CHAPTER 1

THE INVESTMENT SETTING

What Is An Investment?

What you do with savings to make them increase over time is investment

Investment Defined

The current commitment of funds for a period of time to derive a future flow of funds that will compensate you for the time the funds are committed, for the expected rate of inflation, and for the uncertainty of the future flow of funds.



The Time Value of Money

A dollar today is worth more than a dollar tomorrow.

Money has time value because of: Real risk free rate, Inflation protection, and risk

Reasons for investing

Income. Capital Preservation. Capital Appreciation.

Key Issues in Investing

There is a tradeoff between risk and expected return.

Expected Return = (1 + nominal risk-free rate)(1 + risk premium) - 1

Developed Financial Markets are nearly efficient.

Focus should be on after tax returns, net of expenses.

Investors should diversify across asset classes, industries, and countries.

The Financial Environment

Types of investments: Direct investment. Indirect Investment. Derivatives

Market Participants: Households. Businesses. Government.

Investment Strategies

Asset Allocation. Active – Market timing. Passive – Maintain predetermined asset allocation.

Security Selection. Active – Stock Picking. Passive – Indexing.

Ethics and Job Opportunities in Investments

Registered Representative with a Brokerage Firm

Investment Analyst with a Brokerage Firm or Investment Bankers

Investment Analyst with a Bank

Investment Analyst with a Money Manager or Mutual Fund

Investment Analyst with Insurance Company

Portfolio Manager

Financial Planner

Professional Designations: 

Chartered Financial Analyst (CFA). 

Certified Financial Planner (CFP).

CHAPTER 1
Answers to Questions

1. 

When an individual's current money income exceeds his current consumption desires, he saves the excess.  Rather than keep these savings in his possession, the individual may consider it worthwhile to forego immediate possession of the money for a larger future amount of consumption.  This trade-off of present consumption for a higher level of future consumption is the essence of investment.An  investment is the  current  commitment of funds for a period of time in order to derive a future flow of funds that will compensate the investor for the time value of money, the expected rate of inflation over the life of the investment, and provide a premium for the uncertainty associated with this future flow of funds.

2. 

Students in general tend to be borrowers because they are typically not employed so have no income, but obviously consume and have expenses.  The usual intent is to invest the money borrowed in order to increase their future income stream from employment--i.e., students expect to receive a better job and higher income due to their investment in education.

3. 

In the 20-30 year segment an individual would tend to be a net borrower since he is in a relatively low income bracket and has several expenditures--automobile, durable goods, etc.  In the 30-40 segment again the individual would likely dissave since his expenditures would increase with the advent of family life, and conceivably, the purchase of a house.  In the 40-50 segment, the individual would probably be a saver since income would have increased substantially with no increase in expenditures.  Between the age of 50 and 60 the individual would typically be a strong saver since income would continue to increase and by now the couple would be "empty-nesters."  After this, depending upon when the individual retires, the individual would probably be a dissaver as income decreases (transition from regular income to income from a pension).

4. 

The saving-borrowing pattern would vary by profession to the extent that compensation patterns vary by profession.  For most white-collar professions (e.g., lawyers) income would tend to increase with age.  Thus lawyers would tend to be borrowers in the early segments (when income is low) and savers later in life.  Alternatively, blue-collar professions (e.g., plumbers), where skill is often physical, compensation tends to remain constant or decline with age.  Thus plumbers would tend to be savers in the early segments and dissavers later (when their income declines).

5. 

In order to maintain purchasing power the nominal required rate of return would have to increase by 7 percentage points. Assuming a real interest rate of 3% and zero risk premium, one year from now an investor would require $110 to purchase what $100 would have purchased one year ago. By not adjusting the required rate of return for inflation the investor suffers a decline in purchasing power.

6. 

The time value of money refers to the idea that a dollar today is worth more than a dollar in the future.

7. 

An investor's required rate of return is a function of the economy's risk free rate (RFR), an inflation premium that compensates the investor for loss of purchasing power, and a risk premium that compensates the investor for taking the risk.  The RFR is the pure time value of money and is the compensation an individual demands for deferring consumption.  More objectively, the RFR can be measured in terms of the long-run real growth rate in the economy since the investment opportunities available in the economy influence the RFR.  The inflation premium, which can be conveniently measured in terms of the Consumer Price Index, is the additional protection an individual requires to compensate for the erosion in purchasing power resulting from increasing prices.  Since the return on all investments is not certain as it is with T-bills, the investor requires a premium for taking on additional risk.  The risk premium can be examined in terms of business risk, financial risk, liquidity risk, exchange rate risk and country risk.

8. 

Required rate of return = Nominal risk-free rate + Risk Premium. Therefore the required rate of return here is 9%. This rate compensates an investor for taking on additional risk.

9. 

Investors will purchase the safe asset rather than the risky asset. Demand for the safe asset will push the price of the asset higher and the yield lower until the yield on the risk asset exceeded the yield on the safe asset.

10. 

Because the required rate of return has a risk premium. The riskier the asset the higher the risk premium and therefore the higher the required rate of return on the asset. Thus risk drives expected return.

11. 

Markets are operationally or internally efficiency if transactions cost of trading are low. External or information efficiency refers to the idea that new information is quickly reflected in asset prices.

12. 

A tax reduces an investor’s rate of return. For example if pre-tax and pre-expense annual returns are 10% and the tax rate is 25%. The after tax return to the investor is 0.10(1-.25) = 0.075 or 7.5%. Investment expenses also reduce an investor’s rate of return. Using the previous example, the investors return after taxes and investment expenses of 5% would be 0.075(1-0.05) = 0.07125 or 7.125%. Thus investment expenses reduce investment returns just like a tax. 

13. 

A “sure thing” investment would be a risk free asset that would provide relatively low returns. In order to enhance returns and diversify risk an investor would have to invest across asset classes. If the “sure thing” investment was a risky asset then the investors could in the extreme loose the whole investment. Diversifying across asset classes helps reduce risk and enhance returns.

14. 

The major source of savings is the household sector.

15. 

Financial intermediaries function in primary markets and help to gather funds from savers and channel them to parties such as the government and corporations. For example an investment bank that underwrites an IPO is a financial intermediary.

16. 

Brokers and dealers both function in secondary markets. A broker helps to bring buyers and sellers together. On the other hand a dealer, while assisting in the process of bringing buyers and sellers together, may trade from his own account.

17. 

In the asset allocation decision an active investor will attempt to time the market, that is try and determine which asset class is likely to outperform in the future and increase the allocation to that asset class. A passive investor on the other hand will stick with a pre-determined asset allocation with periodic rebalancing. In the security selection decision and active investor will focus on stock picking. A passive investor would track a market index.

18. 

If a manager felt he had expertise in market timing but not in security selection then he would follow an active asset allocation policy and a passive security selection strategy. If the manager felt he had superior stock picking skills but lacked expertise in market timing then the appropriate strategy would be to follow a passive asset allocation strategy and be active in security selection.

19. 

Practitioners in the financial services sector advise clients and deal with large sums of money. Consequently, ethical considerations are very important.

CHAPTER 1
Answers to Problems
1. The required rate of return = (1.07)(1.04) – 1 = 0.1128. One thousand dollars invested at 11.28% over 10 years would grow to 

1000(1 + 0.1128)10 = $2911.86

Over 20 years $1000 would grow to

1000(1 + 0.1128)20 = $8478.96

2. a. Required rate of return = (1.11)(1.02) = 0.1322 or 13.22%

b. Required rate of return = (1.12)(1.03) = 0.1536 or 15.36%

c. Required rate of return = (1.06)(1.05) = 1.113 or 11.3%

3. At the end of 20 years $10,000 invested in the tax-deferred account would have grown to 

10,000(1 + 0.08)20 = $46,609.57

After tax you are left with

46,609.57(1 – 0.25) = $34,957.18

At the end of 20 years $10,000 invested in taxable account would have grown to 

10,000(1 + 0.06)20 = $32,071.35.

The after tax yield is 0.08(1- 0.25) = 0.06

4. If the after tax rate is 7% then at the end of 20 years $10,000 would grow to

10,000(1 + 0.07)20 = $38,696.84

This is higher than $34,957.18, the amount available at the end of 20 years if invested in a tax deferred account at 8%.

CHAPTER 1
Answers to Spreadsheet Exercises
1. The basic spreadsheet should look like this

	Spreadsheet exercise
	
	

	
	
	
	

	Initial investment
	
	 $10,000.00 
	

	Number of years
	
	25
	

	Base return
	
	7.0%
	

	Future Value
	
	 $54,274.33 
	

	
	
	
	

	Asset
	Return
	Allocation
	FV

	1
	-100%
	 $  2,000.00 
	 $           -   

	2
	0%
	 $  2,000.00 
	 $  2,000.00 

	3
	5%
	 $  2,000.00 
	 $  6,772.71 

	4
	10%
	 $  2,000.00 
	 $21,669.41 

	5
	12%
	 $  2,000.00 
	 $34,000.13 

	
	
	
	 $64,442.25 


a. Approximately 10.42%

	Initial investment
	
	 $10,000.00 
	

	Number of years
	
	25
	

	Base return
	
	7.0%
	

	Future Value
	
	 $54,274.33 
	

	
	
	
	

	Asset
	Return
	Allocation
	FV

	1
	-100.00%
	 $  2,000.00 
	 $           -   

	2
	0.00%
	 $  2,000.00 
	 $  2,000.00 

	3
	5.00%
	 $  2,000.00 
	 $  6,772.71 

	4
	10.00%
	 $  2,000.00 
	 $21,669.41 

	5
	10.42%
	 $  2,000.00 
	 $23,832.22 

	
	
	
	 $54,274.34 


b. The portfolio value falls to $62,442.25

	Asset
	Return
	Allocation
	FV

	1
	-100.00%
	 $  2,000.00 
	 $           -   

	2
	-100.00%
	 $  2,000.00 
	 $           -   

	3
	5.00%
	 $  2,000.00 
	 $  6,772.71 

	4
	10.00%
	 $  2,000.00 
	 $21,669.41 

	5
	12.00%
	 $  2,000.00 
	 $34,000.13 

	
	
	
	 $62,442.25 


c. At 8% the value of the single asset portfolio is $68,484.75

= (1.08)25(10000)

At 6% the value of the single asset portfolio is $42,918.71

= (1.06)25(10000)

The value of the 5-asset portfolio is $64,442.25

d.  If asset returns are 1% point lower for asset 3, 4 and 5, the portfolio value is $51,748.76

	Asset
	Return
	Allocation
	FV

	1
	-100.00%
	 $  2,000.00 
	 $           -   

	2
	0.00%
	 $  2,000.00 
	 $  2,000.00 

	3
	4.00%
	 $  2,000.00 
	 $  5,331.67 

	4
	9.00%
	 $  2,000.00 
	 $17,246.16 

	5
	11.00%
	 $  2,000.00 
	 $27,170.93 

	
	
	
	 $51,748.76 


If  asset returns are 1% point higher, the portfolio value is $80,215.75

	Asset
	Return
	Allocation
	FV

	1
	-100.00%
	 $  2,000.00 
	 $           -   

	2
	0.00%
	 $  2,000.00 
	 $  2,000.00 

	3
	6.00%
	 $  2,000.00 
	 $  8,583.74 

	4
	11.00%
	 $  2,000.00 
	 $27,170.93 

	5
	13.00%
	 $  2,000.00 
	 $42,461.08 

	
	
	
	 $80,215.75 


e. A 1% increase in returns causes the future or terminal value of the single asset portfolio to rise by 26.18%.

A 1% decrease in returns causes the future or terminal value of the single asset portfolio to fall by 20.92%.

A 1% increase in returns for each asset causes the future or terminal value of the diversified portfolio to rise by 24.48%.

A 1% decrease in returns for each asset causes the future or terminal value of the diversified portfolio to fall by 19.72%.

The diversified portfolio is less volatile.
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