSUING BONDS
For corporations, issuing a bond is a lot 
like making an initial public offering. An 
investment firm helps set the terms and 
underwrites the sale by buying the bonds 
from the issuer. In cooperation with other 
companies, together known as a syndi-
cate, it then offers the bonds for sale.

The underwriter profits from the fees the 
issuer pays and the spread between the cost 
of buying the bonds and what it earns from 
selling them. If demand lags, it may need  
to reduce the price and even take a loss.

After issue, bonds trade in the  
secondary market, which means they are 
bought and sold through brokers, similar 
to the way stocks are. The issuer gets no 
money from these secondary trades.

US Treasury issues, with a face value, 
or par, of $100, are available directly to 
investors through an online system called 
TreasuryDirect or through brokers. Most 
agency bonds and municipal bonds are 
sold through brokers, who buy bonds in 
large denominations and sell pieces of 
them to individual investors.

A bond is a loan that pays interest over a 
fixed term, or period of time. When the 
bond matures at the end of the term, 
the principal, or investment amount,  
is repaid to the lender, or bondholder.

Typically, the rate at which interest is 
paid and the amount of each payment  
is fixed at the time the bond is offered 
for sale. That’s why bonds are known  
as fixed-income securities. It’s also  
why a bond may seem less risky than  
an investment whose return might 
change dramatically in the short term.

A bond’s interest rate is competitive.  
This means it is comparable with that 
of other bonds of similar risk and term 
being issued at the same time and 
reflects the cost of borrowing in the 
economy at large.

TYPES OF BONDS
You can buy bonds issued by US  
companies, by the US Treasury, by  
cities and states, and by various federal, 
state, and local government agencies. 
Many overseas companies and govern-
ments also sell bonds to US investors. 
When those bonds are sold in dollars 
rather than the currency of the issuing 
country, they’re sometimes known  
as yankee bonds. The advantage for 
individual investors is that they don’t 
have to worry about currency fluctua-
tions in figuring the bond’s worth or 
interest payments.

ISSUERS MAY PREFER BONDS
When companies need to raise money, 
they often prefer issuing bonds to  
issuing stock. New stock tends to dilute, 
or reduce, the value of existing stock. 
What’s more, companies may raise more 
money through a bond offering and  
can deduct interest payments on their 
tax returns. But bonds are debts that  
must be repaid. Too much debt can be  
a major drag on a company’s success. 

Unlike companies, governments  
can’t issue stock because they have no 
equity to sell. Bonds are the primary 
way they raise money to fund capital 
improvements and keep everyday  
operations running when revenues,  
such as taxes and tolls, aren’t available  
to cover current costs.

THE LIFE OF A BOND
The life, or term, of any bond is generally  
fixed at the time of issue. It can range 
from short- (usually a year or less), to 
intermediate- (two to ten years), to long-
term (more than ten years). Generally 
speaking, the longer the term, the higher 
the interest rate that’s offered to make up 
for the additional risk of tying up your 
money for a lengthy period. If interest 
rates are low and seem likely to rise in the 
fairly near future, you may decide to stick 
with short- or intermediate-term bonds. 

investors may trade bonds, or buy and 
sell as they might with stocks, hoping  
to increase their total return.

It’s also possible to sell bonds at 
a profit when interest rates fall. For 
example, investors may be willing to 
pay more than the face value of an older 
bond paying 8% interest if new bonds 
are paying 5%. An increase in the price 
of a bond, or capital appreciation, may 
produce more profits than holding 
bonds to maturity. 

There are risks in bond investing. 
Issuers could default. If interest rates go 
up, you can lose money if you want to sell 
an older bond paying a lower rate of inter-
est because potential buyers will typically 

Bonds: Financing the Future
Bonds are loans that investors make to corporations  
and governments. The lenders earn interest, and the 
borrowers get the cash they need.

want to pay less than you spent to buy it.
Inflation is another risk. Since the 

amount you earn on a bond usually 
doesn’t change, its value can be eroded 
over time. For example, if you have  
a 30-year bond paying $50 annual  
interest, the income will buy less at the 
end of the term than at the beginning.
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A Large Number of People
with Money to Invest Buy Shares

in a Mutual Fund

Their Pooled
Money Has More

Buying Power

The Fund Manager Invests
the Money in a Collection of Stocks,

Bonds, or other Securities

The Fund Buys and Sells
to Build Its Portfolio

Investors Receive
Distributions from

Fund Earnings

Successful Invest-
 ment Adds Value

  to the Fund

The idea of diversification is that it’s 
smarter to own a variety of stocks 
and bonds than trying to meet your 
financial goals based on the successful 
performance of just a few. But diversify-
ing can be a challenge because buying  
a portfolio of individual stocks and 
bonds can be expensive. And knowing 
what to buy—and when—takes time 
and concentration.

Mutual funds offer one solution: 
When you put money into a fund, it’s 
pooled with money from other investors 

PAYING OUT THE PROFITS
A mutual fund may make money  
in two ways: by earning dividends or 
interest on its investments and by selling 
investments that have increased in price. 
The fund distributes, or pays out, these 
profits (minus fees and expenses) to  
its investors. 

Income distributions are paid from 
the income the fund earns on its invest-
ments. Capital gains distributions  
are paid from the profits from selling 
investments. Different funds pay their 
distributions on different schedules—

typically monthly or quarterly. Many 
funds offer investors the option of  
reinvesting their distributions to buy 
more shares.

If you hold the fund in a taxable 
account, you owe taxes on the distribu-
tions you receive, whether the money 
is reinvested or paid out in cash. But if 
a fund loses more than it makes in any 
year, it can use the loss to offset future 
gains. Until profits equal the accumu-
lated losses, distributions aren’t taxable, 
although the share price of the fund 
may increase to reflect the profits.

OPEN- AND CLOSED-END FUNDS
Most mutual funds are open-end funds. 
This means the fund sells as many shares 
as investors want. As money comes in, 
the fund grows. If investors want to 
sell, the fund buys their shares back. 
Sometimes open-end funds are closed to 
new investors when they grow too large 
to be managed effectively—though  
current shareholders can continue to 
buy shares. When a fund is closed in 
this way, the investment company may 
create a similar fund to capitalize on 
investor interest.

Closed-end funds more closely 
resemble stocks in the way they are 
traded. While these funds do invest in 
a variety of securities, they raise money 
only once and offer only a fixed number 
of shares that are traded on an exchange 
or over-the-counter. The market price  
of a closed-end fund fluctuates in 
response to investor demand as well as 
to changes in the value of its holdings. 

A FUND SNAPSHOT
Investment companies (also called 
mutual fund companies), brokerage 
firms, banks, and insurance companies 
offer mutual funds for sale to individu-
als and institutional investors, such as 
money managers or pension funds. 
Most fund sponsors offer a range of 
funds, but some specialize in bond 
funds or stock funds.

Each actively managed fund has  
an investment objective and a strategy 
for building its portfolio. The manager 
invests to produce a return, or gain, 
that’s stronger than the return of the 
market from which the fund’s invest-
ments are chosen and to outperform 
competing funds. Most index funds 
seek to replicate market returns.

Mutual Funds:  
Putting It Together
A mutual fund buys investments with money it collects 
from selling shares in the fund.

to create much greater buying power 
than you would have investing on your 
own. In an actively managed fund,  
professional managers decide what to 
buy and when to sell. An index, or  
passively managed, fund holds all or 
some of the securities in an index.

As a fund shareholder, you own the 
fund’s underlying investments indirectly 
rather than outright, as you do when 
you buy stock. Since a fund may own 
dozens of different securities, its return 
isn’t dependent on just a few holdings.

HOW A MUTUAL FUND IS CREATED

A mutual fund company decides 
on an investment concept

 
Then it issues a prospectus

 
Finally, it sells shares

How Mutual Funds Work
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SPECIALIZED FUNDS
You may want to consider funds tailored 
to help you meet specific investment 
goals or simplify building a diversified 
portfolio.

Rather than choosing stock funds 
and bond funds to populate your port-
folio, you may prefer a balanced fund. 
A balanced fund invests in both stocks 
and bonds, allocating a percentage to 
each—such as 60% to stocks and  
preferred stocks and 40% to bonds.  
You can find the specific proportions in 
the fund’s prospectus. A balanced fund 
may provide a less volatile return than  
a fund investing in a single asset class.

Environment, social, and goverance 
funds attract investors whose strong 
convictions make them unwilling to 

MONEY MARKET 
FUNDS
Money market funds try to  
maintain their value at $1 a share, 
so they’re often described as cash 
equivalent investments. 

These funds may pay higher 
interest than bank accounts 
and can serve as useful holding 
accounts for money you’re about  
to invest. However, unlike bank  
or credit union deposits, money 
market funds are not federally 
insured, and it’s possible you could 
lose money. 

Regulations instituted in 2014 
require institutional prime money 
funds to report a floating net  
asset value (NAV) and added  
other protections to prevent runs 
on funds that are losing value.

BOND FUNDS
Like bonds, bond funds provide income. 
Unlike bonds, however, these funds have 
no maturity date, no fixed rate, and no 
guaranteed repayment of the amount  
you invest, in part because the fund’s 
holdings have different terms. 

On the plus side, you can reinvest  
your distributions to buy more shares. 
And you can buy shares in a bond fund 
for much less than you would need to 
buy a bond portfolio on your own—and 
get a diversified portfolio to boot. For 
example, you can often invest $2,500 or 
less to open a fund, and make additional 
purchases for smaller amounts.

Bond funds come in many varieties, 
with different investment goals and  
strategies. There are investment-grade 
corporate bond funds and riskier 
junk-bond funds often sold under the 
promising label of high yield. You can 
choose long- or short-term US Treasury 
funds, funds that combine issues with  
different maturities, and a variety of tax-
free municipal bond funds, including 
some limited to a particular state.

STOCK FUNDS
In one way, the name says it all.  
Stock funds invest in stocks. But stock 
funds vary, depending on the fund’s 
investment objective, the universe of 
stocks from which it draws its portfolio, 
and its investment strategy or style.

Most stock funds concentrate on  
a particular area within the overall 
stock market. A fund might invest in 
large, dividend-paying companies 
or promising small-cap companies. 
It might focus on new growth com-
panies or those described as value 
investments, where a company’s stock 
price is lower than seems justified.

There are three main categories of mutual funds:

•  Stock funds, also called equity funds, invest  
primarily in stocks. 

•  Bond funds invest primarily in corporate or  
government bonds. 

•  Money market funds make short-term  
investments in an effort to keep their share  
value fixed at $1. 

THE PART DIVERSITY PLAYS
Most funds diversify their holdings by 
buying a wide variety of investments that 
correspond to their category. A typical 
stock fund, for example, might own stock 
in 100 or more companies providing a 
range of different products and services. 
The appeal of diversification is that  
losses on some stocks may be offset—or 
even outweighed—by gains on others.

Some funds are extremely focused:

•  Precious metal funds trade chiefly  
in mining stocks. 

•  Sector funds buy shares in a particu-
lar segment of the market, such as 
healthcare, technology, or utilities. 

•  High-yield bond funds seek high  
income from low-rated bonds. 
The attraction of focused funds is that 

when they’re doing well, the returns can 
be outstanding. The risk is that a change 
in investor demand, regulation, or the 
economy can intensify losses because  
the fund holdings aren’t more diversified. 

The Mutual Fund Market
Mutual funds never invest at random. Each shops  
for products that fit its investment strategy.

A TEAM APPROACH
A fund manager works with teams of  
analysts who evaluate fund holdings,  
assess the financial markets, and identify  
companies that may be appropriate additions 
to the fund portfolio. 

A fund also employs traders, who stay 
tuned to the market and buy or sell specific 
securities when the price is within the range 
the manager has set, based on the analysts’ 
research. The fund’s back office manages 
these transactions, which may involve buying 
and selling millions of dollars of securities 
each day.

At the close of the trading day—4 p.m.  
in New York—the fund determines its price 
per share, and all the buy and sell orders 
submitted during the day are transacted at 
that price.

IT’S ALL IN THE FAMILY
Mutual fund companies usually offer a variety 
of funds—referred to as a family of funds— 
to their investors. Keeping your money in the 

family can make it easier to transfer money 
between funds, but like most families, some 
members do better than others.

put money into companies whose business 
practices are at odds with their beliefs. A 
fund might avoid companies with poor 
environmental records, with specific 
employment practices, or those selling  
certain products. In its prospectus, each 
fund explains the criteria, called screens,  
it uses to find acceptable investments.

If you’re investing in mutual funds 
in a retirement savings plan, you may 
want to consider a target date fund, 
sometimes called a lifecycle fund. 
For example, if you plan to retire 
in 2035, you might choose XYZ 
Fund Retirement 2035. The XYZ 
fund company will invest primarily 
in stocks for a number of years, and 
then move more money into bonds 
and perhaps cash as 2035 gets closer, 
with the goal of achieving growth 
now to provide income later.
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Asset allocation is a strategy for  
increasing investment return while  
helping to manage investment risk.  
You allocate by assigning percentages  
of your overall portfolio to different  
categories of investments known as 
asset classes. Each asset class differs 
from the others in some critical ways, 
including how the value of the under- 
lying investments is determined and 
how they put your money to work.

There are several reasons why asset  
allocation is a crucial principle of  
sound investing:

•  No single asset class produces the 
strongest return year in and year out.

•  Different asset classes tend to produce 
their strongest returns at different 
times and under different conditions.

•  An asset class with a strong return  
in one year may have a weak return  
in the next, or the reverse.
As a result, if you’re invested in  

several asset classes at the same time,  
you can benefit from each class’s strong 
years without being as vulnerable in 
their weak ones—provided, of course, 
that you don’t move all your money into 
the current strong performer and sell off 
the weak one.

FOLLOWING A FORMULA
To make your allocation decisions easier, 
financial professionals have devised some 
standard formulas for dividing up your 
portfolio based on factors including  
your age, your investment goals, your 
liquidity needs, and the amount of risk 
you’re willing to take. These models 

are flexible, though, and you can adapt 
them to your own needs.

For example, you may decide on 
a classic allocation model—say 60% 
in stocks, 30% in bonds, and 10% in 
cash—and stick with it. Or you may 
decide to be more aggressive, increasing 
your stock holdings to 80% early in  
your financial life, and then become 
more conservative by reducing them  
to 40% after you retire.

MAKING IT WORK
Thinking in percentage terms as you  
add money to your accounts may seem 
complicated, but it’s really not.

If you’re using the moderate 60%-
30%-10% approach, for example, each 
time you have money to invest—say 
$1,000—you could put $600 into a stock 
mutual fund, $300 into a bond fund, and 
$100 into a money market fund toward 
the purchase of your next CD or T-bill. 

While your overall portfolio may never 
be allocated as precisely as a hypothetical 
model, perfection isn’t what you’re after. But 
by adding money to all three investment 
categories, in the approximate proportions 
you’ve decided on, you’ve made it easier to 
maintain the allocation you want.

INTO THE FUTURE
It’s just as important to allocate the 
investments in your retirement funds as 
it is to direct the money you’re investing 
on your own. That may mean putting a 
substantial part of your 401(k) or IRA 
account, for example, into stocks and 
some into fixed-income investments, 
though probably little or nothing in cash. 

It also means looking at the bigger 
picture of your retirement and non- 
retirement investments together. For 
example, if you’re putting most of your 
401(k) money in stock mutual funds, 
you may want to balance that by putting 
a larger share of your nonretirement  
money into fixed-income investments.

Or, if you know you’re eligible for  
a specific, fixed-income pension when  
you retire, you may want to invest more 
heavily in stocks on your own. Sorting  
out all the details and figuring out the best 
overall allocation is one of the ways work-
ing with your financial adviser may make 
a real difference to your bottom line. 

ANTICIPATING RESULTS
It’s impossible to predict investment 
return for any asset class in a single year, 
but you can calculate historical average 
annual return, which lets you anticipate 
probable long-term future return. That 
is essential to choosing the appropriate 
asset allocation. For example, large- 
company stocks tend to have a higher 
return than long-term bonds over time, 
despite having deeply negative returns  
in some years. That’s why these stocks 
tend to command the largest allocation 
in many portfolios.

A CYCLICAL PATTERN
Investment markets and the economy  
as a whole tend to move in recurring 
cycles that affect how different asset 
classes perform. For example, the prices 
of existing bonds tend to drop when 
market interest rates rise and increase 
when rates fall. Stocks, on the other 
hand, tend to gain value when rates  
fall and may retreat when rates rise. 

While you can’t pinpoint when rates 
will change or the timing and intensity 
of any of the other factors—such as  
corporate earnings, unemployment 
rates, or political uncertainty—that 
affect investment performance, you can 
count on asset allocation to smooth, 
though not eliminate, the impact on 
your portfolio value. In contrast, if you 
owned only stocks when stock markets 
were falling, there would be nothing to 
cushion the blow. One word of caution, 
though: Asset allocation doesn’t guaran-
tee a profit or insulate you from losses  
in a broad market downturn.

 80% STOCKS

 15% BONDS
   5% CASH

A 
ModerAte  
ApproAch

 60% STOCKS

 30% BONDS

 10% CASH

A 
ConservAtive  

ApproACh

 40% STOCKS

40% BONDS

 20% CASH

 
 

A MATTER OF TASTE
Deciding on the percentages of your investment 
assets to allocate to stocks and stock ETFs and 
mutual funds, bonds and bond ETFs and mutual 
funds, and cash and cash equivalents isn’t an 
easy task. There’s no single asset allocation 
that’s right for everyone. And the one that’s 
appropriate when you’re 25 probably won’t be 
suitable when you’re 50 or 75.

That’s because the element of unpredict-
ability in investing, especially investing in stocks 
and stock funds, isn’t such a threat when you’ve 
got a long time to reach your goals. But if you’re 
counting on your investment assets to meet  
an important near-term goal, you’ll probably 

want to reduce the risk of losing your principal.
In addition to your age, you also have to 

consider what your goals are, what they  
are likely to cost, the size of your investment  
portfolio, and your risk tolerance in selecting  
an allocation. Investment experience also  
plays a role. 

While many investors stick to stock,  
bonds, and cash, others investigate adding 
small percentages of real estate, equity options, 
commodity funds, and direct investments  
to the mix. One reason is to include non- 
correlated investments, or those whose prices 
are not influenced by the same factors that 
drive changes in stock and bond prices.

Allocating Your Assets
Divide and conquer is often the best way to win  
your investment battle.
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No matter how good a recipe is, it 
doesn’t guarantee high-quality results. 
You also need superior ingredients. In 
investment terms, this means building 
your portfolio by selecting a diversified 
group of securities for each asset  
class you invest in and ensuring that  
each of these securities meets your  
criteria for investing. 

For example, if you are investing  
part of your portfolio in US equities, 
you might choose a number of indi- 
vidual stocks. Or you might diversify  
by choosing a variety of mutual funds  
or exchange traded funds (ETFs)  
investing in US stocks.

Diversification within each asset class 
is important because it allows you to 
offset, or dilute, security-specific risks.

FINER DISTINCTIONS
Most asset classes are defined in  
fairly sweeping terms, such as equities  
or long-term debt. In the United States, 
there are more than 5,000 listed  
common stocks that belong to the  
equity category, several thousand that 
aren’t listed, and more than 1,200 ETFs 
and 3,200 mutual funds that invest in 
stocks. Long-term US debt includes  
several million corporate, federal  
government, and municipal issues.

Subclasses, or smaller categories, 
within the broad classes typically behave 
differently from each other even though 
they share the essential defining features 
of the class to which they belong. 

For example, companies issuing  
equities can be divided by market  
capitalization into large, mid, small,  
and micro subclasses. Differences in  
capitalization generally indicate differ-
ences in growth potential, share-price 
volatility, and the likelihood that the  
issuing company will survive an  
economic downturn.

Other ways to distinguish equity  
subclasses are by industry, sector, and 
valuation—that is, whether they’re 
overpriced or underpriced based on a 
criterion such as average price/earnings 
ratio (P/E)—and whether they’re  
domestic or international issues. 

On the fixed-income side, differentia-
tors include taxable and tax-free status,  
interest rate, term, callability, and rating. 

NOT PEAS IN A POD
You can expect securities that share  
defining characteristics to react in  
much the same way to specific factors  
or situations. For example, one of the  
major determinants of the value of any 
long-term corporate bond is its credit  
rating. With a downgrade, its value  
drops, and with an upgrade, its 
value increases. 

As another example, 
one of the key factors 
that affects the value 
of a stock is the 
quality of the 
company’s 
management. 
Some 
compa-
nies have 
exceptional management and, as a 
result, tend to outperform their peers. 
Other companies have inferior manage-
ment and tend to falter even though 
they may be producing comparable 
products or providing similar services.

As an investor, it’s often hard to 
know which companies are well-
managed and which are poorly 
managed—except in hindsight. 
However, in a diversified portfolio of 
stocks, the effects of superior and infe-
rior management tend to balance out. 
Therefore the impact of management 
quality is an example of security-specific 
risk that you can reduce or even elimi-
nate through diversification. 

LIMITING YOUR EXPOSURE
The possibility of a downgrade in a  
long-term corporate bond’s rating 
that dramatically reduces its return 
represents a significant source of risk. 
Compounding the problem, it’s hard  
to predict when the credit quality of  
a particular bond will change. While 
this risk is significant 
with any single bond, 
you can reduce your 
overall risk by buying 
an assortment of  
similar bonds. 

If, for instance, 
instead of owning  
one bond you own a 
diversified portfolio of 
bonds, then the credit 
quality of some of the 
bonds may be upgraded 
while the credit quality of others is 
downgraded. Over time, the upgrades  
and downgrades may equalize so that, 
overall, the impact of credit rating 
changes on your portfolio’s return is 
reduced. In other words, diversification 
can limit a certain amount of credit risk. 

But adding investments randomly  
is unlikely to achieve the diversification  
you seek. The quality and range of 
investments and the care with which 
they’re selected is more important than 
how many you own.

DIVERSIFYING WITH FUNDS
A well-diversified portfolio is likely  
to contain securities from various sub-
classes—though not necessarily from all 
of them—within each of its asset classes. 

For example, short-term bonds, 
which mature in less than a year, tend  
to be less vulnerable to inflation risk 
than bonds with 30-year terms. They’re 
also much less likely to expose you to 
credit risk since the issuer’s ability to  
pay will not be subject to as many 
changing factors. But in most environ-
ments short-term bonds pay lower rates.

Another approach to diversification  
is concentrating your investment assets 
in mutual funds and ETFs. Because 
each fund is diversified in its own right, 
you don’t have the responsibility of 
choosing individual investments or 
owning enough different securities in 
any category to get the variety you need. 
And because you can choose among 
a broad range of funds, each of which 
invests to meet a particular objective, 
you can create a diversified portfolio of 
diversified funds. 

As part of your selection process, 
you’ll want to evaluate the fees and 
other costs of owning the funds you’re 
considering. The higher the annual 
expenses, the lower the return  
you realize.

Diversification
Diversifying means buying a number of  
investments within an asset class.

A WORD OF WARNING
In addition to managing nonsystemic risk, one 
of the goals of creating a diversified portfolio 
is to provide a more consistent return. But 
while diversification can help you manage 
risk, it doesn’t guarantee a profit or prevent a 
loss in a falling market.

1918

I N V E S T I N G  E S S E N T I A L S I N V E S T I N G  E S S E N T I A L S



Inflation Company

Interest 
rate

Currency

Credit

Political

Market

Time horizon

Company 
stock

PREPARE FOR THE UNEXPECTED
No matter how carefully you select the 
investments for your portfolio, there are 
always things that take you and other 
investors by surprise. 

Company risk is the possibility that 
a once-powerful company will falter. A 
competitor could produce a better prod-
uct, the management could make a series 
of bad decisions, or scandal could taint its 
reputation. In such cases, investors tend 
to sell and the stock or bond price falls.

Credit risk is the possibility that 
a bond issuer won’t be able to make 
regular interest payments or repay your 
principal when the security matures. You 
face the same risk with fixed annuities.

Political risk is a factor in interna-
tional investments, especially those in 
emerging markets where instability may 
undermine markets or a new regime 
may limit outside investment.

RISK TOLERANCE
When you understand the link between 
risk and return, you can figure out ways 
to take calculated risks to improve the 
likelihood of meeting your goals. For 
example, you may be willing to buy a 
potentially risky investment if you expect 
that its long-term return will be greater 
than the return on a risk-free investment. 
That’s called a risk premium.

The risk-free investment you typically 
use as a benchmark, or standard for 
comparison, is the 13-week US Treasury 
bill, also called the 90-day bill. A T-bill 
is considered risk free for two reasons:

For you, as an investor, risk means the 
possibility that you’ll lose some or all of 
your principal, or that the return your 
principal provides won’t be enough to 
meet your financial goals. Return is your 
profit or loss on an investment, which is 
based on dividend or interest earnings 
plus increases or decreases in value. 

ANATOMY OF RISK
Risk comes in several forms, and so do 
the strategies you can use to help protect 
your investment portfolio. 

Asset allocation helps protect you 
against what are called systematic, or 
predictable, risks. One example is the 
recurring pattern that a period of stock 
market gains is always followed by a 
period of losses. If you always hold 
bonds and cash as well as stock, you 
reduce the risk of loss when stocks slide.

Diversification, on the other  
hand, can help insulate you from non- 
systematic, or security-specific, risks. 
For example, you may select a highly 
rated bond for your portfolio. But 
bonds can be downgraded for a variety 
of reasons, which usually means their 
market value drops. What’s unlikely in 
a diversified bond portfolio, though, is 
that all your holdings would be down-
graded at the same time. 

COPING WITH THE EXPECTED
While there are no guarantees that  
history will repeat itself, there are some 
risks you should fully expect to encounter:

Market risk refers to the recurring 
pattern of ups and downs in the securi-
ties markets. Many factors—economic, 
political, and sometimes emotional— 
can drive prices up or down. When the 
value of a market or asset class drops, 
most of the individual investments in 
that market or class suffer losses as well.

Interest-rate risk occurs because  
bond prices tend to move in the opposite 
direction from interest rates. If rates go 
up, the market prices of existing bonds  
go down. That means you could lose prin-
cipal if you sold, just as you would if you 
sold stocks when their prices dropped.

Currency risk affects you if you 
have international investments. As the 
exchange rate between the US dollar and 
the currencies in which your investments 
are sold fluctuate, the value of your return 
on those investments reflects that change.

And don’t underestimate inflation 
risk. The cost of things goes up over 
time, reducing your buying power.  
If your return is less than the rate of 
inflation, you lose.

RISK AND RETURN
Historically, stocks have exposed investors 
to greater risks but provided higher returns.

R
is

k

Money
markets

Bonds

Stocks

Potential return

•  It’s issued by the federal government, 
which makes it virtually free of default 
risk, though you could lose money if 
you sold before its expiration date

•  Its short term means it’s not vulnerable 
to inflation risk 
You can calculate the past risk premi-

ums, using different formulas for specific 
investments. With a large company stock, 
for example, you divide the total return, 
or earnings plus change in value, by the 
total return for T-bills. If the result is  
positive, taking the risk has paid off.

In 64 of the 91 years from year-end  
1925 through 2016, or roughly 70% of 
the time, large-company stocks as a group 
had a positive risk premium, while in the 
other 27 years it was negative.

THE RISK OF SAFETY
If you’re so worried about the possibility  
of losing money that you put most of your 
money into investments you consider 
absolutely safe—like insured CDs and US 
Treasury bills—you’re investing to preserve 
principal. Basically you can expect to get 
back what you put in, plus interest. 

As a long-term investment strategy, 
preservation of principal has its own 
serious risks. First, insured investments 
usually pay less than uninsured ones. 
And inflation steadily erodes your real 
return and your purchasing power.

Coping with Risk
Recognizing the threats to your goals can help you figure 
out diversionary tactics.
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that you’ve gained on each investment 
over a series of one-year periods. 

For example, if you buy a stock for 
$15 a share and sell it for $20, your 
profit is $5. If that happens within a 
year, your rate of return is an impressive 
33% ($5÷$15=33.3%). If it takes five 
years, your average annual return will be 
closer to 7%, since the profit is spread 
over a five-year period.

Sell at Profit Return

Year 1 $5 33%

Year 3 $5 11%

Year 5 $5 6.6%

MEASURING TOTAL RETURN
In addition to any change in value  
measured by a gain or loss in market price, 
an investment’s total return includes 
any income it has provided, whether you 
reinvest the money or take it as cash. 
Examples are stock dividends, bond inter-
est, and income distributions from mutual 
funds and other pooled investments.

You don’t actually have to sell, or 
realize your gain or loss, to calculate 
total return. You can figure it based on 
your unrealized gain. That’s also known 
as a paper profit or a paper loss. 

GETTING A GOOD RETURN
There’s no absolute standard for deter-
mining a good return. The average 
return on different classes of invest-
ments—small company stocks, for 
example—over a specific historical 
period are a matter of record. And total 
return figures for mutual fund perfor-
mance are reported regularly. You can 

As your portfolio grows, you’ll want to 
monitor its performance to determine 
whether you’re on track to meet your 
goals. As you evaluate your progress, 
you’ll need to be prepared to make 
changes—by selling some investments 
and buying others—if certain ones 
aren’t meeting your expectations.

As you monitor, though, you have 
to be realistic. If stocks in general are 
struggling to stay positive, as sometimes 
happens, you can’t expect the stocks or 
stock funds you own to provide a strong 
return. Selling them and substituting 
others isn’t likely to improve perfor-
mance. And, in the long term, neither 
will selling everything and putting 
what’s left in a savings account.

By the same token, if the stock  
market is gaining value, you may want 
to consider replacing a stock whose 
return is still lagging. Similarly, you may 
want to replace a stock if the issuing 
company is in serious financial trouble 
from which it seems unlikely to emerge, 
and you want to avoid deeper losses.

DESIGNING THE TEST
The key to performance testing is  
return on investment (ROI), or what  
you get back in relation to the amount 
you invest, called your investment  
principal.

If you start out with $1,000 and  
end up with $2,000, your return is 
$1,000 on that investment, or 100%. 
If a similar $1,000 investment grows to 
$1,500, your return is $500, or 50%—
though of course you could also have a 
negative return in any period.

But unless you hold different  
investments for the same time period, 
you can’t determine which has a stron-
ger performance. What you need to 
compare your returns is the annual  
percent return, the average percentage 

COMPOUND vs. AVERAGE RATE OF RETURN
Here are six sets of investment returns each totaling 27% over three years. While the average  
annualized return in each case is 9%, compound annual returns vary significantly. The most volatile 
investment, number 6, provided the weakest compound return despite having the highest one 
year return, at 40%, in part because it also had the two lowest, or –5% and –8%, and those losses 
occured in the first two years, creating an initial deficit. 

Figuring Return Is Not That Simple
Figuring out the actual return on your investments 
can be difficult because: 

•  The amount of your investment changes.  
Most investment portfolios are active, with 
money moving in and out.

•  The method of computing return can vary. For 
example, performance can be averaged  
or compounded, which changes the  
rate of return dramatically, as the chart  
below demonstrates.

•  The time you hold specific investments  
varies. When you buy or sell can have a  
dramatic effect on overall return.

•  The return on some investments—such  
as limited partnerships or some real estate  
investments—is difficult to pin down,  
partly because they’re not publicly traded.  
You have to evaluate them by different  
standards than you do stocks or bonds,  
including the diversification they provide.

One of things you’ll want to know as  
you evaluate performance is how well  
your investments are doing currently in 
comparison with other investments that 
have similar characteristics and return 
potential—large US corporations, for 
example, or telecommunications compa-
nies. That’s where benchmarks help.

A benchmark is an index or average 
that reflects the changing value of a  
particular financial market or part of a 
market, called a sector. The benchmark 
serves as a standard against which to com-
pare the performance of an investment 
that is part of that market or sector. 

For example, the Standard & Poor’s 500 
Index (S&P 500) tracks the performance 

Figuring Total Return
Return is what you get back in relation to the amount  
you invest.

of 500 large, widely held US companies. 
It’s the benchmark for large-company  
US stocks and the mutual funds and  
ETFs that invest in those stocks. Other 
benchmarks track small and mid-sized 
companies, long-term government bonds, 
types of mutual funds, and every other 
market segment you can think of, both in 
the United States and around the world. 

Comparison with a benchmark  
provides relevant information, how-
ever, only when the investment belongs 
within the segment of the market that 
the benchmark tracks. You can usually 
find a list of relevant benchmarks by  
visiting the website of a company in 
which you’re interested.

Change in value +/– Income Total
return

=

compare how well your investments  
are doing against those numbers as a 
starting point. 

Another factor to take into account 
when evaluating return is the current 

inflation rate. Your return needs to be 
higher than the inflation rate if your 
investments are going to increase in 
value. In fact, real return is reported 
return minus the inflation rate.

Investment 1 2 3 4 5 6

Year 1 9% 5% 0% 0% –1% –5%

Year 2 9% 10% 7% 0% –1% –8%

Year 3 9% 12% 20% 27% 29% 40%

Average return 9.00% 9.00% 9.00% 9.00% 9.00% 9.00%

Compound return 9.00% 8.96% 8.69% 8.29% 8.13% 6.96%

INVESTING STYLES
As a buy and hold investor, you select 
securities you plan to keep for an extended 
period because you expect long term positive 
returns. If you trade investments, you make 
tactical buy and sell decisions, choosing invest-
ments when you expect them to gain value and 

selling when their growth matches your  
expectations or if the price stagnates or falls. 
Both approaches may produce strong returns, 
though the second requires more constant 
attention and incurs larger trading costs. What 
doesn’t work is trying to time, or outsmart, the 
market with constant buying and selling.
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Asset allocation is a strategy for off- 
setting certain types of investment risk 
by investing specific percentages of your 
investment principal in different asset 
classes, including stocks, bonds, and 
cash. Asset allocation models and the 
asset classes they include vary based on 
objectives, timeframe, and risk tolerance.
Benchmark is a standard against which 
investment performance or other vari-
ables are measured. A market index or 
average whose gains and losses reflect  
the changing direction of the market seg-
ment it tracks may serve as a benchmark 
for individual securities or mutual funds. 
Capital gain is the profit you make when 
you sell an asset for more than you paid 
to buy it. A capital loss, in contrast, 
results when you sell an asset for less 
than it cost. In a taxable investment 
account, long-term gains on assets you’ve 
held for more than a year are taxed at a 
lower rate than ordinary income, and 
you can use long-term losses to offset 
long-term gains. 
Cash equivalents are low-risk, short- 
term investments, such as certificates  
of deposit (CDs) and US Treasury bills, 
that can be sold easily, usually with little 
or no loss of value. 
Debt securities, also called notes and 
bonds, are investments that involve 
lending money to an issuer, such as a 
corporation or government, in exchange 
for interest payments for the use of 
your money and the promise that your 
principal will be returned at the end of 
a specific term. They’re sometimes also 
known as fixed-income investments.
Diversification is an investment strategy 
for offsetting certain types of investment 
risk that involves buying a number of 
different securities, mutual funds,  
or exchange traded funds (ETFs) in  
different categories or subclasses within  
a single asset class.
Dividends are the portion of a company’s 
earnings that it chooses to pay to its share-
holders as income. Dividends on most US 
stocks and some non-US stocks are taxed 
at your long-term capital gains tax rate.
Equity securities are ownership shares in 
a corporation. Buying shares gives you 
the right to benefit from the corporation’s 
business success by receiving a dividend, 
selling your shares at a profit, or both. 
Index is a list of securities that share 
a relevant characteristic, such as asset 
classification, market capitalization, or 

investment objective, and whose collec-
tive performance is taken as a sign of  
how that segment of the market is faring. 
Issuer is a corporation, government, 
agency, or investment trust that sells 
securities, such as stocks and bonds, to 
investors. Stock issuers pay dividends 
when they are declared. Bond issuers 
pay interest and repay principal.
Market capitalization is one measure  
of a company’s value, calculated by 
multiplying the number of outstanding 
shares in the company times the current 
stock price.
Portfolio is the group or collection of 
investments that you own. Each time 
you purchase a new investment, you 
expand your portfolio, ideally making  
it more diversified.
Principal is your capital, or the amount 
you invest. When your investment 
account is insured, as bank accounts 
are, your principal is guaranteed. If the 
account is not insured, you could lose 
some or even all of that money.
Public company is one that sells its 
shares to investors in the marketplace, 
such as a stock exchange, and is regis-
tered with the Securities and Exchange 
Commission (SEC) or with state regula-
tors, or both. In contrast, shares in a 
private company are held by its found-
ers, employees, and sometimes outside 
investors but are not publicly traded.
Return is the profit you make on an 
investment, usually expressed as a 
percentage of your investment cost. It 
includes any increase or decrease in the 
value of the investment plus any earn-
ings you receive from the investment.
Secondary market refers to the buying 
and selling of securities after they are ini-
tially issued and also to the environment 
where the trading takes place. The New 
York Stock Exchange and The Nasdaq 
Stock Market are secondary markets.
Underlying investments are the stocks, 
bonds, or cash equivalents owned by 
a mutual fund, exchange traded fund 
(ETF), or other pooled investment. The 
return of the fund is based on the return 
of these investments. 
Yield is the income you receive annually 
from an investment, expressed as a per-
centage of the price you paid to buy it. 
For example, you can calculate a stock’s 
yield by dividing your dividend per 
share by your purchase price per share. 
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TWO STRATEGIC APPROACHES

You might decide that the way to meet 

your long-term goals is to put money 

into equities you expect to grow in 

value. This strategy helps you concen-

trate on specific types of investments, 

first on equities in general and then 

more narrowly on those that seem likely 

to perform best over the long haul. 

If you are investing to meet both 

long- and short-term goals, you might 

select stocks and stock mutual funds 

that strive to provide both growth and 

income, in addition to those emphasizing 

growth alone. By reinvesting your divi-

dends and capital gains, it’s possible to 

build your investment base more quickly. 

Of course, stocks and stock mutual funds 

are more volatile than some other types  

of investments. So you may lose money  

if the market takes a sharp downturn. 

If you’ve retired and want to begin  

collecting income from your portfolio, 

you may want to shift some of your assets 

to income-producing investments, such  

as bonds and dividend-paying stocks. 

Any strategy, however, requires atten-

tion to basic details: understanding risk, 

volatility, diversification, and asset alloca-

tion, and evaluating yield and return.

KEEPING ON TRACK

Picking the right investments is only  

the first step in achieving your financial 

goals. You also have to monitor their per-

formance regularly, asking whether these 

investments are still right for your port-

folio as your goals shift and your lifestyle 

changes. And—this is where many inves-

tors falter—you have to be ready to make 

adjustments, sometimes even major 

changes, when you redefine 
your goals, or when the 
investments you’ve made 

aren’t performing the  
way you expected.

It can be hard to move 

in new directions. If you 

feel comfortable relying 
on the investments you 
already know—perhaps 

CDs, money market 
accounts, or stock in 
the company you work 
for—there’s always the 

temptation to stick with 

them. And while they may have 

their place in your investment plan, 

tying up your money in one or two places 

exposes you to greater investment risk.

As you make individual investment 

decisions, you’ll want to ask where 

each investment fits in your overall 

asset allocation and diversification 

strategies. You’ll want to evaluate  

the yield the investment may  

provide and the level of return  

it’s reasonable to expect. And  

you’ll want to assess how  

volatile the investment is likely  

to be and what risks you’ll be tak-

ing in adding it to your portfolio.

Taking these steps doesn’t  

guarantee that you’ll achieve  

the results you want, but it  

should help protect you from  

avoidable mistakes.

TIME AND RISK

The range between an investment’s 

high and low price over a period of 

time—such as a year—is a measure 

of its volatility. The smaller the  

percentage of change, the less  

volatile the investment is.
Volatilty poses the biggest risk to 

investment values in the short term. If 

you hold onto a stock when the price 

drops, the losses may be reversed and 

the value of your shares may reach or 

exceed their previous high, though that 

isn’t guaranteed. Or, if you hold bonds 

until they mature, changing market val-

ues have no impact on what you earn. 

Another way to deal with volatility 

is to capitalize on it. If an investment 

increases dramatically in value, you can 

sell it and make another purchase. If  

the price drops in the future, you might 

buy it again and wait for the cycle to 

repeat itself. In fact, some stock inves-

tors consider falling prices a buying 

opportunity that will let them take  

full advantage of future gains. The risk, 

of course, is that those gains can’t be 

guaranteed even if your research shows 

the company to be a sound investment.

ALLOCATION
is deciding what percentage  

of your portfolio goes into  

which categories of investment

 DIVERSIFICATION
  is making several different types  

  of investments rather than just  

  one or two

 RISK
  includes  
  all the  
  reasons  
  you may  
  have a  
  loss or  
  a week  
  return

VOLATILITY
 is how much and how quickly  

the value of  

an investment  

changes 

A DISTINCTIVE DIFFERENCE

Saving and investing are both ways to meet 

financial goals, but they’re not the same: 

•  Saving is holding money, usually in bank  

accounts or money market funds, for a  

specific short-term purpose.

•  Investing is buying things of intrinsic  

value—stocks, bonds, and real estate, 

for example—that have the potential to 

provide income or increase in price, or both, 

over the long term. 
Though your savings earn interest, they 

may actually shrink in value over time. That’s 

because the interest you earn is rarely more 

than the rate of inflation. On the other hand, 

insured savings, such as money market  

accounts and certificates of deposit (CDs),  

are well suited for meeting short-term goals, 

such as the down payment on a home you hope 

to buy within a year or two, since your principal 

is safe.
There’s also a middle ground between  

saving and investing, where short-term bond 

funds and US Treasury bills fit. You generally 

earn more than on insured accounts, but the 

market values of these investments fluctuate as 

interest rates change.

Basics of Investing
If you concentrate on the principles, you’ll have the 

elements of an investment strategy.

 RETURN
 is what you get back, based  

 on what you invest, usually  

 measured on an annual basis

 YIELD
 is the income you receive  

 as a percent of what your  

 investment cost you
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