
Risk vs. Return



 Asset Class
 Capital Gain
 Capital Loss
 Common Stock
 Dividend
 Money Market

 Mutual Fund
 Private Corporation
 Public Corporation
 Rate of Return
 Risk
 Return



 The chance that you will not get the money 
from your investment back

 Stock may lose value, and you can’t sell it for 
what you bought it for

 Bond issuer may default on its bond, and you 
don’t get paid back the money you invested in the 
bond



 High risk has the potential to lead to a higher 
return

 Low risk can lead to low return

 Owning stocks is more risky than having your 
money in a savings account

 You can be sure you will get interest with your 
money invested in a savings account, but the 
return will only be about 2% per year.



 Risk Tolerance
 Your willingness to put up with fluctuations in the value of 

your investment
 How well can you handle the ups and downs of the 

market?
 If your investment was down 20%, would you be losing sleep 

at night?  
 Do you have prior investment experience?

 You might be willing to tolerate the ups and downs better if 
you have prior investment experience

 What are your investment goals?
 Are you most concerned with losing money or making money?
 When do you need the money (and how much do you need)?
 How much is your goal?



 Stock

 Part ownership in a corporation

▪ Also known as equities, securities, or common stock

 Corporations sell off portions of themselves to 
raise money to grow or expand.

▪ Owners of stock now have legal ownership of a portion 
of that company

▪ This is known as “going public” because the public now 
owns the corporation



 Investors can vote at board meetings
 If investors are not at board meetings, they can give voting 

privilege  to company management through proxy

 Investors buy stocks, hoping the value of the 
stock will go up when they want to sell the stock

 Shares outstanding are the shares of a 
corporation’s stock that have been issued and 
are in the hands of the public.



 Blue Chip Stock is a stock issued by solid and reliable 
companies with long records of growth and stability.
 This is also called an Income Stock

 Growth Stock is stocks of companies that generally 
do not pay dividends or pay only very small dividends.
 Use profits to re-invest and grow business

 Defensive Stock is stock of companies that produce 
staples such as food, beverages, pharmaceuticals, and 
insurance.  These don’t grow quickly, but keep their 
value fairly consistent.



 Speculative Stock is a stock with a high degree 
of risk

 Example:  Penny stocks – a stock that sells for less 
than $1.00 per share.  The company typically has a 
short operating history.

 Large Cap Stock is stocks of very large 
companies that have a market capitalization of 
$10 billion - $200 billion

 Small Cap Stock is stocks of relatively unknown 
companies with smaller market share.  



 Stock Market (Stock Exchange)
 Location where stocks are bought & sold by 

traders
▪ You cannot buy and sell stock by yourself at a stock 

exchange

▪ Only a broker who has a “seat” (paid membership) on an 
exchange can buy & sell at that exchange

 Not all stocks on open market are listed on a 
given exchange
▪ Exchanges have listing requirements that a company 

must meet before they are listed on the exchange



 New York Stock Exchange (NYSE)
 created in 1792 on Wall Street

 24 brokers (people who handle the buying and 
selling of other people’s shares of stock) agreed to 
trade only with each other

 brokers must have “seat” at the exchange in order 
to trade
▪ broker pays fee to NYSE for seat

▪ other requirements

 not all stocks available are listed on NYSE
▪ NYSE has listing requirements that must be met 

(financial, other)



 National Association of Securities Dealers 
Automated Quotation (NASDAQ)
 first fully automated stock exchange
 established in 1971
 listing requirements not as strict as NYSE

▪ more stocks listed here
 Other markets worldwide

 Hong Kong
 England
 Etc.

 Stocks can be listed on multiple markets
 Markets “talk” to each other so brokers know 

the latest price



 Stock market works like an auction
 Buyers (through their brokers) “bid” on a 

stock

 make an offer to the seller

 called the BID price

 Sellers (through their broker) list a desired 
selling price 

 called the ASK price



 Inflation
 Low inflation drives high stock prices

 Deflation is bad for stocks because companies 
can’t charge as much

 Economic strength of market & peers
 If the company’s market and competitors are 

doing well, they are likely to do well and vice-
versa

 Substitutes
 Stocks compete with other types of investments 



 Liquidity

 Stocks are not as liquid as other forms of 
investment (such as savings accounts)

 Stocks are avoided when the investor cannot 
afford to lose money

 Stocks are avoided when the investor is retired 
and must have low risk



 Stocks pay out in dividends – a taxable payment 
declared by a company’s board of directors and given 
to its shareholders out of the company’s earnings 
(usually quarterly).

 Can be given as cash or stocks
 Calculated by (# shares x $ dividends)

 Companies are not required to pay dividends
 Usually paid by more mature companies that are not in a 

growth stage
 Companies in a growth stage would reinvest profits in 

business



 If all buyers are willing to pay the ask price, 
they start to try to outbid each other
 stock price starts to go up

 If no buyers are willing to pay the ask price, 
the sellers start to lower their ask price to 
entice a buyer to buy the stock
 stock price starts to go down

 When a buyer and seller finally agree on a 
price, the stock transaction takes place
 price at most recent sale is what is seen on “ticker” 

(scrolling of stock prices at bottom of CNBC & 
other financial networks)



 To calculate your gain or loss:
 (Selling price – purchase price) x shares of stock = capital gains 

or losses

 When you sell a stock for more than you paid for it, the 
difference is called capital gain.
 You must report this income to the IRS and pay taxes on it.

 When you sell a stock for less than what you originally paid 
for it, the difference is called capital loss.
 Also reported to the IRS

 The taxes you pay on gains can affect the rate of return on 
your investment



 Price – Earnings Ratio aka PE Ratio is the 
most common measure of how expensive 
stock is.
 A high p/e ratio means the stock is highly valued

 Calculation: 
 (Market Value per Share)/(Earnings per Share)

 Example:  If a company is currently trading at $43 
per share and earnings over the last 12 months 
were $1.95 per share, the P/E ratio is ($43)/($1.95) 
= 22.05



 a selection of stocks that people believe represent 
their sector of the stock market

 stock prices are combined and weighted to come up 
with an index (number assigned to correspond to the 
combined values)
 complex mathematical formula

 index is computed daily

 changes in index are believed to represent what the 
entire market is doing



 Dow Jones Industrial Average (DJIA)
 30 selected stocks believed to represent their 

sector of the market

 can 30 stocks (out of over 5000 stocks traded daily) 
adequately represent what is taking place in the 
market?

 Standard & Poor’s 500 (S&P 500)
 500 stocks believed to more adequately represent 

the market

 stocks on index are weighted based on the size of 
the company
▪ changes in prices of larger companies have greater impact

http://finance.yahoo.com/q/cp?s=^DJI+Components
http://www.marketvolume.com/indexes_exchanges/sp500_components.asp


http://www.investopedia.com/university/stocks/stocks6.asp
http://www.investopedia.com/university/stocks/stocks6.asp


 The return on stocks is an average of 11.3%

 Stocks go up and down, but over a long period of 
time they generally rise in value about 11.3%



 Dividend Re-Investment Program (DRIP)
 Some stocks pay dividends

 Small portion of corporation’s profits paid to 
shareholders

 Shareholder receives amount of declared dividend for 
each share of stock owned
▪ Ex: if you own 100 shares of a company and it declares a 

dividend of $1.00 per share, you get $100
 DRIP allows investment to grow by using 

dividends to buy additional shares of investment 
instead of taking the cash for it
 Can lead to more rapid growth of investment if share 

price continues to go up



 Bonds are a “loan” made by investors to bond 
issuer (seller).  The seller promises to pay the 
investor back within a certain amount of time 
with interest. 

 Bond issuers
▪ federal government

▪ municipalities (city, county, etc.)

▪ corporations

 How it works
 You give issuer money now

 They promise to pay you back at some future date (called the 
maturity date)

 They pay you interest between now and the maturity date

 Can be bought and sold on the bond market



 Principle is the face value of a bond.
 Bonds are usually purchased cheaper than the 

face value to allow for interest.
 Coupon is the interest rate that will be paid 

when the loaned funds (bond principle) are 
returned
 Interest is usually paid every 6 or 12 months

 The maturity date is the date with the 
principle will be paid to investors.

 Yield is the measure of return on the bond.





 Treasury bonds

 Issued by the US Treasury

 Usually 10+ years to maturity

 Treasury bills

 Short term debt obligations of the US Treasury

 Maturity is 1 year or less

▪ Usually 91 or 182 days, or 52 weeks

▪ Do not pay interest before maturity



 US Savings Bonds
 Issued by US government
 Normally bought for ½ the face value of bond
 Value of bond gradually grows to full value over life of bond

 Corporate Bonds
 Issued by companies
 Riskier than government bonds (company may have problems paying debt)
 Have higher rate of return than US Treasury bonds

 Municipal Bonds
 Issued by municipalities (state & local governments) so they have money to 

build (subways, aqueducts, etc.)
 Less risky than corporate bonds

▪ Risk depends on the financial health of the municipality



 The full face value (principle) of the bond is 
only guaranteed if the investor holds on to 
the bond until maturity.
 Can “cash in” earlier but will not get full value

 Risk:  Default by the issuer
 Bonds from the US government are extremely 

safe investments

 The government isn’t likely to go bankrupt any 
time soon.

 Municipal bonds are more risky



 Unless a bond is tax exempt you must pay 
taxes on the interest earned from a bond 
when it reaches maturity (or when you “cash 
it in”).

 There are some municipal bonds that are tax 
exempt



 The price of bonds is impacted by:

 Interest rates

 Inflation

 Economic conditions



 ETFs, or Electronic Trade Funds, are funds 
that track a particular index, but can be 
traded like a stock.

 Never track mutual funds, only securities that are 
in an index (like NASDAQ).

 Can be bought and sold any time of day because 
they are traded on the stock market.

 More tax efficient than mutual funds.



 Commonly referred to simply as “return”
 Normally expressed as a percentage of your 

investment you receive as “profit” on that 
investment



 Return in received in one or more of the three 
following ways:
 Interest

▪ Money paid to you as a lender by the “borrower”
▪ Bank pays you interest on deposits (like savings accounts)
▪ Bond issuer pays you interest on the bond

 Dividends
▪ Some companies pay shareholders portions of the company’s 

profits
▪ This is one way to make money by investing in stocks

 Capital Gains
▪ The amount of money you make on the sale of a stock when 

you sell for more than the purchase price
▪ Capital gain = selling price – purchase price



 A more risky investment normally has the 
potential to give a higher return

 The likelihood of loss is also higher

 You should demand a higher return if you are 
taking more risk

 If you have a low risk tolerance, you should 
not expect as high a rate of return as with 
riskier investments



 Mutual Fund
 Group of stocks held by investment company

 Mutual funds allow you to spread your risk 
(called diversification…discussed more in 
Lesson 15) among many stocks

 Can be sold in almost any amount you wish to 
purchase

 Can focus on specific asset class
 Ex: large cap stocks (company is worth at least $5 

billion)



 Can invest in specific sector

 Ex: mining or manufacturing

 Buy-in can be low

 Low as $20 per month

 Investment group managing the fund buys 
and sells shares as they see fit to try to 
maximize your return

 Don’t have a brokerage fee associated with them 
that you would have to pay



 Managed Fund
 Built around specific investment objective

 Funds managers must spend a lot of time 
researching and monitoring stocks

 Usually have high expense ratios
 Index Fund

 Investments in fund mirror major index
▪ DJIA

▪ S&P 500

 Do not require maintenance by fund managers

 Usually have lower expense ratios



 A primary market is where securities 
(investments) are created.  
 It’s the market where firms sell new stocks and 

bonds to the public for the first time.

 The same as an initial public offering (IPO)
 A secondary market is what people refer to 

as the “stock market.”
 NYSE, NASDAQ, etc.

 Investors trade among themselves with previously 
issued securities.



 The Securities and Exchange Commission
(SEC) is the primary federal regulatory 
agency for the securities (investment) 
industry.

 Promote full disclosure of information

 Protect investors against fraudulent and 
manipulative practices

▪ I.E. Insider trading



 Major Web sites
 Yahoo Finance (http://finance.yahoo.com)
 Bloomberg (http://www.bloomberg.com)
 Motley Fool (http://www.fool.com/familyfool)

 What to avoid:
 Never buy a stock due to an e-mail stock tip
 Never buy a stock that is not listed on a major 

exchange
 Never buy “penny stocks” (less than $1 a share)

 Read ratings
 Review a prospectus for fund

http://finance.yahoo.com/
http://www.bloomberg.com/
http://www.fool.com/familyfool


 Stocks

 Bought through brokerage house or directly from 
company using some form of DRIP account

 Bonds

 Individual bonds can be bought from bank

 Bond mutual funds available from investment groups

 Money Market Funds

 Available at financial institutions (banks, CUs, etc.)

 Mutual Funds

 Through brokerage house

 Directly from mutual fund company



 Can invest in more risky stocks when 
younger

 More time for money to grow

 More time to recover from any losses

 As you get older, shift more of your portfolio 
to safer investments

 Will need money sooner

 Less time to recover from downturn in investment 
value



 Investing in global companies can be risky

 Not all countries have such strict reporting 
requirements on businesses

 May not get a good report from company of their 
financial health

 Investing in global companies can serve as a 
hedge (protection) against downturn in US 
economy or US dollar


