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11-1

Low=Risk lnvestment Options

 Discuss the importance of having liquid

+ Give examples of savings options that are
liquid.

*  Give examples of low-risk savings and
investment options.

+ Explain how corporate bonds are different
from government bonds.

+ Discuss how annuities can be used to provide
for financial security.

#] SAVINGS

Saving is setting aside money to meet future needs. Having savings to
handle short-term needs is especially important. When you have enough
savings, you will not need to borrow money to handle unexpected expenses.
Savings should be in a form that is liquid. This means that savings should
be in cash or in a savings or investment option that can quickly be changed
into cash.

A checking account or savings account in a bank that has no restrictions
on withdrawals is an example of a safe, liquid savings option. Interest
earned on the account may be very low. Low return is acceptable because
the purpose of the account is to have funds available when needed.
Keeping a certain minimum balance in a checking or savings account
may have other advantages. For example, you may not have to pay bank
service fees for the account.

Some investments cannot be quickly changed into cash. Others can
be changed quickly but require payment of a penalty for doing so. These
investments are illiquid. Investors choose these options because they
typically pay higher returns than those that are liquid. Many investors
seek to balance their investments. They want to have some options that
give high returns. They want to have other savings or investments that
are liquid and that can be changed to cash quickly when needed.

Savings Accounts

A savings account in a bank, credit union, or other insured financial
institution is a good option to choose for meeting short-term needs.
Savings accounts in banks are low-risk. They are insured by the FDIC

up to the legal limit of $100,000 per depositor per bank. Savings accounts
usually do not have withdrawal penalties. Some or all of the money can
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be withdrawn at any time. Thus, savings
accounts are liquid. However, the account
may have some restrictions. For example,
the depositor may be able to write only

a limited number of checks per month on
the account. A savings account typically
pays a low interest rate. The rate is usually
higher, though, than for a checking
account.

Money Market Accounts

A money market account is another
good option to choose for liquid savings.
This type of account pays the market rate

© Comstock Images

Having enough cash to pay your bills is important. of interest on the money deposited. A

money market account is liquid. You can
withdraw some or all of the money at any time. Money market accounts
may have some restrictions. For example, the number of checks you can
write in a month may be limited. A minimum balance, such as $1,000 or
$5,000, may be required to open a money market account.

Money market accounts are low-risk if they are insured. You can open
an insured money market account at a bank or credit union. Because they
are low-risk, these accounts pay a low rate of interest compared to some
other investments. You can also open a money market account at a broker-
age firm or other investment business. These accounts are not insured.
They often pay a higher rate of interest than insured accounts. However,
they carry a higher risk. When interest rates start rising in the economy,
money market account rates will also rise. Thus, a money market account
is a better cushion against inflation than a savings account.

Certificates of Deposit

A certificate of deposit, also called a CD, is a time deposit. This means
that the money you deposit is set aside for a fixed amount of time at a
set interest rate. A typical CD is not a liquid investment. You must pay a
penalty if you withdraw the money before the stated time. CDs purchased
at banks and credit unions are safe because they are insured by the FDIC.
Thus, a CD is a low-risk investment, but it is not liquid.

Interest rates paid on CDs are typically higher than rates paid for savings
accounts or money market accounts. The higher rate is paid because you
agreed to leave the money for a stated period of time. You may get a higher
rate by agreeing to leave the money on deposit for a longer time period.
For example, the interest rate for a CD with a term of 6 months may be
2.75 percent. The interest rate for a CD with a term of 36 months may
be 4.25 percent.

WITHDRAWAL PENALTIES

If you redeem a CD early, you will typically pay a penalty. Be sure to ask
about the penalty if you buy a CD. Early withdrawal penalties are meant to
discourage depositors from withdrawing the money before the stated time
period. The penalty may be 6 months’ interest or more. In such cases, you
can lose part of your principal if you withdraw money early. Figure 11-1.1
on page 317 shows an example of the penalty terms for a CD.
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Certificate of Deposit
Amount Deposited: $5,000.00
Interest Rate: 5% yearly

Term: 5 years

Penalty for Early Withdrawal
If the money is withdrawn before 5 years, the penalty imposed will equal 365 days'
interest, whether earned or not.

Sample Scenario
The money is withdrawn after 180 days.

$5,000.00 x 0.05 x 180/365 = $ 123.29 Interest Earned
$5,000.00 X 0.05 X 365/365 = $250.00 Penalty
$5,000.00 Amount Deposited

+123.29 Interest Earned
$ 5,123.29

— 250.00 Penalty
$ 4,873.29 Amount Received

SPECIAL FEATURES

CDs pay higher interest when money is set aside for a long period of time.
They also pay higher interest for large amounts. A jumbo CD is a CD for
a large sum of money, usually $100,000 or more, with a term of a year or
longer. CDs that pay higher rates of interest often have higher withdrawal
penalties. You can earn good interest on this type of CD if you are able
to leave your money on deposit for the full term.

4 INVESTMENTS

Investments vary in term, risk, rate of return, and relative liquidity. Options
that are low-risk typically pay a lower rate of return than those with
higher risk. Options that are long-term typically pay higher rates than
those that are short-term.

To be liquid, an investment must be easily converted to cash. There
should also be no significant loss of the amount invested. Whether or not
an investment is liquid depends on several factors. If there are investors
who are willing to buy when you wish to sell an investment, then the
investment can be turned into cash quickly. However, there is no guaran-
tee that the selling price will be higher than the price you paid for the
investment. Thus, you could lose part of the amount invested. If there are
no investors who are willing to buy the investment when you want to sell
it, you will not be able to get cash quickly.

Some investments are considered very safe because they are insured.
Others that are not insured are also considered fairly safe. This is because
the company or government body issuing them is financially sound.

Savings Bonds

A bond is basically a loan that a buyer makes to a bond issuer. The bond
issuer may be a government or a corporation. A U.S. savings bond is
issued by the federal government. The bond is designed to be a long-term
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FIGURE 11-1.2

The TreasuryDirect
Web site provides tools
to bhelp investors.

Address | ] http:/fwww treasurydirect.gov/indiv/tooks/tools.htm b

Search:

TreasuryDirect, | as | abaa | |

You are in: > Individual |

Treasury Securities
& Programs

My Accounts Research Center . Planning & Giving

Home » Individual » Tools

HOLA Tools
} | savings Bond Figuring out the earning power of your U.S, Treasury securities has never
| Calculator been easier, Here, you can select from a number of tools to price savings
¥ savings Bond bonds, create a savings plan that works for you, and determine the
‘Wizard growth of your investment(s).
* '8avings Bond Additionally, you can locate your nearest Treasury Retail Securities site,
;Vaiue Files examine savings bond earning reports, redemption tables, and more. You
* ' savings Bond can even get detailed information about expected tax advantages.
\FRB Locator :
ezt S To learn more, select from the links on the left.
}  Treasury Bills,

Source: TreasuryDirect, Tools, http://www.treasurydirect.gov/indiv/tools/tools.htm (accessed
August 8, 2006).

investment. Some U.S. savings bonds are issued at a discount. That means
you pay less than face value. For example, you can purchase a $100 (face
value) Series EE paper savings bond for $50. As interest is earned on the
bond, it will grow to be worth $100 (the maturity value). Thus, when you
redeem or cash in the bond, you will receive $100.

Series EE Bonds pay a guaranteed rate if they are not redeemed early.
When a savings bond reaches maturity, interest may continue to compound
for several years. This type of bond is low-risk because it is guaranteed by
the U.S. government. Because it is low-risk, however, the rate of return is
lower than for some other investment options.

While you can get your money quickly (cash the bonds when you want),
you will forfeit the interest you would have earned if you cash the bond
early. Thus, a savings bond is not considered a liquid investment. Some
savings bonds can be a good way to save for a child’s education. Interest
is not taxable until the bond is cashed. If the bond is used for education
expenses (for you or your children), then the interest may not be subject
to federal taxes when the bond is cashed.

U.S. savings bonds can be purchased through banks or at the
TreasuryDirect Web site. This site also provides tools to help you create
a savings plan using bonds. You can access the TreasuryDirect Web site,
shown in Figure 11-1.2, using the link provided on the Web site for this
textbook.

Corporate and Government Bonds

Bonds are issued by companies and governments. Some bonds are sold
at face value. Others are sold at a discount or a premium. When you
buy a bond at a discount, you pay less than face value for the bond.
For example, if the face value of the bond is $5,000, you pay less than
that. Bonds may be sold at a discount to increase the overall profit from
the bond and make the bond more attractive to investors. Bonds sold at a
premium sell for more than the face value. Some bonds are very attractive
to investors, perhaps because they have a high coupon rate. These bonds
may sell at a premium for more than the face value.

You may receive regular interest payments from a bond. Many bonds
pay interest twice a year (semiannually). The annual rate of interest paid
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Corporate Bond FIGURE 11-1.3

Face Value: $5,000.00 RETURN ON A
Discount Rate: 4% SHORT-TERM
Coupon Rate: 4% yearly (paid semiannually) INVESTMENT

Term: 5 years with 2 years remaining until maturity

Purchase Price:
$5,000.00 X 0.04 = $200.00 Discount Amount
$5,000.00 — $200.00 = $4,800.00 Discounted Purchase Price

Semiannual Interest:
$5,000.00 x 0.04 = $200.00 Interest per Year ($100.00 each semiannual
payment)
$200.00 X 2 years = $400.00 Total Interest Received

Return on Investment:
At the end of the second year, the bond is redeemed for $5,000.00.
$5,400.00 Total Amount Received
—4,800.00 Amount Invested
$ 600.00 Total Profit in Dollars

$600.00/$4,800.00 = 0.125 = 12.5% Total Return on Investment

on a bond is called the coupon rate. The rate is set at the time the bond
is issued and typically does not change. When you redeem the bond,
you exchange it for the face value. Bonds are redeemed when they have
matured. Figure 11-1.3 illustrates how you can make money buying a
corporate bond at a discount.

A callable bond has a clause that allows the issuer to repay the bond
early (before the maturity date). The bond will be redeemed at a set
amount. The amount is typically higher than the face value of the bond.
However, the total amount of interest received will be less than if the
bond was held until its maturity date. If interest rates have been falling,
you may not be able to reinvest the money you receive from the bond
at the same rate. Only investments at lower rates may be available. The
amount you receive for the bond could also be less than the price for
which you could sell the bond. Because of these risks, callable bonds
typically pay a higher coupon rate than other similar bonds.

A zero coupon bond does not pay yearly interest. The bond is sold at
a deep discount and grows in value over time. You receive the face value
of the bond at maturity. For example, you might buy a zero coupon bond
for $12,000. In 10 years, at the maturity date, you might redeem the bond
for $19,000. This type of bond can be a good way to invest for a particular
long-term need, such as paying for a child’s education.

CORPORATE BONDS

Corporate bonds are issued by corporations to raise money. Bonds are

a form of borrowing for the company. The money is used for various
purposes, such as building new factories or buying equipment. Corporate
bonds pay a fixed coupon rate. The interest is subject to income tax. Any
amount you gain when you redeem the bond is also taxed. In Figure 11-1.3,
you would pay taxes on the $400 interest earned. You would also pay
taxes on the $200 gain you realized when you redeemed the bond.
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Corporate bonds are typically offered for sale in multiples of $1,000
or $5,000. They have various terms to maturity. Corporate bonds with
terms of up to 2 or 3 years are short-term bonds. Bonds with terms
of from 2 or 3 to 10 years are medium-term bonds. Bonds with terms
of more than 10 years are long-term bonds.

Some corporate bonds are considered low-risk investments; others are
not. The risk depends on the issuing company’s ability to make interest
payments and repay the bond. Bond rating services study the financial
health of bond issuers. They assign risk ratings to the bonds offered for
sale. Investors can use these ratings to judge the risk of buying a bond.
Standard & Poor’s Corporation is an example of a company that provides
ratings for bonds, as well as other services.

Investment-grade bonds have high ratings and are considered fairly
low-risk. Speculative-grade bonds have lower ratings. These bonds are
sometimes called junk bonds or high-yield bonds. They are not considered
low-risk. However, they are attractive to some investors because they pay
higher rates than investment-grade bonds.

GOVERNMENT BONDS

Government bonds are issued by the U.S. Treasury or by U.S. government
agencies. These bonds are low-risk when held to maturity. You do not
have to pay state and local taxes on the income from some government
bonds. These bonds make a good tax shelter. A tax shelter is an investment
that allows you to legally avoid or reduce income taxes.

Municipal bonds are issued by states, counties, cities, and towns.
They are used to pay for projects such as roads or public buildings. You
do not have to pay federal, state, or local taxes on the income from many
municipal bonds. Municipal bonds are rated to help investors consider
the risk involved. Many municipal bonds are considered
low-risk. Although it is possible for a government unit to
go bankrupt, it is not very likely. The tax shelter feature
also makes these bonds attractive.

Brokerage Accounts

You can open an account at an investment company. This
account may pay interest like a savings account, or it may
be a clearing account. A clearing account is an account
used to buy and sell investments. Money is taken from the
account to buy them. When they are sold, money is put
back into the account. Brokerage accounts are not insured.
However, they are considered low-risk when placed with
a reputable investment company. The accounts work a lot
like a checking account. The account is liquid. However,
there may be restrictions such as a limit to the number of
checks you can write in a month or year. Interest earnings
are usually higher than for checking or savings accounts
in banks, but the risk is higher as well.

Annuities

An annuity is a contract purchased from an insurance
company. It guarantees a series of regular payments for

© Getty Images/PhotoDisc

Municipal bonds are often issued to pay for i
projects such as public buildings. a set time. To buy an annuity, you would pay a monthly

payment into the account for a set number of years
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(such as 20). You could also invest a lump sum. Then, at the end of
the set number of years, the annuity would start paying you monthly
payments. Many people who buy annuities use them as a source of
retirement income. They are fairly safe, but only as safe as the company
you invest your money with. Annuities are not insured. When you pay
into an annuity, the interest that is growing is not taxed. Annuities are
tax-deferred, which means the interest will be taxed when you receive
the monthly payments.

Life Insurance Plans

When you buy a life insurance plan (other than term insurance), the policy
gains in cash value. Life insurance provides a low rate of return on your
money. However, it also provides death benefits. Many life insurance
policies allow you to borrow money. If the loan is not repaid, the life
insurance death benefit is reduced by the amount of the loan. This type
of investment is illiquid. Some people think it is a good choice because it
forces them to save while they also buy insurance. Like annuities, these
investments are only as safe as the company from which you buy. The
plans are not insured.

Building TP LT T P ERETES
Communications .
Skills BAD NEWS MessaGes

A bad news message is one that the reader
will not find favorable or will not be happy
to receive. When writing a message that is
bad news, use an indirect approach. With
an indirect approach, the writer attempts
to break the news gently and keep the
reader's goodwill.

In the first paragraph, state or refer to
the issue or decision to be made. Give facts
or logical reasoning to support the denial
or other unfavorable news. Your goal is to
convince the reader that the decision is the

right one even before the decision is stated.

The bad news comes only after the reader
is prepared to hear it.

In the second paragraph, state the
denial or other bad news. Bad news can

often be cushioned by talking about what
can be done, rather than just stating what
cannot be done. Make the explanation clear
and logical. Give details as needed. Use a
positive tone throughout the letter.

In the third paragraph, state action
you want the reader to take, if that applies
to the situation. Close the letter on a
positive note. For example, thank the
reader for his or her business, or mention
a project you will work on together in
the future. The message should make
the reader should feel important and
think that her or his concerns have been
heard. Your goal is to have the reader
accept the news and keep the reader's
goodwill.
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11-1 REVIEW

-1 Activity 1 Can You Recall?

Answer these questions to help you recall what you have read.
If you cannot answer a question, read the related section again.

Explain why having liquid savings is important.
Give three examples of options for liquid savings.
Why is a savings account considered a low-risk savings option?

How is a money market account different from a regular checking
account?

Explain the purpose of early withdrawal penalties for CDs.
Why do some CDs pay higher interest rates than other CDs?
List several examples of low-risk savings and investing options.

FOoN -

N O wu

When a bond sells at a discount, do you pay more or less than the
face value of the bond? Why might a bond sell at a discount?

9. How are corporate bonds different from government bonds?
10. What is the purpose of a clearing account?

11. Explain how an annuity can help provide financial security during
retirement.

12. How can an investment be considered low-risk if it is not insured?

111 Activity T Low=Risk Investing

Many people start investing with short-term and low-risk choices.
They want the investments to be liquid so that they can get their
money quickly if needed. In the two cases below, consider the risk
and liquidity of savings and investing options. Give advice to each
of the investors.

1. Antonio is working full-time. He started his first job 6 months ago.
He pays his bills and has $300 a month remaining. Rather than
spend this money, Antonio has decided to set it aside for the future.
He has signed an annuity contract whereby he will pay $300 a
month for the next 20 years. Then he will start receiving payments
from the annuity, or he can leave the money there to gain more
earnings until he retires. He has no savings account or other invest-
ments at this point. Has Antonio made a good investment choice?
Are there other options that might be better for him to consider for
his portfolio at this time?
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2. Emiko is working part-time while she goes to college. Because
she has a scholarship, she is able to save $50 per month. Emiko
has decided to leave the $50 she saves each month in her checking
account. While the account does not pay interest, she is able to
avoid a monthly service fee of $8 because she has enough money
to meet minimum deposit requirements. What do you think of
Emiko's decision? Are there other good options that she might
consider for saving or investing her money?
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11-2

Medium=Risk Investment Options

« List the various kinds of retirement plans that
can be opened by an individual.

- Describe retirement account options provided
through employers.

+ Discuss the importance of portability for
retirement plans.

+ Describe mutual fund investing and give
advantages of investing in mutual funds.

OUTCOMES

‘ RETIREMENT ACCOUNTS

Some savings and investments are held in retirement accounts that are
not taxed until the money is withdrawn. These accounts are tax shelters.
This allows the money in the account to grow faster because earnings
are computed on the entire balance.

Retirement accounts are a good way to save for the future. Some
types of accounts are insured and have very low risk. Other options are
not insured and have higher risk and higher potential returns. You can
choose the types of savings or investment options in some retirement
accounts. For example, you could include CDs or stocks. If the plan is
provided by an insured bank, a retirement account invested in CDs would
be insured. Money invested in stocks and bonds is not insured even if the
account is held in an insured bank. These accounts are not liquid but are
long-term investments.

Individual Plans

You can open retirement accounts as an individual. This means you

must also manage them, or make choices about how to save or invest the
money. Many individual plans allow you to deposit money pretax. This
lowers your taxes now, while you are working. If money is withdrawn
before age 59Y2, it is taxed at regular rates. Withdrawals are also subject
to a 10 percent penalty. There are exceptions, such as withdrawals for
medical expenses or education. Also, there comes a time when the money
must be taken out of the account. Currently, money must be withdrawn
from some retirement accounts at age 7072, even if you are not retired.

IRA ACCOUNTS
An TRA (individual retirement arrangement) allows individuals to deposit
money into an account during their working years. The money deposited
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may be tax-deductible. Taxes are paid on
the money and interest earned when the
money is withdrawn during retirement.
Money set aside for a traditional IRA
can be deducted from gross income if you
meet certain requirements. This lowers
your income tax. IRAs are tax-deferred,
which means you will not pay taxes on
the money earned until it is withdrawn.
IRA accounts can be set up at banks and
other financial companies. You can
choose the types of investments. If you
choose a CD rather than stocks, you
will take less risk, but you will also have
lower returns. IRA accounts are managed

© CORBIS

by the investor. They are a good long- You can open an IRA at banks and other financial institutions.

term plan for providing retirement
income. Money must be taken from the
accounts at age 70%2, even if you are not retired.

With a Roth IRA, you cannot make pretax contributions. In other words,
you cannot deduct the amount you contribute from your gross income.
However, if you meet certain requirements, the earnings on a Roth IRA
are tax-free. Thus, when you retire, the money you withdraw will not
be taxable. You can choose the types of investments for a Roth IRA. No
minimum distribution rules apply. You do not have to withdraw money
from a Roth IRA at age 70%2.

A Spousal IRA is set up to benefit a spouse who does not work outside
the home. To qualify, you must file a joint tax return. The amount that can
be set aside is limited, based on your income. After 2008, the maximum IRA
contribution per year is $5,000 ($4,000 until then).

SEP ACCOUNTS

The SEP (simplified employer plan) is similar to an IRA. Tt is for self-
employed small business owners and their employees. SEPs work like
IRAs, except that the amount of money that can be set aside is higher.
SEP contributions are deducted from gross earnings. This money is not
taxed until it is withdrawn. As with an IRA, the investor chooses how
the money is invested.

Often called the SEP-IRA, the SEP is a simple plan for those who
are fully or partly self-employed. There are no IRS filing or paperwork
requirements. However, there is a limit as to how much can be set aside
by small business owners.

KEOGH ACCOUNTS

A Keogh account is similar to a SEP, but it has more complex filing rules.
It also has higher limits and is available to self-employed professionals
and their employees. Up to $40,000 can be deposited each year. Doctors,
lawyers, accountants, and others set up these plans to provide for retire-
ment. Contributions are deducted from taxable income. The money is
not taxed until it is withdrawn. Like other retirement accounts, a Keogh
account is managed by the investor. It can include low-risk or high-risk
investments.
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Many employees have retirement accounts as part of their benefits
package.

Employer-Sponsored Plans

Many employers provide some type of retirement plan for their employees.
Often it is part of the employee’s benefits package. These plans are some-
times very good options for workers. You can set aside money pretax. In
some cases, the money you set aside may be matched by money contributed
by the employer. Although you will pay taxes when you withdraw the
money, the plan is a good option for providing retirement income.

401(k) ACCOUNTS

A 401(k) plan is a tax-deferred plan for employees. The employee sets
aside money each month with a pretax payroll deduction. There is a

limit to the amount the employee can contribute. In 2006, the amount
was $15,000. The amount can change each year. These accounts and their
earnings are not taxed until the money is withdrawn. At retirement, they
are taxed as ordinary income.

Employer contributions are optional. Sometimes companies match a
certain percentage of employee deposits. The match may range from 25 to
100 percent. For example, suppose a company does a 30 percent match.
For every dollar saved by the employee, 30 cents is added to that account
by the company. Employers do a match in order to encourage employees
to save for retirement. The 401(k) is also a part of benefits packages of
many large companies. Employees can choose investments for their 401(k)
fund, based on their willingness to take risk.

403(b) ACCOUNTS

A 403(b) account is a retirement plan for employees of nonprofit organiza-
tions or educational institutions. Teachers, school staff, nurses, doctors,
professors, librarians, and ministers are examples of people who may
qualify for a 403(b) plan. Some employers offer tax-sheltered annuities
for their 403(b) retirement plans. Money is set aside by workers through
payroll deduction. It is not matched by employers. The employee is
allowed to choose investments
for the money deposited. As
in other retirement accounts,
earnings and contributions are
not taxed until the money is
withdrawn.

PENSION PLANS

Some employers offer retirement
accounts that are paid for
entirely by the employer. These
accounts are called defined
benefit plans or simply pension
plans. Pension plans provide
payments to retired workers.
Typically, employees must
work for the company for

a certain number of years to
qualify. The payment amounts
vary depending on the number
of years worked, the worker’s
salary, and other factors.

© Getty Images/PhotoDisc
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Pension plans are offered by fewer companies now than in the past.
Employees do not make choices about investments. When the employees
receive payments (at retirement), they must pay tax on the money.

% | PORTABILITY

Many retirement accounts are portable. This means you can take the account
with you when you leave a job. Rollover is the process of moving an
investment balance to another qualified account. For example, you may
be working for a company that has a 401(k) or a 403(b) retirement account.
If you leave your job at the company, you can take the money you con-
tributed with you. Once the account is vested, you can also take with you

Some companies provide retirement
pensions as part of their benefits package
for employees. This benefit represents a
commitment by the employer. Employees
count on the pension plan to help provide
money for their retirement. There is no
problem as long as the company does well
and pays in the required amount to fund
the pension plan.

Many companies have stopped offering
pension plans. Some companies that still
provide the plans have not funded them
at the level needed to pay the promised
benefits. This means the plans may not
have enough money to pay workers when
they retire. Other companies have changed
the rules that govern their pension plans;
for example, to reduce benefits. The com-
pany might go bankrupt and be unable
to provide the promised benefits. These
actions often leave employees without

some of their promised retirement benefits.

The Pension Benefit Guaranty
Corporation (PBGC) is a federal corporation
created by the Employee Retirement
Income Security Act of 1974. Its mission
is to protect retirement incomes of millions
of American workers with defined benefit
pension plans. When a pension plan fails,

BREAKING
COMMITMENTS

workers may receive some benefits from
the PBGC. However, they may not get some
benefits that they have been promised,
such as health care benefits.

Although the company's actions may
not be illegal, some people think it is uneth-
ical to deny retired workers the benefits
they were promised. In discussing a new
law to regulate pension plans, U.S. President
George W. Bush said, "You should keep the
promises you make to your workers. If
you offer a private pension plan to your
employees, you have a duty to set aside
enough money now so your workers will
get what they've been promised when
they retire." The Pension Protection Act
of 2006, signed on August 17, 2006, sets
new rules about how and when pension
plans must be funded. The new law may
help fix problems with existing pension
plans. However, it also encourages
employers and workers to use other types
of retirement plans, such as 401(k)s.

Workers should not rely solely on a
pension plan provided by an employer. There
is also no guarantee that the government
will continue to provide retirement benefits.
Workers should save and invest to provide
for their retirement income.

'The White House, "President Bush Signs H.R. 4, the Pension Protection Act of 2006," August 17, 2006,
http://www.whitehouse.gov/news/releases/2006/08/20060817-1.html (accessed August 21, 2006).

1-2

Medium-Risk Investment Options

Copyright 2008 Thomson Learning, Inc. All Rights Reserved.
May not be copied, scanned, or duplicated, in whole or in part.

=

307
—
4
Q.



328

money your employer contributed to the account. An account is vested
when the employee has met certain requirements, such as time of employ-
ment. When you are vested, you have rights to the account. Vesting often
occurs after 3 to 6 years of continuous employment. When you leave that
job, you can roll over your 401(k) to an IRA account. You may also be
able to roll over the account to an account provided by a new employer.
Rollovers have a time limit and other rules.

. INVESTMENTS WITH
MEDIUM RISK

In order to earn a higher return, some people are willing to take some
risk. Medium-risk investments will increase your return without raising
the risk beyond reason. With many medium-risk choices, the investor
can choose how much risk he or she is willing to take.

Mutual Funds

A mutual fund is operated by a professional investment firm. The firm
sells shares in the mutual fund and invests the money in a variety of
stocks, bonds, and other investments. Mutual funds are focused on a
chosen investment strategy. Mutual fund companies manage many different
types of mutual funds. If you invest with one of these companies, you can
pick the type of investment strategy that appeals to you. If you choose a
higher-risk fund, you might make more money. However, you could also
lose money, including your principal. Mutual funds are often thought of
as a good way to get started investing.

Mutual fund companies sell shares to many investors. These investors
are pooling their money with that of other investors to reduce risk. The
mutual fund company is in the business of buying and selling. Its advisors
are watching companies and markets. When you invest your money with
a mutual fund company, you are paying for the firm’s expertise. This
allows you to spend your time doing other things. It also lowers your
risk because your investment is diversified.

Buying mutual funds is a form of indirect investing. With this indirect
investment, you invest in the mutual fund company. The company makes
the investment purchases and sales. You are investing indirectly in the
choices of your mutual fund company. In other words, you own shares
of the mutual fund company, not shares of stock in the companies in
which it invests. When you choose a certain type of fund, the mutual
fund company will select the combination of investments its analysts
think is best to meet the fund’s goals. Figure 11-2.1 on page 329 describes
various types of mutual funds.

With mutual funds, the investor can also choose a combination of
funds. This is called asset allocation. The investor could pick investments
that have a variety of risks. An example of asset allocation is shown in
Figure 11-2.2 on page 329.

Family Home

Most financial experts believe that buying your own home is the best
investment you will ever make. They also agree that home ownership
is not always liquid. You must be willing to wait to sell when the market
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Balanced funds

Bond funds

Global funds

Growth funds

Income funds

Index funds

Money market funds

New venture funds

Precious metal funds

Stock funds

MUTUAL FUNDS

Description

Invest in a diversified portfolio that includes some
low-risk, some medium-risk, and some high-risk stocks.
These funds strive for balance between growth and
income. The objective is to reduce overall risk while
maximizing return.

Invest primarily in bonds. If the bonds are tax-free, this
advantage is passed along to investors.

Invest in international companies, new industries in
foreign countries, and companies in the world
marketplace.

Invest in companies that will grow over the long run.
Gains will be made when companies reach their potential.
These are often considered high-risk investments in the
short run.

Invest in bonds and stocks that produce steady and
reliable dividends. These dividends are passed along to
investors.

Invest in securities to match a market index with the goal
of having returns similar to those of that index.

Invest in short-term securities that go up or down with
current interest rates and the economuy.

Invest in new and emerging businesses and industries.
These are considered high-risk (but also high-return)
choices.

Invest in companies that are associated with precious
metals, such as gold, silver, and platinum.

Invest primarily in stocks. They could be categorized into
types of stocks—blue-chip, technology, medical, etc.

ASSET ALLOCATION

Percent of

Holdings Type of Fund Reason for Choice

25% Bond fund For stability and to offset risk of other
funds

25% Growth fund To invest in high-risk choices that could
grow greatly over time

25% Global fund To benefit from world economic growth

25% Money market fund To provide liquidity and short-term gains
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FIGURE 11-2.1

Investors can choose
from several types of
mutual funds.

FIGURE 11-2.2

ASSET ALLOCATION
WITHIN A MUTUAL
FUND



is rising. Because the costs of buying are so high, it usually takes several
years to make a profit. When you own your own home, you should take
good care of it to protect your investment. Over the long run, home
ownership is a fairly safe investment, with value that often grows faster
than the rate of inflation.

Technoloyy :

TRACKING INnVesTMenTs

Comer

330

People who buy investments should
check the progress of their investments
often. A good way to do this is to set up

a spreadsheet that shows purchase

price, monthly or yearly change in value,
percentage change in value, and ending
value. This allows you to track each
investment over time. It also allows you
to compare investments. Most importantly,
it helps you to decide when it is time to
change your investment strategy. If one
type of investment is going steadily

down in value over time, or not increasing
as fast as others, it may be time to make
a change.

FIGURE 11-2.3
BM @ -

IN A SPREADSHeeT

Microsoft Excel has a feature that
allows you to get updated stock quotes in a
worksheet. If you want to see the prices of
several stocks or mutual funds each day
or week, this feature can save you time.
Simply enter the recognized symbol for a
stock in the worksheet. Click outside the
cell, and then click the Smart Tag that
appears. (Smart Tags must be turned on.)
Choose Insert refreshable stock price
from the menu, as shown in Figure 11-2.3.
Select a location for the quote and related
information to appear and click OK. You
must be connected to the Internet to
access stock quotes.

Excel provides a

Financial Symbol: IBM

feature to insert
refreshable stock |

Insert refreshable stock price. .. o ‘

quotes. Stock quote on MSM MoneyCentral &

Company report on M5 MoneyCentral

Recent news on MM MoneyCentral

Remove this Smart Tag

Stop Recognizing "IEM" 3

Smart Tag Qptions. ..
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11-2 REVIEW

11-1 Activity 1 Can You Recall?

Answer these questions to help you recall what you have read.
If you cannot answer a question, read the related section again.

1. List three types of retirement accounts that can be opened by an
individual.

2. How are traditional IRAs and Roth IRAs similar? How are they
different?

3. What types of retirement accounts are available for people who are
self-employed?
L. Describe three types of employer-sponsored retirement plans.

5. What is the advantage to having a tax-deferred investment
account?

6. Why is having a retirement account that is portable important?
7. Explain why mutual funds are a form of indirect investing.

8. Give two advantages of buying mutual funds rather than individual
stocks or bonds.

9. What is asset allocation?

10. Which type of mutual fund has a better potential for high returns:
a bond fund or a stock fund? Which of these two funds has a higher
risk?

=1 Activity I Compare Returns on Mutual Funds

pe Investors who buy mutual funds have many funds to

= choose from. Some funds have the potential for high

¥ returns but also have high risk. Other funds have lower
risk but also provide lower returns. In this activity, you

will create a chart to compare returns for funds that have low,

medium, and high risk. The three funds are described below.

A =2

Balanced Fund
This fund seeks current income, long-term growth of capital and
income, and preservation of capital. This is a low-risk fund.

331
Inc.lex Fund . . —
This fund seeks above-average returns by investing at least
80 percent of its assets in equity securities, which are primarily o
)

stocks. The fund's risk profile is similar to that of the Standard &
Poor's 500 Index. This is a medium-risk fund.

11-2 Review
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Growth Fund

This fund seeks long-term gains by normally investing at least
80 percent of its assets in stocks of companies with above-average
earnings growth. This is a high-risk fund.

Returns for each fund for a period of 8 years are shown in the
following table:

Year Balanced Fund Growth Fund Index Fund
1998 14.01% 6.53% 28.84%
1999 3.89% 58.17% 12.37%
2000 —1.83% —13.52% —7.75%
2001 —-5.23% —33.59% —10.87%
2002 —18.91% —20,.88% —22.85%
2003 18.21% 34.83% 23.67%
2004 6.78% 4.94% 8.78%
2005 6.84% 11.82% 7.60%

1. Open the Excel file CH11 Funds Data from the data files. This file
contains the returns data for the three mutual funds as shown
in the table.

2. Create a line chart or a column chart to compare the returns
data for the three funds. Note that the returns for some years are
negative numbers. (If you do not have Excel or other spreadsheet
software, create a chart manually using graph paper.)

3. Key RETURNS COMPARISON for the chart title. Include a legend to
identify the line or column for each fund.

4. Adjust the scale and format the chart as needed to make the data
easy to understand.

5. Which fund had the highest return in any 1 year? Which fund had
the lowest return in any 1 year?

6. Which fund had the smallest amount of change over the years?
Which two funds had similar returns?

8. Which fund would you choose if you were planning to invest in one
of these funds? Why?

=~
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11-3

High=Risk Investment Options

 Describe several high-risk investment options.
«  Compare common stock with preferred stock.

+ Describe direct investing and the risk it
involves.

+ Discuss trading futures contracts for
commodities.

 Explain why indirect investing options reduce
risk.

OUTCOMES

4 STOCKS

When you buy stock in a corporation, you become a stockholder. A
stockholder owns shares of the company. Stockholders make money in
two ways. One way is by receiving dividends. The other way is by selling
the stock at a price that is higher than the price paid for the stock. This
increase in selling price is referred to as growth (in value). A stock that
pays annual dividends is attractive to an investor who needs the income
(such as at retirement). Buying stocks and holding them for growth is a
long-term strategy. You are betting that the value of the stock will go up
over time.

The number of shares a stockholder owns may increase due to stock
splits. In a stock split, the number of shares a company has sold is divided
into a larger number. For example, in a two-for-one split, each person
who owned 100 shares of stock will now own 200 shares. If the stock
price before the split was $100, the price will now be $50. However, the
stock may increase in price over a few years back to $100 per share. An
investor who bought 100 shares at $75 per share would have 200 shares
to sell at $100 per share.

Stocks are considered risky because an individual company could fail
regardless of how big it is or how long it has been in business. There are
many risks faced by businesses, from inflation risk to political risk. Stocks
can be sold at any time as long as there is a buyer willing to purchase the
stocks. However, if the stock price is low, the investor may want to hold
the stock until the price rises. Otherwise, the investor will lose money on
the investment.

Common Stock

Many companies have two types of stock: common stock and preferred
stock. Owners of common stock may share in the profits of the company
through dividends. They have voting rights in decisions made by shareholders,
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When you own stock, you have an ownership interest in a
corporation.

FIGURE 11-3.1

Investors can buy
stocks directly from
some companies.

such as who the company directors

will be. They take a higher risk than
owners of preferred stock. Common
stock has no guaranteed dividends. If
the company does well, the stockholder
shares in the profit in the form of divi-
dends. The directors of the corporation
decide if a dividend payment is to be
made. Stock dividends are taxable. There
is no guarantee that the value of the
stock will go up. Investors should review
the selling prices of stocks they own
often to see whether the prices are going
up or down. If the price of a stock keeps
going down over time, the investor may
want to sell the stock and invest in
another option.

© Getty Images/PhotoDisc

Preferred Stock

In many companies, owners of preferred stock have a guaranteed
dividend rate. This rate is paid before common stockholders get paid
a dividend. Because there is less risk, preferred stock costs more than
common stock. Preferred stockholders do not have voting rights. If the
company goes bankrupt, they get paid before common stockholders.

Direct Investing

Buying investments directly from companies and holding them individually
is known as direct investing. If you buy the stock of a company and
hold that stock, you are taking a high risk. That is because you have a lot
of money in one place. This plan does not spread risk. You can, however,
lower your risk by buying many different types of stocks and other direct
investment options. You can learn more about direct investing in stocks
at the U.S. Securities and Exchange Commission Web site, as shown in
Figure 11-3.1.

Address Q} hittp: v, sec.govianswers|drip. htm bl Ei Go

Direct Investment Plans: Buying Stock Directly from the
Company

Many companies allow you to buy or sell shares directly through a direct
stock plan (DSP). You can also have the cash dividends you receive from
the company automatically reinvested into more shares through a dividend
reinvestment plan (DRIP).

Here are descriptions of the two different types of plans:

Direct Stock Plans — Some companies allow you to purchase or sell stock
directly through them without your having to use or pay commissions to a
broker. But you may have to pay a fee for using the plan's services. Some

v

Source: U.S. Securities and Exchange Commission, Direct Investment Plans: Buying Stock Directly
from the Company, http://www.sec.gov/answers/drip.htm (accessed August 14, 2006).
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Day traders are individuals who attempt to
make money by buying and selling stocks
and bonds. These investments are not held
for long-term growth. They are held just
long enough to make a profit. When the
day trader sees a stock's price rising,

the stock is sold for a quick profit. When
the day trader sees prices dropping for
stocks that are good values, the trader
buys. As soon as prices come up again,
the trader takes the profit by selling. If

the price does not rise again, the trader
takes a loss.

DAY TRADERS

Day traders must be aware of general
market conditions. They also must be
familiar with companies, products, and
industries in which they trade. By carefully
watching the market and keeping track of
trends, day traders can make considerable
profits over time. Of course, they are bound
to make mistakes at times. They might sell
before the stock hits its peak price or select
a stock that loses value. Because they
trade so often, day traders must also
consider trading fees and expenses when
calculating actual profits.

4| BUSINESS VENTURES

You may decide to start a small business. You could also loan money to
someone so that person can start a business. More than half of all small

businesses fail each year, making this a very risky investment. If the business
succeeds, however, it can be a profitable investment. A business plan is
a document that outlines how a business plans to succeed. It includes the
company mission, the financing needs, the marketing plan, the management
plan, and the operating plans for the company. The plan attempts to show
how the business will make a profit. Before you invest in a business ven-
ture, be sure to read and understand the business plan. You could make

a lot of money, or you could lose your investment.

4 COLLECTIBLES

Collectibles are art objects, coins, decorative plates, books, baseball
cards, or other items bought for their investment value. Some collectible
items will go up in value over time. Others will not. The investor must
decide which items she or he thinks will go up in value. Coins are a
commonly collected item. When coins are rare, they gain in value. Buying
collectibles is a very risky investment choice. When collecting, have a
clear goal in mind. Decide whether you are collecting items as an invest-
ment or whether you are simply buying items that you like for your own
enjoyment. If you are buying items as an investment, do market research
to learn which items may increase in value. Also, do research to learn
about the items so you can tell whether an item is authentic or a replica.
Being able to prove that an item is authentic is especially important for
art objects and sports memorabilia.
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Rental property can be a profitable investment.

4 RENTAL PROPERTY

Individuals can buy real estate beyond a family home. If you buy a house
and rent it to tenants, you will receive rent for income. Buying rental real
estate has risks and responsibilities. The tenant (renter) takes possession
of a valuable piece of property. The tenant must take reasonable care of
it. You, the owner, are responsible for repairs and maintenance. This

may mean fixing or replacing the roof, painting, and other upkeep. The
property may increase in value over time. Thus, an investment in rental
property can provide current income and long-term growth. Other

forms of rental property besides a single-family home include duplexes,
apartment complexes, and vacation property.

FUTURES CONTRACTS
AND COMMODITIES

Futures contracts are another type of high-risk investment. A futures contract
is an agreement to buy or sell a specific commodity or currency at a set
price on a set date in the future. A commodity is a specific item of value
that is bought and sold in a marketplace. It could be soybeans, silver, live
cattle, coffee, or other items.

Buying and selling a futures contract does not transfer ownership.
It spells out the terms under which the commodity or currency will be
bought or sold at a later date. Futures contracts are often used by sellers
and buyers as a way to hedge, or reduce the likelihood of losing money
in the future. For example, suppose a company has agreed to buy fuel
in the future at a set price. The company might also want to buy some
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fuel futures contracts. If the price of the fuel rises, then the company may
make enough money on the futures contracts to pay for the increased

price of the fuel itself.

As you have probably guessed, investing in this category is very risky.
You will have no control over what happens to prices for commodities. For
example, the weather during the growing season may have a big effect on
the price for products such as corn or orange juice. Investors who have
an in-depth knowledge of how the market for a particular product fluctu-
ates may be able to do well trading commodities. For example, suppose a
farmer has grown corn for 20 years. This farmer has studied the condi-
tions that affect corn prices, such as weather and the amount of corn
already in storage from previous years. This farmer may have the knowl-
edge needed to do well trading futures contracts for corn. However, the
same farmer might know little about currency markets and might not do
well trading currency. Investors in futures contracts should realize that you
could make—or lose—a lot of money in a short time.

Stress is a state of mental or physical

tension. Many types of changes in life can
cause stress. The change can be good,

like getting a new job, or bad, like beingill.

Stress is not always harmful. Sometimes
stress can cause a person to take actions
or learn new ways to handle a situation
that can be helpful. In other instances,
stress can cause problems. Emotional
upset, trouble sleeping or concentrating,
and even disease can be caused by too
much stress.

Everyone experiences stress in daily
life. Because too much stress can be
harmful, you need to learn to manage
factors that cause stress and take steps
that will help you cope with stress. Stress
is unigue to each person. What is relaxing

to one person may be stressful to another.

The key to stress management is finding
things that will work for you. Follow these
guidelines to help you control and cope
with stress:

MANAGING STRESS

Identify situations that cause negative
stress in your life. Take whatever steps
you reasonably can to avoid or change
these situations.

Seek counseling to help you deal with
serious stressful events.

Schedule work and other activities to
allow time to complete them without
rushing, if possible.

Find activities that help you relax, such
as a hobby, a sport, or volunteer work.

Spend time with family or friends in
relaxing settings. Remember the value of
laughter to help relieve tension and put
situations in perspective.

Get enough rest and sleep, and eat a
healthy diet. These steps will help you be
more physically fit and better able to
cope with stress.

Exercise and stay active throughout life.
Physical activity can also help you stay
fit and be better able to cope with stress.
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FIGURE 11-3.2

REITS invest in real
estate and morigages
secured by real estate.

Real Estate Investment Trusts

Real estate investment trusts, known as REITs, are entities that invest in
different kinds of real estate or real estate related assets, including shopping
centers, office buildings, hotels, and mortgages secured by real estate.
There are basically three types of REITS:

s Equity REITS, the most common type of REIT, invest in or own real
estate and make money for investors from the rents they collect;

» Mortgage REITS lend money to owners and developers or invest in
financial instruments secured by mortgages on real estate; and

s Hybrid REITS are a combination of equity and mortgage REITS.

The Internal Revenue Code lists the conditions a company must meet to
gualify as a REIT. For example, the company must pay 90% of its taxable
income to shareholders every year. It must also invest at least 75% of its
total assets in real estate and generate 75% or more of its gross income
from investments in or mortgages on real property,

Source: U.S. Securities and Exchange Commission, Real Estate Investment Trusts,
http://www.sec.gov/answers/reits.htm (accessed August 15, 2006).

REAL ESTATE
INVESTMENT TRUSTS

REITs (real estate investment trusts) are also known as real estate stocks. A
REIT is a corporation. It may own and operate income-producing property.
An apartment building that rents to families and a factory building that
rents to a business are examples of income-producing properties. A REIT
may lend money to real estate developers. It may also invest in securities
backed by real estate mortgages.

Buying shares in a REIT is a form of indirect investing, similar to buying
shares in a mutual fund. When REITs make profits, the profits are distributed
to shareholders. You own shares of stock in the REIT. You do not own the
individual pieces of property purchased by the REIT. Your money is invested
indirectly in the real estate market. Many REITS are publicly traded. You can
buy shares of these REITs on the stock exchanges. Because of the nature of
real estate, REITs outperform many other investment funds over the long
run. You can learn more about REITs on the U.S. Securities and Exchange
Commission Web site, as shown in Figure 11-3.2.

’ INVESTMENT CLUBS

An investment club is a group of people who pool their money together to
buy and sell investments. The group may be small—just a few people who
work together to buy something they could not afford as individuals. For
example, three or four couples may jointly buy a vacation home and share
the time using it. The group may also be hundreds of people who do not
know each other. Investment clubs may buy stocks, bonds, or other invest-
ments. Clubs may take part in direct investing, as in buying stocks, or indirect
investing, as in buying mutual funds. An investment club usually has stated
goals and buys certain kinds of investments to reach those goals.
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11-3 REVIEW

11-3 Activity 1 Can You Recall?

Answer these questions to help you recall what you have read.
If you cannot answer a question, read the related section again.

1. Describe two ways to make money from stocks.
2. Compare common stock with preferred stock.

3. Why are common stocks considered a risky direct investment?
Why do common stockholders take more risk than preferred
stockholders?

L. What is a business plan? Why is studying the business plan impor-
tant when considering a business venture investment?

5. Why are collectibles considered high-risk investments?

6. What risks are associated with owning rental property?

7. What are two ways in which an investor can make money on rental
property?

8 What is a futures contract? Give three examples of commodities.

9. How does a REIT work? Why is it safer than direct investment in
real estate (owning rental property)?

10. What is an investment club?

11=3 Activity L High—Risk Investing

Suppose your investment portfolio is well balanced, with short-term
investments, stocks, bonds, and mutual funds. You own your

own home. Recently, you unexpectedly received a large sum of
money. You want to take some risk and invest the money in hopes
of making a high return.

1. Consider the investment options listed below. Select the option you
would buy.

2. Give an advantage and a disadvantage of your choice. Give reasons
you chose that option.
o Buyrental real estate.

Pool your money with others in an investment club.

o
o Invest in a small business venture. 333

o Buy futures contracts for a commodity. =
o Buy alarge number of shares in one corporation.

o Buy a painting by a well-known, popular artist. Q
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Do you love to cook? Are you good at dealing with the public? Would you
enjoy planning events such as meetings and parties? Do you want to own
a bed-and-breakfast inn someday? If the answer to any of these questions
is yes, a career in hospitality and tourism might be right for you. This career
area includes a wide variety of jobs. Hotel managers and workers, theme
park and resort workers, travel agents, tour guides, chefs, and other
restaurant workers are all part of this career area.

Jobs in hospitality and tourism are found in government and in
businesses. This job area also includes entrepreneurs. Many caterers,
inn owners, and event planners handle the daily work and management
of their own companies. The need for jobs in this area is expected to
grow in the next few years. The outlook varies somewhat by job.

Skills Needed

Some of the skills and traits needed for a career in hospitality and tourism
include the following:

© Management skills

© Communications skills

o Ability to work well with others
© Math skills

Job Titles

Many jobs are available in hospitality and tourism. Some job titles for this
career area include the following:

Computer skills
Decision-making skills
Problem-solving skills
Leadership skills

© Executive chef © Hotel manager © Theme park manager
© Flight attendant © Meeting planner or worker
0 Hotel desk clerk  © Restaurant owner  © Travel agent

or manager 0 Zookeeper

Explore a Job

1. Choose a job in hospitality and tourism to explore further. Select a job
from the list above, or choose another job in this career area.

2. Access the Occupational Outlook Handbook online. A link to the site
is provided on the Web site for this textbook.

3. Search for more information about the job you selected to answer
these questions:
© What is the nature of the work this job involves?
© What is the job outlook for this job?
© What training or qualifications are needed for this job?
© What are the median annual earnings for this job?
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REVIEW

Summary

0 Investors should consider risk, return, and liquidity when making
savings and investing choices.

© Savings accounts are low-risk and liquid, but the return is low.

© A money market account is a good option to choose for liquid
savings.

0 A certificate of deposit is a low-risk investment, but it is not liquid.
Withdrawal penalties may apply if you withdraw money from a CD
before the set time period.

© A U.S. savings bond is designed to be a long-term investment.

Bonds can be purchased through banks or at the TreasuryDirect
Web site.

© Bonds are issued by companies and governments. Government bonds
and investment-grade corporate bonds are considered low-risk.

0 Annuities are low-risk, illiquid investments. Some people purchase
them to provide retirement income.

0 Individual retirement plans include IRAs, SEPs, and Keoghs. Some of
these plans are tax shelters because they lower tax liability.

© Employer-sponsored retirement accounts include 401(k), 403(b),
and employer-provided pension plans. These are often part of an
employee’s benefit package.

© When you are vested, you can take your retirement account with
you when you leave a job. A rollover is the process of moving
an investment balance to another qualified account such as an IRA
account.

© Mutual funds are a form of indirect investment with medium risk.

You choose the types of funds to increase or reduce risk through
asset allocation.

© Buying a home has risks but can provide good returns when home
values rise faster than inflation.

© Buying individual stocks is a high-risk investment choice. Common
stock is more risky than preferred stock.

© Business ventures, collectibles, and rental property have high risk, but
they also have the potential for high returns.

© Futures contracts for commodities are considered speculative, or at the
highest level of risk.

© Buying shares in a REIT is a form of indirect investing, similar to
buying shares in a mutual fund. When REITs make profits, the
profits are distributed to shareholders. 304

© An investment club is a group of people who pool their money
together to buy and sell investments.
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Key Terms

annuity common stock mutual fund

asset allocation direct investing preferred stock

business plan discount redeem

clearing account futures contract rollover

collectibles illiquid tax shelter

commodity indirect investing vested
ACTIVITY 1

Review Key Terms
Use the key terms from Chapter 11 to complete the following sentences:

1. Buying stock in a mutual fund or REIT is a type of

2. isthe process of moving a retirement account balance
to another qualified retirement account.

3. Aln) s a contract purchased from an insurance
company that guarantees a series of regular payments for a set time.

4. Sharesof __ may pay a guaranteed dividend to
shareholders.

5 Aln) — is a document that outlines how a business plans
to succeed.

6. When an employeeis __  he or she has legal rights to

a retirement account.

7. Buying stocks or bonds directly from companies and holding them
individually is known as

8 An) _— is an item of value that is bought and sold in
a market, such as corn or silver.

9. Items bought for their investment value, such as art objects or coins,
are called

10. Choosing a combination of stocks, bonds, mutual funds,
or other investments to limit risk and increase returns is known
as

11. When an investment cannot be turned into cash quickly without a
penalty, it is said to be

12 Alm) — is used to deposit money from stock sales and to
pay for stocks when they are purchased.

13. An investment that allows investors to legally avoid income taxes is
called a(n)

14. The difference between a bond’s selling price and its face or maturity
value is the

150 An) —— is an agreement to buy or sell a specific
commodity or currency at a set price on a set date in the future.

16. Shares of stock that represent ownership interest and give stockholders
voting rights in the company are called

Chapter 11 Savings and Investing Options

Copyright 2008 Thomson Learning, Inc. All Rights Reserved.
May not be copied, scanned, or duplicated, in whole or in part.



17.
18.

When you cash in a bond at maturity, you —— the bond.
An investment fund that consists of stocks, bonds, and other
investments focused on a strategy, such as balance or growth,
is called a(n)

ACTIVITY 2

Math Minute

. You have a CD for $1,000. The interest rate is 5 percent annually,

and the term is 5 years. The CD has an early withdrawal penalty. If
the money is withdrawn before 36 months, no interest is paid, and

a penalty of 6 months’ interest is levied. If you withdraw the money
after 12 months, what penalty will you pay? How much money will
you get?

. You have a CD for $1,000. The interest rate is 5 percent annually,

and the term is 5 years. The CD has an early withdrawal penalty.

If the money is withdrawn before 36 months, interest is paid for the
time the money is in the account, but a 6-month interest penalty is
deducted. If you withdraw the money after 12 months, what penalty
will you pay? How much money will you get?

You purchased a house for $125,000. You spent $15,000 for repairs
and redecorating, property taxes, and other expenses. You sold the
house 1 year later for $160,000. How much profit did you make on
the house? What is your return on investment?

You purchased 100 shares of stock at $125 per share. One year
later, the price of the stock has risen to $150 per share. What is the
percentage increase in the stock price?

. You own 75 shares of stock in a corporation. The company issues a

three-for-one stock split. How many shares do you now own?

ACTIVITY 3
Risk and Liquidity

Work with a classmate to complete this activity.

@ A:o( ~UE
m t‘{ 1. Open the Word file CH11 Grid from the data files.

This file contains the grid shown on the following
page.

2. Complete the grid of investments based on risk, return, and liquidity.

In each square of the grid, write one or more investments that fit the
criteria. For example, in the first square, write the name of a savings
or investing option that is liquid and has low risk. Write None in a
square if no investment meets both the criteria.

Pick one type of investment from each column (one that has low risk,
one with medium risk, and one with high risk) that you would con-
sider having in your portfolio. Give an advantage and a disadvantage
of each one.

Chapter 11 Review

Copyright 2008 Thomson Learning, Inc. All Rights Reserved.
May not be copied, scanned, or duplicated, in whole or in part.



Low Risk Medium Risk High Risk

Liquid

Low Return

Medium Return

High Return

ACTIVITY 4
Research Mutual Funds

WS www.thomsonedu.com/school/pfl

Indirect investing is a good way to have a diversified portfolio and to
reduce risk. Mutual funds offer expert management and are available

for various investment strategies, such as growth or a balance of good
return with reasonable risk. In this activity, you will research one mutual
fund on the Internet.

1. Access the Internet. Use a search engine to find sites that tell about
mutual funds. Use the term mutual fund list for the search. You
could also include other words in the search box, such as bonds,
growth, or stocks, to find a particular type of mutual fund.

2. Review two or three Web sites that tell about mutual funds. Choose
one fund. For that fund, record this information:
© Fund name
© Fund trading symbol
o Strategy of the fund (such as balance or growth)
© Holdings (list of investments the fund contains)

o Performance in recent years (percent of return each year)

3. Find the selling price of a share in the mutual fund. You may have
to visit a different Web site that provides market quotes to find the
price. The price will likely be labeled NAV (for net asset value).
The NAV is the price of one share in the fund at the close of trading
on a particular day.

4. What do you think is the risk level of this mutual fund—Ilow, medium,
or high?

344
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ACTIVITY S
Rental Property Return on Investment

Buying real estate to rent is an option that has higher risk than some
other investments. However, the returns can be good. Assume you have
purchased a single-family home that you intend to rent. The house will
rent for $750 per month. You will have the following expenses:

© Monthly mortgage $390
© Monthly insurance $60
© Taxes every 6 months $340
O Repairs (yearly estimate) $500
© Monthly lawn care or snow removal $100

1. Calculate the total yearly expenses you will have for the rental
property.

2. Calculate the total rent you will receive in a year. Assume the house
is rented for the full 12 months per year.

3. What is your return on investment for the property?

4. Some of your expenses have increased, as shown below. Calculate
the total yearly expenses you will have for the rental property after
the cost increases.

© Monthly insurance $70
O Taxes every 6 months $380
© Yearly lawn care or snow removal $1,400

5. What is the new return on investment for the property?

6. What might you do to increase your return on investment?
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