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Learning Objectives (BN eachers e

Powerpoint and E-textbook

This chapter helps you:

B Identify the basic characteristics and the relationship between risk and return
for the following investments: savings / term deposits, bonds / debentures and
stocks

Explain the importance of personal financial planning at different life stages

B Describe the rights and responsibilities of employees and self-employed
persons under the Mandatory Provident Fund (MPF) System

Describe the rights and responsibilities of individual investors and consumers
of financial services
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Basics of Personal Financial Management

Peter, Tom and Mary are going to graduate from secondary school next month. They will step
into the next stage of their life. Now, they are sharing their life goals with others.

| want to travel around
the world when | am
25 years old!

| want to purchase a
house 5 years later.

& | hope to have my own
business at 35 years
old. We need a lot of
money to achieve our
goals!

Discussion Questions

1. Peter, Tom and Mary need lots of money to achieve their goals. How could they could get
enough money to do so?

2. Would you share your life goal(s)?

€3Suggested/Answers'

1. They can set a monthly savings target and strictly follow it.
2. Open-ended question.
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Ouerview

We always have some life goals and needs, such as travelling, studying
at universities, purchasing a house. Furthermore, we have different goals
and needs at different life stages.

To achieve our goals, we need personal financial planning!. According
to the Institute of Financial Planners of Hong Kong? (IFPHK), financial
planning is ‘the process of setting, planning, achieving and reviewing
your life goals through the proper management of your finances’.

Appropriate investments can allow us to have enough money to
achieve our goals. There are different types of investments, such as
bank deposits3, bonds* and stocks®. An investor has rights, as well as
responsibilities.

To help Hong Kong citizens save for their retirement, the Mandatory
Provident Fund® (MPF) System was launched in December 2000.

e

Fig 3.1 The MPF System was
launched in December 2000.

3.1 Forms of investment

explain:

e Investors should expect higher risks

of investments for higher return

A. DepOSItS e Higher risks of investments do not

necessarily bring higher returns
1. Characteristics of saving and term deposits
Deposits are the most common form of investment. Investors, who are
known as the depositors, receive interest income from the bank.

Savings deposits” and term deposits® are two common forms of deposits.
A term deposit requires depositors to lock up the deposits for a period of
time, while a savings deposit does not. Therefore, a savings deposit has
higher liquidity than a term deposit.

Students are expected to be able to

Web Resources_ =

The Institute of Financial Planners of
Hong Kong

http://www.ifphk.org/

Y ACtivities
Ask students to discuss what investment

strategy they might adopt to achieve
their life goals.

Learning Objective

Identify the basic characteristics and the
relationship between the risk and return for
the following investments: savings / term
deposits, bonds / debentures and stocks

Refer to HKDSE Exam 2013 paper 1A
Q.6. The question is about the features
of investment.

1. personal financial planning 18 A J2 81 5 &l
3. bank deposit $R7T1EF 4. bond &% 5. stock RE
7. savings deposit & F# 8. term deposit EEIFR

2. Institute of Financial Planners of Hong Kong &AM ISR ElaN 22
6. Mandatory Provident Fund 38 #l1E AFE &
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A savings deposit usually attracts a lower interest return than a term
deposit. It is a result of the difference in liquidity. Table 3.1 shows the
difference in the interest return between savings and term deposits.

Deposit amount: HK$500,000
Deposit period: 1 year
Savings deposit Term deposit
interest rate interest rate
Bank of China 0.02% 0.2%
Hang Seng Bank 0.01% 0.2%
HSBC* 0.001% 0.15%
Shanghai Commercial Bank 0.01% 0.5%
Dah Sing Bank 0.05% 0.35%

Table 3.1 Interest rates of savings deposits and term deposits as in August 2013
#HSBC: The Hongkong and Shanghai Banking Corporation

In Hong Kong, there is no restriction on the interest rates that banks can
offer to depositors. However, because of market forces, the interest rates
offered by banks do not differ a lot.

2. Risk and return of savings and term deposits

A bank deposit is considered a safe investment, especially
because of the Deposit Protection Scheme! in Hong

Il

Kong. Therefore, the risk is low for placing a deposit at a Do /onr 2
W 30/00/12
bank 25/12/12
25/12/12
08/03/13
. . . . /13
Since the risk of deposit is low, the return on a bank erosy 13
o 5 E 08/03/13
deposit is relatively low when compared with the returns 08/08/13
08/06/13

from other forms of investment. Sometimes the interest
rates can be near zero for deposits, making deposits an in iy
. . ., 25/06/13
unattractive form of investment. perar/ 8

on/07/1%

The following is a comparison between savings and term Fig 3.2 Passbooks

deposits.
Savings deposit Term deposit
Deposit period Not Fixed Fixed
Liquidity Higher Lower
Interest return Lower Higher

Table 3.2 Comparison between savings and term deposits

Teachind/Notes

Generally speaking, the risk and
potential return of an investment are
positively related, i.e., the higher the
investment risk, the higher the potential
investment return.
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were used to record the balance. They

are replaced by savings cards now.

1. Deposit Protection Scheme 17 ZRE T &l
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Deposit Protection Scheme 5 75 10 R O &
The Deposit Protection Scheme (DPS), which is operated by the Hong Depostsirzefciﬁglﬁf o

Kong Deposit Protection Board, protects deposits placed in banks under the
scheme statutorily?.

All deposits denominated in Hong Kong dollars, Renminbi or any other
currency deposits in Hong Kong are protected. The maximum amount is up
to HK$500,000 per depositor per bank under the scheme.

Conventional deposits are protected by the DPS, e.g. savings deposits and
term deposits. However, the scheme does not protect term deposits with a
term more than 5 years, foreign currency linked deposits and equity linked

deposits. |
Web Resources o Fig 3.3 The risk of holding deposits i

is low due to the Deposit Protection @ 1
Hong Kong Deposit Protection Board Scheme. ' i
hitp://www.dps.org.hk/ —— wo—
B. Bonds
1. Characteristics of bonds c\
Bonds (also known as debentures) are debt contracts which represent Note Card
claims for repayment at the maturity date?. A bond is essentially a loan. Maturity date is the stated end period
Issuing institutions issue bonds to the market in order to obtain funds. of the bond.

They may be a government, banks or other private companies. In other
words, the bondholders are the creditors of the issuing institutions.

Instead of getting repayment at the maturity date, bondholders can sell
their bonds in the secondary market3. This provides liquidity* to the

bondholders.
In addition to private companies, the
RIHTENERGHER AER NIAUESR EoAR 4N WEOLRASEER — . - - =
vanas sauw government also issues bonds. For
- example:
e Inflation-linked bonds (iBonds) were
" 1 . ~
e issued by the HKSAR government
ERIR-MEMAA in 2011-2013.
Hi K Link 2004 Limited .
O v aany - e RMB Bonds were issued by the
¥ TR LA NN ISHGESTRAS ((PUEHT L. .
en-sshenmsscnnssenas zavy / Sgp Ministry of Finance of the People's

RER=Y- - HMN RRARATRAS (FATT A TS
> o

Republic of China in 2013.

Te [} | 7
lajf g ""9 ( F

Fig 3.4 Retail Bonds issued by Hong Kong
Link 2004 Limited has allowed the Hong Kong
government to borrow up to HK$6 billion.

1. statutorily BIEERIEX 2. maturity date EIEFH 3. secondary market S5 =% 4. liquidity BIIE,E IR AL
5. Hong Kong Link 2004 Limited &% A& —15 B R A7)
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(a) Par value '

Fach bond has a par value! or face value. The par value indicates the
nominal value of the debt issued.

|
|
For example, Company A may issue a bond with a par value of $1,000, |
and a total of 1,000 bonds are issued. That means Company A has issued ‘
a total of $1,000,000 in debt in the form of bonds.

(b) Coupon rate C

The bondholders receive periodic interest payments from the issuing Note Card
institutions until the maturity date. The interest payment is called a P
2 L . Coupon rate is the interest rate of a
coupon payment?, which is calculated by multiplying the par value by the it
coupon rate.

For example, the par value of a bond is $1,000, and the coupon rate is 5%.
The coupon payment will be $50 (= $1,000 x 5%).

2. Risk and return of bonds ('\

Bondholders can earn returns in two ways: the coupon payment and Note Card

bond price appreciation®. Return on bonds includes:

The bondholders can receive periodic coupon payments until the maturity e Coupon payments

date. The yield to maturity’ (yield®) is the return on the bond investment * Bond price appresiation

if the investor holds the bond until its maturity.

Bondholders can also sell their bonds in the secondary market. If the
7

bond price appreciates in the market, bondholders can earn a premium’.
Although there are still exceptions, the risk on bonds is low generally.
The treasury bonds® issued by the US government are considered risk-
free9. There are a few types of risk from holding bonds, including the
issuing institution cannot repay the principal at the maturity date and

bondholders are not able to sell their bonds in the market.
=\ Information EXpressy

The inflation-linked bond issued in 2012 is a government bond
with 3-year period. Dividends are paid every half year and the
interest rate is either a floating rate (which is linked to the inflation
rates of the 6 most recent preceding months) or a fixed rate of 1%.
The higher rate of the two is the final rate.

Fig 3.5 The Hong Kong government launched the inflation-linked
bond (iBond) in 2012. The risk of holding this government bond is
very low.

* In the 2014-15 Budget, the Hong Kong government proposes another iBond issue of up to HK$10 billion.

1. par value EIE 2. coupon payment Z {3 3. coupon rate ZEF|ZE 4. appreciation FHE
5. yield to maturity B FE 6. yield 8 EREF 7. premiumE{E 8. treasury bond BlEESH 9. risk-free ZEMR
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Risk of bonds*

(a) Default risk

The main risk of holding bonds is default risk!, which means the issuing institution cannot repay the
principal at the maturity date or pay the coupon payment as scheduled.

Default risk can be reflected by the credit rating of the bonds, which shows the relative credit standing
of the issuing institution. Credit rating is provided by credit rating agencies?. Moody’s?, Standard &
Poor’s* and Fitch Group3 are the three major credit rating agencies in the world.

They have different ways to show the credit rating. For example, Moody’s uses ‘Aaa’ to represent the highest
credit rating, while Standard & Poor’s uses ‘AAA’.

An issuing institution with a low credit rating will either not be able to issue a bond, or issue a bond
with a higher coupon rate to compensate for the default risk.

(b) Not able to sell in the market

Bondholders may need to sell the bonds in the secondary market for liquidity reasons (e.g. they need
cash). There is a risk of not being able to sell the bonds in the market.

(c) Interest rate risk

Instead of appreciation, the bond prices may depreciate®. Then the investors will have a loss if they
sell the bonds at a lower price.

The interest rate is a main factor in making the bond price fluctuate. The interest rate here is not the
coupon rate, but the market interest rate. The bond price is negatively related to the market interest
rate. Therefore, if the market interest rate increases, the price of the bond will decrease and the
investors will have a loss. This is called interest rate risk.

Fig 3.6 Interest rate risk

(d) Reinvestment risk

When an investor receives the coupon payment from the issuing institution, the investor needs to find
another investment vehicle to invest the amount of money received.

The investment return from these vehicles may be different from that of the bond. This risk of not
able to obtain the same rate of investment as the original bond is called the reinvestment risk.

* This section is for reference only. Classification of risks incurred in bonds trading is beyond the curriculum
requirement.

1. default risk B4R 2. credit rating agency 12 FIFE R H#EE 3. Moody's i 4. Standard & Poor's 124 /R
5. Fitch Group =& B[R 6. depreciate B2 {&
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Activities
Ask students to list some of the listed
companies in Hong Kong.

C. Stocks

1. Characteristics of stocks

Stocks, which are also known as shares, represent the ownership of
a company. Therefore, the stockholder, who is also known as the
shareholder?, is actually an owner of the company. For listed companies?,
the shares can be traded in the stock market3.

(8) Hong Kong Exchanges and Clearing Limited (HKEX) (b) The New York Stock Exchange (NYSE)
Fig 3.7 HKEx and NYSE are two of the world’s largest exchanges.

(a) Voting rights

Shareholders have the right to vote in the general meeting and elect @ Teshs
directors. There are different forms of voting. The general rule is one e ,
Preference shareholders do not have

share one vote. The major shareholder always win the vote. voting rights.

>

If a shareholder cannot participate in voting, the shareholder can assign
someone to be his representative (his proxy). This is known as proxy
right4.

(b) Share proportionally

Shareholders have the right to share in the proportion of their ownership
in the distributed profits of the company. The distributed profits are also
known as dividends>.

Furthermore, in the case of the winding up of the company (bankruptcy),
the shareholders can share the remaining assets in proportion of their

ownership.

(c) Preemptive right C

If a company decides to issue more capital, existing shareholders have Note Card

the priority to subscribe to the newly issued shares so as to maintain Preemptive right refers to the right of

proportional ownership if desired. This right is known as preemptive first subscribe to buy a new stock issue

right6. to maintain proportional ownership if
desired.

1. shareholder J&% 2. listed company EfAR] 3. stock market R ZE 115 4. proxy right A= 5. dividend A% &

6. preemptive right &5 RAHE
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(d) Preference shares and ordinary shares

There are two common types of stock, namely preference shares! and
ordinary shares?. They have the same features, but preference shares have

preference over ordinary shares.
e Preference shareholders receive dividends before ordinary shareholders.
 The dividend rate3 is specified on preference shares.

e When the company is liquidated, preference shareholders get back
their investment before ordinary shareholders (but after bondholders).

2. Risk and return of stocks

The return from stocks is in two parts: dividends and share price appreciation.

Dividends are the distributed profits from the company. The amounts
of dividends are not fixed. They are related to the company’s profits and
dividend policy. Normally dividends are distributed when a company
makes profits.

Similar to bondholders, shareholders can sell their stocks in the secondary
market. If the share price appreciates in the market, shareholders can earn
a premium.

Generally, holding stocks is more risky than holding bonds and having
deposits. Shareholders face a few types of risk.

(a) Dividend is not fixed

As the amount of the dividend is not fixed, this can become a risk. Some
companies may not declare a dividend for several years. Previous dividend
payout records can be used as a reference, but investors cannot assume
that the companies will continue to have the same dividend payout
records in the future.

We decide that no dividend
will be declared this year.

l " ‘IA :

. - S £
I
- \ /

Fig 3.8 Some companies may not
declare a dividend for several years.

O EAChing Sirategies

Teachers may remind students that the
risk of stock investing is higher than
that of bond investing.

¢

Note Card

Return from stocks includes:

e Dividend
e Share price appreciation

Note Card

Risk of stocks includes:

e Dividend is not fixed
Share price fluctuates
e Company goes bankrupt

1. preference share B5E8 2. ordinary share E3@A% 3. dividend rate i3 8 %
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(b) Share price fluctuates

Shareholders have a loss when the share price declines. There are many
reasons for share price changes. Fundamentally, the share price reflects
the profitability! of a company. Hence, investors should study the future
potential of a company before they make investment decisions.

Nevertheless, share prices are affected by many economic factors, such
as macroeconomic environment, interest rate changes and the political
environment.

ATIONAL PRESS BUILDING
WASHINGTON. D

Ben Bernanke, Chairman of the Federal Reserve, finished his term of
office in January 2014. Janet Yellen took over and become the first
NATIONA :SS CL woman to lead the Federal Reserve.

NATIONA

CLUB
DING

¥ NAL PRESS (
DNAL PRES i {AL PRESS BUILD

SHINGTON D (

NATIONAL PRESS CLUB

Fig 3.9 The Quantitative Easing (QE) monetary policies2 adopted
by the US have caused worldwide stock markets to have drastic
movements. The picture shows the former Chairman of the Federal
Reserve, Ben Bernanke.

(c) Company goes bankrupt

When the company is liquidated, investors may lose all of their
investment. The shareholders get back their capital after the bondholders

if there are any assets left.

Fig 3.10 When the company is liquidated,

@) Preference = @ Otdmwy 5 shareholders get back their capital after
shareholder shareholder bondholders.

1. profitability 27558 2. Quantitative Easing monetary policy £k B & EHHK
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Teachers may ask students to summarise the
differences between deposits, bonds and stocks.

D. Differences between bonds and stocks

The following table compares bonds and stocks. Although both bonds
and stocks are the result of investors investing in institutions concerned,
there are lots of differences between them.

Bonds Stocks
Investor’s role The creditor of firms The owner of firms
Returns e Coupon payments e Dividends
e Bond price appreciation e Stock price appreciation
Get back the The bondholders have the priority to get back the capital when
capital the company is liquidated.
Voting right No Yes

Table 3.3 Comparison between bonds and stocks

E. Summary

Different forms of investment have been introduced in the section above.
Generally, holding stocks is more risky than holding deposits and bonds.
To compensate for the higher risk, stocks generally earn higher expected
returns for investors. Therefore, investors should expect higher risks of
investments for higher returns. However, higher risks of investments do
not necessarily bring higher returns.

The following table compares the risk and expected return of deposits,
bonds and stocks.

Deposits Bonds Stocks
Risk Very low Lower Higher
Expected return Lower Lower Higher

Table 3.4 Comparison between deposits, bonds and stocks

Quick Quiz ™

1. Compare the risk and return of the following investments. Put a v in the
appropriate boxes.

Risk Expected return
Investment
High Low High Low
(a) Savings deposits 7
(o) Term deposits
(c) Bonds v/ g
(d) Stocks . 7 l v
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JExam Drit -~ ( |
1. Which of the following is / are the benefit(s) of buying a company’s ordinary |
shares over buying its debentures? |

|

(1) Avoid total loss of investment

(

N

) Have voting rights in the annual general meeting

—

3) Guarantee higher returns

O 0O = >

. (2)and (3 ( ) only
HKDSE Exam BAFS practice paper 2012 paper 1A Q.17

2. Which of the following statements are incorrect descriptions of the
differences between bondholders and stockholders?

(1) Stockholders are the owners of a company and bondholders are the
creditors of a company.

(2) Bondholders have voting rights and stockholders do not.

(3) Stockholders receive fixed dividend income whereas bondholders receive
variable interest at regular intervals.

(4) Bondholders are repaid prior to stockholders when the company is

liquidated.
A (1) and (4) only
B. (2)and ()onlyl
C. (1), (2) and (4) only
D. (2), 3) and (4) only .

Adapted from HKDSE Exam BAFS sample paper 2009 paper 1A Q.2 ‘
3. Which of the following statements is correct?

A A 6-month government bill is an investment instrument in the equity
market.

B. An investment instrument with a higher risk may yield a higher return.

C. Market risk can be avoided by investing in various financial products.

D. Investment in the preferred stock is more risky than in the
common stock of a company. 5
HKDSE Exam BAFS 2013 paper 1A Q.6
A
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Ask students to guess the financial
needs at different life stages.

3.2 Personal financial planning at Lesrenivg Qljactive
. . Explain the importance of personal
dlﬁere“t llfe Stages financial planning at different life stages

An individual has different financial needs at different life stages. There
are six stages in financial planning:

(1) Young single
(i) Couple

(iii) Early family
(iv) Late family
(v) Pre-retirement

(vi) Retirement

il eaching'Notes

- A young single at this stage of life may have other financial
A. YOU ng Slngle burdens, including credit card debts, student loans and salaries tax.
An individual at this stage is a young single, who has just started his
career. The major financial need at this stage is to create and accumulate
wealth because it is important for the young single to have good
planning for later stages.

He may save money for a home purchase, further education or marriage.
Good planning makes financial needs at later stages easier to meet.

Further education

Home purchase = e Marriage

Fig 3.11 A young single should have good financial planning for the
later stages.
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B. Couple
At this stage, two individuals get married. One individual’s financial
needs are related to the other’s. The major financial need at this stage is

preparing to have a family.

The couple may plan ahead for raising children, saving up for a home
purchase, insurance against accidents, and even retirement.

Child bearing Home purchase

Fig 3.12 The major financial need of a couple is preparing to have a family.

EUEEITES

If one of them wants to quit working in order to take care of their

C, Early famlly children, they should ensure that they can afford their monthly expenses
with a single income, as the family income will drop greatly.

The stage of early family is characterised by the extension of the couple
with a newborn child. The family’s financial burden is greater. The
financial needs at this stage are planning for family expenses and stronger

insurance coverage.

A newborn brings financial burden. The couple needs to set up a fund
for the child’s education. Furthermore, family expenses are larger, such as
saving for home purchase and retirement.

Y
a)

=0 : Child’s education
=31 TR fund

Fig 3.13 The family financial burden is greater. Planning for a child’s education
becomes important.
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D. Late family

At this stage, the newborn is now a teenager and is more independent.
The couple may have higher income levels due to the development of
their careers. Therefore, the financial burden for the late family is lower.

Some late families may need to prepare money for their children’s |
university education. As the couple is ageing, the financial needs at this

stage are saving for future medical expenses and planning for retirement.

el Under the lunle0 of the University
Grants Committee, the tuition fee for
a full-time degree programme for the

+ ‘ 2013-14 academic year was $42,100 per
annum.

Medical expenses

Money for children’s
university education

-

Fig 3.14 A late family has to save for future medical expenses and prepare money for
children’s university education.

E. Pre-retirement

When children become young singles and financially independent, the
couple can direct more financial resources to retirement planning and

medical coverage.

For example, some couples want to travel around the world when they
retire. They need good financial planning to save enough money. The
medical insurance should have been bought at an early stage as medical
insurance is more expensive for the ageing couple.

Since the elderly have a higher risk of
sickness, they are charged a higher fee
when purchasing medical insurance.
Some insurance companies may even
decline their applications.

Retirement planning: /\/ h
travel around the world

/ \..-_-

Fig 3.15 At pre-retirement, the couple could spend more on retirement planning and
medical coverage.
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F. Retirement

It is the final stage of financial planning. Ideally, the couple should have
adequate financial resources to spend for their retired lives. This relies on
good planning in the previous stages.

The major financial planning at this stage includes holding adequate (BT eachingNotes

health insurance and estate! planning. As one is approaching the end It H(l)l“é; K:ggélhe estate duty was
i : . . . w % cancelled in 2 i
of his life, proper estate planning is needed. The purpose is to minimise

potential tax payments or disagreements over inheritance?.

a>
>
\

>
>

Health insurance

g

Fig 3.16 Retired persons should hold adequate health insurance.

Stages Pharacteristion Financial needs / lmpgrtance of financial
> planning
i
_ Just starts his career e Create and accumulate wealth
Young single
e Plan for later stages
Couple Two individuals get married. Preparing to have a family
e Extension of a couple with newborn e Plan for family expenses, e.g. child’s
Early family child education fund
e A newborn brings financial burden. e Stronger insurance coverage
e Newborn becomes a teenager. e Prepare money for children’s university
Late fariily e Have higher income levels e eaton
e Save for future medical expenses and
retirement
. Children become young singles and Direct more financial resources to
Pre-retirement . o . . ;
financially independent. retirement planning and medical coverage
. Final stage of financial planning e Holding adequate health insurance
Retirement '
e Estate planning

Table 3.5 Six stages of financial planning

1, estate 3BE 2. inheritance #&#E




