
 

Investment Basics 
• Three key considerations: 

o Who will own, control, and benefit from the invested funds and when 
o Tax treatment of investments 
o Risk tolerance 

• Who will own, control, and benefit from the invested funds and when 
o Before you concern yourself with what type of asset to pick for your investment(s), 

the decision of the best account-type to hold your investment(s) needs to be made. 
o That begins with considering who will own and control the investments and who 

will benefit from them—this will lead to the inclusion of some account types and 
the exclusion of others. 

o Examples of how accounts can be titled or registered: 
 Individual 
 Joint 
 Custodial 

o Titling of an account should reflect what is most appropriate for your situation and 
this could include considering things like your estate plans. 

o When someone needs access to funds can also be an exclusionary criterion, based 
on restrictions found in tax law, insurance contracts, etc. 

• Tax treatment of investments 
o This might or might not be a consideration available to you, as sometimes a detail 

regarding who will own, control, or benefit from invested funds, and when, can 
greatly limit account types that would be appropriate. 

o In a nutshell, this consideration concerns factors like… 
 Is a reduction of current taxable income via contributions a prudent goal? 
 Is income tax deferral a possibility? 
 Are tax-free withdrawals in the future an option? 

o Examples: 
 Someone investing for retirement who could also benefit from a 

reduction of current income might want to consider a Traditional IRA. 
 Someone investing for a child’s education, who wants to do so in a tax-

favorable way, but also is concerned that the child might not go to 
college, might want to consider a Roth IRA as part of their funding 
strategy. 
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Investment Basics 
• Risk tolerance 

o When it comes to the return that an investor experiences, the fundamental driver is what is found 
inside an account—i.e., account-type tells you virtually nothing about what kind of return you might 
experience. 

o Tax deferral can augment performance, and that is dictated predominantly by account-type, but that’s 
the only performance-related factor that account-type can impact—the rest is based on asset 
allocation. 

o It also must be understood that all assets that are generally considered prospective investments have 
appreciated over time. 
 If this were not true, then they would not be considered for investment. 
 This does not mean that assets will always reflect a positive return, and that has to do with 

the timing of analysis, but it also doesn’t mean that analysis that reflects a negative return is 
conclusive as to the merits of the investment(s) at-hand, or the prospects for future, or 
aggregate, performance. 

o Examples of specific assets that can be held in an investment account: 
 Mutual funds 
 ETFs 
 Stocks 
 Bonds 
 CDs 
 Cash 

o Risk 
 Our definition: whether you have the money you need when you need it. 
 Using that definition, risk can be understood to manifest via sudden occurrence (e.g.,  a 

sharp market decline just before funds are to be withdrawn) or something that erodes 
value over a longer period of time (e.g., inflation or taxes). 

 Here, we are focused on market-related risk, and that means that we’re talking about the 
sudden loss of money you need when you need it. 
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Investment Basics 
• Risk tolerance con’t. 

o When an asset is described as risky, it must be understood that this is a relative statement. 
 The reason for this is that there are no assets that are without risk. 
 When stocks are said to be risky, the most appropriate response is, compared to what? 
 The implied comparison with stocks is typically to bonds, or even cash. 

o What is it that an asset class, like stocks, has that makes the descriptor of risky applicable? 
 Volatility. 
 In other words, the extent to which returns are inconsistent. 
 The more inconsistent something is, the less we can rely on it, and with investing, this is 

amplified when we deal with shorter time periods. 
 The more volatility an asset has historically demonstrated, the more it is regarded as 

risky, because the greater inconsistency makes the answer to the question of whether we 
will have the money we need when we need it more uncertain. 

o Why place the emphasis on risk, not reward/return, when evaluating investment options? 
 Limits. 
 Is there a limit to how much reward we can stand? 
 Is there not a limit to how much loss we can stand? 
 If the possibility exists that we might experience loss… 

• Which would mean that we might not have the money we need when we need it… 
• And if this is directly related to the fact that assets can perform negatively… 
• Then that means we must evaluate investment options from the perspective of 

how likely it is that a sudden loss will compromise our ability to achieve our 
goals—i.e., risk… 

• And that is why the concept of risk tolerance exists. 
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