Chapter 1: The Investment Setting
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Investment Defined
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¢ Commitment of current funds expecting future financial returns
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Financial vs. Real Assets

¢ Financial Asset: Claim on an asset
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¢ Real Asset: Tangible assets that can be physically held
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Forms of Investment
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Financial Assets L J sy
Equity Claims - Direct 8 pilaa - ag) cililUae
Common stock Aalall ag)
Warrants cibilaall
Options sl

Equity Claims - Indirect
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Investment company shares (mutual funds)

Pension funds 2el@l) gaalia
Whole life insurance slall s el
Retirement accounts ac gl lblua
Creditor Claims Opdtal) cladaa
Savings accounts b il bl

Money market funds

Commercial paper
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Treasury bills, notes, bonds
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Municipal notes, bonds
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Corporate bonds (straight and convertible to common stock)
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Preferred Stock (Straight and convertible to common stock)
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Commodity Futures
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Real Assets idall J s
Real Estate il jBal)
Office buildings Sl il




Apartments sl
Shopping centers i N W
Personal residences daad il Sl
Precious Metals ALl (paaal)
Gold <)
Silver duzadl)
Precious Gems RSN
Diamonds oty
Rubies < gLl
Sapphires 3l
Collectibles Gilaiilal)
Art O sall
Antiques aaill
Stamps &l skl
Coins 5 Laadl
Rare books 3yl sl
Other s Al
Cattle aalall
Oil Laail)
Common metals Agalall el

Setting Investment Objectives
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Risk and Safety: Assessing portfolio value impacts
Aadaall o ol 53l apds Al 55 kel o
Current Income vs. Capital Appreciation
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Liquidity Considerations
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Investment Orientation: Short-term vs. Long-term strategies
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Tax Factors
Gy pall dalsall o
Management Ease
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Retirement and Estate Planning
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Risk and Safety of Principal
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¢ Factors affecting portfolio value include economic, legal, and political events
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¢ Risk: Variability in expected return
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Current Income vs. Capital Appreciation
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e Current Income: Focus on income through dividends
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e Capital Appreciation: Focus on increasing asset value
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Liquidity Considerations
U gacd) il i)
e Ability to quickly convert investments into cash without significant loss
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Short-Term vs. Long-Term Orientation
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e Short-Term: Focused on rapid trading strategies
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o Long-Term: Buy-and-hold strategies with thorough analysis
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Tax Factors
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* Investments affected by tax implications
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Tax Relief Act of 2003
2003 alat il pal) Cidds ¢ gild

¢ Changes in taxation on dividends and capital gains
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Ease of Management
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e Comparison between professional and personal investment management
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Retirement and Estate Planning Considerations
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e Early planning for retirement to leverage tax benefits
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Inflation
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¢ General price increases affecting purchasing power
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Measuring Rate of Return
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¢ Formulas to calculate returns on investments
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Risk Assessment
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¢ Understanding investment uncertainty and comparing risk levels
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Required Rate of Return
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¢ Componentsinclude the real rate of return, anticipated inflation, and risk premium
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Career Opportunities in Investments
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o Roles such as stockbroker, security analyst, portfolio manager, and financial planner
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Additional Resources
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¢ Websites and organizations providing information on investments
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Rate of Return Formula:

(P1-P0) + D1

Rate of Return=
PO

o Pl: Price at the end of the period
o PO: Price at the beginning of the period
o DI: Dividend income

Risk-Free Rate Formula:
Risk-Free Rate = (1+Real Rate) (1+ Expected Inflation) —1
RISK - comparing investments
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¢ Uncertainty associated with outcomes from an investment
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e The higher the risk, the higher the expected return (compensation)
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¢ Greater uncertainty displayed with wider dispersion
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o Higher variance and higher standard deviation
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RISK - of a security relative to the market expressed as beta
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e B =1:Moveintandem with the market
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e B >1:Morerisk than the market
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e B <1:Lessriskthanthe market
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Actual Consideration of Required Return
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1. Therealrate of return
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2. The anticipated inflation factor
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3. Therisk premium
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Real Rate of Return
(Aadal) dilad) Jara
o Thereturninvestors require for allowing others to use their money
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¢ Inflation factor added to the real rate of return
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Risk Premium
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e Extrareturn over the risk-free rate to compensate for market risk
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e Ahigher rate of return is required to entice investors into a riskier investment
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