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Preface

It is hard to escape the need for personal investment and financial
planning. In many advanced economies, the affordability of state support
during periods of unemployment, infirmity or old age is being questioned,
driven in large part by the need to adapt to the demographic challenge of
ageing populations. At the same time, decades of economic growth have
raised societies’” expectations about living standards throughout life. As a
result, individuals and households are finding that increasingly they must
organise their own financial security, and personal investment has become
the main route.

The first objective of this book is to raise your understanding and
confidence in making personal investment decisions. These will be affected
by some factors outside your control (for example, inflation and the
setting of interest rates) and others within your control (such as choices
about the mix of assets that you hold). All financial planning requires an
understanding of how the local context — your own particular situation

— is part of a wider context, including the role of the economy and
governments. In helping you to better understand both the local and wider
context of investment planning, the book will help you to become more
knowledgeable and thoughtful about your own investment decisions.

Some of you reading this book will be doing so as part of a university or
college course covering personal investment and financial planning, for
which this is a core text. You may be following, or preparing for, a career
in financial services, an industry in which selling and giving advice about
personal investment products plays a key role, and is going to increasingly
require higher level study. In the UK, Level 4 of the Qualifications and
Credit Framework in England, Wales and Northern Ireland or Level 7
of the Scottish Credit and Qualifications Framework has already been
set as the new minimum qualification level for investment advisers from
2012 onwards, with a requirement for ongoing continual professional
development. So a second objective of this book is to make a major
contribution to that professional development for people working in the
financial services industry.

The book explores the landscape of the financial services sector: how
financial innovation creates new products and may change the nature of
existing ones; how savers interact with providers and other players, such as
banks, life companies, fund managers and advisers; the different incentives

Xi
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and conflicts involved; and the role of financial regulation. It will be useful
for anyone who wants to know more about ways of planning for the
financial future, and what happens to money once it leaves the hands of
savers and investors.

Personal investment: financial planning in an uncertain world crosses traditional
disciplinary boundaries to bring together economics, finance, statistics,
history, business and sociology. It also draws on a wealth of relevant and
topical examples from the everyday world around you, including bank runs,
asset bubbles and changing pension provision. We hope that this book will
not only empower you with a new understanding about how to plan your
personal investments, but also give you a passion for understanding the
fascinating subject of personal finance.
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Disclaimer

This book does not claim to give specific individual financial advice and
nothing contained within it should be interpreted as doing so. If you
think that you need specific individual financial advice, you should see an
authorised financial adviser.
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Introduction

Introduction

At some point in our lives most of us will save: for retirement, for a
deposit on a home, or just for a rainy day. By not spending our money
in the present, saving allows us to put aside resources for the future.
Countries around the world differ greatly in the extent to which their
citizens save. In Italy, for example, people have higher saving rates than
in other large European countries, which means that they are less
vulnerable to unexpected changes in personal and economic conditions.
By contrast, US and British citizens are better known for their
indebtedness than their savings, with the average American having 50
per cent more debt than income (Bucks et al., 2009). Those of us who
are reluctant or unable to save are often encouraged by government to
do so, usually through tax incentives or other subsidies.

Ensuring that savings will be available in future to meet an individual’s
or household’s goals requires strategic planning and decision making.
Investing strategically requires knowledge and understanding about the
options available, the significance of the context in which choices ate
made and the implications of those choices. Consider the issue of
inflation. Rising price levels damage the real value (buying powet) of
most investments. Therefore it is essential that investors understand
where inflation comes from, how governments may react and the
impact on different investments. For example, back in 1948, £60 would
have purchased a new motorbike; 60 years later it could bately buy a
pair of wing mirrors — a vivid demonstration of the destructive power
of inflation. In comparison, £60 invested in the UK stock market in
1948, with income reinvested (ignoring tax), would have been worth
over £50,000 by 2009 (based on data from Barclays Capital, 2009) —
enough to buy ten motorbikes. Inflation compels investors to make
choices to try to protect the future value of their money and to engage
with stock markets. Even when savers put money into bank accounts,
they usually expect a return that will beat inflation and this is possible
only if banks invest the savings in some way.

This book provides an introduction to the main choices available to
personal investors. Four types of assets will be considered as possible
vehicles for investment: cash (meaning deposits, such as savings
accounts), bonds, shares and property. These assets can be chosen
directly, for example, by purchasing the shares of a particular company,
or indirectly by investing in financial products, such as investment
funds. Personal investment, as we broadly define it, looks at the
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investment of savings in such assets and their related financial products.
(This can be distinguished from real investment, which refers to
investment by companies in physical goods such as plant or machinery.)

To make personal investment choices, there are various techniques and
tools available to investors. This book explains how these work and, in
so doing, introduces you to the academic discipline of finance, a field to
which many eminent economists have contributed. Key to this field of
study is the lack of certainty about how returns from investment can be
predicted. The share price of a particular company, for example, may be
based on a calculation of future profits, which depend on a number of
unknown factors. These might include the success of its future sales,
how well it controls costs, the hiring of a new management team, or the
trajectory of economic conditions. You will be introduced to the power
of investment tools in turning unknown factors such as these into
precise calculations, but also to the limitations of the tools in the face
of uncertainty. That is not to say that such tools should be discarded,
but their suitability must always be understood in the context in which
they will be applied, just as, say, a hand lens would be a poor tool for
scanning the horizon.

Table 1 A guide to common personal investment terms*

Term What it means

Bonds Investments that are loans to a government,
company or other body. Typically, a bond has a set
repayment date and, in the meantime, pays interest
and can be bought and sold on the stock market.

Saving The flow of money not used for current
consumption and that contributes towards an
individual’s or household’s savings.

| |
l Savings The total value of all financial assets, including ‘
investments, that an individual or household has at
a particular point in time.

Shares Also called equities, securities or stocks. These are
investments where each holder becomes part-
owner of a company. The return may comprise
regular dividends (a share of the company’s profits)
that are not guaranteed and/or a capital gain or
loss when the shares are sold. Shares are often,
but not always, traded on the stock market.




Investing

Saving is sometimes called ‘investing’, especially
when the money is set aside for long-term goals.
‘Investing’ is often used to mean the purchase of
financial or physical assets that involve some risk
of capital loss. However, there is no set definition
and the terms ‘saving’ and ‘investing’ are often
used interchangeably.

Investment fund

A financial product that invests in a broad range of
different bonds, shares and/or other assets.

Investments

This tends to mean assets that are traded on a l
stock market or products that invest in such assets.
However, there is no set definition and across the

financial services sector you will find the term used

to mean different things.

Real value

The value or price of something after stripping out
any change due to inflation. For example, if £100 is

invested and grows to £110 but the general level of
prices goes up 10 per cent, the real value of the \

investment is still only £100. J

* These terms generally have different meanings when used by economists and
business specialists. This book makes clear when a more specialist meaning is

intended.

Introduction
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1 Themes in personal investment

Our intention, in writing this book, is to encourage you to think
critically about personal investment. You will be encouraged to make
informed decisions, to look at the implications in the small print when
considering financial products, to understand how the operation of
financial markets impacts on your planning, and to search behind the
marketing messages and advice of providers and advisers. The book
develops three main themes:

Risk and return. To make a financial return from investments,
individuals must take risks. Stocks and shares, for example, are more
risky, but over long periods of time typically offer higher returns
than bonds and cash. As you will explore in Chapter 1, even savings
accounts are not risk free. This theme looks at the relationship
between risk and return, and the extent to which investors can
increase returns without necessarily incurring extra risk. It also
highlights how our understanding of the risk—return relationship
rests on some deeply embedded assumptions that we might want to
question.

Uncertainty and change. This theme explores the importance to
personal investment of unforeseen forces and events. Some events
occur suddenly, throwing investment plans into disarray. Other
forces, such as population ageing, are more gradual, but generate
great uncertainty for personal investment decisions.

Regulation and ethics. Investors need to be assured that financial
institutions are sound and that financial product providers and
advisers are behaving in an ethical way. This may be achieved
through formal regulation and the financial services sector’s own
ethical codes and practices. Both are forged within the context of
government policies that aim to regulate the national and
international economy in pursuit of stability and other goals. Ethics
may also embrace a concern that the aims and actions of
organisations issuing investments are compatible with social,
religious, humanitarian and environmental objectives.

The following is a brief introduction to each theme, and why it is

important to personal investment. Some key concepts will be introduced
as part of this introduction.



1 Themes in personal investment

1.1 Risk and return

Savers have a diverse choice when looking at ways to set aside resources
for future consumption, and the options differ greatly in terms of risk.
The least risky for personal investors is generally taken to be savings
accounts, since they can easily be cashed in with no loss of the original
capital invested (ignoring any erosion due to inflation). In other words,
savings accounts have low liquidity risk and low capital risk.

Risk is related to return because the vast majority of investors must be
persuaded to take on extra risk and the persuasion comes in the form
of a higher potential return — a risk premium (only ‘potential’
otherwise there would be no risk). Of course, gamblers enjoy and seek
out risk — they may be playing the financial markets for their own sake
and require no extra reward, but most investors do not fall into this
category.

The key choice that investors face over the degree of risk and return
associated with their investments is illustrated in Figure 1. Risk is
plotted along the horizontal axis of the chart and potential return on
the vertical axis; the space created by these axes can be thought of as
the risk—return spectrum. We have placed a number of investments in
this space, choosing the position of each one according to the balance
of risk and return that we think it offers. For example, we have put
savings accounts in the bottom left-hand corner, corresponding to low
risk but a potentially low return. Moving upwards and to the right, the
investments become progressively more risky — generally because
liquidity risk or capital risk or both increase — but the reward for the
extra risk is a higher potential return; in other words the risk preminm
increases. Shares are very risky, which is why most people do not buy
them individually but instead invest in a broad spread of different
shares through an investment fund. On the whole, where we have
placed each investment should be fairly uncontroversial. But the
investments shown are broad types, and within each type there will be
examples of some that are higher risk and some lower risk than the
position on the chart suggests. For example, a fund investing in the
shares of small, high-growth companies may be more risky than buying
shares in a single well-established high-street name.

Don’t worty if some of the investments in Figure 1 are unfamiliar to
you at present. Chapters 1 to 4 will introduce you to them, explaining
how they work and the nature of the risks involved.

Liquidity risk

The risk of being
unable to cash in an
investment rapidly or at
an acceptable price.

Capital risk

The possibility that
investors may lose
some or all of their
original capital and
returns made to date.

Risk premium

The extra return that
an investor expects as a
reward for choosing a
risky investment rather
than a risk-free one.

Risk-return spectrum
The relationship
between the risk of]
and return from,
investments: usually,
lower-risk investments
offer lower returns,
while investments
offering the chance of
higher returns involve
additional risk.
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O Derivatives
(see Chapter 4)
O Collectables, such as
antiques (see Chapter 2)

O Shares (see Chapter 2)

O Investment funds investing in
shares and/or commercial
property (see Chapter 3)

O Corporate bonds (see Chapter 2)

o Investment funds investing in bonds
(see Chapter 3)

Increasing potential return

0 Government bonds (see Chapter 2)

O Savings accounts (see Chapter 1)

Increasing risk

Figure 1 The risk—return spectrum

Activity 1

Many personal investors look on their home — or perhaps a buy-to-let
property — as their most important investment and you may have noticed
that neither of these is included in Figure 1. Where on the chart would
you place them?

Whether or not a home should be viewed as an investment is debatable.
Although the property may increase in value, there is the problem of
selling it to realise the gain, since the owner will still need somewhere to
live. It might be possible to sell and buy somewhere cheaper, but this is
not certain. Setting that issue aside, investing in a single asset is always
more risky than investing in many. In this case, the single property
chosen could be affected by, for example, subsidence, a declining
neighbourhood, plans to build a new road, and so on. By contrast, the
fate of one property will have only a limited impact on a fund invested
in a spread of many properties. However, the biggest impact on risk is
the way in which homes and buy-to-let properties are usually bought:
with a mortgage. You will explore in Chapter 1 how borrowing to invest
(leverage) increases both the risk and potential return considerably. So



