UNIT 1 NATURE AND SCOPE OF INVESTMENT DECISIONS
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1.1 INVESTMENT: AN INTRODUCTION

-----------------------------------------------------------------------------------------


The mobility and usage of assets determine the economic environment of a nation. Conductive economic environment attracts investment, which in turn influences the development of the economy. One of the essential criteria for the assessment of economic development is the quality and quantity of assets in a nation at a specific time. Real assets comprise the physical and intangible items available to a society. Physical assets are used to generate activity and result in positive or negative contribution to the owner, but are different in that they do not have a physical shape or form. In fact, intangible assets help physical assets in generating activity. Intangible assets can be said to be behind the scene with respect to productive activities. Besides real assets, the economy is supported by another group of assets called financial assets. The major component of the financial assets is cash, also called money. Financial assets help the physical assets to generate activity. Some examples of financial assets besides are deposits, debt instruments, shares and foreign currency reserves.


Assets in any economy can be broadly grouped into physical, and intangible assets, based on their distinct characteristics. Physical assets can be classified into fixed assets and working capital assets, based on the length of their life. Fixed assets, such as land, building, machinery, and other infrastructure facilities, are utilized by the society over a long period of time when compared with working capital assets. Movable/circulating capital assets are produced and consumed by the society within a financial year. Examples of movable/circulating capital assets include materials, merchandise, durable goods, jewellery (gold) and similar items. Intangible assets are goodwill, patents, copyrights, and royalties.


In a macro sense, financial assets are regulated by the government of an economy. Financial assets smoothen the trade and transactions of an economy and give the society a standard measure of valuation. Money or cash is the basic financial asset created by the government of an economy. The extent of flow of this financial asset has to be regulated in an economy for the demand for and supply of funds to match.


Investment is a sacrifice of current money or other resources for future benefits. Numerous avenues of investment are available today. You can either deposit money in a bank account or purchase a long-term government bond or invest in the equity shares of a company or contribute to a provident fund account or buy a stock option or acquire a plot of land or invest in some other form.


The two key aspects of any investment are time and risk. The sacrifice takes place now and is certain. The benefit is expected in the future and tends to be uncertain.

-----------------------------------------------------------------------------------------

1.2 INVESTMENT ATTRIBUTES

-----------------------------------------------------------------------------------------
For evaluating an investment avenue, the following attributes are relevant.

· Safety of principal

· Income stability

· Marketability

· Tax shelter

· Convenience

Safety of Principal. The investor, to be certain of the safety of principal, should carefully review the economic and industry trends before choosing the types of investment. Errors are unavoidable and, therefore, to ensure safety of principal, the investor should consider diversification of assets. Adequate diversification involves mixing investment commitments by industry, geographically by management, by financial type and by maturities. A proper combination of these factors would reduce losses. Diversification to a great extent helps in proper investment programmes but it must be reasonably accomplished and should not be carried out to extremes.

Income Stability  Regularity of income at a consistent rate is necessary in any investment pattern. Not only stability, it is also important to see that income is adequate after taxes. It is possible to find out some good securities, which pay practically all their earnings in dividends.

Marketability   An investment is marketable or liquid if: (a) it can be transacted quickly; (b) the transaction cost is low; and (c) the price change between two successive transactions is negligible. The liquidity of a market may be judged in terms of its depth, breadth, and resilience. Depth refers to the existence of buy as well as sells orders around the current market price. Breadth implies the presence of such orders in substantial volume. Resilience means that new orders emerge in response to price changes. Generally, equity share of large, well-established companies enjoy high marketability and equity shares of small companies in their formative years have low marketability. High marketability is a desirable characteristic and low marketability is an undesirable one.


How does one evaluate the marketability of an investment like a provident fund deposit, which is non-marketable by its very nature? In such a case, the relevant question to ask is: can withdrawals be made or loans be taken against the deposit? Such an investment may be regarded as highly marketable if any of the following conditions are satisfied:

a) A substantial portion of the accumulated balance can be withdrawn without significant penalty;

b) A loan (representing a significant portion of the accumulated balance) can be raised at a rate of interest that is only slightly higher than the rate of interest earned on the investment itself.

Tax Shelter  Some investments provide tax benefits; other do not. Tax benefits are of the following three kinds.

a) An initial tax benefit represents the tax relief enjoyed at the time of making the investment. 

b) A continuing tax benefit represents the tax shield associated with the periodic returns from the investment.

c) A terminal tax benefit refers to relief from taxation when an investment is realized or liquidated.

Convenience.   Convenience broadly refers to the ease with which the investment can be made and looked after. Put differently, the questions that we ask to judge convenience are:

a) Can the investment be made readily?

b) Can the investment be looked after easily?

The degree of convenience associated with investment varies widely. At one end of the spectrum is the deposit in a savings bank account that can be made readily and that does not require any maintenance effort. At the other end of the spectrum is the purchase of a property that may involve a lot of procedural and legal hassles at the time of acquisition and a great deal of maintenance effort subsequently. 

-----------------------------------------------------------------------------------------

1.3 TYPES OF INVESTORS

-----------------------------------------------------------------------------------------

Investors can be classified on the basis of their risk bearing capacity. Investors in the financial market have different attitudes towards risk and hence varying levels of risk-bearing capacity. Some investors are risk averse, while some may have an affinity of risk. The risk bearing capacity of an investor is a function of personal, economic, environmental, and situational factors such as income, family size, expenditure pattern, and age. A person with a higher income is assumed to have a higher risk-bearing capacity. Thus investors can be classified as risk seekers, risk avoiders, or risk bearers. A risk seeker is capable of assuming a higher risk while a risk avoider chooses instruments that do not show much variation in returns. Risk bearers fall in between these two categories. They assume moderate levels of risk.


Investors can also be classified on the basis of groups as individuals or institutions. Individual investors operate alongside institutional investors in the investment market. However, their characteristics are different. Individual investors in any financial market are large in number, but in terms of value of investment they are comparatively smaller. Institutional investors, on the other hand, are organizations with surplus funds beyond immediate business needs or organizations whose business objective is investment. Mutual funds investment companies, banking and non-banking companies, insurance corporations, and so on are organizations with large surplus funds to be invested in various profitable avenues. While these institutional investors are fewer in number compared to individual investors, their resources are much larger. Institutional investors engage professional fund managers to carry out extensive analysis. Institutional investors and individual investors combine to make the investment market dynamic.

-----------------------------------------------------------------------------------------

1.4 THE INVESTMENT DECISION PROCESS

-----------------------------------------------------------------------------------------

As mentioned previously, the investment process describes how an investor go about making decisions with regard to what marketable securities to invest in, how extensive the investments should be, and when the investments should be made. A five-step procedure for making these decisions forms the basis of the investment process.

1. Set investment policy.

2. Perform security analysis.

3. Construct a portfolio.

4. Revise the portfolio.

5. Evaluate the performance of the portfolio.

1. Investment Policy  

The initial step, setting investment policy, involves determining the investor’s objectives and the amount of his or her investable wealth. Because there is a positive relationship between risk and return for sensible investment strategies, it is not appropriate for an investor to say that his or her objective is to “make a lot of money”. What is appropriate for an investor in this situation is to state that the objective is to attempt to make a lot of money while recognizing that there is some chance that large losses may be incurred. Investment objectives should be stated in terms of both risk and return.


This step in the investment process concludes with the identification of the potential categories of financial assets for inclusion in the portfolio. This identification will be based on, among other things, the investment objectives, amount of investable wealth, and tax status of the investor. Investment policy is the cornerstone of the investment process. However, it is often the step that receives the least attention from investors. 

2. Security analysis  

The second step of the investment process, performing security analysis, involves examining a number of individual securities within the broad categories of financial assets previously identified. One purpose in conducting such examination is to identify those securities that currently appear to be mispriced. There are mainly two approaches to security analysis.

· Technical analysis.

· Fundamental analysis.

Methods of Security Analysis


Fundamental analysis



Technical analysis


a. Analysis of the economy               a. Market data on a price volume         

b. Industry and company                   b. Rate of changes.

c. Selection of Diversified                  c. Moving averages

d. Portfolio companies                       d. Selection on timing.

Technical analysis  In its simplest form, technical analysis involves the study of stock market prices in an attempt to predict future price movements for the common stock of a particular firm. Initially, past prices are examined in order to recurring trends or patterns in price movements. Then, more recent stock prices are analyzed in order to identify emerging trends or pattern with past ones is done in the brief that these trends or patterns repeat themselves; thus by identifying an emerging trends or pattern, the analyst will be able to predict future price movements for that particular stock.

Fundamental analysis Fundamental analysis begins with the assertion that the “true” value of any financial asset is equal to the present value of the all cash flows that the owner of the asset except to receive. Accordingly, the fundamental analyst will attempt to forecast the timing and size of these cash flows and then will convert them to their equivalent present value by using an appropriate discount factor and dividend discount model. Stocks that have a true value less than their current market price are known as overhead or overpriced, stocks, whereas those that have a true value greater than their current market price are known as undervalued, or under priced, stocks. 

3. Portfolio construction


The third step of the investment process, portfolio construction, involves identifying those specific assets in which to invest as well as determining the proportions of the investor’s wealth to put in each one. Here the issue of selectivity, timing and diversification need to be addressed by the investor. Selectivity, also known as micro forecasting, refers to security analysis and thus focuses on forecasting price movement of individual securities. Timing, also known as macro forecasting, involves the forecasting price movement of common stocks in general relative to fixed-income securities, such as corporate bonds. Diversification involves constructing the investor’s portfolio in a manner such that risk is minimized, subject to certain restrictions.

4. Portfolio Revision


The fourth step of investment process, portfolio revision, concerns the periodic repetition of the previous three steps. Thus is, over time investor may change his or her investment objectives, which, in turn, may cause the currently held portfolio to be less than optimal. Perhaps the investor should form a new portfolio by selling certain securities that are currently held and purchasing certain others that are not currently held. Another motivation for revising a given portfolio is that over time the prices of securities change, meaning that some securities that initially were not attractive may become attractive and others that were attractive at one time may no longer be so. Thus the investor may want to add the former to his or her portfolio, while simultaneously deleting the latter. Such a decision will depend upon, among other things, the size of the transaction costs incurred in making these changes and the magnitude of the perceived improvement in the investment outlook for the revised portfolio.

5. Portfolio performance evaluation:


The fifth step of investment process, portfolio performance evaluation, involves determining periodically how the portfolio performed, in terms not only the return earned but also the risk experienced by the investor. Thus, appropriate measures of return and risk as well as relevant standards or benchmark are needed.

-----------------------------------------------------------------------------------------

1.5 INVESTMENT, SPECULATION AND GAMBLING 

-----------------------------------------------------------------------------------------

Speculation is well nigh impossible to define the term ‘speculation’ with any precision. Investment and speculation are somewhat different and yet similar because speculation requires an investment and investments are at least somewhat speculative.


Investment usually involves putting money into an asset, which is not necessarily marketable in the short-run in order to enjoy a series of returns the investment is expected to yield. On the other hand, speculation is usually a short-run phenomenon. Speculators tend to buy assets with expectation that a profit can be earned from a subsequent price change and sale. Accordingly, they buy marketable assets, which they do not plan to own for very long.


Speculation involves a higher level of risk and a more uncertain expectation of returns but in many cases the investors are also in the same boat. The investor who thinks that the market fluctuations of his investments are not of interest to him because he is buying solely for income can very well be compared with the ostrich burying its head in the ground during danger and feeling he secure.


The truth of the matter is that everything we do in this world is a speculation, whether we regard it as such or not, and the man who comes out in the open and uses his judgment to forecast the probable course of events, and then acts on it, is the one who would reap the returns of his endeavour. This is a peculiar psychology that makes many investors avoid certain sound stocks or bonds because their broker speaks of “speculative possibilities”. These investors judge safety by yield. If a security pays beyond certain percentage it is classed as “speculative”, and is not for them.


Social definition of a speculation is to be created it must apparently include the four functions of speculation as a process:

1. Smoothening of the price fluctuation process;

2. Maintenance of temporary equilibrium between capital supply and demand;

3. Consideration of business prospects in determining the business value of existing capital funds; and

4. Equating the risk to return in the infinitely varied utilizations of the social capital fund.

The several differences between speculation and investment, which have the doubtful merits of public support, may be summarized as under:


	       Basis 
	     Investment
	      Speculation 

	Type of contract
	Creditor
	 Ownership

	Basis or acquisition
	Usually by outright purchase


	 Often-on-margin 

	Length of commitment
	Comparatively long term
	 For a short time only

	Source of income 
	Earnings of enterprise
	 Change in market price                       

	Quantity of risk
	Small
	  Large

	Stability of income
	Very stable
	 Uncertain and erratic

	Psychological attitude of participation 
	Cautious and conservative
	 Daring and careless

	Reasons for purchase
	Scientific analysis of intrinsic worth
	 Hunches, tips “inside  dope”, etc.





Gambling:


Gambling dates back to antiquity. Most dictionaries refer to ‘gamble’ as an act involving an element of risk. In particular, a gamble involves taking on risk without demanding compensation in the form of increased expected return. The Gambling exhibit some or all of the following characteristics.

1. Gambling is a typical, chronic and repetitive experience.

2. Gambling absorbs all other interests.

3. The gambler displays persistent optimism without winning.

4. The gambler never stops while winning.

5. The gambler eventually risks more than he or she can afford.

6. The gambler seeks and enjoys a strange thrill from gambling, a combination of pleasure and pain. 

Investment / speculation / gambling:


People usually make investments with a future end date in mind. The length of time from the date when the investment is purchased to the final date can be called the investor’s planning horizon, investment horizon, or holding period. A financial asset purchased with a very short holding period in mind probably is not really an investment. It may be a gamble or speculation.


A gamble is usually a short-term investment in a game of change. The holding period for most gambles can be measured in seconds. That is the result of so-called investments is quickly resolved by the roll of the turn of card. Such activities have planning horizons that are far too brief to do the research that should precede any investment activity.


Speculation typically lasts larger than gambles but is briefer than investments. A speculation usually involves the purchase of salable assets in hopes of making a quick profit from an increase in the price of the asset, which is expected to occur within a few weeks or months. Those involves in speculations are reluctant to refer to this activity as speculation because they dislike the annotations of the word; the prefer to refer to speculations as investment activities.

-----------------------------------------------------------------------------------------

1.6 THE INVESTMENT ENVIRONMENT

-----------------------------------------------------------------------------------------
A reading of the above sections would have provided some understanding on the basic principles of investment. Suppose you are able to frame your investment objective and also identified securities that are to be purchased. Now you need to deal with the market for the purchase and sale of securities. An understanding of the operational details of the market would be useful. Investment decisions to buy/sell securities taken by individuals and institutions are carried through a set of rules and regulations. There are markets- money and capital – that function subject to such rules and established procedures and are, in turn, regulated by legally constituted authority. Then there are securities or financial instruments which are the objects of purchase and sale. Finally, the mechanism, which expedites comprise the investment environment. Investors have to be fully aware of this environment for making optimal investment decisions.


Discussion in the following paragraphs provides a brief overview of the three elements of the investment environment viz., instruments, institutions, and markets.

Financial Instruments

Financial assets or instruments can be classified in a variety of ways. They represent a claim against the future income and wealth of others. In other words, a financial instrument is a claim, against a person or an institution, for the payment of a sum of money and/or a periodic payment in the form of interest or dividend, at a specified future date. In financial markets, a variety of investors operate. To suit their requirements, the companies and financial institutions issue different types of securities. In other words, financial markets/system promotes development of innovative financial products suited to the investment requirements of heterogeneous investors. The financial securities may be classified under two broad categories like primary securities and secondary securities. 

Primary Securities are also termed as ‘direct securities’ as these are issued directly by the ultimate borrowers of funds to the ultimate savers or investors. Primary securities include equity shares, preference shares and debentures on the other hand, Secondary Securities are also termed as ‘indirect securities’ as these are not issued directly by the ultimate borrowers, rather, these are issued by financial intermediaries to ultimate savers. Insurance policies, units of the mutual funds, bank deposits etc., are the examples of secondary securities. There has been tremendous growth in new financial instruments since 1990’s, issued by the corporate and financial institutions. The following are some of the new innovative financial instruments devised for raising funds: Equity Warrants; Secured Premium notes; Collable Bond; Floating or Adjustable Rate Bonds; Deep Discount Bonds (DDBs); Inflation Adjusted Bonds; Regular Income Bonds; Index Bonds; Growth Bonds etc.

Financial Institutions


Financial institutions are the intermediaries who facilitate smooth functioning of the financial system through the interaction of investors and borrowers meet.  They mobilize savings of the surplus units and allocate them in productive activities promising a better rate of return. Financial institutions also provide services to entities (individual, business, government) seeking advise on various issues ranging from restructuring to diversification plans. They provide a whole range of services to the entities that want to raise funds from the markets or elsewhere.

Financial Institutions are also termed as financial intermediaries because they act as middlemen between the savers and lend these funds to another set of customers. Like-wise investing institutions such as General Insurance Corporation (GIC), Life Insurance Corporation (LIC), Mutual Funds etc., also accumulate savings and lend the same to borrowers, thus performing the role of financial intermediaries.


Financial institutions’ role as intermediary differs from that of a broker who acts as an agent between buyer and seller of a financial instrument; thus facilitating the transaction but does not personally issue a financial instrument. While financial intermediaries mobilizes savings of the surplus units and lend them to the borrowers in the form of loans and advances. They earn profit from the difference between rate of interest charged on loans and rate of interest paid on deposits. In short, they repackage the depositor’s savings into loans to the borrowers. As financial intermediaries, they meet the short-term as well as long-term needs of the borrowers and provide liquidity to the savers. Deposits are payable on demand by the customers. Banks are in a position to avoid the situation of illiquidity while borrowing for short periods and lending for long term by mobilizing savings from diversified set of depositors. The RBI also has made it mandatory for the banks to keep a certain percentage of deposits as cash reserves with itself to avoid the situation of illiquidity. 

Financial Markets 


Securities markets can be seen as primary and secondary. The primary market or the new issue market is an informational forum with national and even international boundaries. Anybody who has funds and the inclination to invest in securities would be considered a part of this market. Individuals, trusts, banks, mutual funds, financial institutions, pension funds, and for that matter any entity can participate in such markets. Companies enter this market with initial and subsequent issues of capital. They are required to follow the guideline prescribed by the regulating agencies like SEBI from time to time unless they are expressly exempted from doing so. A prospectus or a statement-in-lieu of prospectus is a necessary requirement because this contains all material information on the basis of which the investor would from judgment to put or not to put his money. Concealment and misrepresentations in these documents have serious legal implications including the annulment of issue.


Some companies would use the primary market by using their ‘in house’ skill but most of them would employ brokers, broking and underwriting firms, issue managers, lead managers for planning and monitoring the new issue. New guidelines issued by the SEBI, now require the compulsory appointment of a registered merchant banker as issue manager where the amount of the capital issue exceeds Rs.50 lakhs.


Secondary markets or stock exchanges are set up under the Securities Contracts (Regulation) Act, 1956. They are known as recognized exchanges and operate within precincts that possess networks of communication, automatic information scans, and other mechanized systems. Members are admitted against purchase of a membership card whose official prices vary according to the size and seniority of the exchange. 

National Market  National markets are markets within the boundary of a nation. Several local subdivisions can be made within the national market to benefit the players in the market. National markets cater to the financial requirements of the local players. Players from foreign countries are permitted to bring their financial instruments into the national market, subject to their following the rules and regulations imposed by the nation. There are vast differences in the rules and regulations of the securities market among nations. Each nation has a regulatory authority under whose scrutiny financial instruments are exchanged in that country. The regulatory authority imposes the overall procedures and guidelines to be followed by the players in the national market. National markets sometimes make a difference between pure domestic players and the participation of international players. Hence, there can be a further subdivision of the national market into a domestic segment and a foreign segment. 

International Market  International markets are usually referred to as offshore markets. Certain national markets, due to their policy regulations, do not discriminate between the securities issued in its country vis-à-vis other countries. A precise example of an international market is the Euromarket, where the representation of several countries is viewed together. A firm in any one member nation in the European subcontinent could list its securities simultaneously in other countries of the European Union. For example, firm with its headquarters in France, could simultaneously trade its securities in France, Spain, and Germany. This concept of opening the national market to other group countries came to be known as international market.

-----------------------------------------------------------------------------------------

1.7 SUMMARY

-----------------------------------------------------------------------------------------

Financial assets represent current/future values of real assets. They are expressed in money terms, have the characteristics of divisibility, convertibility, and reversibility. They are traded in a market and provide cash flows to the holder. A financial market is a place/system where the exchange of financial instruments takes place. Financial markets are broadly classified into money market and capital market. Capital market deals with both debt and equity instruments through the primary and secondary market segments. Money market, on the other hand, deals mostly in debt instruments of shorter duration. 


The success of every instrument decision has become increasingly important in recent times. Making sound management decisions require both knowledge and skill. Skill is needed to evaluate risk and return associated with an investment decision. Knowledge is required regarding the complex investment alternatives available in the economic environment. After clarifying the meaning of investment programme and how differs from speculation and gambling. This chapter gives a brief idea of the investment programme.

 ----------------------------------------------------------------------------------------

1.8 KEY WORDS

-----------------------------------------------------------------------------------------
Ex ante: Before event or fact.

Expected return: Ex ante return on an investment.

Ex post: After the event of fact.

Financial Assets: Documentary evidence of financial claim of the holder, say of shares on debentures, over the issuer.

Financial Intermediation: A function, which brings the savers and users of funds together, usually performed by specialized agencies and institutions like banks and underwriters for an agreed/stipulated commission.

Investment: Commitment of funds for a period usually exceeding one year in expectation of a required rate of return.

Investment decision: The decision to acquire, holds, or dispose asset by rational and risk-averse individual/organizations.

Marketable Securities: Financial claims, which are tradable in organized markets at the best prices.

Portfolio: A collection of two or more assets, generally employed in the context of financial assets.

Portfolio Construction: Building up a portfolio of financial assets with consideration of selectivity, timing and diversification or raising a portfolio with rational selection criteria, at the right time, and in a way that the risk is reduced to the minimum for a given level of expected return.

Portfolio revision: A review of an existing portfolio in the light of changes in risk-return dimensions.

Portfolio evaluation: Assessing the performance of a portfolio on the basis of some aptly developed norms or yardsticks.

Real Assets: Physical assets held to perform an activity with an expected income/pay off profile.

Realized return: The pay-off rate on an investment, which occurs after an event/fact i.e., the actual return.

Risk: The probability that the realized return would be different from the anticipated return of an investment.

Reis-averse investors: Rational individuals, who avoid risk and demand a compensation for assuming risk.

Risk-free rate of return: The monetary rate of return obtainable on financial assets with zero probability on principal and periodic payments, e.g. government or gilt edged securities.

Risk-return trade-off: An approach to investment decision-making whereby the utility/welfare maximizing individuals acquire assets in a way that their returns are maximized for given levels of risk or risk is minimized for given level of return.

Security Analysis: A methodology whereby forecasts of financial variables like earnings, dividends, cash flow are made for individual securities, (i.e., micro level) or for securities as a homogeneous industry group (macro-level) using either past data or a discounting approach.

Securities market: Organized and recognized trading centers, where financial claims are bought and sold as per established rules and procedures.

Zero-interest bonds: Creditorship securities on which a coupon rate is not made explicit but the compensation is provided through a discount on the purchase price or a premium on redemption. 

-----------------------------------------------------------------------------------------

1.9 SELF-ASSESSMENT QUESTIONS/EXERCISES

-----------------------------------------------------------------------------------------
1.  Define investment?

2. Describe the steps involved in the investment process?

3. Describe the difference between Speculation Vs Investment Vs Gambling?

4.What is the meaning of investment? Discuss the different channels or           

   alternatives available to a investor for making investments?

5. What are the characteristics of investment?

-----------------------------------------------------------------------------------------
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INVESTMENT: OBJECTIVES AND RISKS


Investment is the sacrifice of certain present value for the uncertain future reward. It entails arriving at numerous decisions such as type, mix, amount, timing, grade etc. of investment and disinvestment. Further, such decision-making has not only to be continuous but rational too. Broadly speaking an investment decision is a trade off between risk and return. All investment choices are made at points of time in accordance with the personal investment ends and in contemplation of an uncertain future. 


Investment choices or decisions are found to be the outcome of three different but related classes of factors. The first may be described as factual or informational premises. The factual premises of investment decisions are provided by many steams of data which taken together, represent to an investor the observable environment and general as well as particular features of the securities and firms in which he may invest. The second class of factors entering into investment decisions may be described as expectation premises. Expectations relating to the outcomes of alternative investments are subjective and hypothetical in any case but their foundations are necessarily provided by the environmental and financial facts available to investors. These limit not only the range of investments which may be undertaken but also the expectations of outcomes which may be descried as valuational premises. For investors generally these comprise the structure of subjective preferences for the size and regularity of the income to be received from and for the safety and negotiability of specific investments or combinations of investments, as these are appraised from time to time. 

INVESTMENT


“Investment” or “Investing”, like “value” is a word of many interpretations. There are basically three concepts of investment: (1) economic investment – this is, an economist’s definition of investment; (2) investment in a more general or extended sense, which is used by “the man on the street”, (3) the sense in which we age going to be very much interested, namely, financial investment. 


The term economic investment has a rather precise meaning in the literature of economic theory. Typically it includes net additions to the capital stock of society. By ‘capital stock of society’ is meant those goods which are used in the production of other goods. This is a gross, societal, or aggregate point of view. In society there are a number of goods (such as building and equipment) which are used to produce other goods, and that these means of production are considered part of the capital stock of society. For a number of reasons, economists also include inventories (that is, the goods produced and still in the manufacturer’s hands) as part of that capital stock. Thus, a net addition to the capital stock – an investment-means an increase in building, equipments or investors over the amount of equivalent goods that existed, say, one year ago at the same time. 


The everyday usage of the term investment can mean a variety of things, but to the man on the street it usually refers to a money commitment of some sort. For example, a commitment of money to buy a new car is certainly an “investment” from an individual’s point of view. But these are so in very general and in very extended sense of the word since no rate of return is involved, nor is a financial returns or capital growth expected. 


Financial investment is a form of this general or extended sense of the term. It means an exchange of financial claims-stocks and bonds (collectively terme4d securities), real estate mortgages, etc. the term financial investment is often used by investors to differentiate between the pseudo-investment concept of the consumer and the real investment of the businessman. Semantics aside, there is still a difference between an “investment” in ticket on a horse and the construction of a new plant; between the pawning of a watch and the planting of a field of com. Some investments are simply transactions among people, others involve nature. The latter are “real” investment; the former are “financial” investments. In this book, investment would imply the employment of funds with the objective of realizing additional income or growth in value of investment at a future date. 

SPECULATION 

It is well nigh impossible to define the term ‘speculation’ with any precision. Investment and speculation are somewhat different and yet similar because speculation requires an investment and investments are at least somewhat speculative. 


Investment usually involves putting money into an asset which is not necessarily marketable in the short run in order to enjoy a series of returns the investment is expected to yield. On the short run in order to enjoy a series of returns the investment is expected to yield. On the other hand, speculation is usually a more short-run phenomenon. Speculators tend to buy assets with the expectation tend to buy assets with the expectation that a profit can be earned from a subsequent price change and sale. Accordingly, they buy marketable assets which they do not plan to own for very long. 


Speculation involves a higher level of risk and a more uncertain expectation of returns but in many cases the investors are also in the same boat. The investor who thinks that the market fluctuations of his investments are not of interest to him because he is buying solely for income can very well be compared with the ostrich burying its head in the ground during danger and feeling himself secure. 


The truth of the matter is that everything we don in this world is a speculation, whether we regard it as such or not, and the man who come out in the open and uses his judgment to forecast the probable course of events, and then acts on it, is the one who would reap the returns of his endeavour. This is a peculiar psychology that makes many investors avoid certain sound stocks or bonds because their broker speaks of “speculative possibilities”. These investors judge safety by yield. If a security pays beyond certain percentage it is classed as “speculative”, and is not for them. 


Social definition of a speculation is to be created it must apparently include the four functions of speculation as a process: 

1. Smoothening of the price fluctuation process; 

2. Maintenance of temporary equilibrium between capital supply and demand; 

3. consideration of future business prospects in determining the business value of existing capital founds; and 

4. Equating the risk to returns in the infinitely varied utilizations of the social capital fund.

The several differences between speculation and investment which have the doubtful merits of public support may be summarized as under:

	Basis
	Investment
	Speculation

	Type of contract

Basis of acquisition

Length of commitment

Source of income

Quantity of risk

Stability of income

Psychological attitude of participants

Reasons for purpose
	Creditors

Usually by outright Purchase

Comparatively long term

Earnings of enterprise

Small

Very stable

Cautious and conservative

Scientific analysis of intrinsic worth 
	Ownership

Often – on – margin

For a short time only

Change in market price

Large

Uncertain and erratic

Daring and careless

Hunches, tips “inside dope”, etc


GAMBLING 

Gambling dates back to antiquity. Most dictionaries refer to ‘gamble’ as an act involving an element of risk. In particular, a gamble involves taking on risk without demanding compensation in the form of increased expected return. Gamblers exhibit some or all of the following characteristics:

i. Gambling is a typical, chronic and repetitive experience.

ii. Gambling absorbs all other interests.

iii. The gambler displays persistent optimism without winning.

iv. The gambler never stops while winning.

v. The gambler eventually risks more than he or she can afford.

vi. The gambler seeks and enjoys a strange thrill from gambling, a combination of pleasure and pain.

Investment/Speculation/Gambling: People usually make investments with a future end date in mind. The length of time from the date when investment is purchased to the final date can be called the investor’s planning horizon, investment horizon, or holding period. A financial asset purchased with a very short holding period in mind probably is not really an investment it may be simply a gamble or a speculation.


A gamble is usually a very short – term investment in a game of chance. The holding period for most gambles can be measured in seconds. That is, the results of so called investments are quickly resolved by the roll of the dice or the turn of a card. Such activities have planning horizons that are far too brief to do the research that should precede any investment activity.


Speculation typically lasts longer than gambles but are briefer than investments. A speculation usually involves the purchase of a salable assets in hopes of making a quick profit from an increase in the price of the asset which is expected to occur within a few weeks or months. Those involved in speculations are reluctant to refer to this activity as speculation because they dislike the connotations of the word; the prefer to refer to speculations as investment activities. 
NON-SECURITY FORMS OF INVESTMENT

I. Introduction:-


The financial system intermediates part of a country’s total investment through financial institutions, while firms, households and the government finance a part of the investment directly through their own savings. Financial intermediates perform the important task of moving financial resources from the units in surpluses to those which are in deficit and need finance from other units for their investments. Finance development is therefore, to some extent reflected in the inter-sectoral movement of funds.

II. Flows of funds:-


The flow of funds accounts for the Indian economy provides information on the following six sectors of the economy: households, corporates, government, banks, other financial institutions (OFI’s) and the rest of the world (row). Of the six sectors of the economy, household is the only sector which is in consistent surplus, while government and corporate is the deficit sectors. The deficit sector meet their requirements mainly from the households and occasionally, and to a smaller extent from the rest of the world.

a. Composition of financial savings of the households sector.

b. Contractual savings.
a. Composition of financial savings of the household sector:-


A distinction should be made between the determinants of the capacity to save and willingness to save. While the capacity to save is dependent on the level and growth of per capita income, the willingness to save is influenced by a number of financial variables, such as rate of interest and financial deepening.

b. Contractual Savings: - 

Contractual savings involve entering into a ‘long-term’, ‘definite’ and ‘continuous’ contract or commitment on the part of the saving household. The regular continuous to pension and provident funds and payment of premium to insurance funds can be regarded as contractual saving. The preferred portfolio of households’ non-contractual financial saving comprises a spectrum of financial instruments broadly classified into four categories viz., currency, net bank deposits, claims on private corporate sector in the form of investment in stocks and bounds.  

III. Social security funds:-


Household sector savings in the form of insurance comprising life fund of Life Insurance Corporation of India (LIC), Postal Insurance, State Insurance fund and central government group insurance funds, increased from Rs.3,480 crores during 1988-89 to Rs.4,415 crores during 1989-90; these are estimated to rise further to Rs.5,199 during     1990-1991.


Various National Saving Schemes have been introduced from time to time to mobilize public savings for financing the economic development plans. These schemes have been very popular in view of tax benefits enjoyed by them. Unlike commercial bank schemes, these bank schemes uniform all over the country. Again, the interest is paid on completed years, no payment being admissible for broken periods of a year.

1. National Saving Scheme – VIII Services.

2. 10 years Social Security Certificates.

3. Kisan Vikas Patras.

4. Indira Vikas Patras.

5. National Savings Certificate.

6. Twelve Year National Saving Certificate.
1. National Savings Scheme – VIII series.


This is a tax saving scheme in the sense that amounts deposited under it are exempt from tax to the return of 20% under sec.88 of the income tax act. It carries 11% p.a. rate of interest and a person can make maximum of 12 deposits in a year in multiple of 100 subject to a maximum of Rs.40, 000 in a year. Under this scheme no with drawl is permitted in first three years. Therefore, the depositor can withdraw once in a year and the amount shall not exceed the balance at the end of the 4th preceding financial year. Another attractive feature in this scheme is that the amount payable to nominee or legal is totally tax-free.

2. 10 Years Social Security Certificate:-


These certificates can purchase by persons in the age group of 18-45 years. The minimum investment amount is Rs.500. The maturity period of these investments is 10 years and the rate of interest is 11.3% per annum compounded annually. The interest qualifies for deduction up to maximum of Rs.7000 under section 80-L of the Income Tax Act. These certificates can be en-cashed pie-mature after 3 years of the date of issue. In case of the death of the certificate holder before expiry of 2 years from the date of issue due to non-natural causes (excepting suicide), the legal heir/nominee are entitled to receive an equal to 3 times the face value of the certificates.

3.  Kisan Vikas Patras:-


These instruments are available at post offices and can be obtained in denominations of Rs. 1000, 5000 and Rs.10, 000. The maturity period here is 5 ½ years but premature encashment is possible. The interest payable on Kisan Vikas Patras is compounded annually but is taxable.

4. Indira Vikas Patras:-

These instruments are available at post offices and can be obtained in denominations of Rs. 100 and there is no maximum limit. These are available in the maturity denominations of Rs. 200, 500, 1000 and Rs. 5000 and the investor has to pay half the face value. The initial amount is doubled in 5 years and these Patras cannot be encashed premature.

5. National saving certificates:-

Such certificates available in denominations of 100/-, 500/-, 1000/-, 5000 and 10000/-.  The interest on it is compounded half-yearly. The term of deposits is 6 years and premature encashment is not generally possible. The amount invested in this scheme qualifies for tax rebate of 20% up to maximum of Rs. 50,000. The interest accrued is exempt from tax up to Rs. 7000 under secretion 88 and is paid back at the time of maturity. The National Savings Certificates can be purchases from the post office, can be plugged as security for loan and provide nomination facility. 

6. Twelve Year National Savings Annuity Certificates:-

This provides for a retirement plan. The rate of interest is same as in NSC II issue, though the manner of payment of interest is different. The annuity certificates are available only in higher denominations of Rs. 6400. The deposit amount can be made either in lump sum or in periodic instalments, spread over a period of two years. From the 61 months onwards, the depositor receiving a monthly annuity for seven years, at the end of which the holder gats Rs. 4320 and Rs. 8620 respectively. These figures are calculated with old rate of 10.25%. 

UTI:-

 It offers reinvestment facilities of dividend income. This investment is done every July, for which UTI must be intimated before May. These plans for reinvestment are discussed here under.

1. Reinvestment plan (1966)

2. Children Gift Growth Fund (1986)

3. Unit Linked Insurance plan (1971)

1. Reinvestment Plan (1966):- 

This plan provided for automatic reinvestment of dividend income at the special offer price prevailing July every year. Suppose a person had 1000 units, the dividend is 90 paise per unit and the special sale price is Rs. 11.50 per unit then the investor would automatically credited with 78.26 units.

2. Children Gift Growth Fund (1986) [Interest 12.5% per annum]:- 

under this plan, any minor child below the age 15 can be gifted with 50 units and upwards in multiples of 10 the dividend income is reinvested every year, at the special price prevailing in July, until the child reaches the age of 21 years (optimal up to 18 years for Girls). Bonus dividends are paid every five years and the amount gifted multiples to about 12 times in 21 years.

3. Unit Linked Insurance Plan (1971):- Repurchase Options:-

Commercial Papers:- 

Treasury Bills:- 

Certificates of Deposits (CDs):-

VI. Bullion:- 

V. Deposits with Companies:- 

IV. Post Office Time Deposits:-

Unit Linked Insurance Plan (1971):- 

This is a ten year scheme, designed to give double benefit of life cover and substantial tax concessions.

IV. Post Office Time Deposits:-

a. Post Office Saving Bank: - With drawl from the account is by cheques and there are no restrictions on with drawls, unlike in a commercial bank. Accounts having minimum prizes draws in the next January and July. The interest is tax free is ½ % more than that offered on savings bank account by commercial banks.

b. Post Office Recurring Deposits:- The scheme covers free life insurance cover after receiving contributions for 24 months on account of denomination of Rs.5, Rs.10, Rs.15 or Rs.20. in the event of  death of the depositor after minimum period of two years, from the date of opening the account, the heir of nominee well get the full maturity value of the account, provided the depositors age was between 8 and 53 years and there have been no with drawls or remains current at the first two years and the account remains current at the time of death. The benefit of cover is not available for an extended period of deposits beyond five years. For ten years deposit, the rate of interest is 10.50% per annum.

V. Deposits with Companies:- 

The deposits are accepted by the companies under relevant government regulations. But these regulations do not mean any great safety to the depositor. The interest rates are quite attractive but there is no interest earned. The interest income is subject to tax deduction at source, at the rates in force under Sec.194A of the income Tax Act.

VI. Bullion:- 

From times immemorial gold and silver have constituted important media for investment both from capital appreciation point of view and liquidity point of view. But it does not give any current return. Infact, there is a cost even of modest, in holding bullion, capital appreciation could also be on some equity shares besides a current return.

SECURITY FORMS OF INVESTMENT (OR) MONEY MARKET INSTRUMENTS


Debt instruments which have a maturity of less than one year at the time issue are called money market instruments. These instruments are highly liquid and have negligible risk. The major money market instruments are:

· Treasury Bills,

· Certificate of Deposits,

· Commercial Papers and

· Repurchase options.

The money market is dominated by the government, financial institutions, banks and corporates. Individual investors scarcely participate in the money market directly. A brief description of money market instruments is given bellow.

Treasury Bills:-


Treasury bills are the most important money market instruments. They represent the obligations of the government of India which have a primary tenor like 91 days and 364 days. They are sold on an auction basis every week in certain minimum denominations by the R.B.I. They do not carry an explicit interest rate. Instead, they are sold at a discount and redeemed at par. Hence the implicit a Treasury Bill is a function of the size of the discount and period of maturity.


Though the yield on Treasury Bill is some what low, yet they have an appeal for the following reasons:

i. These can be transacted readily and there is a very active secondary market for them.

ii. Treasury bills have nil credit risk and negligible price risk.
Certificates of Deposits (CDs):- 


Certificates of Deposits (CDs) represent short-term deposits which are transferable from one party to another. Banks and financial institutions are the major issuers of CDs. The principal investors in CDs are banks, financial institutions, corporates and mutual funds. CDs are issued in either bearer or registered form. They generally have a maturity of 3 months to 1 year. CDs are issued at a discount and redeemed at par.

CDs are a popular form of short-term investments for the following reasons:

i. Banks are normally willing to tailor the denominations and maturities to suit the needs of the investors.

ii. CDs are generally risk-free.

iii. CDs generally offer a higher rate of interest than Treasury Bills or Term Deposits.

Commercial Papers:-


A Commercial Paper represents short-term unsecured promissory not issued by firms that are generally considered to be finally strong. A commercial paper usually has a maturity period of 90 to 180 days. It sold at a discount and redeemed at par. Hence the implicit rate is a function of the size of discount and the period of maturity.

Repurchase Options:-


The term REPO is used as an abbreviation for Repurchase Agreement or Ready Forward. A REPO involves a simultaneous “sale and repurchase” agreement.


A REPO works as follows. Party a needs short-term funds and Party B wants to make a short-term investment. Party A sells securities to party B at a certain price and simultaneously agrees to repurchase the same after a specified time at a slightly higher price. The difference between the sale price and the repurchase price represents the interest cost to party A and conversely the interest income for party B.


REPO’s are very convenient instruments for short-term investment. They are safe and earn a pre-determined return.
SOURCES OF INVESTMENT INFORMATION


Synopsis 

A. Introduction

B. Types of Investment Information

C. Need for Investment Information 

D. Sources of investment Information

 

A. Introduction:

Security analysis requires as a first step the sources of information, on the basis of which analysis is made. The securities market is perfect market auction market where demand/supply pressure determine the price. These demand/supply pressures depend upon the available money and flow of information. It is in this context that sources of information become relevant.

B. Types of Investment Information:


The types of investment information, which are relevant for our purposes, are of the following categories:


· World Affairs

· Domestic Economic and Political Factors

· Industry information

· Company information

· Security market information

· Security price Quotations

· Data on Related markets

· Data on Mutual funds

· Data on Primary Markets or New Issues etc.,


I. World Affairs: International factors, which influence domestic income, output and employment and for investment in the domestic market by F.F.I.S and O.C.B.S.

II. Domestic Economic and Political Factors: Gross domestic products, agricultural output, monsoon, money supply, inflation, government policies, taxation etc., affect our market.

III. Industry information: Market demand installed capacity, competing units, capacity utilization, and market share of major units, market leaders, and prospects of industry labour problems, government policy towards the industry are all relevant factors to be considered in investment decision-making.

IV. Company information: Corporate data, annual reports, stock exchange publications, department of company affairs and their circulars etc., are also relevant for security analysis.

V. Security market information: The credit rating of companies, data on market trends, security analysis and market reports etc., are the needed information for investment management.

VI. Security price Quotations: Price indices, price and volume data, breadth, daily volatility, range and rate of changes of these variables are also needed for technical analysis.

VII. Data on Related markets: Such as government securities, money market, forex market etc., are useful for deciding on alternative avenues of investment.

VIII. Data on Mutual funds: Their schemes and their performance, NAV and repurchase prices etc., are needed as they are also investment avenues. 

C. Need for information:


Investors and market analysts depend on the timely and correct information for making investment decisions. In order to enable the correct investment decision to be made, investors need to know the sources of information. In the fast expansion of the markets, and increasing complexity of economies, the amount of information is also fast growing. The collection of information and its analysis is time consuming and expensive. Who have better information use it to make extra mileage on such information? It is also possible that insiders who have the information before it becomes public take advantage of it called insider trading.  At present the SEBI has acquired powers to control insider trading, malpractices and rigging up of prices in the secondary markets in India, and penalize the offenders.
D. Sources of Investment information:
The sources of investment information are:

1. world affairs: The day to day developments abroad are published in Financial Journals like Economic Times, Financial Express, Business Line etc., some foreign journals like London Economist, Far East Economic Review, and Indian journals like Business India, Fortune India etc., also contain developments of economic and financial nature in India are abroad.

2. National Economic Affairs: The daily news papers particularly financial papers referred to above contain all  the national information; besides journals like Economic and Political weekly, Business India, Data line Business, Business Today, Fortune India contain the material on economic developments.

3. Industry information: There are various associations – Chambers of commerce, Merchants’ Chamber and other agencies who publish industry data. The report of planning commission, Government of India, Publications from industry and commerce ministries also contain lot of information.

4. Company information: The information on various companies listed on stock exchange is readily available in daily financial papers. Besides the fortnightly journals of capital market, Dalal Street, Business India, contain a lot of information on the industries and companies.

5. Security market information: The capital market, Dalal Street, Business India and few other stock market journals like fortune India, Investments week etc., contain the information on security markets. Financial papers like Economic Times, Business Line, Financial Express etc., after they are related by stock exchange and companies.

6. Security price Quotations: The daily quotations on various stock exchanges OTCEL, NSE are published in the daily papers. Each stock exchange is publishing its own daily quotations list, giving out opening high, low and closing quotations of all traded securities.


The capital market and Dalal Street journals also give company information regarding their fundamentals, P/E, EPS, GPM etc., along with the price data.

7. Date on related market: Date on money market, government securities market are available in the publications of RBI and DFHI, Indian Banks Association, Securities Trading Corporation and Banks, and NSE. These data are published on a daily basis on the financial dailies and journals. The data on Bullion Market and rates for gold and silver are available on a daily basis in the financial press.

8. Data on mutual funds: These are published in the daily financial papers – atleast once in a week in the Investment weekly or Investors’ Guide. All the journals, magazines and reports on stock markets also contain the relevant information on mutual funds, as many of their schemes are quoted and traded on the stock exchanges.

9. Data on Primary market: Consolidation and publications of the information is done by a magazine called “PRIME” publication. Prime publications all information of new issues in the pope line – industry wise and size wise analysis and public over subscription and under subscription etc., the performance of companies, merchant bankers, underwriters and brokers etc., in the new issue market are also analyzed by theme.
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