Investment Considerations - a checklist

By Cliff Beacham Chartered Accountant (SA), CPA/CITP, MBA

Before starting the checklist I would like to mention that there are only three basic types of investment.

1.
Monetary assets

2.
Equity

3.
Real property

Of course, there could be another whole discussion regarding this and while all investments may be classified into theses three categories, each category may be divided into many sub-categories. However, these major categories distinguish between investment types with a broad enough brush to discuss characteristics.
The Ideal Investment

If an investor could have everything (Utopia) it may well include the following characteristics:

A comparison between Types of Investment

	Characteristic
	Money
	Equity
	Real

	Absolute certainty of both Capital and Interest i.e. No risk
	Only Gov CDs
	No
	No

	Capital appreciation
	None
	Maybe
	Usually

	High returns
	No
	Maybe
	Maybe

	Liquidity
	Yes
	Some (Stock Exch)
	Indirectly

	Little management needed
	Yes
	Maybe
	Some

	Available as collateral
	Yes
	Maybe
	Yes

	A tax shelter
	No
	Not usually
	Yes

	Ability to leverage the investment
	Not usually
	Not usually
	Yes

	Pride of ownership
	No
	Maybe
	Yes


Investors may have a built-in aversion to risk and want the utopia of risk-free investments. Risk free investments (if there is such a thing) carry the lowest return. However, they do form a baseline that is used against which to measure all other  investments. So it is generally accepted that the rate of return on any particular investment is comprised of the risk free rate plus a premium for the risk involved, thus, as the risk rises, so does the risk premium and, therefore, the required rate of return. 

The efficient market hypothesis holds that the risk/return relationship reflects all known information (this is analogous to the stock market). Risk free rates are usually taken from the schedule of Federal monetary investments. 

As you can see from the above chart there is probably no such thing as utopia.

This checklist was compiled over the course of many years to cover the factors that should be considered when making an investment decision. While it does not contain anything that most people will not have heard of, it does provide a framework and a handy guide to an investor's thinking. 

Like most checklists, following it will ensure that the investor has given due consideration to that area of influence and that none of the factors are omitted.
In addition, let me say at the outset that the examples given during the following discussion contain many distorting factors since the subject is inherently subjective and individual factors should not be considered in isolation. They should always be considered in the context of the investor's situation.

The Checkist

In a nutshell - the list is: 

1.
Risk/Return 

2.
Tax

3.
Inflation

4. 
Time

5.
Amount

6.
Ability to manage

7.
Liquidity

8.
Leverage

9.
Income requirements

10.
Estate Planning

1.
Risk/Return 

The first factor to consider is the Risk/Return tradeoff. 

All rates of return consist of a baseline 'Risk-free' rate of return to which is added a premium to compensate for the risk associated with a particular investment. 

It is the generally accepted practice that Long-term Federal Government rates be used as risk free rates. 
We will be discuss time horizons later but for now let us adopt the long-term (say 10 years) interest rate on Government Certificates of Deposit which, at present is hovering around 5%.

These rates can be obtained by anyone by consulting the website - www.xxx.gov and forms our baseline. 
Any rate that is above the risk free rate is said to be the premium that is required in order to compensate the investor for the added risk they are facing.

(there can also be an administrative fee calculated in as well but to simplify the concept let us ignore this for now).

Types of Investments and their expected return:

	
	Type of Investment
	Expected Return (%)

	a.
	Federal Long-term CD
	5

	b.
	Bank CDs
	6

	c.
	Mortgage loans
	7

	d.
	Other secured loans
	9

	e.
	Credit lines (Secured)
	12

	f.
	Credit lines unsecured and Other Business loans
	12-20

	g.
	Credit cards
	12-39

	h.
	Investments in Business
	35-50


These rates are not meant to be definitive but merely serve to illustrate the point that the higher the risk the greater the required rate of return.
Of course, risk is a subjective opinion - lets face it a punter puts his money where his mouth is and bets on a horse that, in his opinion, cannot lose - well we all know how that goes. So the real world can differ, depending on the mind of the investor.

The highest required rate in the chart is the rate of return from a business. This rate 'should' be calculated after catering for a 'Market Related Salary' for the owner/operator. 

While the stock market is said to follow the Efficient Market hypothesis the general investor’s market is distorted and inefficient. Many other factors come into play.

An example of Business Risk vs. Price of Investment distortion is the purchase of an accounting practice.
Typically the price of such a practice is set by a rough and ready rule of thumb.

You can look at it as 1 years Income or 2 years Profit. 

This rule of thumb is based upon reality which has been calculated over the history of such transactions, but there is some hard logic behind the calculations.

It is generally understood that the risk attached to such a business is low since the income tends to be stable and the goodwill may be readily transferable.

Other types of businesses may sell for 3 years profits (or 33%). We explain this difference by factoring in the Market Related Salary and also that the investor is buying a salary.

2.
Tax

There is probably little that need be said about considering tax aspects.

It is well understood that the Government markets tax-free investments that pay a lower rate of return for the advantage of being tax free. 
However, at the other end of the rate scale it is generally accepted that a business enjoys tax advantages and this will be included in the decision to invest.
Residential mortgage loans on primary and secondary residences are tax deductible and, therefore, it is easy to conclude that tax implications should be considered when making an investment.
There is another side of the tax effects which can be described as encouragement for socially desirable behavior. Our tax system has been called a Robin Hood system which means that we rob the rich to help the poor. Thus high income people who are more likely to be investors share a greater part of the tax responsibility than people who are struggling to make it. One method the Government in their infinite wisdom (sic) does this is make the interest on first and second home mortgages tax deductible. It is generally accepted by economists, social architects and congress that it is a good thing for people to invest in their own home. Therefore, the tax laws are designed to encourage this. Thus an investment in real estate, whether on a personal basis or a business basis, follows this scenario:
a.
You have an asset that is (in the long-term) going up in price 

b.
The costs of financing the purchase are tax deductible

c.
Either you have income from the property that will help with the costs or you have a living expense that you have to pay anyway (you have to live somewhere, right?).
d.
Most of the costs of purchasing are stable over time while the capital appreciation (increase in replacement cost) increases exponentially, widening the positive gap as time passes. 


e.
Tax laws can provide reinforcement for this behavior by providing tax-breaks to the populous that enable the bulk of people to own their own home which may become their ‘nestegg’ towards retirement. 
3.
Inflation

A hidden cost of some types of investment is inflation. Inflation is not values rising it is the devaluation in the value (or purchasing power) of money.  Therefore, monetary investments take the hit by this factor since monetary investments are no hedge against inflation. Real investments, on the other hand, do provide such a hedge.
As an example, let us consider an investment in a bank CD with a return of 6%. 

If the applicable tax rate is 33.33% then the after-tax rate of return will be 4%. 

If inflation is running at 3% then the 'real rate of return' is a mere 1%.

Not pretty is it?

On the other hand, at any rate of inflation the value of money decreases to an insignificant amount over a period of approximately thirty years. If you invest in a CD and hold it for thirty years, spending the interest, at the end you have very little left because of this erosion in the purchasing power of money. Contrarily if you buy a house then after thirty years you still have a house which may now have a replacement cost of ten times the amount of money you paid for it. 

So you can either use inflation to multiply the increase in net worth of an investment or let it act against you and end a whole lot poorer.

4. 
Time

With most investments, the projected time (duration) of the investment makes a difference to both the decision to invest and the rate of return. While this seems to be a simple enough concept we might consider that the Orange County bankruptcy resulted from a difference in timing – every student of finance learns that you do not borrow short and invest long since, if the short term rates you are paying rise you may not have enough cash from the long-term investments to meet your obligation. Common-sense? Finance 101? Yes, but remember that the OC bankruptcy resulted from not following this simple rule and involved a loss of $1.5billion by the County of Orange and it was audited by one of the ‘big-4’ accounting firms. 
An investor is expected to make different decisions for short-term and long-term investments. Retirees tend to look at shorter term investments than younger people planning for retirement.
Also some investments have a fixed duration or rates which are fixed for the duration.
When investments have different lives the rate of return is different for each investment because of expectations of what rates will do in the future. Mortgages either have a ‘fixed rate’ which means the investee and investor can plan for the entire duration or a variable rate, usually depending on some agreed schedule or milestones. Risky – well, consider what has happened in the mortgage industry recently and the number of ‘sub-prime’ loans expected to go sour as variable rates adjust. It may well influence the economy of the country! This is a real problem.
5.
Amount

The absolute amount of money affects the rate of return. This is due to the ‘wholesale’ effect which is basically a discount/premium due to the savings in administration of a larger amount.
However, there can be distorting factors, such as duration, that also effect the same investments so we may not be able to isolate this one factor from the whole combination of factors. Such combinations are said to have an amorphous effect.

6.
Ability to manage

The ability to manage the investment is a big consideration and will, inevitably play a part in an investment decision. 
Some types of investment may require the involvement of the investor (such an investment in the equity of a business) while other types do not (such as an investment in equity on the stock exchange). So the scale of involvement can go right fro 100% to zero, depending on investor wishes.
This could include real estate or stock-investment portfolios. 
This is where brokers and management agents play their part. 
However, it has a cost and any investor should consider managing their own investments.
With a real estate investment that involves tenants there is the coupled decision whether to use a management agent or deal with your own tenants.
With a stock investment shareholders typically hire professional management to mange their company.

7.
Liquidity

Ready cash, which includes the ability to readily borrow cash, should be considered.

In a world where cash flow is critical, it is often a requirement to either not put all your available cash into investments or to have a backup arrangement that enables access to cash.

8.
Leverage

Leverage factors in the concept of OPM (other people’s money) and other people’s efforts. 
Real estate is the easiest to understand since it is usually geared by a mortgage loan. 
The value/price of buying a home may rise at a 3-4% compound rate but the OPM factor multiplies this.
For example, if you buy a house for $100,000 with a 90% mortgage then your investment is only $10,000.
The price of the house increases at 3 or 4% per year so that at the end of 3 years it has increase to $110,000.
Your return may be said to be $10,000 on an investment of $10,000 or 100% - which you might feel is equivalent to 33% pa for 3 years. 
The math of compound interest (results in an APR of 32.28%) on such a calculation is a bit more complex (which I do not wish) so let’s just take it at 33% per year.
Additional factors come into play here since you have to live somewhere and the mortgage payment may be less than rent for an equivalent house especially after you have owned it for a few years.
Then there are the tax advantages – see tax section.
Another investment that takes advantage of gearing is dealing in options. 
Of course we usually speak of dealing in options rather than investing in options since they tend to be short-term rather than long-term so maybe we should classify them as speculation instead of investments.
9.
Income requirements

Even investors have to have income. If an investor is working, or is a member of the idle rich, there may be no requirement for income. 
Some mutual funds cater to this situation. Whatever the investor's situation, their income requirements should be considered and are specific to each individual investor’s situation. Therefore we will not discuss it here but merely include it so that the factor is included as part of this checklist for consideration.
10.
Estate Planning

Last, but not least, there is always the possibility that the investor may die without warning, therefore this factor is worthy of inclusion in our list. 
Insurance comes into the equation with the result that sometimes we are worth more dead than alive. 
There are many other aspects to estate planning regarding passing on benefits to heirs including taxes, trusts and companies. It is noteworthy to mention that the mortgage on an investment in real estate can be covered by inexpensive term life insurance.

Summary
1.
Risk/Return – always a trade-off
2.
Tax – use the advantages the Government offers
3.
Inflation – make it work for you or it may work against you
4. 
Time – flexibility versus certainty
5.
Amount – the wholesale effects
6.
Ability to manage – do and control it yourself 
7.
Liquidity – you need it 
8.
Leverage – use OPM
9.
Income requirements – you chose 
10.
Estate Planning – last but maybe not least 
	POLITICAL TREND
	Political trends are short and long term changes in governmental policies. (Van der Meer, 2005)

	ECONOMIC TREND
	Economic trends are changes due to, for example, the rise or fall of prosperity and spending of consumers, globalization etc. (Van der Meer, 2005)

	TECHNOLOGICAL TREND
	Technological trends are changes due to ever changing technological developments. The main issue here is for the organization to determine how they can take advantage hereof to make money. (Van der Meer, 2005)

	SOCIAL TREND
	Social trends are changes in what is or is not important to people within the society. (Van der Meer, 2005)

	DEMOGRAPHICAL TREND
	Demographic trends are changes in the population. For example, its size, age groups, religion, salaries etc. An organization needs to pay attention to these changes because this can effect the demand. (Van der Meer, 2005)
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