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CHAPTER 1

Understanding Investments
REVIEW QUESTIONS
1-1.
Investments is the study of the investment process.  An investment is defined as the commitment of funds to one or more assets to be held over some future time period.

- Most individuals make investment decisions sometime

· Need sound framework for managing and increasing wealth


     - Essential part of a career in the field

· Security analyst, portfolio manager, investment advisor financial planner, Chartered Financial Analyst

Level of Difficulty: Easy
Topic: The Nature of Investments
1-2.
A financial asset is a paper or electronic claim on an issuer such as a corporation or the federal or provincial government.  Examples of financial assets include stocks, government bonds, and corporate bonds.

A real asset is a tangible physical asset.  Examples of real assets include gold, silver, gems, art, coins, and real estate.

Level of Difficulty: Medium
Topic: The Nature of Investments

1-3.
The three primary investing objectives are safety, income, and growth of capital.  Two secondary investing objectives are liquidity/marketability and tax minimization.

Level of Difficulty: Medium
Topic: Why Do We Invest?

1-4.
There are three main constraints that could have an impact on the design of an investment policy.  These include the level and stability of current and future income and financial obligations of an investor, an investor’s level of investment knowledge, and an investor’s tolerance for risk.

Level of Difficulty: Medium
Topic: Why Do We Invest?

1-5.
An investor would expect to earn the risk-free rate of return when he or she invests in a risk-free asset (such as a Treasury bill), and is, therefore, at the zero risk point (RF) on the horizontal axis in Figure 1-1.

Level of Difficulty: Medium
Topic: The Expected Return-Risk Trade-Off

1-6.
Expected return is the anticipated return by investors for a future time period, whereas realized return is the actual return on an investment for a previous period of time.

Level of Difficulty: Medium
Topic: The Basis of Investment Decisions

1-7.
Required rates of return differ as the risk of an investment varies.  Government of Canada bonds are less risky than corporate bonds, and therefore have a lower required rate of return. Government of Canada bonds do not have default risk, whereas there are varying levels of default risk in corporate bonds. 

Level of Difficulty: Difficult
Topic: The Basis of Investment Decisions

1-8.
The liquidity of a marketable security is an important thing for investors to consider because they want to be able to liquidate (sell) an investment in a timely and efficient manner.  An illiquid security has an added degree of risk associated with it.

Level of Difficulty: Difficult
Topic: The Basis of Investment Decisions

1-9. An active investment strategy involves identifying and investing in securities that the investor believes are underpriced.  An investor would concentrate on identifying and purchasing these securities in an attempt to outperform the market. 

A passive investment strategy is based on the belief that most securities are fairly priced.  With this strategy, an investor would attempt to construct a portfolio that mirrors the market index and would concentrate instead on reducing transaction costs and taxes.

Level of Difficulty: Medium
Topic: The Issue of Market Efficiency

1-10. Categories of institutional investors include banks, pension funds, investment companies, life insurance companies, and trust companies. Examples of Canadian corporations that fit into each of these categories are listed below:

Banks: Toronto-Dominion, Bank of Montreal, CIBC

Pension Funds: Ontario Teachers’ Pension Fund, Caisse de Depots et Placements du Quebec

Investment Companies: Investors Group, Royal Mutual Funds

Life Insurance Companies: Canada Life, Maritime life, Standard Life

Trust Companies: Canada Trust, Montreal Trust, Royal Trust

Level of Difficulty: Medium
Topic: The Importance of Studying Investments

1-11.
Traditionally, the investment decision process has been divided into security analysis and portfolio management.


Security analysis, the first step in the investment decision process,     


involves the analysis and valuation of individual securities.



Portfolio management, the second step, involves managing a group 


of assets (a portfolio), as a unit.

Level of Difficulty: Difficult
Topic: Structuring the Decision Process

1-12.
The study of investments is important to most individuals because almost everyone has wealth of some kind and will be faced with investment decisions at some point in their lives.  One important area where many individuals may make important investing decisions is retirement plans, particularly their Registered Retirement Savings Plan (RRSP).  

Level of Difficulty: Easy

Topic: The Importance of Studying Investments

1-13.
Investments, in the final analysis, is simply a risk-return tradeoff.  In order to have a chance to earn a return above that of a risk-free asset, investors must take risk.  The larger the return expected, the greater the risk that must be taken (see Figure 1-1).

Level of Difficulty: Difficult
Topic: The Expected Return-Risk Trade-Off 

1-14.
False.
Risk-averse investors assume risk if they expect to be adequately compensated for it.

Level of Difficulty: Difficult
Topic: The Expected Return-Risk Trade-Off

1-15.
The basic nature of the investment decision for all investors is the upward-sloping trade-off between expected return and risk that must be dealt with each time an investment decision is made (see Figure 1-1).

Level of Difficulty: Medium
Topic: The Expected Return-Risk Trade-Off

1-16.
All rational investors are risk averse because it is not rational when investing to assume risk unless one expects to be compensated for doing so.  

All investors do not have the same degree of risk aversion.  They are risk averse to varying degrees, requiring different risk premiums in order to invest.

Level of Difficulty: Medium
Topic: The Basis of Investment Decisions

1-17.
Institutional investors consist of banks, pension funds, investment companies, insurance companies, and bank trust departments. These investors manage huge portfolios of securities.

Institutional investors own and manage portfolios of securities on behalf of clients..  They affect the investments environment (and therefore individual investors), through their actions in the marketplace and by buying and selling securities in large dollar amounts.  However, although they appear to have several advantages over individuals (research departments, expertise, etc.), reasonably informed individuals should be able to perform as well as institutions, on average, over time.  This relates to the issue of market efficiency.

Level of Difficulty: Medium
Topic: Institutional Investors

1-18. Efficient markets are ones in which the prices of securities quickly and correctly reflect information about securities.  In such a market, the prices of securities do not depart for long from their justified economic values.

Level of Difficulty: Medium
Topic: The Issue of Market Efficiency

1-19. An efficient market is significant to investors because it will affect their behaviour.  Quite a few actions, such as performing the same security analysis as everyone else, are of no value in an efficient market.  Technical analysis is ruled out, as is standard fundamental analysis. Investors pursue a passive investment strategy if they believe in efficient markets. Portfolio management is also affected, with fewer actions justified than would be the case if the market were not efficient.

Level of Difficulty: Medium
Topic: The Issue of Market Efficiency

1-20. Investors should be concerned with global investing for several important reasons. First, more opportunities are now available to investors in the form of mutual funds and closed-end funds investing in foreign stocks and bonds. Second, the returns may be better in foreign markets at a particular point in time than in the Canadian markets. Third, by investing in foreign securities, investors may be able to reduce the risk of their portfolios. Fourth, many Canadian companies are increasingly affected by conditions abroad.

The exchange rate (currency risk) is an important part of all decisions to invest internationally.  As discussed later in the text, currency risk affects investment returns, both positively and negatively.

Level of Difficulty: Medium
Topic: The New Economy Versus the Old Economy

1-21. There is the risk that the nominal return on the Treasury bill will be outpaced by an unexpected increase in the nominal rate of inflation.  In addition, there is the chance that an unexpected increase in the tax rate would lead to a lower after-tax rate of return.  Also, there is the risk that the interest rate when the Treasury bill matures will be considerably lower than what an investor is currently receiving on a Treasury bill.

Level of Difficulty: Medium
Topic: Risk

1-22. In general, the term risk as used in investments refers to adverse circumstances affecting the investor's position.  Although it can be defined in several different ways, in this case, risk is defined as the chance that the actual return on an investment will differ from its expected return.

Beginning students will probably think of default risk and purchasing power risk very quickly.  Some may be aware of interest rate risk and market risk without fully understanding these concepts (which will be explained in later chapters).  Other risks include political risk and liquidity risk.  Students may also remember financial risk and business risk from their managerial finance course.

Level of Difficulty: Difficult
Topic: Risk

1-23. Although risk is the most important constraint, investors face other constraints. These include:

· Legal constraints

· Taxes

· Transaction costs

· Income requirements

· Exchange listing (or lack thereof)

· Diversification requirements

· Time Horizon

Level of Difficulty: Medium
Topic: Structuring the Decision Process

1-24.
Four external factors that affect the decision process are:


(1)
Uncertainty


(2)
The investing environment (institutional investors vs. individual investors)


(3)
The globalization of the investing process


(4)
The issue of market efficiency

The most important factor investors must deal with is uncertainty. Uncertainty dominates investments, and always will, since the realized return on a risky asset will almost always be different (sometimes quite different), from the expected return.

Level of Difficulty: Difficult
Topic: Important Considerations in the Investment Decision Process 
1-25. 
Ex ante: meaning before the fact, it refers to an investor’s expectation of higher returns from assets with higher risk before the investment is actually made.

Ex post: meaning after the fact or when it is known what has occurred, refers to the actual return realized for the risk taken.

Level of Difficulty: Medium
Topic: The Expected Return-Risk Trade-Off Available to Investors

1-26. 
Expected return is not usually the same as realized return, which creates risk. The risk-return trade-off is critical in investment decisions because an investor who wants a higher return must be willing to assume higher risk.

Level of Difficulty: Medium
Topic: The Expected Return-Risk Trade-Off

1-27.
    Internet technology has:  

- Revolutionized the flow of investment information


     - Dramatically lowered commission rates for individual investors

- Allowed investors to trade with software on their own personal computer

- Led to intense competition among on-line discount brokerage firms for investor business

Level of Difficulty: Easy          Topic: The Rise of the Internet

1-28. 
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Chapter 2

REVIEW QUESTIONS

Level of Difficulty: Difficult
Topic: The Expected Return-Risk Trade-Off

1-29.

Investors risk tolerance means investors should determine how much risk they are willing to take before investing. Investors’ risk tolerance means investors’ willingness to assume risk. Low risk tolerance is equivalent to high risk aversion. Based on their risk tolerance, investors can then decide how to invest. Investors may seek to maximize their expected return consistent with the amount of risk they are willing to take.

Level of Difficulty: Medium
Topic: Risk
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