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CHAPTER 01 

THE INVESTMENT SETTING

Forms of Investment
The Setting of Investment Objectives

Risk and Safety of Principal

Current Income versus Capital Appreciation

Liquidity Considerations

Short-Term versus Long-Term Orientation

Tax Factors

Ease of Management

Retirement and Estate Planning Considerations

Measures of Risk and Return

Risk

Actual Consideration of Required Returns

Real Rate of Return

Anticipated Inflation Factor

Risk Premium

What You Will Learn
Appendix 1A: Career Opportunities in Investments
Learning Objectives

1. Understand the difference between financial and real assets.
2. Discuss the key considerations in setting investment objectives.
3. Appreciate the potential change in investment strategy caused by the tax law revisions.
4. Describe the relationship of risk and return.
5. Explain the three factors that comprise the required rate of return for an investor.
6. Understand the career opportunities that are open to students in the field of investments.
Teaching Notes

Chapter 1 acquaints the student with basic concepts, terminology, and principles relating to the study of investments.  Key topics include types of investment alternatives, investment objectives, and the concepts of risk and return.  The intent of the chapter is to give an overview of important ideas about investing and the environment in which investing takes place. The material is presented in an easily understood, non-rigorous fashion, nevertheless, it is important material.  

Table 1-1 serves as a format for presenting the various types of investment alternatives available in the marketplace.  The instructor may wish to stress the division between financial and real assets and their differences as investment alternatives. Most students find investment objectives an interesting topic, and this is an easy entree into a discussion of risk and safety of principal, current income versus capital appreciation, liquidity, tax factors, and other considerations for the investor.  This provides an opportunity to relate the investment characteristics of real and financial assets to investment objectives. 

Risk-return analysis is given a strong emphasis in the initial chapter of the book. The authors like to point out to the students that they are experts on risk-return analysis as they trade off leisure time for study time and at the same time try to maximize their GPA. Risk-return concepts should set the stage for later analysis of various types of investments.  Figure 1-1 presents the standard deviation as a measure of risk and Figure 1-4 uses the well-known Ibbotson and Sinquefield data to provide the student with some real numbers in an historical perspective.  We like to use the data in Figure 1-4 to present the difference between the geometric mean and arithmetic mean and also to discuss how the standard deviation is a measure of risk. In this context, one can use the data to show that over time higher risk is associated with higher return assets. A more rigorous coverage of risk-return analysis, drawing more heavily on statistics, is covered later in the text.

Finally, the instructor may want to briefly discuss the career opportunities in investments/portfolio management with his or her class.  Appendix 1-A can be used for this purpose.  The student may have little knowledge of investment positions beyond the stockbroker, and can gain from learning about the role of the security analyst and CFA, Chartered Financial Analyst, the function of the investment banker, and the increasing importance of the financial planner.

An S&P Problem is included in this chapter.

Answers to Text Discussion Questions

1. How is an investment defined?
1-1.
An investment is the commitment of current funds in anticipation of receiving a larger flow of funds in the future.

2. What are the differences between financial and real assets?
1-2.
A financial asset represents a financial claim on an asset that is usually documented by some form of legal representation such as a stock or bond. A real asset is an actual tangible item such as real estate, gold, antiques, jewels, etc.

3. List some key areas relating to investment objectives.
1-3.
Key areas relating to investment objectives include risk and safety of principal, current income versus capital appreciation, liquidity considerations, short-term versus long-term orientation in measurement, tax factors, ease of management, and retirement and estate planning considerations.

4. Explain the concepts of direct equity and indirect equity. 
1-4.
Direct equity represents actual ownership of shares in a firm or the instruments that can be used to purchase the shares (such as warrants or options). Indirect equity is ownership of shares of an investment company that in turn owns an equity position in other firms.

5. How are equity and creditor claims different?
1-5.
Equity claims represent ownership in something whereas creditor claims are represented by a debt instrument.

6. Do those wishing to assume low risks tend to invest long term or short term? Why?
1-6.
Risk averters tend to invest short term because liquidity tends to be greater and changes in prices of assets tend to be less over the short term.

7. How is liquidity measured?
1-7.
Liquidity is measured by the ability to convert an asset into cash within a relatively short period of time with a minimum capital loss from the transaction. Liquidity can also be measured indirectly by the transactions costs or commissions involved in the transfer of ownership.

8. Explain why conservative investors who tend to buy short-term assets differ from short-term traders.
1-8.
Conservative investors tend to buy short term and hold to maturity, and do no necessarily seek critical timing decisions. Short-term traders may buy long or short term, but do not expect to hold the assets indefinitely, so timing to obtain the lower purchase price and highest selling price is critical.

9. How does the Tax Relief Act of 2003 affect the relative attractiveness of long-term capital gains versus dividend income? (A general statement will suffice.)
1-9.
There is no longer a strong preference for long-term capital gains over dividends. Both long-term capital gains and dividends are taxed at a maximum rate of 15 percent.

10. Why is there a minimum amount of time that must be committed to any investment program?
1-10.
Even when someone else manages your investments, you must monitor the managers' activities and choose the best managers.

11. In a highly inflationary environment, would an investor tend to favor real or financial assets? Why?
1-11.
Real assets, because they have a replacement value reflecting increasing prices. In a more moderate inflationary environment, stocks or bonds may be preferred.

12. What two primary components are used to measure the rate of return achieved from an investment?
1-12.
The two primary components of return are capital gains (or increase in value) and current income (for a stock, this would be represented by dividends).

13. Many people think of risk as the danger of losing money. Is this the same way that risk is defined in finance?
1-13.
In finance, risk is not viewed as simply the danger of losing money, but rather as the uncertainty associated with the outcomes from an investment. The greater the dispersion of possible outcomes, the greater is the risk.

14. What are the three elements that determine the return an investor should require from an investment?
1-14.
The three elements that determine required return are: the real rate of return, the anticipated inflation factor, and the risk premium.

15. Explain how an investor receiving a 2 or 3 percent quoted return in an inflationary environment may actually experience a negative real rate of return.
1-15.
If the rate of inflation exceeds the quoted rate of return on an investment, the investor will experience a negative real return. He or she is "paying" the borrower to use the funds. 1-16.
In Figure 1-4, the Ibbotson values show that the highest return category was small company stocks and the lowest was U.S. Treasury Bills. Not coincidentally, small stocks had the highest risk and Treasury bills the lowest risk.

16. In Figure 1–4, what has been the highest return investment category over the 79-year period? What has been the lowest? Assuming risk is measured by the standard deviation, what can you say about the relationship of risk to return in Figure 1–4?
1-16.
In Figure 1-4, the Ibbotson values show that the highest return category was small company stocks and the lowest was U.S. Treasury Bills. Not coincidentally, small stocks had the highest risk and Treasury bills the lowest risk.
PROBLEMS

Rate of return

1.
The stock of Clarkson Corporation went from $50 to $56 last year. The firm also paid $2 in dividends. Compute the rate of return.
1-1.
Rate of return = 
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Rate of return

2.
In the following year, the dividend was raised to $2.25. However, a bear market developed toward the end of the year, and the stock price declined from $56 at the beginning of the year to $48 at the end of the year. Compute the rate of return or (loss) to stockholders.
1-2.
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Risk-free rate
3.
Assume the real rate of return in the economy is 2.5 percent, the expected rate of inflation is 5 percent, and the risk premium is 5.8 percent. Compute the risk-free rate (Formula 1-3) and required rate of return.
1-3.
Risk-free rate = (1 + Real rate) ( (1 + Expected rate of inflation) – 1



(1.025)(1.05) − 1 = 1.0763 − 1 = .0763 = 7.63%



Required rate of return = Risk-free rate + Risk premium






 = 7.63% + 5.8%






 = 13.43%

Required return
4.
Assume the real return in the economy is 4 percent. It is anticipated that the consumer price index will go from 200 to 210. Shares in common stock are assumed to have a required return one-third higher than the risk-free rate. Compute the required return on common stock.
1-4.
Real rate = 4.0%



Expected rate of inflation = 210/200 = 1.05 or 5%



The risk-free rate is:



(1.04)(1.05) (1 = 1.092(1 = .092 = 9.2%



The required rate of return is:



9.2% ( 1.33 = 12.24%
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