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The following is a project I completed for a class entitled Managerial Decision Making.  The goal of the class is to help the student think more clearly when making business decisions.  At the beginning of the semester we were asked to think of a decision that would affect our lives within six months.  However, we were not allowed to voice our final decision until we’d thought the process through.
Memo

To:
Julie Liggett De Jong

From:
Bradley Hall

Date:
April 21, 2008
Re:
Personal Project

In phase one I developed a sound decision statement and objectives.  It is easy to come up with a decision statement.  I learned it was difficult to come up with a sound decision statement with objectives that were clearly described and identified.  If one works at it long and hard enough, a sound decision statement may easily emerge from the mix.  Clearly defining objectives took some practice.  It was great to receive your feedback as well so that I could continue forward with the project.

In phase two I identified my alternatives.  A sixth alternative existed, a Roth IRA.  However, the more I researched each investment vehicle I soon came to dislike the Roth IRA.  When the Roth IRA first emerged in 1998 it was a great alternative to a standard retirement account, a 401 k.  In the last couple sessions of congress there has been talk of scrapping the rules for a tax free withdraw.  Also, as the Roth IRA is not tax deductible which means I would not see immediate breaks in my taxes.  For these two reasons the Roth IRA was removed from my list of alternatives.

In phase three I defined my objectives more clearly.  The safety of the investment is based on its volatility. I define volatility as how rapidly the value of the investment may change over a given time period.  This was the most important must objective I had and for good reason:  if the alternative has a high likelihood of reacting to the market, I stand to lose my investment.  The rate of return is the amount of money gained or lost on an investment compared to the amount of money a person deposited.  It was based on a percentage of the total investment.  I used two resources from the internet to acquire these figures:  Schaeffer’s Research and an article from Money Magazine I discovered on CNN.com.  I determined my need for financial advisor assistance based on my knowledge of each of the alternatives.  There are a few alternatives I would feel comfortable investing on my one such as stocks and a 401 k.

In phase four I used a scale from one to ten, one being less favorable and ten being extremely favorable.  The weighted score method calculated bonds and a 401 k as the alternatives that received the highest scores.  Stocks were a close third and real estate and commodities trailed in the end.  The two alternatives differ greatly in the want objectives but do not differ too much from the must objectives.  A 401 k was the safest investment and that was extremely high on my importance score.  Bonds were high as well.  The minimum deposit needed on bonds was the best as the U.S. government offers some at $50 while a 401 k is at the investor’s discretion, though usually it is 10% of income.  The great thing about bonds is that I would not require much financial assistance as the money matures without need of interference on my part.  I would have to speak with a financial advisor either through the company that employs me if they match funds or I must hire my own to monitor the account for me.

In phase five I created a risk profile for each alternative and an uncertainty that exists for that alternative.  Because a company does not legally have to pay back the amount of the bond made the alternative seem a lot more risky – this alternative provided more risk than I would like in an investment.  At least with a 401 k my account would be protected from bankruptcy unlike the bonds.  Next I created a desirability matrix to help assess my aversion for risk.  I ranked each outcome 1 to 4 and assigned it a desirability score with 100 being the highest and 0 being the lowest.  I multiplied the desirability score by the chance score from the risk profile to arrive at the overall desirability score.  My favored alternative was the 401 k alternative.
Initially after I developed my list of alternatives I felt that stocks were the best choice.  With my objectives clearly defined I moved through the decision making process and realized that stocks could not completely satisfy my list of objectives.  I dumped the alternative after applying weighted scores and was quite surprised to see bonds and 401 k emerge as victors.

Phase 1

Define the problem:

The problem I am facing is that I do not have any savings for my retirement.  I will be graduating college in a year.  I hope to secure a job then and will divert a portion of my salary to investing my money. 

1. Define the triggering event:  About a year ago I decided I needed to start saving for my future as I have not yet done so.  My uncle asked me what I had planned for investing in the future and I had no reply for him.  This past year I have started my ultimate goal of saving for my future and kept a monthly record of every dollar that has left my pocket.  I will be able to create a budget for next year after examining my purchases and will know how much money I can set aside for investments.

2. Question the constraints in your problem statement. One of the most important constraints is that I am choosing just one investment vehicle.  In reality I know that diversification is the best option for anyone, but I want to know with the little money I have starting out what’s the best vehicle for me to start with.  One of the constraints of my problem statement is that I am assuming I will graduate and obtain a job that provides me with enough money to save for investments.  Another possible constraint I may have is that I assume the job market will be healthy enough to supply me a job.   

3. Identify the essential elements of the problem.  How much money do I have to put away for an investment?  Is there a minimum or maximum amount that I may put away for an investment?  How much money will the investment yield me after x amount of years? Are there limits for the amount of money I may put into an investment?  Are there different time frames that I can pay into an investment?
4. Understand the dependencies.  One of the dependencies of this problem is to establish the amount of money I can set aside for an investment.  How much I can invest is clearly dependent on how much money I will earn.  By keeping track of my expenses I’ll be able to better identify my spending habits and divert unnecessary spending to spending for investments.  If my family situation changes then I need to be aware of putting more money away.  I assume that it’ll be just me from here on out but if that changes I’ll have to modify the amount of money I put away in savings.  I also understand that the amount of money I see in a return depends mostly on the amount of time the money is allowed to compound.  Therefore, the earlier I start the process the more I will see in the future.
5. Establish a scope.  I believe my problem definition has a workable scope.  I know that my goal is to set aside money for investments and besides figuring out my budget.  Not too many other decisions power this one besides my budgetary concerns.  This decision will help me make other decisions down the road when the investments start to see a return and I may start spending that money.  

6. Gain insight from others. 
7. Reexamine as you go. 

8. Maintain perspective. 

New problem statement:  What is the best investment to start my portfolio?

Identify objectives:

1. Write down all the concerns. 

a. How safe or risky is the investment?

b. Is there a minimum or maximum amount I can put away for each investment?

c. How much money will the investment yield me after so many years?

d. If I run into an emergency situation ten years down the road and need money quickly, may I liquidate the investment?

e. If I lose any part of my investment, does the government back up the loss?

f. If said emergency occurs, what amount of tax must I pay for a withdrawal?

g. Will I have to go through a financial advisor to make the investment or is it something I may do by myself?

h. How much capital do I really need to retire happily?

i. What is the rate of return of my investment?  Grant it, this will vary by investment vehicle, but which one seems to have best rate of return over all others? 

2. Simplify

a. Safety of investment

b. Minimum deposit

c. Rate of return

d. Ease of liquidation

e. Direction from financial advisor

3. Separate means from ends

a. Safety of investment - means

b. Minimum deposit - means

c. Rate of return - ends

d. Ease of liquidation - ends

e. Direction from financial advisor - means

4. Clarify objectives

a. Safety of investment – if an investment sinks, will I receive any money back?  Assess the risk of the investment compared to others.   

b. Minimum deposit – by knowing how much money I need to deposit I can identify which investment is best suited for me.  If one requires a minimum of $10,000, I clearly won’t have that money right after school and that would not be a good option.

c. Rate of return – I have heard different numbers thrown around for the rates of investments.  If I figure out what an average rate of return is for each investment I can compare them and better asses which are likely to give me a higher return.

d. Ease of liquidation – I want to know what types of taxes I will be charged, the length of time it takes, and the various hoops needed to jump through if for whatever reason I want to turn my investment back into cash.

e. Direction from financial advisor – I would like to know how much technical help I’ll need in truly understanding an investment and its returns.  I want to know if it’s something I can figure out on my own or if it is a more involved process that will require the help of an expert. 

5. Objectives

a. Establish the safety of each investment

b. Identify the minimum amount needed for each investment

c. Calculate and compare the rate of return for each investment

d. Assess the process of liquidation to cash

e. Financial advisor assistance
Phase 2

Problem statement:  What is the best investment to start my portfolio?  

My must objectives are to establish the safety of each investment.  I will do this by assessing the risk compared to others.  I would like to know whether or not the alternative is a volatile investment.  By volatile I mean how often it sees a return compared to seeing a loss.  This way, I can compare all of my alternatives as to whether or not it is too risky for me to invest in a certain vehicle.  Another must objective is the deposit needed for each investment.  If the deposit is too great then the alternative is not a good one for me.  I would not be able to invest in the project right away and I want to make sure that I can start investing when I am ready.

The rest of my objectives are identified as wants because it is not necessary for me to have a financial advisor to choose an alternative.  It may be very helpful in the case of investing in commodities.  That is an investment I am not that familiar with so it might warrant the use of a financial advisor.  It is not extremely important for me to liquidate the investment into cash.  I am making an investment in the future so it is not likely I will need the money up front.  However, it would comfort me to know what the availability of cash is in each chose vehicle.  While I may choose an alternative that requires a large penalty to be paid if I withdraw money, I would like to know what that penalty is in case an emergency rises.  I would like to know the rate of return of each of the alternatives.  If I could compare them across the board I could better gauge whether or not the investment is right for me.  I considered this objective a want because it will not be the ultimate deciding factor for my list, but it will help me narrow down my list of alternatives.

The alternatives I have considered for my project include:

1.  Stocks

2.  401 k

3. Bonds

4. Real Estate – a house

5. Commodities

Phase 3

Safety of investment – the volatility of the investment.  I define volatility as how rapidly does the value of the investment change.

Minimum deposit required – the amount of money required for deposit into investment. school and that would not be a good option.

Rate of return – the amount of money gained or lost on an investment compared to the amount of money a person deposited.  I used two resources from the internet to acquire these figures:  Schaeffer’s Research and CNN’s money.com.

Penalty to withdraw funds – the amount of money, most often a tax, required to liquidate the investment into cash. 

Financial advisor assistance – the amount of help required by a professional for me to maintain an investment.

	
	Consequence Matrix
	

	 
	 
	Alternative 1
	Alternative 2
	Alternative 3
	Alternative 4
	Alternative   5
	 

	 
	 
	401 K
	Stocks
	Bonds
	Real Estate
	Commodities
	 

	


Objective 1
	Safety of each investment
	Low volatility
	High volatility
	Low volatility
	Medium volatility
	High volatility
	Musts

	Objective 2
	Minimum deposit
	10% of income
	Ranges Between $1 and greater than $95,000.
	Ranges between $50 - $10,000
	20 % of investment
	Ranges Between $1 and greater than $95,000.
	

	Objective 3
	Rate of return
	7%
	13.40%
	11.70%
	8.60%
	9.50%
	Wants

	Objective 4
	Penalty to withdraw funds
	10 % of withdrawn amount
	No penalties
	Cannot withdrawl
	Cannot withdraw funds unless property is sold
	No penalties
	

	Objective 5
	Financial advisor assistance
	No help is needed from a financial advisor.
	Quite a bit as I do not have much knowledge of the stock market
	Little helps is needed from an advisor.
	Little helps is needed from an advisor.
	A lot of help as I do not know much about this area of investments
	


Phase 4
	Trade-off Evaluation

	
	
	
	
	
	
	
	

	
	
	
	Alternative 1
	Alternative 2
	Alternative 3
	Alternative 4
	Alternative    5

	 
	Importance Score
	401 K
	Stocks
	Bonds
	Real Estate
	Commodities

	Objective 1
	Safety of each investment
	40.0%
	10.0
	3.0
	8.0
	5.0
	1.0

	Objective 2
	Minimum deposit
	25.0%
	8.0
	10.0
	7.0
	3.0
	9.0

	Objective 3
	Rate of return
	18.0%
	2.0
	10.0
	9.0
	3.0
	6.0

	Objective 4
	Penalty to withdraw funds
	9.0%
	7.0
	10.0
	2.0
	1.0
	9.0

	Objective 5
	Financial advisor assistance
	8.0%
	1.0
	4.0
	10.0
	9.0
	2.0

	
	
	100.0%
	
	
	
	
	

	Weighted Score
	 
	 
	7.1
	6.7
	7.6
	4.1
	4.7


Phase 5
	Risk Profile

	 
	 
	 
	 

	Alternative:  401 k

	Uncertainty:  Employer Will Match Funds 100%
	Consequences

	Outcome
	Chance
	Safety of Each Investment
	Minimum Deposit

	Employer matches 100% of funds
	90%
	Excellent
	Fair

	Employer matches no funds
	10%
	Fair
	Poor

	 
	100%
	 
	 

	 
	 
	 
	 

	Alternative:  Bonds

	Uncertainty:  Bankrupt Company
	Consequences

	Outcome
	Chance
	Safety of Each Investment
	Minimum Deposit

	Company stays in business
	60%
	Excellent
	Fair

	Company goes bankrupt
	40%
	Very Poor
	Poor

	 
	100%
	 
	 


If my future employer is able to match funds 100 % in a 401 k account, I could retire much earlier than if they do not match any of the funds.  Most companies do match funds in a retirement account, however, I feel that this trend is on the downside.  With the way the economy is currently functioning there is a distinct possibility that the employer will not match my funds because many programs are being cut at companies.  I must account for that in my decision process.

An uncertainty I included for bonds is whether or not the company will go bankrupt.  A company is not held legally responsible to repay the entire amount of the bonds.  In some cases the bonds are repaid in their entirety but not always.  If I invest all of my money in bonds and the company goes under, I can count on not receiving those funds and will be forced to work for a greater length of time.

	Risk Desirability Matrix

	Outcome
	Safety of Each Investment
	Minimum Deposit
	Rank
	Desirability Score

	Employer matches 100% of funds
	Excellent
	Fair
	1
	100

	Company stays in business
	Excellent
	Fair
	2
	80

	Employer matches no funds
	Fair
	Poor
	3
	40

	Company goes bankrupt
	Very Poor
	Poor
	4
	0

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	Alternative:  401 k
	

	Uncertainty:  Employer Will Match Funds 100%
	 
	 
	

	Outcome
	Chance
	Desirability Score
	Contribution
	

	Employer matches 100% of funds
	90%
	100
	90
	

	Employer matches no funds
	10%
	40
	4
	

	 
	100%
	 
	 
	

	 
	Alternative's Overall Desirability :   94
	

	 
	 
	 
	 
	

	Alternative:  Bonds
	

	Uncertainty:  Bankrupt Company
	 
	 
	

	Outcome
	Chance
	Desirability Score
	Contribution
	

	Company stays in business
	60%
	80
	48
	

	Company goes bankrupt
	40%
	0
	0
	

	 
	100%
	 
	 
	

	 
	Alternative's Overall Desirability:    48
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