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CHOICE OF INVESTMENT & EVALUATION OF INVESTMENT

is based on

Risk
Return
Safety
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Factors Affecting the Choice of Investment
Securities

Expected Rate of Return
Tax Exposure
Interest-Rate Risk
Credit or Default Risk
Business Risk

Liquidity Risk

Call Risk

H. Prepayment Risk

. Inflation Risk

: 1. Pledging Requirements
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Factors ’\ff(‘ (‘ti ng ﬂ] e Do
Choice of Investments (continued)

COMPONENTS OF THE RISK FACTOR

+ Inflation risk - during periods of high inflation your investment return may
not keep pace with the inflation rate

» Interest rate risk - you may invest in a bond at a 6%, rates later go up to
8%:; your bond price falls

» Business failure risk - bad management or products affect stocks and
corporate bonds and mutual funds that invest in stock

« Market risk - prices fluctuate because of behaviors of investors

» Global investment risk - changes in currency affect the return on your
investment
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Investment Evaluation Criteria

Three steps are involved in the evaluation of
an investment:
Estimation of cash flows

Estimation of the required rate of return (the
opportunity cost of capital)

Application of a decision rule for making the
choice
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INVESTMENT EVALUATION TECHNIOUES
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Concept of Risk

v'A person making an investment expects to get some returns from the
Investment in the future.

v"However, as future is uncertain, the future expected returns too are
uncertain.

v'It is the uncertainty associated with the returns from an investment that
Introduces a risk into a project.

v'The expected return is the uncertain future return that a firm expects to get
from its project.

v'The realized return, on the contrary, is the certain return that a firm has
actually earned.
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Concept of Return

v Retwrn can be deﬁned as the actual income ﬁrom a project as well as
appreclation in the value of cap ital.

v Thus there are two components in return—the basic component or the periodic
cash ﬂows ﬁfom the investment, either in the form of interest or dividends; and
the change in the price of the asset, commonly called as the cap ital gain or loss.
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