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Unit 1

Why Investing?

Craig Hall had an uncommon problem when he started college in 1968 — he had
$ 4,000 in excess funds that he wanted to invest. While attending Eastern Michigan Uni-

versity in Ypsilanti, Hall started looking around for an investment property in nearby Ann
Arbor, Michigan. He bought a rundown house for § 27,250, using his $ 4,000 for the
down payment. During his spare hours he painted, carpeted, and renovated the house. In
1970, he sold the house for $52,000. He cleared out $ 20,000 on the transaction, a 400
percent return on his $ 4,000 down payment. Not bad, you say. The guy probably gradu-
ated from Eastern, and moved to a safe comfortable job in Detroit. Right? Not quite. Hall
got hooked on investing in real estate. He continued to buy and sell investment properties
and wrote a book about his experiences. One final question — how well has he done? By
his own estimate, Hall had seen his $ 4,000 grow to over $ 10 million by 1978. And he
was not even 30 years old at the time

Not all of us are interested in real estate investments. Besides real estate, there are
stamps, coins, comic books, lunch boxes, beer cans, dolls, jewelry, antiques, books,
prints, art objects, gizmos, and do-dads. And let’s not forget stocks and bonds.

It is not very often that we meet someone as successful in investing as Craig Hall.
Perhaps more familiar is hearing of someone who has lost money in the stock market. Any
investment opportunity that we could look at carries with it a promise of providing a return
and a chance that the investment will go down in value. That is, investments involve both
possible returns and risk of loss.

Then, why should we, the risk-averters run risks to invest our money?

Generally, most people have only two viable alternatives for their money (incomes)
— they can spend it all or they can spend some of it and save the rest. That is, for a given
time period ;

Spending +Saving =Income

All of us have certain expenditures that have to be made. Food, clothing, shelter,
recreation, transportation, etc. , are items on which income has to be spent. A certain
part of income is not needed to pay for these required expenditures. This portion of income
can either be saved or spent on nonessential items. The consumer has to make a conscious
decision regarding whether to spend or save this certain portion of income.

If a person decides to save a portion of his or her income, it raises another question,
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“Why save?” Savings can be viewed as postponing present consumption in favor of future
consumption. A person may be willing to save if he or she feels that the satisfaction de-
rived from saving now and consuming in the future is greater than the satisfaction derived
from current cc‘msumptién.

The trade-off between present consumption and saving for future consumption is
something all of us face. The decision between these alternatives is a personal one — there
is no good or bad choice. What we are doing is maximizing our satisfaction or welfare.
Each person has a different view of how he or she can maximize his or her own welfare.
Welfare depends on both present and future consumption.

We are now in a position to go back and answer one of the two questions posed earli-
er. We use our income to maximize our welfare.. Maximizing our welfare implies maximiz-
ing our present as well as our future consumption. However, maximizing our future con-
sumption is dependent on how we have invested portions of our incomes. For example, a
person is saving $ 15 a week for 52 weeks. If the person stuffs the money in a mattress,
he or she will have, in one year, $15X52= $ 780. Now assume that this same amount is
invested in a savings account which pays and compounds interest weekly. The interest rate
is 5. 25 percent. In one year, this person will have § 800. 42 in the savings account. By in-
vesting, this person has more for future.consumption than by not investing.

Now it becomes obvious why we run risks to invest. We invest to maximize or in-
crease our welfare. We invest to earn a return, just like Crag Hall. Investments in savings
accounts are very safe, and the returns are not risky. Other investments, such as buying
stocks or antiques, do not gurantee a set return. However, there is a common issue — the
investor expects the return to be positive. Investments can be defined as an assets acquired

with the expectation of earning a positive return over a certain time span.

New Words &. Expressions

excess fund ZBHEFE spending n. X

property n. ;W= expenditures n. JH® .2 %

rundown house WIEREF nonessential adj. AREEH,ELEDH
clear out EH item n. YH;WE

get hooked on # b ;Ui T consumption n. JH#

comic adj. BFEH trade-off /'treido:f/ —F¥—YHHl <, (A
lunch box #4£& by

beer can R &E maximize v. AP K

prints n. EIR|5 pose v. IRH

gizmo /'gizmau/ n. RITHNBEE mattress /'metris/ n. K

do-dad /'duidaed/ n. /DNEM compound interest 1+ & EF )

viable adj. ZEFRHY, F]EHERY Proper Nouns

'2.



Craig Hall TH#-ER =4
Eastern Michigan University ZHR& MR K | Ypsilanti B PG
Notes

1. Hall’s amazing story is covered in his book The Real Estate Turnaround.

2. “investment” can also be defined as investing money (3 ¥f) or sum of money that is in-

vested (B YE &)
Word
close

close company WA E CHHAB B &S
BEFER L —FoF , A HEBREE

Study
risk-asset ratio X\ 5= HFE
risk capital ERFA

income

WH EREATFFHE) income WA (A5 3 A B BRML S0 7= Fr

closed indent [ il 14 %€ B B FE R ESEE5)
close out T 4R 5 real income SERRUEA
closing T4,.4%,BE5H income bond WZEHELY
closing an account Z5{EMk 7, KAk & income debenture WX {RFF
closing entries £k 4> income gearing W25 HLf % &
closing prices W&t income tax P18 HL

risk "| income yield F| B W%
risk EE.XE,ER incoming partner FEIKA

Exercises

I. Answer the following questions:

1. Give two examples to show why you should defer present consumption for future con-

sumption.

. Explain why people invest.

. Find more about Craig Hall.

N O O W DN

. Why does one save?

. What is meant by “maximizing one’s welfare?”
. Is a savings program a good idea for everyone?

. Savings is a form of consumption. Is the statement true or false or neutral? Explain.

8. Define investments from an investing viewpoint.

II. Translate the following into English:
I 4 d=k
2. 2RRE

3. L B BE I H
4. 400 % i [E] 4%



5. BRE %R 9. ¥ A E I AT E A

6. AT AR TS M THHKH % 10. [& % #11
7. —FrBE R BT 11. #[F 8 &8
8. SLRRIF 6 12. AP FAERHIH B RES

III. Translate the following statements into Chinese:

1. He bought a rundown house for $ 27,250, using his § 4,000 for the down payment.

2. By his own estimate, Hall had seen his $ 4,000 grow to over $ 10 million by 1978.

3. Perhaps more familiar is hearing of someone who has lost money in the stock mar-
ket.

4. That is, investments involve both possible returns and risk of loss.

5. Most people have only two viable alternatives for their money — they can spend it
all or they can spend some of it and save the rest.

6. Savings can be viewed as postponing present consumption in favor of future con-
sumption.

7. Each person has a different view of how he or she can maximize his or her own wel-
fare.

8. By investing, this person has more for future consumption than by not investing.

9. Other investments, such as buying stocks or antiques, do not gurantee a set return.

10. Maximizing our future consumption is dependent on how we have invested portions

of our incomes.

Reading Material

Returns from Investing

By the way, in case you were wondering, Craig Hall did not receive his initial invest-
ment amount of $ 4,000 from his parents as a “going away to college” present. He dilli-
gently accumulated the sum by doing odd jobs starting at age 10. What alternatives exist
to allow one to save for investing? Using budgets, forcing savings, skipping an expendi-
ture and saving the nonroutine incomes. ‘

People invest with the expectation of returns and with the knowledge that these re-
turns may not be realized. I}qvestments involve both returns and risks. The various com-
ponents of returns from an investment are discussed in this section.

Interest, dividends, capital gains, rent, and retirement income are all various forms
of return.

Interest. A person can make an investment by lending money to someone else. Savers
lend money to the firiancial institution where they have savings accounts. A person open-
ing a savings account at a bank is basically lending money to the bank. Another form of
lending is buying bonds issued by the government or a corporation. For example, one way
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that the federal government borrows money is by selling U. S. savings bonds. Borrowers
pay interest on the loans they have received. These interest payments are returns to or in-
come for the lenders. Annual interest income is usually expressed as a percent of the
amount of the loan.

Dividend. A corporation has two alternatives for using profits. It can keep all or some
portion of profits and reinvest them in the business. The amount of profits that the firm
keeps for reinvesting is called retained earnings. Second, the firm can pay some or all of
its profits to its stockholders. The portion of profits paid to stockholders is called divi-
dends. Dividends are usually stated as a dollar amount per share of common stock.

Capital gains. When one buys certain investments, such as common stocks, it is with
the expectation that, besides paying dividends, the price of the stock will go up. If the
stock is sold for a price that is higher than the purchase price, then the difference between
the selling price and the purchase price is called capital gains. Capital gains are a form of
return on investments. Many investments are bought with the expectation of capital gains.
People invest in such things as antiques and art objects not because they pay dividends,
but because they are expected to provide capital gains. Of course, not all investments go
up in price. Some go down in price, and if sold for less than the purchase price, produce
capital losses.

Rent. One can buy property and then lease its use to someone else. The person using
the property pays rent to the owner. Most of us, at one time or another, have lived in a
rented house, trailer, or apartment. Rent is another form of return on an investment.

Retirement Income. A person who has financially planned his or her retirement will
receive retirement income. This retirement income may be from social security, from a
pension plan, or from a life insurance policy purchased some years before. Retirement in-
come is a form of return on investment. It’s true that people have no choice about making
certain types of retirement income investments, such as a social security. Still they are in-
vestments and are expected to produce returns in later years.

Now let’s see some examples of returns.

A person invests money in a savings account at a financial institution. The interest re-
ceived by the person is the return on that investment. Similiarly, a person who buys U.S.
savings bonds will also receive returns in the form of interest. Persons who own the com-
mon stock, for example, Procter & Gamble, or IBM. , are reasonably well assured of re-
ceiving periodic dividends on their common stock holdings.

Assume that a person bought a house for $ 35,000 in 1977. Recently, this house was
sold for $57,000. The diference between the selling price and the purchase price is the
profit the homeowner made on the house and is a return on the $ 35,000 investment.
Someone who buys stock for $ 1,000 and sells it for § 1,200 one year later has earned a
($1,200 — $1,000)/$1,000 =. 20 or 20 percent return on the investment of $1,000.

A person buys an apartment building for $ 100,000 and receives rent of $ 18,000 an-
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nually. After operating expenses of $ 6,000, the person is left with $ 12,000 every year,
which is the annual return on the $ 100,000 investment. A person may buy an ordinary
life insurance policy, which pays him $ 500 per month after that person reaches age 65.
Part of the $ 500 is the money originally paid for the insurance policy, the premiums. The
remaining amount is the return from the policy. These are but some of the ways in which

persons receive returns on their investments.

New Words &. Expressions

initial investment amount F ¥ FH trailer /'treilos/ n. (KEHN)ED
“going away to college” present “FAk%”| BEE

AL retirement income E{RICA
skip v. BE,.Wd retirement pension JB{K&
nonroutine income JEFHFTKA life insurance policy AFRKHE
component n. 45 premium n. R, RHK.¥E, ER I
retained earnings EHFRIWA HIPRB 3



Unit 2

Investment Alternatives

The investor has a wide variety of investment alternatives available. These alterna-

tives vary both in terms of the returns they provide and the risks they carry. The following

table summarizes major types of investments and their risk and return characteristics.

Investment Alternatives & Their Characteristics

) o Expected
Type of Business | Market Inflation Liquidity Composite
Annual
Investment Risk Risk Risk Risk Risk
Return
1. U.S. Savings .
none none high none none 6.5%
bonds
2. Savings ‘
very low | none high none negligible 5%-15%
accounts
3. High grade
low average average low very low 10%-15%
bonds
4. Speculative )
High high average average moderate 12%-18%
bonds
5. Blue-chip .
very low | average low negligible average 12%-18%
common stocks
6. Common stock
low average low negligible average 12%-18%
mutual funds
low-av- X
7. Real estate low low average-high | above average 15%-25%
erage
8. Antiques,
average-
art objects, hich average low-average high high 15%-30%
18

mineral recovery

The safest types of investments are U. S. savings bonds and savings accounts. Both

are highly liquid and, as such, are often viewed as investments where funds can be

“parked” temporarily until more desirable alternatives become available.

High grade corporate bonds are issued by major, well-known U. S. corporations,

such as General Motors and U. S. Steel. High grade bonds are issued by corporations that

are leaders in their fields. As such, there is little business risk associated with these
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bonds. The market prices of these bonds tend to change with interest rate changes. These
bonds can be sold readily and have low composite risk.

Bonds issued by lesser known or more risky firms are considered to be more specula-
tive. Speculative bonds are somewhat less safe than high grade bonds. Because of the
higher risk, these bonds provide returns that are higher than returns from high grade
bonds. Bonds issued by many corporations, such as American Airliners and International
Harvester, fall into this category.

Major, well-known, well-established corporations are also called blue-chip firms.
Common stocks issued by blue-chip corporations are safe investments. It should be noted
that not all common stocks are safe investments. Common stocks, in general, tend to be
more risky investments than corporate bonds. Common stocks issued by new, small com-
panies are, in many cases, very risky investments.

Common stock mutual funds are professionally managed funds whose assets are in-
vested in common stocks. An investor can buy shares of a mutual fund. The mutual fund
uses the monies received to buy common stock of various companies. The investment ob-
jectives of mutual funds tend to vary. Those mutual funds that invest in blue-chip common
stock have risk and return characteristics very similiar to the blue-chip stocks themselves.

Typical investments in real estate include rental properties such as apartment build-
ings, rental homes, and professional buildings. Real estate investments have shown a
steady increase in values in the past two decades. Because of these fairly steady increases
in the market value of real estate investments, they are considered to have low market
risk. Real estate investments provide a good hedge against inflation also. The major prob-
lem with real estate investments is that they do not tend to be very liquid. Unlike common
stocks, real estate investments often require considerable sales time and effort. Some real
estate investments are for sale for a number of years before they are sold. The composite
risk for real estate investments is above average.

Antiques, art objects, collectibles, and mineral recovery programs (such as oil
drilling and mining) are highly risky investments. - Various types of collectibles go in and
‘out of favor with collectors. Norman Rockwell prints may be in vogue at one time, only to
be replaced in popularity by Alexander Calder prints. Collectibles are not liquid invest-
ments. The composite risk for collectibles is high.

Investing requires the establishment of definite investment strategies. Without estab-
lishing investment strategies, investing may prove to be a tiresome, time-consuming chore
without adequate returns. Prior to establishing investment strategies though, one would
have to set investment goals. Setting investment goals will produce certain investment cri-

teria that are then matched with investment alternatives.



New Words . Expressions

to carry risk ¥ XS collectibles n. WK
high grade corporate bonds B R AT H | collector n. WK, E
I in vogue BT, AT
composite risk ZE& X investment strategy I PERHE
well-established corporations {% % #F # 2\ | time-consuming BETAY, 3 B AF 1B
7l chore /tfo:/ n. BEMEMITREIIE
common stock mutual funds EEBRE S Proper Names
rental properties it FH # ¥ L Norman Rockwell S« FHWHIR
considerable sales time {§ & B &4 € Rt 8] Alexander Calder Uik «F/RME
antiques n. HHE

Notes

1. 1980 saw interest rates soar to then record highs. The expected annual returns men-

tioned in the table are based on recent experience and not on long-run historical returns.

2. mutual funds: XHKEEEE , BEE LR BEHEIEA T (Unit Trust) BFFIE.

Word Study
grade £k
grade B4k, %4 proprietary
at grade ZER—K¥F L proprietary ML EH, FIAA
down grade ABIR;EFTE propriety company 1 13NV 2 &, B BRA
in grades %% 4% 7]
on the up (/down) grade L F(FE&) ;8% | proprietor FFrH A, LE
€3] proprietorship register FrFEHEIC
up grade AR#F; B3 EE proprietor’s stake My FEHFA
up to grade MBIRYE first
grade mark WHEHKILE first class bill SL&EE
compound : first cost SH—RAE
compound arbitrage XE-&§EILR S5 first mortgage B IKIEKF
compound interest X ] first of exchange SH—EKEHE
compound settlement X & FB &£ F T #h




Exercises

I. Answer the following questions:

1. Explain briefly the following terms:

a. Business risk
b. Market risk

c¢. Composite risk

2. What is liquidity risk? Why is it important from the investor’s viewpoints?

3.Is it possible to obtain high returns from low risk investments?

4. What is the relationship between risk and return in investing? Explain.

5. Define return from an investing viewpoint.

6. U.S. bonds are safe, but not liquid investments. Is the statement true? Explain your

answer.

7. Speculative bonds are about as desirable as blue-chip common stocks for investment

purposes. Is the statement true or false or neutral?

8. Why are antiques regarded as a risky investment?

II. Translate the following into English

1L R HEIE 7. BRI

2. REME RS 8. HERMERES

3. AR A 9. K Yk

4. BRFTUHEHAF 10. F 57 BT 5 i L B SR

5. &R E ML 11 REREEIR

6. FHLGIF B 12. —EMBRFHELE— SRR FEIE
III. Translate the following statements into Chinese:

1.

Investment alternatives vary both in terms of the returns they provide and the risks

they carry.

2. The safest types of investments are U. S. savings bonds and savings accounts.

3. As such, there is little known business risk associated with these bonds.

. Common stocks, in general, tend to be more risky investments than corporate

bonds.

. The mutual fund uses the monies received to buy common stock of various compa-

nies.

- The major problem with real estate investments is that they do not tend to be very

liquid.

7. The composite risk for real estate investments is above average.

8. Norman Rockwell prints may be in vogue at one time, only to be replaced in popu-

9.

larity by Alexander Calder Prints.

Without establishing investment strategies, investing may prove to be a tiresome,
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time-consuming chore without adequate returns.
10. Setting investment goals will produce certain investment criteria that are then

matched with investment alternatives.

Reading Material

Investment Strategies

Different people have different end uses for their investment funds. In fact, it is en-
tirely possible for one person or family to have multiple investment goals. Three basic
types of investment goals can be identified — those related to precautionary, specific, and
speculative funds.

Goals for Precautionary Funds. All people need to set aside some funds for emergency
reasons. Typically, three to six months of take-home salary should be placed in an emer-
gency fund. As the term implies, the purpoée of precautionary funds is to provide money
during emergencies. For example, a person may get laid-off from a job suddenly. The e-
mergency fund could be utilized for day to day living until a suitable job is accepted. Since
the fund is for emergency purposes, it needs-to be invested only in highly liquid and highly
safe investments. The planning horizon, or expected length of time to maturity, for these
funds has to be very short, since emergencies can arise at any time.

Goals for Specific Funds. Specific funds are designed to provide funds for specific
events. These events include retirement, leisure activities, and building an estate. The
events mentioned do not occur on an emergency basis. They are highly predictable, and
one can easily estimate the time when they will occur. For example, the typical worker
knows when she or he could expect to retire. Similarly, one can plan well ahead of time
for leisure activities, such as an extended vocation. Since these activities generally occur
well in the future, one can consider investments that have low to average levels of risk
with related returns. Liquidity is not an importtant factor in the short run.

Goals for Speculative Funds. Speculative funds include monies that would not be
missed if they were not available. One can proceed to “blow” speculative funds without
changing one’s life style. Since speculative funds are not expected to be a required part of
one’s financial plans, they can be invested in investments that have high risks and high re-
turns. Liquidity and Planning horizon are not important considerations in investing specla-
tive funds.

~ Investment goals tend to vary with the types of funds to be invested. Liquidity and
safety, risk and return, and planning horizon all need to be carefully considered in match-
ing investment alternatives to investment goals.

Proper investment management procedures require that investment alternatives be se-
lected to insure that investment goals are met. Precautionary funds require highly safe and
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