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Chapter 16
Investing in Stocks

( True/False
1.
The American Stock Exchange (AMEX) is the oldest and largest of the physical stock exchanges.

Answer: False

Difficulty: Easy

2.
Floor traders on the NYSE are willing to trade stocks for others and earn a commission for doing so.

Answer: True

Difficulty: Easy

3.
Some traders, called specialists, help to make a market in stocks by taking the same position as those who want to buy or sell the stock.

Answer: False

Difficulty: Moderate

4.
NASDAQ has less stringent trading requirements than the organized exchanges and tends to attract newer, high-tech companies.

Answer: True

Difficulty: Easy

5.
A discount brokerage firm executes transactions and provides investment advice at a price less than that of full-service brokers.

Answer: False

Difficulty: Moderate

6.
If you don’t need advice or other services offered, you are better off using a discount broker or Internet broker rather than a full-service broker.

Answer: True

Difficulty: Easy

7.
In getting recommendations from brokers and analysts, you need to be careful that frequent suggestions to buy or sell are not being made in order to generate revenues for these traders.

Answer: True

Difficulty: Easy

8.
One study done in 1999 tracked 27,000 recommendations by stock analysts and showed that the majority of these recommendations were to sell particular stocks rather than to buy them.

Answer: False

Difficulty: Moderate

9.
On-line trading of stocks is not only less expensive than using traditional brokers, but is usually more convenient too.

Answer: True

Difficulty: Easy

10.
Stocks are usually bought or sold in round lots, which are multiples of $100.

Answer: False

Difficulty: Moderate

11.
An odd lot is the purchase of less than 100 shares of stock.

Answer: True

Difficulty: Easy

12.
A market order is normally executed much more quickly than a limit order.

Answer: True

Difficulty: Easy

13.
Limit orders can only be placed for a short period of time, usually a week or less.

Answer: False

Difficulty: Moderate

14.
A stop order is a special form of limit order; it is an order to execute a transaction when the stock price reaches a specified level.

Answer: True

Difficulty: Moderate

15.
You can currently borrow up to 75% of stock transactions under today’s margin rate.

Answer: False

Difficulty: Easy

16.
Buying on the margin is a good way to initially purchase stock if you don’t have the funds.

Answer: False

Difficulty: Easy

17.
When you buy a stock on margin, your return is magnified if the stock goes up in value.

Answer: True

Difficulty: Moderate

18.
A margin call is a request from a brokerage firm for the investor to increase the cash in the account in order to bring the margin back up to the minimum level.

Answer: True

Difficulty: Easy

19.
A good way to measure the performance of your stock is to compare it to the return of a stock index.

Answer: True

Difficulty: Easy

20.
One of the problems of comparing the performance of your stock to a market index is that market indexes are often out of date.

Answer: False

Difficulty: Moderate

( Multiple Choice

1.
People with seats on the NYSE who execute stock trades for others are called

(a)
day traders.

(b)
floor traders.

(c)
stock traders.

(d)
commission traders.

Answer: B

Difficulty: Moderate

2.
The stock exchange with the most stringent listing requirements is the

(a)
NASDAQ.

(b)
AMEX.

(c)
NYSE.

(d)
regional exchanges.

Answer: C

Difficulty: Easy

3.
The stock exchange which is the oldest and largest in terms of dollar volume is the

(a)
NYSE.

(b)
AMEX.

(c)
NASDAQ.

(d)
regional exchanges.

Answer: A

Difficulty: Easy

4.
The __________ is/are not a physical location, but rather an electronic communications network to buy and sell stocks.

(a)
NYSE

(b)
AMEX

(c)
NASDAQ

(d)
regional exchanges

Answer: C

Difficulty: Easy

5.
Computer systems that match up purchases and sales of stocks even at night when the other exchanges are closed are

(a)
NASDAQ.

(b)
the over-the-counter (OTC) markets.

(c)
electronic communication networks.

(d)
the regional stock exchanges.

Answer: C

Difficulty: Moderate

6.
Compared to discount brokers, full service brokers

(a)
give stock advice to their clients.

(b)
execute stock trades faster.

(c)
charge competitive rates.

(d)
seldom meet with clients.

Answer: A

Difficulty: Easy

7.
Fees charged by brokerage firms

(a)
are set by the NYSE.

(b)
are set by the Federal Reserve.

(c)
are set by the National Association of Securities Dealers.

(d)
vary according to the services offered.

Answer: D

Difficulty: Easy

8.
Brokerage fees are all but
(a)
charged for each sale of stock.

(b)
charged for each stock purchase.

(c)
the same for any dollar amount of transaction.

(d)
may require a minimum balance for a better rate.

Answer: C

Difficulty: Moderate

9.
Which of the following is true about stock transactions?

(a)
When purchasing stock, the cost of the brokerage fees should be added

(b)
When purchasing stock, the cost of the brokerage fees should be subtracted

(c)
When selling stock, the cost of brokerage fees is deducted from the sale

(d)
Both (a) and (c) are correct

Answer: D

Difficulty: Moderate

10.
Some stock brokers or analysts encourage frequent buying and selling of your securities which may cause you to

(a)
increase your profit margin.

(b)
pay less commissions.

(c)
incur additional tax liabilities.

(d)
reduce your risk of loss.

Answer: C

Difficulty: Easy

11.
If you want recommendations you can 

(a)
trade with an online broker.

(b)
open an account at a full-service brokerage firm.

(c)
visit the SEC Web site.

(d)
contact a discount broker.

Answer: B

Difficulty: Moderate

12.
In placing an order to buy or sell stock online, you must specify all of the following except
(a)
name of the stock.

(b)
who the buyer will be.

(c)
buy or sell order.

(d)
number of shares.

Answer: B

Difficulty: Easy

13.
To start an online brokerage account, you need to do all of the following except
(a)
fill out an application.

(b)
mail or deposit cash in an account.

(c)
get a password.

(d)
deposit a minimum number of shares already owned.

Answer: D

Difficulty: Easy

14.
With an online brokerage firm, you have all of the following except
(a)
monthly or quarterly investment reports.

(b)
a personal sales representative to answer your questions.

(c)
quick and convenient trades.

(d)
very low cost trades.

Answer: B

Difficulty: Easy

15.
If you are a day trader you would probably utilize a(n)

(a)
discount brokerage firm.

(b)
full-service brokerage firm.

(c)
online brokerage service.

(d)
commercial bank trust department.

Answer: C

Difficulty: Moderate

16.
Advantages of online brokerage firms include all except
(a)
convenience.

(b)
a personal representative to advise you.

(c)
low fees.

(d)
fast transaction execution.

Answer: B

Difficulty: Easy

17.
A __________ symbol is used to identify a stock for trading purposes.

(a)
company

(b)
ticker

(c)
graphic

(d)
numeric

Answer: B

Difficulty: Moderate

18.
A round lot of stock is __________ shares.

(a)
10

(b)
100

(c)
$100 worth of

(d)
$1,000 worth of

Answer: B

Difficulty: Easy

19.
All of the following are odd lots except
(a)
99 shares.

(b)
189 shares.

(c)
200 shares.

(d)
970 shares.

Answer: C

Difficulty: Easy

20.
A __________ order is an order to execute a transaction to buy or sell a stock only if the price is within the range specified.

(a)
limit

(b)
stock

(c)
market

(d)
written

Answer: A

Difficulty: Moderate

21.
A __________ order is an order to execute a transaction to buy or sell a stock at its prevailing price.

(a)
limit

(b)
stock

(c)
market

(d)
written

Answer: C

Difficulty: Easy

22.
A __________ is an order for a brokerage firm to sell a stock when the price falls to a specified level.

(a)
stop order

(b)
buy stop order

(c)
sell stop order

(d)
go order

Answer: C

Difficulty: Moderate

23.
A __________ is an order for a brokerage firm to buy a stock when the price rises to a specified level.

(a)
stop order

(b)
buy stop order

(c)
sell stop order

(d)
go order

Answer: B

Difficulty: Moderate

24.
You bought IBM stock at $70 per share. It is now $120 a share. You think it could go higher but you are nervous that it could go down and you would lose your gains. To protect your gains but still give yourself the chance to make future profits you could place a

(a)
market order.

(b)
sell stop order at $100 a share.

(c)
buy stop order at $100 a share.

(d)
sell stop order at $150 a share.

Answer: B

Difficulty: Difficult

25.
The Federal Reserve currently limits the margin rate, the amount that can be borrowed from the brokerage firm, to __________ percent.

(a)
40

(b)
50

(c)
60

(d)
75

Answer: B

Difficulty: Easy

26.
You made a $10,000 stock purchase on margin (50%). You put $5,000 into your account initially to cover the purchase. Your stock has declined in value to $7,000 and you receive a margin call. How much cash must you put into your account as a result of the margin call?

(a)
$1,500

(b)
$3,000

(c)
$5,000

(d)
None—you already have $5,000 in your account.

Answer: A

Difficulty: Moderate

27.
Which of the following is the most risky?

(a)
Buying stocks online

(b)
Buying on margin

(c)
Buying from a broker

(d)
Buying a bond

Answer: B

Difficulty: Easy

28.
Stock returns can be compared to all of the following except
(a)
Federal Reserve discount rate.

(b)
other stocks.

(c)
stock indexes.

(d)
inflation indexes.

Answer: A

Difficulty: Easy

29.
The best assessment of a stock’s performance is to compare it to

(a)
the average gains or losses you had in the last five years.

(b)
the average returns of certificates of deposit (CDs).

(c)
a comparable stock index during the same period.

(d)
the prime rate set by the Federal Reserve.

Answer: C

Difficulty: Moderate

30.
If Jim’s stock return was –1 percent and the U.S. stock index had a 3 percent return, the excess return of Jim’s stock above the market is

(a)
–4 percent.

(b)
2 percent.

(c)
–2 percent.

(d)
4 percent.

Answer: A

Difficulty: Moderate

31.
An investment in stock requires all but
(a)
cash.

(b)
time.

(c)
risk.

(d)
luck.

Answer: D

Difficulty: Easy

32.
In deciding to invest in stocks, the most time consuming part is

(a)
initial research.

(b)
choosing a broker.

(c)
the actual purchase of the stock.

(d)
monitoring results.

Answer: A

Difficulty: Moderate

33.
The best time to sell stock is when you

(a)
need the money.

(b)
think the stock price has peaked.

(c)
want to purchase another stock.

(d)
have achieved 25% return.

Answer: B

Difficulty: Easy

34.
Which of the following is not a reason some investors never purchase stock?

(a)
They are afraid of the risk

(b)
They lack the knowledge

(c)
They like safe investments such as CDs

(d)
They don’t want to make better returns

Answer: D

Difficulty: Easy

35.
You wish to own stock while keeping your risk as low as possible. Which of the following actions would accomplish this goal?

(a)
Purchasing a stock mutual fund

(b)
Purchasing shares of Exxon and GM

(c)
Purchasing shares of Exxon and GM on margin

(d)
Purchasing U.S. Treasury securities

Answer: A

Difficulty: Moderate

36.
Which of the following investors should not invest large amounts in the stock market?

(a)
Insurance companies

(b)
Retirement funds

(c)
Corporations

(d)
Retired individuals

Answer: D

Difficulty: Easy

37.
Individuals may purchase or accumulate stock

(a)
through stockbrokers.

(b)
as a part of company compensation.

(c)
directly from various companies.

(d)
All of the above.

Answer: D

Difficulty: Easy

( Fill in the Blank

1.
The oldest and largest stock exchange in the United States is the __________ __________ __________.

Answer:
New York Stock Exchange

2.
A brokerage firm that executes your transactions without offering investment advice is a __________ __________ __________.

Answer:
discount brokerage firm

3.
The purchase of 48 shares of stock is considered a(n) __________-__________ transaction.

Answer:
odd-lot

4.
If you purchase stock __________ __________ you are doing so with a portion of the funds borrowed from your broker.

Answer:
on margin

5.
T is the __________ __________ for American Telephone and Telegraph Company.

Answer:
ticker symbol

( Matching

1.
_____ stock portfolio
(a)
the oldest and most popular organized stock exchange

2.
_____ discount brokerage firm
(b)
an order to buy or sell at the prevailing market price

3.
_____ mutual fund
(c)
purchasing stock with funds borrowed from


a brokerage firm

4.
_____ stock index
(d)
broker advice plus transaction services

5.
_____ NASDAQ
(e)
collection of stocks

6.
_____ market order
(f)
an order to sell stock when the price falls to


a specified level

7.
_____ on margin
(g)
a computerized network to buy and sell stocks

8.
_____ full service broker
(h)
comparison to this helps to assess individual


stock performance

9.
_____ sell stop order
(i)
a professional manages diversified group of funds

10.
_____ NYSE
(j)
a brokerage firm that executes transactions without advice

Answers: 

1.
e
5.
g
9.
f

2.
j
6.
b
10.
a

3.
i
7.
c

4.
h
8.
d

( Essay/Short Answer

1.
Compare and contrast a full-service brokerage firm to a discount brokerage firm.

Answer:
A full-service brokerage firm offers advice and transaction executions for a price.
A discount brokerage firm offers only transaction executions at a substantial discount, between $8 and $20.

2.
Is investing on margin what the average investor should do?

Answer:
Investing on margin is highly risky and should not be done unless the investor can afford to lose the money.

3.
In a person’s life cycle, what is the appropriate time to invest in the stock market and when should the investment be moved to safer vehicles?

Answer:
When you are making a good salary and have liquidity and some wealth accumulated, it is a good time to start investing in the stock market. However, when retired, there should be a minimum amount in the stock market.

4.
Do you believe you have enough knowledge to invest in the stock market? Why or why not?

Answer:
These chapters are fairly comprehensive and provide a basic investing foundation to become an investor, however, there are investment courses available. This is a personal decision and either answer will suffice.

( Financial Planning Problems

1.
If you purchase 400 shares of a company’s stock at $29 per share plus brokerage commissions of $75 and one year later you sell the stock for $35 per share, less brokerage commissions of $80, what return would you realize on your investment? (Round your answer to the nearest tenth of a percent.)

(a)
15.8%

(b)
17.1%

(c)
19.2%

(d)
20.7%

Answer:


	Proceeds from sale (400 shares ( $35) – $80 
	$13,920

	Investment (400 shares ( $29)  $75

	$11,675

	Gain 
	$2,245/$11,675  19.2%


2.
How much cash would you need to purchase 500 shares of stock at $21 per share plus brokerage commissions of $125, if you purchase on margin and the margin requirement is 50%?

(a)
$10,625

(b)
$5,312.50

(c)
$10,500

(d)
$5,250

Answer:
(500 shares ( $21)  $125  $10,625 ( 0.5  $5,312.50

3.
Three hundred shares of stock are purchased on margin at a price of $42 per share plus $150 in brokerage commissions at a time when the margin requirement is 50 percent. How much additional cash would you need to deposit with your broker if the price of the stock dropped to $37 per share?

(a)
$825

(b)
$1,500

(c)
$1,650

(d)
$5,550

Answer:


	(300 shares ( $42)  $150  $12,750 ( 0.5  $6,375

	300 shares ( $37  $11,150 ( 0.5
$5,550

	Additional cash needed 
	$825


4.
A stock purchased at a price of $22 per share, has risen to $46 per share, and you wish to avoid losing your profit, you should put in a stop sell order at a price of

(a)
$22 per share

(b)
$40 per share

(c)
$43 per share

(d)
$46 per share

Answer:
The stop sell order should be place at $40 per share so if the stock declines in value, it will trigger a sell before all of the gains have been wiped out.

5.
You are presented with two option: Option A) purchase 400 shares of stock at $20 per share with an expected price in one year of $50, using your own cash to make the purchase; Option B) purchase 400 shares of stock at $20 per share with an expected price in one year of $50 on margin at an interest rate of 10 percent on the margin account. (Ignore brokerage commissions and any opportunity cost.) By how much could you increase your return on the investment by purchasing on margin?

(a)
140%

(b)
145%

(c)
150%

(d)
290%

Answer:


	Option A) (400 shares ( $30 gain per share)/$8,000  150%

	Option B) (400 shares ( $30 gain per share) – $400 interest*/$4,000  290%

	290% – 150%  140% increase in return

	*Interest on margin account: $4,000 margin loan ( 0.10  $400


















































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































