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Student Resource 6.1
Reading: Investment Concepts
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This presentation provides an overview of basic concepts in investing. It covers the reasons why investing is important, the two main categories of investment products, and the characteristics that differentiate investments.
Investors must consider several factors when investing their money. The following factors will be considered:
·  Return on investment
·  Volatility
·  Risk (and risk tolerance)
·  Liquidity
·  Deferring taxes
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People invest their money for many different reasons. Here are just a few:
· To be able to support themselves when they retire
· To have money on hand for emergencies
· To save money for a down payment on a major purchase, such as a house or car
· To save money for college, either for themselves or their children
The bottom line is that people invest because they want to preserve or increase their purchasing power for the future. Most investments can potentially earn interest or dividends. This interest usually compounds, which means that if the money is not withdrawn, the amount that earns interest continues to grow as the interest is regularly reinvested. Dividends can also be reinvested or added to another investment
Earning interest and dividends is important. If an investment doesn’t earn more in interest than the rate of inflation, you are actually losing money! Over the last 50 years in the United States, inflation rates have varied widely, from about 1% to higher than 13%. Earning interest and dividends on investments also gives you an opportunity to calculate the return on your investment (ROI), which can also assist you in determining if this is the right investment for you.
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There are many important factors to consider before choosing an investment product. Two of these are volatility and risk. 
An investment product that is highly volatile means that the value of the investment can change dramatically from day to day. For example, the value of a stock in a high tech firm might drop 30% in one day when a competing firm announces a breakthrough. A few days later, it might rise 35% when it turns out the competitor had infringed on a patent. Even though a stock might have a long record of increasing value, in the short term it still might be highly volatile. 
An investment product that has high risk has a relatively high chance of losing money. Many high tech stocks have high risk, especially those of smaller companies. It is hard to predict which products will take off and which will flop. It takes a person who can accept risk (and some losses!) to invest in high-risk stocks. Many people take that risk, because when a high-risk stock is successful, the returns can be very high. 
Some bonds have risk as well, because if the company fails, you might have trouble getting repaid. 
Very large companies with a long history have tended to exhibit steady, long-term growth. Stocks for these companies are known as blue chip stocks. In general, stocks for large companies are called large cap stocks  (“cap” is short for “capitalization,” the total market value of all outstanding shares), while stocks for smaller, newer companies are called small cap stocks. The large cap stocks are generally thought of as less risky, whereas small cap stocks have greater risk but higher potential for large returns if the small company does well.
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Some people need easy access to the money they have invested. For example, if you are investing a pot of money to have on hand for emergencies, it probably doesn’t make sense to invest it in a product that has a large penalty for early withdrawal. One of the most common forms of investments with high liquidity is a savings account. 
Low volatility is also important for people making short-term investments. For example, if you know that you are going to need to withdraw your money in exactly one year to pay for college, you probably don’t want to invest in something where there is a significant chance that the value may be a low point at the moment you need to withdraw.
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The four most important characteristics of investment products (return on investments, volatility, risk, and liquidity) can be categorized into two main groups:
· Growth investments are characterized by high potential for returns but also by relatively high risk and often by volatility. Some types of growth investments also do not have a lot of liquidity.
· Income investments, on the other hand, are characterized by relatively low returns but also lower risk, lower volatility, and often higher liquidity. Treasury bills and notes fall into this category, as well as some short-term bonds, mutual funds, and dividend-paying stocks, among others.
In fact, many income investment products have a guaranteed rate of return (and are even insured in case the financial institution that provides them goes bankrupt!).
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Taxable:
Income from investments, like most other income, is taxed! So if an investor makes $30,000 in the stock market in one year, that money counts as income if the investor sells the stock. On the other hand, if the investor loses $30,000 and sells the stock, the loss is deducted from income!
Tax deferred:
However, there are a few exceptions that are important for a financial planner to know about. Individual Retirement Accounts (IRAs) are an investment product that is taxed deferred. A common IRA account is a 401k.  This means that if an investor makes $30,000 in one year in a IRA account, that money is not taxed as long as the investor does not withdraw it in that year. These products are taxed once the investor draws down or sells their investment to utilize the cash later.
There are limits on the amount of money that can be put into an IRA each year. 
Tax Free:
Various bond investments, typically called municipal bonds, are generally tax-free investments. 
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Because of the power of compounding interest, growth investments are the best way to save up money for long-term goals, such as retirement. For this very important reason, they should be part of everyone’s investment portfolio.
It is also important to invest in income products because they are highly liquid, which means you can easily withdraw the money you need for daily life.
After retirement, it is often a good idea to shift some investments from the more risky growth investments to more secure and highly liquid income investments. Since wages decline or disappear after retirement, retirees must live from the interest or easily draw on the capital of their investments.
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Up until the late 1980s, commercial banks like Bank of America, Chase, and Wells Fargo offered different services than investment banks like Goldman Sachs and Morgan Stanley. It was the law, to avoid conflict of interest. For example, if banks created securities for one set of customers and then tried to sell them for profit to another set of customers, the banks might be inclined to be dishonest about the merits of the company whose stock they are trying to sell. 
People tend to save when economic times are hard. This is good for commercial banks. In good times, people tend to invest in stocks and bonds, which is good for investment banks. Finance industry representatives argued that if both kinds of banks could offer the same kinds of services, they would both do well in good as well as hard economic times. So Congress allowed the line to blur. Commercial banks have gotten into the investment business, and investment banks have gotten into the banking business. 
Now customers have one-stop, all-inclusive banking and investment services housed in one company.
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In addition to making a profit regardless of the economy’s health, commercial and investment banks have other reasons for offering a wide variety of services to their customers. 
· Everyone wants to gain from the stock market, where trillions of dollars are invested.
· You make more money with a customer the more services you can provide. Customers want convenience, so they don’t want to go to different banks to take care of their needs if they don’t have to. 
· Technology enables customers to take care of banking anywhere, at any time, and it allows the finance industry the same flexibility. It’s easier to offer a range of services because of technology.
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These benefits—profit for the banks, convenience for the customers—are the norm today. It’s important to remember, however, that there are potential negative outcomes with our current system. 
Downside for customers: laws protect the rights of customers, but caveat emptor―buyer beware. It’s more important than ever to understand the issues around potential conflicts of interest.
Downside for investment companies: increased services create increased opportunity—and also increased competition.

Student Resource 6.2
Analysis: Investment Products
Student Name:_______________________________________________________ Date:___________
Directions: There are many types of investment products available. Here are some of the most common ones. Read through each and then circle the financial goal that they might be appropriate for in the right-hand column. Then put a star or other symbol by the ones that you’d be interested in for future investing opportunities, so that you can meet your financial goals.
	Investment Product
	Description
	Circle all financial goals this product is suitable for.

	
Savings Account
(Passbook Savings)
	A savings account is a product offered by banks and credit unions allowing customers to deposit money, which is held by the bank until the customer withdraws it. Savings accounts pay a small amount of interest. Savings accounts cannot be used directly as money for everyday financial transactions in the same way checking accounts can.
The primary advantage to a savings account is that it is easy to set up and highly liquid, which means that it is easy to withdraw money, with few or no penalties. Savings accounts also have very low risk. The money in a savings account is FDIC insured, which means that deposits up to $250,000 per account are guaranteed.
However, the return on savings accounts is low and may not even keep up with inflation. Also, interest on savings accounts is taxable on both the federal and state levels.
	Having money that is easily accessible at any time

Long-term investment for retirement

Mid-term investment to save money for a down payment on a house

To save money for six months

Low-risk investment to save money during retirement years

	
Money Market Account
	A money market account is considered a savings account for some purposes, but you can write checks with it, usually up to three a month. These types of accounts usually require a fairly high minimum balance to avoid fees. 
You won’t make a lot of money with money market funds. The current return—the amount you’ll earn—is very low (under 1%) because of the low interest rates these accounts offer. The return is similar to what you’ll make with a CD, but your money is more available. Money market accounts offer high liquidity—cash is immediately available for alternative investments. 
Money market funds offer higher rates of return for people investing lots of money in them. Also the rates go up and down daily, whereas CD rates are usually fixed for the life of the term.
It is highly improbable for an investor to lose his or her principal in money market accounts. It is not impossible, however, and most money market accounts are not insured.
	Having money that is easily accessible at any time

Long-term investment for retirement

Mid-term investment to save money for a down payment on a house

To save money for six months

Low-risk investment to save money during retirement years


	
Certificate of Deposit (CD)
	A certificate of deposit, or CD, is a financial product offered by banks, thrift institutions, and credit unions. When a customer opens a CD, the customer decides on the specific, fixed term (often three months, six months, or one to five years), depending on how soon the money will be needed. The longer the term, the higher the fixed interest rate. It is intended that the CD be held until maturity, at which time the money may be withdrawn together with the accrued interest. Since financial institutions offer different interest rates on their CDs, it pays to shop around.
If you opt for a longer maturity and a higher rate of interest, you will lose access to your funds for a longer period of time.
You can withdraw funds from a CD before the maturity date, but you’ll almost certainly pay a penalty, so they are not as liquid as some other income investments. 
CDs are very safe since most are FDIC insured up to $250,000.
CDs are subject to federal and state taxes.
	Having money that is easily accessible at any time

Long-term investment for retirement

Mid-term investment to save money for a down payment on a house

To save money for six months

Low-risk investment to save money during retirement years


	
Stocks
	One very important type of growth investment is stock. Stocks are owner shares in a publicly owned company, so when you buy stocks, you are actually becoming a part owner of the company. This means that in most cases you have a voice in making decisions in the company by voting in shareholder meetings and electing members of the company’s board of directors.
It is possible to have a very high rate of return on investments with stocks, but it is also possible to lose a lot of money!
Stocks are a volatile investment because their value depends on how well the company is doing. Many different factors, often unexpected, can affect how a company is faring. Natural disasters, economic downturns, increased competition, new inventions, and many other factors can affect a company, either negatively or positively.
Very large companies with a long history have tended to exhibit steady, long-term growth. Stocks for these companies are known as blue chip stocks. In general, stocks for large companies are called large cap stocks, while stocks for smaller, newer companies are called small cap stocks. The large cap stocks are generally thought of as less risky, while small cap stocks have greater risk but higher potential for large returns if the small company does well.
Gains made from stocks are taxable (and losses are tax deductible).
	Having money that is easily accessible at any time

Long-term investment for retirement

Mid-term investment to save money for a down payment on a house

To save money for six months

Low-risk investment to save money during retirement years


	
Bonds
	Bonds are another common type of investment. While the potential return on bonds is higher than most savings accounts and CDs, in general the potential for returns is not as high as with stocks. The advantage of bonds, however, is their lower level of risk and the tax advantages of certain types of bonds.
Bonds can be looked at as a form of loan to a company or government entity. To reward the bond purchaser for lending the entity money for a period of time, the bondholder is paid interest on the bond. While most government bonds are relatively risk free of loss of the principal investment, bonds purchased from companies are more risky, as it is possible that a company may do poorly and be unable to repay the bond. Although there have been cases of default on municipal bonds, the number of such instances is low.
It can be difficult to assess a company’s ability to pay back a bond. Luckily, there are several credit rating agencies that assess a company’s or government entity’s ability to repay a loan. The highest rating is AAA. In 2005, there were only eight companies in the United States that were given a AAA rating!
The returns on some types of government bonds, such as municipal bonds, are tax free.
	Having money that is easily accessible at any time

Long-term investment for retirement

Mid-term investment to save money for a down payment on a house

To save money for six months

Low-risk investment to save money during retirement years


	
401(k), Traditional IRA, and Roth IRA
	401(k) plans, traditional IRAs, and Roth IRAs are special investment products created to help people invest money for retirement. With traditional 401(k)s and traditional IRAs, contributions are made with pretax dollars and any gains on these investments are tax deferred—no taxes are paid until the money is actually withdrawn. With a Roth IRA, the money is taxed before it’s contributed and then is tax free when it’s withdrawn.
In the recent past, many large employers offered retirement plans as a benefit of employment. These plans, known as defined benefit plans, guaranteed a specified income to qualifying employees, depending on how long they worked at the company and how much they were making when they left.
Today, more and more companies are moving to defined contribution plans, in which each employee is responsible for choosing how to invest for retirement savings, using such tools as IRAs and 401(k) accounts. Most of these plans have tax advantages and are often matched by employer contributions.
Defined contribution plans have limits as to how much can be invested each year. These limits are rising regularly.
Most 401(k)s and IRAs are invested in mutual funds.
	Having money that is easily accessible at any time

Long-term investment for retirement

Mid-term investment to save money for a down payment on a house

To save money for six months

Low-risk investment to save money during retirement years

	
Mutual Funds
	Mutual funds are a convenient way to buy a diversified blend of stocks or bonds in a wide variety of companies or industries (called sectors). The main goal of mutual funds is to lower risk through diversification. Professionals who select investments to meet a certain profile or to specialize in a certain type of stock manage the funds. There are mutual funds that strive for low risk and volatility, and others that accept the chance of risk and volatility to try for higher returns. Other mutual funds specialize in investments in particular regions or in particular industries.
Mutual funds are an increasingly popular way for people to invest, especially those that do not have experience in investing in the stock or bond markets. Mutual funds are unique in that they are diversified portfolios of investment products managed by a professional investment manager. A mutual fund manager may invest in a wide variety of investment products, including stocks, bonds, and even income investments. Before investing in a mutual fund, it is important to research if the fund has the level of risk and the potential for returns that the investor is looking for. Mutual funds will list their past performance as well as their level of risk—although, as the fund managers will remind the public in their disclosure, past performance is not a guarantee of future results.
Many investment managers charge fees to purchase funds. These fees are known as a load. For some funds, the load must be paid when the funds are purchased, and for others it is paid when the funds are sold; these fees compensate the advisor for services rendered in helping investors select their funds, and for ongoing advice and monitoring of performance. There are also funds that charge no fees. These are known as no-load mutual funds, and they are often favored by individuals with the expertise to make their own investment decisions.
	Having money that is easily accessible at any time

Long-term investment for retirement

Mid-term investment to save money for a down payment on a house

To save money for six months

Low-risk investment to save money during retirement years




 Student Resource 6.3
Memo: Investment Portfolio Request

Acme Financial Planning, LLP

Memorandum

Date:	 September 15, 2021
To:	 New Financial Advisors
From:	 Sara Duran, Junior Partner
Subject: New Clients Review Process
Acme Financial Planning has a standard training program for new financial advisors. As new advisors, we would like you to work together in small teams to review and assess the needs of five new clients, and to then work with your team to prepare an investment portfolio to meet the needs of one of the clients.
As with all new clients, it is important that you clearly understand the financial goals of each client as well as have familiarity with their financial circumstances.
You will work with your team to accomplish the following:
Read an overview of all five of the new clients. 
Identify any questions you have about the clients that you need answered in order to provide useful investment recommendations. Examples of questions that might help are:
Do you intend to invest in one single amount or fixed sums on a regular basis?
Do you prefer safe investments or do you have a high tolerance for risk?
After you receive clarifying answers to your questions, your team will be assigned one client. You will recommend a portfolio with investment products that best meet the client’s needs. 
Your recommendation will include the following components:
Client’s name, description of client, and summary of client’s investment needs.
Recommendation of three different investment products. Each recommendation must include the following information:
Name of investment product
Characteristics of that product
Why this product meets the client’s needs
Summary of your recommendations with some final details about why these products will serve the client well.


Example:
Our clients, Herb and Judy Lee, are in their early 60s. Herb has worked as a union carpenter for 30 years. He will receive a pension of $2,000 a month and social security, approximately $1,500 a month, when he retires. Judy was a nurse’s aide for 25 years, but her health is not good and she quit working five years ago. She will also receive a smaller amount of social security. Herb and Judy have saved $50,000 in an IRA for their retirement. This is an excellent nest egg; but it needs to keep growing. If Herb and Judy live into their late 80s, they will need an income for nearly 30 more years.
We advise that Mr. and Mrs. Lee work with a financial advisor to invest two-thirds of the balance of their IRA account in mutual funds and stock. (We can suggest several highly qualified financial advisors for the Lees to consider.) Individual stocks and certain mutual funds will allow them to make some high-risk investments, which can make their savings grow substantially. At the same time, they can make investments in moderate and low-risk mutual funds, so that their nest egg is protected while at the same time growing at a relatively predictable rate. 
Our second recommendation is that Mr. and Mrs. Lee use the other one-third of their IRA balance to buy some CDs that mature at different rates. They can choose the rate of maturity according to when they know they will need extra money. For example they would like to travel to China for their 45th wedding anniversary. If they pay for it with a CD, they won’t need to dip into their day-to-day funds. CDs are a great way to safeguard their money until they need it. It will earn a little bit of interest as well.
Our third recommendation is that Mr. and Mrs. Lee open a Money Market Account. We suggest that they make regular deposits into the account using some of their monthly social security payments. They won’t want to incur fees by letting the balance dip below the minimum, so they will be careful with this money. On the other hand it is available for big expenses like paying for taxes. If either of them needs special care they can dip into their money market account to pay for it. 
To summarize, Mr. and Mrs. Lee can make their savings last throughout their retirement if they plan wisely and live within their means. Mutual funds and individual stocks involve risk, but with careful management they can also make the Lee’s savings grow. CDs are an excellent way to pay for specific big-ticket items coming along, like trips abroad. And finally a Money Market Account will also help the Lees grow their money but will be available whenever needed. It’s important for the Lees to have some liquidity in order to pay for medical expenses and home improvements. 

Student Resource 6.4
Descriptions: Investment Clients 
Student Name:_______________________________________________________ Date:___________
Directions: Read the following scenarios and write down one question you would ask each of them in order to help you make investment recommendations.

Sam and Rita Shane
Sam and Rita are a couple in their late 20s. They both work in banking, she as a branch manager and he as a loan officer. Their financial goal is to move out of the small apartment they rent and to buy a small home or condominium within three years. They can save about $700 per month toward a down payment. They want your advice on how to best invest their money for the next three years.


Malcolm Lowell
Malcolm is a construction worker, aged 54. He dreams of selling his house in the city and moving back to his childhood hometown in the country when he retires. Malcolm has about $10,000 saved. He wants to invest some of it to get ready for the move but is worried about having cash on hand for emergencies that might pop up.


Rafik Cooper
Rafik just graduated from college with a degree in international relations and is planning to travel across the world, working as he goes, for the next year. He just sold his car for $5,000, since he won’t need it while traveling. He wants to invest the $5,000 so that when he returns he will have some money available to set up his apartment. He wants to know the best place to invest his money for the next year.


Pam Masuda
Pam is a single mother who wants to start her own store importing designer clothing from Japan. Last month, Pam was given $10,000 by her uncle as start-up money to fund her business. She wants some advice on how to invest this sum in order to accumulate enough money to be in a position to one day start her dream business. Ideally, Pam would like to open her store within the next three to five years.


Candice Farmingham
Candice is a high school student who wants to start saving about $100 a month for the next two years to have spending money in college. She doesn’t need to write checks but does want to be able to access the money just in case she needs money in an emergency.
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