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Accredited Investor 

An accredited investor is a person or institution that the Securities and Exchange Commission (SEC) 
defines as being qualified to invest in unregistered securities, such as privately held corporations, private 
equity investments, and hedge funds. 

The qualification is based on the value of the investor's assets, or in the case of an individual, annual 
income. 

Specifically, to be an accredited investor you must have a net worth of at least $1 million or a current 
annual income of at least $200,000 with the anticipation you'll earn at least that much next year. If you're 
married, that amount is increased to $300,000. 

Institutions are required to have assets worth $5 million to qualify as accredited investors. The underlying 
principle is that investors with these assets have the sophistication to understand the risks involved in the 
investment and can afford to lose the money should the investment fail. 

 
Acquisition  

If a company buys another company outright, or accumulates enough shares to take a controlling interest, 
the deal is described as an acquisition. 

The acquiring company's motive may be to expand the scope of its products and services, to make itself 
a major player in its sector, or to fend off being taken over itself. 

To complete the deal, the acquirer may be willing to pay a higher price per share than the price at which 
the stock is currently trading. That means shareholders of the target company may realize a substantial 
gain, so some investors are always on the lookout for companies that seem ripe for acquisition. 

Sometimes acquisitions are described, more bluntly, as takeovers and other times, more diplomatically, 
as mergers. Collectively, these activities are referred to as mergers and acquisitions, or M&A, to those in 
the business. 

 
Activist Investor 

An activist investor attempts to force a corporation to make changes in management, board structure, 
investment policies, use of retained earnings, or other practices, often by introducing shareholder 
proposals or putting forward alternative directors. 

Activist investors may be hedge funds, institutional investors, such as money managers or pension funds, 
wealthy individual investors, or groups of investors with a common cause. 

Some activists deliberately accumulate substantial stakes in undervalued companies to force changes 
that will increase the share price so they can sell at a profit. Others, such as long-time or majority 
stakeholders, may object to current management practices, prefer an independent board of directors, or 
want a voice in executive pay. While they seek improvement to the bottom line, they may also be 
committed to strengthening the company in other ways. 

Activist methods vary as well. Some wage public relations and proxy wars while others seek to implement 
their proposals through negotiation. In recent years activists have achieved a number of goals including 
increased respect for their power to effect change. 

 
Adjustable Rate Mortgage (ARM) 

An adjustable rate mortgage is a long-term loan you use to finance a real estate purchase, typically a 
home. 

Unlike a fixed-rate mortgage, where the interest rate remains the same for the term of the loan, the 
interest rate on an ARM is adjusted, or changed, during its term. 

 



The initial rate on an ARM is usually lower than the rate on a fixed-rate mortgage for the same term, 
which means it may be easier to qualify for an ARM. You take the risk, however, that interest rates may 
rise, increasing the cost of your mortgage. Of course, it's also possible that the rates may drop, 
decreasing your payments. 

The rate adjustments, which are based on changes in one of the publicly reported indexes that reflect 
market rates, occur at preset times, usually once a year but sometimes less often. Typically, rate changes 
on ARMs are capped both annually and over the term of the loan, which helps protect you in the case of a 
rapid or sustained increase in market rates. 

However, certain ARMs allow negative amortization, which means additional interest could accumulate 
on the outstanding balance if market rates rise higher than the cap. That interest would be due when the 
loan matured or if you want to prepay. 

 
Adjusted Gross Income (AGI) 

Your AGI is your gross, or total, income from taxable sources minus certain deductions. 

Income includes salary and other employment income, interest and dividends, and long- and short-term 
capital gains and losses. Deductions include unreimbursed business and medical expenses, contributions 
to a deductible individual retirement account (IRA), and alimony you pay. 

You figure your AGI on page one of your federal tax return, and it serves as the basis for calculating the 
income tax you owe. Your modified AGI is used to establish your eligibility for certain tax or financial 
benefits, such as deducting your IRA contribution or qualifying for certain tax credits. 

 
Advance-Decline (A-D) Line 

The advance-decline line graphs the ratio of stocks that have risen in value -- the advancers -- to stocks 
that have fallen in value -- the decliners -- over a particular trading period. 

The direction and steepness of the A-D line gives you a general idea of the direction of the market. For 
example, a noticeable upward trend, which is created when there are more advancers than decliners, 
indicates a growing market. 

A downward slope indicates a market in retreat. At times, however, there may be no clear trend in either 
direction. 

 
After-hours Market 

Securities, such as stocks and bonds, may change hands on organized markets and exchanges after 
regular business hours, in what is known as the after-hours market. 

These electronic transactions explain why a security may open for trading at a different price from the one 
it closed at the day before. 

There's also trading in benchmark indexes such as Standard & Poor's Index (S&P 500) and the Dow 
Jones Industrial Average (DJIA) before US stock markets open. The level of activity and the direction the 
trading -- up or down -- is widely interpreted as an early indicator of what's likely to happen in the market 
during the day. 

 
All or None Order (AON) 

When a trading order is marked AON, the broker who is handling the order must either fill the whole order 
or not fill it at all. 

For example, if you want to buy 1,500 shares at $20 a share and only 1,000 are available at that price, 
your order won't be filled. However, the order will remain active until you cancel it, and so may be filled at 
some point in the future. 

 
Alpha 

A stock's alpha is an analyst's estimate of its potential price increase based on the rate at which the 
company's earnings are growing and other aspects of the company's current performance. 

For example, if a stock has an alpha of 1.15, that means the analyst expects a 15% price increase in a 
year when stock prices in general are flat 



One investment strategy is to look for stocks whose alphas are high, which means the stocks are 
undervalued and have the potential to provide a strong return. A stock's alpha is different from its beta, 
which estimates its price volatility in relation to the market as a whole. 

 
American Stock Exchange (AMEX) 

The AMEX is the second-largest floor-based stock exchange in the United States after the New York 
Stock Exchange (NYSE). 

It operates an auction market in stocks (including overseas stocks), exchange traded funds, and 
derivatives, including options on many NYSE-traded and over-the-counter (OTC) stocks. 

 
American-style Option 

A listed option that you can exercise at any point between the day you purchase it and its expiration date 
is called an American-style option. All equity options are American style, no matter where the exchange 
on which they trade is located. 

In contrast, you can exercise European-style options only on the last trading day before the expiration 
date, not before. Index options listed on various US exchanges may be either American- or European-
style options. 

 
Amortization 

Amortization is the gradual repayment of a debt over a period of time, such as monthly payments on a 
mortgage loan or credit card balance. 

To amortize a loan, your payments must be large enough to pay not only the interest that has accrued but 
also to reduce the principal you owe. The word amortize itself tells the story, since it means "to bring to 
death." 

 
Analyst 

A financial analyst tracks the performance of companies and industries, evaluates their potential value as 
investments, and makes recommendations on specific securities. 

When the most highly respected analysts express a strong opinion about a stock, there is often an 
immediate impact on that stock's price as investors rush to follow the advice. 

Some analysts work for financial institutions, such as mutual fund companies, brokerage firms, and 
banks. Others work for analytical services, such as Value Line, Inc., Morningstar, Inc., Standard & Poor's, 
or Moody's Investors Service, or as independent evaluators. 

Analysts' commentaries also appear regularly in the financial press, and on radio, television, and the 
Internet. 

 
Annual Percentage Rate (APR) 

A loan's annual percentage rate, or APR, is what credit costs you each year, expressed as a percentage 
of the loan amount. 

The APR, which is usually higher than the nominal, or named, rate you're quoted for a loan, includes most 
of a loan's up-front fees as well as the annual interest rate. 

You should use APR, which is a more accurate picture of the cost of borrowing than the interest rate 
alone, to compare various loans you're considering. 

 
Annual Percentage Yield (APY) 

Annual percentage yield is the amount you earn on an interest-bearing investment in a year, expressed 
as a percentage. For example, if you earn $60 on a $1,000 certificate of deposit (CD) between January 1 
and December 31, your APY is 6%. 

When the APY is the same as the interest rate that is being paid on an investment, you are earning 
simple interest. But when the APY is higher than the interest rate, the interest is being compounded, 
which means you are earning interest on your accumulating interest. 

 
 



Annual Report 

By law, each publicly held corporation must provide its shareholders with an annual report showing its 
income and balance sheet. 

In most cases, it contains not only financial details but also a message from the chairman, a description of 
the company's operations, and an overview of its achievements. 

Most annual reports are glossy affairs that also serve as marketing pieces. Copies are generally available 
from the company's investor relations office, and annual reports may even appear on the company's 
website. The company's 10-K report is a more comprehensive look at its finances. 

 
Annuity 

Originally, an annuity simply meant an annual payment. That's why the retirement income you receive 
from a defined benefit plan each year, usually in monthly installments, is called a pension annuity. 

But an annuity is also an insurance company product that's designed to allow you to accumulate tax-
deferred assets that can be converted to a source of lifetime annual income. 

When a deferred annuity is offered as part of a qualified plan, such as a traditional 401(k), 403(b), or tax-
deferred annuity (TDA), you can contribute up to the annual limit and typically begin to take income from 
the annuity when you retire. 

You can also buy a nonqualified deferred annuity contract on your own. With nonqualified annuities, there 
are no federal limits on annual contributions and no required withdrawals, though you may begin 
receiving income without penalty when you turn 59 1/2. 

An immediate annuity, in contrast, is one you purchase with a lump sum when you are ready to begin 
receiving income, usually when you retire. The payouts begin right away and the annuity company 
promises the income will last your lifetime. 

With all types of annuities, the guarantee of lifetime annuity income depends on the claims-paying ability 
of the company that sells the annuity contract. 

 
Appreciation  

When an asset such as stock, real estate, or personal property increases in value without any 
improvements or modification having been made to it, that's called appreciation. 

Some personal assets, such as fine art or antiques, may appreciate over time, while others -- such as 
electronic equipment -- usually lose value, or depreciate. 

Certain investments also have the potential to appreciate. A number of factors can cause an asset to 
appreciate, among them inflation, uniqueness, or increased demand. 

 
Arbitrage 

Arbitrage is the technique of simultaneously buying at a lower price in one market and selling at a higher 
price in another market to make a profit on the spread between the prices. 

Although the price difference may be very small, arbitrageurs, or “arbs”, typically trade regularly and in 
huge volume, so they can make sizable profits. 

But the strategy, which depends on split-second timing, can also backfire if interest rates, prices, currency 
exchange rates, or other factors move in ways the arbitrageurs don't anticipate. 

 
Ask 

The ask price is the price at which a market maker or broker offers to sell a security or commodity. 

The price another market maker or broker is willing to pay for that security is called the bid price, and the 
difference between the two prices is called the spread. 

Bid and ask prices are typically reported to the media for commodities and over-the-counter (OTC) 
transactions. In contrast, last, or closing, prices are reported for exchange-traded and national market 
securities. 

With open-end mutual funds, the ask price is the net asset value (NAV), or the price you get if you sell, 
plus the sales charge, if one applies. 



 
Asset 

Assets are everything you own that has any monetary value, plus any money you are owed. 

They include money in bank accounts, stocks, bonds, mutual funds, equity in real estate, the value of 
your life insurance policy, and any personal property that people would pay to own. 

When you figure your net worth, you subtract the amount you owe, or your liabilities, from your assets. 
Similarly, a company's assets include the value of its physical plant, its inventory, and less tangible 
elements, such as its reputation. 

 
Asset Class 

Different categories of investments are described as asset classes. Stock, bonds, and cash -- including 
cash equivalents -- are major asset classes. So are real estate, derivative investments, such as options 
and futures contracts, and precious metals. 

When you allocate the assets in your investment portfolio, you decide what proportion of its total value will 
be invested in each of the different asset classes you're including. 

 
Assignment 

Assignment occurs when someone who has written, or sold, a listed option receives a notice that the 
option has been exercised and he or she must fulfill the terms of the contract by buying the underlying 
instrument if the option was a put or selling the underlying instrument if the option was a call. 

Making the assignment is a two-step process. When an option listed on a US exchange is exercised, the 
Options Clearing Corporation (OCC) notifies a member broker-dealer firm with clients who have sold 
options in that series that one of those clients must meet the obligation to buy or sell. The firm, in turn, 
selects an individual client following its particular methodology, such as chronological order of sale or 
random choice. 

As the writer of an in-the-money option, you should expect assignment, unless you close out your position 
with an offsetting contract. However, there is no guarantee that you will realize a profit or avoid a loss. 

Assignment also means transferring property you own, such as stock and real estate, to someone else by 
using the document that's appropriate to the type of property. Similarly, property of a financially troubled 
entity can be assigned, or transferred, to a creditor and sold to offset losses. 

 
At-the-money 

At-the-money is another way of saying at the current price. Options whose exercise price is the same or 
almost the same as the current market price of the underlying stock or futures contract are considered at-
the-money. 

 
Average Annual Yield 

Average annual yield is the average yearly income on an investment, expressed as a percentage. 

You can calculate the average annual yield by adding all the income you received on an investment and 
dividing that amount by the number of years the money was invested. So if you receive $60 interest on a 
$1,000 bond each year for ten years, the average annual yield is 6% ($60 &#xF7; $1,000 = 0.06 or 6%). 

 
 

B 
 
Back Test 

A back test simulates the investment return that an investment strategy would have produced over a 
specific period. 

For example, someone who wanted to evaluate a strategy of buying after stock splits might test the effect 
of having purchased 500 additional shares in the large-cap stocks in a hypothetical portfolio each time 
one of the stocks split during the period from 1957 to the present. 



Back testing is sometimes used to support a current investment strategy by demonstrating that it would 
have enjoyed strong past performance. Critics point out that the testing period that's chosen has a 
significant impact on the results and that past performance doesn't guarantee future returns. 

 
Balance Sheet 

A balance sheet is a statement of a company's financial position at a particular moment in time. This 
financial report shows the two sides of a company's financial situation -- what it owns and what it owes. 

What the company owns, called its assets, is always equal to the combined value of what the company 
owes, called its liabilities, and the value of its shareholders' equity. Expressed as an equation, a 
company's balance sheets shows assets = liabilities + shareholder value. 

If the company were to dissolve, then its debts would be paid, and any assets that remained would be 
distributed to the shareholders as their equity. Bankruptcy occurs in situations where there is nothing left 
to distribute to the shareholders, and the company balance sheet is in fact unbalanced because the 
company owes more than it owns. 

 
Basis 

Basis is the total cost of buying an investment or other asset, including the price, commissions, and other 
charges. 

If you sell the asset, you subtract your basis, also known as your cost basis, from the selling price to 
determine your capital gain or capital loss. If you give the asset away, the recipient's basis is the same 
amount as yours. 

But if you leave an asset to a beneficiary in your will, the person receives the asset at a step-up in basis, 
which means the basis of the asset is reset to its market value as of the time of your death. 

 
Basket 

A basket is a group of securities that have been put together for a specific investment purpose and are 
traded as a unit. 

Authorized ETF participants accumulate baskets that include all of the securities tracked by a specific 
index. The baskets then become creation units for an ETF that tracks that index. 

Basket also refers to a group of 15 or more securities with a combined value of $1 million that institutional 
investors and arbitrageurs assemble to use in program trading. The program trading is driven by 
sophisticated computer software that may automatically trigger trading when prices, or spreads between 
prices, hit predetermined levels. 

Since baskets represent large values, basket trading can cause abrupt price changes in a stock or group 
of stocks included in a basket and may even have a dramatic effect on the overall market. 

 
Bear Market 

A bear market is sometimes described as a period of falling securities prices and sometimes, more 
specifically, as a market where prices have fallen 20% or more from the most recent high. 

A bear market in stocks is triggered when investors sell off shares, generally because they anticipate 
worsening economic conditions and falling corporate profits. 

A bear market in bonds is usually the result of rising interest rates, which prompts investors to sell off 
older bonds paying lower rates. 

 
Bear Spread 

A bear spread is an options strategy that you use when you anticipate a decline in the price of the 
underlying instrument, such as a stock or an index. 

As in any spread, you purchase one option and write another on the same underlying item. Both options 
are identical except for one element, such as the strike price or the expiration date. 

For example, with a vertical bear call spread, you buy a call with a higher strike price and sell a call with a 
lower strike price. With a vertical bear put, you buy a put at a higher price and sell a put at a lower price. 



In either case, if you're right about the behavior of the underlying instrument -- for example, if a stock 
whose price you expect to fall does lose value -- you could have a net profit. If you're wrong, you could 
have a net loss cushioned by the income from the sale of one of the legs of the spread. 

 
Bearer Bond 

A bearer bond is a certificate that states the security's par value, the rate at which interest will be paid, 
and the name of the bond's owner. 

In the past, bearer bonds came with detachable coupons that had to be presented to the issuer to receive 
the interest payments. That practice explains why a bond's interest rate is often referred to as its coupon 
rate. 

Unlike most bonds issued in the United States since 1983, which are registered electronically, a bearer 
bond isn't registered, and there's no record of ownership. This means it can be sold or redeemed by the 
person or organization that holds it. 

 
Beige Book 

Beige book is the colloquial name for the Federal report that is formally titled Summary of Commentary on 
Current Economic Conditions by Federal Reserve District. 

The beige book is prepared eight times per year by the Federal Reserve Board, in preparation for the 
Federal Open Market Committee (FOMC) meetings, at which its members discuss the state of the 
economy and determine whether any changes ought to be made to the discount rate and whether the 
money supply should be tightened or loosened. 

The report is based on information provided by each Federal Reserve Bank on its particular district and 
includes opinion and analysis from economists, bank directors, business people, and other market 
experts in each district. Economic forecasters use the beige book to predict whether and how the Fed will 
act after the FOMC meeting. 

 
Bellwether 

A market bellwether is a security whose changing price is considered a signal that the market is changing 
direction. 

It gets its name from the wether, or castrated ram, that walks at the head of a shepherd's flock. The 
distinctive tone of the bell around the wether's neck signals the flock's position. 

There's not an official list of these trend setters, or market barometers, and they do change as the overall 
markets and the fortunes of individual companies change. 

 
Benchmark 

An investment benchmark is a standard against which the performance of an individual security or group 
of securities is measured. 

For example, the average annual performance of a class of securities over time is a benchmark against 
which current performance of members of that class and the class itself is measured. 

When the benchmark is an index tracking a specific segment of the market, the changing value of the 
index not only measures the strength or weakness of its segment but is the standard against which the 
performance of individual investments within the segment are measured. 

For example, the Standard & Poor's 500 Index (S&P 500) and the Dow Jones Industrial Average (DJIA) 
are the most widely followed benchmarks, or indicators, of the US market for large-company stocks and 
the funds that invest in those stocks. 

There are other indexes that serve as benchmarks for both broader and narrower segments of the US 
equities markets, of international markets, and of other types of investments such as bonds, mutual 
funds, and commodities. 

Individual investors and financial professionals often gauge their market expectations and judge the 
performance of individual investments or market sectors against the appropriate benchmarks. In a 
somewhat different way, the changing yield on the 10-year US Treasury bond is considered a benchmark 
of investor attitudes. 



For example, a lower yield is an indication that investors are putting money into bonds, driving up the 
price, possibly because they expect stock prices to drop. Conversely, a higher yield indicates investors 
are putting their money elsewhere. 

Originally the term benchmark was a surveyor's mark indicating a specific height above sea level. 

 
Beta 

Beta is a measure of an investment's relative volatility. The higher the beta, the more sharply the value of 
the investment can be expected to fluctuate in relation to a market index. 

For example, Standard & Poor’s Index (S&P 500) has a beta coefficient (or base) of 1. That means if the 
S&P 500 moves 2% in either direction, a stock with a beta of 1 would also move 2%. 

Under the same market conditions, however, a stock with a beta of 1.5 would move 3% (2% increase x 
1.5 beta = 0.03, or 3%). But a stock with a beta lower than 1 would be expected to be more stable in price 
and move less. Betas as low as 0.5 and as high as 4 are fairly common, depending on the sector and 
size of the company. 

However, in recent years, there has been a lively debate about the validity of assigning and using a beta 
value as an accurate predictor of stock performance. 

 
Bid 

The bid is the price a market maker or broker is willing to pay for a security, such as a stock or bond, at a 
particular time. In the real estate market, a bid is the amount a buyer offers to pay for a property. 

 
Bid and Ask 

Bid and ask is better known as a quotation or quote. 

Bid is the price a market maker or broker offers to pay for a security, and ask is the price at which a 
market maker or dealer offers to sell. The difference between the two prices is called the spread. 

 
Big Board 

The Big Board is the nickname of the New York Stock Exchange (NYSE), the oldest stock exchange in 
the United States and the one with the largest trading floor. 

Common and preferred stock, bonds, exchange traded funds, warrants, rights. and other investment 
products are all traded on the Big Board, which dates back to 1792. 

 
Block Trade 

When at least 10,000 shares of stock or bonds valued at $200,000 or more are bought or sold in a single 
transaction, it is called a block trade. 

Institutional investors, including mutual funds and pension funds, typically trade in this volume, and most 
individual investors do not. 

 
Blue Chip Stock 

Blue chip stock is the common stock of a large, well-regarded US company. The companies in that 
informal category are collectively known as blue chip companies. Blue chips have a long-established 
record of earning profits and paying dividends regardless of the economic climate. 

They take their name from the most valuable poker chips. In the United Kingdom, in contrast, comparable 
firms are called alpha companies. 

 
Blue Sky Laws 

Blue sky laws require companies that sell stock, mutual funds, and other financial products to register 
new issues with the appropriate public agency. 

The companies must also provide financial details of each offering in writing so that investors have the 
information they need to make informed buy and sell decisions. 

These laws are state rather than federal laws, and owe their origin -- at least in legend -- to a frustrated 
judge who equated the value of a worthless stock offering to a patch of blue sky. 



 
Boiler Room 

A boiler room is a location used by con artists to contact potential victim’s out-of-the-blue -- an approach 
known as cold calling -- in an attempt to sell high-risk investments that may or may not be legitimate. 

Boiler room scammers typically use high-pressure tactics to close an immediate sale and are unwilling to 
provide written information about either the investment they are pushing or themselves. 

 
Bond 

Bonds are debt securities issued by corporations and governments. 

Bonds are, in fact, loans that you and other investors make to the issuers in return for the promise of 
being paid interest, usually but not always at a fixed rate, over the loan term. The issuer also promises to 
repay the loan principal at maturity, on time and in full. 

Because most bonds pay interest on a regular basis, they are also described as fixed-income 
investments. While the term bond is used generically to describe all debt securities, bonds are specifically 
long-term investments, with maturities longer than ten years. 

 
Bond Rating 

Independent agencies, such as Standard & Poor’s Index (S&P 500) and Moody's Investors Service, 
assess the likelihood that bond issuers are likely to default on their loans or interest payments. 

Ratings systems differ from one agency to another but usually have at least 10 categories, ranging from a 
high of AAA (or Aaa) to a low of D. Bonds ranked BBB (or Baa) or higher are considered investment-
grade bonds. 

 
Book Value 

Book value is the net asset value (NAV) of a company's stocks and bonds. 

Finding the NAV involves subtracting the company's short- and long-term liabilities from its assets to find 
net assets. Then you'd divide the net assets by the number of shares of common stock, preferred stock, 
or bonds to get the NAV per share or per bond. 

Book value is sometimes cited as a way of determining whether a company's assets cover its outstanding 
obligations and equity issues. 

Further, some investors and analysts look at the price of a stock in relation to its book value, which is 
provided in the company's annual report, to help identify undervalued stocks. Other investors discount the 
relevance of this information. 

 
Bottom Fishing 

Investors using a bottom-fishing strategy look for stocks that they consider undervalued because the 
prices are low. 

The logic of bottom fishing is that stock prices sometimes fall further than a company's actual financial 
situation warrants, especially in the aftermath of bad news. Bottom-fishing investors hope the stock will 
rebound dramatically and provide a healthy profit. 

 
Bottom-up Investing 

When you use a bottom-up investing strategy, you focus on the potential of individual stocks, bonds, and 
other investments. 

Using this approach, for example, means you pay less attention to the economy as a whole, or to the 
prospects of the industry a company is in, than you do to the company itself. 

If your investing method is bottom up, you read research reports, examine the company's financial 
stability, and evaluate what you know about its products and services in great detail. 

 
Breakout 

Stock prices fluctuate constantly, but each stock typically moves within a fairly narrow range. That means 
the stock's average price changes gradually, if at all. But sometimes a stock's price breaks out of its limits, 
and jumps or tumbles suddenly. 



Usually the breakout is fueled by a particular event. The company may realize a commercial success, 
such as a drug company discovering a new cure for a major disease. Or a breakout may reflect a 
financial development, such as a new alliance with a successful partner. 

 
Breakpoint 

A breakpoint is the level at which your account balance in a mutual fund company or the size of a new 
investment in the company's funds qualifies you to pay a reduced sales charge. 

Fund companies that charge a percentage of the amount you invest as a front-end load, or sales charge, 
may offer this cost saving. They are not required to do so, but if they do use breakpoints, they must 
ensure that all clients who qualify get the discount. 

In most cases, the first breakpoint is $25,000, with further reductions for each additional $25,000 or 
$50,000 purchase. For example, if the standard load were 5.5%, it might drop to 5.25% at $25,000, to 5% 
at $50,000, and perhaps to as low as 2.5% with an investment of $250,000. 

In calculating breakpoints, some fund companies will combine the value of all of your investments in the 
mutual funds they offer. Other companies count the investments of all the members of your household or 
give you credit for purchases you intend to make in the future. 

 
Broker 

A broker acts as an agent or intermediary for a buyer and a seller. The buyer, seller, and broker may all 
be individuals, or one or more may be a business or other institution. 

For example, a stockbroker works for a brokerage firm, and handles client orders to buy or sell stocks, 
bonds, commodities, and options in return for a commission or asset-based fee. 

Stockbrokers must pass a uniform examination administered by the NASD and must register with the 
Securities and Exchange Commission (SEC). 

A floor broker handles buy and sell orders on the floor of a securities or commodities exchange. A real 
estate broker represents the seller in a real estate transaction and receives a commission on the sale. 

If as a real estate buyer you hire someone to represent your interests, that person is known as a buyer's 
agent. A mortgage or insurance broker acts as an intermediary in finding a mortgage or insurance policy 
for his or her client and also receives a commission. 

 
Broker-Dealer 

A broker-dealer (B/D) is a license granted by the Securities and Exchange Commission (SEC) that 
entitles the licensee to buy and sell securities for its clients' accounts. The firm may also act as principal, 
or dealer, trading securities for its own inventory. 

Some broker-dealers act in both capacities, depending on the circumstances of the trade or the type of 
security being traded. For example, your order to purchase a particular security might be filled from the 
firm's inventory. 

That's perfectly legal, though you must be notified that it has occurred. B/Ds range in size from 
independent one-person offices to large brokerage firms. 

 
Brokerage Account 

To buy and sell securities through a broker-dealer or other financial services firm, you establish an 
account, generally known as a brokerage account, with that firm. 

In a full-service brokerage firm, a registered representative or account executive handles your buy and 
sell instructions and often provides investment advice. 

If your account is with a discount firm, you are more likely to give your orders to the person who answers 
the telephone when you call. 

And if your account is with an online firm, you give orders and get confirmations electronically. 

In all three cases, the firm provides updated information on your investment activity and portfolio value, 
and handles the required paperwork. And in some cases, your brokerage account may be part of a larger 
package of financial services known as an asset management account. 

 
 



Brokerage Firm 

Brokerage firms, also known as broker-dealers, are licensed by the Securities and Exchange Commission 
(SEC) to buy and sell securities for clients and for their own accounts. 

When a brokerage firm sells securities it owns, it is said to be acting as a principal in that transaction. 

Firms frequently maintain research departments for their own and their clients' benefit. They may also 
provide a range of financial products and services, including financial planning, asset management, and 
educational programs. 

Brokerage firms come in all sizes, from one- or two-person offices to huge firms with offices around the 
world. They are sometimes differentiated as full-service or discount firms, based on pricing structure and 
client relationships. 

Some brokerage firms exist entirely online, and nearly all firms offer you the option of placing orders 
electronically rather than over the telephone. In most cases, trading electronically is substantially less 
expensive than giving buy and sell orders by phone. 

 
Brokerage Window 

A 401(k) account that permits its plan participants to buy and sell investments through a designated 
brokerage account is said to offer a brokerage window. 

Any securities trades you authorize for your account are made through this brokerage account. 
Transaction fees are subtracted as those orders are executed. 

 
Bucket Shop 

A bucket shop is an illegal brokerage firm whose salespeople pose as legitimate brokers and attempt to 
sell you securities. 

Typically, a bucket shop broker doesn't actually purchase the securities you agree to buy and that you 
pay for. Rather, the con artists pocket your money and move on, disappearing before you realize you 
have been scammed. 

 
Bull Market 

A prolonged period when stock prices as a whole are moving upward is called a bull market, although the 
rate at which those gains occur can vary widely from bull market to bull market. 

The duration of a bull market, the severity of the falling market that follows, and the time that elapses until 
the next upturn are also different each time. Well-known bull markets began in 1923, 1949, 1982, and 
1990. 

 
Bull Spread 

A bull spread is an options strategy that you use when you anticipate an increase in the price of the 
underlying instrument, such as a stock or an index. 

As in any spread, you purchase one option and write another on the same underlying item. Both options 
are identical except for one element, such as the strike price or the expiration date. 

For example, with a vertical bull call spread, you buy a call with a lower strike price and sell a call with a 
higher strike price. With a vertical bull put, you buy a put at a lower price and sell a put at a higher price. 

In either case, if you're right about the behavior of the underlying instrument, you could have a net profit. 
For example, you would make money if a stock whose price you expect to increase does gain value. If 
you're wrong, you could have a net loss cushioned by the income from the sale of one of the legs of the 
spread. 

 
Buy-and-Hold 

Buy-and-hold investors take a long-term view of investing, generally keeping a bond from date of issue to 
date of maturity and holding onto shares of a stock through bull and bear markets. 

Among the advantages of following a buy-and-hold strategy are increased opportunity for your assets to 
compound and reduced trading costs. Among the risks are continuing to hold investments that are no 
longer living up to reasonable expectations. 

 



Buy Side 

Institutional money managers, such as mutual funds, pension funds, and endowments, are the buy side 
of Wall Street. 

Buy-side institutions use proprietary research to make investments for the portfolios they manage and 
don't interact with or make recommendations to individual investors. 

In contrast, sell-side institutions such as brokerage firms act as agents for individual investors when they 
buy and sell securities, and make their research available to their clients. 

 
Buyback 

When a company purchases shares of its own publicly traded stock or its own bonds in the open market, 
it's called a buyback. 

The most common reason a company buys back its stock is to make the stock more attractive to 
investors by increasing its earnings per share. While the actual earnings stay the same, the earnings per 
share increase because the number of shares has been reduced. 

Companies may also buy back shares to pay for acquisitions that are financed with stock swaps or to 
make stocks available for employee stock option plans. 

They may also want to decrease the risk of a hostile takeover by reducing the number of shares for sale, 
or to discourage short-term trading by driving up the share price. 

Companies may buy back bonds when they are selling at discount, which is typically the result of rising 
interest rates. By paying less than par in the open market, the company is able to reduce the cost of 
redeeming the bonds when they come due. 

 
Buydown 

When you make an up-front cash payment to reduce your monthly payments on a mortgage loan, it's 
called a buydown. 

In a temporary buydown, your payments during the buydown period are calculated at a lower interest rate 
than the actual rate on your loan, which makes the payments smaller. 

For example, if you prepay $6,000, your rate might be reduced by a total of six percentage points, or one 
percent for each thousand dollars, spread over three years. 

Instead of an 8% rate in the first year, it would be 5%. In the second year, it would be 6%, and in the third 
year 7%. On a $100,000 loan with a 30-year term, a reduction from 8% to 5% would reduce your monthly 
payments in the first year from about $734 to about $535. 

The extra cash you prepaid would be used to make up the difference between the amounts due 
calculated at the lower rates and the actual cost of borrowing -- in this case about $200 a month in the 
first year. Then, in the fourth year, you would begin to pay at the actual loan rate and your payments 
would increase. 

In a permanent buydown, which is less common, your rate might be reduced by about 0.25% for each 
thousand dollars, or point, you prepaid, but the reduction would last for the life of the loan. 

You might choose to do a buydown if you had extra cash at the time you were ready to buy, but a smaller 
income than would normally allow you to qualify to buy the home you want. 

In most cases, lenders require that your housing costs be no more than 28% of your income. You might 
be able to reach that level if your initial payments were less at the time of purchase. In other cases, a 
home builder who is having trouble selling new properties might offer buydowns through a local lender to 
encourage reluctant buyers to take advantage of lower payments in the first years they own their homes. 

 
C 
 
Call 

In the bond markets, a call is an issuer's right to redeem bonds it has sold before the date they mature. 
With preferred stocks, the issuer may call the stock to retire it, or remove it from the marketplace. 

In either case, it may be a full call, redeeming the entire issue, or a partial call, redeeming only a portion 
of the issue. 



When a bank makes a secured loan, it reserves the right to demand full repayment of the loan -- referred 
to as calling the loan -- should the borrower default on interest payments. 

Finally, when the term refers to options contracts, holding a call gives you the right to buy the underlying 
instrument at a specific price by a specific date. Selling a call obligates you to deliver the underlying 
instrument if the call is exercised and you're assigned to meet the call. 

 
Call Option 

Buying a call option gives you, as owner, the right to buy a fixed quantity of the underlying product at a 
specified price, called the strike price, within a specified time period. 

For example, you might purchase a call option on 100 shares of a stock if you expect the stock price to 
increase but prefer not to tie up your investment principal by investing in the stock. If the price of the stock 
does go up, the call option will increase in value. 

You might choose to sell your option at a profit or exercise the option and buy the shares at the strike 
price. But if the stock price at expiration is less than the strike price, the option will be worthless. The 
amount you lose, in that case, is the premium you paid to buy the option plus any brokerage fees. 

In contrast, you can sell a call option, which is known as writing a call. That gives the buyer the right to 
buy the underlying investment from you at the strike price before the option expires. If you write a call, 
you are obliged to sell if the option is exercised and you are assigned to meet the call. 

 
Cap 

A cap is a ceiling, or the highest level to which something can go. 

For example, an interest rate cap limits the amount by which an interest rate can be increased over a 
specific period of time. A typical cap on an adjustable rate mortgage (ARM) limits interest rate increases 
to two percentage points annually and six percentage points over the term of the loan. 

In a different example, the cap on your annual contribution to an individual retirement account (IRA) is 
$4,000 for 2006 and 2007 and $5,000 in 2008, provided you have earned at least that much. If you're 50 
or older, you can make an additional catch-up contribution of $1,000 each year. 

 
Capital 

Capital is money that is used to generate income or make an investment. For example, the money you 
use to buy shares of a mutual fund is capital that you're investing in the fund. 

Companies raise capital from investors by selling stocks and bonds and use the money to expand, make 
acquisitions, or otherwise build the business. 

The term capital markets refers to the physical and electronic environments where this capital is raised, 
either through public offerings or private placements. 

 
Capital Appreciation 

Any increase in a capital asset's fair market value is called capital appreciation. For example, if a stock 
increases in value from $30 a share to $60 a share, it shows capital appreciation. 

Some stock mutual funds that invest for aggressive growth are called capital appreciation funds. 

 
Capital Gain 

When you sell an asset at a higher price than you paid for it, the difference is your capital gain. For 
example, if you buy 100 shares of stock for $20 a share and sell them for $30 a share, you realize a 
capital gain of $10 a share, or $1,000 in total. 

If you own the stock for more than a year before selling it, you have a long-term capital gain. If you hold 
the stock for less than a year, you have a short-term capital gain. 

Most long-term capital gains are taxed at a lower rate than your other income while short-term gains are 
taxed at your regular rate. There are some exceptions, such as gains on collectibles, which are taxed at 
28%. The long-term capital gains tax rates are 15% for anyone whose marginal federal tax rate is 25% or 
higher, and 5% for anyone whose marginal rate is 10% or 15%. 



You are exempt from paying capital gains tax on profits of up to $250,000 on the sale of your primary 
home if you're single and up to $500,000 if you're married and file a joint return, provided you meet the 
requirements for this exemption. 

 
Capital Gains Distribution 

When mutual fund companies sell investments that have increased in value, the profits, or capital gains, 
are passed on to their shareholders as capital gains distributions. 

These distributions are made on a regular schedule, often at the end of the year and are taxable at your 
regular rate unless the funds are held in a tax-deferred or tax-free account. 

Most funds offer the option of automatically reinvesting all or part of your capital gains distributions to buy 
more shares. 

 
Capital Loss 

When you sell an asset for less than you paid for it, the difference between the two prices is your capital 
loss. 

For example, if you buy 100 shares of stock at $30 a share and sell when the price has dropped to $20 a 
share, you will realize a capital loss of $10 a share, or $1,000. 

Although nobody wants to lose money on an investment, there is a silver lining. You can use capital 
losses to offset capital gains in computing your income tax. However, you must use short-term losses to 
offset short-term gains and long-term losses to offset long-term gains. 

If you have a net capital loss in any year -- that is, your losses exceed your gains -- you can usually 
deduct up to $3,000 of this amount from regular income on your tax return. You may also be able to carry 
forward net capital losses and deduct on future tax returns. 

 
Capital Markets 

Capital markets are the physical and electronic markets where equity and debt securities, commodities, 
and other investments are sold to investors. 

When you place an order through a brokerage firm, trade online, or use a dividend reinvestment plan 
(DRIP), you're participating in a capital market. 

Corporations use capital markets to raise money through public offerings of stocks and bonds or private 
placements of securities to institutional investors, such as mutual fund companies. 

 
Capital Preservation 

Capital preservation is a strategy for protecting the money you have available to invest by choosing 
insured accounts or fixed-income investments that promise return of principal. 

The downside of capital preservation over the long term is that by avoiding the potential risks of equity 
investing, you exposure yourself to inflation risk. 

That's the case because your investments are unlikely to increase enough in value to offset the gradual 
loss of purchasing power that's a result of even moderate inflation. 

 
Cash Equivalent 

Short-term, low-risk investments, such as US Treasury bills or short-term certificates of deposit (CDs), are 
considered cash equivalents. 

The Financial Accounting Standards Board (FASB) defines cash equivalents as highly liquid securities 
with maturities of less than three months. Liquid securities typically are those that can be sold easily with 
little or no loss of value. 

 
Cash Flow 

Cash flow is a measure of changes in a company's cash account during an accounting period, specifically 
its cash income minus the cash payments it makes. 

For example, if a car dealership sells $100,000 worth of cars in a month and spends $35,000 on 
expenses, it has a positive cash flow of $65,000. But if it takes in only $35,000 and has $100,000 in 
expenses, it has a negative cash flow of $65,000. 



Investors often consider cash flow when they evaluate a company, since without adequate money to pay 
its bills, it will have a hard time staying in business. 

You can calculate whether your personal cash flow is positive or negative the same way you would a 
company's. You'd subtract the money you receive (from wages, investments, and other income) from the 
money you spend on expenses (such as housing, transportation, and other costs). 

If there's money left over, your cash flow is positive. If you spend more than you have coming in, it's 
negative. 

 
Ceiling 

If there is an upper limit, or cap, on the interest rate you can be charged on an adjustable-rate loan, it's 
known as a ceiling. 

Even if interest rates in general rise higher than the interest-rate ceiling on your loan, the rate you're 
paying can't be increased above the ceiling. 

However, according to the terms of some loans, lenders can add some of the interest they weren't 
allowed to charge you because of the ceiling to the total amount you owe. This is known as negative 
amortization. 

That means, despite a ceiling, you don't escape the consequences of rising rates, though repayment is 
postponed, often until the end of the loan's original term. 

Ceiling can also refer to a cap on the amount of interest a bond issuer is willing to pay to float a bond. Or, 
it's the highest price a futures contract can reach on any single trading day before the market locks up, or 
stops trading, that contract. 

 
Central Bank 

Most countries have a central bank, which issues the country's currency and holds the reserve deposits of 
other banks in that country. It also either initiates or carries out the country's monetary policy, including 
keeping tabs on the money supply. 

In the United States, the 12 regional banks that make up the Federal Reserve System act as the central 
bank. This multibank structure was deliberately developed to ensure that no single region of the country 
could control economic decision-making. 

 
Central Registration Depository (CRD) 

The Central Registration Depository (CRD) is an automated database maintained by NASD. 

The database contains records and information about registered securities employees, including 
employment history, licensing status, the firms that employ them, and any disciplinary actions taken 
against them. 

You can access some of the information about a broker's regulatory background and registration in the 
database free of charge through NASD's BrokerCheck service at www.nasd.com. You can generally 
obtain even more extensive information from the CRD through your state's securities regulator. 

 
Certificate of Accrual on Treasury Securities (CATS) 

CATS are US Treasury zero-coupon bonds that are sold at deep discount to par, or face value. Like other 
zeros, the interest isn't actually paid during the bond's term but accumulates so that you receive face 
value at maturity. 

You can use CATS in your long-term portfolio to provide money for college tuition or retirement. For 
example, you may purchase them in a tax-deferred IRA or a tax-free Roth IRA or Coverdell education 
savings account (ESA). 

As with other zeros, CATS prices can be volatile, so you risk losing some of your principal if you sell 
before maturity. And like other federal government issues, the interest is free of state and local income 
tax but subject to federal income tax. 

 
Certificate of Deposit (CD) 

CDs are time deposits. When you purchase a CD from a bank, up to $100,000 is insured by the Federal 
Deposit Insurance Corporation (FDIC). 



You generally earn compound interest at a fixed rate, which is determined by the current interest rate and 
the CD's term, which can range from a week to five years. 

However, rates can vary significantly from bank to bank. You usually face a penalty if you withdraw funds 
before your CD matures, often equal to the interest that has accrued up to the time you make the 
withdrawal. 

 
Chicago Board Options Exchange (CBOE) 

The CBOE, often pronounced "see-bo," is the largest options market in the world. Founded in 1973, the 
market specializes in trading options contracts on individual equities, indexes, and interest rates. 

Over the years, the CBOE has been instrumental in developing a variety of new options-related financial 
products. One example is the FLEX option, which the CBOE introduced in 1993 to allow investors to add 
specific provisions to options contracts. 

The market is also known for being on the cutting edge of advanced trading technologies, including 
electronic trading. 

 
Churning 

If a broker intentionally mishandles buying and selling securities in your investment account, it's known as 
churning. 

The broker might buy and sell securities at an excessive rate, or at a rate that's inconsistent with your 
investment goals or the amount of money you have invested. 

One indication of potential churning is that you're paying more in commissions than you are earning on 
your investments. Churning is illegal but is often hard to prove. 

 
Clearinghouse 

Clearing corporations, or clearinghouses, provide operational support for securities and commodities 
exchanges. They also help ensure the integrity of listed securities and derivatives transactions in the 
United States and other open markets. 

For example, when an order to buy or sell a futures or options contract is executed, the clearinghouse 
compares the details of the trade. Then it delivers the product to the buyer and ensures that payment is 
made to settle the transaction. 

 
Closely Held 

A closely held corporation is one in which a handful of investors, often the people who founded the 
company, members of the founders' families, or sometimes the current management team, own a 
majority of the outstanding stock. 

 
Closet Index Fund 

A closet index fund is an actively managed mutual fund whose portfolio includes many of the securities in 
its benchmark index but whose expense ratio is higher than that of a true index fund or exchange traded 
fund (ETF) tracking the same index. 

As the name suggests, a closet index fund may not publicize how closely its portfolio tracks its 
benchmark index. But the investment objectives listed in the fund's prospectus may reveal that the fund 
seeks to provide results at least as good as its benchmark. 

One way to identify a closet index fund is to consider the fund's R-square, which measures the extent to 
which the fund's return is determined by changes in its benchmark. The closer to 100 the R-square is, the 
greater the parallels between a fund's portfolio and the components of the index. 

 
Closing Cost 

When you purchase real estate, there are expenses -- known as closing costs -- you pay to finalize the 
transaction, over and above the cost of the property. 

In some cases, the seller may offer to pay certain closing costs to attract buyers or close the sale more 
quickly. Closing costs vary depending on the area where the property is located and are either prepaid or 
non-recurring. 



Prepaid costs are expenses that recur periodically, including home insurance premiums and real estate 
taxes. 

Non-recurring costs pay for securing a mortgage and transferring the property, and may include a filing 
fee to record the transfer of ownership, mortgage tax, attorneys' fees, credit check fees, title search and 
title insurance expenses, home inspection fees, an appraisal fee, and any points, or up-front interest 
charges, you have agreed to pay the lender. 

The lender will give you a good faith estimate (GFE) of your closing costs before the closing date, so 
you'll know approximately how much money you need to have available at closing -- usually 5% to 10% of 
your mortgage. 

Many closing costs are tax deductible, so it's a good idea to consult with your tax adviser. 

 
Closing Price 

The closing price of a stock, bond, option, or futures contract is the last trading price before the exchange 
or market on which it is traded closes for the day. 

With after-hours trading, however, the opening price at the start of the next trading day may be different 
from the closing price the day before. 

When a security is valued as part of an estate or charitable gift, its value is set at the closing price on the 
day of the valuation of the estate. 

 
Closing Statement 

A closing statement, also called a HUD1 or settlement sheet, is a legal form your closing or settlement 
agent uses to itemize all of the costs you and the seller will have to pay at closing to complete a real 
estate transaction. 

Your total cost should be similar to the amount in the good faith estimate (GFE) provided by your lender. 

It's important to review the closing statement with your real estate agent and settlement agent. Mistakes 
do occasionally happen, so be sure to ask questions if there are any charges you don't understand. 

 
Commercial Bank 

Commercial banks offer a full range of retail banking products and services, such as checking and 
savings accounts, loans, credit cards, and lines of credit to individuals and businesses. 

Most commercial banks also sell certain investments and many offer full brokerage and financial planning 
services. 

 
Commercial Paper 

To help meet their immediate needs for cash, banks and corporations sometimes issue unsecured, short-
term debt instruments known as commercial paper. 

Commercial paper usually matures within a year and is an important part of what's known as the money 
market. 

It can be a good place for investors -- institutional investors in particular -- to put their cash temporarily. 
That's because these investments are liquid and essentially risk-free, since they are typically issued by 
profitable, long-established, and highly regarded corporations. 

 
Commission 

Securities brokers and other sales agents typically charge a commission, or sales charge, on each 
transaction. 

With traditional, full-service brokers, the charge is usually a percentage of the total cost of the trade, 
though some brokers may offer favorable rates to frequent traders. 

Online brokerage firms, on the other hand, usually charge a flat fee for each transaction, regardless of the 
value of the trade. The flat fee may have certain limits, however, such as the number of shares being 
traded at one time.  The commissions on some transactions, such as stock trades, are reported on your 
confirmation slip. But commissions on other transactions are not reported separately. 

In the case of cash value life insurance, for example, the commission may be as large as a year's 
premium. 



Commodity 

Commodities are bulk goods and raw materials, such as grains, metals, livestock, oil, cotton, coffee, 
sugar, and cocoa, that are used to produce consumer products. 

The term also describes financial products, such as currency or stock and bond indexes. 

Commodities are bought and sold on the cash market, and they are traded on the futures exchanges in 
the form of futures contracts. 

Commodity prices are driven by supply and demand. When a commodity is plentiful -- tomatoes in 
August, for example -- prices are comparatively low. When a commodity is scarce because of a bad crop 
or because it is out of season, the price will generally be higher. 

You can buy options on many commodity futures contracts to participate in the market for less than it 
might cost you to buy the underlying futures contracts. You can also invest through commodity funds. 

 
Commodity Futures Trading Commission (CFTC) 

The CFTC is the federal agency that regulates the US futures markets, as the Securities and Exchange 
Commission (SEC) regulates the securities markets. 

The agency's five commissioners are appointed by the US president for staggered five-year terms. 

The agency is responsible for maintaining fair and orderly markets, enforcing market regulations, and 
ensuring that customers have the information they need to make informed decisions. 

Commodity exchanges also regulate themselves, but any changes they want to make must be approved 
by the CFTC before they go into effect. 

 
Commodity Indexes 

A commodity index tracks the performance of specific bulk goods or raw materials. Commodity indexes 
may measure the price of a physical basket of commodities, but many indexes are based on the prices of 
futures contracts currently trading on an organized commodity market. 

The value of a commodity index fluctuates based on the performance of its underlying products or 
instruments, such as agricultural products, precious metals or currencies. Different indexes have various 
ways of categorizing commodities, and some indexes are weighted so that the most valuable materials 
have the greatest impact. 

Individual and institutional investors can purchase shares in commodity funds that seek to replicate the 
performance of specific commodity indexes, just as they can purchase index funds and ETFs that track 
securities indexes. 

A primary attraction of commodity funds is that they enable investors to enter the commodities market 
without directly purchasing physical commodities or futures contracts. 

 
Common Stock 

When you own common stock, your shares represent ownership in the corporation and give you the right 
to vote for the company's board of directors and benefit from its financial success. 

You may receive a portion of the company's profits as dividend payments if the board of directors 
declares a dividend. You also have the right to sell your stock and realize a capital gain if the share value 
increases. 

But if the company falters and the price falls, your investment could lose some of or all its value. 

 
Composite Trading 

Composite trading figures report end-of-day price changes, closing prices, and the daily trading volume 
for stocks, warrants, and options listed on a stock exchange. 

The New York Stock Exchange (NYSE) total also includes transactions on regional exchanges and listed 
securities traded over-the-counter. 

Since trading continues on some of those exchanges after the close of business in New York, the 
composite figures give a comprehensive picture of the day's activities but do not include after-hours 
transactions. 

 



Compounding 

Compounding occurs when your investment earnings or savings account interest is added to your 
principal, forming a larger base on which future earnings may accumulate. 

As your investment base gets larger, it has the potential to grow faster. And the longer your money is 
invested, the more you stand to gain from compounding. 

For example, if you invested $10,000 earning 8% annually and reinvested all your earnings, you'd have 
$21,589 in your account after 10 years. 

If instead of reinvesting you withdrew the earnings each year, you would have collected $800 a year, or 
$8,000 over the 10 years. The $3,589 difference is the benefit of 10 years of compound growth. 

 
Conference Calls 

Conference calls are one of the primary methods that corporate executives use to make presentations to 
investment analysts and respond to their questions. 

In general, conference calls are set to correspond with the imminent release of quarterly corporate 
earnings, and are intended to put the results in the best possible light. 

Conference calls may also deal with other matters, including mergers, acquisitions, stock splits or reverse 
splits, or relevant political or economic developments. 

To ensure accessibility and comply with Securities and Exchange Commission (SEC) Regulation FD (for 
Fair Disclosure), calls are scheduled in advance and are open to all legitimate analysts following the 
company. 

 
Conglomerate 

A conglomerate is a corporation whose multiple business units operate in different, often unrelated, 
areas. 

A conglomerate is generally formed when one company expands by acquiring other firms, which it brings 
together under a single management umbrella. 

In some, but not all, cases, the formerly independent elements of the conglomerate retain their brand 
identities, though they are responsible to the conglomerate's management. 

Some conglomerates are successful, with different parts of the whole contributing the lion's share of the 
profits in different phases of the economic cycle, offsetting weaker performance by other units. 

Other conglomerates are never able to meld the parts into a functioning whole. In those cases, the parent 
company may sell or spin off various divisions into new independent companies. 

 
Consumer Confidence Index 

The consumer confidence index is released each month by the Conference Board, an independent 
business research organization. 

It measures how a representative sample of 5,000 US households feel about the current state of the 
economy, and what they anticipate the future will bring. The survey focuses specifically on the 
participants' impressions of business conditions and the job market. 

Economic observers follow the index because when consumer attitudes are positive they are more likely 
to spend money, contributing to the very economic growth they anticipate. But if consumers are worried 
about their jobs, they may spend less, contributing to an economic slowdown. 

 
Consumer Price Index (CPI) 

The consumer price index (CPI) is compiled monthly by the US Bureau of Labor Statistics and is a gauge 
of inflation that measures changes in the prices of basic goods and services. 

Some of the things it tracks are housing, food, clothing, transportation, medical care, and education. 

The CPI is used as a benchmark for making adjustments in Social Security payments, wages, pensions, 
and tax brackets to keep them in tune with the buying power of the dollar. It's often incorrectly referred to 
as the cost-of-living index. 

 
 



Contingency Order 

A contingency order to buy or sell a security or other investment product is one that has strings attached. 

Specifically, it is an order, such as a stop order, a stop-limit order, or an all-or-none order, that is to be 
executed only if the condition or conditions that the order specifies are met. 

For example, if you gave a stop-limit order to sell a particular stock if the price fell to $30 -- the stop price -
- but not to sell if the transaction price were less than $27 -- the limit price -- execution would be 
contingent on the stock price being between $27 and $30. 

Broker-dealers aren't required to accept contingency orders, but if they do accept them they are required 
to abide by the terms of the order. 

 
Contrarian 

An investor who marches to a different drummer is sometimes described as a contrarian. In other words, 
if most investors are buying large-cap growth stocks, a contrarian is concentrating on building a portfolio 
of small-cap value stocks. 

This approach is based, in part, on the idea that if everybody expects something to happen, it probably 
won't. 

In addition, the contrarian believes that if other investors are fully committed to a certain type of 
investment, they're not likely to have cash available if a better one comes along. But the contrarian would. 

Contrarian mutual funds use this approach as their investment strategy, concentrating on building a 
portfolio of out-of-favor, and therefore often undervalued, investments. 

 
Convertible Bond 

Convertible bonds are corporate bonds that give you the alternative of converting their value into common 
stock of that company or redeeming them for cash when they mature. 

The details governing the conversion, such as the number of shares of stock you would receive, are set 
when the bonds are issued. 

A convertible bond has a double appeal for investors. Its market value goes up if the stock price rises, but 
falls only to what it would be as a conventional bond if the stock price falls. In other words, the upside 
potential is considered greater than the downside risk. 

While convertible bonds typically provide lower yields than conventional bonds from the same issuer, they 
may provide higher yields than the underlying stock. 

You can buy convertibles through a broker or choose a mutual fund that invests in them. 

 
Cook the Books 

When a company cooks the books, it is deliberately -- and illegally -- providing false information about its 
financial situation to bolster its stock price, often by overstating profits and hiding losses. 

A company may also cook the books to reduce its tax liability, but then it stirs in the opposite direction by 
underreporting profits and overstating losses. 

 
Cooling-Off Period 

In the financial industry, a cooling-off period applies when a new issue is being brought to market. During 
this time, also known as the quiet period, investment bankers and underwriters aren't permitted to discuss 
the issue with the public. 

In the consumer world, during a cooling-off period, you can cancel your obligation to purchase a product 
or take a loan without penalty if you change your mind. 

Different kinds of transactions are governed by different cooling-off rules. For example, one federal rule 
allows you to cancel home improvement loans and second mortgages within three days of signing. 

Another gives you three days to return purchases you make at places other than a merchant's usual 
place of business, such as at a trade show. 

The law governing your cooling-off rights, sometimes known as buyers' remorse rules, is included in the 
fine print on any agreement you sign. 

 



Cooperative (Co-Op) 

A co-op is a corporation that owns a particular residential property. The shareholders are the tenants 
who, instead of owning an individual unit, own shares in the corporation, which gives them the right to live 
in that unit. 

 
Core Earnings 

Core earnings report the performance of a corporation's core business operations, including producing 
and marketing the primary goods or services it sells, the cost of granting stock options, restructuring 
charges for ongoing operations, and meeting pension obligations. 

Equally important, core earnings exclude gains in the value of a company's pension account portfolio, 
certain one-time sources of income, such as the sale of an asset, and goodwill. 

In developing this measure, Standard & Poor’s Index intention was to provide investors with a uniform, 
more transparent way to compare earnings across companies. 

 
Cornering the Market 

If someone tries to buy up as much of a particular investment as possible in order to control its price, that 
investor is trying to corner the market. 

Not only is it difficult to make this strategy work in a complex economic environment, but the practice is 
illegal in US markets. 

 
Corporate Bond 

Corporate bonds are debt securities issued by publicly held corporations to raise money for expansion or 
other business needs. 

Corporate bonds typically pay a higher rate of interest than federal or municipal government bonds, but 
the interest you earn is generally fully taxable. 

You may be able to buy corporate bonds at issue through your brokerage firm, usually at the offering 
price of $1,000 per bond, though you may have to buy several bonds of the same issue rather than just 
one. 

You can buy bonds on the secondary market at their current market price, which may be higher or lower 
than par. However, most individual investors buy corporate bonds though a mutual fund that specializes 
in those issues. 

 
Cost Basis 

The cost basis is the original price of an asset -- usually the purchase price plus commissions. You use 
the cost basis to calculate capital gains and capital losses, depreciation, and return on investment. 

If you inherit assets, such as stocks or real estate, your cost basis is the asset's value on the date the 
person who left it to you died (or the date on which his or her estate was valued). This new valuation is 
known as a step-up in basis. 

For example, if you buy a stock at $20 a share and sell it for $50 a share, your cost basis is $20. If you 
sell, you owe capital gains tax on the $30-a-share profit. 

If you inherit stock that was bought at $20 a share but valued at $50 a share when that person died, your 
cost basis would be $50 a share, and you'd owe no tax if you sold it at that price. 

 
Cost-of-Living Adjustment (COLA) 

A COLA results in a wage or benefit increase that is designed to help you keep pace with increased living 
costs that result from inflation. 

COLAs are usually pegged to increases in the consumer price index (CPI). Federal government 
pensions, some state pensions, and Social Security are usually adjusted annually, but only a few private 
pensions provide COLAs. 

 
 
 
 



Council of Economic Advisors (CEA) 

The Council of Economic Advisors' job is to assist and advise the president of the United States on 
economic policy. The CEA differs from other government agencies in its academic orientation and 
emphasis on contemporary developments in economic thought. 

The Council consists of a chairman and two staff members, appointed by the president and confirmed by 
the Senate, plus a staff of about ten economists and ten younger scholars. The Council's chairman 
frequently speaks on behalf of the administration on economic issues and policies. 

 
Countercyclical Stock 

Stocks described as countercyclical tend to continue to maintain their value and provide regular income 
when the economy is slowing down or staying flat. 

Companies whose stocks fit into this category are those whose products are always in demand, such as 
food or utilities. They may also be companies whose services reduce the expenses of other companies, 
such as providers of temporary office help. 

Or they could be financial services companies that specialize in cash equivalent or other stable value 
investments. By including some countercyclical stocks in your equity portfolio, you can balance the 
potential volatility of cyclical investments. 

 
Coupon 

Originally, bonds were issued with coupons, which you clipped and presented to the issuer or the issuer's 
agent -- typically a bank or brokerage firm -- to receive interest payments. 

Bonds with coupons are also known as bearer bonds because the bearer of the coupon is entitled to the 
interest. 

Although most new bonds are electronically registered rather than issued in certificate form, the term 
coupon has stuck as a synonym for interest in phrases like the coupon rate. 

When interest accumulates rather than being paid during the bond's term, the bond is known as a zero 
coupon. 

 
Coupon Rate 

The coupon rate is the interest rate that the issuer of a bond or other debt security promises to pay during 
the term of a loan. For example, a bond that is paying 6% annual interest has a coupon rate of 6%. 

The term is derived from the practice, now discontinued, of issuing bonds with detachable coupons. 

To collect a scheduled interest payment, you presented a coupon to the issuer or the issuer's agent. 
Today, coupon bonds are no longer issued. Most bonds are registered, and interest is paid by check or, 
increasingly, by electronic transfer. 

 
Covered Option 

When you sell call options on stock that you own, they are covered options. That means if the option 
holder exercises the option, you can deliver your stock to meet your obligation if you are assigned to 
complete the transaction. 

Similarly, if you sell put options on stock and have enough cash on hand make the required purchase if 
the option holder exercises, the options are covered. Covered puts are also known as cash-secured puts. 

One appeal of selling a covered call is that you collect the premium but don't risk potentially large losses. 
Otherwise, you may have to buy the stock at a higher market price in order to meet your obligation to 
deliver stock at the strike price if the option is exercised. 

The downside is that if your stock is called away from you, you'll no longer be in a position to profit from 
any potential dividends or increases in price. 

 
Crash 

A crash is a sudden, steep drop in stock prices. The downward spiral is intensified as more and more 
investors, seeing the bottom falling out of the market, try to sell their holdings before these investments 
lose all their value. 



The two great US crashes of the 20th century, in 1929 and 1987, had very different consequences. The 
first was followed by a period of economic stagnation and severe depression. The second had a much 
briefer impact. While some investors suffered huge losses in 1987, recovery was well under way within 
three months. 

In the aftermath of each of these crashes, the federal government instituted a number of changes 
designed to reduce the impact of future crashes. 

 
Credit 

Credit generally refers to the ability of a person or organization to borrow money, as well as the 
arrangements that are made for repaying the loan and the terms of the repayment schedule. 

If you are well qualified to obtain a loan, you are said to be credit-worthy. 

Credit is also used to mean positive cash entries in an account. For example, your bank account may be 
credited with interest. In this sense, a credit is the opposite of a debit, which means money is taken from 
your account. 

 
Credit Bureau 

The three major credit bureaus -- Equifax, Experian, and TransUnion -- collect information about the way 
you use credit and make it available to anyone with a legitimate business need to see it, including 
potential lenders, landlords, and current or prospective employers. 

The bureaus keep records of the credit accounts you have, how much you owe, your payment habits, and 
the lenders and other businesses that have accessed your credit report. 

Credit bureaus, also known as credit reporting agencies, store other information about you as well, such 
as your present and past addresses, Social Security number, employment history, and information in the 
public record, including bankruptcies, liens, and any judgments against you. 

However, there are certain things, by law, your credit report can't include, including your age, race, 
religion, political affiliation, or health records. 

You are entitled to a free copy of your credit report from each of the three major credit bureaus once a 
year, but you have to request them through the Annual Credit Report Request Service 
(www.annualcreditreport.com or 877-322-8228). 

If you've recently been denied credit, are unemployed, on public assistance, or have a reason to suspect 
identity theft or credit fraud, you're also entitled to a free report. In those cases, you should contact the 
credit bureaus directly. 

 
Credit Limit 

A credit limit, also known as a credit line, is the maximum amount of money you can borrow under a 
revolving credit agreement. 

For instance, if you have a credit card with a credit limit of $3,000, and you charge $1,000, you can spend 
$2,000 more before you reach your credit limit. And if you repay the $1,000 before the end of the month 
without making additional purchases, your credit limit is back up to $3,000 again. 

Most credit issuers charge additional fees or penalties if you exceed your credit limit. 

 
Credit Line 

A credit line, or line of credit, is a revolving credit agreement that allows you to write checks or make cash 
withdrawals of amounts up to your credit limit. 

When you use the credit -- sometimes called accessing the line -- you owe interest on the amount you 
borrow. But when that amount has been repaid you can borrow it again. 

A home equity line of credit (HELOC) is secured by your home, but other credit lines, such as an overdraft 
arrangement linked to your checking account, are unsecured. In general, the interest rate on a secured 
credit line is less than the rate on an unsecured line. 

 
Credit Rating 

Your credit rating is an independent statistical evaluation of your ability to repay debt based on your 
borrowing and repayment history. 



If you always pay your bills on time, you are more likely to have good credit and therefore may receive 
favorable terms on a loan or credit card, such as relatively low finance charges. 

If your credit rating is poor because you have paid bills late or have defaulted on a loan, you may be 
offered less favorable terms or may be denied credit altogether. 

A corporation's credit rating is an assessment of whether it will be able to meet its obligations to bond 
holders and other investors. Credit rating systems for corporations generally range from AAA or Aaa at 
the high end to D (for default) at the low end. 

 
Credit Report 

A credit report is a summary of your financial history. Potential lenders will use your credit report to help 
them evaluate whether you are a good credit risk. 

The three major credit-reporting agencies are Experian, Equifax, and Transunion. These agencies collect 
certain types of information about you, primarily your use of credit and information in the public record, 
and sell that information to qualified recipients. 

As a provision of the Fair and Accurate Credit Transaction Act (FACT Act), you are entitled to a free copy 
of your credit report each year from each of the credit reporting agencies. 

You also have a right to see your credit report at any time if you have been turned down for a loan, an 
apartment, or a job because of poor credit. You may also question any information the credit reporting 
agency has about you and ask that errors be corrected. 

If the information isn't changed following your request, you have the right to attach a comment or 
explanation, which must be sent out with future reports. 

 
Credit Score 

Your credit score is a number, calculated based on information in your credit report, that lenders use to 
assess the credit risk you pose and the interest rate they will offer you if they agree to lend you money. 

Most lenders use credit scores rather than credit reports since the scores reduce extensive, detailed 
information about your financial history to a single number. 

There are actually two competing credit scoring systems, FICO, which has been the standard, and 
VantageScore, which was developed by the three major credit bureaus. 

Their formulas give different weights to particular types of credit-related behavior, though both put the 
most emphasis on paying your bills on time. They also have different scoring systems, ranging from 300 
to 850 for FICO to 501 to 999 for AdvantageScore. The best -- or lowest -- interest rates go to applicants 
with the highest scores. 

Because your credit score and credit report are based on the same information, it's very unlikely that they 
will tell a different story. It's smart to check your credit report at least once a year, which you can do for 
free at www.annualcreditreport.com or by calling 877-322-8228. 

It may be a good idea to review your score if you anticipate applying for a major loan, such as a 
mortgage, in the next six months to a year. That allows time to bring your score up if you fear it's too low. 

 
Credit Union 

Credit unions are financial cooperatives set up by employee and community associations, labor unions, 
church groups, and other organizations. They provide affordable financial services to members of the 
sponsoring organization. 

In some cases, they're created in rural or economically disadvantaged areas, where commercial banks 
may be scarce or prohibitively expensive. 

Because they are not-for-profit, credit unions tend to charge lower fees and interest rates on loans than 
commercial banks while paying higher interest rates on savings and investment accounts. 

The services offered at large credit unions can be as comprehensive as those at large banks. At smaller 
credit unions, however, services and hours may be more limited, and a few deposits may not be insured. 

Assets in most credit unions are insured by the National Credit Union Share Insurance Fund on the same 
terms that deposits in national and state banks are insured by the Federal Deposit Insurance Corporation 
(FDIC). 

 



Creditor 

A person or company who provides credit to another person or company functions as a creditor. 

For example, if you take a mortgage or car loan at your bank, then the bank is your creditor. But if you 
buy a bond, you are the creditor because the money you pay to buy the bond is actually a loan to the 
issuer. 

 
Crossed Market 

A market in a particular stock or option is described as crossed when a bid to buy that stock or option is 
higher than the offer to sell it, or when an offer to sell is lower than a bid to buy. 

A crossed market reverses the normal relationship of a stock quotation in which the bid price is always 
lower than the ask price. It's illegal for market makers to cross a market deliberately. 

A crossed market may occur when investors place after-hours orders electronically for execution at 
opening, or when investors trade directly through an electronic communications network (ECN). 

NASD has introduced a set of pre-opening procedures for market makers on the Nasdaq Stock Market. 
They help prevent the confusion and potential inequalities in pricing that a crossed market can produce. 

 
Currency Fluctuation 

A currency has value, or worth, in relation to other currencies, and those values change constantly. 

For example, if demand for a particular currency is high because investors want to invest in that country's 
stock market or buy exports, the price of its currency will increase. Just the opposite will happen if that 
country suffers an economic slowdown, or investors lose confidence in its markets. 

While some currencies fluctuate freely against each other, such as the Japanese yen and the US dollar, 
others are pegged, or linked. They may be pegged to the value of another currency, such as the US 
dollar or the euro, or to a basket, or weighted average, of currencies. 

 
Currency Swap 

In a currency swap, the parties to the contract exchange the principal of two different currencies 
immediately, so that each party has the use of the different currency. They also make interest payments 
to each other on the principal during the contract term. 

In many cases, one of the parties pays a fixed interest rate and the other pays a floating interest rate, but 
both could pay fixed or floating rates. When the contract ends, the parties re-exchange the principal 
amount of the swap. 

Originally, currency swaps were used to give each party access to enough foreign currency to make 
purchases in foreign markets. Increasingly, parties arrange currency swaps as a way to enter new capital 
markets or to provide predictable revenue streams in another currency. 

 
Currency Trading 

The global currency market, where roughly $1.9 trillion a day changes hands, is by far the largest 
financial market in the world. 

Banks, other financial institutions, and multinational corporations buy and sell currencies in enormous 
quantities to handle the demands of international trade. In some cases, traders seek profits from minor 
fluctuations in exchange rates or speculate on currency fluctuations. 

 
Current Return 

Current return, also called current yield, is the amount of interest you earn on a bond in any given year, 
expressed as a percent of the current market price. 

The current return will, in most cases, not be the same as the coupon rate, or the interest rate the bond 
pays calculated as a percentage of its par value. 

For example, if the par, or face value, of a bond is $1,000 and the coupon rate is 5%, then the interest 
payments, or annual income, from the bond is $50 per year. If, however, the bond is trading at $900, then 
that $50 annual income is actually a current return of 5.6%. 

The current return does not take capital gains or losses into account, so it is not a reflection of the total 
return on your bond investment. 



 
Current Yield 

Current yield is a measure of your rate of return on an investment, expressed as a percentage. With a 
bond, current yield is calculated by dividing the interest you collect by the current market price. 

For example, if a bond paying 5% interest, or $50, is selling for $900, the current yield is 5.6%. If the 
market price is $1,200, the current yield is 4.2%. And if bond is selling exactly at par, or $1,000, the 
current yield is 5%, the same as the coupon rate. 

If you own a stock, its current yield is the annual dividend divided by its market price. 

 
Cyclical Stock 

Cyclical stocks tend to rise in value during an upturn in the economy and fall during a downturn. They 
usually include stock in industries that flourish in good times, including airlines, automobiles, and travel 
and leisure. 

In contrast, stock in industries that provide necessities such as food, electricity, gas, and healthcare 
products tend to be more price-stable, as do companies that provide services that reduce the expenses of 
other companies. Those stocks are sometimes called countercyclicals. 
 

D 
 
Daily Trading Limit 

The daily trading limit is the most that the price of a futures contract can rise or fall in a single session 
before trading in that contract is stopped for the day. 

Trading limits are designed to protect investors from wild price fluctuations and the potential for major 
losses. They're comparable to the circuit breakers established by stock exchanges to suspend trading 
when prices fall by a specific percentage. 

 
Date of Maturity 

The date of maturity, or maturity date, is the day on which a bond's term ends, and its issuer repays the 
principal and makes the final interest payment. 

When the phrase is used in connection with mortgages or other personal loans, the date of maturity is the 
day your last payment is due and your debt is repaid. 

 
Day Order 

A day order is an instruction you give to your broker to buy or sell a security at the market price or at a 
particular price you name before the end of the trading day. The order expires if it isn't filled. 

In contrast, a good 'til canceled (GTC) order remains open on the broker's books until it's filled, you 
cancel it, or the brokerage firm's time limit for GTCs expires. 

 
Day Trader 

When you continuously buy and sell investments within a very short time, perhaps a few minutes or 
hours, and rarely hold them overnight, you're considered a day trader. 

The strategy is to take advantage of rapid price changes to make money quickly. 

The risk is that as a day trader you can lose substantial amounts of money since no one can predict how 
or when prices will change. That risk is compounded by the fact that technology does not always keep 
pace with investors' orders, so if you authorize a sell at one price, the price it's actually executed at may 
be higher or lower, wiping out potential profit. 

In addition, you pay transaction costs on each buy and sell order. Your gains must be large enough to 
offset those costs if you're going to come out ahead. 

 
Dealer 

Dealers, or principals, buy and sell securities for their own accounts, adding liquidity to the marketplace 
and seeking to profit from the spread between the prices at which they buy and sell. 



In the over-the-counter market, in most cases, it is dealers -- also called market makers -- who provide 
the bid and ask quotes you see when you look up the price of a security. 

Those dealers are willing to commit their capital to specific securities and are ready to trade the securities 
at the quoted prices. 

 
Debenture 

A debenture is an unsecured bond. Most bonds issued by corporations are debentures, which are backed 
by their reputation rather than by any collateral, such as the company's buildings or its inventory. 

Although debentures sound riskier than secured bonds, they aren't when they're issued by well-
established companies with good credit ratings. 

 
Debt Security 

Debt securities are interest-paying bonds, notes, bills, or money market instruments that are issued by 
governments or corporations. 

Some debt securities pay a fixed rate of interest over a fixed time period in exchange for the use of the 
principal. In that case, that principal, or par value, is repaid at maturity. 

Some are pass-through securities, with principal and interest repaid over the term of the loan. Still other 
issues are sold at discount, with interest included in the amount paid at maturity. 

US Treasury bills, corporate bonds, commercial paper, and mortgage-backed bonds are all examples of 
debt securities. 

 
Debt-to-Equity Ratio 

A company's debt-to-equity ratio indicates the extent to which the company is leveraged, or financed by 
credit. A higher ratio is a sign of greater leverage. 

You find a company's debt-to-equity ratio by dividing its total long-term debt by its total assets minus its 
total debt. You can find these figures in the company's income statement, which is provided in its annual 
report. 

Average ratios vary significantly from one industry to another, so what is high for one company may be 
normal for another company in a different industry. 

From an investor's perspective, the higher the ratio, the greater the risk you take in investing in the 
company. But your potential return may be greater as well if the company uses the debt to expand its 
sales and earnings. 

 
Decimal Pricing 

US stocks, derivatives linked to stocks, and some bonds trade in decimals, or dollars and cents. That 
means that the spread between the bid and ask prices can be as small as one cent. 

The switch to decimal stock trading, which was completed in 2001, was the final stage of a conversion 
from trading in eighths, or increments of 12.5 cents. 

Trading in eighths originated in the 16th century, when North American settlers cut European coins into 
eight pieces to use as currency. In an intermediary phase during the 1990s, trading was handled in 
sixteenths, or increments of 6.25 cents. 

 
Deep Discount Bond 

Deep discount bonds are originally issued with a par value, or face value, of $1,000. But they decline in 
value by at least 20% -- to a market value of $800 or less -- typically because interest rates have 
increased. 

They may also decline if people believe the company may have difficulty making the interest payment or 
repaying the principal. Either way, investors will no longer pay full price for the bond. 

Deep discount bonds are different from original issue discount bonds, which are sold at less than par 
value and accumulate interest until maturity, when they can be redeemed for par value. Zero-coupon 
bonds are an example of original issue discount bonds. 

 
 



Deep Discount Brokerage Firm 

A financial services company that offers rock-bottom rates for large-volume securities transactions is 
sometimes described as a deep discount firm. 

However, online brokerage firms or electronic communications networks (ECNs) may offer investors 
cheaper prices for even small-volume trades. 

 
Default 

If a person or institution responsible for repaying a loan or making an interest payment fails to meet that 
obligation on time, that person or institution is in default. 

If you are in default, you may lose any property that you put up as collateral to get the loan. For example, 
if you fail to repay your car loan, your lender may repossess the car. 

Defaulting has a negative impact on your credit history and your credit score, which generally makes it 
difficult to borrow again in the future. In fact, failure to pay on time is the single most important contributor 
to a poor credit history. 

A bond issuer who defaults may not pay interest when it comes due or repay the principal at maturity, or 
both. 

 
Defensive Security 

Defensive securities tend to remain more stable in value than the overall market, especially when prices 
in general are falling. 

Defensive securities include stocks in companies whose products or services are always in demand and 
are not as price-sensitive to changes in the economy as other stocks. Some defensive securities could be 
stock in food, pharmaceuticals, and utilities companies. 

Defensive securities are also known as countercyclicals. 

 
Deferred Annuity 

A deferred annuity contract allows you to accumulate tax-deferred earnings during the term of the 
contract and sometimes add assets to your contract over time. In contrast, an immediate annuity starts 
paying you income right after you buy. 

Your deferred annuity earnings can be either fixed or variable, depending on the way your money is 
invested. 

Deferred annuities are designed primarily as retirement savings accounts, so you may owe a penalty if 
you withdraw principal, earnings, or both before you reach age 59 1/2. 

 
Deflation 

Deflation, the opposite of inflation, is a gradual drop in the cost of goods and services, usually caused by 
a surplus of goods and a shortage of cash. 

Although deflation seems to increase your buying power in its early stages, it is generally considered a 
negative economic trend. That's because it is typically accompanied by rising unemployment, falling 
production, and limited investment. 

 
Delivery Date 

The delivery date, also known as the settlement date, is the day on which a stock, option, or bond trade 
must be settled, or finalized. 

For stocks, the delivery date is three business days after the trade date, or T + 3. For listed options and 
government securities, it's one day after the trade date, or T + 1. 

If you're the seller, your brokerage firm must turn over the security by the delivery date or transfer the 
record of ownership to the account of another of its clients who has purchased the security. That process 
is called netting. 

If you're the buyer, you must provide payment by the delivery date so that the transaction can be 
finalized. You may pay through a margin or money market account with the brokerage firm, by check or 
electronic transfer, or by instructing your broker to sell other investments. 



 
Delta 

The relationship between an option's price and the price of the underlying stock or futures contract is 
called its delta. 

If the delta is 1, for example, the relationship of the prices is 1 to 1. That means there's a $1 change in the 
option price for every $1 change in the price of the underlying instrument. 

With a call option, an increase in the price of an underlying instrument typically results in an increase in 
the price of the option. An increase in a put option's price is usually triggered by a decrease in the price of 
the underlying instrument, since investors buy put options expecting its price to fall. 

 
Depreciation 

Certain assets, such as buildings and equipment, depreciate, or decline in value, over time. 

You can amortize, or write off, the cost of such an asset over its estimated useful life, thereby reducing 
your taxable income without reducing the cash you have on hand. 

 
Derivative 

Derivatives are financial products, such as futures contracts, options, and mortgage-backed securities. 
Most of derivatives' value is based on the value of an underlying security, commodity, or other financial 
instrument. 

For example, the changing value of a crude oil futures contract depends primarily on the upward or 
downward movement of oil prices. 

An equity option's value is determined by the relationship between its strike price and the value of the 
underlying stock, the time until expiration, and the stock's volatility. 

Certain investors, called hedgers, are interested in the underlying instrument. For example, a baking 
company might buy wheat futures to help estimate the cost of producing its bread in the months to come. 

Other investors, called speculators, are concerned with the profit to be made by buying and selling the 
contract at the most opportune time. Listed derivatives are traded on organized exchanges or markets. 
Other derivatives are traded over-the-counter (OTC) and in private transactions. 

 
Direct Investment 

You can make a direct investment in a company's stock through dividend reinvestment plans (DRIPs) and 
direct purchase plans (DPPs). 

If a company in which you own stock offers a DRIP, you have the opportunity to reinvest cash dividends 
and capital gains distributions in more stock automatically each time they are paid. 

In the case of DPPs, also known as direct stock purchase plans (DSPs), companies can sell their stock 
directly to investors without using a brokerage firm as intermediary. 

Direct investment also refers to long-term investments in limited partnerships that invest in real estate, 
leased equipment, and energy exploration and development. In this type of investment, you become part 
owner of the hard assets of the enterprise. 

You realize income from your investment by receiving a portion of the business's profits, for example, 
from rents, contractual leasing payments, or oil sales. In some cases you realize capital gains at the end 
of the investment term, if the business sells its assets. 

These DPPs are largely nontraded and have no formal secondary markets. This means you will often 
have to hold the investment for terms of eight years or more, with no guarantee that any of the income or 
capital gains will materialize. 

Many people make direct investments because there can be significant tax benefits, such as tax deferral 
and tax abatement, depending on the investment. 

 
Discount Rate 

The discount rate is the interest rate the Federal Reserve charges on loans it makes to banks and other 
financial institutions. 

The discount rate becomes the base interest rate for most consumer borrowing as well. That's because a 
bank generally uses the discount rate as a benchmark for the interest it charges on the loans it makes. 



For example, when the discount rate increases, the interest rate that lenders charge on home mortgages 
and other loans increases. And when the discount rate is lowered, the cost of consumer borrowing 
eventually decreases as well. 

The term discount rate also applies to discounted instruments like US Treasury bills. In this case, the rate 
is used to identify the interest you will earn if you purchase at issue, hold the bill to maturity, and receive 
face value at maturity. 

The interest is the difference between what you pay to purchase the bills and the amount you are repaid. 

 
Diversification 

Diversification is an investment strategy in which you spread your investment dollars among different 
sectors, industries, and securities within a number of asset classes. 

A well-diversified stock portfolio, for example, might include small-, medium-, and large-cap domestic 
stocks, stocks in six or more sectors or industries, and international stocks. The goal is to protect the 
value of your overall portfolio in case a single security or market sector takes a serious downturn. 

Diversification can help insulate your portfolio against market and management risks without significantly 
reducing the level of return you want. But finding the diversification mix that's right for your portfolio 
depends on your age, your assets, your tolerance for risk, and your investment goals. 

 
Dividend 

Corporations may pay part of their earnings as dividends to you and other shareholders as a return on 
your investment. These dividends, which are often declared quarterly, are usually in the form of cash, but 
may be paid as additional shares or scrip. 

You may be able to reinvest cash dividends automatically to buy additional shares if the corporation offers 
a dividend reinvestment program (DRIP). 

Dividends are taxable unless you own the investment through a tax-deferred account, such as an 
employer sponsored retirement plan or individual retirement account. That applies whether you reinvest 
them or not. 

However, dividends on most US and many international stocks are considered qualifying dividends. That 
means you owe tax at your long-term capital gains rate, provided you have owned the stocks the required 
length of time. 

Dividends on real estate investment trusts (REITs), mutual savings banks, and certain other investments 
aren't considered qualifying and are taxed at your regular rate. 

 
Dividend Yield 

If you own dividend-paying stocks, you figure the current dividend yield on your investment by dividing the 
dividend being paid on each share by the share's current market price. 

For example, if a stock whose market price is $35 pays a dividend of 75 cents per share, the dividend 
yield is 2.14% ($0.75 &#xF7; $35 = .0214, or 2.14%). 

Yields for all dividend-paying stocks are reported regularly in newspaper stock tables and on financial 
websites. 

Dividend yield increases as the price per share drops and drops as the share price increases. But it does 
not tell you what you're earning based on your original investment or the income you can expect to earn 
in the future. However, some investors seeking current income or following a particular investment 
strategy look for high-yielding stocks. 

 
Dogs of the Dow 

If you follow a Dogs of the Dow investment strategy, you buy the ten highest-yielding stocks in the Dow 
Jones Industrial Average (DJIA) on the first of the year and hold them for a year. 

According to this theory, the dogs will, over the year, produce a total return, or combination of dividends 
plus price appreciation, that's higher than the return on the DJIA as a whole. The increasing price is the 
result of demand for the high-yielding stock. 

On the anniversary of your purchase, the stocks are no longer dogs because their higher prices reduce 
their current yield even if the dividend remains the same. So you sell them and buy the next batch of 
dogs. 



 
Double Bottom 

Double bottom is a term that technical analysts use to describe a stock price pattern that, when depicted 
on a chart, shows two drops to the same dollar amount separated by a rebound. 

For example, if a stock that had been trading at about $28 a share dropped to $18, rebounded to trade at 
about $22 for several weeks, and then dropped to $18 again, analysts would identify $18 as a double 
bottom. 

An analyst observing this pattern might conclude that investors were comfortable paying $18 for the 
stock, and that the price might not drop below that level in the near term. In technical terms, the analyst 
would say that there was support for the price. However, there's no guarantee that it might not drop 
further and hit a new low. 

 
Double Top 

Double top is a term that technical analysts use to describe a stock price pattern that, when depicted on a 
chart, shows two gains to the same dollar level separated by a price drop. 

For example, if a stock that had been trading at about $28 a share rose to $35, dropped back to trade at 
about $28 for several weeks, and then rose to $35 again, analysts would identify $35 as a double top. 

An analyst observing this pattern might conclude that investors were comfortable paying $35 for the 
stock, and that the price might not rise above that level in the near term. In technical terms, the analyst 
would say that there was resistance above that price. However, there's no way to predict whether the 
price would in fact remain at $35 or gain value and hit new a high. 

 
Dow Jones 65 Composite Average 

This composite of three Dow Jones averages tracks the stock performance of 65 companies in two major 
market sectors and the benchmark DJIA. 

Those averages are the Dow Jones Industrial Average (DJIA), the Dow Jones Transportation Average, 
and the Dow Jones Utility Average. 

 
Dow Jones Industrial Average (DJIA) 

The Dow Jones Industrial Average (DJIA), sometimes referred to as the Dow, is the best-known and most 
widely followed market indicator in the world. It tracks the performance of 30 blue chip US stocks. 

Though it is called an average, it actually functions more like an index. The DJIA is quoted in points, not 
dollars. It's computed by totaling the weighted prices of the 30 stocks and dividing by a number that is 
regularly adjusted for stock splits, spin-offs, and other changes in the stocks being tracked. 

The companies that make up the DJIA are changed from time to time. For example, in 1999 Microsoft, 
Intel, SBC Communications, and Home Depot were added and four other companies were dropped. The 
changes are widely interpreted as a reflection of the emerging or declining impact of a specific company 
or type of company on the economy as a whole. 

 
Dow Jones Transportation Average 

The Dow Jones Transportation Average tracks the performance of the stocks of 20 airlines, railroads, and 
trucking companies. It is one of the components of the Dow Jones 65 Composite Average. 

 
Dow Jones Utility Average 

The Dow Jones Utility Average tracks the performance of the stocks of 15 gas, electric, and power 
companies, and is one of the components of the Dow Jones 65 Composite Average. 

 
Dow Jones Wilshire 5000 Index 

The Dow Jones Wilshire 5000 is a market capitalization weighted index of approximately 7,000 stocks. 

It is the broadest US stock market index, tracking all the stocks traded on the New York Stock Exchange 
(NYSE), the American Stock Exchange (AMEX), the Nasdaq Stock Market (Nasdaq), and other US based 
stocks for which data is readily available. 



The difference between the index's name (the 5000) and the number of stocks the index tracks at any 
one time occurs because the number of stocks being traded changes all the time. 

 
Dow Theory 

Dow theory maintains that major market trends depend on how the Dow Jones Industrial Average (DJIA) 
and the Dow Jones Transportation Average behave. 

They must move simultaneously in the same direction until they both hit a new high or a new low in order 
for a trend to continue. 

Some experts discount the relevance of this approach as a useful guideline, arguing that waiting to invest 
until a trend is confirmed can mean losing out on potential growth. 

 
Downtick 

When a security sells at a lower price than its previous sale price, the drop in value is called a downtick. 
For example, if a stock that had been trading at 25 sells at 24.99 the next time it trades, the 1 cent drop is 
a downtick. 

 

E 

 
Earnings 

Corporate earnings are a company's profits after expenses have been paid. Earnings history is one of the 
key indicators that fundamental analysts use to evaluate a company. 

However, there are several ways to report earnings. The broadest is reported earnings, which is defined 
by generally accepted accounting principles (GAAP). Others include pro forma earnings, EBITDA, free 
cash flow, and core earnings. Each method produces different results because of the data that is included 
in the calculation. 

The variations make it difficult to make meaningful comparisons among the earnings of different 
companies, an issue that Standard & Poor’s Index was addressing in developing the concept of core 
earnings. 

Your earnings, on the other hand, include salary and other compensation for work you do, as well as 
income from assets you own, such as interest, dividends, and capital gains. 

 
Earnings Estimate 

Professional stock analysts use mathematical models that weigh companies' financial data to predict their 
future earnings per share on a quarterly, annual, and long-term basis. 

Investment research companies, such as Thomson Financial and Zacks, publish averages of analysts' 
estimates for specific companies. These averages are called consensus estimates. 

 
Earnings Per Share (EPS) 

Earnings per share (EPS) is calculated by dividing a company's total earnings by the number of 
outstanding shares. 

For example, if a company earns $100 million in a year and has 50 million outstanding shares, the 
earnings per share are $2. 

Earnings per share can also be calculated on a fully diluted basis, by adding outstanding stock options, 
rights, and warrants to the outstanding shares. 

The results report what EPS would be if all of those options, rights, and warrants were exercised and the 
company had to issue more shares to meet its obligations. 

Earnings and other financial measures are provided on a per share basis to make it easier for you to 
analyze the information and compare the results to those of other investments. 

 
Earnings Surprise 

When a company's earnings report either exceeds or fails to meet analysts' estimates, it's called an 
earnings surprise. 



An upside surprise occurs when a company reports higher earnings than analysts predicted and usually 
triggers an increase in the stock price. 

A negative surprise, on the other hand, occurs when a company fails to meet expectations and often 
causes the stock's price to fall. Companies try hard to avoid negative surprises since even a small 
deviation can create a big stir. 

 
Economic Cycle 

An economic cycle is a period during which a country's economy moves from strength to weakness and 
back to strength. 

This pattern repeats itself regularly, though not on a fixed schedule. The length of the cycle isn't 
predictable either and may be measured in months or in years. 

The cycle is driven by many forces -- including inflation, the money supply, domestic and international 
politics, and natural events. 

In developed countries, the central bank uses its power to influence interest rates and the money supply 
to prevent dramatic peaks and deep troughs, smoothing the cycle's highs and lows. 

This up and down pattern influences all aspects of economic life, including the financial markets. Certain 
investments or categories of investment that thrive in one phase of the cycle may lose value in another. 
As a result, in evaluating an investment, you may want to look at how it has fared through a full economic 
cycle. 

 
Economic Indicator 

Economic indicators are statistical measurements of current business conditions. 

Changes in leading indicators, including those that track factory orders, stock prices, the money supply, 
and consumer confidence, forecast short-term economic strength or weakness. 

In contrast, lagging indicators, such as business spending, bank interest rates, and unemployment 
figures, move up or down in the wake of changes in the economy. 

The Conference Board, a nonprofit business research firm, releases its weighted indexes of leading, 
lagging, and coincident indicators every month. 

Though the individual components are also reported separately throughout the month, the indicators 
provide a snapshot of the economy's overall health. 

 
Effective Tax Rate 

Your effective tax rate is the rate you actually pay on all of your taxable income. You find your annual 
effective rate by dividing the tax you paid in the year by your taxable income for the year. 

Your effective rate will always be lower than your marginal tax rate, which is the rate you pay on the 
income that falls into the highest tax bracket you reach. 

For example, if you file your federal tax return as a single taxpayer, had taxable income of $75,000, and 
paid $15,332 in federal income taxes, your federal marginal tax rate would be 28% but your effective rate 
would be 20.4%. That lower rate reflects the fact that you paid tax on portions of your income at the 10%, 
15%, and 25% rates, as well as the final portion at 28%. 

 
Efficient  Market Theory 

Proponents of the efficient market theory believe that a stock's current price accurately reflects what 
investors know about the stock. 

They also maintain that you can't predict a stock's future price based on its past performance. Their 
conclusion, which is contested by other experts, is that it's not possible for an individual or institutional 
investor to outperform the market as a whole. 

Index funds, which are designed to match, rather than beat, the performance of a particular market 
segment, are in part an outgrowth of efficient market theory. 

 
Emerging Market 

Countries in the process of building market-based economies are broadly referred to as emerging 
markets. However, there are major differences among the countries included in this category. 



Some emerging-market countries, including Russia, have only recently relaxed restrictions on a free-
market economy. Others, including Indonesia, have opened their markets more widely to overseas 
investors, and still others, including Mexico, are expanding industrial production. 

Their combined stock market capitalization is less than 3% of the worldwide total. 

 
Emerging Market Fund 

Emerging markets mutual funds invest primarily in the securities of countries in the process of building a 
market-based economy. 

Some funds specialize in the markets of a certain region, such as Latin America or Southeast Asia. 
Others invest in a global cross-section of countries and regions. 

 
Enterprise Value 

A company's enterprise value is its worth as a functioning entity, or its acquisition cost. 

You calculate enterprise value by adding a company's total long- and short-term debt to its market 
capitalization and subtracting its liquid assets, including cash, cash equivalents, and investments. In 
some formulas, preferred stock and minority interest in the company are included as debt while current 
accounts receivable and inventory are included as cash. 

From an investor's perspective, considering enterprise value as well as market cap and the customary 
ratios, such as price/earnings ratio (P/E) and earnings per share, can provide greater insight into the 
company's potential long-term worth. 

From a buyer's perspective, the more debt and the less cash a company has, the more expensive owning 
it will be, since the debts must be paid off and there's little cash to offset the interest. This reduces the 
price the acquirer is willing to pay. 

 
Equity 

In the broadest sense, equity gives you ownership. If you own stock, you have equity in, or own a portion 
-- however small -- of the company that issued the stock. 

Having equity is the opposite of owning a bond or commercial paper, which is a debt the company must 
repay to you. 

Equity also refers to the difference between an asset's current market value -- the amount it could be sold 
for -- and any debt or claim against it. For example, if you own a home currently valued at $300,000 but 
still owe $200,000 on your mortgage, your equity in the home is $100,000. 

The same is true if you own stock in a margin account. The stock may be worth $50,000 in the 
marketplace, but if you have a loan balance of $20,000 in your margin account because you financed the 
purchase, your equity in the stock is $30,000. 

 
Equity Fund 

Equity funds invest primarily in stock. The stock a fund buys -- whether in small, up-and-coming 
companies or large, well-established firms -- depends on the fund's investment objectives and 
management style. 

The general approach may be implied by the fund's name or the category in which it places itself, such as 
large-cap growth or small-cap value. However, a fund's manager may have the flexibility to invest more 
broadly to meet the fund's objectives. 

 
European Central Bank (ECB) 

The European Central Bank is the central bank of the European Monetary Union (EMU), whose member 
countries use the euro as their currency. 

The ECB, which is based in Frankfurt, Germany, issues currency, sets interest rates, and oversees other 
aspects of monetary policy for the EMU. 

The EMU's National Central Banks (such as the Banque de France and the Deutsche Bundesbank), 
together with the ECB, form the European System of Central Banks. They play an important role in 
implementing monetary policy, conducting foreign exchange operations, and maintaining the foreign 
reserves of member states. 



 
European Style Option 

A listed option that you can exercise only on the last trading day before the expiration date is called a 
European-style option whether it trades on a US exchange, a European exchange, or elsewhere in the 
world. 

For example, many index options listed on various US exchanges are European-style options. In contrast, 
you can exercise an American-style option at any point between the day you purchase it and its expiration 
date. 

All equity options are American style, no matter where the exchange on which they trade is located. 

 
Ex-Dividend 

You must own a security by the record date the company sets to be entitled to the dividend it will pay on 
the payable date. 

The period between those dates -- anywhere from a week to a month or more -- during which new 
investors in the security are not entitled to that dividend is called the ex-dividend period. 

On the day the ex-dividend period begins, which is the first trade date that will settle after the record date, 
the stock is said to go ex-dividend. 

Generally, the price of a stock rises in relation to the amount of the anticipated dividend as the ex-
dividend date approaches. It drops back on the first day of the ex-dividend period to reflect the amount 
that is being paid out as dividend. 

 
Exchange 

Traditionally, an exchange has been a physical location for trading securities. Trading is handled, at least 
in part, by an open outcry or dual auction system. 

Two examples in the United States are the New York Stock Exchange (NYSE), which has the largest 
trading floor in the world, and the Chicago Board Options Exchange (CBOE). 

However, the definition is evolving. Traditional exchanges handle an increasing number of trades 
electronically, off the floor. Nasdaq and other totally electronic securities markets, without trading floors, 
have exchange status. 

As a result, the terms exchange and market are being used interchangeably to mean any environment in 
which listed products are traded. 

The term exchange also refers to the act of moving assets from one fund to another in the same fund 
family or from one variable annuity subaccount to another offered through the same contract. 

 
Exchange Traded Fund (ETF) 

Exchange traded funds (ETFs) resemble open-ended mutual funds but are listed on a stock exchange 
and trade like stock through a brokerage account. 

You buy shares of the fund, which in turn owns a portfolio of stocks, bonds, commodities, or other 
investment products. You can use traditional stock trading techniques, such as buying long, selling short, 
and using stop orders, limit orders, and margin purchases. 

The ETF doesn't redeem shares you wish to sell, as a mutual fund does. Rather, you sell in the 
secondary market at a price set by supply and demand. ETF prices change throughout the trading day 
rather than being set at the end of the trading day, as open-end mutual fund prices are. 

Each ETF has a net asset value (NAV), which is determined by the total market capitalization of the 
securities or other products in the portfolio, plus dividends but minus expenses, divided by the number of 
shares issued by the fund. 

The market price and the NAV are rarely the same, but the differences are typically small for the most 
widely traded conventional ETFs. That's due to a unique process that allows institutional investors to buy 
or redeem large blocks of shares at the NAV with in-kind baskets of the fund's securities or other 
products. 

Most ETFs are linked to a market index, which determines the fund's portfolio. While the majority of the 
indexes are traditional, some are described as fundamental. In those indexes, components of the index 
are identified on the basis of selective criteria, such as their performance, rather than their market 
capitalization. 



 
Exercise 

When you act on a buying or selling opportunity that you have been granted under the terms of a 
contract, you are said to exercise a right. 

Contracts may include the right to exchange stock options for stock, buy stock at a specific price, or buy 
or sell the security or product underlying an option at a specific exercise price. 

For example, if you buy a call option giving you the right to buy stock at $50 a share, and the market price 
jumps to $60 a share, you'd likely exercise your option to buy at the lower price. 

 
Exercise Price 

An option's exercise price, also called the strike price, is the price at which you can buy or sell the stock 
or other financial product that underlies that option. 

The exercise price is set by the exchange on which the option trades and remains constant for the life of 
the option. 

However, the market value of the underlying investment rises and falls continuously during the period in 
response to market demand. 

 
Expiration Cycle 

Equity and index options expire on a predictable four-month schedule, two of which are determined by the 
expiration cycle to which the underlying instrument has been randomly assigned and two by when you 
purchase the option. 

There are three expiration cycles, one beginning in January, one in February, and one in March. Each 
cycle includes four months, and an option always expires in two of those months. The other two 
expiration months are the month in which it is purchased and the following month. 

For example, if you purchase an option on an equity assigned to Cycle 1, which includes January, April, 
July, and October, between January 1 and the third Friday in January you have a choice of contracts 
expiring in January and in February -- because they are the current month and the following one -- or in 
April or July -- because they are the next two months in Cycle 1. 

Similarly, if you purchased an option on the same equity in April, you'd also have a choice of four 
expiration dates: April and May -- the current and following months -- and then July and October, the next 
two months in Cycle 1. 

 
Expiration Date 

The expiration date is the day on which an options contract expires and becomes worthless. Listed 
options always expire on the Saturday following the third Friday of their expiration month. 

For example, if you hold an American-style September equity option, you can exercise it any time before 
the end of trading on the third Friday in September, or whatever cutoff time your brokerage firm sets. In 
contrast, European-style options can be exercised only at expiration, usually on Friday. 

Under specific circumstances, listed options will be exercised automatically at expiration unless the owner 
gives instructions not to exercise them. 

Unlike the standard term of a listed option, the expiration date of an over-the-counter option is negotiated 
at the time of the trade. 

 
 

F 
 
Face Value 

Face value, or par value, is the dollar value of a bond or note, generally $1,000. 

That is the amount the issuer has borrowed, usually the amount you pay to buy the bond at the time it is 
issued, and the amount you are repaid at maturity, provided the issuer doesn't default. 

However, bonds may trade at a discount, which is less than face value, or at a premium, which is more 
than face value, in the secondary market. That's the bond's market value, and it changes regularly, based 
on supply and demand. 



The death benefit of a life insurance policy which is the amount the beneficiary receives when the insured 
person dies. It's also known as the policy's face value. 

 
Fair Market Value 

Fair market value is the price you would have to pay to buy a particular asset or service on the open 
market. 

The concept of fair market value assumes that both buyer and seller are reasonably well informed of 
market conditions. It also assumes that neither is under undue pressure to buy or sell, and that neither 
intends to defraud the other. 

 
Fannie Mae 

Fannie Mae has a dual role in the US mortgage market. 

Specifically, the corporation buys mortgages that meet its standards from mortgage lenders around the 
country. It then packages those loans as debt securities, which it offers for sale, providing the investment 
marketplace with interest-paying bonds. 

The money Fannie Mae raises by selling these bonds pays for purchasing more mortgages. Lenders use 
the money they realize from selling mortgages to Fannie Mae to make additional loans, making it possible 
for more potential homeowners to borrow at affordable rates. 

Because lenders want to ensure their mortgage loans are eligible for purchase, most adopt Fannie Mae 
guidelines in evaluating mortgage applicants. 

Fannie Mae is described as a quasi-government agency because of its special relationship with the 
federal government. It's also a shareholder-owned corporation whose shares trade on the New York 
Stock Exchange (NYSE). 

 
Fast Market 

A fast market is one with heavy trading and rapidly changing prices in some but not necessarily all of the 
securities listed on an exchange or market. 

In this volatile environment, which might be triggered by events such as an initial public offering (IPO) that 
attracts an unusually high level of attention or an unexpectedly negative earnings report, the rush of 
business may substantially delay execution times. 

The probable result is that you end up paying much more or selling for much less than you anticipated if 
you gave a market or stop order. 

While choosing not to trade in a fast market is one way to reduce your risk, you might also protect 
yourself while seeking potential profit by giving your broker limit or stop-limit orders. That way, you have 
the possibility of buying or selling within a price range that's acceptable to you, but are less exposed to 
the frenzy of the marketplace. 

The term fast market is also used to describe a marketplace -- typically an electronic one -- where trades 
are executed rapidly. 

 
Federal Deposit Insurance Corporation (FDIC) 

The Federal Deposit Insurance Corporation (FDIC) insures deposits in banks and thrift institutions, 
assuring bank customers that their savings and checking accounts are safe. 

Currently, the coverage limits are $100,000 per depositor per bank for individual, joint, and trust accounts, 
and $250,000 for self-directed retirement accounts. Business accounts are also insured up to $100,000. 

You qualify for more than $100,000 coverage at a single bank, provided your assets are in these different 
types of accounts.  For example, you are insured for up to a total of $100,000 in all accounts registered in 
your own name and for another $100,000 representing your share of jointly held accounts. In addition, 
your individual retirement account (IRA) is insured up to $250,000 if the money is invested in bank 
products, such as certificates of deposit (CDs). 

However, if you purchase mutual funds, annuities, or other investment products through your bank, those 
assets are not insured by the FDIC even if they carry the bank name. 

The FDIC, which is an independent agency of the federal government, also regulates more than 5,000 
state chartered banks that are not members of the Federal Reserve System. 



Federal Funds 

When banks have more cash than they're required to in their reserve accounts, they can deposit the 
money in a Federal Reserve bank or lend it to another bank overnight. 

That money is called federal funds, and the interest rate at which the banks lend to each other is called 
the federal funds rate. 

The term also describes money the Federal Reserve uses to buy government securities when it wants to 
take money out of circulation. It might do this to tighten the money supply in the hope of forestalling an 
increase in inflation. 

 
Federal Housing Administration (FHA) 

The Federal Housing Administration (FHA) was established by the federal government in 1937 to make 
home ownership possible for more people and to administer the home loan insurance program. It was 
consolidated into the Department of Housing and Urban Development (HUD) in 1965. 

Among its other responsibilities, the FHA sets credit standards and loan limits, monitors loan quality and 
availability, and insures lenders against mortgage losses. That insurance, for which borrowers pay a 
mortgage insurance premium, encourages qualifying lenders to make FHA loans. 

 
Federal Housing Administration Mortgage 

Federal Housing Administration (FHA) mortgages, which are offered by private lenders, resemble 
conventional mortgages in many ways, but there are some significant differences. 

An FHA mortgage is government insured, so lenders are protected against default. That insurance, for 
which borrowers pay a mortgage insurance premium, encourages qualifying lenders to make FHA loans. 

The buyer's closing costs are limited and the required down payment is lower. There is a price ceiling on 
the amount a homebuyer can borrow with an FHA mortgage, based on the state and county where the 
property is located. 

Furthermore, people who may not qualify for a conventional mortgage because of previous credit 
problems may qualify for an FHA loan. 

These mortgages are assumable, which means a new buyer can take over the payments without having 
to secure a new loan. 

 
Federal Insurance Contributions Act (FICA) 

The Federal Insurance Contribution Act (FICA) is the federal law that requires employers to withhold 6.2% 
from their employees' paychecks, up to an annual earnings cap. 

Employers must match employee withholding and deposit the combined amount in designated 
government accounts. 

These taxes provide a variety of benefits to qualifying workers and their families through the program 
known as Social Security. Retirement income is the largest benefit that FICA withholding supports, but 
the money also funds disability insurance and survivor benefits. 

Under this act, an additional 1.45% is withheld, and matched by the employer, to pay for Medicare, which 
provides health insurance for qualifying disabled workers and people 65 and older. There's no earnings 
cap for this tax. 

If you're self-employed, you pay FICA taxes as both employer and employee, or 15.3%. 

 
Federal Open Market Committee (FOMC) 

The Open Market Committee (FOMC) of the Federal Reserve Board meets eight times a year to evaluate 
the threat of inflation or recession. 

Based on its findings, the 12-member FOMC determines whether to change the discount rate or alter the 
money supply to curb or stimulate economic growth. 

For example, the FOMC may raise the discount rate, which the Federal Reserve charges member banks 
to borrow, with the goal of tightening credit and limiting inflationary growth. It may lower rates to 
encourage borrowing and economic expansion. Or it may take no action. 

Changes in the discount rate result in virtually immediate changes in the short-term rates that banks 
charge consumers -- and each other -- to borrow. 



The Federal Reserve Bank of New York implements FOMC decisions to alter the money supply. It buys 
government securities to put more money into circulation and loosen credit or it sells securities to take 
money out of the market and tighten credit. 

 
Federal Reserve System 

The Federal Reserve System, sometimes known as the Fed, is the central bank of the United States. 

The Federal Reserve System, which was established in 1913 to stabilize the country's financial system, 
includes 12 regional Federal Reserve banks, 25 Federal Reserve branch banks, all national banks, and 
some state banks. Member banks must meet the Fed's financial standards. 

Under the direction of a chairman, a seven-member Federal Reserve Board oversees the system and 
determines national monetary policy. Its goal is to keep the economy healthy and its currency stable. 

The Fed's Open Market Committee (FOMC) sets the discount rate and establishes credit policies. The 
Federal Reserve Bank of New York puts those policies into action by buying and selling government 
securities. 

 
Fee-For-Service 

When you're covered by fee-for-service health insurance, you pay your medical bills and file a claim for 
reimbursement from your insurance company. 

Most fee-for-service plans pay a percentage -- often 70% to 80% -- of the amount they allow for each 
office visit or medical treatment. You pay the balance of the approved charge plus any amount that 
exceeds the approved charge. 

Your share of the approved charge is called coinsurance. 

If you are enrolled in Original Medicare, which is a fee-for-service plan, your healthcare provider will file 
the insurance claim on your behalf. 

 
FICO Score 

Created by the Fair Isaac Corporation, FICO is the best-known credit scoring system in the United States. 

Based on the information in your credit report, your FICO score is calculated using complex, proprietary 
formulas that weigh the amount of debt you carry relative to your available credit, the timeliness of your 
payments, the type of debt you carry, and a great many other factors to assign you a credit score 
between 300 and 850. 

The top 20% of credit profiles receive a score over 780 and the lowest 20% receive scores under 620. 
Lenders use your credit score to assess your credit risk, or the likelihood that you will default on a loan 
and offer the best -- or lowest -- interest rates to credit applicants with the highest scores. 

The Equal Credit Opportunity Act (ECOA) prohibits factors such as race, color, gender, religion, national 
origin, or marital status from being considered in any credit scoring system, including FICO. 

 
Fill or Kill (FOK) 

If an investor places an FOK order, it means the broker must cancel the order if it can't be filled 
immediately. 

This type of order is typically used as part of a trading strategy requiring a series of transactions to occur 
simultaneously. 

 
Financial Future 

When a futures contract is linked to a financial product, such as a stock index, Treasury notes, or a 
currency, the contract is described as a financial future. 

In most cases, the hedgers who use financial futures contracts are banks and other financial institutions 
that want to protect their portfolios against sudden changes in value. 

The changing prices of a financial futures contract reflect the perception that investors have of what may 
happen to the market value of the underlying instrument. 

For example, the price of a contract on Treasury notes changes in anticipation of a change in interest 
rates. Expected increases in the rate produce falling contract prices, while anticipated drops in the rate 
produce rising contract prices. 



Financial Instrument 

A financial instrument is a physical or electronic document that has intrinsic monetary value or transfers 
value. For example, cash is a financial instrument, as is a check. 

Listed and unlisted securities, loans, insurance policies, interests in a partnership, and precious metals 
are also financial instruments. A contractual obligation is also a financial instrument as is a deed that 
records home ownership. 

 
Fixed Annuity 

A fixed annuity is a contract that allows you to accumulate earnings at a fixed rate during a build-up 
period. 

You pay the required premium, either in a lump sum or in installments. The insurance company invests its 
assets, including your premium, so it will be able to pay the rate of return that it has promised to pay. 

At a time you select, usually after you turn 59 1/2, you can choose to convert your account value to 
retirement income. 

Among the alternatives is receiving a fixed amount of income in regular payments for your lifetime or the 
lifetimes of yourself and a joint annuitant. That's called annuitization. Or, you may select some other 
payout method. 

The contract issuer assumes the risk that you could outlive your life expectancy and therefore collect 
income over a longer period than it anticipated. You take the risk that the insurance company will be able 
to meet its obligations to pay. 

 
Fixed-Income Investment 

Fixed-income investments typically pay interest or dividends on a regular schedule and may promise to 
return your principal at maturity, though that promise is not guaranteed in most cases. 

Among the examples are government, corporate, and municipal bonds, preferred stock, and guaranteed 
investment contracts (GICs). 

The advantage of holding fixed-income securities in an investment portfolio is that they provide regular, 
predictable income. 

But a potential disadvantage of holding them over an extended period, or to maturity in the case of bonds, 
is that they may not increase in value the way equity investments may. As a result, a portfolio 
overweighted with fixed-income investments may make you more vulnerable to inflation risk. 

 
Float 

In investment terms, a float is the number of outstanding shares a corporation has available for trading. 

If there is a small float, stock prices tend to be volatile, since one large trade could significantly affect the 
availability and therefore the price of these stocks. If there is a large float, stock prices tend to be more 
stable. 

In banking, the float refers to the time lag between your depositing a check in the bank and the day the 
funds become available for use. For example, if you deposit a check on Monday, and you can withdraw 
the cash on Friday, the float is four days and works to the bank's advantage. 

Float is also the period that elapses from the time you write a check until it clears your account, which can 
work to your advantage. However, as checks are increasingly cleared electronically at the point of 
deposit, this float is disappearing. 

In a credit account, float is the amount of time between the date you charge a purchase and the date the 
payment is due. If you have paid your previous bill in full and on time, you don't owe a finance charge on 
the amount of the purchase during the float. 

 
Floating an Issue 

When a corporation or public agency offers new stocks or bonds to the public, making the offering is 
called floating an issue. 

In the case of stocks, the securities may be an initial public offering (IPO) or additional issues of a 
company that has already gone public. In that case, they're called secondary offerings. 

 



Floating Rate 

A debt security or corporate preferred stock whose interest rate is adjusted periodically to reflect changing 
money market rates is known as a floating rate instrument. 

These securities, for example five-year notes, are initially offered with an interest rate that is slightly below 
the rate being paid on comparable fixed-rate securities. 

But because the rate is adjusted from time to time, its market price generally remains very close to the 
offering price, or par. 

When a nation's currency moves up and down in value against the currency of another nation, the 
relationship between the two is described as a floating exchange rate. 

For example, the US dollar is worth more Japanese yen in some periods and less in others. That 
movement is usually the result of what's happening in the economy of each of the nations and in the 
economies of their trading partners. 

A fixed exchange rate, on the other hand, means that two (or more) currencies, such as the US dollar and 
the Bermuda dollar, always have the same relative value. 

 
Floating Shares 

Floating shares are shares of a public corporation that are available for trading in a stock market. 

The number of floating shares may be smaller than the company's outstanding shares if founding 
partners, other groups with a controlling interest, or the company's pension fund, employee stock 
ownership plan (ESOP), or similar programs hold shares in their portfolios that they aren't interested in 
selling. 

Some equity index providers, including Standard & Poor's, use floating shares rather than outstanding 
shares in calculating their market-capitalization weighted indexes on the grounds that a float-adjusted 
index is a more accurate reflection of market value. 

 
Floor Broker 

Floor brokers at a securities or commodities exchange handle client orders to buy or sell through a 
process known as a double action auction, in which brokers bid against each other to secure the best 
price. 

The orders these brokers execute are sent to the floor of the exchange from the trading department or 
order room of the brokerage firms they work for. When a transaction is completed, the floor broker relays 
that information back to the firm, and the client is notified. 

 
Floor Trader 

Unlike floor brokers, who fill client orders, floor traders buy and sell stocks or commodities for their own 
accounts on the floor of an exchange. 

Floor traders don't pay commissions, which means they can make a profit on even small price 
differences. But they must still abide by trading rules established by the exchange. One of those rules is 
that client orders take precedence over floor traders' orders. 

 
Foreign Exchange (FOREX) 

Any type of financial instrument that is used to make payments between countries is considered foreign 
exchange. The list of instruments includes electronic transactions, paper currency, checks, and signed, 
written orders called bills of exchange. 

Large-scale currency trading, with minimums of $1 million, is also considered foreign exchange and can 
be handled as spot price transactions, forward contract transactions, or swap contracts. 

Spot transactions close at the market price within two days, and the others are set to close at an agreed-
upon price and an agreed-upon date in the future. 

 
Formula Investing 

When you invest on a set schedule, you're using a technique known as formula investing. You're formula 
investing when you dollar cost average, or make investments to maintain a predetermined asset 
allocation. 



One appeal of this approach, for investors who follow it, is that it eliminates having to agonize over when 
to buy or sell. It also encourages regular investing. But it does not guarantee your portfolio will grow in 
value or that you won't lose money. 

 
Forward Contract 

A forward contract is similar to a futures contract in the sense that both types of contracts cover the 
delivery and payment for a specific commodity at a specific future date at a specific price. 

The difference is that a futures contract has fixed terms, such as delivery date and quantity, and it's 
traded on a regulated futures exchange. 

A forward contract is traded over the counter and all details of the contract are negotiated between the 
counterparties, or partners to the agreement. 

The price specified in the forward contract for foreign currency, government securities, or other 
commodities may be higher or lower than the actual market price at the time of delivery, known as the 
spot price. 

But the participants have locked in a price early specifically so they know what they will receive or pay for 
the product, eliminating market risk. 

 
Forward Price-to-Earnings Ratio 

Stock analysts calculate a forward price-to-earnings ratio, or forward P/E, by dividing a stock's current 
price by estimated future earnings per share. 

Some forward P/Es are calculated based on estimated earnings for the next four quarters. Others use 
actual earnings from the past two quarters with estimated earnings for the next two. 

A forward P/E may help you evaluate the current price of a stock in relation to what you can reasonably 
expect to happen in the near future. In contrast, a trailing P/E is based exclusively on past performance. 

For example, a stock whose price seems high in relation to the last year's earnings may seem more 
reasonably priced if earnings estimates are higher for the next year. On the other hand, the expectation of 
lower future earnings may make the current price higher than you are willing to pay. 

 
Fractional Share 

If you reinvest your dividends or invest a fixed dollar amount in a stock dividend reinvestment plan (DRIP) 
or mutual fund, the amount may not be enough to buy a full share. 

Alternately, there may be money left over after buying one or more full shares. The excess amount buys a 
fractional share, a unit that is less than one whole share. 

In a DRIP, a fractional share gives you credit toward the purchase of a full share. With a mutual fund, in 
contrast, the fractional share is included in your account value. 

 
Freddie Mac 

Freddie Mac is a shareholder-owned corporation that was chartered in 1970 to increase the supply of 
mortgage money that lenders are able to make available to homebuyers. 

To do its job, Freddie Mac buys mortgages from banks and other lenders, packages them as securities, 
and sells the securities to investors. The money it raises by selling these bonds pays for purchasing the 
mortgages. 

Lenders use the money they realize from selling mortgages to Freddie Mac to make additional loans. 
Lenders must be approved in order to participate in the program. Loans must meet Freddie Mac 
qualifications to be eligible for purchase. 

To facilitate the lending process, Freddie Mac provides lenders with an automated underwriting tool to 
help them evaluate mortgage applications. 

Freddie Mac guarantees the securities it issues, but the bonds aren't federal debts and aren't federally 
guaranteed. 

Like its sister corporation Fannie Mae, Freddie Mac shares are traded on the New York Stock Exchange 
(NYSE). 

 
 



Front-End Load 

The load, or sales charge, that you pay when you purchase shares of a mutual fund or annuity is called a 
front-end load. Some mutual funds identify shares purchased with a front-end load as Class A shares. 

The drawback of a front-end load is that a portion of your investment pays the sales charge rather than 
being invested. However, the annual asset-based fees on Class A shares tend to be lower than on shares 
with back-end or level loads. 

In addition, if you pay a front-end load, you may qualify for breakpoints, or reduced sales charges, if the 
assets in your account reach a certain milestone, such as $25,000. 

 
Full-Service Brokerage Firm 

Full-service brokerage firms usually offer their clients a range of services in addition to executing their buy 
and sell orders. 

These firms usually have full-time research departments and investment analysts who provide information 
the firm's brokers share with clients. 

In addition, some employees of the firm may be qualified to provide investment advice, develop financial 
plans, or design strategies for meeting financial goals. 

Full-service firms tend to charge higher commissions and fees than discount brokerage firms or firms that 
operate only online. However, some full-service firms offer online services and reduce their fees for 
transactions handled though a client's online account. 

 
Funds of Funds (FOF) 

A fund of funds is a pooled investment, such as a mutual fund or a hedge fund, whose underlying 
investments are other funds rather than individual securities. 

Despite some major differences, what all funds of funds have in common is an emphasis on 
diversification for its potential to reduce risk without significantly reducing return. 

They're also designed to simplify the investment process by offering one-stop shopping. 

Many mutual fund FOFs are asset allocation funds and typically include both stock and bond funds in a 
particular combination that the FOF manager has chosen to meet a specific objective. A mutual fund FOF 
may select all its funds from a single fund family or it may choose funds offered by different investment 
companies. 

A hedge fund FOF, which owns stakes in other hedge funds, allows investors to commit substantially less 
money to gain exposure to this investment category than it would cost to invest in even one fund. 

A major drawback with all funds of funds is that the fees tend to be higher than you would pay owning the 
underlying funds directly. 

 
Fundamental Analysis 

Fundamental analysis is one of two main methods for analyzing a stock's potential return. 

Fundamental analysis involves assessing a corporation's financial history and current standing, including 
earnings, sales, and management. It also involves gauging the strength of the corporation's products or 
services in the marketplace. 

A fundamental analyst uses these details as well as the current state of the economy to assess whether 
the stock is likely to increase or decrease in value in the short- and long-term and whether the stock's 
current price is an accurate reflection of its value. 

 
Futures Contract 

Futures contracts, when they trade on regulated futures exchanges, obligate you to buy or sell a specified 
quantity of the underlying product for a specific price on a specific date. 

The underlying product could be a commodity, stock index, security, or currency. 

Because all the terms of a listed futures contract are structured by the exchange, you can offset your 
contract and get out of your obligation by buying or selling an opposing contract before the settlement 
date. 



Futures contracts provide some investors, called hedgers, a measure of protection from price volatility on 
the open market. 

For example, wine manufacturers are protected when a bad crop pushes grape prices up on the spot 
market if they hold a futures contract to buy the grapes at a lower price. Grape growers are also protected 
if prices drop dramatically -- if, for example, there's a surplus caused by a bumper crop -- provided they 
have a contract to sell at a higher price. 

Unlike hedgers, speculators use futures contracts to seek profits on price changes. For example, 
speculators can make (or lose) money, no matter what happens to the grapes, depending on what they 
paid for the futures contract and what they must pay to offset it. 

 
Futures Exchange 

Traditionally, futures contracts and options on those contracts have been bought and sold on a futures 
exchange, or trading floor, in a defined physical space. 

In the United States, for example, there are futures exchanges in Chicago, Kansas City, Minneapolis, and 
New York. 

As electronic trading of these products expands, however, buying and selling doesn't always occur on the 
floor of an exchange. So the term is also used to describe the activity of trading futures contacts. 

 
 

G 
 
Generally Accepted Accounting Principles (GAAP) 

Generally accepted accounting principles (GAAP), which are the basis for financial reporting by the 
private sector in the United States, have been codified by the Financial Accounting Standards Board 
(FASB) into a single authoritative source. 

The codification is designed to strengthen the economic system by organizing standards from various 
sources into approximately 90 accounting topics and providing uniform criteria for communicating data. 
The code is scheduled for final adoption at the end of 2008 following a one-year verification period. 

 
Gift Tax 

A gift tax is a tax on the combined total value of the taxable gifts you make that exceed your lifetime 
federal tax-exempt limit of $1 million. The tax is figured as a percentage of the value of your gifts over that 
amount. 

For example, if during your lifetime you make taxable gifts of money and property valued at $1.2 million, 
you will owe federal gift tax on $200,000. You might also owe state gift tax, depending on where you live. 

However, you can make annual tax-free gifts to as many individuals and nonprofit institutions as you like. 
As long as the value of the gifts to each individual is less than the annual limit set by Congress, that 
amount doesn't count against your lifetime tax-free limits. 

Gifts to nonprofits are not taxed and don't count against your lifetime limit either. 

If you're married, you can give your spouse gifts of any value at anytime, totally tax free, provided he or 
she is a US citizen. There are limits on spousal gifts when the spouse is not a citizen. 

You are not required to report the tax-free gifts on your tax return, but you must report taxable gifts whose 
value exceeds the annual tax-free limit on IRS Form 709 for the year you make them. The tax becomes 
due when the cumulative total exceeds $1 million. 

However, the law setting the $1 million limit is set to expire at the end of 2010. Unless Congress acts 
before that date, the lifetime tax-exempt limit will fall back to $675,000. 

 
Go Long 

When you go long, you buy a security or other financial product that you intend to hold for a period of time 
or one that you expect to increase in value so that you can sell it at a profit. 

For example, if you're buying and selling options or futures contracts, you go long when you enter a 
contract to buy the underlying instrument. In the case of stock, you go long when you buy shares to hold 
in your portfolio, at least for the next term. 



 
Go Public 

A corporation goes public when it issues shares of its stock in the open market for the first time, in what is 
known as an initial public offering (IPO). 

That means that at least some of the shares will be held by members of the public rather than exclusively 
by the investors who founded and funded the corporation initially or the current owners or management. 

 
Go Short 

When you enter a futures contract that commits you to sell or deliver the underlying product, you go short 
or have a short position. 

You're also going short when you write an options contract, giving the buyer the right to exercise the 
contract. With stocks, you go short when you borrow shares of stock through your broker and sell them at 
their current market price. 

 
Gold Fund 

Gold funds are mutual funds or exchange traded funds (ETFs) that purchase shares in gold mining 
companies, companies that process and distribute gold, and sometimes the gold itself. 

Investors purchase gold funds as a hedge against inflation and international instability -- both economic 
and political. Since the performance of gold as an asset class is not correlated to the performance of 
stocks, bonds, and cash, by adding such a fund to your portfolio you can help protect it against 
systematic risk. 

Gold funds tend to be extremely volatile, so fund managers try to minimize risk by investing in a 
diversified portfolio, often purchasing shares in companies that operate in different regions of the world. 

 
Gold Standard 

The gold standard is a monetary system that measures the relative value of a currency against a specific 
amount of gold. 

It was developed in England in the early 18th century when the scientist Sir Isaac Newton was Master of 
the English Mint. By the late 19th century, the gold standard was used throughout the world. 

The United States was on the gold standard until 1971, when it stopped redeeming its paper currency for 
gold. 

 
Good ‘Til Cancelled 

If you want to buy or sell a security at a specific price, you can ask your broker to issue a good 'til 
canceled (GTC) order. When the security reaches the price you've indicated, the trade will be executed. 

This order stays in effect until it is filled, you cancel it, or the brokerage firm's time limit on GTC orders 
expires. 

A GTC, also called an open order, is the opposite of a day order, which is automatically canceled at the 
end of the trading day if it isn't filled. 

In addition, some firms offer good through month (GTM) or good through week (GTW) orders. 

 
Government Bond 

The term government bond is used to describe the debt securities issued by the federal government, 
such as US Treasury bills, notes, and bonds. They're also known as government obligations. 

You can buy and sell these issues directly using a Treasury Direct account or through a broker. 

Treasurys are backed by the full faith and credit of the US government, and the interest they pay is 
exempt from state and local, though not federal, income taxes. The cash raised by the sale of Treasurys 
is used to finance a variety of government activities. 

Debt instruments issued by government agencies are also described as government bonds, or 
government securities, though they are not backed by the government's ability to collect taxes to pay 
them off.  For example, bonds issued by the Government National Mortgage Association (Ginnie Mae) 
and the Tennessee Valley Authority (TVA) are government bonds. 



Government National Mortgage Association (Ginnie Mae) 

The Government National Mortgage Association, known as Ginnie Mae, guarantees mortgage-backed 
securities issued by approved private institutions and marketed to investors through brokerage firms. 

The agency's dual mission is to provide affordable mortgage funding while creating high-quality 
investment securities that offer safety, liquidity, and an attractive yield. 

Ginnie Mae securities are backed by mortgages that are insured by either the Federal Housing 
Administration (FHA) or the Rural Housing Service (RHS), or guaranteed by the Department of Veterans 
Affairs (VA). 

Ginnie Mae securities are sold in large denominations -- usually $25,000. But you can buy Ginnie Mae 
mutual funds, which allow you to invest more modest amounts. 

Ginnie Mae is an agency of the US Department of Housing and Urban Development (HUD). 

 
Grace Period 

A grace period is the number of days between the date a credit card issuer calculates your new balance 
and the date your payment is due. 

In most cases, if you have paid the previous balance in full and on time, and you haven't taken any cash 
withdrawals, no finance charges are added to the amount of your purchases. 

If you generally pay the entire balance due on time, you may want to choose a card with a longer rather 
than a shorter grace period, assuming the other terms are comparable. That gives you more time to be 
sure your payments arrive on time. 

However, a minority of credit arrangements include a minimum finance charge, even if you do pay on 
time. Other lenders go back two billing cycles and will add finance charges if you have not paid the full 
amount due each time. 

The grace period on a student loan allows you to defer repayment so that the first installment isn't due 
until six or nine months after you graduate or are no longer enrolled at least half time. The timing depends 
on the type of loan. 

You also have a grace period in which to pay the premium on an insurance policy before the policy is 
cancelled. It's usually one month after the due date. 

 
Green Fund 

A mutual fund that selects investments based on a commitment to environmental principles may be 
described as a green fund. 

Not all green funds stress exactly the same values. A fund that seeks environmentally friendly businesses 
-- say those that use alternative fuels -- may not be concerned about what those companies manufacture. 

Another fund may avoid any company in what it considers an unacceptable industry, despite the 
company's individual environmental record. In every case, the fund's approach is described in its 
prospectus. 

 
Gross Domestic Product (GDP) 

The total value of all the goods and services produced within a country's borders is described as its gross 
domestic product. 

When that figure is adjusted for inflation, it is called the real gross domestic product, and it's generally 
used to measure the growth of the country's economy. 

In the United States, the GDP is calculated and released quarterly by the Department of Commerce. 

 
Gross Margin 

Gross margin is the percentage by which profits exceed production costs. To find gross margin you divide 
sales minus production costs by sales. 

For example, if you want to calculate your gross margin on selling handmade scarves, you need to know 
how much you spent creating the scarves, and what you collected by selling them. 



If you sold 10 scarves at $15 a piece, and spent $8 per scarf to make them, your gross margin would be 
46.7%, or $150 in sales minus $80 in production costs divided by $150. Gross margin is not the same as 
gross profit, which is simply sales minus costs. In this example, it's $70, or $150 minus $80. 

If you're doing research on a company you're considering as an investment, you can look at the gross 
margin to help you see how efficiently it uses its resources. 

If the company has a higher gross margin than its competition, it can command higher prices or spend 
less on production. That might mean it can allocate more resources to developing new products or 
pursuing other projects. 

 
Gross National Product (GNP) 

The gross national product is a measure of a country's economic output -- the total value of all the goods 
and services that it produces in a particular year. The GNP is similar to the gross domestic product 
(GDP), but not exactly the same. 

Unlike the GDP, the GNP includes the income generated by investments owned outside the country by its 
citizens, and excludes any income earned on domestic soil by noncitizens or organizations based 
elsewhere. 

 
Growth 

Growth is an increase in the value of an investment over time. Unlike investments that produce income, 
those that are designed for growth don't necessarily provide you with a regular source of cash. 

A growth company is more likely to reinvest its profits to build its business. If the company prospers, 
however, its stock typically increases in value. 

Stocks, stock mutual funds, and real estate may all be classified as growth investments, but some stocks 
and mutual funds emphasize growth more than others. 

 
Growth and Income Fund 

Growth and income mutual funds invest in securities that provide, as their name suggests, a combination 
of growth and income. 

This type of fund generally funnels assets into common stocks of well-established companies that pay 
regular dividends and increase in value at a regular, if modest, rate. The balance of the fund's portfolio is 
in high-rated bonds and preferred stock. 

 
Growth Fund 

A growth fund seeks to provide its shareholders with long-term capital appreciation. 

Growth funds seek to achieve that objective by investing in growth stocks -- companies that reinvest 
earnings to build their business through expansion, acquisition, or research and development. 

Growth funds, which may focus on companies of the same size -- say all small-caps -- or include 
companies of different sizes in their portfolios, tend to be more volatile than funds with more conservative 
goals, such as providing regular if modest income. 

Not surprisingly, the greater the potential for profit that a growth fund may provide comes with the 
increased risk of losing capital. 

 
Growth Rate 

A growth rate measures the percentage increase in the value of a variety of markets, companies, or 
operations. 

For example, a stock research firm typically tracks the rate at which a company's sales and earnings have 
grown as one of the factors in evaluating whether to recommend that investors purchase, hold, or sell its 
shares. 

Similarly, the rate at which the gross domestic product grows is a measure of the strength of the US 
economy.  If you want to compare the vigor of entities or elements of different sizes, it's more accurate to 
look at growth rate than it is to look at the actual numerical change in value. For example, an emerging 
market might be growing at a much faster rate than a developed one even though the size of those 
economies is vastly different. 



Guidance 

Guidance, or earnings guidance, occurs when the executives of a publicly traded corporation estimate 
projected earnings in an open conference call or Web cast before its quarterly earnings are released. 

Goals for providing guidance include underplaying expectations to avoid negative surprises, serving as a 
counterpoint to stock analysts' consensus estimates, reducing stock price volatility when actual results 
are announced, and potentially shifting investor focus from short-term results to long-term perspectives. 

Corporations also provide guidance to the investing community as a whole because they are prohibited 
by Securities and Exchange Commission (SEC) Rule FD (for Fair Disclosure) from providing important 
and previously nonpublic information selectively, as they did before the rule was enacted in 2000. 

Those who advocate providing this type of guidance argue that the more information investors have the 
better. Detractors say guidance doesn't reduce volatility or achieve other goals. 
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Haircut 

A haircut, in the financial industry, is a percentage discount that's applied informally to the market value of 
a stock or the face value of a bond in an attempt to account for the risk of loss that the investment poses. 

So, for example, a stock with a market value of $30 may get a haircut of 20%, to $24, when an analyst or 
money manager tries to anticipate what is likely to happen to the price. 

Similarly, when a broker-dealer calculates its net capital to meet the 15:1 ratio of debt to liquid capital 
permissible under Securities and Exchange Commission (SEC) rules, it typically gives volatile securities 
in its portfolio a haircut to reduce the potential for being in violation. 

The only securities that consistently escape a haircut are US government bonds because they are 
considered free of default risk. 

 
Hedge Fund 

Hedge funds are private investment partnerships open to institutions and wealthy individual investors. 
These funds pursue returns through a number of alternative investment strategies. 

Those might include holding both long and short positions, investing in derivatives, using arbitrage, and 
speculating on mergers and acquisitions. Some hedge funds use leverage, which means investing 
borrowed money to boost returns. 

Because of the substantial risks associated with hedge funds, securities laws limit participation to 
accredited investors whose assets meet or exceed Securities and Exchange Commission (SEC) 
guidelines. 

 
Hedging 

Hedging is an investment technique designed to offset a potential loss on one investment by purchasing a 
second investment that you expect to perform in the opposite way. 

For example, you might sell short one stock, expecting its price to drop. At the same time, you might buy 
a call option on the same stock as insurance against a large increase in value. 

 
High-Yield Bond 

High-yield bonds are bonds whose ratings from independent rating services are below investment grade. 

As a result, to attract investors, issuers of high-yield bonds must pay a higher rate of interest than the 
rates that issuers of higher-rated bonds with the same maturity are paying. The higher rate translates to 
more income, which is the higher yield. 

High-yield bonds may also be described, somewhat more graphically, as junk bonds. 

 
Hold 

A securities analyst's recommendation to hold appears to take a middle ground between encouraging 
investors to buy and suggesting that they sell. 



However, in an environment where an analyst makes very few sell recommendations, you may interpret 
that person's hold as an indication that it is time to sell. 

Hold is also half of the investment strategy known as buy-and-hold. In this context, it means to keep a 
security in your portfolio over an extended period, perhaps ten years or more. 

The logic is that if you purchase an investment with long-term potential and keep it through short-term ups 
and downs in the marketplace, you increase the potential for building portfolio value. 

 
Holding Company 

By acquiring enough voting stock in another company, a holding company, also called a parent company, 
can exert control over the way the target company is run without actually owning it outright. 

The advantages of this approach, provided that the holding company owns at least 80% of the voting 
shares, are that it receives tax-free dividends if the subsidiary prospers and can write off some of the 
operating losses if the subsidiary falters. 

Because of its shareholder status, however, the holding company is insulated to some extent from the 
target company's liabilities. 

 
Holding Period 

A holding period is the length of time you keep an investment. 

In some cases, a specific holding period is required in order to qualify for some benefit. For example, you 
must hold US savings bonds for a minimum of five years to collect the full amount of interest that has 
accrued. 

 
Hot Issue 

If a newly issued security rises steeply in price after its initial public offering (IPO) because of intense 
investor demand, it is considered a hot issue. 
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In-the-Money 

An option is in-the-money at any point up to expiration if the exercise price is below the market price of a 
call option or above the market price of a put option. That means an in-the-money option has value. 

For example, if you hold an equity call option with a strike price of 50, and the current market price of the 
stock is $52, the option is in-the-money. 

As the option holder, you could buy the stock at $50 and either sell it at $52 or add it to your portfolio. Or, 
if you preferred, you could sell the option, potentially at a profit. 

In-the-money options are generally among the most actively traded, especially as the expiration date 
approaches. 

 
Income Annuity 

An income annuity, sometimes called an immediate annuity, pays an annual income, usually in monthly 
installments. 

Your income is based on the annuity's price, your age (and your joint annuitant's age if you name one), 
the term length, and the specific details of the contract. It's also dependent on the annuity provider's 
ability to meet its obligations. 

You might buy an income annuity with assets from your 401(k) plan, or your plan may buy an income 
annuity on your behalf. In that case, the annuity provider guarantees an income that will satisfy your 
minimum required distribution. 

 
Income Fund 

Income funds are mutual funds whose investment objective is to produce current income rather than long-
term growth, typically by investing in bonds or sometimes a combination of bonds and preferred stock. 



Investors, especially those who have retired or are about to retire, may prefer income funds to potentially 
more volatile growth funds. 

The amount of income a fund may generate is related to the risk posed by the investments that the fund 
makes and the return they generate. 

A fund that buys lower-grade bonds may provide substantially more income than a fund buying 
investment-grade bonds. But the same fund may also put your principal, or investment amount, at 
substantial risk. 

 
Income Statement 

An income statement, also called a profit and loss statement, shows the revenues from business 
operations, expenses of operating the business, and the resulting net profit or loss of a company over a 
specific period of time. 

In assessing the overall financial condition of a company, you'll want to look at the income statement and 
the balance sheet together, as the income statement captures the company's operating performance and 
the balance sheet shows its net worth. 

 
Income Stock 

Stock that pays income in the form of regular dividends over an extended period is often described as 
income stock. 

The advantage of owning income stock is that it can supplement your budget or provide new capital to 
invest. Unless you own the stock in a tax-deferred or tax-free account, you'll owe income tax each year on 
the dividends you receive. 

But dividends on qualifying stock, including most US stock and some international stock, are usually 
taxed at your lower long-term capital gains rate. Income stock is an important component of most equity 
income funds and growth and income funds. 

 
Incorporation 

When a business incorporates, it receives a state or federal charter to operate as a corporation. A 
corporation has a separate and distinct legal and tax identity from its owners. 

In fact, in legal terms, a corporation is considered an individual -- it can own property, earn income, pay 
taxes, incur liabilities, and be sued. 

Incorporating can offer many advantages to a business, among them limiting the liability of the company's 
owners. This means that shareholders are not personally responsible for the company's debts. Another 
advantage is the ability to issue shares of stock and sell bonds, both ways to raise additional capital. 

You know that a business is a corporation if it includes the word "Incorporated" -- or the short form, "Inc." -
- in its official name. 

 
Index 

An index reports changes up or down, usually expressed as points and as a percentage, in a specific 
financial market, in a number of related markets, or in an economy as a whole. 

Each index -- and there are a large number of them -- measures the market or economy it tracks from a 
specific starting point. That point might be as recent as the previous day or many years in the past. 

For those reasons, indexes are often used as performance benchmarks against which to measure the 
return of investments that resemble those tracked by the index. 

A market index may be calculated arithmetically or geometrically. That's one reason two indexes tracking 
similar markets may report different results. Further, some indexes are weighted and others are not. 

Weighting means giving more significance to some elements in the index than to others. For example, a 
market capitalization weighted index is more influenced by price changes in the stock of its largest 
companies than by price changes in the stock of its smaller companies. 

 
Index Fund 

An index fund is designed to mirror the performance of a stock or bond index, such as Standard & Poor's 
500 Index (S&P 500) or the Russell 2000 Index. 



To achieve that goal, the fund purchases all the securities in the index, or a representative sample of 
them, and adds or sells investments only when the securities in the index change. Each index fund aims 
to keep pace with its underlying index, not outperform it. 

This strategy can produce strong returns during a bull market, when the index reflects increasing prices. 
But it may produce disappointing returns during economic downturns, when an actively managed fund 
might take advantage of investment opportunities if they arise to outperform the index. 

Because the typical index fund's portfolio is not actively managed, most index funds have lower-than-
average management costs and smaller expense ratios. However, not all index funds tracking the same 
index provide the same level of performance, in large part because of different fee structures. 

 
Index of Leading Economic Indicators 

This monthly composite of ten economic measurements was developed to track and help forecast 
changing patterns in the economy. It is compiled by The Conference Board, a business research group. 

The components are adjusted from time to time to help improve the accuracy of the index. In the past, it 
has successfully predicted major downturns, although it has also warned of some that did not materialize. 

Consumer-related components include the number of building permits issued, manufacturers' new orders 
for consumer goods, and the index of consumer expectations. 

Financial components include the S&amp;P 500 Index of widely held stocks, the real money supply, and 
the interest rate spread. 

Business-related components include the average work week in the manufacturing sector, average initial 
claims for unemployment benefits, nondefense plant and equipment orders, and vendor performance, 
which reflects how quickly companies receive deliveries from suppliers. 

 
Index Option 

Index options are puts and calls on a stock index rather than on an individual stock. They give investors 
the opportunity to hedge their portfolios or speculate on gains or losses in a segment of the market. 

For example, if you own a group of technology stocks but think technology stocks are going to fall, you 
might buy a put option on a technology index rather than selling short a number of different technology 
stocks. 

If the value of the index does fall, you could exercise the option and collect cash to partially offset a drop 
in the value of your portfolio. 

However, to use this strategy successfully, the index you choose must perform the way the portion of the 
portfolio you're trying to hedge performs. 

And since changes in an index are difficult to predict, index options tend to be volatile. The more time 
there is until an index option expires, the more volatile the option tends to be. 

 
Indexed Annuity 

An indexed annuity is a deferred annuity whose return is tied to the performance of a particular equity 
market index. 

Your investment principal is usually protected against severe market downturns, in that you may have an 
annual return of 0% but not less than 0%. 

However, earnings are generally capped at a fixed percentage, so any index gains that are above the cap 
are not reflected in your annual return. 

Indexed annuity contracts generally require you to commit your assets for a particular term, such as 5, 10, 
or 15 years. Some but not all contracts limit your participation rate, which means that only a percentage of 
your premium has a potential to earn a rate higher than a guaranteed rate. 

 
Individual Retirement Account (IRA) 

Individual retirement accounts are one of two types of individual retirement arrangements (IRAs) that 
provide tax advantages as you save for retirement. The other is an individual retirement annuity. 

Both have the same annual contribution limits, catch-up provisions if you're 50 or older, and withdrawal 
requirements. In addition, both are available in three varieties: traditional deductible, traditional 
nondeductible, and Roth. 



The primary difference between the two is in the investments you make with your contributions. 

You open an individual retirement account with a financial services firm, such as a bank, brokerage firm, 
or investment company, as custodian. The accounts are self-directed, which means you can choose 
among the investments available through your custodian. 

In common practice, however, perhaps because more people have individual retirement accounts, the 
acronym IRA tends to be used to refer to an account rather than annuity or arrangement. 

 
Individual Retirement Annuity 

An individual retirement annuity is one type of individual retirement arrangement. 

It resembles the better-known individual retirement account in most ways, such as annual contribution 
limits, catch-up provisions if you're 50 or older, and withdrawal requirements. 

In addition, the two share a common acronym -- IRA -- and come in three varieties: traditional 
nondeductible, traditional deductible, and Roth. 

The key difference between the two is that with an individual retirement account you may invest your 
contributions in any of the alternatives available through your account custodian. With an individual 
retirement annuity, your money goes into either a fixed or variable annuity offered by the insurance 
company you have chosen as custodian. 

 
Industry 

An industry is a subdivision of a market sector and includes companies producing the same or similar 
goods and services. These companies often compete with each other for customers and investors. 

For example, within the consumer staples sector, companies that manufacture household appliances, 
such as dishwashers and refrigerators, are part of the same industry. 

The fundamentals of any single company in an industry can be measured against the industry as a whole, 
revealing where the company stands in relation to its peers. 

 
Inefficient Market 

In an inefficient market, investors may not have enough information about the securities in that market to 
make informed decisions about what to buy or the price to pay. 

Markets in emerging nations may be inefficient, since securities laws may not require issuing companies 
to disclose relevant information. In addition, few analysts follow the securities being traded there. 

Similarly, there can be inefficient markets for stocks in new companies, particularly for new companies in 
new industries that aren't widely analyzed. 

An inefficient market is the opposite of an efficient one, where enormous amounts of information are 
available for investors who choose to use it. 

 
Inflation 

Inflation is a persistent increase in prices, often triggered when demand for goods is greater than the 
available supply or when unemployment is low and workers can command higher salaries. 

Moderate inflation typically accompanies economic growth. But the US Federal Reserve Bank and central 
banks in other nations try to keep inflation in check by decreasing the money supply, making it more 
difficult to borrow and thus slowing expansion. 

Hyperinflation, when prices rise by 100% or more annually, can destroy economic, and sometimes 
political, stability by driving the price of necessities higher than people can afford. 

Deflation, in contrast, is a widespread decline in prices that also has the potential to undermine the 
economy by stifling production and increasing unemployment. 

 
Inflation Rate 

The inflation rate is a measure of changing prices, typically calculated on a month-to-month and year-to-
year basis and expressed as a percentage. 



For example, each month the Bureau of Labor Statistics calculates the inflation rate that affects average 
urban US consumers, based on the prices for about 80,000 widely used goods and services. That figure 
is reported as the Consumer Price Index (CPI). 

 
Initial Public Offering (IPO) 

When a company reaches a certain stage in its growth, it may decide to issue stock, or go public, with an 
initial public offering (IPO). The goal may be to raise capital, to provide liquidity for the existing 
shareholders, or a number of other reasons. 

Any company planning an IPO must register its offering with the Securities and Exchange Commission 
(SEC). 

In most cases, the company works with an investment bank, which underwrites the offering. That means 
marketing the shares being offered to the public at a set price with the expectation of making a profit. 

 
Insider Trading 

If managers of a publicly held company, members of its board of directors, or anyone who holds more 
than 10% of the company trades its shares, it's considered insider trading. 

This type of trading is perfectly legal, provided it's based on information available to the public. 

It's only illegal if the decision is based on knowledge of corporate developments, such as executive 
changes, earnings reports, or acquisitions or takeovers that haven't yet been made public. 

It is also illegal for people who are not part of the company, but who gain access to private corporate 
information, to trade the company's stock based on this inside information. The list includes lawyers, 
investment bankers, journalists, or relatives of company officials. 

 
Institutional Fund 

An institutional fund is a mutual fund that's available to large investors, such as pension funds and not-for-
profit organizations, with substantial amounts to invest. 

Typical institutional funds have higher minimum investments but lower fees than the retail funds that are 
available to the general public. 

Among the reasons institutional funds may cost less to operate is that they tend to have low turnover 
rates and their investors redeem shares less often than retail investors. 

 
Institutional Investor 

Institutional investors buy and sell securities in large volume, typically 10,000 or more shares of stock, or 
bonds worth $200,000 or more, in a single transaction. 

In most cases, the investors are organizations with large portfolios, such as mutual funds, banks, 
university endowment funds, insurance companies, pension funds, and labor unions. 

Institutional investors may trade their own assets or assets that they are managing for other people. 

 
Insurance Trust 

You set up an insurance trust to own a life insurance policy on your life. When you die, the face value of 
the policy is paid to the trust. 

That keeps the insurance payment out of your estate, while making money available to the beneficiary of 
the trust to pay any estate tax that may be due, or to use for any other purpose. 

If you're married, you may set up an insurance trust to buy a second-to-die policy, which pays the face 
value of the policy at the death of the second spouse. That allows the first to die to leave all assets to the 
other, postponing potential estate tax until the survivor dies. At that point, the insurance benefit is 
available to pay any tax that might be due. 

 
Insured Bond 

An insured bond is a municipal bond whose interest and principal payments are guaranteed by a triple-A 
rated bond insurer. 



Insurance protects municipal bondholders against default by the issuer and protects bonds in case they're 
downgraded by ratings agencies, which can decrease market value. 

Insured bonds generally offer a slightly lower rate of interest than uninsured bonds. 

 
Interest 

Interest is what you pay to borrow money using a loan, credit card, or line of credit. It is calculated at 
either a fixed or variable rate that's expressed as a percentage of the amount you borrow, pegged to a 
specific time period. 

For example, you may pay 1.2% interest monthly on the unpaid balance of your credit card. 

Interest also refers to the income, figured as a percentage of principal, that you're paid for purchasing a 
bond, keeping money in a bank account, or making other interest-paying investments. 

If it is simple interest, earnings are figured on the principal. If it is compound interest, the earnings are 
added to the principal to form a new base on which future income is calculated. 

Interest is also a share or right in a property or asset. For example, if you are half-owner of a vacation 
home, you have a 50% interest. 

 
Interest Rate 

Interest rate is the percentage of the face value of a bond or the balance in a deposit account that you 
receive as income on your investment. 

If you multiply the interest rate by the face value or balance, you find the annual amount you receive. 

For example, if you buy a bond with a face value of $1,000 with a 6% interest rate, you'll receive $60 a 
year. Similarly, the percentage of principal you pay for the use of borrowed money is the loan's interest 
rate. 

If there are no other costs associated with borrowing the money, the interest rate is the same as the 
annual percentage rate (APR). 

 
Interest-Rate Risk 

Interest-rate risk describes the impact that a change in current interest rates is likely to have on the value 
of your investment portfolio. 

You face interest-rate risk when you own long-term bonds or bond mutual funds because their market 
value will drop if interest rates increase. 

That loss of value occurs because investors will be able to buy bonds with a new, higher interest rate, so 
they won't pay full price for an older bond paying a lower interest rate. 

 
Intermediate-Term Bond 

Intermediate-term bonds mature in two to ten years from the date of issue. Typically, the interest on these 
bonds is greater than that on short-term bonds of similar quality but less than that on comparably rated 
long-term bonds. 

Intermediate-term bonds work well in an investment strategy known as laddering. Laddering involves 
buying bonds with different maturity dates so that portions of your fixed income portfolio mature in a 
stepped pattern over a number of years. 

 
International Fund 

This type of mutual fund invests in stocks, bonds, or cash equivalents that are traded in overseas 
markets, or in indexes that track international markets. 

Like other funds, international funds have investment objectives and strategies, and pose some level of 
risk, such as the risk that currency fluctuations may greatly affect the fund's value. 

Some international funds focus on countries with established economies, some on emerging markets, 
and some on a mix of the two.  US investors may buy funds that invest in other markets to diversify their 
portfolios, since owning a fund is usually simpler than investing in individual securities abroad. 

A different group of funds, called global or world funds, also invest in overseas markets but typically keep 
a substantial portion of their portfolios in US securities. 



International Monetary Fund (IMF) 

The IMF was set up as a result of the United Nations Bretton Woods Agreement of 1944 to help stabilize 
world currencies, lower trade barriers, and help developing nations pay off debt. 

The IMF's activities are funded by developed nations and are sometimes the subject of intense criticism, 
either by the nations the IMF is designed to help, the nations footing the bill, or both. 

 
Intestate 

A person who dies without a will is said to have died intestate. 

In this case, the probate court in the person's home state -- sometimes known as surrogate's court or 
orphan's court -- determines who has the right to inherit the person's assets and who should be named 
guardian of any minor children. 

The process, known as administration, can be time consuming and expensive, and the outcome may or 
may not reflect what the intestate person would have wanted. 

 
Intrinsic Value 

A company's intrinsic value, or underlying value, is used to calculate its projected worth. 

You determine intrinsic value by subtracting long-term debt from anticipated future assets, including 
profits, the potential for increased efficiency, and the sale of new stock. 

Another approach is to calculate intrinsic value by dividing the company's estimated future earnings by 
the number of its existing shares. This method weighs the current price of a stock against its future worth. 

Critics of using intrinsic worth as a way to evaluate potential investments point out that all the numbers 
except debt are hypothetical. 

The term is also used in options trading to indicate the amount by which an option is in-the-money. For 
example, an equity call option with a strike price of 35 has an intrinsic value of $4 if the market price of 
the underlying stock is $39. But if the market price drops to $34, the option has no intrinsic value. 

 
Investment Bank 

An investment bank is a financial institution that helps companies take new bond or stock issues to 
market, usually acting as the intermediary between the issuer and investors. 

Investment banks may underwrite the securities by buying all the available shares at a set price and then 
reselling them to the public. Or the banks may act as agents for the issuer and take a commission on the 
securities they sell. 

Investment banks are also responsible for preparing the company prospectus, which presents important 
data about the company to potential investors. 

In addition, investment banks handle the sales of large blocks of previously issued securities, including 
sales to institutional investors, such as mutual fund companies. 

Unlike a commercial bank or a savings and loan company, an investment bank doesn't usually provide 
retail banking services to individuals. 

 
Investment Club 

If you're part of an investment club, you and the other members jointly choose the investments the club 
makes and decide on the amount each of you will contribute to the club's account. 

Among the reasons that clubs are popular are that they allow investors to commit only modest amounts, 
share in a diversified portfolio, and benefit from each other's research. 

While clubs may establish themselves informally, many groups use the resources of BetterInvesting, an 
investor education membership organization. 

Its website, www.betterinvesting.org, provides information on how to start an investment club and support 
services to existing clubs. 

 
Investment Company 

An investment company is a firm that offers open-end funds, called mutual funds, closed-end funds, 
sometimes called investment trusts, or exchange traded funds to the public. 



By describing a company offering the funds as an investment company, it's easier to distinguish the 
company from the funds that it offers. 

For example, a single investment company might offer an aggressive-growth fund, a growth and income 
fund, a US Treasury bond fund, and a money market fund. 

Or a closed-end investment company might offer an international fund focused on a single country, such 
as Ireland, or a region, such as Latin America. 

 
Investment Company Act of 1940 

Congress passed the Investment Company Act of 1940 to authorize the Securities and Exchange 
Commission (SEC) to regulate investment companies, though not to supervise or evaluate their 
investment decisions. 

The Act requires that all mutual funds and exchange traded funds (ETFs) that invest in securities and sell 
their own shares to US investors must register with the SEC and meet a set of standards. These 
standards include regular public disclosure of their financial situation, their investment policies and 
objectives, and their fund portfolios as well as their pricing and fees. 

The provisions of the Act are updated from time to time to reflect market developments, changing 
attitudes toward governance, and other issues. 

 
Investment Grade 

When a bond is rated investment grade, its issuer is considered able to meet its obligations, exposing 
bondholders to minimal default risk. 

Most US corporate and municipal bonds are rated by independent services such as Moody's Investors 
Service and Standard & Poor’s Index (S&P 500). 

The ratings are based on a number of criteria, including the likelihood that the bond issuer will be able to 
make interest payments and repay the principal in full and on time. 

The four categories of bonds rated BBB and higher by S&amp;P or Baa and higher by Moody's are 
considered investment grade. 

 
Investment Horizon 

Your investment horizon is the point in time when you hope to achieve a particular investment goal. That 
horizon, sometimes called your time frame, may be fixed or flexible, depending on the nature of the goal 
and the investment decisions you take. 

For example, paying for college is often a fixed goal because most students enroll the year they graduate 
from high school. Retirement may be a more flexible goal if you have the choice about when you will stop 
working. 

The landscape can be more complicated if you have more than one investment goal, and therefore 
there's more than one horizon in the picture. 

 
Investment Income 

Investment income -- sometimes called unearned income -- is the money that you collect from your 
investments. 

It may include stock dividends, mutual fund distributions, and interest from CDs, interest-bearing bank 
accounts, bonds, and other debt instruments. You may also have rental income from real estate or other 
assets you own for investment purposes. 

Capital gains you realize from selling investments for more than you paid to acquire them may also be 
considered investment income. Your net investment income is what you have left over after you subtract 
your investment expenses, such as fees and commissions. 

 
Investment Objective 

An investment objective is a financial goal that helps determine the type of investments you make. For 
example, if you want a source of regular income, you might select a portfolio of high-rated bonds and 
dividend-paying stocks. 



Each mutual fund describes its investment objective in its prospectus, along with the strategy the fund 
manager follows to meet that objective. Mutual fund investors often look for funds whose stated 
objectives are compatible with their own goals. 

 
Investment Style 

Investment style refers to the approach that investors, including professional money managers, take in 
selecting individual investments and assembling portfolios as they seek to achieve their investment goals. 

For example, a mutual fund that is focused on small-cap stocks might seek long-term capital appreciation 
by choosing aggressive growth stocks. Another small-cap fund with the same objective might build a 
portfolio of underpriced value stocks. 

Evaluating a fund's investment style -- which is typically described as aggressive, moderate, conservative, 
or contrarian -- is an important consideration in choosing among mutual funds and ETFs. You'll want to be 
sure that any fund you purchase is compatible with your individual risk tolerance. 

 
IRA Rollover 

If you move assets from an employer sponsored retirement plan to an IRA, you've completed an IRA 
rollover. 

You owe no income tax on the money you move if you deposit the full amount into the new IRA within 60 
days or arrange a direct transfer from the existing account to the new account. 

If you're moving money from an employer's retirement plan to an IRA yourself, the plan administrator is 
required to withhold 20% of the total. 

That amount is refunded after you file your income tax return, provided you've deposited the full amount 
into the new account on time, including the 20% that's been withheld. Any amount you don't deposit 
within the 60-day period is considered an early withdrawal and you'll have to pay tax on it. 

You might also have to pay a penalty for early withdrawal if you're younger than 59 1/2. But if you arrange 
a direct transfer from your plan to the rollover IRA nothing is withheld. 

 
Irrevocable Trust 

An irrevocable trust is a legal agreement whose terms cannot be changed by the creator, or grantor, who 
establishes the trust, chooses a trustee, and names the beneficiary or beneficiaries. 

The trust document names a trustee who is responsible for managing the assets in the best interests of 
the beneficiary or beneficiaries and carrying out the wishes the creator has expressed. 

You typically use an irrevocable trust for the tax benefits it can provide by removing assets permanently 
from your estate. 

In addition, through the terms of the trust you can exert continuing control over the way your property is 
distributed to your beneficiaries. Trusts have the additional advantages of being more difficult to contest 
than a will and more private. 

If you establish an irrevocable trust while you're still alive, it's called a living or inter vivos trust. If you 
establish the trust in your will, so that it takes effect at the time of your death, it's called a testamentary 
trust. 

 
Issue 

When a corporation offers a stock or bond for sale, or a government offers a bond, the security is known 
as an issue, and the company or government is the issuer. 

 
Issuer 

An issuer is a corporation, government, agency, or investment trust that sells securities, such as stocks 
and bonds, to investors. Issuers may sell the securities through an underwriter as part of a public offering 
or as a private placement. 
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January Effect 

Each year, the stock market tends to increase slightly in value between December 31 and the end of the 
first week of January. 

Known as the January effect, this rise starts when investors sell underperforming stocks at year-end to 
claim capital losses on their tax returns. 

After the new tax year begins on January 1, the same investors tend to reinvest the money from those 
sales, heightening demand temporarily, and making the overall market rise slightly during that week. 

 
Junk Bond 

Junk bonds carry a higher-than-average risk of default, which means that the bond issuer may not be 
able to meet interest payments or repay the loan when it matures. 

Except for bonds that are already in default, junk bonds have the lowest ratings, usually Caa or CCC, 
assigned by rating services such as Moody's Investors Service and Standard & Poor’s Index (S&P 500). 

Issuers offset the higher risk of default on junk bonds by offering substantially higher interest rates than 
are being paid on investment-grade bonds. That's why junk bonds are also known, more positively, as 
high-yield bonds. 
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Keogh Plan 

A group of qualified retirement plans, including profit sharing plans, money purchase defined contribution 
plans, and a defined benefit plan, is available to self-employed people, small-business owners, and 
partners in companies that file an IRS Schedule K, among others. 

Together these plans are sometimes described as Keogh plans in honor of Eugene Keogh, a US 
representative from Brooklyn, NY, who was a force behind their creation in 1963. 

The employer, not the employee, makes the contributions to Keogh plans, but the employee typically 
chooses the way the contributions are invested. 

Like other qualified plans, there are contribution limits, though they are substantially higher than with 
either 401(k)s or individual retirement plans, and on a par with contribution limits for a simplified employee 
pension plan (SEP). 

Any earnings in an employee's account accumulate tax deferred, and withdrawals from the account are 
taxed at regular income tax rates. 

If you participate in a Keogh plan, a 10% federal tax penalty applies to withdrawals you take before you 
turn 59 1/2, and minimum required distributions (MRD) must begin by April 1 of the year following the year 
that you turn 70 1/2 unless you're still working. In that case, you can postpone MRDs until April 1 of the 
year following the year you actually retire. 

The only exception -- and it is more common here than in other retirement plans -- is if you own more than 
5% of the company. If you leave your job or retire, you can roll over your account value to an individual 
retirement account (IRA). 

If you're eligible to establish a qualified retirement plan, a Keogh may be attractive because there are 
several ways to structure the plan, you may be able to shelter more money than with other plans by 
electing the defined benefit alternative, and you have more control in establishing which employees 
qualify for the plan. 

But the reporting requirements can be complex, making it wise to have professional help in setting up and 
administering a plan. 
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Large-Capitalization (Large-Cap) Stock 

The stock of companies with market capitalizations typically of $10 billion or more is known as large-cap 
stock. Market cap is figured by multiplying the number of either the outstanding or floating shares by the 
current share price. 

Large-cap stock is generally considered less volatile than stock in smaller companies, in part because the 
bigger companies may have larger reserves to carry them through economic downturns. 

However, market capitalization is always in flux. Today's large-cap stock can drop out of that category if 
the share price plunges either in a general market downturn or as a result of internal problems. 

And the opposite is true as well. Many of the country's largest companies began life as start-ups. 

 
Last Trading Day 

The last trading day is the final day on which an order to buy or sell an options contract or futures contract 
can be executed. 

In the case of an options contract, for example, the last trading day is usually the Friday before the third 
Saturday of the month in which the option expires, though a brokerage firm may set an earlier deadline 
for receiving orders. 

If you don't act on an option you own before the final trading day, the option may simply expire, or if it is 
in-the-money it may be automatically executed on your behalf by your brokerage firm or the Options 
Clearing Corporation (OCC) unless you request that it not be. 

But if a futures contract isn't offset, the contract seller is obligated to deliver the physical commodity or 
cash settlement to the contract buyer. 

 
Lead Underwriter 

When a company wants to raise capital by selling securities to investors, it partners with an investment 
bank, known as the lead underwriter. 

That bank has the primary responsibility for organizing and managing an initial public offering (IPO), a 
secondary stock offering, or a bond offering. 

In the case of an IPO, the lead underwriter agrees to buy some or all the shares from the company and 
helps it determine an initial offering price for the security, create a prospectus, and organize a syndicate 
of other investment banks to help sell the securities to investors. 

In return for assuming the financial risk of the IPO, the lead underwriter receives a fee, which is usually a 
percentage of the price of each share of the IPO. 

 
Lease 

A lease is a legal agreement that provides for the use of something -- typically real estate or equipment -- 
in exchange for payment. 

Once a lease is signed, its terms, such as the rent, cannot be changed unless both parties agree. A lease 
is usually legally binding, which means you are held to its terms until it expires. If you break a lease, you 
could be held liable in court. 

 
Level Yield Curve 

A level yield curve results when the yield on short-term US Treasury issues is essentially the same as the 
yield on long-term Treasury bonds. 

You create the curve by plotting a graph with yield on the vertical axis and maturity date on the horizontal 
axis and connecting the dots. 

In most periods, the yield on long-term bonds is higher and the yield curve is positive because investors 
demand more for tying up their money for a longer period. 

There are also times, when short-term T-bills yields are higher, that the pattern is reversed and the yield 
curve is negative, or inverted. 

 



Leverage 

Leverage is an investment technique in which you use a small amount of your own money to make an 
investment of much larger value. In that way, leverage gives you significant financial power. 

For example, if you borrow 90% of the cost of a home, you are using the leverage to buy a much more 
expensive property than you could have afforded by paying cash. 

If you sell the property for more than you borrowed, the profit is entirely yours. The reverse is also true. If 
you sell at a loss, the amount you borrowed is still due and the entire loss is yours. 

Buying stock on margin is a type of leverage, as is buying a futures or options contract. 

Leveraging can be risky if the underlying instrument doesn't perform as you anticipate. At the very least, 
you may lose your investment principal plus any money you borrowed to make the purchase. 

With some leveraged investments, you could be responsible for even larger losses if the value of the 
underlying product drops significantly. 

 
Leveraged Buyout 

A leveraged buyout (LBO) occurs when a group of investors using primarily borrowed money, often raised 
with high yield bonds or other types of debt, takes control of a company by acquiring a majority interest in 
its outstanding stock. 

Leveraged buyouts, which are often, but not always, hostile takeovers, may be engineered by an outside 
corporation, a private equity firm, or an internal management team. 

 
Liability 

In personal finance, liabilities are the amounts you owe to creditors, or the people and organizations that 
lend you money. Typical liabilities include your mortgage, car and educational loans, and credit card debt. 

When you figure your net worth, you subtract your liabilities, or what you owe, from your assets. The 
result is your net worth, or the cash value of what you own. 

In business, liabilities refer to money a company owes its creditors and any claims against its assets. 

 
Limit Order 

A limit order sets the maximum you will pay for a security or the minimum you are willing to accept on a 
particular transaction. 

For example, if you place a limit order to buy a certain stock at $25 a share when its current market price 
is $28, your broker will not buy the stock until its share price reaches $25. 

Similarly, if you give a limit order to sell at $25 when the stock is trading at $20, the order will be filled only 
if the price rises to $25. 

A limit order differs from a market order, which is executed at the current price regardless of what that 
price is. It also differs from a stop order, which becomes a market order when the stop price is reached 
and the order is executed at the best available price. 

 
Limit Price 

A limit price is the specific price at which you tell your stockbroker to execute a buy or sell order on a 
particular security. 

If the transaction can be completed at that price, it goes through, but if that price is not available, no 
purchase or sale takes place. 

The advantage of a limit order is that you won't pay more or sell for less than you want. Since your broker 
is monitoring the price, it is more likely that the trade will take place at the limit price than if you waited 
until the security reached that price to place your order. 

The potential drawback of setting a limit price, which is also known as giving a limit order, is that the 
transaction may not take place in a fast market if the price of the security moves up or down quickly, 
passing the limit price. 

 
 
 



Limited Liability Company 

Organizing a business enterprise as a limited liability company (LLC) under the laws of the state where it 
operates protects its owners or shareholders from personal responsibility for company debts that exceed 
the amount those owners or shareholders have invested. 

In addition, an LLC's taxable income is divided proportionally among the owners, who pay tax on their 
share of the income at their individual rates. The LLC itself owes no income tax. 

The limited liability protection is similar to what limited partners in a partnership or investors in a 
traditional, or C, corporation enjoy. 

The tax treatment is similar to that of a partnership or S corporation, another form of organization that's 
available for businesses with fewer than 75 employees. However, only some states allow businesses to 
use LLC incorporation. 

 
Limited Partner 

A limited partner is a member of a partnership whose only financial risk is the amount he or she has 
invested. 

In contrast, all the assets of the general partner or partners, including those held outside the partnership, 
could be vulnerable to claims brought by the partnership's creditors. 

 
Limited Partnership 

A limited partnership is a financial affiliation that includes at least one general partner and a number of 
limited partners. The partnership invests in a venture, such as real estate development or oil exploration, 
for financial gain. 

The arrangement can be public, which means you can buy into the partnership through a brokerage firm, 
or private. 

What makes it a limited partnership is that everyone but the general partners has limited liability. The 
most the limited partners can lose is the amount they invest. 

 
Line of Credit 

A line of credit, sometimes called a bank line, is the most you can borrow under a revolving credit 
arrangement with a credit card issuer, bank, or mortgage lender. 

When you borrow against a line of credit, you pay interest on the amount of money you actually borrow, 
not on the available balance, or full amount you are able to borrow. 

For example, if you have a $10,000 line of credit on a credit card, you may borrow as much or as little as 
you want up to that amount, and you pay interest only on the amount you have borrowed. 

If you carry a balance of $3,000, you only pay interest on that amount, but there is still $7,000 available 
for you to borrow. Once you repay the amount you borrow, you can use it again. 

A line of credit may be secured with collateral, or unsecured. A line of credit on a credit card is usually 
unsecured, for example. But if you have a home equity line of credit, your home serves as collateral 
against the amount you borrow. 

 
Lipper, Inc. 

Lipper provides financial data and performance analysis for more than 30,000 open- and closed-end 
mutual funds and variable annuities worldwide. 

The company evaluates funds on the strength of their success in meeting their investment objectives and 
identifies the strongest funds in specific categories as Lipper Leaders. 

The research company's mutual fund indexes are considered benchmarks for the various categories of 
funds. 

 
Liquid Asset 

Liquid assets are accounts or securities that can be easily converted to cash at little or no loss of value. 

These include cash, money in bank accounts, money market mutual funds, and US Treasury bills. 



Actively traded stocks, bonds, and mutual funds are liquid in the sense that they are easy to sell, but the 
price is not guaranteed and could be less than the amount you paid to buy the asset. 

In contrast, selling fixed assets, such as real estate, usually requires time and negotiation. 

 
Liquidity 

If you can convert an asset to cash easily and quickly, with little or no loss of value, the asset has liquidity. 
For example, you can typically redeem shares in a money market mutual fund at $1 a share. 

Similarly, you can cash in a certificate of deposit (CD) for at least the amount you put into it, although you 
may forfeit some or all of the interest you had expected to earn if you liquidate before the end of the CD's 
term. 

The term liquidity is sometimes used to describe investments you can buy or sell easily. For example, you 
could sell several hundred shares of a blue chip stock by simply calling your broker, something that might 
not be possible if you wanted to sell real estate or collectibles. 

The difference between liquidating cash-equivalent investments and securities like stock and bonds, 
however, is that securities constantly fluctuate in value. So while you may be able to sell them readily, 
you might sell for less than you paid to buy them if you sold when the price was down. 

 
Listed Security 

A listed security is a stock, bond, options contract, or similar product that is traded on an organized 
exchange. 

Being listed has advantages, including being part of an orderly, regulated, and widely reported trading 
process that helps insure fairness and liquidity. 

To be listed, the company issuing the security must meet the requirements of the exchange where it 
wishes to be traded. For example, to list a stock, the company typically must have a minimum market 
capitalization, a minimum number of existing shares, and a minimum per share price. 

 
Listing Requirement 

Listing requirements are the standards a corporation must meet to have its stock or bonds traded on a 
particular exchange. 

Exchanges set their own initial and continuing listing requirements. Among the listing criteria are a 
corporation's pretax earnings, a minimum market value, and a minimum number of existing shares. 

 
Load 

If you buy a mutual fund through a broker or other financial professional, you pay a sales charge or 
commission, also called a load. 

If the charge is levied when you purchase the shares, it's called a front-end load. If you pay when you sell 
shares, it's called a back-end load or contingent deferred sales charge. And with a level load, you pay a 
percentage of your investment amount each year you own the fund. 

 
Load Fund 

Some mutual funds charge a load, or sales commission, when you buy or sell shares or, in some cases, 
each year you own the fund. The charge is generally figured as a percentage of your investment amount. 

Most load funds are sold by brokers or other investment professionals. The sales charge compensates 
them for their time. 

In contrast, no-load funds, which don't have sales charges but may levy other fees, are usually sold 
directly to the public by the investment company that offers the fund. Some companies offer both load 
and no-load versions of the same fund. 

 
Loan Note 

A loan note is a promissory agreement describing the terms of a loan and committing the person or 
institution borrowing the money to live up to those terms. 

For example, a mortgage loan note states the principal balance, the interest rate, the discount points, a 
payment schedule and due date, and any potential penalties for violating the repayment terms. 



When the required repayment has been made, the agreement between the parties ends. 

 
Lock-Up Period 

A lock-up period is the time during which you cannot sell an investment that you own. 

You are most likely to encounter a lock-up period if you acquire shares in an initial public offering (IPO) 
because you had a private equity investment in the company before it went public and receive shares in 
the IPO proportionate to your private equity ownership interest. 

You may also have a lock-up period if you are an owner or an employee of the company and are granted 
shares. 

The lock-up period may last as long as 180 days. In some cases, though, the lock-up period is graduated, 
meaning that after the initial 180 days you can sell an increasingly larger portion of your shares over the 
next two years. 

After the lock-up period ends, you are free to sell all your shares if you wish. 

 
Long Bond 

Thirty-year bonds issued by the US Treasury are referred to as long bonds. The interest rate on the long 
bond is typically but not always higher than the rate on the Treasury's shorter term notes and bills. 

The rate on the most recently issued bond is the basis for pricing other long-term bonds and setting other 
financial benchmarks. 

 
Long Position 

Having a long position in a stock means you own the security. 

You have the right to collect the dividends or interest the security pays, the right to sell it or give it away 
when you wish, and the right to keep any profits if you do sell. 

Similarly, you have a long position in an option when you hold the option, and you have the right to 
exercise it before expiration or sell it. 

The term is also used to describe a position that's maintained by your brokerage firm or bank on your 
behalf. For example, if your firm holds stocks for you in street name, you are said to be long on their 
books. 

Having a long position is the opposite of having a short position in a security. A short position means you 
have borrowed shares through your broker, sold them, and must return them, plus interest, at some point 
in the future. 

Similarly, a short position in an option means that you have sold the option, giving the holder the right to 
exercise and committing yourself to fulfilling the terms should exercise occur and you're assigned to meet 
them. 

 
Long-Term Capital Gain (Or Loss) 

When you sell a capital asset that you have owned for more than a year at a higher price than you paid to 
buy it, any profit on the sale is considered a long-term capital gain. 

If you sell for less than you paid to purchase the asset, you have a long-term capital loss. 

Unlike short-term gains, which are taxed at your income tax rate, most long-term gains on most 
investments, including real estate and securities, are taxed at rates lower than the rates on ordinary 
income. Currently, those rates are 15% if you're in the 25% tax bracket or higher, and 5% if you are in the 
10% or 15% bracket. 

You can deduct your long-term losses from your long-term gains, and your short-term losses from your 
short-term gains, to reduce the amount on which potential tax may be due. You may also be able to 
deduct up to $3,000 in accumulated long-term losses from your ordinary income and carry forward losses 
you can't use in one tax year to deduct in the next tax year. 

 
Long-Term Equity Anticipation Securities (LEAPS) 

These long-term options on stocks have expiration dates of up to three years rather than the shorter 
terms of most stock options, which are never longer than nine months. 



The benefit of LEAPS, from an investor's perspective, is that there's more time for the price movement 
you anticipate to occur. 

However, LEAPS are available on fewer underlying stocks than standard options, and they are generally 
more expensive than the shorter term options on the same security. 

 
Lump Sum 

A lump sum is an amount of money you pay or receive all at once rather than in increments over a period 
of time. 

For example, you buy an immediate annuity with a single lump-sum payment. If you receive the face 
value of a life insurance policy when the insured person dies, or receive the full value of your retirement 
account, those payments are also lump sums. 

 
Lump-Sum Distribution 

When you retire, you may have the option of taking the value of your pension, salary reduction, or profit-
sharing plan in different ways. 

For example, you might be able to take your money in a series of regular lifetime payments, generally 
described as an annuity, or all at once, in what is known as a lump-sum distribution. 

If you take the lump sum from a defined benefit pension plan, the employer follows specific regulatory 
rules to calculate how much you would have received over your estimated lifespan if you'd taken the 
pension as an annuity and then subtracts the amount the fund estimates it would have earned in interest 
on that amount during the payout period. 

In contrast, when you take a lump-sum distribution from a defined contribution plan, such as a salary 
reduction or profit-sharing plan, you receive the amount that has accumulated in the plan. 

You may or may not have the option to take a lump-sum distribution from these plans when you change 
jobs. 

You can take a lump-sum distribution as cash, or you can roll over the distribution into an individual 
retirement arrangement (IRA). If you take the cash, you owe income tax on the full amount of the 
distribution, and you may owe an additional 10% penalty if you're younger than 59 1/2. 

If you roll over the lump sum into an IRA, the full amount continues to be tax deferred, and you can 
postpone paying income tax until you withdraw. 

 

M 
 
Make a Market 

A dealer who specializes in a specific security, such as a bond or stock, is said to make a market in that 
security. That means the dealer is ready to buy or sell at least one round lot of the security at its publicly 
quoted price. 

Other broker-dealers turn to a market maker when they want to buy or sell that particular security either 
for their own account or for a client's account. 

Electronic markets, such as Nasdaq, tend to have several market makers in a particular security. The 
overall effect of multiple market makers is greater liquidity in the marketplace and more competitive 
pricing. 

 
Margin 

Margin is the minimum amount of collateral -- in either cash or securities -- you must have in your margin 
account to buy on margin, sell short, or invest in certain derivatives. 

The initial margin requirement is set by federal law and varies from product to product. For example, to 
buy stock on margin, you must have at least 50% of the purchase price in your account. 

After the initial transaction, maintenance rules set by the self-regulatory organizations, such as the New 
York Stock Exchange (NYSE) and NASD, apply. 

Under those rules, you must have a minimum of 25% of the total market value of the margined 
investments in your account at all times. Individual firms may set their maintenance requirement higher -- 
at 30% or 35%, for example. 



If your equity in the account falls below the maintenance level, you'll receive a margin call for additional 
collateral to bring the account value back above the minimum level. 

 
Margin Account 

Margin accounts are brokerage accounts that allow you a much wider range of transactions than cash 
accounts. 

In a cash account you must pay for every purchase in full at the time of the transaction. In a margin 
account, you can buy on margin, sell short, and purchase certain types of derivative products. 

Before you can open a margin account, however, you must satisfy the firm's requirements for margin 
transactions. You must also agree in writing to the terms of the account, and make a minimum deposit of 
at least $2,000 in cash or qualifying securities. 

If you buy on margin or sell short, you pay interest on the cash or the value of the securities you borrow 
through your margin account and must eventually repay the loan. 

Because both types of transactions use leverage, they offer the possibility of making a substantially larger 
profit than you could realize by using only your own money. 

But because you must repay the loan plus interest even if you lose money on the investment, using a 
margin account also exposes you to more risk than a cash account. 

 
Margin Call 

To protect the margin loans they make, brokers issue a margin call if your equity in your margin account 
falls below the required maintenance level of at least 25%. 

If you get a margin call, you must deposit additional cash or securities to meet the call, bringing the 
balance of the account back up to the required level. 

If you don't meet the call, securities in your account may be sold, and your broker repaid in full. For 
example, if you buy 1,000 shares on margin when they are selling at $10 a share, and the price falls to $7 
a share, your equity would be $2,000 ($7,000 market value minus $5,000 loan is $2,000). 

That's 28.6% of the market value. If your brokerage firm has a maintenance requirement of 30%, you 
would receive a margin call to bring your equity back to the required level -- in this case $2,100, which is 
30% of $7,000. 

You might also get a margin call if you trade futures contracts and the value of your account drops below 
the required maintenance level. However, margin requirements for futures are different than for stock. 

 
Margin Requirement 

The margin requirement is the minimum amount the Federal Reserve, in Regulation T, requires you to 
deposit in a margin account before you can trade through that account. 

Currently this minimum, or initial margin, is $2,000, or 50% of the purchase price of securities you buy on 
margin, or 50% of the amount that you receive for selling securities short. 

In addition, there's a minimum maintenance requirement, a minimum of 25% and often more, of the 
market value of the securities in the account. The maintenance requirement is set by the New York Stock 
Exchange (NYSE), NASD, and the individual brokerage firms. 

 
Mark to the Market 

When an investment is marked to the market, its value is adjusted to reflect the current market price. 

With mutual funds, for example, marking to the market means that a fund's net asset value (NAV) is 
recalculated each day based on the closing prices of the fund's underlying investments. 

With a margin account to buy futures contracts, the value of the contracts in the account is recalculated at 
least once a day to determine whether it meets the firm's margin requirements. 

If that value falls below the minimum specified, you get a margin call and must add assets to your account 
to return it to the required level. 

 
 
 
 



Markdown 

A markdown is the amount a broker-dealer earns on the sale of a fixed-income security and is the 
difference between the sales price and what the seller realizes on the sale. 

The markdown may or may not appear in the commission column or be stated separately on a 
confirmation statement. 

A markdown is determined, in part, by the demand for the security in the marketplace. A broker-dealer 
may charge a smaller markdown if the security can be resold at a favorable markup. 

The term markdown also refers more generally to a reduced price on assets that a seller wants to unload 
and will sell at less than the original offering price. 

 
Market 

Traditionally, a securities market was a place -- such as the New York Stock Exchange (NYSE) -- where 
members met to buy and sell securities. 

But in the age of electronic trading, the term market is used to describe the organized activity of buying 
and selling securities, even if those transactions do not occur at a specific location. 

 
Market Capitalization 

Market capitalization is a measure of the value of a company, calculated by multiplying the number of 
either the outstanding shares or the floating shares by the current price per share. 

For example, a company with 100 million shares of floating stock that has a current market value of $25 a 
share would have a market capitalization of $2.5 billion. 

Outstanding shares include all the stock held by shareholders, while floating shares are those outstanding 
shares that actually are available to trade. 

Market capitalization, or cap, is one of the criteria investors use to choose a varied portfolio of stocks, 
which are often categorized as small-, mid-, and large-cap. Generally, large-cap stocks are considered 
the least volatile, and small caps the most volatile. 

The term market capitalization is sometimes used interchangeably with market value, in explaining, for 
example, how a particular index is weighted or where a company stands in relation to other companies. 

 
Market Cycle 

A market cycle is the movement from a period of increasing prices and strong performance, or bull 
market, through a period of weak performance and falling prices, or bear market, and back again to new 
strength. 

Cycles recur periodically, though not on a predictable schedule. The length of each full cycle, and each 
phase within it, varies from several months to several years. The top of a cycle is called a peak and the 
bottom a trough. 

A market cycle generally runs ahead of the concurrent economic cycle. For example, investors begin to 
sell stocks because they anticipate a recession, or turn bullish in the early stages of a recovery. 

However, not all sectors of a market operate on the same schedule. For example, some stocks, such as 
utilities, have historically prospered in the downward phase of the stock market cycle when most other 
stocks have underperformed. 

Similarly, the stock market tends to operate on a different cycle than the bond or commodities markets. 
These overlapping but distinct cycles are the basis of the investment strategy known as asset allocation. 

 
Market Maker 

A broker-dealer who is prepared to buy or sell a specific security -- such as a bond or at least one round 
lot of a stock -- at a publicly quoted price, is called a market maker in that security. 

Other brokers buy or sell specific securities through market makers, who may maintain inventories of 
those securities. 

There is often more than one market maker in a particular security, and they bid against each other, 
helping to keep the marketplace liquid. 



The Nasdaq Stock Market and the corporate and municipal bond markets are market maker markets. In 
contrast, on the floor of the New York Stock Exchange (NYSE) there's a single specialist to handle 
transactions in each security. 

 
Market Order 

When you tell your broker to buy or sell a security at the market, or current market price, you are giving a 
market order. The broker initiates the trade immediately. 

The amount you pay or receive is determined by the number of shares and the current bid or ask price. 
Market orders, which account for the majority of trades, differ from limit orders to buy or sell, in which a 
price is specified. 

 
Market Price 

A security's market price is the price at which it is currently trading in an organized market. 

A good indication of the market price of a stock selling on the New York Stock Exchange (NYSE) or the 
Nasdaq Stock Market is the last reported transaction price. 

However, if you give a market order to buy securities, then market price means the current ask, or offer. If 
you give a market order to sell, market price means the current bid. 

 
Market Timing 

Market timing means trying to anticipate the point at which a market has hit, or is about to hit, a high or 
low turning point, based on historical patterns, technical analysis, or other factors. 

Market timers try to buy as the market turns up and sell before the market turns down. It's the anticipated 
change in direction rather than the amount of time that passes between those changes that's significant 
for these investors. 

The term is sometimes used in a negative sense to refer to a trading strategy that aims for quick profits by 
taking advantage of short-term changes in securities' prices. 

Market timers, sometimes known as day traders, trade electronically. They try to buy low and sell high by 
taking advantage of second-to-second or minute-to-minute changes in the financial marketplace. They 
base decisions on information such as a forecast on interest rates or a sell-off in a particular market 
sector. 

 
Market Value 

The market value of a stock or bond is the current price at which that security is trading. 

In a more general sense, if an item has not been priced for sale, its fair market value is the amount a 
buyer and seller agree upon. That's assuming that both know what the item is worth and neither is being 
forced to complete the transaction. 

 
Markup 

When you buy securities from a broker-dealer or market maker, you pay a markup. The markup is either a 
percentage of the selling price or a flat fee, over and above the amount it cost the broker-dealer to 
purchase the security. 

The amount of this markup, or spread, is the broker-dealer's profit and depends in part on the demand for 
that security or others like it. 

For example, if investors are buying up certain types of bonds, a broker-dealer may increase the markup 
for bonds in that category. 

You might say that the broker-dealer acquires the security at wholesale price and sells it to you at retail 
price. The difference is the markup. 

If the markup doesn't appear on the confirmation statement, you can ask the broker-dealer about the 
markup amount. Or you can compare the prices that different broker-dealers quote for the same security 
or the price being quoted for the security on the Internet. The differences in price generally reflect the 
differences in markups. 

 
 



Merger 

When two or more companies consolidate by exchanging common stock, and the resulting single 
company replaces the old companies, the consolidation is described as a merger. 

The shareholders of the old companies receive prorated shares in the new company. A merger is typically 
a tax-free transaction, meaning that shareholders owe no capital gains or lost taxes on the stock that is 
being exchanged. 

A merger is different from an acquisition, in which one company purchases, or takes over, the assets of 
another. The acquiring company continues to function and the acquired company ceases to exist. 
Shareholders of the acquired company receive shares in the new company in exchange for their old 
shares. 

Despite their differences, mergers and acquisitions are invariably linked, often simply described as 
M&amp;As. 

 
Micro-Cap Stock 

A micro-cap stock is one with a smaller market capitalization -- sometimes much smaller -- than stocks 
described as small-caps. (Market capitalization is figured by multiplying the current market value by the 
number of outstanding shares.) 

The cut-off for deciding that a stock belongs in one category or the other is arbitrary. However, the 
capitalization thresholds currently being suggested for micro-caps range from $50 million to $150 million. 

Micro-caps are not only the smallest of the publicly traded corporations, but they are also the most 
volatile. That's partly because they often lack the reserves that may allow a larger company to weather 
rough periods. 

And there are generally relatively few shares of a micro-cap company, so a large transaction may affect 
the stock's price quite a bit. In contrast, a similar transaction might not affect the stock price of a larger 
company that had many more shares in the market quite as much. 

 
Mid-Capitalization (Mid-Cap) Stock 

A mid-cap stock is one issued by a corporation whose market capitalization falls in a range between $2 
billion and $10 billion, making it larger than a small-cap stock but smaller than a large-cap stock. 

Market capitalization is figured by multiplying the number of either the outstanding or the floating shares 
by the current share price. Investors tend to buy mid-cap stocks for their growth potential. Their prices are 
typically lower than those of large-caps. 

At the same time, these companies tend to be less volatile than small-caps, in part because they have 
more resources with which to weather an economic downturn. 

 
Minimum Required Distribution (MRD) 

A minimum required distribution is the smallest amount you must take each year from your retirement 
savings plan once you've reached the mandatory withdrawal age. 

There are MRDs for 401(k) plans, 403(b) plans, and traditional IRAs, and the maximum age you can 
reach before they start is usually 70 1/2. If you take less than the required minimum, you owe a 50% 
penalty on the amount you should have taken. 

You calculate your MRD by dividing your account balance at the end of your plan's fiscal year -- often 
December 31 -- by a distribution period based on your life expectancy. If your spouse is your beneficiary 
and more than ten years younger than you are, you can use a longer distribution period than you can in 
all other circumstances. 

 
Minority Interest 

All shareholders whose combined shares represent less than half of the total outstanding shares issued 
by a corporation have a minority interest in that corporation. 

In fact, in many cases, the combined holdings of the minority shareholders are considerably less than half 
of the total shares. 

In another example, in a partnership, any partner who has a smaller percentage than another partner is 
said to have a minority interest. Under normal circumstances, it is difficult for those with a minority interest 
to have any real influence on corporate policy. 



 
Monetary Policy 

A country's central bank is responsible for its monetary policy. In the United States, for example, the 
Federal Reserve aims to keep the economy growing but not allow it to become overheated. 

In a sluggish economy, the Fed may lower the short-term interest rate to loosen credit and allow more 
cash to circulate in an attempt to stimulate expansion. 

Or, if it fears the economy is growing too quickly, it may tighten credit by raising the short-term interest 
rate to reduce the money supply, in an attempt to rein in potential inflation. 

In pursuit of its monetary policy, the Fed can also increase or decrease the money supply by buying or 
selling government securities. 

To avoid a potential recession, for example, the Fed might increase its purchases of US Treasury notes 
and bonds from banks and brokerage firms, providing them with more money to lend. 

 
Monetary Reserve 

A government's monetary reserve includes the foreign currency and precious metals that its central bank 
holds. That reserve enables the government to influence foreign exchange rates and to manage its 
transactions in the international marketplace. 

For example, a country with a large reserve of US dollars is in a position to make significant investments 
in US markets. 

 
Money Manager 

Registered money managers are paid professionals who are responsible for handling the securities 
portfolios they oversee in the best interest of the institutions or individuals for whom they work. That 
obligation is known as fiduciary responsibility. 

The specific decisions an individual money manager makes vary, depending on the portfolio in question. 
For example, pension funds, mutual funds, and insurance companies have money managers, as do 
endowments, managed accounts, and hedge funds. 

The portfolio that the manager constructs and the amount and timing of the trading he or she authorizes 
are directly linked to the portfolio's investment objective and risk profile. 

 
Money Market 

The money market isn't a place. It's the continual buying and selling of short-term liquid investments. 

Those investments include Treasury bills, certificates of deposit (CDs), commercial paper, and other debt 
issued by corporations and governments. These investments are also known as money market 
instruments. 

 
Money Market Account 

Bank money market accounts normally pay interest at rates comparable to those offered by money 
market mutual funds or money market separate accounts offered under a variable annuity contract. 

One appeal of money market accounts is that they have the added safety of Federal Deposit Insurance 
Corporation (FDIC) protection, up to the limit per depositor and account type. 

One drawback may be that some banks reduce the interest they pay or impose fees if your balance falls 
below a specific amount. 

Money market accounts may offer check writing and cash transfer privileges, although there are usually 
limits on the number of withdrawals or transfers you can make each month. 

 
Money Market Fund 

Money market mutual funds invest in stable, short-term debt securities, such as commercial paper, 
Treasury bills, and certificates of deposit (CDs), and other short-term instruments. 

The fund's management tries to maintain the value of each share in the fund at $1. 

Unlike bank money market accounts, money market mutual funds are not insured by the Federal Deposit 
Insurance Corporation (FDIC). 



However, since they're considered securities at most brokerage firms, they may be insured by the 
Securities Investor Protection Corporation (SIPC) against the bankruptcy of the firm. In addition, some 
funds offer private insurance comparable to FDIC coverage. 

Tax-free money market funds invest in short-term municipal bonds and other tax-exempt short-term debt. 
No federal income tax is due on income distributions from these funds, and in some cases no state 
income tax. 

While taxable funds may offer a slightly higher yield than tax-free funds, you pay income tax on all 
earnings distributions. 

Many money market funds offer check-writing privileges, which do not trigger capital gains or losses, as 
writing a check against the value of a stock or bond fund would. 

 
Money Supply 

The money supply is the total amount of liquid or near-liquid assets in the economy. 

The Federal Reserve, or the Fed, manages the money supply, trying to prevent either recession or 
serious inflation by changing the amount of money in circulation. 

The Fed increases the money supply by buying government bonds in the open market, and decreases 
the supply by selling these securities. 

In addition, the Fed can adjust the reserves that banks must maintain, and increase or decrease the rate 
at which banks can borrow money. This fluctuation in rates gets passed along to consumers and 
investors as changes in short-term interest rates. 

The money supply is grouped into four classes of assets, called money aggregates. The narrowest, called 
M1, includes currency and checking deposits. M2 includes M1, plus assets in money market accounts 
and small time deposits. 

M3, also called broad money, includes M2, plus assets in large time deposits, eurodollars, and institution-
only money market funds. The biggest group, L, includes M3, plus assets such as private holdings of US 
savings bonds, short-term US Treasury bills, and commercial paper. 

 
Moody’s Investors Service, Inc. 

Moody's is a financial services company best known for rating investments. Moody's rates bonds, 
common stock, commercial paper, municipal short-term bonds, preferred stocks, and annuity contracts. 

Its bond rating system, which assigns a grade from Aaa through C3 based on the financial condition of 
the issuer, has become a world standard. 

 
Mortgage-Backed Security 

Mortgage-backed securities are created when the sponsor buys up mortgages from lenders, pools them, 
and packages them for sale to the public, a process known as securitization. 

The securities are available through publicly held corporations such as Fannie Mae and Freddie Mac or 
other financial institutions. Some of the securities are guaranteed by the Government National Mortgage 
Association, or Ginnie Mae. 

The money raised by selling the bonds is used to buy additional mortgages, making more money 
available to lend. 

The most common mortgage-backed securities, also known as pass-through securities, are self-
amortizing, and pay interest and repay principal over the term of the security. 

Mortgage-backed securities known as collateralized mortgage obligations (CMOs) or real estate 
mortgage investment conduits (REMICs) are structured differently. While a CMO or REMIC pays interest 
on a regular basis, the principal payments are structured in what are known as tranches and mature in 
sequence. 

The principal is repaid to bondholders in the order in which the tranches are stacked, so the holders of the 
shortest-term tranche are paid principal first, the next shortest second, and so on. 

You can buy individual mortgage-backed securities or select mutual funds, such as Ginnie Mae funds, 
that invest in mortgage-backed securities. 

 
 



Moving Average 

A moving average of securities prices is an average that is recomputed regularly by adding the most 
recent price and dropping the oldest one. 

For example, if you looked at a 365-day moving average on the morning of June 30, the most recent price 
would be for June 29, and the oldest one would be for June 30 of the previous year. 

The next day, the most recent price would be for June 30, and the oldest one for the previous July 1. 

Investors may use the moving average of an individual security over a shorter period, such as 5, 10, or 30 
days, to determine a good time to buy or sell that security. 

For example, you might decide that a stock that is trading above its 10-day moving average is a good buy 
or that it's time to sell when a stock is trading below its 10-day moving average. The longer the time span, 
the less volatile the average will be. 

 
Multiple 

A stock's multiple is its price-to-earnings ratio (P/E). It's figured by dividing the market price of the stock 
by the company's earnings. 

The earnings could be the actual earnings for the past four quarters, called a trailing P/E. Or they might 
be the actual figures for the past two quarters plus an analyst's projection for the next two, called a 
forward P/E. 

Investors use the multiple as a way to assess whether the price they are paying for the stock is justified 
by its earnings potential. The higher the multiple they are willing to accept, the higher their expectations 
for the stock. 

However, some investors reject stocks with higher multiples, since it may be impossible for the stock to 
meet the market's expectations. 

 
Municipal Bond Fund 

Municipal bond funds invest in municipal bonds. Interest earnings from these funds are free from federal 
income tax but may be subject to the alternative minimum tax (AMT). 

In addition, some mutual fund companies offer funds that invest exclusively in municipal bonds offered by 
a single state. 

One advantage of muni bond funds is that buyers can invest a much smaller amount than they would 
need to buy a municipal bond on their own. Another advantage is that they pay income monthly rather 
than semiannually. 

 
Municipal Bond (MUNI) 

Municipal bonds are debt securities issued by state or local governments or their agencies to finance 
general governmental activities or special projects. 

For example, a state may float a bond to fund the construction of highways or college dormitories. 

The interest a muni pays is usually exempt from federal income taxes, and is also exempt from state and 
local income taxes if you live in the state where it was issued. 

However, any capital gains you realize from selling a muni are taxable, and some muni interest may be 
vulnerable to the alternative minimum tax (AMT). 

Munis generally pay interest at a lower rate than similarly rated corporate bonds of the same term. 
However, they appeal to investors in the highest tax brackets, who may benefit most from the tax-exempt 
income. 

 
Mutual Fund 

A mutual fund is a professionally managed investment product that sells shares to investors and pools the 
capital it raises to purchase investments. 

A fund typically buys a diversified portfolio of stock, bonds, and money market securities, or a 
combination of stock and bonds, depending on the investment objectives of the fund. Mutual funds may 
also hold other investments, such as derivatives. 



A fund that makes a continuous offering of its shares to the public and will buy any shares an investor 
wishes to redeem, or sell back, is known as an open-end fund. An open-end fund trades at net asset 
value (NAV). 

The NAV is the value of the fund's portfolio plus money waiting to be invested, minus operating expenses, 
divided by the number of outstanding shares. 

Load funds -- those that charge upfront or back-end sales fees -- are sold through brokers or financial 
advisers. No-load funds are sold directly to investors by the investment company offering the fund. These 
funds, which don't charge sales fees, may use 12b-1 fees to pass on the cost of providing shareholder 
services. 

All mutual funds charge management fees, though at different rates, and they may also levy other fees 
and charges, which are reported as the fund's expense ratio. These costs plus the trading costs, which 
aren't included in the expense ratio, reduce the return you realize from investing in the fund. 

A fund that sells its shares to the public only until sales reach a predetermined level is known as a closed-
end fund. The shares of a closed-end fund trade in the marketplace the way common stock does. 

 

N 
 
Naked Option 

When you write, or sell, a call option but don't own the underlying instrument, such as a stock in the case 
of an equity option, the option is described as naked. 

Similarly, you write a naked put if you don't have enough cash on hand or in liquid investments to 
purchase the underlying instrument. 

Because you collect a premium when you sell the option, you may make a profit if the underlying 
instrument performs as you expect, and the option isn't exercised. 

The risk you run, however, is that the option holder will exercise the option. In the case of a call, you'll 
then have to buy the instrument at the market price in order to meet your obligation to sell. Or, if it's a put, 
you'll have to come up with the cash to purchase the instrument. 

If that price of the underlying has moved in the opposite direction from the one you expected, meeting 
your obligation could result in a substantial net loss. Because of this risk, your brokerage firm may limit 
your right to write naked options or require that you write them in a margin account. 

 
NASDAQ Composite Index 

The Nasdaq Composite Index tracks the prices of all the securities traded on the Nasdaq Stock Market. 

That makes it a broader measure of market activity than the Dow Jones Industrial Average (DJIA) or 
Standard & Poor's 500 Index (S&P 500). 

On the other hand, many computer, biotechnology, and telecommunications companies are listed on the 
Nasdaq. So the movement of the Index is heavily influenced by what's happening in those sectors. 

The Index is market capitalization weighted, which means that companies whose market values are 
higher exert greater influence on the Index. Market capitalization, or value, is computed by multiplying the 
total number of existing shares by the most recent sales price. 

So, for example, if a stock with 1 million shares increases $3 in value, it has a greater impact on the 
changing value of the Index than a stock that also increases $3 but has only 500,000 shares. 

 
NASDAQ Stock Market 

The Nasdaq Stock Market is the world's oldest and largest electronic stock market and is now a national 
securities exchange and an independent self-regulatory organization (SRO). 

It has no central trading location or exchange floor. Instead it uses a fully automated, open market, 
multiple dealer trading system, with many market makers competing to handle transactions in each 
individual stock. 

The most active stock market in the nation, Nasdaq handles more initial public offerings than any other 
US exchange. It lists many emerging companies as well as industry giants, especially in biotechnology, 
communications, financial services, media, retail, technology, and transportation. 

 



National Association of Securities Dealers Automated Quotation System (NASDAQ) 

NASDAQ is a computerized stock trading network that allows brokers to access price quotations for 
stocks being traded electronically or sold on the floor of a stock exchange. 

 
National Bank 

All banks in the United States are chartered by either a state government or the federal government. 
Federally chartered banks, called national banks, are overseen by the Comptroller of the Currency of the 
US Department of the Treasury. 

All national banks are members of the Federal Reserve System and deposits are insured by the Federal 
Deposit Insurance Corporation (FDIC). 

The dual banking system of federal- and state-chartered banks can be traced to the National Banking Act 
of 1863. The act created the new federal bank system in an attempt to impose order on what had been a 
chaotic situation. State banks have survived, however, and the two banking systems coexist. 

 
National Credit Union Administration (NCUA) 

The National Credit Union Administration (NCUA) is an independent federal agency that authorizes the 
establishment and oversees the administration of most federal- and state-chartered credit unions in the 
United States. 

The National Credit Union Share Insurance Fund arm of the agency insures credit union deposits, just as 
the Federal Deposit Insurance Corporation (FDIC) does bank deposits. 

NCUA is funded by member credit unions and is backed by the full faith and credit of the federal 
government. 

 
National Debt 

The total value of all outstanding Treasury bills, notes, and bonds that the federal government owes 
investors is referred to as the national debt. 

The government holds some of this debt itself, in accounts such as the Social Security, Medicare, 
Unemployment Insurance, and Highway, Airport and Airway Trust Funds. The rest is held by individual 
and institutional investors, both domestic and international, or by overseas governments. 

There is a debt ceiling imposed by Congress, but it is typically raised when outstanding debt approaches 
that level. 

Interest on the national debt is a major item in the federal budget, but the national debt is not the same as 
the federal budget deficit. The deficit is the amount by which federal spending exceeds federal income in 
a fiscal year. 

 
Negative Amortization 

When your loan principal increases rather than decreases because your monthly payment isn't enough to 
cover the loan interest, that's called negative amortization. 

This can happen if you have an adjustable-rate mortgage (ARM) that specifies a payment cap, or 
maximum rate increase, and the interest rate rises above the cap. 

Negative amortization can also occur with mortgages that have no rate adjustment caps, or those that let 
you make very low initial payments that don't cover the loan interest. 

The promise of low initial payments may make loans that could result in negative amortization attractive, 
but there are substantial risks. Eventually, your monthly payment will have to increase, sometimes 
sharply, to pay off the larger loan. 

If interest rates have risen, you may not be able to refinance at a favorable rate. And if real estate prices 
fall, you could find yourself with a mortgage loan that is larger than the value of your home. 

 
Negative Yield Curve 

A negative, or inverted, yield curve results when the yield on short-term US Treasury issues is higher than 
the yield on long-term Treasury bonds. 

You create the curve by plotting a graph with yield on the vertical axis and maturity date on the horizontal 
axis and connecting the dots. When the curve is negative the highest point is to the left. 



A positive yield curve -- one that's higher on the right -- results when the yield on long-term bonds is 
higher than the yield on the short-term bills. A level curve results when the yields are essentially the 
same. 

In most periods, the yield curve is positive because investors demand more for tying up their money for a 
longer period. But there are times, such as when interest rates seem to be on the upswing, that the 
pattern is reversed and the yield curve is negative. 

 
Net Asset Value (NAV) 

The NAV is the dollar value of one share of a fund. It's calculated by totaling the value of all the fund's 
holdings plus money awaiting investment, subtracting operating expenses, and dividing by the number of 
outstanding shares. 

A fund's NAV changes regularly, though day-to-day variations are usually small. 

The NAV is the price per share an open-end mutual fund pays when you redeem, or sell back, your 
shares. With no-load mutual funds, the NAV and the offering price, or what you pay to buy a share, are 
the same. With front-load funds, the offering price is the sum of the NAV and the sales charge per share 
and is sometimes known as the maximum offering price (MOP). 

The NAV of an exchange traded fund (ETF) or a closed-end mutual fund may be higher or lower than the 
market price of a share of the fund. With an ETF, though, the difference is usually quite small because of 
a unique mechanism that allows institutional investors to buy or redeem large blocks of shares at the NAV 
with in-kind baskets of the fund's stocks. 

 
Net Change 

The difference between the closing price of a stock, bond, or mutual fund, or the last price of a commodity 
contract, and the closing price on the previous day is reported as net change. It may also simply be 
referred to as change. 

When a stock has gained in value, the positive net change is expressed with a plus sign and a number, 
such as +0.50, meaning that the price was up 50 cents from the previous trading day. 

On days that a stock falls, the negative net change is expressed with a minus sign and a number, such as 
-1, meaning that the price was a dollar lower. 

 
Net Earnings 

Net earnings, also known as retained earnings, are a corporation's profits after paying all of its expenses. 
This money is available to pay dividends on common stock, make acquisitions or expand operations 
without incurring debt or issuing additional stock, or buy back outstanding shares. 

 
Net Income 

Net income is the amount of money a corporation has earned after subtracting all of the expenses of 
producing its goods or services from the income or revenue it has realized from sales of those goods or 
services. 

 
Net Margin 

A company's net margin, typically expressed as a percentage, is its net profit divided by its net sales. Net 
profit and net sales are the amounts the company has left after subtracting relevant expenses from gross 
profits and gross sales. 

The higher the percentage, the more profitable the company is. Fundamental analysts use net margin, 
sometimes called net profit margin, as a way to assess how effective the company is in converting income 
to profit. 

In general, a higher net margin is the result of an appropriate pricing structure and effective cost controls. 

 
Net Worth 

A corporation's net worth is the retained earnings, or the amount left after dividends are paid, plus the 
money in its capital accounts, minus all its short- and long-term debt. Its net worth is reported in the 
corporation's 10-K filing and annual report. 



Net worth may also be called shareholder equity, and it's one of the factors you consider in evaluating a 
company in which you're considering an investment. 

To figure your own net worth, you add the value of the assets you own, including but not limited to cash, 
securities, personal property, real estate, and retirement accounts, and subtract your liabilities, or what 
you owe in loans and other obligations. 

If your assets are larger than your liabilities, you have a positive net worth. But if your liabilities are more 
than your assets, you have a negative net worth. When you apply for a loan, potential lenders are likely to 
ask for a statement of your net worth. 

 
New Issue 

When a stock or bond is offered for sale for the first time, it's considered a new issue. 

New issues can be the result of an initial public offering (IPO), when a private company goes public, or 
they can be additional, or secondary, offerings from a company that's already public. 

For example, a public company may sell bonds from time to time to raise capital. Each time a new bond is 
offered, it's considered a new issue. 

 
New York Stock Exchange Composite Index 

This New York Stock Exchange Composite Index measures the performance of the common stocks listed 
on the NYSE, including those of companies head-quartered in the United States and in other countries. 

The Index is market capitalization weighted, so that companies with the most shares and the highest 
prices have the greatest impact on the changing value of the Index. 

 
New York Stock Exchange (NYSE) 

The New York Stock Exchange (NYSE) is one of the two securities exchanges operated by the NYSE 
Group, Inc. It's the oldest securities exchange in the United States and the largest traditional exchange in 
the world. 

Trading on the floor of the exchange is by double auction system, handled by floor brokers representing 
buyers and sellers, and by specialists -- one for each listed security. 

NYSEArca, the other NYSE Group exchange, is an all-electronic market, where trading is direct and 
anonymous. 

 
Nikkei Stock Average 

The Nikkei Stock Average, sometimes call the Nikkei Index or simply the Nikkei, is a price-weighted index 
of 225 blue chip stocks traded on the Tokyo Stock Exchange. 

The Nikkei, which was introduced in 1950, is frequently described as the Japanese equivalent of the Dow 
Jones Industrial Average (DJIA). 

 
No-Load Mutual Fund  

You buy a no-load mutual fund directly from the investment company that sponsors the fund. You pay no 
sales charge, or load, on the fund when you buy or sell shares. 

No-load funds may charge a redemption fee if you sell before a certain time has elapsed in order to limit 
short-term turnover. 

Some fund companies charge an annual fee, called a 12b-1 fee, to offset their marketing costs. Your 
share of this fee is a percentage of the value of your holdings in the fund. 

You may also be able to buy no-load funds through a mutual fund network, sometimes known as a mutual 
fund supermarket, typically sponsored by a discount brokerage firm. If you have an account with the firm, 
you can choose among no-load funds sponsored by a number of different investment companies. 

Load funds and no-load funds making similar investments tend to produce almost equivalent total returns 
over the long term -- say ten years or more. But it can take an investor nearly that long to offset the higher 
cost of buying load funds. 

 
 
 



Nominal Yield 

Nominal yield is the annual income that you receive from a bond or other fixed-income security divided by 
the par value of the security. 

The result, stated as a percentage, is the same as the rate of interest the security pays, also known as its 
coupon rate. 

If you purchase the security in the secondary market, at a price above or below par, your actual yield will 
be more or less than the coupon rate. 

So, for example, if you have $55 in annual income on a $1,000 bond, the nominal yield is 5.5%. But if you 
paid $975 for the bond in the marketplace, your actual yield is 5.64%. Similarly, if you had paid $1,050, 
your actual yield would be 5.23%. 

 
Nonprofit 

Charitable, cultural, and educational organizations that exist for reasons other than providing a profit for 
their owners, directors, or members are nonprofit organizations. 

However, these organizations can generate income to pay for their activities, salaries, and overhead by 
charging for services, making investments, and soliciting donations and memberships. 

A nonprofit arts center, for instance, may charge patrons for tickets and event subscriptions. 

Nonprofits incorporate in the states where they operate and are exempt from the state income taxes that 
for-profit corporations must pay. Some but not all qualify for federal tax-exempt status under section 
501(c)(3) of the Internal Revenue Code. 

Contributions to those qualifying organizations are tax deductible, though tax rules govern the percentage 
of your income you may deduct for gifts to different types of nonprofits. 

In exchange for these tax benefits, nonprofits must comply with some of the same financial reporting rules 
that for-profit corporations follow. 

For instance, nonprofits generally must follow corporate governance rules and make their financial reports 
available to the public. 

 
Not-For-Profit 

A not-for-profit organization pays taxes and may make a profit, but those profits are not distributed to its 
owners or members. 

Private clubs, sports organizations, political organizations, and advocacy groups are examples of not-for-
profit institutions. Contributions to these not-for-profits are not tax deductible. 

Until it became a publicly traded company in 2006, the New York Stock Exchange was a not-for-profit 
membership association. 

 
Note 

A note is a debt security that promises to pay interest during the term that the issuer has use of the 
money, and to repay the principal on or before the maturity date. 

For US Treasury securities, a note is an intermediate-term obligation -- as opposed to a short-term bill or 
a long-term bond -- that matures in two, three, five, or ten years from its issue date. 

 
NYSE Arca 

NYSE Arca, one of the two securities exchanges operated by the NYSE Group, Inc., is the first open, all-
electronic stock exchange in the United States. 

Trades are executed quickly -- electronically and anonymously -- on the US market trading center with the 
best available price. Among the securities traded on Arca are individual stocks, exchange-traded funds, 
and equity options. 

NYSE Arca was formed by the merger of the NYSE and Archipelago Exchange, an electronic 
communications network (ECN), creating what is known as a hybrid market. 

 
 
 



O 
 
Odd Lot 

The purchase or sale of securities in quantities of fewer than the standard trading lot -- 100 shares of 
stock or $1,000 worth of bonds -- is considered an odd lot. 

At one time, trading an odd lot might have cost you a slightly higher commission, but in the electronic 
trading environment that's generally no longer the case. 

 
Off-Board 

Transactions in New York Stock Exchange (NYSE) listed securities that aren't executed on a national 
exchange are known as off-board transactions. 

Those trades may be handled through an electronic market, such as the Nasdaq Stock Market, through 
an electronic communications network (ECN), or internally at a brokerage firm. The term off-board derives 
from the fact that the NYSE is colloquially known as the Big Board. 

 
Offer 

The offer is the price at which someone who owns a security is willing to sell it. It's also known as the ask 
price, and is typically paired with the bid price, which is what someone who wants to buy the security is 
willing to pay. Together they constitute a quotation. 

 
Offering Date 

The offering date is the first day on which a stock or bond is publicly available for purchase. For example, 
the first trading day of an initial public offering (IPO) is its offering date. 

 
Offering Price 

A security's offering price is the price at which it is taken to market at the time of issue. It may also be 
called the public offering price. 

For example, when a stock goes public in an initial public offering (IPO), the underwriter sets a price per 
share known as the offering price. Subsequent share offerings are also introduced at a specific price. 

When the stock begins to trade, its market price may be higher or lower than the offering price. The same 
is true of bonds, where the offering price is usually the par, or face, value. 

In the case of open-end mutual funds, the offering price is the price per share of the fund that you pay 
when you buy. 

If it's a no-load fund or you buy shares with a back-end load or a level load, the offering price and the net 
asset value (NAV) are the same. If the shares have a front-end load, the sales charge is added to the 
NAV to arrive at the offering price. 

 
Offset 

You offset an options or futures position by taking a second position in a contract with identical terms, 
buying if you sold initially or selling if you bought initially. 

With the offset, you neutralize any potential obligation you had to fulfill the terms of the contract, and you 
may make a profit or reduce a loss with the transaction. 

For example, if you'd sold an equity call option that is close to being in-the-money, you might buy an 
offsetting call option. That neutralizes your obligation to deliver the underlying stock if the option you sold 
is exercised. 

In a tax context, you can use capital losses to offset an equivalent dollar amount of capital gains, or up to 
$3,000 in capital losses to offset ordinary income. In either case, the offset allows you to reduce the tax 
you owe. 

Further, banks have the right of offset if a borrower defaults on a loan. That right allows a bank to seize 
assets in the borrower's deposit accounts with the bank to reduce or eliminate any loss on the loan. 

 
 
 



Offshore Fund 

An offshore fund is a mutual fund that's sponsored by a financial institution that's based outside the 
United States. Unless the fund meets all the regulatory requirements imposed on domestically sponsored 
funds, it can't be sold in the United States. 

However, an offshore fund may be sponsored by an overseas branch of a US institution, may invest in 
US businesses, and may be denominated, or offered for sale, in US dollars. In total, there are 
approximately four times as many offshore funds as there are US-based funds. 

 
Online Brokerage Firm 

To buy and sell securities online, you set up an account with an online brokerage firm. 

The firm executes your orders and confirms them electronically. When the markets are open, the 
turnaround may be very fast, but you can also give buy or sell orders at any time for execution when the 
markets open. 

You may mail the firm checks to settle your transactions or transfer money electronically from your bank 
account. 

Some online firms are divisions of traditional brokerage firms, while others operate exclusively in 
cyberspace. Most of them charge much smaller trading commissions than conventional firms. 

Online firms usually provide extensive investment information, including regularly updated market news, 
on their websites, though they do not provide one-on-one consultations. 

 
Online Trading 

If you trade online, you use a computer and an Internet connection to place your buy and sell orders with 
an online brokerage firm. 

While the orders you give online are executed immediately while the markets are open, you also have the 
option of placing orders at your convenience, outside normal trading hours. 

 
Open-End Index Fund 

An open-end index fund operates like other open-end mutual funds, continuously issuing and redeeming 
shares based on investor demand. The main difference is that, as an index fund, its investment objective 
is to duplicate the performance of its underlying index. 

Unlike an exchange traded fund (ETF), which also tracks an index but redeems shares only in exchange 
for corresponding baskets of securities, open-end index funds need cash to buy back shares that 
investors wish to redeem, or sell. If a fund must sell securities to meet redemption demands, the sale may 
generate capital gains or losses and cause the fund's return to deviate from the index return. 

You buy and sell open-end index funds at their net asset value (NAV), which is determined at the end of 
each trading day. In contrast, ETFs may be traded throughout the day, and market forces beyond the 
fund's NAV can affect their prices. 

 
Open-End Mutual Fund 

Most mutual funds are open-end funds. This means they issue and redeem shares on a continuous basis, 
and grow or shrink in response to investor demand for their shares. 

Open-end mutual funds trade at their net asset value (NAV), and if the fund has a front-end sales charge, 
that sales charge is added to the NAV to determine the selling price. 

NAV is the value of the fund's investments, plus money awaiting investment, minus operating expenses, 
divided by the number of outstanding shares. 

An open-end fund is the opposite of a closed-end fund, which issues shares only once. After selling its 
initial shares, a closed-end fund is listed on a securities market and trades like stock. The sponsor of the 
fund is not involved in those transactions. 

However, an open-end fund may be closed to new investors at the discretion of the fund management, 
usually because the fund has grown very large. 

 
 
 



Open Interest 

Open interest is a record of the total number of open contracts in any particular commodity or options 
market on any given day. 

You have an open interest when you enter a futures or options contract. The contract remains open until 
it expires, requires delivery or settlement, or you close it by selling it or buying an offsetting contract. 

Open interest is not the same thing as trading volume, which records how many contracts have been 
opened or closed on a particular day. 

 
Open Market 

In an open market, any investor with the money to pay for securities is able to buy those securities. 

US markets, for example, are open to all buyers. In contrast, a closed market may restrict investment to 
citizens of the country where the market is located. 

Closed markets may also limit the sale of securities to overseas investors, or forbid the sale of securities 
in specific industries to those investors. 

In some countries, for example, overseas investors may not own more than 49% of any company. In 
others, overseas investors may not invest in banks or other financial services companies. 

The term open market is also used to describe an environment in which interest rates move up and down 
in response to supply and demand. 

The Federal Reserve's Open Market Committee assesses the state of the US economy on a regular 
schedule. It then instructs the Federal Reserve Bank of New York to buy or sell Treasury securities on the 
open market to help control the money supply. 

 
Open Order 

An order that remains on the books until it is either executed or canceled is known as an open order, or a 
good til canceled order (GTC). 

 
Opening 

The first transaction in each security or commodity when trading begins for the day occurs at what's 
known as its opening, or opening price. 

Sometimes the opening price on one day is the same as the closing price the night before. But that's not 
always the case, especially with stocks or contracts that are traded in after-hours markets or when other 
factors affect the markets when the stock or commodity is not trading. 

The opening also refers to the time that the market opens for trading or the time a particular instrument 
begins trading. For example, New York Stock Exchange (NYSE) opens at 9:30 ET. The first transaction in 
a single security may be at that time or at a later time. 

 
Opportunity Cost 

When you make an investment decision, there is often a next best alternative that you decided not to 
take, such as buying one stock and passing up the opportunity to buy a different one. 

The difference between the value of the decision you did make and the value of the alternative is the 
opportunity cost. 

If you decide to invest in a risky stock hoping to realize a high return, you give up the return you might 
have earned on a bond or blue chip stock. So if the risky stock fails to perform, and you only make 3% on 
it when you might have made 6% on a blue chip, then the opportunity cost of the risky investment is 3%. 

Of course, if your stock pick pays off, there will have been no opportunity cost, because you will make 
more than the 6% available from the safer investment. 

Businesses must also consider opportunity costs in their decision-making. If a company is considering a 
capital investment, it must also consider the return it would earn if, instead of going ahead with the capital 
project, it invested the same amount of money in some other way. 

In general, a business will only make a capital investment if the opportunity cost is lower than the 
projected earnings from the new project. 

 



Option 

Buying an option gives you the right to buy or sell a specific financial instrument at a specific price, called 
the strike price, during a preset period of time. 

In the United States, you can buy or sell listed options on individual stocks, stock indexes, futures 
contracts, currencies, and debt securities. 

If you buy an option to buy, which is known as a call, you pay a one-time premium that's a fraction of the 
cost of buying the underlying instrument. 

For example, when a particular stock is trading at $75 a share, you might buy a call option giving you the 
right to buy 100 shares of that stock at a strike price of $80 a share. If the price goes higher than the 
strike price, you can exercise the option and buy the stock at the strike price, or sell the option, potentially 
at a net profit. 

If the stock price doesn't go higher than the strike price before the option expires, you don't exercise. Your 
only cost is the money that you paid for the premium. 

Similarly, you may buy a put option, which gives you the right to sell the underlying instrument at the 
strike price. In this case, you may exercise the option or sell it at a potential profit if the market price drops 
below the strike price. 

In contrast, if you sell a put or call option, you collect a premium and must be prepared to deliver (in the 
case of a call) or purchase (in the case of a put) the underlying instrument. That will happen if the investor 
who holds the option decides to exercise it and you're assigned to fulfill the obligation. To neutralize your 
obligation to fulfill the terms of the contract before an option you sold is exercised, you may choose to buy 
an offsetting option. 

 
Option Premium 

When you buy an option, you pay the seller a nonrefundable amount, known as the option premium, for 
the right to exercise that option before it expires. 

If you sell an option, you receive a premium from the buyer. In fact, collecting the premium is often one 
motive for selling options, including those you anticipate will expire without being exercised. 

An option premium is not a fixed amount, and typically increases as the option moves in-the-money and 
decreases if it doesn't move in-the-money. 

However, factors such as the price and volatility of the underlying instrument, current interest rates, and 
the amount of time left before the option expires also affect the premium price. 

You can look at the current range of premium prices in the Options Quotations tables in newspapers or 
on options websites, such as the Options Clearing Corporation (OCC) website. 

 
Options Chain 

Options chains are charts showing all the options currently available on a particular underlying 
instrument. 

A chain, also called an options string, provides the latest price quotes for all those contracts as well as the 
most recent price for the underlying instrument and whether that price is up or down. 

Because all this information is available in one place, options chains allow you to assess the market for a 
particular option quickly and easily. They're a popular feature of online trading and financial information 
sites. 

 
Options Class 

An options class includes all the calls or all the puts on a single underlying instrument that share some of 
the same terms, such as contract size and exercise style. 

For example, in the case of listed equity options, where all contracts are American-style and cover 100 
shares, all the puts on Stock A are members of the same class. 

 
Options Clearing Corporation (OCC) 

The Options Clearing Corporation issues all exchange-listed securities options in the United States and 
guarantees all transactions in those options. 



The OCC also assigns exercised options for fulfillment, and handles the processing, delivery, and 
settlement of all options transactions. 

The OCC is responsible for maintaining a fair and orderly market in options and is overseen by the 
Securities and Exchange Commission (SEC). It's jointly owned by the exchanges that trade options. 

For an overview of what you should know about options trading, you can check the OCC publication, 
"Characteristics and Risks of Standardized Options." 

 
Options Series 

An options series includes all the contracts within an options class that have identical terms, including 
expiration date and strike price. For example, all the calls on Stock A that expire in March and have a 
strike price of 45 are members of the same options series. 

 
Order Imbalance 

An order imbalance occurs when there are substantially more buy orders in a particular security than 
there are sell orders, or the reverse. The result is a wide spread between bid and ask prices. 

A specialist on an exchange floor might ease a minor imbalance by purchasing shares if there was not 
enough demand or selling shares if there was more demand than supply. 

Major imbalances typically result in a suspension of trading until the situation that caused the imbalance 
is resolved. Either very good or very bad news about a company may trigger an imbalance. 

 
Order Protection Rule 

The order protection rule, part of Regulation NMS -- for National Market System -- adopted by the 
Securities and Exchange Commission (SEC) in 2005, requires that every stock trading center establish 
and enforce a policy that ensures no transaction will be traded-through, or executed at a price that's lower 
than a protected quotation in that security displayed by another trading center. 

A protected quotation is one that's immediately and automatically accessible. The order protection rule, 
also called Rule 611, does allow certain exceptions, which apply to limit orders, immediate-or-cancel 
(IOC) orders, and intermarket sweep orders (ISOs). 

 
Original Issue Discount 

A bond or other debt security that is issued at less than par but can be redeemed for full par value at 
maturity is an original issue discount security. 

The appeal, from an investor's perspective, is being able to invest less up front while anticipating full 
repayment later on. 

Issuers like these securities as well because they don't have to pay periodic interest. Instead, the interest 
accrues during the term of the bond so that the total interest when combined with the principal equals the 
full par value at maturity. 

Zero-coupon bonds are a popular type of original issue discount security. The drawback, from the 
investor's perspective is that the imputed interest that accumulates is taxable each year even though that 
interest has not been paid. 

The exceptions are interest on municipal zero-coupons, which are tax exempt, or on zeros held in a tax-
deferred or tax-exempt accounts. 

 
Organization Fee 

An origination fee is an amount, usually calculated as a percentage of a mortgage loan or home equity 
loan, which a lender charges for processing your application. The origination fee may be subtracted from 
the amount of the loan or you may pay the fee separately. 

 
OTC Bulletin Board (OTCBB) 

During the trading day, the electronic OTC bulletin board (OTCBB) provides continuously updated real-
time bid and ask prices, volume information, and last-sale prices. 

The OTCBB lists this information for unlisted US and overseas stocks, warrants, unit investment trusts 
(UITs), and American Depositary Receipts (ADRs). 



It also lists Direct Participation Programs (DPPs) that are not listed on an organized market but are being 
traded over-the-counter (OTC). 

Approximately 3,600 companies are tracked on the OTCBB. To qualify for inclusion, they must report their 
financial information to the Securities and Exchange Commission (SEC) or appropriate regulatory 
agency. 

 
Out-Of-The-Money 

An option is out-of-the-money when the market price of an instrument on which you hold an option is not 
close to the strike price. 

Call options -- which you buy when you think the price is going up -- are out-of-the-money when the 
market price is below the strike price. 

Put options -- which you buy when you think the price of the underlying instrument is going down -- are 
out-of-the-money when the market price is higher than the strike price. 

For example, a call option on a stock with a strike price of 50 would be out-of-the-money if the current 
market price of the stock were $40. 

And a put option at 50 on the same stock would be out-of-the-money if its market price were $60. When 
an option expires out-of-the-money, it has no value. 

 
Outstanding Shares 

The shares of stock that a corporation has issued and not reacquired are described as its outstanding 
shares. Some of but not all these shares are available for trading in the marketplace. 

A corporation's market capitalization is figured by multiplying its outstanding shares by the market price of 
one share. The number of outstanding shares is often used to derive much of the financial information 
that's provided on a per-share basis, such as earnings per share or sales per share. 

However, some analysts prefer to use floating shares rather than outstanding shares in calculating 
market cap and various ratios. 

Floating shares are the outstanding shares that are available for trading as opposed to those held by 
founding partners, in pension funds, employee stock ownership plans (ESOP), and similar programs. 

 
Over-the-Counter (OTC) 

Securities that trade over-the-counter (OTC) are not listed on an organized stock exchange, such as the 
New York Stock Exchange (NYSE) or the Nasdaq Stock Market. 

Common stocks, corporate, government, and municipal bonds (munis), money market instruments, and 
other products, such as forward contracts and certain options, may trade OTC. 

Generally speaking, the OTC market is a negotiated market conducted between brokers and dealers 
using telephone and computer networks. 

 
Overbought 

When a stock or entire securities market rises so steeply in price that technical analysts think that buyers 
are unlikely to push the price up further, analysts consider it overbought. For these analysts, an 
overbought market is a warning sign that a correction -- or rapid price drop -- is likely to occur. 

 
Overdraft 

An overdraft is a withdrawal from a bank account that exceeds the funds you have available. 

If you overdraw your account and you have overdraft protection, the bank will transfer money up to the 
limit on your line of credit to your account to cover the withdrawal. Although you will pay interest on the 
amount the bank transfers to your account from your line of credit, it is likely to be less than the 
substantial fees you pay for each overdraft. 

 
Oversold 

A stock, a market sector, or an entire market may be described as oversold if it suddenly drops sharply in 
price, despite the fact that the country's economic outlook remains positive. 



For technical analysts, an oversold market is poised for a price rise, since there would be few sellers left 
to push the price down further. 

 
Oversubscribed 

An initial public offering (IPO) is oversubscribed when investor demand for the shares is greater than the 
number of shares being issued. 

What typically happens is that the share price climbs, sometimes dramatically, as trading begins in the 
secondary market, though the price may drop back closer to the offering price after a period of active 
trading. 

The group of investment banks, known as a syndicate, that underwrites a hot IPO may have an 
agreement, known as a green shoe clause, with the issuing company to sell additional shares at the 
same offering price. 

 
Overvaluation 

A stock whose price seems unjustifiably high based on standard measures, such as its earnings history, 
is considered overvalued. 

One indication of overvaluation is a price-to-earnings ratio (P/E) significantly higher than average for the 
market as a whole or for the industry of which the corporation is a part. The consequence of overvaluation 
is usually a drop in the stock's price -- sometimes a rather dramatic one. 

 
Overweighted 

When you own more of a security, an asset class, or a subclass than your target asset allocation calls for, 
you are said to be overweighted in that security, asset class, or subclass. 

For example, if you have decided to invest 60% of your portfolio in stock and other equity investments, 
but your equity holdings account for 80% of your portfolio, you are overweighted in equity. 

In another use of the term, a securities analyst might recommend overweighting a particular security, 
which you might reasonably interpret as advice to buy. 

 

P 
 
Paper 

Short-term, unsecured debt securities that a corporation issues are often referred to as paper -- for short-
term commercial paper. The term is sometimes used to refer to any corporate bonds, whether secured or 
unsecured, short or long term. 

 
Paper Profit (Or Loss) 

If you own an asset that increases in value, any increase in value is a paper profit, or unrealized gain. If 
you sell the asset for more than you paid to buy it, your paper profit becomes an actual profit, or realized 
gain. 

The same relationship applies if the asset has lost value. You have a paper loss until you sell, when it 
becomes a realized loss. 

You owe no capital gains tax on a paper profit, though you use the paper value when calculating gains or 
losses in your investment portfolio, for example. The risk with a paper profit is that it may disappear 
before you realize it. On the other hand, you may postpone selling because you expect the value to 
increase further. 

 
Par Value 

Par value is the face value, or named value, of a stock or bond. 

With stocks, the par value, which is frequently set at $1, is used as an accounting device but has no 
relationship to the actual market value of the stock. 

But with bonds, par value, usually $1,000, is the amount you pay to purchase at issue and the amount 
you receive when the bond is redeemed at maturity. 



Par is also the basis on which the interest you earn on a bond is figured. For example, if you are earning 
6% annual interest on a bond with a par value of $1,000, that means you receive 6% of $1,000, or $60. 

While the par value of a bond typically remains constant for its term, its market value does not. That is, a 
bond may trade at a premium, or more than par, or at a discount, which is less than par, in the secondary 
market. 

The market price is based on changes in the interest rate, the bond's rating, or other factors. 

 
Passive Income 

You collect passive income from certain businesses in which you aren't an active participant. 

They may include limited partnerships where you're a limited partner, rental real estate that you own but 
don't manage, and other operations in which you're an investor but have a hands-off relationship. 

For example, if you invest as a limited partner, you realize passive income or passive losses because you 
don't participate in operating the partnership and have no voice in the decisions the general partner 
makes. 

In some cases, income from renting real estate is also considered passive income. On the other hand, 
any money you earn or realize on your investment portfolio of stocks, bonds, and mutual funds is 
considered active income. That includes dividends, interest, annuity payments, capital gains, and 
royalties. 

Any losses you realize from selling investments in your portfolio are similarly active losses. 

Internal Revenue Service (IRS) regulations differentiate between passive and active income (and losses) 
and allow you to offset passive income only with passive losses and active income with active losses. 

 
Passive Losses 

You have passive losses from businesses in which you aren't an active participant. These include limited 
partnerships, such as real estate limited partnerships, and other types of activities that you don't help 
manage. 

You can deduct losses from passive investments against income you earn on similar ventures. For 
example, you can use your losses from rental real estate to reduce gains from other limited partnerships. 

Or you can deduct those losses from any profits you realize from selling a passive investment. However, 
you can't use passive losses to offset earned income, income from your actively managed businesses, or 
investment income. 

 
Penny Stock 

Stocks that trade for less than $1 a share are often described as penny stocks. 

Penny stocks change hands over-the-counter (OTC) and tend to be extremely volatile. Their prices may 
spike up one day and drop dramatically the next. 

The fluctuations reflect the unsettled nature of the companies that issue them and the relatively small 
number of shares in the marketplace. While some penny stocks may produce big returns over the long 
term, many turn out to be worthless. 

Institutional investors tend to avoid penny stocks, and brokerage firms typically warn individual investors 
of the risks involved before handling transactions in these stocks. 

However, penny stocks are sometimes marketed aggressively to unsuspecting investors. 

 
Per Capita 

Per capita is the legal term for one of the ways that assets being transferred by your will can be 
distributed to the beneficiaries of your estate. 

Under a per capita distribution, each person named as beneficiary receives an equal share. However, the 
way your will is drawn up and the laws of the state where the will is probated may produce different 
results if one of those beneficiaries has died. 

For example, if you specify that your children inherit your estate per capita, in some states only those 
children who survive you would inherit. In other states your surviving children and the surviving 
descendants of your deceased children would receive equal shares. That could result in your estate being 
split among more heirs than if all your children outlive you. 



 
Phantom Gains 

Phantom gains are capital gains on which you owe tax even if your actual return on the investment is 
negative. 

For instance, if a mutual fund sells stock that has increased in price, you, as a fund shareholder, are liable 
for taxes on the portion of the gain the fund distributes to you. 

The rule applies even if you bought shares of the fund after the stock price increased, and didn't benefit 
from the stock's rising value. You also owe the tax if you purchase shares in the fund after the stock has 
been sold but before the fund has made its distribution. 

Phantom gains can also occur in a falling market, when a mutual fund may sell investments to raise cash 
to repurchase shares from shareholders who are leaving the fund. 

If you're still an owner of the fund at the time any gains from those sales are distributed, you'll owe tax 
even though the value of your investment has decreased. 

 
Pink Sheets 

Pink Sheets LLC is a centralized financial information network. 

It provides current prices and other information in both print and electronic formats to the over-the-counter 
(OTC) securities markets. 

Its Electronic Quotation Service reports real-time OTC equity and bond quotations to market makers and 
brokers, and its website provides a broad range of historical and current data. 

The name pink sheet derives from the pink paper on which the National Quotation Bureau originally 
printed information on OTC stocks. Comparable information on OTC bonds was printed on yellow paper. 

 
Points 

The term points can mean different things in different contexts. 

With regard to stock, a point represents a $1 change in market price, so if a share of stock rises two 
points, its price has risen $2. With bonds, a point is a 1% change above or below its par, or face, value, 
so if a bond has a par value of $1,000, a point equals $10. 

But in the case of futures and options, a point usually represents a price change of one-hundredth of one 
cent. And you may also hear about points if you're applying for a mortgage. 

In this case, points -- also called discount points -- are prepaid interest some lenders require at closing as 
a condition of approving the loan. One point is 1% of the mortgage principal, or 100 basis points. So if you 
are borrowing $200,000 and your lender charges 2 points, you owe $4,000, in addition to other closing 
costs. 

Prepaid interest is tax deductible in most cases, and your long-term interest rate will be lowered slightly -- 
often 0.25% or 25 basis points -- for each point you pay. But because points increase your closing costs, 
you may decide to choose a lender that doesn't require points if you plan to move or refinance within a 
few years. 

 
Portfolio 

If you own more than one security, you have an investment portfolio. 

You build your portfolio by buying additional stock, bonds, annuities, mutual funds, or other investments. 
Your goal is to increase the portfolio's value by selecting investments that you believe will go up in price. 

According to modern portfolio theory, you can reduce your investment risk by creating a diversified 
portfolio that includes different asset classes and individual securities chosen from different segments, or 
subclasses, of those asset classes. That diversification is designed to take advantage of the potential for 
strong returns from at least some of the portfolio's investments in any economic climate. 

 
Portfolio Manager 

A portfolio manager is responsible for overseeing a collection of investments, either for an institution -- 
such as a mutual fund, brokerage firm, insurance company, or pension fund -- or for an individual. 



It's the portfolio manager's job to invest the client's assets in a way that's appropriate to meet the client's 
goals. A portfolio manager develops investment strategies, selects individual investments, evaluates 
performance, and rebalances the portfolio as necessary. 

Portfolio managers may also be referred to as fund managers or money managers and may be paid fees 
based on the value of the assets under management, the performance of the portfolio, or both. 

 
Portfolio Turnover 

Portfolio turnover is the rate at which a mutual fund manager buys or sells securities in a fund, or an 
individual investor buys and sells securities in a brokerage account. 

A rapid turnover rate, which frequently signals a strategy of capitalizing on opportunities to sell at a profit, 
has the potential downside of generating short-term capital gains. 

That means the gains are usually taxable as ordinary income rather than at the lower long-term capital 
gains rate. Rapid turnover may also generate higher trading costs, which can reduce the total return on a 
fund or brokerage account. 

As a result, you may want to weigh the potential gains of rapid turnover against the costs, both in your 
own buy and sell decisions and in your selection of mutual funds. 

You can find information on a fund's turnover rate in the fund's prospectus. 

 
Positive Yield Curve 

A positive yield curve results when the yield on long-term US Treasury bonds is higher than the yield on 
on short-term Treasury bills. 

You create the curve by plotting a graph with yield on the vertical axis and maturity date on the horizontal 
axis and connecting the dots. When the curve is positive the highest point is to the right. 

In most periods, the yield curve is positive because investors demand more for tying up their money for a 
longer period. 

When the reverse is true, and yields on short-term investments are higher than the yields on long-term 
investments, the curve is negative, or inverted. 

That typically occurs if inflation spikes after a period of relatively stable growth or if the economic outlook 
is uncertain. The yield curve can also be flat, if the rates are essentially the same. 

 
Power of Attorney 

A power of attorney is a written document that gives someone the legal authority to act for you as your 
agent or on your behalf. To be legal, it must be signed and notarized. 

You may choose to give someone a limited, or ordinary, power of attorney. That authority is revoked if 
you are no longer able to make your own decisions. 

In contrast, if you give an attorney, family member, or friend a durable power of attorney, he or she will be 
able to continue to make decisions for you if you're unable to make them. Not all states allow a durable 
power of attorney, however. 

A springing power of attorney takes effect only at the point that you are unable to act for yourself. 

It's a good idea have an attorney draft or review a power of attorney to be sure the document you sign will 
give the person you're designating the necessary authority to act for you but not more authority than you 
wish to assign. 

You always have the right to revoke the document as long as you are able to act on your own behalf. 

 
Preferred Stock 

Some corporations issue preferred as well as common stock. 

Preferred stock can be an attractive investment because it typically pays a fixed dividend on a regular 
schedule. The share prices also tend to be less volatile than the prices of common stock. 

In fact, preferred stock prices tend to move with changing interest rates in the same way that bond prices 
do. That's one reason this type of stock is sometimes described as a hybrid investment because it shares 
some characteristics with common stock and some with fixed-income securities. 



What preferred stock doesn't generally offer is the right to vote on corporate matters or the opportunity to 
share in the corporation's potential for increased profits in the form of increased share prices and dividend 
payments. 

Convertible preferred shares can be exchanged for a specific number of common shares of the issuing 
company at an agreed-upon price. The process is similar to the way that a convertible bond can be 
exchanged for common stock. 

 
Premium 

A premium is the purchase price of an insurance policy or an annuity contract. You may pay the premium 
as a single lump sum, in regular monthly or quarterly installments, or in some cases on a flexible schedule 
over the term of the policy or contract. 

When you pay over time, the premium may be fixed for the life of the policy, assuming the coverage 
remains the same. That's the case with many permanent life insurance policies. 

With other types of coverage, the premium changes as you grow older or as costs for the issuing 
company increase. 

Used in another sense, the term premium refers to the amount above face value that you pay to buy, or 
you receive from selling, an investment. For example, a corporate bond with a par value of $1,000 with a 
market price of $1,050 is selling at a $50 premium. 

 
Prepayment Penalty 

Most lenders allow you to prepay the outstanding balance of a loan at any time without a fee, but some 
lenders charge a prepayment penalty, often about 2% of the amount you borrowed. 

If your loan agreement doesn't have a prepayment clause, which excludes a fee for early termination, the 
penalty may apply. 

Many states prohibit prepayment fees, and they're not allowed on any mortgage loans purchased by 
Fannie Mae or Freddie Mac. But they are allowed in other states, and lenders may offer a lower rate on 
loans with prepayment penalties because they are locking in their long-term profit. 

Similarly lenders who offer to waive closing costs and points when you refinance may impose a penalty if 
you pay off the loan within the first few years. But if you're not planning to move, this refinancing deal 
could save you money. 

 
Present Value 

The present value of a future payment, or the time value of money, is what money is worth now in relation 
to what you think it'll be worth in the future based on expected earnings. 

For example, if you have a 10% return, $1,000 is the present value of the $1,100 you expect to have a 
year from now. 

The concept of present value is useful in calculating how much you need to invest now in order to meet a 
certain future goal, such as buying a home or paying college tuition. 

Many financial websites and personal investment handbooks provide calculators and other tools to help 
you compute these amounts based on different rates of return. 

Inflation has the opposite effect on the present value of money, accounting for loss of value rather than 
increase in value. For example, in an economy with 5% annual inflation, $100 is the present value of $95 
next year. 

Present value also refers to the current value of a securities portfolio. If you compare the present value to 
the acquisition cost of the portfolio, you can determine its profit or loss. 

Further, you can add the present value of each projected interest payment of a fixed income security with 
one year or more duration to calculate the security's worth. 

 
Price-to-Book Ratio 

Some financial analysts use price-to-book ratios to identify stocks they consider to be overvalued or 
undervalued. 

You figure this ratio by dividing a stock's market price per share by its book value per share. 



Other analysts argue that book value reveals very little about a company's financial situation or its 
prospects for future performance. 

 
Price-to-Cash Flow 

You find a company's price-to-cash flow ratio by dividing the market price of its stock by its cash receipts 
minus its cash payments over a given period of time, such as a year. 

Some institutional investors prefer price-to-cash flow over price-to-earnings as a gauge of a company's 
value. 

They believe that by focusing on cash flow, they can better assess the risks that may result from the 
company's use of leverage, or borrowed money. 

 
Price-to-Earnings Ratio (P/E) 

The price-to-earnings ratio (P/E) is the relationship between a company's earnings and its share price, 
and is calculated by dividing the current price per share by the earnings per share. 

A stock's P/E, also known as its multiple, gives you a sense of what you are paying for a stock in relation 
to its earning power. 

For example, a stock with a P/E of 30 is trading at a price 30 times higher than its earnings, while one 
with a P/E of 15 is trading at 15 times its earnings. If earnings falter, there is usually a sell-off, which 
drives the price down. But if the company is successful, the share price and the P/E can climb even 
higher. 

Similarly, a low P/E can be the sign of an undervalued company whose price hasn't caught up with its 
earnings potential. Conversely, a low P/E can be a clue that the market considers the company a poor 
investment risk. 

Stocks with higher P/Es are typical of companies that are expected to grow rapidly in value. They're often 
more volatile than stocks with lower P/Es because it can be more difficult for the company's earnings to 
satisfy investor expectations. 

The P/E can be calculated two ways. A trailing P/E, the figure reported in newspaper stock tables, uses 
earnings for the last four quarters. A forward P/E generally uses earnings for the past two quarters and an 
analyst's projection for the coming two. 

 
Price-to-Sales Ratio 

A price-to-sales ratio, or a stock's market price per share divided by the revenue generated by sales of 
the company's products and services per share, may sometimes identify companies that are undervalued 
or overvalued within a particular industry or market sector. 

For example, a corporation with sales per share of $28 and a share price of $92 would have a price-to-
sales ratio of 3.29, while a different stock with the same sales per share but a share price of $45 would 
have a ratio of 1.61. 

Some financial analysts and money managers suggest that, since sales figures are less easy to 
manipulate than either earnings or book value, the price-to-sales ratio is a more reliable indicator of how 
the company is doing and whether you are likely to profit from buying its shares. 

Other analysts believe that steady growth in sales over the past several years is a more valuable indicator 
of a good investment than the current price-to-sales ratio. 

 
Price/Earnings-to-Growth Ratio (PEG) 

To find a stock's PEG ratio, you divide the stock's price-to-earnings ratio (P/E) by its projected annual 
earnings per share (EPS) growth. The result is a rule-of-thumb assessment of whether the stock is 
overvalued or undervalued. 

In brief, if a stock has a PEG ratio of 1, you conclude that investors are paying what the stock is worth 
based on its P/E and growth potential. If it is higher than 1 -- say 1.55 -- you conclude that investors are 
paying more than the growth projection justifies. If it is less than 1, you conclude that the stock may be 
poised to appreciate in value and so a wise purchase. 

However, a PEG ratio, by itself, does not provide an adequate basis for an investment decision, any more 
than a P/E does, because it doesn't take company fundamentals into account. For example, an under-



priced stock may be a good buy, but it may also be the sign of a company in poor financial shape or an 
industry in trouble. 

The potentially greater problem is that growth projections, even when they are the consensus finds of 
professional analysts, are just estimates. That is especially true of estimates that look out five or more 
years, since there is no way to anticipate the shifting marketplace with real precision. Yet projections 
based on a single-year's results are notoriously inaccurate. 

In short, a PEG ration can be a valuable addition to an investor's toolkit, provided you understand the 
assumptions on which its components and results are based. 

 
Primary Market 

If you buy stocks or bonds when they are initially offered for sale, and the money you spend goes to the 
issuer, you are buying in the primary market. 

In contrast, if you buy a security at some point after issue, and the amount you pay goes to an investor 
who is selling the security, you're buying in the secondary market. 

The term primary market also applies the leading or main markets for trading various products. For 
example, the New York Stock Exchange (NYSE) is a primary market for stocks. 

 
Prime Rate 

The prime rate is a benchmark for interest rates on business and consumer loans. 

For example, a bank may charge you the prime rate plus two percentage points on a car loan or home 
equity loan. 

The prime rate is determined by the federal funds rate, which is the rate banks charge each other to 
borrow money overnight. If banks must pay more to borrow, they raise the prime rate. If their cost drops, 
they drop the prime rate. The difference between the two rates is three percentage points, with the prime 
rate always the higher number. 

The federal funds rate itself is determined by supply and demand, prompted by the actions of the Open 
Market Committee of the Federal Reserve to increase or decrease the money supply. 

 
Principal 

Principal can refer to an amount of money you invest, the face amount of a bond, or the balance you owe 
on a debt, distinct from the finance charges you pay to borrow. 

A principal is also a person for whom a broker carries out a trade, or a person who executes a trade on 
his or her own behalf. 

 
Private Equity 

Private equity is an umbrella term for large amounts of money raised directly from accredited individuals 
and institutions and pooled in a fund that invests in a range of business ventures. 

The attraction is the potential for substantial long-term gains. The fund is generally set up as a limited 
partnership, with a private equity firm as the general partner and the investors as limited partners. 

Private equity firms typically charge substantial fees for participating in the partnership and tend to 
specialize in a particular type of investment. 

For example, venture capital firms may purchase private companies, fuel their growth, and either sell 
them to other private investors or take them public. Corporate buyout firms buy troubled public firms, take 
them private, restructure them, and either sell them privately or take them public again. 

 
Private Placement 

If securities are sold directly to an institutional investor, such as a corporation or bank, the transaction is 
called a private placement. 

Unlike a public offering, a private placement does not have to be registered with the Securities and 
Exchange Commission (SEC), provided the securities are bought for investment and not for resale. 

 
 
 



Privatization 

Privatization is the conversion of a government-run enterprise to one that is privately owned and 
operated. The conversion is made by selling shares to individual or institutional investors. 

The theory behind privatization is that privately run enterprises, such as utility companies, airlines, and 
telecommunications systems, are more efficient and provide better service than government-run 
companies. 

But in many cases, privatization is a way for the government to raise cash and to reduce its role as 
service provider. 

 
Profit 

Profit, which is also called net income or earnings, is the money a business has left after it pays its 
operating expenses, taxes, and other current bills. 

When you invest, profit is the amount you make when you sell an asset for a higher price than you paid 
for it. For example, if you buy a stock at $20 a share and sell it at $30 a share, your profit is $10 a share 
minus sales commission and capital gains tax if any. 

 
Profit Margin 

A company's profit margin is derived by dividing its net earnings, after taxes, by its gross earnings minus 
certain expenses. Profit margin is a way of measuring how well a company is doing, regardless of size. 

For example, a $50 million company with net earnings of $10 million and a $5 billion company with net 
earnings of $1 billion both have profit margins of 20%. 

Profit margins can vary greatly from one industry to another, so it can be difficult to make valid 
comparisons among companies unless they are in the same sector of the economy. 

 
Profit Sharing 

A profit-sharing plan is a type of defined contribution retirement plan that employers may establish for 
their workers. 

The employer may add up to the annual limit to each employee's profit-sharing account in any year the 
company has a profit to share, though there is no obligation to make a contribution in any year. 

The annual limit is stated as a dollar amount and as a percentage of salary, and the one which applies to 
each employee is the lower of the two alternatives. 

Employers get a tax deduction for their contribution. Employees owe no income tax on the contributions 
or on any of the earnings in their accounts until they withdraw money. 

In some cases, employees in the plan may be able to borrow from their accounts to pay for expenses 
such as buying a home or paying for college. 

Profit-sharing plans offer employers certain flexibility. For example, in a year without profits, they don't 
have to contribute at all. And they can vary the amount of each year's contribution to reflect the 
company's profitability for that year. 

However, each employee in the plan must be treated equally. This means that if an employer contributes 
10% of one employee's salary to the plan, the employer must also contribute 10% of the salaries of all 
other employees in the plan. 

 
Profit Taking 

Profit taking is the sale of securities after a rapid price increase to cash in on gains. 

Profit taking sometimes causes a temporary market downturn after a period of rising prices as investors 
sell off shares to lock in their gains. 

 
Prospectus 

A prospectus is a formal written offer to sell stock to the public. It is created by an investment bank that 
agrees to underwrite the stock offering. 



The prospectus sets forth the business strategies, financial background, products, services, and 
management of the issuing company, and information about how the proceeds from the sale of the 
securities will be used. 

The prospectus must be filed with the Securities and Exchange Commission (SEC) and is designed to 
help investors make informed investment decisions. 

Each mutual fund provides a prospectus to potential investors, explaining its objectives, management 
team and policies, investment strategy, and performance. The prospectus also summarizes the fees the 
fund charges and analyzes the risks you take in investing in the fund. 

 
Proxy 

If you own common stock in a US corporation, you have the right to vote on certain company policies and 
elect the board of directors by casting a proxy, or vote. 

You may vote in person at the annual meeting, by phone, or online. 

 
Proxy Statement 

The Securities and Exchange Commission (SEC) requires that all publicly traded companies provide a 
proxy statement to their shareholders prior to the annual meeting. 

The proxy statement presents the candidates who have been nominated to the board of directors and any 
proposed changes in corporate management that require shareholder approval. 

The statement also states the position the board of directors takes on the nominations and proposals. By 
law, the proxy statement must also present shareholder proposals even if they are at odds with the 
board's position. 

SEC rules also require that the proxy statement shows, in chart form, the total compensation of the 
company's five highest paid executives and compares the stock's performance to the performance of 
similar companies and the appropriate benchmark. 

 
Public Company 

The stock of a public company is owned and traded by individual and institutional investors. 

In contrast, in a privately held company, the stock is held by company founders, management, 
employees, and sometimes venture capitalists. 

Many privately held companies eventually go public to help raise capital to finance growth. Conversely, 
public companies can be taken private for a variety of reasons. 

 
Pump and Dump 

In a pump and dump scheme, a scam artist manipulates the stock market by buying shares of a low-cost 
stock and then artificially inflating the price by spreading rumors, typically using the Internet and phone, 
that the stock is about to hit new highs. 

Investors who fall victim to the get-rich-quick scheme begin buying up shares, and the increased demand 
drives up the price. At the peak of the market, the scammer sells out at a profit, shuts down the rumor 
mill, and disappears. The price of the stock invariably drops dramatically and the investors who got 
caught in the scam lose their money. 

 
Put-Call Ratio 

Since investors buy put options when they expect the market to fall, and call options when they expect 
the market to rise, the relationship of puts to calls, called the put-call ratio, gives analysts a way to 
measure the relative optimism or pessimism of the marketplace. 

The customary interpretation is that when puts predominate, and the mood is bearish, stock prices are 
headed for a tumble. 

The reverse is assumed to be true when calls are more numerous. The contrarian investor, however, 
holds just the opposite view. For example, a contrarian believes that by the time investors are 
concentrating on puts, the worst is already over, and the market is poised to rebound. 

 
 



Put Option 

Buying a put option gives you the right to sell the specific financial instrument underlying the option at a 
specific price, called the exercise or strike price, to the writer, or seller, of the option before the option 
expires. 

You pay the seller a premium for the option, and if you exercise your right to sell, the seller must buy. 

Selling a put option means you collect a premium at the time of sale. But you must buy the option's 
underlying instrument if the option buyer exercises the option and you are assigned to meet the contract's 
terms. 

Not surprisingly, buyers and sellers have different goals. Buyers hope that the price of the underlying 
instrument drops so they can sell at the exercise price, which is higher than the market price. This way, 
they could offset the price of the premium, and hopefully make a profit as well. 

Sellers, on the other hand, hope that the price stays the same or increases, so they can keep the 
premium they've collected and not have to lay out money to buy. 

 
 

Q 
 
Quadruple Witching Day 

Once every quarter -- on the third Friday of March, June, September, and December -- stock options, 
stock index options, stock index futures contracts, and single stock futures expire on the same day in the 
United States. 

In the past, when all contracts expired at the same hour of the day, trading could be extremely volatile as 
professional investors attempted to capitalize on pricing differences. 

But in recent years, various adjustments in the trading schedule have helped to reduce the pace. 

 
Quarter 

The financial world splits up its calendar into four quarters, each three months long. 

If January to March is the first quarter, April to June is the second quarter, and so on, though a company's 
first quarter does not have to begin in January. 

The Securities and Exchange Commission (SEC) requires all publicly held US companies to publish a 
quarterly report, officially known as Form 10-Q, describing their financial results for the quarter. These 
reports and the predictions that market analysts make about them often have an impact on a company's 
stock price. 

For example, if analysts predict that a certain company will have earnings of 55 cents a share in a 
quarter, and the results beat those expectations, the price of the company's stock may increase. But if the 
earnings are less than expected, even by a penny or two, the stock price may drop, at least for a time. 

However, this pattern doesn't always hold true, and other forces may influence investor sentiment about 
the stock. 

 
Quasi-Public Corporation 

In the United States, quasi-public corporations have links to the federal government although they are 
technically in the private sector. 

This means that their managers and executives work for the corporation, not the government. And, in 
many cases, you can buy stock in a quasi-public corporation, expecting to share in its profits. 

Many quasi-public corporations were originally federal agencies that have been privatized. Among the 
best known are Fannie Mae, Freddie Mac, and Sallie Mae. They securitize consumer loans and sell them 
in the secondary market. 

The US Postal Service is also a quasi-public corporation, as is the Tennessee Valley Authority (TVA). 

 
 
 
 
 



Quotation (Quote) 

On a stock market, a quotation combines the highest bid to buy and the lowest ask to sell a stock. 

For example, if the quotation on DaveCo stock is "20 to 20.07," it means that the highest price that any 
buyer wants to pay is $20, and the lowest price that any seller wants to take is $20.07. 

How that spread is resolved depends on whether the stock is traded on an auction market, such as the 
New York Stock Exchange (NYSE), or on a dealer market, such as the Nasdaq Stock Market, where the 
price is negotiated by market makers. 

 

R 
 
R-Squared 

R-squared is a statistical measurement that determines the proportion of a security's return, or the return 
on a specific portfolio of securities, that can be explained by variations in the stock market, as measured 
by a benchmark index. 

For example, an r-squared of 0.08 shows that 80% of a security's return is the result of changes in the 
market -- specifically that 80% of its gains are due to market gains and 80% of its losses are due to 
market losses. The other 20% are the result of factors particular to the security itself. 

 
Rally 

A rally is a significant short-term recovery in the price of a stock or commodity, or of a market in general, 
after a period of decline or sluggishness. 

Stocks that make a particularly strong recovery in a particular sector or in the market as a whole are often 
said to be leading the rally, a reference to the term's origins in combat, where an officer would lead his 
rallying troops back into battle. While a rally may signal the beginning of a bull market, it doesn't 
necessarily do so. 

 
Ranking 

Ranking is a method of assigning a value to an investment in relation to comparable investments by using 
a scale. 

The scale might be a straightforward numerical (1 to 5) or alphabetical (A to E) system, or one that also 
uses stars, checks, or some other icon to convey the evaluation. 

Research firms and individual analysts typically establish and publish their criteria -- though not their 
methodology -- for establishing their rankings. 

These criteria, which also differ by investment type, may include quantitative information such as past 
earnings, price trends, and the issuing company's financial fundamentals, or more qualitative 
assessments, such as the state of the marketplace. 

Ranking can be a useful tool in evaluating potential investments or in reviewing your current portfolio. 
Before depending on a ranking, though, you'll want to understand how it has been derived and how 
accurate the system for assigning the values has been over time. 

 
Rate of Return 

Rate of return is income you collect on an investment expressed as a percentage of the investment's 
purchase price. With a common stock, the rate of return is dividend yield, or your annual dividend divided 
by the price you paid for the stock. 

However, the term is also used to mean percentage return, which is a stock's total return -- dividend plus 
change in value -- divided by the investment amount. 

With a bond, rate of return is the current yield, or your annual interest income divided by the price you 
paid for the bond. For example, if you paid $900 for a bond with a par value of $1,000 that pays 6% 
interest, your rate of return is $60 divided by $900, or 6.67%. 

 
Rating 

Rating means evaluating a company, security, or investment product to determine how well it meets a 
specific set of objective criteria. 



For example, a bond issue may be rated along a spectrum from highest quality investment grade to 
speculative, or from AAA to D. 

Rating typically affects the interest rate a fixed-income security must pay to attract investors, forcing 
lower-rated bond issuers to pay higher rates. Other investors may shun low-rated investments entirely, 
unwilling to take the risk that the issuer might default. However, ratings are not infallible, even in 
industries, such as insurance, that are regularly scrutinized. 

Rating differs from ranking, which assigns the relative standing of two or more similar items in relation to 
each other. 

 
Rating Service 

A rating service, such as A.M. Best, Moody's Investors Service, or Standard & Poor's, evaluates bond 
issuers to determine the level of risk they pose to would-be investors. 

Though each rating service focuses on somewhat different criteria in making its evaluation, the 
assessments tend to agree on which investments pose the least default risk and which pose the most. 

These rating services also evaluate insurance companies, including those offering fixed annuities and life 
insurance, in terms of how likely a provider is to meet its financial obligations to policyholders. 

 
Real Estate Investment Trust (REIT) 

REITs are publicly traded companies that pool investors' capital to invest in a variety of real estate 
ventures, such as apartment and office buildings, shopping centers, medical facilities, industrial buildings, 
and hotels. 

After an REIT has raised its investment capital, it trades on a stock market just as a closed-end mutual 
fund does. 

There are three types of REITs: Equity REITs buy properties that produce income. Mortgage REITs invest 
in real estate loans. Hybrid REITs usually make both types of investments. 

All three are income-producing investments, and by law 90% of a REIT's taxable income must be 
distributed to investors. That means the yields on REITs may be higher than on other equity investments. 

 
Real Interest Rate 

Your real interest rate is the interest rate you earn on an investment minus the rate of inflation. 

For example, if you're earning 6.25% on a bond, and the inflation rate is 2%, your real rate is 4.25%. 
That's enough higher than inflation to maintain your buying power and have some in reserve, which you 
could use to build your investment base. 

But if the inflation rate were 5%, your real rate would be only 1.25%. 

 
Real Property 

Real property is what's more commonly known as real estate, or realty. 

A piece of real property includes the actual land as well as any buildings or other structures built on the 
land, the plant life, and anything that's permanently in the ground below it or the air above it. In that 
sense, real property is different from personal property, which you can move from place to place with you. 

 
Real Rate of Return 

You find the real rate of return on an investment by subtracting the rate of inflation from the nominal, or 
named, rate of return. 

For example, if you have a return of 6% on a bond in a period when inflation is averaging 2%, your real 
rate of return is 4%. But if inflation were 4%, your real rate of return would be only 2%. 

Finding real rate of return is generally a calculation you have to do on your own. It isn't provided in annual 
reports, prospectuses, or other publications that report investment performance. 

 
Real Time 

When an event is reported as it happens -- such as a quick jump in a stock's price or the constantly 
changing numbers on a market index -- you are getting real-time information. 



Traditionally, this type of information was available to the public with a 15- or 20-minute time delay or was 
reported only periodically by news services. 

Because of the Internet and cable TV, however, more and more individual investors have access to real-
time financial news. Knowing what's happening enables you and others to make buy and sell 

decisions based on the same information that institutional investors and financial services organizations 
are using. 

Real time, when used in computer technology, means that there is an interactive program that collects 
data and reports results immediately. The alternative, called batch processing, occurs when data is 
collected, stored, and then reported later in the evening or the next day. 

 
Realized Gain 

When you sell an investment for more than you paid, you have a realized gain. 

For example, if you buy a stock for $20 a share and sell it for $35 a share, you have a realized gain of 
$15 a share. In contrast, if the price of the stock increases, and you don't sell, your gain is unrealized, or a 
paper profit. 

Realizing your gains means you lock in any increase in value, which could potentially disappear if you 
continued to hold the investment. 

But it also means you may owe tax on that profit when you sell unless the investment is tax exempt or 
you hold it in a tax-deferred or tax-free account. In a tax-deferred account, you can postpone paying the 
tax until you begin withdrawing from the account. 

However, if taxes are due and you have owned the investment for more than a year when you sell, you 
pay tax at the long-term capital gains rate, which, for most types of investments, is lower than the rate at 
which you pay federal income tax on ordinary income. 

 
Recapture 

When you recapture assets, you regain them, usually because of the provisions of a contract or legal 
precedent. 

When a contract is involved, you may be entitled to recapture a percentage of the revenues from 
something you produce in addition to being paid the cost of producing it. 

For example, a hotel developer might be entitled to recapture a portion of the hotel's profits. Most of the 
time, recapture works in your favor, but depending on the situation, it can also mean a financial loss. 

A negative form of recapture occurs when the government makes you repay tax benefits that you've 
profited from in the past. For example, say that your divorce settlement calls for you to pay $150,000 to 
your ex-spouse over three years. If you pay all the money in the first two years in order to qualify for a tax 
deduction, and pay nothing in the third year, the IRS may force you to recapture part of your deduction in 
the third year and pay taxes on it. 

 
Recession 

Broadly defined, a recession is a downturn in a nation's economic activity. The consequences typically 
include increased unemployment, decreased consumer and business spending, and declining stock 
prices. 

Recessions are typically shorter than the periods of economic expansion that they follow, but they can be 
quite severe even if brief. Recovery is slower from some recessions than from others. 

The National Bureau of Economic Research (NBER), which tracks recessions, describes the low point of 
a recession as a trough between two peaks, the points at which a recession began and ended -- all three 
of which can be identified only in retrospect. 

The Conference Board, a business research group, considers three consecutive monthly drops in its 
Index of Leading Economic Indicators a sign of decline and potential recession up to 18 months in the 
future. The Board's record in predicting recessions is uneven, having correctly anticipated some but 
expected others that never materialized. 

 
 
 
 



Re-characterization 

When you have converted one type of individual retirement account (IRA) to another type -- such as a 
traditional IRA to a Roth IRA -- and then convert it back to the original type, you are recharacterizing the 
IRA. 

Similarly, you can recharacterize a contribution you've made to one type of IRA as a contribution to 
another type of IRA. In either case, when the recharacterization is handled correctly, the original 
conversion or contribution is erased, as if it never happened. To be valid, a recharacterization must be 
handled as a transfer between IRA providers or internally by a single provider. 

Further, it must be completed before the date your tax return is due, including extensions. You must also 
report the action to the IRS, and in some cases, you must file an additional form. 

 
Record Date 

To be paid a stock dividend, you must own the stock on the day that the corporation's board of directors 
names as the record date, also known as the date of record. 

For example, if a company declares a dividend of 50 cents a share payable on September 1 to 
shareholders of record as of August 10, you must own the shares on August 10 to be entitled to the 
dividend. 

To be the legal owner on the record date you must buy the stock at least three business days before the 
record date. That is the last day on which trades will settle on the record date. 

If you buy the stock after that day, you are buying the stock ex-dividend, which means you are not entitled 
to the dividend. The first day the buyer is not entitled to receive the dividend is called the ex-dividend date 
and is currently two days before the record date in most cases. 

 
Red Herring 

When a security is offered to the public for the first time, the underwriter prepares a preliminary 
prospectus, called a red herring. 

While the name may refer to the parts of the document printed in red ink, the implication is that the 
document has been written to present the company in the best possible light. The reference is to the 
rather distinctive odor of the fish in question, which, the story goes, fleeing fugitives sometimes used to 
throw bloodhounds off their scent. 

Although the preliminary prospectus contains important information about the company, its offerings, 
financial projections, and investment risk, it is customarily revised before the final version is issued. 

 
Redemption 

When a fixed-income investment matures, and you get your investment amount back, the repayment is 
known as redemption. 

Bonds are usually redeemed at par, or face value, traditionally $1,000 per bond. However, if a bond 
issuer calls the bond, or pays it off before maturity, you may be paid a premium, or a certain dollar 
amount over par, to compensate you for lost interest. 

You can redeem, or liquidate, open-end mutual fund shares at any time. The fund buys them back at their 
net asset value (NAV), which is the dollar value of one share in the fund. 

 
Redemption Fee 

Some open-end mutual funds impose a redemption fee when you sell shares in the fund, often during a 
specific, and sometimes brief, period of time after you purchase those shares. 

The fee is usually a percentage of the value of the shares you sell, but it may also be a flat fee, or fixed 
amount. 

The purpose of the fee is to prevent large-scale withdrawals from the fund in response to changes in the 
financial markets, which might require the fund manager to sell holdings at a loss in order to meet the 
fund's obligation to buy back your shares. 

 
 
 
 



 
Regional Exchange 

Stock exchanges in cities other than New York are called regional exchanges. They list both regional 
stocks, which may or may not be listed on the New York exchanges, as well as stocks that are listed in 
New York. 

Because of the National Market System, securities listed on one exchange can be traded on any other 
exchange if the price there is better than the price on the exchange where the stock is listed. 

The number of regional exchanges is shrinking, however, as the result of mergers and acquisitions by 
larger exchanges. 

 
Registered Bond 

When a bond is registered, the name of the owner and the particulars of the bond are recorded by the 
issuer or the issuer's agent. 

When registered bonds are issued in certificate form, a bond can be sold only if the owner endorses the 
certificate, or signs it over to someone else. In contrast, bearer bonds are considered the property of 
whoever holds them, since there is no record of ownership. 

Currently, however, most bonds are registered electronically, so there are no certificates to endorse. 
Instead, you authorize the transaction over the phone or by computer. 

 
Regressive Tax 

A regressive or flat income tax system taxes everyone at the same rate, as sales tax does. 

Advocates say it's simpler and does away with the kinds of tax breaks that tend to favor the wealthy. 
Opponents say that middle-income taxpayers carry too large a proportion of the total tax bill. 

 
Regulation D 

Both the Securities and Exchange Commission (SEC) and the Federal Reserve have regulations known 
as Regulation D. 

The SEC's Regulation D specifies which securities can be sold within the United States without having to 
be registered with the Commission. 

Among the other restrictions, these securities can be made available only to accredited investors -- 
individuals with a net worth of at least $1 million or an annual income of $200,000 or more, and 
institutions with assets of $5 million or more. 

The Federal Reserve's Regulation D sets the requirements for depositary institutions, including the 
amount of cash the bank must hold in reserve and the number of transfers or withdrawals permitted for a 
savings account -- which is six transfers every four week cycle with no more than three by check or 
electronic payment. 

 
Regulation T 

Regulation T is the Federal Reserve Board rule that governs how much you can borrow through your 
margin account to cover the purchase price of a security. This initial margin is 50% of the total cost. 

The New York Stock Exchange (NYSE) and NASD additionally require your account to have a minimum 
margin of $2,000 or the full cost of the purchase, whichever is less, at the time you trade, plus a 
maintenance margin of at least 25% of the total market value of the securities in your account at all times. 

Individual broker-dealers may and often do require higher minimum and maintenance margins. 

 
Regulation Z 

Under Regulation Z, a Federal Reserve Board rule covering provisions of the Consumer Credit Protection 
Act of 1968, lenders have to tell you certain terms of the credit they're offering, in writing, before you 
borrow. 

Also known as the Truth in Lending Act, the regulation stipulates that lenders must disclose the true cost 
of loans. For example, they must make the interest rate, annual percentage rate (APR), and other terms 
of the loan simple to understand. 



Regulation Z establishes uniform methods for calculating the cost of credit, disclosing credit terms, and 
resolving errors on certain types of credit accounts. 

 
Reinvestment 

When you own certain stocks and most mutual funds, you can reinvest the dividends or distributions to 
buy more shares instead of receiving a cash payout. 

In a corporate Dividend Reinvestment Plan (DRIP), for example, a company offers you the right to 
reinvest any cash dividends automatically to buy more stock. When you open a mutual fund account, 
you're generally offered an automatic reinvestment option as well. 

One benefit of reinvestment programs is that in most cases you can make the new investments without 
incurring the usual sales charges, so it can be a lower cost way to build your investment portfolio. 

One potential drawback, if you're reinvesting in a taxable account, is that you acquire shares at different 
prices, so figuring the cost basis for capital gains or losses when you sell can be more complicated than if 
you made fewer, larger purchases. It's also true that you owe income or capital gains tax in the year the 
money is reinvested, which isn't the case in a tax-deferred or tax-free account. 

You will also want to consider the impact of reinvestment on the diversification of your portfolio, since 
buying additional shares increases the percentage of your portfolio that is allocated to a particular stock 
or mutual fund. 

 
Reinvestment Risk 

Reinvestment risk occurs when you have money from a maturing fixed-income investment, such as a 
certificate of deposit (CD) or a bond, and want to make a new investment of the same type. 

The risk is that you will not be able to find the same rate of return on your new investment as you were 
realizing on the old one. In fact, the return could be significantly lower, based on what's happening in the 
economy at large, though it could also be higher. 

For example, if a bond paying 6% interest matures when the current rate is 4%, you must settle for a 
lower return if you buy a new bond unless you're willing to buy one of lower quality. 

One way to limit reinvestment risk is by using an investment technique known as laddering, which means 
splitting your investment among a number of bonds or CDs that mature gradually over a series of years. 

That way only part of your total investment will mature and have to be reinvested at any one time. 

 
Renewable Term 

A renewable term life insurance policy allows you to extend your coverage for an additional period without 
having to requalify for coverage, provided that you have paid your premiums in full and on time. 

Being able to renew your policy can be an important advantage if your health has declined since your 
original purchase. That's because another insurer might refuse to sell you a policy or might charge more 
for comparable coverage. 

Renewable term policies do not guarantee the same rate for the new coverage period. In fact, at each 
renewal, the cost is likely to increase to reflect the fact that you're older and therefore pose a greater risk 
to the insurer. 

 
Required Beginning Date (RBD) 

Your required beginning date is the date by which you must take your first minimum required distribution 
from retirement savings plans that require distributions. 

For an individual retirement account (IRA), it's April 1 of the year following the year you turn 70 1/2. For a 
401(k), it's either the April 1 of the year following the year you turn 70 1/2 or the April 1 following the year 
you retire, unless you own 5% or more of the company sponsoring the plan. If that's the case, your 
deadline is April 1 of the year after the year you turn 70 1/2. 

 
Reserve Requirement 

The Federal Reserve requires its member banks to keep a certain percentage of their customer deposits 
in cash and other liquid assets in reserve at all times. 



The required percentage may be revised at the Fed's discretion, but it has not been changed in recent 
years. 

When a bank finds itself with excess reserves, it can lend them to other banks that may need them. 
These very short-term loans are known as federal funds and the interest rate the lenders charge is called 
the federal funds rate. That's also the benchmark rate for many corporate and international government 
loans. 

 
Resistance 

Resistance, or resistance level, is the top of a stock's current trading range, and the point at which the price is higher than 

investors are willing to pay. As stockholders sell at resistance level, the stock price goes down because 
supply exceeds demand. 

For example, if, on a repeated basis, as stock A's price reaches $60, stockholders begin to sell, then $60 
is considered its resistance level. But a trading range isn't fixed and investor attitudes change, so the 
resistance level tends to move higher or lower over time. 

If stock A rises to $63 without a surge of selling, the current resistance line has been breached. This may 
be the result of a rising market or a bullish assessment of the stock's value. On the other hand, if selling 
increases at $57, that may become the new resistance level. 

Conversely, the level at which demand exceeds supply and investors typically buy a certain stock is 
called support. It's the point that's considered the bottom of a stock's current trading range. 

Technical analysts use the concepts of resistance and support in anticipating future stock price 
movements. 

 
Restricted Security 

Restricted securities are stocks or warrants that you acquire privately, through stock options or a 
corporate merger, rather than by buying them in the open market. 

For example, you may receive restricted stock if you put money into a startup company. 

If the company has not yet registered with the Securities and Exchange Commission (SEC) for an initial 
public offering (IPO), its securities cannot be transferred or resold until the issuing company meets the 
SEC registration requirements for publicly traded securities. 

If you exercise stock options and buy stock at a reduced price, you may be required to hold those stocks 
for a period of time before liquidating them. 

 
Retail Investor 

Retail investor refers to an individual who buys and sells securities for his or her own account through a 
traditional or online brokerage firm. 

While some retail investors hold portfolios worth millions of dollars and others own just a few securities, 
they are different from institutional investors, such as pension funds, money managers, or financial 
services companies, who have discretionary control over at least $100 million in securities. 

 
Retained Earnings 

Retained earnings, also known as retained surplus, are the portion of a company's profits that it keeps to 
reinvest in the business or pay off debt, rather than paying them out as dividends to its investors. 

Retained earnings are one component of the corporation's net worth and increase the supply of cash 
that's available for acquisitions, repurchase of outstanding shares, or other expenditures the board of 
directors authorizes. 

Smaller and faster-growing companies tend to have a high ratio of retained earnings to fuel research and 
development plus new product expansion. Mature firms, on the other hand, tend to pay out a higher 
percentage of their profits as dividends. 

 
 
 
 
 
 



 
Return 

Your return is the profit or loss you have on your investments, including income and change in value. 

Return can be expressed as a percentage and is calculated by adding the income and the change in 
value and then dividing by the initial principal or investment amount. You can find the annualized return 
by dividing the percentage return by the number of years you have held the investment. 

For example, if you bought a stock that paid no dividends at $25 a share and sold it for $30 a share, your 
return would be $5. If you bought on January 3, and sold it the following January 4, that would be a 20% 
annual percentage return, or the $5 return divided by your $25 investment. 

But if you held the stock for five years before selling for $30 a share, your annualized return would be 4%, 
because the 20% gain is divided by five years rather than one year. 

Percentage return and annual percentage return allow you to compare the return provided by different 
investments or investments you have held for different periods of time. 

 
Return on Equity 

Return on equity (ROE) measures how much a company earns within a specific period in relation to the 
amount that's invested in its common stock. 

It is calculated by dividing the company's net income before common stock dividends are paid by the 
company's net worth, which is the stockholders' equity. 

If the ROE is higher than the company's return on assets, it may be a sign that management is using 
leverage to increase profits and profit margins. 

In general, it's considered a sign of good management when a company's performance over time is at 
least as good as the average return on equity for other companies in the same industry. 

 
Return on Investment 

Your return on investment (ROI) is the profit you make on the sale of a security or other asset divided by 
the amount of your investment, expressed as an annual percentage rate. 

For example, if you invested $5,000 and the investment was worth $7,500 after two years, your annual 
return on investment would be 25%. To get that result, you divide the $2,500 gain by your $5,000 
investment, and then divide the 50% gain by 2. 

Return on investment includes all the income you earn on the investment as well as any profit that results 
from selling the investment. It can be negative as well as positive if the sale price plus any income is 
lower than the purchase price. 

 
Revenue 

Revenue is the money you collect for providing a product or service. 

Revenue is different from earnings, which is what's left of your revenue after subtracting the costs of 
producing or delivering the product or service and any taxes you paid on the amount you took in. 

When corporations release their financial statements, those that provide services, such as power or 
telecommunications companies, describe their income as revenues, while those that manufacture 
products, such as lightbulbs or books, describe their income as sales. 

The money a government collects in taxes is also called revenue. The US body that collects those taxes 
is called the Internal Revenue Service (IRS). In the United Kingdom, it's Inland Revenue. 

 
Revenue Bond 

Revenue bonds are municipal bonds issued to finance public projects, such as airports and roadways. 
The bonds are backed by revenue to be generated by the project. 

For example, if the construction of a tunnel is financed with municipal revenue bonds, the tolls paid by 
motorists are used to pay back the bondholders. However, bondholders usually have no claims on the 
bond issuer's other assets or resources. 

 
 
 



 
Reverse Merger 

In a reverse merger, a privately held company purchases a publicly held company and, as part of the new 
entity, becomes public without an initial public offering (IPO). 

It's described as reverse because in the more typical merger pattern a public company purchases a 
private company to expand its business. 

 
Reverse Mortgage  

A reverse mortgage is a loan available to a homeowner 62 or older who may be eligible to borrow against 
the equity in his or her home. 

Generally with a reverse mortgage, you receive money from a lender while you stay in your home. You 
don't have to pay the money back for as long as you live there and keep the property in good repair, but 
the loan must be repaid when you die, sell your home, or move to a different primary residence. 

The amount you can borrow depends on your age, your home's value, your equity in it, and current 
interest rates. You can access the money as a lump sum, a line of credit, or a combination of these 
methods. 

All reverse mortgages require closing costs, much like a regular mortgage, and they can charge fixed or 
variable interest rates. The fees can make a reverse mortgage an expensive way to borrow. 

More than 90% of reverse mortgages, officially known as home equity conversion mortgages (HECMs), 
are insured by the US government's Federal Housing Administration (FHA). The FHA caps the size of 
reverse mortgages depending on the county in which your home is located and guarantees that you will 
receive the full amount of your loan. 

Private alternatives to HECMs, called proprietary reverse mortgages, often offer higher limits. These 
loans may have higher costs, however. 

 
Reverse Stock Split 

If a company's stock is trading at a low price, the company may decide to reduce the number of existing 
shares and increase their price by consolidating the shares. 

For example, a 1-for-2 reverse stock split halves the number of existing shares and doubles the price. In 
that case, if you hold 100 shares of a stock selling at $5 a share, for a combined value of $500, in a 1-for-
2 reverse stock split, you would own 50 shares valued at $10 a share, which would still give you a 
combined value of $500. Stocks may be reverse split 1-for-5, or 5-for-10, or in any ratio the company 
chooses. 

Reverse splits are generally used to ensure that a stock will continue to meet listing requirements on the 
market where it is traded or to encourage purchases by institutional investors, who may not buy stocks 
priced below a specific point. 

 
Revocable Trust 

A revocable trust is a living trust that can be modified or revoked by the grantor, or person who 
establishes the trust and transfers property to it. 

The trust can be a useful estate-planning tool because, when you die, the assets in the trust pass directly 
to the beneficiaries you've named in the trust rather than through your will. 

But because you haven't relinquished control over the assets, as you do when you transfer them to an 
irrevocable trust, they are still included in your estate. If its total value, including the trust assets, is 
greater than the exempt amount, federal or state estate taxes may be due. 

For the same reason, during your lifetime, you continue to collect the income that the assets in the 
revocable trust produce, and you owe income or capital gains taxes on those earnings at your regular 
rates. That's not the case with an irrevocable trust, which has its own tax identity. 

 
Revolving Credit 

A revolving credit arrangement allows you to borrow up to your credit limit without having to reapply each 
time you need cash. As you repay the money you have borrowed, it is available to be borrowed again. 



For example, if you have a credit card with a credit limit of $1,500 and you make a purchase of $400, the 
amount of credit you have available is $1,100. But when you repay the $400, your credit limit goes back 
to $1,500 -- assuming you haven't charged anything else on the card. 

At any given time, your balance due may fluctuate from zero to the maximum credit limit. If you don't use 
the credit line in any billing cycle, no fees apply in most cases. But if you have a balance due and don't 
repay the full amount, finance charges are added to your next bill. 

Some revolving credit arrangements, such as a home equity line of credit, may have a predetermined end 
date, but the majority are open-ended as long as you make at least the minimum required payment on 
time. 

 
Rider 

A rider is a modification to an insurance policy that typically adds a new coverage or higher coverage in 
return for higher premiums. 

For example, you might add a rider to your life insurance policy to provide coverage for your spouse, or a 
rider to your homeowners policy to provide additional liability insurance for a specific event. Dental care 
and prescription insurance are typical riders on health insurance policies. 

 
Rights of Survivorship 

If two or more people own property jointly with rights of survivorship and one of the owners should die, the 
deceased owner's share of the property automatically passes to the surviving owners. 

This arrangement for joint ownership is in contrast to the arrangement known as tenants-in-common, in 
which a deceased owner's share becomes part of his or her estate and can be sold or distributed to heirs 
according to the terms of his or her will. 

Couples who own their own home jointly often opt for right of survivorship to allow the surviving partner to 
enjoy full ownership rights to their home. 

 
Risk 

Risk is the possibility you'll lose money if an investment you make provides a disappointing return. All 
investments carry a certain level of risk, since investment return is not guaranteed. 

According to modern investment theory, the greater the risk you take in making an investment, the 
greater your return has the potential to be if the investment succeeds. 

For example, investing in a startup company carries substantial risk, since there is no guarantee that it will 
be profitable. But if it is, you're in a position to realize a greater gain than if you had invested a similar 
amount in an already established company. 

As a rule of thumb, if you are unwilling to take at least some investment risk, you are likely to limit your 
investment return. 

 
Risk-Adjusted Performance 

When you evaluate an investment's risk-adjusted performance, you aren't looking simply at its straight 
performance figures but at those figures in relation to the amount of risk you took (or would have taken) to 
get the return the investment produced. 

One method is to investigate the investment's price volatility over various periods of time, including 
different market environments. 

For example, you might consider how far the price fell in the most recent bear market against its price in a 
bull market, or how it performed in a recent market correction. In general, the greater the volatility, the 
greater the risk. 

However, many analysts believe that looking exclusively at past performance can be deceptive in 
evaluating the risk you are taking in making a certain investment, since it can't predict what will happen in 
the future. 

 
Risk-Free Return 

When you buy a US Treasury bill that matures in 13 weeks, you're making a risk-free investment in the 
sense that there's virtually no chance of losing your principal (since the bill is backed by the US 
government) and no threat from inflation (since the term is so short). 



Your yield, or the amount you earn on that investment, is described as risk-free return. By subtracting the 
risk-free return from the return on an investment that has the potential to lose value, you can figure out 
the risk premium, which is one measure of the risk of choosing an investment other than the 13-week bill. 

 
Risk Management 

Risk management is a set of strategies for analyzing potential risks and instituting policies and 
procedures to deal with them. The work of assessing the possibilities, setting priorities, and finding cost-
effective solutions is also described as business continuity planning. 

In a business environment, some risks, such as economic pressures or technology meltdowns, are 
universal while others are unique to a particular venture or physical location. 

Large companies may use a combination of strategies to manage risk, including buying insurance, 
creating redundant systems, diversifying physical locations or core businesses, and establishing other 
hedges. 

For an individual investor, risk can be managed in several ways: insuring at least a portion of your 
portfolio, allocating your assets across classes, diversifying your holdings, and hedging with derivative 
products. 

 
Risk Premium 

A risk premium is one way to measure the risk you'd take in buying a specific investment. Some analysts 
define risk premium as the difference between the current risk-free return -- defined as the yield on a 13-
week US Treasury bill -- and the potential total return on the investment you're considering. 

Other measures of risk premium, which are applied specifically to stocks, are a stock's beta, or the 
volatility of that stock in relation to the stock market as a whole, and a stock's alpha, which is based on an 
evaluation of the stock's intrinsic value. 

Similarly, the higher interest rates that bond issuers typically offer on bonds below investment grade may 
be considered a risk premium, since the higher rate, and potentially greater return, is a way to 
compensate for the greater risk. 

 
Risk Ratio 

Some investors and financial analysts try to estimate the risk an investment poses by speculating on how 
much the investment is likely to increase in value as opposed to how much it could decline. 

For example, a stock priced at $50 that analysts think could increase to $90 or decrease to $30 has a 4:2 
risk ratio, because they estimate the stock could go up $40 but down $20. 

Critics point out that it is impossible to provide an accurate estimate of future prices, rendering risk ratios 
meaningless. 

 
Risk Tolerance 

Risk tolerance is the extent to which you as an investor are comfortable with the risk of losing money on 
an investment. If you're unwilling to take the chance that an investment that might drop in price, you have 
little or no risk tolerance. 

On the other hand, if you're willing to take some risk by making investments that fluctuate in value, you 
have greater risk tolerance. The probable consequence of limiting investment risk is that you are 
vulnerable to inflation risk, or loss of buying power. 

 
Rollover 

If you move your assets from one investment to another, it's called a rollover. 

For example, if you move money from one IRA to another IRA, that transaction is a rollover. In the same 
vein, if you move money from a qualified retirement plan, such as a 401(k), into an IRA, you create a 
rollover IRA. 

Similarly, when a bond or certificate of deposit (CD) matures, you can roll over the assets into another 
bond or time deposit. 

 
 
 



 
Rollover IRA 

A rollover IRA is an individual retirement account or annuity you create with tax-deferred assets you move 
from an employer sponsored retirement plan to a self-directed investment account. 

If you arrange for a direct rollover, the trustee of your employer's plan transfers the assets to the trustee 
you select for your IRA. In that case the total value of the account moves from one to the other. 

If you handle the rollover yourself, by getting a check from your employer's plan and depositing it in your 
IRA, your employer must withhold 20% of the total to prepay taxes that will be due if you fail to redeposit 
the full amount of the money you're moving into a tax-deferred account within 60 days. 

The required withholding forces you to supply the missing 20% from another source to meet the deposit 
deadline if you want to maintain the tax-deferred status of the full amount and avoid taxes and a potential 
early withdrawal tax penalty on the amount you don't deposit in the IRA. 

 
Roth 401 (K) 

The Roth 401(k), which was introduced in 2006, allows you to make after-tax contributions to your 
account in an employer sponsored plan. 

Earnings may be withdrawn tax free, provided that you have left your job, are at least 59 1/2, and your 
account has been open five years or more. 

Both the Roth 401(k) and the traditional 401(k) have the same contribution limits and distribution 
requirements. You can add no more than the annual federal limit each year, and you must begin taking 
minimum required distributions (MRD) by April 1 of the year following the year you reach age 70 1/2. You 
can postpone MRDs if you are still working. 

You may not move assets between traditional and Roth 401(k) accounts, though you may be able to split 
your annual contribution between the two. If you leave your job or retire, you can roll Roth 401(k) assets 
into a Roth IRA, just as you can roll traditional 401(k) assets into a traditional IRA. 

Most 401(k) plans, including the Roth, are self-directed, which means you must choose specific 
investments from among those offered through the plan. 

 
Roth IRA 

A Roth IRA is a variation on a traditional individual retirement arrangement (IRA). 

Because contributions are made with after-tax dollars, the Roth IRA allows you to withdraw your earnings 
completely tax free any time after you reach age 59 1/2, provided your account has been open at least 
five years. 

You may also be able to withdraw money earlier without penalty if you qualify for certain exceptions, such 
as using up to $10,000 toward the purchase of a first home. And since a Roth IRA has no required 
withdrawals, you can continue to accumulate tax-free earnings as long as you like. 

You can make a nondeductible annual contribution, up to the annual federal limit, any year you have 
earned income, even after age 70 1/2, though you can never contribute more than you earn. If you are 50 
or older, you may also make annual catch-up contributions. 

To make a full contribution to a Roth IRA, your modified adjusted gross income (MAGI) must be less than 
the annual limit set by Congress. 

You may make partial contributions on a sliding scale if your MAGI is between the amounts that Congress 
sets for your filing status. These annual limits are lower if you file as a single than if you're married and file 
a joint return. 

You may also qualify to convert a traditional IRA to a Roth IRA if your MAGI in the year you convert is 
less than the cap, currently $100,000, which applies whether you are single or married. The amount 
you're converting is not included in that total. 

 
Round Lot 

A round lot is the normal trading unit for stocks and bonds on an organized securities exchange or 
market, also called a trading platform. 

For example, shares of stock traded in multiples of 100 are typically considered round lots, as are bonds 
with par values of $1,000 and $5,000. 



 
Rule 144A 

Rule 144A of the Securities Act of 1933 makes it easier for private companies to raise money in US 
capital markets and for institutional investors to trade restricted securities not registered with the 
Securities and Exchange Commission (SEC). 

Specifically, the rule allows private companies, both domestic and international, to sell unregistered 
securities, also known as Rule 144 securities, to qualified institution buyers (QIBs) through a broker-
dealer. The rule also permits QIBs to buy and sell these securities among themselves. To be a QIB, the 
institution must control a securities portfolio of $100 million or more. 

The NASDAQ Portal Market is an electronic trading platform for Rule 144A securities. Only NASDAQ 
members and QIBs have access to this platform. 

Companies issuing unregistered securities may raise enough capital in the 144A market to remain 
private. They may also use a 144A offering as an intermediary step toward an initial public offering (IPO). 

 
Rule of 78 

A practice, called the Rule of 78, means that lenders front-load the interest they charge on a short-term 
loan to guarantee their profit if you pay off your loan before the end of its term. 

In other words, you pay most of the interest before you begin to make substantial repayment of principal. 

For example, on a one-year loan, you'd pay 15% of the interest in the first month, 14% in the second 
month, and only 1% in the last month. The practice is called the Rule of 78 because that's the sum of the 
twelve payments in a one-year loan (1+2+3+...+12 = 78). 

It's illegal to calculate loans with terms longer than 61 months using the Rule of 78, and a number of 
states outlaw the practice for all loans. But where the Rule of 78 is used, the loans may be described as 
precomputed or precalculated loans, or as loans that offer a rebate of finance charges if you prepay. 

 
Russel 100 Index 

This capitalization-weighted index, published by the Frank Russell Company tracks the 1000 largest 
stocks that are included in the Russell 3000 Index and represents approximately 92% of the market value 
of US stock. 

The Index is rebalanced annually, at the end of June, and is widely used as a benchmark of large-cap US 
stock performance. 

 
 

S 
 
Safekeeping 

Safekeeping occurs when a broker-dealer holds securities that are registered in a client's name for the 
client. 

The advantage from the client's perspective is that the securities are safe and the broker-dealer has them 
available to sell at the client's instruction. 

The disadvantage from the broker-dealer's perspective is that securities held in a client's name are not 
fully negotiable or fungible, so they can't be used to settle trades, for example. Thus, it's a service for 
which many firms charge a fee. 

Instead of being registered in their own names, clients' securities may be registered in the broker-dealer's 
name or in the name of a depository. That's known as being registered in street name or nominee name. 

With this type of registration, the client's ownership rights are fully protected but the stock is fungible. The 
broker-dealer may use a limited portion of the holding to settle trades or for other purposes. 

 
Sallie Mae 

This corporation purchases student loans from various lenders, such as banks, and packages the loans 
as bonds or short-term or medium-term notes. After issue, these debt securities trade on the secondary 
market. 



Sallie Mae guarantees repayment of the bonds and notes, and uses the money it raises through the sale 
of these securities to provide additional loan money for post-secondary school students. Sallie Mae also 
arranges financing for state student loan agencies. Its shares trade on the New York Stock Exchange 
(NYSE). 

 
Sarbanes-Oxley Act of 2002 

Named after its main Congressional sponsors, Senator Paul Sarbanes and Representative Michael 
Oxley, the Sarbanes-Oxley Act of 2002 introduced new financial practices and reporting requirements, 
including executive certification of financial reports, plus more stringent corporate governance procedures 
for publicly traded US companies. It also added protections for whistleblowers. 

Officially the Corporate and Auditing Accountability, Responsibility, and Transparency Act, the law is 
known more colloquially as SarbOx or SOX. It was passed in response to several high-profile corporate 
scandals involving accounting fraud and corruption in major US corporations. 

The law also created the Public Company Accounting Oversight Board (PCAOB), a private-sector, 
nonprofit corporation that regulates and oversees public accounting firms. 

The law has seen its share of controversy, with opponents arguing that the expense and effort involved in 
complying with the law reduce shareholder value, and proponents arguing that increased corporate 
responsibility and transparency far outweigh the costs of compliance. 

 
Savings Account 

A savings account is a deposit account in a bank or credit union that pays interest on your balance -- 
though some institutions require that you have at least a minimum amount in the account to qualify for 
earnings. 

You can deposit and withdraw from savings accounts as you wish, but you can't transfer money from the 
account directly to other people or organizations. 

While savings accounts typically pay interest at a lower rate than other bank accounts, that may not 
always be the case. Savings accounts are insured by the Federal Deposit Insurance Corporation (FDIC) 
or the National Credit Union Share Insurance Fund. 

You're covered up to $100,000 in each of three different categories of account in a single bank, or up to 
$250,000 if an account is a self-directed retirement account (IRA). Different branches of the same bank 
count as one bank. 

 
Savings Bonds 

The US government issues two types of savings bonds: Series EE and Series I. 

You buy electronic Series EE bonds through a Treasury Direct account for face value and paper Series 
EE for half their face value. You earn a fixed rate of interest for the 30-year term of these bonds, and they 
are guaranteed to double in value in 20 years. Series EE bonds issued before May 2005 earn interest at 
variable rates set twice a year. 

Series I bonds are sold at face value and earn a real rate of return that's guaranteed to exceed the rate of 
inflation during the term of the bond. Existing Series HH bonds earn interest to maturity, but no new 
Series HH bonds are being issued. 

The biggest difference between savings bonds and US Treasury issues is that there's no secondary 
market for savings bonds since they cannot be traded among investors. You buy them in your own name 
or as a gift for someone else and redeem them by turning them back to the government, usually through 
a bank or other financial intermediary. 

The interest on US savings bonds is exempt from state and local taxes and is federally tax deferred until 
the bonds are cashed in. At that point, the interest may be tax exempt if you use the bond proceeds to 
pay qualified higher education expenses, provided that your adjusted gross income (AGI) falls in the 
range set by federal guidelines and you meet the other conditions to qualify. 

 
Screen 

A screen is a set of criteria against which you measure stocks or other investments to find those that meet 
your criteria. 

For example, you might screen for stocks that meet a certain environmentally or socially responsible 
standard, or for those with current price-to-earnings ratios (P/E) less than the current market average. 



A socially responsible mutual fund describes the screens it uses to select investments in its prospectus. 

 
Secondary Market 

When investors buy and sell securities through a brokerage account, the transactions occur on what's 
known as the secondary market. 

While the secondary market isn't a place, it includes all of the exchanges, trading rooms, and electronic 
networks where these transactions take place. 

The issuer -- company or government -- that sold the security initially receives no proceeds from these 
trades, as it does when the securities are sold for the first time. 

 
Secondary Offering 

The most common form of secondary offering occurs when an investor, usually a corporation, but 
sometimes an individual, sells a large block of stock or other securities it has been holding in its portfolio 
to the public. 

In a sale of this kind, all the profits go to the seller rather than the company that issued the securities in 
the first place. The seller usually pays all the commissions. 

Secondary offerings can also originate with the issuing companies themselves. In these cases, a 
company issues additional shares of its stock, over and above those sold in its initial public offering (IPO), 
or it reissues shares that were issued and have been bought up by the company over time. Reissued 
shares are known as Treasury stock. 

 
Sector 

A sector is a segment of the economy that includes companies providing the same types of products or 
services. 

For example, the utility sector provides electric power, natural gas, water, or a combination of these 
services. This sector may also include companies who produce power and those that trade it. 

Companies within a sector tend to be reasonably consistent in their average earnings per share, 
price/earnings ratios (P/Es), and other fundamentals. But fundamentals may differ substantially from one 
sector to another. For example, some sectors are cyclical, rising and falling with changes in the economy 
while others are defensive, maintaining their strength despite economic ups and downs. 

Since there's no official list of sectors, there can be confusion about how many sectors there are, what 
they're called, and what companies are included in them. For example, transportation is sometimes a 
standalone sector and sometimes included as part of the industrial sector. 

Sector indexes, some of which are broad while others are very narrow, track many of the major sectors of 
the economy. 

 
Sector Fund 

Sector mutual funds, also called specialty or specialized funds, concentrate their investments in a single 
segment of an industry, such as biotechnology, natural resources, utilities, or regional banks, for example. 

Sector funds tend to be more volatile and erratic than more broadly diversified funds, and often dominate 
both the top and bottom of annual mutual fund performance charts. A sector that thrives in one economic 
climate may wither in another one. 

 
Sector Rotation 

Sector rotation refers to the shifting of investments among different sectors of the economy. 

At any given time, certain sectors will be performing better than others. Investment managers use sector 
rotation strategies to capitalize on the current economic cycle and maximize profits. 

 
Secular Market 

A secular market is one that moves in the same direction -- up or down -- for an extended period. 

Benchmark indexes continue to rise to new, higher levels during a secular bull market despite some 
short-term corrections. Similarly, during a secular bear market, index levels decline or remain flat despite 
short-term rallies. 



In addition, the average price-to-earnings ratio increases substantially during a secular bull market before 
reaching a top and falls during secular bear markets before hitting a bottom. 

Secular markets tend to move in cycles, or predictable though not regular patterns, so that a secular bull 
market is followed by a secular bear market, which is followed by a secular bull market, and so on. 

For example, the bull market of 1982 through 1999 followed the bear market of 1966-1981. The length of 
secular markets varies, from as few as 4 or 5 years to more than 20 years, though when one begins and 
ends becomes clear only in retrospect. 

 
Secured Bond 

The issuer of a bond or other debt security may guarantee, or secure, the bond by pledging, or assigning, 
collateral to investors. If the issuer defaults, the investors may take possession of the collateral. 

A mortgage-backed bond is an example of a secured issue, since the underlying mortgages can be 
foreclosed and the properties sold to recover some of or all the amount of the bond. 

Holders of secured bonds are at the top of the pecking order if an issuer misses an interest payment or 
defaults on repayment of principal. 

 
Securities and Exchange Commission (SEC) 

The Securities and Exchange Commission (SEC) is an independent federal agency that oversees and 
regulates the securities industry in the United States and enforces securities laws. 

The SEC requires registration of all securities that meet the criteria it sets, and of all individuals and firms 
who sell those securities. It's also a rule making body, with a mandate to turn the law into rules that the 
investment industry can follow. 

Established by Congress in 1934, the SEC sets standards for disclosure by publicly traded corporations, 
and works to protect investors from misleading or fraudulent practices, including insider trading. 

It has four divisions: Corporate Finance, Market Regulation, Investment Management, and Enforcement. 

 
Securities Investor Protection Corporation (SIPC) 

The Securities Investor Protection Corporation (SIPC) is a nonprofit corporation created by Congress to 
insure investors against losses caused by the failure of a brokerage firm. 

Through SIPC, assets in your brokerage account are insured up to $500,000, including up to $100,000 in 
cash, but only against losses that result from the brokerage firm going bankrupt, not against market 
losses caused by trading decisions or other causes. 

All brokers and dealers must register with the Securities and Exchange Commission (SEC) and are 
required to be SIPC members though they can lose their affiliation under certain circumstances. Clients of 
nonmember firms are not insured. 

 
Securitization 

Securitization is the process of pooling various types of debt -- mortgages, car loans, or credit card debt, 
for example -- and packaging that debt as bonds, pass-through securities, or collateralized mortgage 
obligations (CMOs), which are sold to investors. 

The principal and interest on the debt underlying the security is paid to the investors on a regular basis, 
though the method varies based on the type of security. Debts backed by mortgages are known as 
mortgage-backed securities, while those backed by other types of loans are known as asset-backed 
securities. 

 
Security 

Traditionally, a security was a physical document, such as stock or bond certificate, that represented your 
investment in that stock or bond. 

But with the advent of electronic recordkeeping, paper certificates have increasingly been replaced by 
electronic documentation. 

In current general usage, the term security refers to the stock, bond, or other investment product itself 
rather than to evidence of ownership. 

 



Self-Directed Retirement Plan 

If you participate in an employer's retirement savings plan, such as a 401(k) or a 403(b), you usually must 
select the investments into which your contribution goes from a menu of choices your plan offers. 

When that's the case, your plan is self-directed, and the income you receive when you retire is 
determined in part by the investment choices you make. 

Individual retirement accounts are also self-directed, as you choose the way that the assets in the 
account are invested. Individual retirement annuities may or may not be self-directed, depending on the 
contract you chose. 

In contrast, if you're part of a defined benefit pension plan, your employer is responsible for making the 
investment decisions. If you own a fixed annuity, the insurance company makes the investment decisions. 

 
Sell-Off 

A sell-off is a period of intense selling of securities and commodities triggered by declining prices. Sell-
offs -- sometimes called dumping -- usually cause prices to plummet even more sharply. 

 
Sell Short 

Selling short is a trading strategy that's designed to take advantage of an anticipated drop in a stock's 
market price. 

To sell short, you borrow shares through your broker, sell them, and use the money you receive from the 
sale as collateral on the loan until the stock price drops. 

If it does, you then buy back the shares at a lower price using the collateral, and return the borrowed 
shares to your broker plus interest and commission. If you realize a profit, it's yours to keep. 

Suppose, for example, you sell short 100 shares of stock priced at $10 a share. When the price drops to 
$7.50, you buy 100 shares, return them to your broker, and keep the $2.50-per-share profit minus 
commission. The risk is that if the share price rises instead of falls, you may have to buy back the shares 
at a higher price and suffer the loss. 

During the period of the short sale, the lender of the stock is no longer the registered owner because the 
stock was sold. If any dividends are paid during that period, or any other corporate actions occur, the 
short seller must make the lender whole by paying the amount that's due. However, that income is taxed 
at the lender's regular rate, not the lower rate that applies to qualifying dividend income. 

 
Sell Side 

Brokerage firms and other financial services companies that buy and sell investments as agents for retail 
investors as well as for their own accounts are described as the sell side of Wall Street. 

Sell-side institutions employ analysts to research potential investments and make buy, hold, or sell 
recommendations that the firm's brokers may make available to their clients to help guide their investment 
decisions. 

 
Series 6 

The Series 6 is a licensing examination that you must pass to be entitled to sell mutual funds and variable 
annuities to investors. 

The examination, which is administered by NASD, is a 100-question multiple choice test that puts primary 
emphasis on knowledge of the products plus the securities and tax regulations that apply. 

Anyone taking the exam must be sponsored by either an NASD member firm or an industry self-
regulatory organization (SRO). 

 
Series 63 

The Series 63 is a licensing examination that most states require for anyone who wants to sell securities 
within the state. 

Developed by the North American Securities Administrators Association (NASAA), the test covers state 
securities laws, known informally as blue sky laws, as reflected in the Uniform Securities Act as amended 
by NASAA. 



To sell securities anywhere in the United States, applicants must also pass the Series 6 (for a license to 
sell mutual funds and annuities) or Series 7 (for a license to sell all securities) administered by NASD. 

 
Series 7 

To be licensed to sell securities to individual investors, brokers must pass the Series 7 exam, also called 
the General Securities Registered Representative Examination. 

The six-hour test requires knowledge of specific securities, the concept of suitability, the securities 
markets, and various aspects of maintaining customer accounts, stocks, bonds, options, mutual funds, 
direct participation programs, and variable annuities, but not commodities or futures contracts. 

Anyone taking the exam must be sponsored by an NASD member firm or an industry self-regulatory 
organization (SRO). 

 
Share 

A share is a unit of ownership in a corporation or mutual fund, or an interest in a general or limited 
partnership. Though the word is sometimes used interchangeably with the word stock, you actually own 
shares of stock. 

 
Share Class 

Some stocks and certain mutual funds subdivide their shares into classes or groups to designate their 
special characteristics. 

For example, the differences between Class A shares and Class B shares of stock may focus on voting 
rights, resale rights, or other provisions that enhance the power of certain shareholders. 

In fact, in the United States, most dual class shares involve one class that is publicly traded and another 
class that is privately held. 

In some overseas countries, Class A shares can be purchased by citizens only, while Class B shares can 
be purchased by noncitizens only. 

In the case of mutual funds, class designations indicate the way that sales charges, or loads, are levied. 
Class A shares have front-end loads, Class B shares have back-end loads, also called contingent 
deferred sales charges, and Class C shares have level loads. 

 
Shareholder 

If you own stock in a corporation, you are a shareholder of that corporation. 

You're considered a majority shareholder if you alone or in combination with other shareholders own 
more than half the company's outstanding shares, which allows you to control the outcome of a corporate 
vote. Otherwise, you are considered a minority shareholder. 

In practice, however, it is possible to gain control by owning less than 51% of the shares, especially if 
there are a large number of shareholders or you own shares that carry extra voting power. 

 
Short Interest 

Short interest is the total number of shares of a particular stock that investors have sold short in 
anticipation of a decline in the share price and have not yet repurchased. 

Short interest is often considered an indicator of pessimism in the market and a sign that prices will 
decline. 

However, some analysts see short interest as a positive sign, pointing out that short sales have to be 
covered, and that the need to repurchase can trigger increased demand and therefore higher prices. 

 
Short Position 

If you sell stock short and have not yet repurchased shares to replace the ones you borrowed, you are 
said to have a short position in that stock. 

Similarly, if you sell an options contract that commits you to meet the terms of the contract at some date 
in the future if the option is exercised, you have a short position in that contract. 

 



Slow Market 

A slow market is one with sluggish trading and static prices. In this environment, it may be difficult to find 
buyers willing to pay the price at which you'd like to sell your securities or other assets. 

So to reduce the risk of losing principal or limiting gains, you may decide not to sell in a slow market 
unless you have a pressing need for the money that your asset might produce. 

On the other hand, you might choose to buy in a slow market because lackluster trading volume might 
depress the prices of attractive investments. 

The term slow market is also used to describe an exchange or market where transactions take relatively 
longer to execute than they do in other trading environments. 

 
Slump 

In an investment slump, prices fall. The slump may affect an individual investment as the result of 
company-specific problems or it may affect an entire investment market. Often a slump is short-term, but 
it may also signal a long-term decline. 

 
Small-Capitalization Stock 

Shares of relatively small publicly traded corporations with a total market capitalization of less than $2.3 
billion are typically considered small-capitalization, or small-cap, stocks. 

That number is not used uniformly, however, and you may find small-cap defined as below $1.5 billion. 
Market capitalization is calculated by multiplying the market price per share by the number of outstanding 
shares. 

Small-cap stocks, which are tracked by the Russell 2000 Index, tend to be issued by young, potentially 
fast-growing companies. Over the long term -- though not in every period -- small-cap stocks as a group 
have produced stronger returns than any other investment category. Mutual funds that invest in this type 
of stock are known as small-cap funds. 

 
Soft Dollars 

Soft dollars are amounts that money managers, including mutual fund managers, pay out of their clients' 
accounts to a brokerage firm to cover the cost of research the firm provides. Soft dollars also cover 
transaction fees for executing trades. 

The alternative would be for the managers to purchase the research with their own money, or hard 
dollars, and pay for the transaction fees with their clients' money. 

Using soft dollars isn't a violation of the manager's fiduciary duty, provided that the money pays for 
research that is consistent with SEC requirements and for actual transaction costs. In fact, it may make 
valuable research information available to both the managers and their clients. 

The practice is controversial, however, for a number of reasons, including whether soft dollar 
relationships conflict with the managers' obligation to seek best execution of the trades they place. 

 
Soft Market 

A soft market, also known as a buyer's market, is one in which there is inactive trading in an individual 
stock or the market as a whole at current prices. 

As a result, a large sell order can easily push the price of the stock or the market down. If investors move 
in to buy at this lower level, the market is sometimes said to be firming up. Another way to describe a soft 
market is as one with more supply than demand. 

 
Specialist 

A specialist or specialist unit is a member of a securities exchange responsible for maintaining a fair and 
orderly market in a specific security or securities on the exchange floor. 

Specialists execute market orders given to them by other members of the exchange known as floor 
brokers or sent to their post through an electronic routing system. 

Typically, a specialist acts both as agent and principal. As agent, the specialist handles limit orders for 
floor brokers in exchange for a portion of their commission. 



Those orders are maintained in an electronic record known as the limit order book, or specialist's book, 
until the stock is trading at the acceptable price. As principal, the specialist buys for his or her own 
account to help maintain a stable market in a security. 

For example, if the spread, or difference, between the bid and ask, or the highest price offered by a buyer 
and the lowest price asked by a seller, gets too wide, and trading in the security hits a lull, the specialist 
might buy, sell, or sell short shares to narrow the spread and stimulate trading. 

But because of restrictions the exchange puts on trading, a specialist is not permitted to buy a security 
when there is an unexecuted order for the same security at the same price in the limit order book. 

 
Specialist’s Display Book 

A display book was traditionally a written chronological record of all limit, stop, and short sale orders that 
had been placed with a specialist for an individual security on behalf of specific clients plus an inventory 
of the specialist's own holdings in the security. 

The New York Stock Exchange (NYSE) Display Book is an electronic extension of that recordkeeping. It's 
part of an integrated telecommunications system that not only displays orders but executes and reports 
transactions, handles trade comparison, and links to a number of other functions. 

 
Speculator 

When you make a financial commitment because you believe something will happen in the market where 
you're trading that will provide a profit, you are acting as a speculator. 

For example, you might invest in a bankrupt company because you expect that it will emerge from 
bankruptcy and its stock price will rise at some point in the future. Or you might purchase futures 
contracts or buy or sell options because you think the contracts might increase in value. 

In contrast, hedgers buy futures and options to protect their financial interests. For example, a baker who 
buys a wheat futures contract in order to protect the cost of producing bread is hedging the risk that 
wheat prices will rise. She's willing to spend a certain amount to protect against a potentially larger loss. 

 
Spin-Off 

In a spin-off, a company sets up one of its existing subsidiaries or divisions as a separate company. 

Shareholders of the parent company receive stock in the new company based on an evaluation 
established for the new entity. In addition, they continue to hold stock in the parent company. 

The motives for spin-offs vary. A company may want to refocus its core businesses, shedding those that it 
sees as unrelated. Or it may want to set up a company to capitalize on investor interest. 

In other cases, a corporation may face regulatory hurdles in expanding its business and spin off a unit to 
be in compliance. Sometimes, a group of employees will assume control of the new entity through a 
buyout, an employee stock ownership plan (ESOP), or as the result of negotiation. 

 
Spoofing 

Some market analysts maintain that the increased volatility in stock markets may be the result of an illegal 
practice known as spoofing, or phantom bids. 

To spoof, traders who own shares of a certain stock place an anonymous buy order for a large number of 
shares of the stock through an electronic communications network (ECN). Then they cancel, or withdraw, 
the order seconds later. 

As soon as the order is placed, however, the price jumps. That's because investors following the market 
closely enter their own orders to buy what seems to be a hot stock and drive up the price. 

When the price rises, the spoofer sells shares at the higher price, and gets out of the market in that stock. 
Investors who bought what they thought was a hot stock may be left with a substantial loss if the price 
quickly drops back to its prespoof price. 

Spoofing is a variant of the scam known as pump and dump. 

 
Spot Market 

Commodities and foreign currencies are traded for immediate delivery and payment on the spot market, 
also known as a cash market. 



The term refers to the fact that the current market price is paid in cash on the spot, or within a short 
period of time. 

A cash sale, whether arranged in person, over the telephone, or electronically, is the opposite of a 
forward contract, where delivery and settlement are set for a date in the future. 

The same is true for a futures contract, which is an agreement to trade a commodity today for a set price 
at delivery on a specific date in the future. 

 
Spot Price 

The spot, or cash, price is the price of commodities and foreign currencies that are being sold for 
immediate delivery with payment in cash. 

 
Spread 

In the most general sense, a spread is the difference between two similar measures. In the stock market, 
for example, the spread is the difference between the highest price bid and the lowest price asked. 

With fixed-income securities, such as bonds, the spread is the difference between the yields on securities 
having the same investment grade but different maturity dates. For example, if the yield on a long-term 
Treasury bond is 6%, and the yield on a Treasury bill is 4%, the spread is 2%. 

The spread may also be the difference in yields on securities that have the same maturity date but are of 
different investment quality. For example, there is a 3% spread between a high-yield bond paying 9% and 
a Treasury bond paying 6% that both come due on the same date. 

The term also refers to the price difference between two different derivatives of the same class. 

For instance, there is typically a spread between the price of the October wheat futures contract and the 
January wheat futures contract. Part of that spread is known as the cost of carry. However, the spread 
widens and narrows, caused by changes in the market -- in this case the wheat market. 

 
Stagflation 

Stagflation results when inflation increases significantly despite a slowdown in the economy and shrinking 
demand for products and services that results from rising unemployment and low consumer confidence. 

This combination of stagnation and inflation has a crippling effect on economic and political stability. As 
the central bank strives to stimulate the economy by increasing liquidity and cutting interest rates, it risks 
fueling inflation, which acts as a drag growth. 

At the same time, focusing on controlling inflation rather than easing credit may increase the risk of 
sending the economy into an extended recession. 

A vivid example in recent US history began during the OPEC crisis of 1973 and 1974 when oil and food 
prices soared, and unemployment grew, while the economy contracted and the stock market lost value. In 
1980, the inflation rate was 13.9% rather than the long-term average of 3%, and the prime rate reached 
21.5%. 

 
Stagnation 

Stagnation is a period during which the economy grows slowly, doesn't grow at all, or actually contracts 
after adjusting for inflation. Typically, there is a corresponding contraction in the stock market. 

As a result of a slowing economy, unemployment increases and consumer spending slows. Policymakers 
may fear a recession, and, in response, the central bank may try to stimulate growth by increasing 
liquidity and lowering interest rates. 

While stagnation is hard on the economy, it's more common and potentially less disruptive than 
stagflation, which combines slowing growth with rising inflation. 

 
Standard & Poor’s Index (S&P 500) 

The benchmark Standard & Poor's 500 Index, widely referred to as the S&P 500, tracks the performance 
of 500 widely held large-cap US stocks in the industrial, transportation, utility, and financial sectors. 

In calculating the changing value of this capitalization-weighted index, also called a market value index, 
stocks with the greatest number of floating shares trading at the highest share prices are weighted more 
heavily than stocks with lower market value. 



This can mean that a relatively few stocks have a major impact on the movement of the index at any point 
in time. The stocks included in the index, their relative weightings, and the number of stocks from each of 
the sectors vary from time to time, at S&P's discretion. 

 
Standard & Poor’s Index Depository Receipt (SPDR) 

When you buy SPDRs -- pronounced spiders -- you're buying shares in a unit investment trust (UIT) that 
owns a portfolio of stocks included in Standard & Poor's 500 Index (S&P 500). A share is priced at about 
1/10 the value of the S&P 500. 

Like an index mutual fund that tracks the S&P 500, SPDRs provide a way to diversify your investment 
portfolio without having to own shares in all the S&P 500 companies yourself. 

However, while the net asset value (NAV) of an index fund is set only once a day, at the end of trading, 
the price of SPDRs, which are listed on the American Stock Exchange (AMEX), changes throughout the 
day, reflecting the constant changes in the index. 

SPDRs, which are part of a category of investments known as exchange traded funds (ETFs), can be 
sold short or bought on margin as stocks can. 

Each quarter you receive a distribution based on the dividends paid on the stocks in the underlying 
portfolio, after trust expenses are deducted. If you choose, you can reinvest those distributions to buy 
additional shares. 

 
Standard & Poor’s Index (S&P) 

Standard & Poor's is a private, independent source of financial market intelligence for investors and other 
market participants. 

Its products include indexes, risk evaluation, investment research and data, and credit ratings on public 
companies, financial institutions, insurance firms, sovereign nations, municipal and state governments, 
and many non-profit organizations such as hospitals and universities. 

 
Standard Deviation 

Standard deviation is a statistical measurement of how far a variable quantity, such as the price of a 
stock, moves above or below its average value. The wider the range, which means the greater the 
standard deviation, the riskier an investment is considered to be. 

Some analysts use standard deviation to predict how a particular investment or portfolio will perform. 
They calculate the range of the investment's possible future performances based on a history of past 
performance, and then estimate the probability of meeting each performance level within that range. 

 
Start-Up 

While any new company could be considered a start-up, the description is usually applied to aggressive 
young companies that are actively courting private financing from venture capitalists, including wealthy 
individuals and private equity partnerships. In many cases, the start-ups plan to use the cash infusion to 
prepare for an initial public offering (IPO). 

 
State Guaranty Funds 

State guaranty funds, which are offered in every state, protect contract owners against the insolvency of 
an insurance company that has issued insurance contracts, including annuity contracts. 

However, each state's laws set different limits on benefits and coverage. The guaranty funds are backed 
by an association of insurance companies, not the state or federal government. 

But all insurance companies in the state must belong and contribute to the fund in order to be licensed to 
sell their products. However, if you buy your contract from a highly rated company, its financial strength 
and reputation stand behind your contract. 

Rating services such as Standard & Poor's, Moody's, A.M. Best, and Fitch rank insurance companies on 
their overall financial condition, which underlies their ability to meet their obligations. You can request 
these reports from the insurance company. They are also available in public libraries, on the Internet, and 
from your financial adviser. 

 
Step-Up in Basics 



When you inherit assets, such as securities or property, they are stepped-up in basis. 

That means the assets are valued at the amount they are worth when your benefactor dies, or as of the 
date on which his or her estate is valued, and not on the date the assets were purchased. That new 
valuation becomes your cost basis. 

For example, if your father bought 200 shares of stock for $40 a share in 1965, and you inherited them in 
2000 when they were selling for $95 a share, they would have been valued at $95 a share. 

If you had sold them for $95 a share, your cost basis would have been $95, not the $40 your father paid 
for them originally. You would not have had a capital gain and would have owed no tax on the amount 
you received in the sale. 

In contrast, if your father had given you the same stocks as a gift where there is no step-up, your basis 
would have been $40 a share. So if you sold at $95 a share, you would have had a taxable capital gain of 
$55 a share (minus commissions). 

 
Stochastic Modeling 

Stochastic modeling is a statistical process that uses probability and random variables to predict a range 
of probable investment performances. 

The mathematical principles behind stochastic modeling are complex, so it's not something you can do on 
your own. 

But based on information you provide about your age, investments, and risk tolerance, financial analysts 
may use stochastic modeling to help you evaluate the probability that your current investment portfolio will 
allow you to meet your financial goals. 

Appropriately enough, the term stochastic comes from the Greek word meaning "skillful in aiming." 

 
Stock 

Stock is an equity investment that represents part ownership in a corporation and entitles you to part of 
that corporation's earnings and assets. 

Common stock gives shareholders voting rights but no guarantee of dividend payments. Preferred stock 
provides no voting rights but usually guarantees a dividend payment. 

In the past, shareholders received a paper stock certificate -- called a security -- verifying the number of 
shares they owned. Today, share ownership is usually recorded electronically, and the shares are held in 
street name by your brokerage firm. 

 
Stock Certificate 

A stock certificate is a paper document that represents ownership shares in a corporation. 

In the past, when you bought stock, you got a certificate that listed your name as owner, and showed the 
number of shares and other relevant information. When you sold the stock, you endorsed the certificate 
and sent it to your broker. 

Stock certificates have been phased out, however, and replaced by electronic records. That means you 
don't have to safeguard the certificates, and can sell shares by giving an order over the phone or online. 

The chief objection that's been raised to the new system is largely nostalgic and aesthetic, since the 
certificates, with their finely engraved borders and images, are distinctive and often beautiful. 

 
Stock Market 

A stock market may be a physical place, sometimes known as a stock exchange, where brokers gather to 
buy and sell stocks and other securities. 

The term is also used more broadly to include electronic trading that takes place over computer and 
telephone lines. In fact, in many markets around the world, all stock trading is handled electronically. 

 
Stock Option 

A stock option, or equity option, is a contract that gives its buyer the right to buy or sell a specific stock at 
a preset price during a certain time period. 



The exact terms are spelled out in the contract. The same contract obligates the seller, also known as the 
writer, to meet its terms to buy or sell the stock if the option is exercised. If an option isn't exercised within 
the set period, it expires. 

The buyer pays the seller a premium for the privilege of having the right to exercise, and the seller keeps 
that premium whether or not the option is exercised. The buyer has the right to sell the contract at any 
point before expiration, and might choose to sell if the sale provides a profit. The seller has the right to 
buy an offsetting contract at any time before expiration, ending the obligation to meet the contract's terms. 

Stock options are also a form of employee compensation that gives employees -- often corporate 
executives -- the right to buy shares in the company at a specific price known as the strike price. If the 
stock price rises, and an employee has a substantial number of options, the rewards can be extremely 
handsome. 

However, if the stock price falls, the options can be worthless. Often, there are time limits governing when 
employees can exercise their options and when they can sell the stock. These options, unlike equity 
options, can't be traded among investors. 

 
Stock Split 

When a company wants to make its shares more attractive and affordable to a greater number of 
investors, it may authorize a stock split to create more shares selling at a lower price. 

A 2-for-1 stock split, for example, doubles the number of outstanding shares and halves the price. If you 
own 100 shares of a stock selling at $50 a share, for a total value of $5,000, and the company's directors 
authorize a 2-for-1 split, you would own 200 shares priced at $25, with the same total value of $5,000. 

Announcements of stock splits, or anticipated stock splits, often generate a great deal of interest. Buyers 
may simply want to take advantage of the lower share price, or they may believe that the split stock will 
increase in value, moving back toward its presplit price. 

While 2-for-1 splits are the most common, stocks can be also be split 3-for-1, 10-for-1, or any other 
combination. In addition, a company can reverse the process and consolidate shares to reduce their 
number by authorizing a reverse stock split. 

 
Stop-Limit Order 

A stop-limit is a combination order that instructs your broker to buy or sell a stock once its price hits a 
certain target, known as the stop price, but not to pay more for the stock, or sell it for less, than a specific 
amount, known as the limit price. 

For example, if you give an order to buy at "40 stop 43 limit," you might end up spending anywhere from 
$40 to $43 a share to buy a stock, but not more than $43. 

A stop-limit order can protect you from a rapid run-up in price -- such as those that may occur with an 
initial public offering (IPO) -- but you also run the risk that your order won't be executed because the 
stock's price leapfrogs your limit. 

 
Stop Order 

You can issue a stop order, which instructs your broker to buy or sell a security once it trades at a certain 
price, called the stop price. 

Stop orders are entered below the current price if you are selling and above the current price if you are 
buying. Once the stop price is reached, your order becomes a market order and is executed. 

For example, if you owned a stock currently trading at $35 a share that you feared might drop in price, 
you could issue a stop order to sell if the price dropped to $30 a share to protect yourself against a larger 
loss. 

The risk is that if the price drops very quickly, and other orders have been placed before yours, the stock 
could actually end up selling for less than $30. You can give a stop order as a day order or as a good 'til 
canceled (GTC) order. 

You might use a buy stop order if you have sold stock short anticipating a downward movement of the 
market price of the security. If, instead, the price rises to the stop price, the order will be executed, limiting 
your loss. 

However, there is a risk with this type of order if the market price of the stock rises very rapidly. Other 
orders entered ahead of yours will be executed first, and you might buy at a price considerably higher 
than the stop limit, increasing your loss. 



 
Stop Price 

When you give an order to buy or sell a stock or other security once it has reached a certain price, the 
price you name is known as the stop price. 

When you ask your broker to buy, your stop price is higher than the current market price. When you're 
selling, the stop price is lower than the current price. 

In either case, once the stop price has been reached, your broker will execute the order even if a flurry of 
trading drives the stock's price up or down quickly. That might mean you end up paying more than the 
stop price if you're buying or get less than the stop price if you're selling. 

 
Straddle 

A straddle is hedging strategy that involves buying or selling a put and a call option on the same 
underlying instrument at the same strike price and with the same expiration date. 

If you buy a straddle, you expect the price of the underlying to move significantly, but you're not sure 
whether it will go up or down. If you sell a straddle, you hope that the underlying price remains stable at 
the strike price. 

Your risk in buying a straddle is limited to the premium you pay. As a seller, your risk is much higher 
because, if the price of the underlying security moves significantly, you may be assigned at exercise to 
purchase or sell the underlying security at a potential loss. 

Similarly, if you choose to buy off-setting contracts when the prices move, it may cost you more than the 
premium you collected. 
 

Strangle 

A strangle is a hedging strategy in which you buy or sell a put and a call option on the same underlying 
instrument with the same expiration date but at different strike prices that are equally out-of-the-money. 

That is, the strike price for a put is above the current market price of the stock, stock index, or other 
product, and the strike price for a call is below the market price. 

If you buy a strangle, you hope for a large price move in one direction or another that would allow you to 
sell one of the contracts at a significant profit. If you sell a strangle, you hope there's no significant price 
move in either direction so that the contracts expire out-of-the-money and you keep the premium you 
received. 

 
Strike Price 

The strike price, also called the exercise price, is the price at which you as an options holder can buy or 
sell the stock or other financial instrument underlying the options contract if you choose to exercise before 
expiration. 

While the strike price is set by the exchange on which the option trades, and changes only if there's a 
stock split, merger, or some other corporate action that affects the underlying instrument, the market price 
of the underlying instrument rises and falls during the life of the contract. 

As a result, the underlying instrument might reach a price that would put the strike price in-the-money and 
make exercising the option at the strike price, or selling the option in the marketplace financially 
advantageous, or it might not. If not, you let the option expire. 

 
Subprime Loan 

Lenders may make subprime loans to borrowers who would not ordinarily qualify for credit if customary 
underwriting standards were applied. To offset the increased risk that these borrowers might default, 
lenders charge higher interest rates than they offer to creditworthy borrowers and assess additional fees. 

While subprime rates vary from lender to lender, the Federal Reserve defines a subprime loan as one 
that carries an interest rate at least three percentage points higher than the rate on a US Treasury bond 
that has the same term as the loan. 

Subprime loans may provide credit to responsible people who may not have a strong credit history. 
However, subprime lending practices can be abusive or predatory, trapping unsophisticated borrowers in 
a cycle of debt while providing initially large profits for the lender. 

Lenders with large portfolios of these loans are vulnerable to major losses in market downturns. 



Subprime loans can be securitized and sold to investors as pass-through securities or in more complex 
packages such as collateralized debt obligations (CDOs). Individual and institutional buyers purchase 
these products for the promise of higher than average returns despite the greater risk of default. 

 
Subscription Price 

The subscription price is the discounted price at which a current shareholder can buy additional shares of 
company stock before these newly available shares are offered for sale to the general public. 

In some cases the shareholder can buy the new shares without incurring a brokerage fee. 

 
Subscription Right 

If a corporation's charter has a preemptive rights clause, before the company offers a new issue of 
securities to the public, it must offer existing shareholders the opportunity to buy new shares of stock in 
proportion to the number they already own. 

That obligation is known as a subscription right, or a rights offering, and allows you to maintain the same 
percentage of ownership you had before the new issue. 

Usually you receive one right for every share you already own, although the number of rights you need to 
buy a share depends on the number of outstanding shares in relation to the number in the proposed new 
issue. 

Rights are transferable, and may be traded on the secondary market. For example, if you don't wish to 
purchase additional shares, you may choose to sell your rights. 

If you need additional rights to make a purchase, you may buy them. Rights have expiration dates, so you 
typically must act promptly to take advantage of the offer. 

 
Support 

Support, or support level, is the bottom of a stock's current trading range, or the point at which the price is 
low enough to stimulate demand among investors. Strong buying at the support level moves the stock's 
price up from its low. 

For example, if every time stock A's price drops to $40 investors begin to buy, then $40 is considered its 
support. But a trading range isn't fixed, so the support level tends to move higher or lower over time in 
response to changing market conditions and investor attitudes. 

If stock A falls to $38 without a surge of buying, the current support line has been breached. This may be 
the result of a falling market or a bearish assessment of the stock's value. On the other hand, if demand 
increases at $43, that may become the new support level. 

Conversely, the level at which supply exceeds demand and investors typically sell a certain stock is called 
resistance. It's the point that's considered the top of a stock's current trading range. 

Technical analysts use the concepts of support and resistance in anticipating future stock prices. 

 
Surrender Fee 

A surrender fee is the penalty you owe if you withdraw money from an annuity or mutual fund within a 
certain time period after purchase. The period is set by the seller. 

In the case of a mutual fund, it's designed to prevent in-and-out trading in a fund, which might require the 
fund manager to liquidate holdings in order to redeem your shares. 

In the case of an annuities contract, there's the additional motive of covering the sales charge paid to the 
investment professional who sold you the product. 

 
 
 
Suspended Trading 

Suspended trading means that an exchange has temporarily stopped trading in a particular stock or other 
security. 

Trading is typically halted either because an important piece of information about the issuing company is 
about to be released or because there's a serious imbalance between buy and sell orders, often triggered 
by speculation. 



In the case of an expected announcement, the affected company generally notifies the exchange that the 
news is imminent. The suspension, or trading halt, provides time for the marketplace to absorb the 
announcement, good or bad, and helps reduce volatility in the stock price. 

Examples of news that could cause a suspension are a poorer than expected earnings report, a major 
innovation or discovery, a merger, or significant legal problems. The Securities and Exchange 
Commission (SEC) can also suspend trading in the stock of a company it suspects of misleading or illegal 
activity. 

 
Swap 

When you swap or exchange securities, you sell one security and buy a comparable one almost 
simultaneously. 

Swapping enables you to change the maturity or the quality of the holdings in your portfolio. You can also 
use swaps to realize a capital loss for tax purposes by selling securities that have gone down in value 
since you purchased them. 

More complex swaps, including interest rate swaps and currency swaps, are used by corporations doing 
business in more than one country to protect themselves against sudden, dramatic shifts in currency 
exchange rates or interest rates. 

 
Sweep Account 

A brokerage firm or bank may automatically transfer -- or sweep -- a client's uninvested or surplus funds 
into a designated account. 

For instance, at the end of each business day, a bank might sweep a business client's surplus cash from 
a checking account into a high-yield money market or savings account, where the money earns interest 
overnight. The next morning, the bank would make these funds again available to the customer. 

Individuals are more likely to have sweep arrangements with their brokerage firm to handle investment 
earnings. 

 
Syndicate 

When a group of investment banks works together to underwrite and distribute a new security issue, they 
are acting as a syndicate. 

Syndicates are temporary, forming to purchase the securities from the issuer and dissolving once the 
issue is distributed. 

However, new syndicates, involving some of or all the same banks, form on a regular basis to underwrite 
each new issue. You may also hear these underwriting syndicates called purchase groups, underwriting 
groups, or distributing syndicates. 

In other financial contexts, syndicate may refer to any group of financial institutions that works together on 
a particular project. Syndicate also describes a group of investors who make a joint investment in a 
company. 

 
Systematic Risk 

Systematic risk, also called market risk, is risk that's characteristic of an entire market, a specific asset 
class, or a portfolio invested in that asset class. 

It's the opposite of the risk posed by individual securities in a class or portfolio, also known as 
nonsystematic risk. The predictable impact that rising interest rates have on the prices of previously 
issued bonds is one example of systematic risk. 

 
 
 
Systematic Withdrawal 

Systematic withdrawal is a method of receiving income in regular installments from your mutual fund 
accounts, retirement plans, or annuity contracts. 

Generally, you decide how much you want to receive in each payment, and the schedule on which you 
want to receive the income. Those payments continue until you stop them or you run out of money. 



Unlike the alternatives, such as a pension annuity, systematic withdrawal gives you the flexibility to stop 
payments at any time, adjust the amount you receive, or choose a different way to access your money. 

By withdrawing the same amount on a regular schedule, you limit the risk of taking a large lump sum at a 
time when your account value has dropped because of a market decline. 

The chief drawback of this withdrawal method is that there's no guarantee of lifetime income, so it's 
possible to deplete your account more quickly than the rate at which it's growing. That could mean 
running out of money. 

After you reach 70 1/2, you can use systematic withdrawals as a way to ensure you take out the minimum 
required distribution (MRD) from qualified retirement accounts and IRAs to avoid the risk of incurring IRS 
penalties. 

 
 

T 
 
Tailgating 

When a broker places your order for a security, and then immediately places an order for his or her own 
account for the same security, the broker is tailgating. 

Although this practice, which is also known as piggybacking, isn't illegal, it is considered unethical, 
because the assumption is that the broker is trying to profit from information the broker believes you have 
about the stock. 

A broker will typically tailgate only when you buy stock in a sufficient quantity to potentially affect the price 
of the security. 

 
Tax Bracket 

A tax bracket is a range of income that is taxed at a specific rate. 

In the United States there are six brackets, taxed at 10%, 15%, 25%, 28%, 33%, and 35% of the amount 
that falls into each bracket. 

For example, if your taxable income was high enough to cross three brackets, you'd pay tax at the 10% 
rate on income in the lowest bracket, at the 15% rate on income in the next bracket, and at the 25% rate 
on the rest. 

The rates remain fixed until they are changed by Congress, but the dollar amounts in each bracket 
change slightly each year to adjust for inflation. 

In addition, the income that falls into each bracket varies by filing status, so that if you file as a single 
taxpayer you may owe more tax on the same taxable income as a married couple filing a joint return. 

 
Tax Credit 

A tax credit is an amount you can subtract from the tax you would otherwise owe. Unlike a deduction or 
exemption, a credit is a dollar-for-dollar reduction of your tax bill. 

For example, if you pay someone to care for your young children or for elderly or disabled relatives, you 
may be able to subtract that money, up to a set limit. 

Among the other tax credits for which you may qualify are the Hope scholarship and lifetime learning 
education credits, a credit for purchasing a hybrid car, or a credit for adopting a child. The list changes 
from time to time. 

Some but not all credits are available to people whose income is less than the ceilings Congress sets. 
Other credits are available to anyone who has spent the money. 

 
 
 
Tax Deferred 

A tax-deferred account allows you to postpone income tax that would otherwise be due on employment or 
investment earnings you hold in the account until some point the future, often when you retire. 

For example, you can contribute pretax income to employer retirement plans, such as a traditional 401(k) 
or 403(b). 



You owe no tax on any earnings in these plans, or in traditional individual retirement accounts (IRAs), 
fixed and variable annuities, and some insurance policies until you withdraw the money. Then tax is due 
on the amounts you take out, at the same rate you pay on your regular income. 

A big advantage of tax deferral is that earnings may compound more quickly, since no money is being 
taken out of the account to pay taxes. But in return for postponing taxes, you agree to limited access to 
your money before you reach 59 1/2. 

 
Tax Exempt 

Some investments are tax exempt, which means you don't have to pay income tax on the earnings they 
produce. 

For example, the interest you receive on a municipal bond is generally exempt from federal income tax, 
and also exempt from state and local income tax if you live in the state where the bond was issued. 

However, if you sell the bond before maturity, any capital gain is taxable. 

Similarly, dividends on bond mutual funds that invest in municipal bonds are exempt from federal income 
tax. And for residents of the issuing state for single-state funds, the dividends are also exempt from state 
and local taxes. 

Capital gains on these funds are never tax exempt. 

Earnings in a Roth IRA are tax exempt when you withdraw them, provided your account has been open 
for five years or more and you're at least 59 1/2 years old. And earnings in 529 college savings plans and 
Coverdell education savings accounts (ESAs) are also tax exempt if the money is used to pay qualified 
education expenses. 

When an organization such as a religious, educational, or charitable institution, or other not-for-profit 
group, is tax exempt, it does not owe tax of any kind to federal, state, and local governments. In addition, 
you can take an income tax deduction for gifts you make to such organizations. 

 
Teaser Rate 

A teaser rate is a low introductory interest rate on a credit card or an adjustable rate mortgage (ARM). 
The lender must tell you how long the teaser rate lasts and what the real cost of borrowing will be at the 
end of the introductory period. 

 
Technical Analysis 

Technical analysts track price movements and trading volumes in various securities to identify patterns in 
the price behavior of particular stocks, mutual funds, commodities, or options in specific market sectors or 
in the overall financial markets. 

The goal is to predict probable, often short-term, price changes in the investments that they study, which 
allows them to choose an appropriate trading strategy. 

The speed and accuracy with which the analysts create their tracking charts has been enhanced by the 
development of increasingly sophisticated software. 

 
Tender Offer 

When a corporation or other investor offers to buy a large portion of outstanding shares of another 
company, called the target company, at a price higher than the market price, it is called a tender offer. 

The tender is usually part of a bid to take over the target company. Current stockholders, individually or 
as a group, can accept or reject the offer. 

If the tender offer is successful and the corporation accumulates 5% or more of another company, it has 
to report its holdings to the Securities and Exchange Commission (SEC), the target company, and the 
exchange or market on which the target company's shares are traded. 

 
Thin Market 

A thin market is one where securities trade infrequently. The term can refer to an entire securities market, 
such as one in an emerging nation, a specific class of securities, such as micro-cap stocks, or an 
individual security. 

 



Thinly Traded 

A particular stock, sector, or market is said to be thinly traded if transactions occur only infrequently, and 
there are a limited number of interested buyers and sellers. 

Prices of thinly traded securities tend to be more volatile than those traded more actively because just a 
few trades can affect the market price substantially. 

It can also be difficult to sell shares of thinly traded securities, especially in a downturn, if there is no 
ready buyer. Shares of small- and micro-cap companies are more likely to be thinly traded than those of 
mid- or large-cap stocks. 

 
Third Market 

Exchange-listed securities, such as those that are traded on the New York Stock Exchange (NYSE) or 
the American Stock Exchange (AMEX), may also be bought and sold off the exchange, or over-the-
counter (OTC), in what is known as the third market. 

Typically, third-market transactions are large block trades involving securities firms and institutional 
investors, such as investment companies and pension funds. 

With the growth of electronic communications networks (ECNs), more institutional investors are buying 
and selling in this way. Among the appeals of the third market are speed, reduced trading costs, and 
anonymity. 

 
Tick 

A tick is the minimum movement by which the price of a security, option, or index changes. 

With stocks, a tick may be little as one cent. With US Treasury securities, the smallest increment is 1/32 
of a point, or 31.25 cents. 

An uptick represents an increase over the last different price, and a downtick a drop from the last different 
price. 

 
Ticker Symbol 

A ticker symbol, also known as a stock symbol, is a unique string of letters that identifies a particular stock 
on one of two electronic tapes that report market transactions. 

The consolidated tape includes companies that trade on the New York Stock Exchange (NYSE), the 
American Stock Exchange (AMEX), regional exchanges and other markets. A second tape includes 
companies that trade on the Nasdaq Stock Market. 

Most corporations have a say in what their symbol will be, and many choose one that's clearly linked to 
their name, such as IBM or AMZN for Amazon.com. 

Various letters may be added to a ticker symbol to indicate where the trade took place or that there was 
something atypical about the transaction. For example, IBM.Pr would indicate that the trade involved 
preferred stock. 

 
Ticker (Tape) 

While the stock markets are in session, there is a running record of trading activity in each individual 
stock. Today's computerized system, still referred to as the ticker, actually replaces the scrolling paper 
tape of the past. 

 
Time Deposit 

When you put money into a bank or savings and loan account with a fixed term, such as a certificate of 
deposit (CD), you are making a time deposit. 

Time deposits may pay interest at a higher rate than demand deposit accounts, such as checking or 
money market accounts, from which you can withdraw at any time. 

But if you withdraw from a time deposit account before the term ends, you may have to pay a penalty -- 
sometimes as much as all the interest that has been credited to your account. Some other time deposits 
require you to give advance notice if you plan to withdraw money. 

 
Time Value of Money 



The time value of money is money's potential to grow in value over time. 

Because of this potential, money that's available in the present is considered more valuable than the 
same amount in the future. 

For example, if you were given $100 today and invested it at an annual rate of only 1%, it could be worth 
$101 at the end of one year, which is more than you'd have if you received $100 at that point. 

In addition, because of money's potential to increase in value over time, you can use the time value of 
money to calculate how much you need to invest now to meet a certain future goal. Many financial 
websites and personal investment handbooks help you calculate these amounts based on different 
interest rates. 

Inflation has the reverse effect on the time value of money. Because of the constant decline in the 
purchasing power of money, an uninvested dollar is worth more in the present than the same uninvested 
dollar will be in the future. 

 
Trading Stock 

Some corporations issue tracking stock, a type of common stock whose value is linked to the 
performance of a particular division or business within a larger corporation rather than to the corporation 
as a whole. 

Tracking stock separates the finances of the division from those of the parent company, so that if the 
division falters or takes time to become profitable, the value of the traditional common stock won't be 
affected. 

If you own tracking stock, you actually are invested in the parent company, since it continues to own the 
division that's being tracked, though typically you have no shareholder's voting rights in the corporation. 

 
Trade Date 

The trade date is the day on which you buy or sell a security, option, or futures contract. 

The settlement date, on which cash and securities are delivered, occurs one or more days after the trade 
date, depending on the type of security that you're trading. 

Options and futures contracts settle on T+1, or one business day after the trade date, and stocks settle on 
T+3, or three business days after the trade. 

 
Trader 

Traders who are dealers or market makers select the securities in which they will specialize and provide 
quotes on those securities in the marketplace. 

They commit their firm's capital by taking positions in those securities and are ready to buy and sell at the 
prices they quote. 

Traders known as competitive or floor traders buy and sell securities for their own accounts. They don't 
pay commissions, so they can profit on small differences in price, but they must abide by the rules 
established by the exchange or market on which they trade. 

The term trader also describes people who execute transactions at brokerage firms, asset management 
firms, and mutual fund companies. 

 
Trading Floor 

The trading floor is the active trading area of a stock exchange, such as the New York Stock Exchange 
(NYSE). 

Securities are traded double auction style on an exchange trading floor. That means the prices are set by 
competitive bidding between brokers representing buyers and brokers representing sellers, following a 
series of clearly established exchange rules. 

Many market maker firms refer to the space in their offices that they have allocated for trading as their 
trading floor. The same term is used to describe the trading areas in banks and brokerage firms. 

 
Trading Range 

A trading range means different things on different types of markets. 



On a stock exchange or over-the-counter market, it's the spread between the highest and lowest prices at 
which a particular stock or market as a whole has been trading over a period of time. 

Some of the commodities exchanges set a trading range for each commodity because of the minimum 
margin required to maintain a position. If the market price moves above or below the trading range, 
trading is halted to give the member firms the opportunity to issue margin calls and collect the required 
money from customers whose account values are below the margin requirements. 

 
Trading Symbol 

All companies listed on the New York Stock Exchange (NYSE), the American Stock Exchange (AMEX), 
or the NASDAQ Stock Market are represented by a unique combination of one to five letters of the 
alphabet. 

Some, but not all, trading symbols are easily associated with their companies, such as GE for General 
Electric or YHOO for Yahoo!. 

Sometimes, the exchange trading symbol varies slightly from the way the company is designated on the 
ticker. 

 
Trading Volume 

Trading volume is the quantity of stocks, bonds, futures contracts, options, or other investments that are 
bought sold in a specific period of time, normally a day. It's an indication of the interest that investors have 
in that particular security or product at its current price. 

 
Treasury Bill (T-Bill) 

Treasury bills are the shortest-term government debt securities. 

They are issued with a maturity date of 4, 13, or 26 weeks. The 13- and 26-week bills are sold weekly by 
competitive auction to institutional investors, and to noncompetitive bidders through Treasury Direct for 
the same price paid by the competitive bidders. 

 
Treasury Bond 

Treasury bonds are long-term government debt securities with a maturity date of 30 years that are issued 
in denominations of $1,000. 

You can buy any number of these bonds at issue in $1,000 increments, but not more than $5 million. 
Those purchases as well as sales can be made through a Treasury Direct account. Existing bonds trade 
in the secondary market. 

While interest on Treasury bonds is federally taxable, it is exempt from state and local taxes. Treasury 
bonds are considered among the most secure investments in the world, since they are backed by the 
federal government. 

However, like all debt securities, they are subject to market risk. This means their prices change to reflect 
supply and demand. 

 
Treasury Note 

Like US Treasury bills, Treasury notes are debt securities issued by the US government and backed by 
its full faith and credit. 

They are available at issue through Treasury Direct in denominations of $1,000 and are traded in the 
secondary market after issue. 

Notes are intermediate-term securities, with a maturity dates of two, three, five or ten years. The interest 
you earn on Treasury notes is exempt from state and local, but not federal, taxes. 

And while the rate at which the interest is paid is generally less than on long-term corporate bonds, the 
shorter term means less inflation risk. 

 
Treasury Stock 

Treasury stock is stock that an issuing company repurchases from its shareholders. 



The company may choose to repurchase if it has cash available, as an alternative to investing it in 
expanding the business. Or it may issue bonds to raise the money it needs to repurchase, which changes 
the company's debt-to-equity ratio. 

In most cases, the company offers to pay a premium, or more than the market price, to build its cache of 
Treasury stock. 

Reducing the number of outstanding shares boosts the per-share value of the remaining shares and 
tends to increase the market price of the stock. That results, in part, because no dividends are paid on 
Treasury stock and it's not included in earnings-per-share calculations, boosting that ratio. 

A company may buy back its stock for a number of other reasons, ranging from preventing a hostile 
takeover to having shares available if employees exercise their stock options. 

It may also choose to resell the shares or use them to meet the demand for shares from holders of 
convertible securities. 

 
Trust 

When you create a trust, you transfer money or other assets to the trust. 

You give up ownership of those assets in order to accomplish a specific financial goal or goals, such as 
protecting assets from estate taxes, simplifying the transfer of property, or making provision for a minor or 
other dependents. 

When you establish the trust, you are the grantor, and the people or institutions you name to receive the 
trust assets at some point in the future are known as beneficiaries. You also designate a trustee or 
trustees, whose job is to manage the assets in the trust and distribute them according to the instructions 
you provide in the trust document. 

 
Trustee 

A trustee is a person or institution appointed to manage assets for someone else's benefit. 

For example, a trustee may be responsible for money you have transferred to a trust, or money in certain 
retirement accounts. 

Trustees are entitled to collect a fee for their work, often a percentage of the value of the amount in trust. 
In turn, they are responsible for managing the assets in the best interests of the beneficiary of the trust. 
That's known as fiduciary responsibility. 

 
Truth-In-Lending Act 

The Truth-in-Lending Act requires every lender to provide a complete and clear disclosure of the key 
terms of any lending or leasing arrangement, plus a statement of all costs, before the agreement is 
finalized. 

The statement must include the finance charges stated in dollars and as an annual percentage rate 
(APR). 

For most loans, it must also include the total of the principal amount being financed, all the interest, fees, 
service charges, points, credit-related insurance premiums, payment due date and terms, and any other 
charges. 

The consumer lending section of the Act, which was first passed in 1968 and then simplified and 
reformed in 1980, is also known as Regulation Z. The consumer leasing section is known as Regulation 
M. 

 
 
 
Turnover Ratio 

A mutual fund's turnover ratio measures the percentage of holdings that the fund sells, or turns over, in a 
year. 

For example, if a stock fund manager has a portfolio of 100 stocks at the beginning of the year, sells 75 of 
them and buys 75 different stocks, the turnover rate of the fund is 75%. 

Some investors look for funds with lower turnover ratios, since limited trading may help to minimize capital 
gains taxes and trading costs. However, a high turnover ratio can also produce strong returns, which can 
offset the added costs and produce a net gain. 



 

U 
 
Uncovered Option 

An uncovered option, also known as a naked option, is an option that is not backed by another position. 

For example, if you sell a call option without owning the stock that you would have to deliver if the option 
holder exercised, the call is uncovered. 

Similarly, if you sell an uncovered put, you don't have adequate cash in reserve to fulfill your obligation to 
purchase the underlying instrument at exercise. 

Writing uncovered contracts can put you at significant risk despite the premium you collect when you 
open the position. 

For example, if a naked call option were exercised and assigned to you, you would have to buy the 
underlying instrument at its market price to be able to meet the terms of the contract. Because of the 
potential risk, your brokerage firm may restrict your right to write uncovered positions or may require you 
to trade these options in a margin account. 

 
Underweighted 

When you own less of a security, an asset class, or a subclass than your target asset allocation calls for, 
you are said to be underweighted in that security, asset class, or subclass. 

For example, if you have decided to invest 30% of your portfolio in fixed-income investments, but the 
actual holdings account for only 10% of your portfolio, you are underweighted in fixed income. 

In another use of the term, a securities analyst might recommend underweighting a particular security, 
which you might reasonably interpret as advice to sell. 

 
Underwriter 

An underwriter, typically an investment banker, may buy an entire new securities issue from the company 
or government offering it and resell the issue as individual stocks or bonds to the public. 

Or, in a best-efforts arrangement on a stock IPO, the underwriter may commit to selling as many shares 
as possible without actually buying the securities. 

Part of the underwriter's job is to weigh the risks involved in taking on the financial responsibility of finding 
buyers against the profit to be made on the difference between the price paid for the issue and the profit it 
will generate. 

Typically, a number of bankers join forces as a purchase group, or syndicate, to spread the risk around 
and to reach the widest possible market. 

Insurance policies also need an underwriter. In this case, the term refers to a company that is willing to 
take the risk of insuring your life, property, income, or health in return for a premium, or payment. 

 
Underwriting 

Underwriting means insuring. 

An insurance company underwrites your policy when it agrees to take the risk of insuring your life or 
covering your medical expenses in exchange for the premium you pay. 

An investment bank underwrites an initial public offering (IPO) or a bond issue when it buys the shares or 
bonds from the issuer and takes the risk of having to sell them to individual or institutional investors to 
recover its investment. 

 
Unlisted Security 

A security, such as a stock, is unlisted when it does not meet the listing requirements or pay the listing fee 
of any of the organized exchanges or markets. 

Unlisted stock may be traded over-the-counter (OTC), however, and its price and volume may be tracked 
in the Pink Sheets or on the OTC Bulletin Board (OTCBB). 

In most cases, unlisted stocks are thinly traded because they do not get much attention from the media or 
financial analysts, and so may be too risky for many investors. 



 
Unrealized Gain 

If you own an investment that has increased in value, your gain is unrealized until you sell and take your 
profit. 

In most cases, the value continues to change as long as you own the investment, either increasing your 
unrealized gain or creating an unrealized loss. 

You owe no income or capital gains tax on unrealized gains, sometimes known as paper profits, though 
you typically compute the value of your investment portfolio based on current -- and unrealized -- values. 

 
Unrealized Loss 

If the market price of a security you own drops below the amount you paid for it, you have an unrealized 
loss. 

The loss remains unrealized as long as you don't sell the security while the price is down. In a volatile 
market, of course, an unrealized loss can become an unrealized gain, and vice versa, at any time. 

One reason you might choose to sell at a loss, other than needing cash at that moment, is to prevent 
further losses in a security that seems headed for a still-lower price. 

You might also sell to create a capital loss, which you could use to offset capital gains. 

 
Unsecured Bond 

When a bond isn't backed by collateral or security of some kind, such as a mortgage, that can be used to 
repay the bondholders if the bond issuer defaults, the bond is described as unsecured. 

However, most unsecured bonds pose limited risk of default, since the companies that issue them are 
usually financially sound. Unsecured bonds are also known as debentures. 

 
Uptick 

An uptick is the smallest possible incremental increase in a security's price, which, for stocks, is one cent. 
So when there's an uptick in a stock selling at $20.25 cents, the new price is $20.26 cents. 

 
US Savings Bond 

The US government issues two types of savings bonds: Series EE and Series I. 

You buy electronic Series EE bonds through a Treasury Direct account for face value and paper Series 
EE for half their face value. You earn a fixed rate of interest for the 30-year term of these bonds, and they 
are guaranteed to double in value in 20 years. Series EE bonds issued before May 2005 earn interest at 
variable rates set twice a year. 

Series I bonds are sold at face value and earn a real rate of return that's guaranteed to exceed the rate of 
inflation during the term of the bond. Existing Series HH bonds earn interest to maturity, but no new 
Series HH bonds are being issued. 

The biggest difference between savings bonds and US Treasury issues is that there's no secondary 
market for savings bonds since they cannot be traded among investors. You buy them in your own name 
or as a gift for someone else and redeem them by turning them back to the government, usually through 
a bank or other financial intermediary. 

The interest on US savings bonds is exempt from state and local taxes and is federally tax deferred until 
the bonds are cashed in. At that point, the interest may be tax exempt if you use the bond proceeds to 
pay qualified higher education expenses, provided that your adjusted gross income (AGI) falls in the 
range set by federal guidelines and you meet the other conditions to qualify. 

 
US Treasury Bond 

US Treasury bonds are long-term government debt securities, typically issued with 30-year terms. 

New bonds are sold at a par value of $1,000, and existing bonds trade in the secondary market at prices 
that fluctuate to reflect changing demand. These bonds, sometimes referred to as long bonds, are often 
used as a benchmark for market interest rates. 



While interest on US Treasury bonds is federally taxable, it is exempt from state and local taxes. Treasury 
bonds are considered among the world's the most secure investments, since they are backed by the full 
faith and credit of the US federal government. 

 

V 
 
Valuation 

Valuation is the process of estimating the value, or worth, of an asset or investment. 

Sometimes it means determining a fixed amount, such as establishing the value of your estate after your 
death. Other times, valuation means estimating future worth. 

For example, fundamental stock analysts estimate the outlook for a company's stock by looking at data 
such as the stock's price-to-earnings (P/E), price-to-sales, and price-to-book (net asset value) ratios. 

In general, a company with a high P/E is considered overvalued, and a company with a low P/E is 
considered undervalued. 

 
Value Fund 

When a mutual fund manager buys primarily undervalued stocks for the fund's portfolio with the 
expectation that these stocks will increase in price, that fund is described as a value fund. 

A value fund may be limited to stocks of a certain size, such as those included in a small-cap value fund, 
or it may include undervalued stocks with different levels of capitalization. 

 
Value Line Composite Index 
 

Value Line, an independent investment research service, tracks the performance of approximately 1,700 
common stocks in its composite index. The index, which is equally weighted, is considered a reliable 
indicator of overall market trends. 
 
Value Line, Inc. 

Value Line is an investment research company that provides detailed analysis on a range of stocks, 
mutual funds, and convertible investments. 

Their publications include The Value Line Investment Survey and The Value Line Mutual Fund Survey, 
which contain regularly updated rankings of specific investments that the company covers. 

The company uses a dual ranking system in its evaluations. For example, Value Line ranks stocks for 
their safety and timeliness, and mutual funds both for their overall performance and for their risk-adjusted 
performance. 

 
Value Stock 

Value stocks, also known as undervalued stocks, trade at a lower price than the company's reputation, 
earnings outlook, or financial situation would seem to merit. 

Investors who seek them out expect the company's fortunes to turn around, and the price of the stock to 
increase accordingly. 

 
Variable Annuity 

A variable annuity is an insurance company product designed to allow you to accumulate retirement 
savings. 

When you purchase a variable annuity, either with a lump sum or over time, you allocate the premiums 
you pay among the various separate account funds offered in your annuity contract. 

The tax-deferred return on your variable annuity fluctuates with the performance of the underlying 
investments in your separate account funds, sometimes called investment portfolios or subaccounts. 

You may purchase qualified variable annuities, which are offered as options within an employer 
sponsored retirement savings plan, or nonqualified variable annuities. Nonqualified annuities are those 
you purchase on your own, often to supplement other retirement savings. 

You can also choose an individual retirement annuity, which resembles an individual retirement account 
except that the underlying investments are separate account funds. 



Among the appeals of both qualified and nonqualified variable annuities are the promise of a stream of 
income for life if you annuitize the assets in your account and the right to make tax-exempt transfers 
among separate account funds. 

If you purchase a nonqualified annuity, there are no federal limits on the annual amounts you can invest, 
no requirement that you purchase the annuity with earned income, and no minimum required withdrawals 
beginning at age 70 1/2. 

However, with both types of variable annuities, withdrawals before you reach age 59 1/2 may be subject 
to a 10% early withdrawal tax penalty. 

 
Venture Capital (VC) 

Venture capital is financing provided by wealthy independent investors, banks, and partnerships to help 
new businesses get started, reach the next level of growth, or go public. 

In return for the money they put up, also called risk capital, the investors may play a role in the company's 
management as well as receive some combination of equity, profits, or royalties. 

Some venture capital also goes into bankrupt companies to help them turn around, or to companies that 
the management wants to take private by buying up all the outstanding shares. 

 
Vesting 

If you are part of an employer pension plan or participate in an employer sponsored retirement plan, such 
as a 401(k), you become fully vested -- or entitled to the contributions your employer has made to the 
plan, including matching and discretionary contributions -- after a certain period of service with the 
employer. 

Qualified plans must use one of the standards set by the federal government to determine that period. 

If you become entitled to full benefits gradually over several years, the process is called graded vesting. 
But if you have are entitled only when the full waiting period is up, the process is called cliff vesting. If you 
leave your job before becoming fully vested, you forfeit all or part of your employer-paid benefits. 

However, you are always entitled to all the contributions you make to a retirement plan yourself through 
salary reduction or after-tax payments. 

 
Virtual Bank 

A virtual bank offers of some or all the same types of accounts and services that traditional bricks-and-
mortar banks do, but virtual banks exist only online. They typically charge lower fees and pay higher 
interest because of low overhead. 

Virtual bank transactions can be checked in real time, as they happen, rather than at the end of the 
banking day or the end of the month -- though those services may also be available through the online 
branches of traditional banks. 

Virtual banks don't have branches or own ATM machines, so you make deposits electronically or by mail. 
Your virtual bank may reimburse your ATM fees for using other banks' machines. However, there may be 
a limit to the number of transactions a virtual bank will cover each month. 

 
Volatility 

The term volatility indicates how much and how quickly the value of an investment, market, or market 
sector changes. 

For example, because the stock prices of small, newer companies tend to rise and fall more sharply over 
short periods of time than stock of established, blue-chip companies, small caps are described as more 
volatile. 

The volatility of a stock relative to the overall market is known as its beta, and the volatility triggered by 
internal factors, regardless of the market, is known as a stock's alpha. 

 
Volume 

Volume is the number of shares traded in a company's stock or in an entire market over a specified 
period, typically a day. 



Unusual market activity, either higher or lower than average, is typically the result of some external event. 
But unusual activity in an individual stock reflects new information about that stock or the stock's sector. 

 
Voting Right 

Investors who own shares of a common stock or shares in a mutual fund typically have voting rights, 
which allow them to participate in the election of boards of directors. 

These shareholders can also vote for or against certain propositions put forward by management or by 
other stockholders. In contrast, investors who own preferred shares or corporate bonds have no voting 
rights. 

 

W 
 
Waiver of Premium 

If you have a waiver of premium provision in your long-term care or disability insurance policy, you may 
qualify to stop paying premiums once you've begun collecting benefits. 

A waiver of premium provision increases the cost of your insurance, but means that you won't be left 
without coverage if you are no longer able to pay the premiums. 

 
Warrant 

Corporations may issue warrants that allow you to buy a company's stock at a fixed price during a specific 
period of time, often 10 or 15 years, though sometimes there is no expiration date. 

Warrants are generally issued as an incentive to investors to accept bonds or preferred stocks that will be 
paying a lower rate of interest or dividends than would otherwise be paid. 

How attractive the warrants are -- and so how effective they are as an incentive to purchase -- generally 
depends on the growth potential of the issuing company. The brighter the outlook, the more attractive the 
warrant becomes. 

When a warrant is issued, the exercise price is above the current market price. For example, a warrant on 
a stock currently trading at $15 a share might guarantee you the right to buy the stock at $30 a share 
within the next 10 years. If the price goes above $30, you can exercise, or use, your warrant to purchase 
the stock, and either hold it in your portfolio or resell at a profit. If the price of the stock falls over the life of 
the warrant, however, the warrant becomes worthless. 

Warrants are listed with a "wt" following the stock symbol and traded independently of the underlying 
stock. If you own warrants to purchase a stock at $30 a share that is currently trading for $40 a share, 
your warrants are theoretically be worth a minimum of $10 a share, or their intrinsic value. 

 
Weather Derivative 

A weather derivative is a futures contract -- or options on that futures contract -- where the underlying 
commodity is a weather index. 

These derivatives work much the same way that interest-rate or stock index futures and options do, by 
creating a tradable commodity out of something that is relatively intangible. 

Analysts look at historical weather patterns -- temperature, rainfall and other things -- develop averages, 
and quantify the risk that weather will deviate from the average. 

Corporations use weather derivatives to hedge their risk that bad weather will cause a financial loss. For 
a cereal company, bad weather might be a drought, which would cause wheat prices to go up. For a 
home heating company, it could be warm days in November, which could lower demand for home heating 
oil. And for an amusement park it could be rain. 

The cereal company and the amusement park might buy futures contracts with an underlying weather 
index based on rainfall. The home heating company might want contracts based on a temperature index. 

Weather derivatives are different from insurance, because they're linked to common weather events, like 
dry seasons, or a warm autumn, that affect particular businesses. 

Insurance is still required to protect against major weather events, like tornadoes, hurricanes, and floods. 

You can buy weather derivatives as an individual, but you'll want to consider the trading costs carefully to 
ensure that your risk of loss is worth the expense. 



 
Weighted Stock Index 

In weighted stock indexes, price changes in some stocks have a much greater impact than price changes 
in others in computing the direction of the overall index. 

For example, in a market capitalization weighted index, such as the benchmark Standard & Poor's 500 
Index (S&P 500), price changes in securities with the highest market valuations have a greater impact on 
the Index than price changes in stocks with a lower valuation. 

Market capitalization of S&P indexes is calculated by multiplying the current price per share times the 
number of floating shares. Other market cap weighted indexes multiply the price by the number of 
outstanding shares. Market cap indexes may also be called market value indexes. 

In contrast, in an un-weighted index, such as the Dow Jones Industrial Average (DJIA), a similar price 
change in any of the stocks in the index has an equal impact on the changing value of the index. 

The theory behind weighting is that price changes in the most widely held securities have a greater 
impact on the overall economy than price changes in less widely held stocks. 

However, some critics argue that strong market performance by the biggest stocks can drive an index up, 
masking stagnant or even declining prices in large segments of the market, and providing a skewed view 
of the economy. 

 
Whisper Number 

A whisper number is an unofficial earnings estimate for a particular company that a stock analyst shares 
with clients to supplement the official published estimate. 

If the company reports earnings in line with the official estimate when the whisper number has been 
higher, the stock price may fall anyway since investors were expecting something better. 

The same is true in reverse. If earnings fall short of official expectations but meet a lower whisper 
number, the stock price may go up. 

 
White Knight 

A corporation that is the target of a hostile takeover sometimes seeks out a white knight that comes to the 
rescue by making an offer to acquire the target company in a friendly takeover that suits the needs and 
goals of the target's management and board. 

The hostile acquirer is called a black knight, and if the white knight is outbid by a third potential acquirer, 
who is both less friendly than the white knight and more friendly than the black knight, the third bidder is 
called a gray knight. 

 
Wire House 

National brokerage firms with multiple branches were, in the past, linked by private telephone or other 
telecommunications networks that enabled them to transmit important news about the financial markets 
almost instantaneously. 

Because of these lines, or wires, the firms became known as wire houses. 

Although the Internet now makes it possible for all firms -- and even individual investors -- to have access 
to high-speed electronic data, the largest brokerage firms are still referred to as wire houses because of 
the technological edge they once enjoyed. 

 
Wire Room 

When brokerage firm orders to buy and sell were handled manually, the firm's back office was called the 
wire room. 

People who worked there received the buy or sell orders that came in from brokers and transmitted them 
to the firm's trading department or floor traders for execution. The wire room also received notifications 
when the transactions were completed and sent those notifications back to the brokers who took the 
orders. 

However, as electronic systems increasingly handle these communications, wire rooms have essentially 
disappeared. 

 



Working Capital  

Working capital is the money that allows a corporation to function by providing cash to pay the bills and 
keep operations humming. 

One way to evaluate working capital is the extent to which current assets, which can be readily turned 
into cash, exceed current liabilities, which must be paid within one year. 

Some working capital is provided by earnings, but corporations can also get infusions of working capital 
by borrowing money, issuing bonds, and selling stock. 

 
World Bank 

Formally known as the International Bank for Reconstruction and Development (IBRD), the World Bank 
was established in 1944 to aid Europe and Asia after the devastation of World War II. 

To fulfill its current roles of providing financing for developing countries and making interest-free and low-
interest long-term loans to poor nations, the World Bank raises money by issuing bonds to individuals, 
institutions, and governments in more than 100 countries. 

 
World Fund 

US-based mutual funds that invest in securities from a number of countries, including the United States, 
are known as world funds or global funds. 

Unlike international funds that buy only in overseas markets, world funds may keep as much as 75% of 
their investment portfolio in US stocks or bonds. 

Because world fund managers can choose from many markets, they are often able to invest in those 
companies providing the strongest performance in any given period. 

 
World Trade Organization (WTO) 

The WTO was formed in 1995 to enforce the regulations established by the General Agreement on Tariffs 
and Trade (GATT) and several other international trade agreements. 

Composed of representatives from 150 nations and observers from additional nations, it regulates 
international trade with the goal of helping it to flow as smoothly and freely as possible. 

Advocates praise the WTO for helping create an increasingly global economy and bringing prosperity to 
developing nations through increased trade. 

Critics, however, assert that industrialized nations such the United States, Canada, and the countries of 
the European Union have used the WTO to open trade with developing nations while disregarding these 
nations' environmental and labor-related practices. 

 
Wrap Account 

A wrap account is a professionally managed investment plan in which all expenses, including brokerage 
commissions, management fees, and administrative costs, are wrapped into a single annual charge, 
usually amounting to 2% to 3% of the value of the assets in the account. 

Wrap accounts combine the services of a professional money manager, who chooses a personalized 
portfolio of stocks, bonds, mutual funds, and other investments, and a brokerage firm, which takes care of 
the trading and recordkeeping on the account. 

 
Write Down 

A write down occurs when a bank or investment firm reduces the value of an asset it holds in order to 
bring the assigned value in line with current market value. 

Some write downs are customary, following a practice known as marking to the market. In this case, the 
fluctuating values of marketable securities in trading accounts are adjusted daily, writing them up if they 
have increased in value or writing them down if they have lost value. 

Write downs may also be required to acknowledge that the prices at which securities are recorded on a 
firm's books exceed the amount they could be sold for, assuming they could be sold at all. The difference 
between book value and market value is recorded as a loss. Extensive write downs of a firm's assets can 
threaten the viability of the firm itself. 



For example, in the wake of the subprime meltdown and the resulting tightening of credit starting in 2007, 
some investment banks were forced to write down billions of dollars of once highly rated collateralized 
debt obligations and other complex loan products that were structured with mortgages that defaulted. 

 
Writer 

In the options market, a writer is someone who sells put or call options, an activity known as writing a call 
or writing a put. 

Unlike the buyer, or holder, of an option, who can exercise an option or let it expire, as the writer you 
must meet the terms of the contract if the option is exercised and assigned to you. 

You collect a premium for selling the option, which may provide a profit if the option expires worthless, 
and you always have the right, before exercise, to buy an offsetting contract and end your obligation to 
buy or sell. 

 

Y 
 
Yankee Bond 

Yankee bonds are bonds issued in dollars in the United States by overseas companies and governments. 

The purpose is to raise more money than the issuers may be able to borrow in their home markets, either 
because there is more money available for investment in the United States, or because the interest rate 
the issuers must pay to attract investors is lower. 

US investors buy these bonds as a way to diversify into overseas markets without the potential 
drawbacks of currency fluctuation, foreign tax, or different standards of disclosure that may be 
characteristic of other markets. 

 
Year-To-Date (YTD) 

Year-to-date (YTD) describes the period beginning January 1 of the current year and ending with the 
current date. 

YTD figures are used to evaluate the returns an investment has generated during the current year. 

 
Yield 

Yield is the rate of return on an investment expressed as a percent. 

Yield is usually calculated by dividing the amount you receive annually in dividends or interest by the 
amount you spent to buy the investment. 

In the case of stocks, yield is the dividend you receive per share divided by the stock's price per share. 
With bonds, it is the interest divided by the price you paid. Current yield, in contrast, is the interest or 
dividends divided by the current market price. 

In the case of bonds, the yield on your investment and the interest rate your investment pays are 
sometimes, but by no means always, the same. If the price you pay for a bond is higher or lower than par, 
the yield will be different from the interest rate. 

For example, if you pay $950 for a bond with a par value of $1,000 that pays 6% interest, or $60 a year, 
your yield is 6.3% ($60 &#xF7; $950 = 0.0631). But if you paid $1,100 for the same bond, your yield 
would be only 5.5% ($60 &#xF7; $1,100 = 0.0545). 

 
Yield Curve 

A yield curve shows the relationship between the yields on short-term and long-term bonds of the same 
investment quality. 

Since long-term yields are characteristically higher than short-term yields, a yield curve that confirms that 
expectation is described as positive. In contrast, a negative yield curve occurs when short-term yields are 
higher. 

A flat or level yield curve occurs when the yields are substantially the same on bonds with varying terms. 

A negative yield curve has generally been considered a warning sign that the economy is slowing and 
that a recession is likely. 



 
Yield Spread 

Yield spread describes the difference between the yields on two different debt instruments. For example, 
you can calculate the yield spread on two bonds, by subtracting the yield on one bond from the yield on 
the other. 

Yield spread is helpful in comparing bonds with different maturities, credit ratings, and tax status. In 
general, securities with longer maturities tend to have higher yields than those with shorter maturities. 
And securities with higher credit ratings have lower yields than those with lower ratings. 

 
Yield to Maturity (YTM) 

Yield to maturity is the most precise measure of a bond's anticipated return and determines its current 
market price. 

YTM takes into account the coupon rate and the current interest rate in relation to the price, the purchase 
or discount price in relation to the par value, and the years remaining until the bond matures. 

 

Z 
 
Zacks Investment Research 

This Chicago-based company tracks changes in earnings estimates, as well as buy, sell, and hold 
recommendations for approximately 5,000 stocks. 

The information is provided by more than 3,500 financial analysts at more than 210 brokerage firms. 

Based on its research, Zacks compiles consensus earnings estimates, industry group reports, and 
company reports that are widely followed by both individual and institutional investors. 

The service is available to all investors by subscription. 

 
Zero-Coupon Bond 

Zero-coupon bonds, sometimes known as zeros, are issued at a deep discount to par value and make no 
interest payments during their term. 

At maturity, the bondholder receives par value, which includes the interest that has accrued since issue. 
For example, you may purchase a zero-coupon bond with a six-year term for $13,500, and collect 
$20,000 at maturity. 

One advantage of zeros is that you can invest relatively smaller amounts and choose maturity dates to 
coincide with times you know you'll need the money -- for example, when you expect college tuition bills 
to come due. 

One drawback of zeros, however, is that income taxes are due annually on the interest that accrues, even 
though you don't receive the actual payment until the bond matures. The exception occurs if you buy tax-
exempt municipal zeros, on which no tax is due either during the term or at maturity. 

Another drawback is that zero coupon bonds are volatile in the secondary market, so if you have to sell 
before maturity, you might have a loss. 

These bonds get their name -- zero coupon -- from the fact that coupon means interest in bond 
terminology, and there's no periodic interest. 

 
Zero-Coupon Convertible Bond 

A zero-coupon convertible bond, like other convertible bonds, can be converted into stock in the issuing 
corporation if the stock reaches the trigger price. 

Municipalities may issue tax-exempt zero-coupon convertible bonds you can exchange before maturity for 
conventional taxable bonds. 

The advantage of both taxable and tax-exempt zero-coupon convertibles is that they give you access to a 
potentially substantial gain for a small initial investment since you purchase the zero-coupon for less than 
the face value. But like all zero-coupons, these convertibles tend to be more volatile in the secondary 
market than nonconvertible bonds. 

 

# 



 
10-K 

The Securities and Exchange Commission (SEC) requires that all publicly traded companies file a Form 
10-k every year. The filing date, ranging from 60 to 90 days after the end of a company's fiscal year, 
depends on the value of the publicly held shares. 

The 10-k discloses detailed information about a company's finances, including total sales, sales by 
product line or division for the past five years, revenue, operating income, earnings per share, and equity, 
as well as other corporate information such as by-laws, organizational structure, holdings, subsidiaries, 
lawsuits in which the company is involved, and the company's history. 

A company's Form 10-k becomes public information once it is filed, and you can find the report in the 
SEC's EDGAR database. As an investor, you can learn more about a company from its 10-k than from its 
less detailed annual report. 

 
401 (K) 

You participate in a 401(k) retirement savings plan by deferring part of your salary into an account set up 
in your name. Any earnings in the account are federal income tax deferred. 

If you change jobs, 401(k) plans are portable, which means that you can move your accumulated assets 
to a new employer's plan, if the plan allows transfers, or to a rollover IRA. 

With a traditional 401(k), you defer pretax income, which reduces the income tax you owe in the year you 
made the contribution. You pay tax on all withdrawals at your regular rate. 

With the newer Roth 401(k), which is offered in some but not all plans, you contribute after-tax income. 
Earnings accumulate tax deferred, but your withdrawals are completely tax free if your account has been 
open at least five years and you're at least 59 1/2. 

In either type of 401(k), you can defer up to the federal cap, plus an annual catch-up contribution if you're 
50 or older. 

However, you may be able to contribute less than the cap if you're a highly compensated employee or if 
your employer limits contributions to a percentage of your salary. Your employer may match some or all 
of your contributions, based on the terms of the plan you participate in, but matching isn't required. 

With a 401(k), you are responsible for making your own investment decisions by choosing from among 
investment alternatives offered by the plan. Those alternatives typically include separate accounts, 
mutual funds, annuities, fixed-income investments, and sometimes company stock. 

You may owe an additional 10% federal tax penalty if you withdraw from a 401(k) before you reach 59 
1/2. You must begin to take minimum required distributions by April 1 of the year following the year you 
turn 70 1/2 unless you're still working. But if you prefer, you can roll over your traditional 401(k) assets 
into a traditional IRA and your Roth 401(k) assets into a Roth IRA. 

 
403 (B) 

A 403(b) plan, sometimes known as a tax-sheltered annuity (TSA) or a tax-deferred annuity (TDA), is an 
employer sponsored retirement savings plan for employees of not-for-profit organizations, such as 
colleges, hospitals, foundations, and cultural institutions. 

Some employers offer 403(b) plans as a supplement to -- rather than a replacement for -- defined benefit 
pensions. Others offer them as the organization's only retirement plan. 

Your contributions to a traditional 403(b) are tax deductible, and any earnings are tax deferred. 
Contributions to a Roth 403(b) are made with after-tax dollars, but the withdrawals are tax free if the 
account has been open at least five years and you're 59 1/2 or older. 

There's an annual contribution limit, but you can add an additional catch-up contribution if you're 50 or 
older. 

With a 403(b), you are responsible for making your own investment decisions by choosing from among 
investment alternatives offered by the plan. You can roll over your assets to another employer's plan or 
an IRA when you leave your job, or to an IRA when you retire. 

You may withdraw without penalty once you reach 59 1/2, or sometimes earlier if you retire. You must 
begin required withdrawals by April 1 of the year following the year you turn 70 1/2 unless you are still 
working. In that case, you can postpone withdrawals until April 1 following the year you retire. 

 



 
 
 
 
 

 


