CHAPTER 8

Figure 8.2

Effect of Long-Term Investing on Growth
Balance at End of Year
Rate of
Return 1 5 10 20 30 40
6% $2,000 $11,274 $26,362 $73,572 $158,116 $309,520
7% 2,000 11,502 27,632 81,990 188,922 399,280
8% 2,000 11,734 28,974 91,524 226,560 518,120
9% 2,000 11,970 30,386 102,320 272,620 675,780
10% 2,000 12,210 31,874 114,550 328,980 885,180
11% 2,000 12,456 33,444 128,406 398,040 1,163,660
12% 2,000 12,706 35,098 144,104 482,660 1,534,180

The growth shown in this table assumes that you will invest $2,000 at the end of every
GROWING WILD year and allow your earnings to accumulate. Why might you be willing to invest $2,000
a year for this type of return? /

Figure 8.3

Risks Involved in Typical Investments

< Safe . Can Vary . High Risk >

= Government bonds : - Stocks : < Commodities
and debt securities '« Corporate bonds : < Options
Treasury bills - Mutual funds : < Precious metals
Treasury notes

- Real estate : and gems
: e Collectibles, such
as coins, stamps,
and comic books

Treasury bonds
Municipal bonds
U.S. Savings Bonds

= Savings accounts
= Certificates of deposit

INVESTMENT SPECTRUM Onl_y you can decide how_r_nuch risk you re willing tp take. Why_ do you think
savings accounts and certificates of deposit are considered safe investments?
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CHAPTER 8

INFLATION RATE AND INVESTMENTS

Example: Nina put $500 in a certificate of deposit for one year at 3% interest.
The inflation rate during that year was 5%. How much of her
buying power did she lose? How much money would she need at
the end of the year to buy what she bought a year ago with $500?

A. Calculate the loss of buying power in percent.

Formula: Inflation Rate — Interest Rate = Loss of Buying Power in Percent
Solution: 5% — 3% = 2%
B. Find the loss of buying power in dollars.

Formula: Original Price of Investment X Loss of Buying Power in Percent =
Loss of Buying Power in Dollars
Solution: $500 X 2% = $10
Nina lost 2% of her buying power, or $10.
C. Calculate how much it would cost to buy the same investment today.
Formula: (Original Price of Investment X Inflation Rate) +
Original Price of Investment = Current Price of Investment
Solution: ($500 X 5%) + $500 = $525

Nina would need $525 at the end of the year to buy what she
bought a year ago with $500.
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CHAPTER 8

Go Figure... A BOND’S MARKET PRICE WHEN

INTEREST RATES GO UP

Example: Youbuy a $1,000 corporate bond that pays a fixed rate of 8%
interest. You earn $80 a year ($1,000 X 8% = $80) until maturity.
What price would you get if you sold it before the maturity date at
a time when bond rates were 10%?

Formula: Annual Interest Earned
New Interest Rate

= Market Price

Solution: $80
10%
You would get $800, which equals a loss of $200
($1,000 — $800 = $200).

= $800

Go Figure... A BOND’S MARKET PRICE WHEN

INTEREST RATES GO DOWN

Example: Your $1,000 corporate bond pays a fixed rate of 8% interest, or $80
a year ($1,000 X 8% = $80). What price would you get if you sold
it before maturity when bond rates were 6%?

Formula: Annual Interest Earned
New Interest Rate

= Market Price

Solution: $80
6%
You would receive $1,333.33, which equals a profit of $333.33
($1,333.33 — $1,000 = $333.33).

= $1,333.33
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CHAPTER 8

Figure 8.4

Possible Investments

High Risk

A

Investment Pyramid

Level 3
Growth

Safety and Income

Level 2

Y

Financial Security

Level 1

Low Risk

BUILDING FOR THE FUTURE
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Options, commodities, precious
metals and gems, speculative
stocks, junk bonds, collectibles

Income and growth stocks,
mutual funds, real estate,
convertible bonds

U.S. Treasury securities,conser-
vative corporate bonds, state
and municipal government
bonds, income and utility stocks

Cash, CDs, savings accounts,
money market accounts, U.S.
government bonds, retirement
accounts

Without a solid foundation, you risk losing your investment. Must a

good investment plan build on all four levels?

/
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CHAPTER 8

Figure 8.5

Ginny’s Personal Investment Plan

O Step 1 Step 2

My Investment Goals Money Needed to Reach Goals

Step 3
Money Available Now

To buy a howme 410,000 $5,000 available
for tnvesting
Step 5 Step 5A Step 5B
Risk Factor for

Risk Factor for Projected Return for
Each Alternative Each Alternative

Each Alternative
1.Cp 1. low risk 1. 4% - 5%
2. corporate bond 2. moderate risk

, 2. 6% - 9%
2. mutual fund 3. moderate risk 3. 6% -10%
4. common stock 4. high risk 4. 6% - 12%
5. gold 5. very high risk 5. unknown
Step 6 Step 7 Step 8
Top 3 Choices Final Decision Continue Evaluation
1.CD 1.CD of Choices

2. mutual fund

2. mutual funds
3. corporate bond

MASTER PLAN

Ginny chose low-risk and moderate-risk investments. Why might she have done that? /

Copyright © by Glencoe/McGraw-Hill Blackline Masters 49



CHAPTER 8

How Should You Select a Financial Planner?

When evaluating a financial planner, ask the following questions:

e What are your areas of expertise?

= Are you affiliated with a major financial services company, or do you
work independently?

< Are you licensed or certified?

e What is your education and training?

e How is your fee determined? (Is this amount something | can afford?)

e Am | allowed a free initial consultation?

* May | see a sample of a written financial plan?

e May | contact some of your clients as references?

 |s financial planning your primary activity?

O]V NG\ MEINASI=  This type of investigation takes time and effort. Why do you think it’s worthwhile? /
Figure 8.7

Statistical Averages Used to Evaluate Investments
Statistical Average Type of Investment
Dow Jones Industrial Average Stocks
Standard & Poor’s 500 Stock Index Stocks
Value Line Stock Index Stocks
New York Stock Exchange Index Stocks on New York Stock Exchange
American Stock Exchange Index Stocks on American Stock Exchange
NASDAQ Composite Stock Index Over-the-counter stocks
Lipper Mutual Funds Index Mutual funds
Dow Jones Bond Average Corporate bonds
Barron’s Money Rates Interest rates
New One-Family House Price Index Real estate
Dow Jones Spot Market Index Commodities
Sotheby’s Fine Art Index Art/paintings
Linn’s Trends of Stamp Values Stamps

TRENDSETTER You can locate these averages in the newspaper and on the Internet. How much
importance should you give to them?
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CHAPTER 8

Your Financial Portfolio
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Avoiding Future Shock

Mackenzie is already showing signs of being a great scholar even at three years old. At least
that’s what her dad, Jasper, thinks. He wants Mackenzie to be able to continue her education so he
has decided to start a college fund for her now. Jasper has $2,000 to start and has decided to invest
$175 a month. He has developed an investment plan to reach his goal.

Goal Tending
Established goal: College
Amount of money needed: $50,000
Initial amount to invest: $2,000
Possible investment alternatives: (1) savings account (2) CD (3) money
market account (4) mutual fund (5) stock
Risk factor for each alternative; (1) low risk (2) low risk (3) low risk

(4) moderate risk (5) high risk
Expected return on each alternative: (1) 1%-3% (2) 4%-5% (3) 4%—6%
(4) 6%-10% (5) 6%—12%

Top 3 choices: (1) mutual fund (2) stock (3) CD
Final choice: mutual fund

Jasper figures he has 15 years to invest and will invest in an aggressive stock mutual fund. He
feels that the diversity of a mutual fund will be safer and give greater returns. Jasper has plenty of
time to take a fair amount of risk and is comfortable that he will have Mackenzie’s college money
when she needs it.

Prepare Choose a short-term or long-term financial goal you would like to reach. In your
workbook or on a separate sheet of paper, and using the same guidelines as shown above, prepare an
investment plan for yourself. Research some of the available investments and come up with your
own investment alternatives. Explain the reasons for your final choice.
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