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CHAPTER 1: INVESTMENT CONCEPTS 

INTRODUCTION 

Investment does not merely imply speculation or gambling. When we draw a 

distinction between these two concepts, we look at the following two definitions: 

1. Gambling refers to when a person makes a decision, or executes an action, 

without any knowledge of what the outcome might be, e.g. a person that goes 

to a casino and plays roulette tables. 

2. Speculation, on the other hand, refers to when a person ventures his money 

on an activity with the expectancy of a large return after a very short time, e.g. 

a person that trades on the Forex market without knowledge of hedging 

positions. 

Given that we know that investment does not merely imply the abovementioned 

concepts, we can declare what investment really is: investments consist of 

purchasing assets with the purpose of retaining it for a considerable amount of time 

such that it can increase in value and/or provide a reasonable return to the investor. 

Now the problem lies in the distinction between speculation and investment. This 

distinction can be made based on the following criteria: 

 Investment Speculation 

Term 

The term for investment is 
generally over a very long term, 
which is generally at least 5 
years. 

The term for speculation is often a 
very short term, which generally 
ranges from a few months to at most 
a few years. 

Motive 
An investor requires a fair or 
reasonable return 

A speculator merely requires a 
considerable return 

What will be considered as a reasonable or fair return will differ from investor to 

investor, but is generally influenced by the investor’s risk tolerance and whether or not 

it is a real return. 

A real return refers to the return after inflation has been considered, i.e.  

Real return =  nominal return −  inflation 

If the nominal return is 10% and inflation is 6%, the real return that the investor will 

receive is 4%.  

INVESTMENT OBJECTIVES  

Not all investors invest for the same reasons. Accordingly, a variety of investment 

objectives can be identified, but the most important reasons for investing is outlined 

below. 

1. Speculation 

Although speculation is not viewed as a pure investment decision, it is generally the 

reason why people acquire assets. These assets are typically purchased with the 
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CHAPTER 2: FUNDAMENTAL ANALYSIS 

INTRODUCTION 

Fundamental analysis tries to determine the intrinsic value of shares by considering 

current and future financial performance. By discounting the expected future income 

and dividends, an indication of what the shares price should be, is obtained. 

The following rules are followed when making decisions 

1. If the intrinsic value exceeds the market value, the shares are undervalued, 

which is the signal that prospective shareholders need to purchase the shares. 

2. If the intrinsic value is less than the market value, the shares are overvalued, 

which is a signal to prospective shareholders not to buy the shares, or sell their 

shares if they already own shares. 

Financial analysis is used to determine which shares to buy. 

To evaluate the financial position of a company, investors investigate financial 

statements using financial ratios. 

STAKEHOLDERS IN FINANCIAL ANALYSIS 

Different shareholders are interested in different forms of information. These different 

shareholders include: 

• Existing and potential shareholders  

Existing and potential shareholders use the financial information to evaluate the 

company’s current and future financial performance to decide whether their 

investments will provide the required return. They are therefore interested in the profits 

earned on their investment, the financial health and sustainability of the company and 

the cash distributions they will receive in the form of dividends or repurchases. 

• Providers of debt capital  

Providers of debt capital are interested in the amount of debt capital the company 

already has relative to the amount of equity from their shareholders. They are also 

interested in the ability to honour capital redemptions and make timely interest 

payments. 

• Managers  

Managers require financial information to make efficient internal decisions, to 

determine whether their management objectives have been achieved as well as for 

future planning and control. 

• Employees  

Employees use financial information to determine whether enough profit is made to 

cover their salaries and wages. They can also find information about retirement 

benefits, medical aid contributions and to find out what managerial remuneration is. 



pg. 40 
 

CHAPTER 3: TECHNICAL ANALYSIS 

TECHNICAL ANALYSIS 

Technical analysis studies all historical and current market data, such as share prices, 

indices and volumes in an attempt to determine trends and then make predictions and 

deductions from the trend to determine how, and when, to act. 

Technical analysts believe that the market price already reflects the “realistic” value, 

i.e. it reflects the effect of all information and views – both positive and negative. Any 

change in the market condition is therefore very quickly reflected in the share prices. 

Basic philosophy of technical analysis is that trends tend to repeat themselves in the 

future and if the specific trend is identified, a decision can be made under the 

assumption that the trend will complete its normal pattern. 

Basic assumptions of technical analysis 

1. The market price is exclusively determined by the interaction between supply 

and demand. 

2. Supply and demand is influenced by various factors, both rational and irrational, 

such as opinions, emotions, guesswork and indicators from the fundamental 

analysis. 

3. Prices of individual shares and the total market, smaller fluctuations excluded, 

tend to move in the same direction for long periods, because all market 

participants do not gain access to information simultaneously. 

4. Change in the trend is due to a change in supply and demand. Technical 

analysts are not interested in the price change, but rather whether it is a definite 

change. 

SHARE PRICE INDEXES 

Uses of share price indices 

1. To forecast the economic cycle 

If the majority of investors think the time is right for an economic upswing, they will 

start purchasing shares, because the economic upswing leads to increased sales and 

profits due to higher dividends. The increase in demand for shares will therefore force 

the share prices to rise.  

The stock exchange index is a leading indicator for the economic cycle with a leading 

time between six months and two years. This means that movements in the stock 

exchange index will be reflected in the same way in the economic cycle between 6 

months and two years later. This can be shown graphically in the figure at the top of 

the next page. 
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CHAPTER 4: THE JSE 

THE HISTORY OF THE JSE 

Discovery of diamonds led to the creation of the Kimberley Stock Exchange in 1881. 

Discovery of gold moved economic activities to Johannesburg where the 

Johannesburg Stock Exchange was created by a London businessman on 8 

November 1887 when the Exchange & Chambers Company decided to create it. 

Trading started on 16 January 1888 in a single-storey building based on similar rules 

as the London Stock Exchange under control of the Exchange & Chambers Company. 

Brokers had no say over management until April 1888 when a stock exchange 

committee of 10 members was elected. 

On 15 January 1889, the Johannesburg Estates Company gained control of the JSE 

and made administrative reforms such as increased membership fees. This caused 

unhappiness which led to a new stock exchange committee being elected that had full 

control over the JSE, except financial administration, which was still under control of 

the Johannesburg Estates Company. 

The trading floor soon became too small, so trading took place in the street “between 

the chains” because the road was chained off to prevent traffic. It was replaced with a 

double storey building in 1890. 

The JSE closed on 3 October 1899 due to the outbreak of the war between Britain, 

Republic of Transvaal and Orange Free State. 

All the smaller bourses held a meeting to create a set of uniform rules and regulations 

for the trading of securities in South Africa. All the smaller bourses disappeared by 

1900, except the Pietermaritzburg Exchange which existed until 1931. This made JSE 

the only stock exchange until 1933 when the Union Stock Exchange was created. 

However, this was dissolved in 1958 because the economy was not strong enough to 

justify the existence of two stock exchanges. The larger firms were automatically 

transferred to the JSE, but those who did not meet the stringent requirements could 

list on the secondary section until 31 December 1978 when this was abolished, and 

they were delisted if they did not yet meet the requirements of the main board. 

The JSE moved to a three-storey building in 1903, but due to the increase in economic 

activity and rapid growth of the industrial sector near the end of WWII, they moved to 

a 13-storey building, where trading commenced in November 1960. During 

construction, they were temporarily accommodated in Protection House in Fox Street. 

The JSE moved to a new building in 1978 where the stock exchanges, brokers, staff 

and offices were housed in the same building. Trading commenced on 12 December 

1978. On Friday, 7 June 1996 the auction market of the JSE converted to a system of 

election trading, which caused a considerable increase in the liquidity of the JSE. This 

restructuring also allowed membership of the stock exchange to be extended to 



pg. 63 
 

CHAPTER 5: THE TRADING OF SHARES ON THE JSE 

TRADING IN AN OPEN OUTCRY SYSTEM 

Since the origin of the JSE in 1887 an open outcry market system was used. This 

system was very drawn-out and worked in the following way 

• The buyer (seller) selects a broker and instructs them to buy (sell) shares. The 

brokers notify their offices at the JSE of these instructions. 

• Market participants (e.g. brokers) gather at a specific location. The broker will 

stand under the name of the company he wants to buy (sell) and called out the 

name of the company. All interested brokers (which represents the supply and 

demand) will then negotiate on the floor. When a transaction succeeds, the 

information is confirmed by the clearing system of the exchange and the 

brokers will inform their clients. 

• Within seven business days that the transaction was concluded, the share 

certificate and signed transfer forms must be sent from the seller to the broker 

to the secretary of the involved company who will make the necessary changes 

in the share register and send a new certificate to the buyer with the updated 

details. 

• Payment must also occur within seven business days of the conclusion of the 

transaction. 

The disadvantages of an open outcry market system include the  

• Limited number of shares that could be traded on a daily basis, due to the 

administrative burden associated with trading, and 

• Misunderstandings that occurred amongst brokers. 

ELECTRONIC TRADING 

In 1996, the JSE converted from an open outcry market system to the JET-system 

(Johannesburg Equities Trading system), which was a system of continuous screen 

trading, i.e. a computer-based trading of shares. According to this system all requests 

are imported by brokers after which the computer program connects executable 

requests and executes the transactions, while transactions that cannot be executed 

immediately, remains as passive orders in the order book. 

The introduction of electronic trading removed the need for a large trading floor as with 

the open outcry market system and they could also now establish a trading system 

anywhere in the country as long as there are enough clients in the vicinity and they 

are connected to the JSE. 

In 2002 the JET-system became outdated and was replaced by the JSE-SETS (Stock 

Exchange Trading System), which was adopted from the London Stock Exchange. 

According to this system, trade occurred in two steps 
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CHAPTER 6: RISK AND RETURN 

RETURN 

The return of an investment refers to the expected benefits that will be earned on the 

investment. 

The return of an investment can simply be calculated as the growth percentage in the 

value of the investment, i.e. 

return =
𝑃𝑡 − 𝑃𝑡−1

𝑃𝑡−1
× 100 

where 𝑃𝑡−1 refers to the current price of the investment and 𝑃𝑡 refers to the price of the 

investment at the end of the investment period. 

A basic example of this can be seen below. 

Suppose a share is bought for a current market price of R2 and is sold at the end of 

the year for R4. This means that the return that was earned on this share investment 

can be calculated as 
4−2

2
× 100 = 50%. 

Single Period Return 

A single period return refers to the return that an investor will receive if they keep the 

investment for one year. 

When calculating the single period return, it consists of the return earned on the capital 

gain/loss (whether the value of the investment increased or decreases), as well as the 

dividend that was received from the investment, i.e. 

   

single period return =
(𝑃𝑡 − 𝑃𝑡−1) + 𝐷𝑡

𝑃𝑡−1
× 100 

where 𝑃𝑡−1 refers to the current price of the investment, 𝑃𝑡 refers to the price of the 

investment at the end of the investment period and 𝐷𝑡 refers to the dividend that was 

payed out to the investor during the current period. 

The advantages of using the single period rate of return lie in its simplistic nature of 

calculation and the fact that it simplifies the comparison of different investments. It 

does however have the disadvantage that it does not take the time value of money 

into consideration, i.e. it does not consider the fact that R100 today is not the same as 

R100 in one year. 

Internal rate of return (IRR) 

The internal rate of return is calculated when an investment is held for a longer period 

of time and a series of dividends are received over the lifetime of the investment. 
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CHAPTER 7: PORTFOLIO MANAGEMENT 

INTRODUCTION 

Portfolio management refers to the process of distributing funds between different 

asset classes. 

The basic philosophy of portfolio management is to compile a combination of 

investment alternatives so that you can achieve a realistic and acceptable level of risk 

within your investment objectives. It entails the combination of a healthy balance of 

investment instruments that will suit the investor’s specific profile of risk and return. 

ASSET CLASSES 

In order to diversify the investor’s portfolio, they will have to spread their available 

funds across as many asset classes as possible within the constraints of their 

investment objectives. To do this, they need to be aware of the different asset classes.  

Financial (monetary) investments 

Financial investments include shares, fixed interest securities, options and futures, 

warrants, Satrix products, unit trusts, investment trusts, participation bonds, treasury 

bills and any other money or capital market instruments. 

These financial investments are merely represented by a piece of paper or a computer 

entry. They are therefore easy to safeguard and accordingly they have high liquidity 

as the transferal of ownership can happen quickly. 

Real (non-monetary) investments 

Real investments include property, Krugerrands, paintings and antiques, stamps, 

coins, freight and tank containers, Persian carpets, motors, silverware, wine, books 

and many more tangible items.  

From the abovementioned examples, it is clear that real investments are physical 

products and are accordingly difficult to safeguard. They require a lot of administration, 

due to security and ownership issues. They are accordingly also very illiquid. 

The diversification between these asset classes is to ensure that the negative 

performance of one class is offset by the prosperous growth of another to minimise 

the investor’s exposure to risk.  

RISK AND RETURN 

When an investor decides on an investment objective, i.e. an acceptable level of return 

on their investment, there is a certain risk profile associated with it, i.e. the amount of 

risk that the investor is willing to accept to achieve their investment objective. Granted, 

there will most definitely be uncertainty regarding the potential return, an expected 

future return can still be calculated with the following formula 

∑ possible interest rate × probability that the return will realise 


