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Understanding Investment and the Stock Market

A Quick Overview of Investing
What is an investment?

 When money is put into some tangible item or �nancial instrument for the purpose of 
increasing an original amount of money, an investment  has been made. An investment can be 
made in many different ways, such as buying land, antiques, gold, cattle, bonds, �ne artworks, 
or stocks, or money can be put into bank accounts. When money is used to purchase any of 
these items in the hope of creating more money, then an investment has taken place. 

How are investments made?

 Regardless of where a person decides to invest money, there are a few basic steps in 
the process that are worth reviewing before we plunge ahead. First, an investor must decide 
how he or she wishes to invest his or her money. Many investors choose stocks, bonds, or other 
�nancial instruments for two very good reasons.  
 First, stocks and bonds are considered to be liquid assets . This means that stocks and 
bonds, in most cases, can be easily sold when the investor is ready to sell. If you put your money 
into a piece of �ne art or a herd of goats, for example, there may not be another investor who 
is ready to buy it when the time comes.
 Second, the rate of return, or pro�t,  is often “promised” before money is put into an invest-
ment. In the case of a bank account, an interest rate is promised by the bank. In other words, the 
bank pays the investor a �xed amount to keep his money in a bank account. Some companies 
pay investors interest to own stocks (called dividends). In this way, some of the uncertainty is 
removed before an investor commits his or her money to an investment. The investor has an 
idea of what to expect before the investment has even been made. 
 At some point, the investment must be sold in order for the investor to make a pro�t.  This 
can happen in a variety of ways, depending on where an investor has put his or her money. It 
may be as easy as cashing in a bank account, sending a rare work of art to be sold at an auc-
tion house, or selling stocks through a stock exchange. 
 More information will follow on exactly how stocks and bonds are sold, but the process 
can be as easy as calling a stockbroker or placing a sell order online with a computer.
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What causes an investment to go up (or down) in value?

 Many factors can in�uence the value of an investment. Most investments are determined 
by the simple economic principle of supply and demand. For most goods, the price of the item 
goes up as the supply gets lower. A simple example would be that of a popular toy during the 
holiday season. Once the limited supply of that toy sells out at the retail store, you’ll often see it 
offered for sale in the newspaper classi�eds or online auctions at a much higher price. Scarcity 
has caused the price of this item to rise sharply. Likewise, after the holiday season is over and 
the toy stores are able to re-stock this popular item, the price will return to normal, since many 
are readily available. 
 Since a share of stock is basically a tiny ownership stake in a particular company, stocks 
work somewhat like the simpli�ed toy example. The main difference is that many things affect 
the price of a stock. What type of product does the company produce? How good are they at 
competing with other companies that are in the same line of business? How much money does 
this company earn, and what are its pro�ts? The answers to these questions help determine 
the price of a particular company’s stock. 
 Since so many factors can contribute to a stock’s price, predicting the future value of a 
stock can be a risky business for the investor. Keep in mind that putting money into an invest-
ment does not always ensure that a pro�t will be made for the investor. Sometimes investments 
lose money.

Questions to Consider
  1.  Would loaning a friend $10 to buy a movie ticket be considered an investment? Why or 

why not?

 

 

 

  2. If a person invested $10,000 to start a small computer repair service but lost most of that 
money in the �rst three months, would this be considered an investment? Why or why not?

 

 

 

  3.  Why do you think it is important to so many investors to invest in liquid assets, things that 
can readily be turned into cash, such as stocks, bonds, or bank accounts?
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  4.  Why would buying an antique automobile probably be a poor choice as an investment for 
most people when compared to simply opening a bank savings account?

 

 

 

  5.  Imagine that you have made an investment by buying one of only �ve known autographs 
of a famous musician who lived during the 1700s. Shortly afterward, you hear that an auc-
tion house has just announced the discovery of 200 pieces of sheet music with this same 
musician’s authentic signature on each piece. What would you expect to happen to the 
value of your investment?

 

 

 

  6.  If a company makes an excellent product that you enjoy using, should it follow that the 
company’s stock would make an excellent investment? Why or why not?

 

 

 

  7.  Do you think the price of an investment can be affected by the way people might feel about 
that investment, as opposed to the investment’s real underlying value? Explain your posi-
tion.

 

 

 

  8.  What kinds of questions would you ask of someone offering you the opportunity to invest 
money in an idea, product, or company?
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Using Financial Terms
Directions:  Understanding �nancially related language is one of the biggest hurdles to learning 
how certain �nancial markets work. For this activity, use the word choices below to best com-
plete or match each sentence. Use a dictionary or the Internet if you need help with these terms. 
Choices will only be used once, and some will not be used.

 margin buying   stock index   dollar cost averaging
 investment   cost basis   day trading
 commission   short sell   diversification
 risk    stock    interest
 municipal bond  dividend   blue chip stock
 junk bond   bears/bulls   mutual fund
 treasuries   P/E ratio

  1.  A/an  is money put into a �nancial instrument or tangible 

item for the purpose of increasing the original amount of money. 

  2.  A share of ownership in a company. 

  3.  Percentage amount paid by banks or other �nancial institutions on monetary deposits.

  

  4.   gives a �gure for the overall price paid for a block of 

stock.

  5.  Special kind of bond that carries a higher interest payment since the company’s credit 

worthiness is not highly rated. 

  6.  Financial instruments issued by the U.S. government. 

  7.  A/an  is a small payment given to the shareholder as a 

reward for holding a company’s stock.

  8.  An investor who strongly favors a buy and hold strategy would �nd much to disagree with 

in this strategy. 

  9.  A/an  is a large stock portfolio where many investors have 

pooled their money.

10.   allows investors a way to determine the per share price 

of stock they own, even though it may have been purchased at different price levels.

Using Financial Terms
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11.  A/an  is a numerical method for tracking many stocks to 

easily gauge how a larger market is doing.

12.   is a strategy that calls for borrowing money against stock 

holdings in order to buy more stock.

13.  Fee paid to a broker for handling a stock transaction. 

14.  Splitting investments into differ-

ent areas to avoid the harmful ef-

fect of losses in a single area. 

15.  

is a primary factor in selecting an 

investment, since it determines how 

well the investment should pay, as 

well as how much threat there is to 

the monies invested.

16.  Strategy used by an investor to make 

money in stocks that are in decline.

Using Financial Terms (cont.)
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Section I: Investment Options

Chapter 1: Investment Vehicles
 “To the man who only has a hammer in the tool kit, every problem looks like 

a nail.”      
        — Abraham Maslow

 A vehicle is something you use to get from where you are now to where you want to be. 
For example, if you wanted to go shopping at the mall, you might ride the bus, train, or taxi, 
or have a friend or relative drive you. There are pros and cons associated with each of your 
transportation options  (vehicles). One vehicle 
might be faster than another, one vehicle might 
be safer than the rest, or another vehicle might 
be cheaper than the others. You need to use the 
vehicle that is right for your current situation.
 When we invest in the stock market, we 
usually do so with a �nancial goal in mind. This 
goal, whether short-term or long-term, is where 
we want to be in the future. A short-term goal  
might be to save enough money for a down pay-
ment on a house; a long-term goal  might be to 
retire �nancially secure. Let’s take a closer look 
at the most common investment vehicles  (com-
mon stocks, bonds, T-bills, mutual funds) we can 
use to reach our goals.

Chapter 1: Investment Vehicles
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Chapter 2: Banks and Simple Interest 
 Bank accounts that pay interest are considered among the safest forms of investments. 
Deposits are insured by the Federal Deposit Insurance Corporation (FDIC), and investors have 
little worry that money invested in a savings account will be lost. In this way, the interest paid by 
banks forms the baseline by which other investments must be measured. Why would an investor 
risk his or her money in a particular investment unless the return on that investment is enough 
to walk away from the safety of a guaranteed interest-paying bank account? 

 One of the �rst questions an investor needs to ask when considering an investment is: 
Am I being adequately rewarded in return for the risk being assumed on this investment? That’s 
why understanding how interest works on bank deposits is necessary before an investor can 
reasonably consider the risk/reward offered by other investments. 

 We’ll take a look at simple interest in this activity. The formula for computing simple inter-
est is

                  Interest Rate x Principal = Interest Earned

In this formula, principal  simply means the amount of money invested.

Example:
  A.   Lyle deposited $5,000 into a savings account. The account pays 5% interest per year. How 

much money will Lyle earn from this investment at the end of the one-year term?

   $5,000 x 5% = Interest Earned
   $5,000  x   0.05  = $250

 Lyle’s deposit will earn $250 in interest the �rst year. This means that at the end of 1 year, 
his account would have a balance of $5,250, once the interest has been added to his be-
ginning balance. 

  B.   Beverly invested $12,800 in a one-year certi�cate of deposit at her bank. Interest on this 
certi�cate is 6.6%. How much money will her investment have earned when the CD ma-
tures?

 $12,800 x  6.6%  = Interest Earned   
 $12,800 x 0.066 = $844.80 

 This CD will earn $844.80 at maturity.

Chapter 2: Banks and Simple Interest
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Chapter 2: Banks and Simple Interest (cont.)
Directions:  Answer each of the following questions regarding the computation of simple interest.

  1.  How much interest will be earned at the end of one year on a deposit of $340 in an account 
that pays 2.9% annual interest?

 

  2.  Stacy was given a gift of $4,000 from her grandparents. If she deposits the money in her 
savings account, it will earn 4.45% interest per year. How much will she have earned in 
interest on this money at the end of one year?

 

  3.  An investor, worried about the ups and downs of the stock market, decided to park $125,000 
in a bank certi�cate of deposit paying 8.8% interest. How much money will the investor 
have at the end of the year in principal, plus interest earned?

 

  4.  John sold some company stock that paid dividends, opting instead for a bank account that 
offered 4.75% annual interest. He deposited $48,200 in this account. How much interest 
can he expect to earn on this account at the end of one year?

 

  5.  Maureen was considering a risky investment, which a friend has promised will earn 14.5% 
interest in the �rst year. She now has her $20,000 in a bank account that pays 2.75% 
interest. Her friend is trying to convince Maureen to invest the money by showing her the 
difference between what the two investments will earn. How much more will the risky in-
vestment earn than the bank account, assuming it goes as expected?

 

  6.  Gene was thinking of investing $10,000 with a bank near his house at 3.25% interest. It’s 
convenient for Gene to go to this branch, even though another bank across town is offering 
3.65% interest on the same kind of account. How much will Gene lose in interest in one 
year if he deposits his money in the bank offering the lower interest rate?

 

  7. Paul earned 12.75% interest on a $6,500 investment for putting the money at risk for only 
one month. With this money, a friend of his started a restaurant, which immediately became 
popular. Paul is thinking of putting his original investment, plus the interest he earned, into 
another investment. How much money does Paul have to invest?

 

Chapter 2: Banks and Simple Interest



10© Mark Twain Media, Inc., Publishers

Understanding Investment and the Stock Market

Section II: Stock Issues

Chapter 3: Common Stock
 The ownership of a corporation is divided into transferable  units known as shares of stock. 
There are several categories, or classes, of stock. Individuals and companies buy stocks because 
they expect to profit  when the corporation makes pro�ts.  Corporations issue two basic types of 
stock: common stock  and preferred stock . 
 Corporations differ from other types of business structures, such as sole proprietorships 
and partnerships. In sole proprietorships, one person (the owner) receives the pro�ts.  In partner-
ships, only the partners share in any �nancial gains. But in a corporation, hundreds, thousands, and 
sometimes even millions, of stockholders share the pro�ts.  Furthermore, in the corporate structure , 
stockholders may buy and sell ownership (company stock) without interfering with the activities of 
the corporation. There are millions of transactions  that occur daily on stock exchanges, and they 
are independent transactions between buyers and sellers that do not affect the daily operations of 
the corporations involved. This is in contrast to sole proprietorships and partnerships, where the life 
of the business ceases  when ownership  changes.

 One other important distinction between a corporation and the other types of business struc-
tures is investors  (stockholders) in a corporation limit their losses to the amount that they invest in 
shares of stock, if the company would get into serious �nancial dif�culties.
 The most popular investment vehicle in the stock market is common stock . One share of 
common stock represents one-part ownership in a corporation. If you owned 1,000 common shares 
of ABC Corporation, and they have 100,000 shares outstanding  (sold), then you would own 1% of 
the ABC Corporation. As a shareholder  (owner), you have the right to vote on important corporate 
issues, such as the election of a corporation’s board of directors, and mergers or  acquisitions  
(the joining with, or the taking over of, another company).
 There are two basic ways that an investor can make money by buying common stock. The 
�rst  way is that the stock could increase in market value. The stock price will increase in market value 

Chapter 3: Common Stock

   Sole Proprietorship               Partnership     Corporation
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Chapter 3: Common Stock (cont.)

Chapter 3: Common Stock

when buyers bid the stock price up when trying to acquire shares of the stock. You, no doubt, have 
seen this happen with other consumer products. When the PlayStation 2™ Video Game System 
�rst came out, everybody wanted one, but there were not enough systems available; thus, people 
were willing to pay more than the suggested retail price in order to acquire the system. While game 
players were trying to acquire the system, investors were trying to acquire Sony (the manufacturer) 
stock. Those investors who currently held Sony stock could sell to those trying to acquire the stock 
at a price higher than the price they originally paid for the stock, thus making a pro�t.
 The second way of making money via common 
stock is through the corporation’s dividend policy. A 
dividend  is money given to each shareholder as a way 
of sharing the corporate pro�ts with the owners or stock-
holders. Typically, the more pro�t a corporation makes, 
the more dividends the stockholders make.
 It should be noted at this point that making 
money by investing in common stock is not guaranteed. 
The market price of the stock could drop in value if the 
company is mismanaged or if the company does not live 
up to investors’ expectations. Furthermore, dividends 
are not guaranteed either. Looking at a company’s past dividend 
record gives you a pretty good idea of how much in the way of dividends 
per share they are likely to pay in the future, but the corporation is under no legal obligation to pay 
dividends.
  A distinctive feature of corporations is that they have shares of stock, and they can distribute 
pro�ts to the shareholders via dividends. The dividends that are paid to shareholders represent a 
positive return on investment (pro�t) for the �rm and can be directly distributed to the shareholders. 
As mentioned above, the payment of dividends is at the discretion (option) of the board of directors. 
Some important characteristics of dividends include the following: 

 • Unless the board of directors of the corporation declares a dividend, it is not a liability of the 
corporation. A corporation cannot default on an undeclared dividend. As a consequence, 
corporations cannot become bankrupt because of nonpayment of an undeclared dividend.

 • The payment of dividends by the corporation is not a business expense. Dividends are not 
tax deductible for corporations.

 • Dividends received by individual shareholders are, for the most part, considered ordinary 
income by the IRS, and are fully taxable.

  “Bulls make money. Bears make money. Pigs get slaughtered.” 
            — Anonymous




