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The Investment
Setting

After you read this chapter, you should be able to answer the following questions:

Why do individuals invest?

What is an investment?

How do investors measure the rate of return on an investment?

How do investors measure the risk related to alternative investments?

What factors contribute to the rates of return that investors require on alternative
investments?

What macroeconomic and microeconomic factors contribute to changes in the required
rates of return for individual investments and investments in general?

YYVYVYY
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For most of your life, you will be earning and spending money. Rarely, though, will your current
money income exactly balance with your consumption desires. Sometimes, you may have more
money than you want to spend; at other times, you may want to purchase more than you can
afford. These imbalances will lead you either to borrow or to save to maximize the long-run ben-
efits from your income.

When current income exceeds current consumption desires, people tend to save the excess.
They can do any of several things with these savings. One possibility is to put the money under
a mattress or bury it in the backyard until some future time when consumption desires exceed
current income. When they retrieve their savings from the mattress or backyard, they have the
same amount they saved.

Another possibility is that they can give up the immediate possession of these savings for
a future larger amount of money that will be available for future consumption. This tradeoff of
present consumption for a higher level of future consumption is the reason for saving. What you
do with the savings to make them increase over time is investment.'

Those who give up immediate possession of savings (that is, defer consumption) expect to
receive in the future a greater amount than they gave up. Conversely, those who consume more
than their current income (that is, borrow) must be willing to pay back in the future more than
they borrowed.

The rate of exchange between future consumption (future dollars) and current consumption
(current dollars) is the pure rate of interest. Both people’s willingness to pay this difference for
borrowed funds and their desire to receive a surplus on their savings give rise to an interest rate

'In contrast, when current income is less than current consumption desires, people borrow to make up the difference.
Although we will discuss borrowing on several occasions, the major emphasis of this text is how to invest savings.
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