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Certified Professional in Financial Coaching

Investment Basics

Investment Basics is a crucial aspect of financial planning that involves putting money into various financial
products with the expectation of generating a profit or income. Understanding key terms and vocabulary in
the realm of investments is essential for anyone looking to build wealth, secure their financial future, or
advise others on financial decisions. This comprehensive guide will cover a wide range of important terms
related to investments to help you navigate the complex world of finance.

1. **Investment:** An investment refers to the purchase of a financial product or asset with the expectation
of generating a return in the future. Investments can include stocks, bonds, real estate, mutual funds, and
more.

2. **Return:** The return on an investment is the profit or loss generated from holding an asset over a
period of time. Returns can be in the form of capital gains, dividends, interest, or rental income.

3. **Risk:** Risk is the potential for loss or uncertainty associated with an investment. Higher-risk
investments typically offer the potential for higher returns but also come with a greater chance of losing
money.

4. **Diversification:** Diversification is a risk management strategy that involves spreading investments
across different asset classes, sectors, and geographic regions to minimize risk and maximize returns.

5. **Asset Allocation:** Asset allocation is the strategic distribution of investments across different asset
classes such as stocks, bonds, and cash to achieve a balance between risk and return based on an
individual's financial goals and risk tolerance.

6. **Stocks:** Stocks, also known as equities, represent ownership in a company. When you buy a stock, you
become a shareholder and have a claim on the company's assets and earnings.

7. **Bonds:** Bonds are debt securities issued by governments, municipalities, or corporations to raise
capital. Investors who buy bonds are essentially lending money to the issuer in exchange for periodic
interest payments and the return of the principal amount at maturity.

8. **Mutual Funds:** Mutual funds pool money from multiple investors to invest in a diversified portfolio of
stocks, bonds, or other securities. Investors buy shares in the mutual fund and benefit from professional
management and diversification.

9. **Exchange-Traded Funds (ETFs):** ETFs are similar to mutual funds but trade on stock exchanges like
individual stocks. They offer diversification, liquidity, and low costs compared to traditional mutual funds.

10. **Risk Tolerance:** Risk tolerance is an individual's ability and willingness to withstand fluctuations in the
value of their investments. It is influenced by factors such as age, financial goals, time horizon, and personal
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preferences.

11. **Time Horizon:** Time horizon refers to the length of time an investor expects to hold an investment
before needing to access the funds. Longer time horizons typically allow for more aggressive investment
strategies.

12. **Compounding:** Compounding is the process of reinvesting earnings from an investment to generate
additional earnings over time. It allows for exponential growth of wealth by earning returns on both the
initial investment and the accumulated earnings.

13. **Inflation:** Inflation is the increase in the price of goods and services over time, leading to a decrease
in the purchasing power of money. Investors need to consider inflation when making investment decisions
to ensure their returns outpace the rate of inflation.

14. **Asset Class:** Asset classes are categories of investments with similar characteristics and risk-return
profiles. Common asset classes include stocks, bonds, real estate, commodities, and cash equivalents.

15. **Liquidity:** Liquidity refers to how easily an investment can be bought or sold without significantly
impacting its price. Cash is the most liquid asset, while real estate is less liquid.

16. **Capital Gains:** Capital gains are the profits realized from selling an investment for more than its
purchase price. They can be short-term (held for less than one year) or long-term (held for more than one
year) and are subject to different tax rates.

17. **Dividends:** Dividends are payments made by corporations to their shareholders as a share of the
company's profits. They can provide a stable income stream to investors, especially those seeking regular
cash flow.

18. **Yield:** Yield is the income generated by an investment expressed as a percentage of its price. It can
refer to dividend yield for stocks or interest yield for bonds.

19. **Risk-Return Tradeoff:** The risk-return tradeoff is the principle that higher returns are typically
associated with higher levels of risk. Investors must balance their desire for returns with their tolerance for
risk when making investment decisions.

20. **Cost Basis:** Cost basis is the original purchase price of an investment, used to calculate capital gains
or losses when the investment is sold. It can be adjusted for factors such as dividends reinvested or stock
splits.

21. **Volatility:** Volatility refers to the degree of variation in the price of an investment over time. High
volatility indicates larger price swings, while low volatility suggests more stable prices.

22. **Market Capitalization:** Market capitalization is the total value of a company's outstanding shares of
stock, calculated by multiplying the share price by the number of shares outstanding. It is used to classify
companies as large-cap, mid-cap, or small-cap based on size.
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23. **Active vs. Passive Investing:** Active investing involves actively buying and selling investments in an
attempt to outperform the market, while passive investing seeks to match the performance of a specific
market index through strategies like index funds or ETFs.

24. **Dollar-Cost Averaging:** Dollar-cost averaging is an investment strategy that involves investing a fixed
amount of money at regular intervals, regardless of market conditions. It helps reduce the impact of market
volatility on investment returns.

25. **Rebalancing:** Rebalancing is the process of adjusting the allocation of assets in a portfolio to
maintain the desired risk-return profile. It involves selling overperforming assets and buying
underperforming assets to return to the target asset allocation.

26. **Tax-Advantaged Accounts:** Tax-advantaged accounts are investment accounts that offer tax benefits
such as tax-deferred growth, tax-free withdrawals, or tax deductions. Examples include 401(k) plans, IRAs,
and Health Savings Accounts (HSAs).

27. **401(k):** A 401(k) is a retirement savings plan offered by employers that allows employees to
contribute a portion of their salary on a pre-tax or after-tax basis. Employers may match a portion of the
employee's contributions.

28. **Individual Retirement Account (IRA):** An IRA is a tax-advantaged retirement account that individuals
can open to save for retirement. Contributions may be tax-deductible, and earnings grow tax-deferred until
withdrawals are made in retirement.

29. **Risk Management:** Risk management is the process of identifying, assessing, and mitigating risks
associated with investments to protect capital and achieve financial goals. It involves diversification, asset
allocation, and insurance strategies.

30. **Annuity:** An annuity is a financial product sold by insurance companies that provides a series of
payments to the holder over a specified period, typically in retirement. Annuities can offer guaranteed
income, tax deferral, and death benefits.

31. **Real Estate Investment:** Real estate investment involves purchasing property with the goal of
generating income through rental payments or capital appreciation. Real estate can provide diversification
and inflation protection to an investment portfolio.

32. **Hedge Fund:** A hedge fund is an investment fund that pools capital from accredited investors to
invest in a wide range of assets using advanced strategies such as leverage, derivatives, and short selling.
Hedge funds are typically more complex and less regulated than traditional mutual funds.

33. **Private Equity:** Private equity involves investing in privately held companies or buying out public
companies to take them private. Private equity investors seek to improve the performance of the acquired
companies and eventually sell them for a profit.

34. **Venture Capital:** Venture capital is a type of private equity investment that focuses on providing
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capital to startup companies with high growth potential. Venture capitalists typically take an equity stake in
the company in exchange for funding.

35. **Initial Public Offering (IPO):** An IPO is the first sale of stock by a private company to the public,
allowing the company to raise capital and become publicly traded. Investors can buy shares of the company
on the stock exchange after the IPO.

36. **Derivatives:** Derivatives are financial instruments whose value is derived from an underlying asset
such as stocks, bonds, commodities, or currencies. Common types of derivatives include options, futures,
and swaps.

37. **Options:** Options are derivatives that give the holder the right, but not the obligation, to buy or sell
an underlying asset at a specified price within a certain timeframe. Options can be used for speculation,
hedging, or income generation.

38. **Futures:** Futures are standardized contracts to buy or sell an underlying asset at a specified price on
a future date. Futures are commonly used by investors to hedge risk or speculate on the price movements
of commodities, currencies, or financial instruments.

39. **Mutual Fund Load:** A mutual fund load is a sales charge or commission paid by investors when
buying or selling shares of a mutual fund. Loads can be front-end (paid at the time of purchase) or back-
end (paid at the time of sale).

40. **Expense Ratio:** The expense ratio is the annual fee charged by mutual funds and ETFs to cover
operating expenses, management fees, and other costs. It is expressed as a percentage of the fund's assets
under management.

41. **Alpha:** Alpha is a measure of the excess return generated by an investment compared to its
benchmark. Positive alpha indicates outperformance, while negative alpha suggests underperformance.

42. **Beta:** Beta is a measure of an investment's volatility or sensitivity to market movements. A beta of 1
indicates that the investment moves in line with the market, while a beta greater than 1 is more volatile, and
a beta less than 1 is less volatile.

43. **Standard Deviation:** Standard deviation is a measure of the dispersion of returns around the average
return of an investment. Higher standard deviation indicates greater volatility and risk.

44. **Sharpe Ratio:** The Sharpe ratio is a measure of risk-adjusted return that calculates the excess return
of an investment per unit of risk (usually standard deviation). A higher Sharpe ratio indicates better risk-
adjusted performance.

45. **Modern Portfolio Theory (MPT):** Modern Portfolio Theory is a framework developed by Harry
Markowitz that emphasizes diversification and asset allocation to optimize risk and return in a portfolio.
MPT aims to construct efficient portfolios that offer the highest return for a given level of risk.

46. **Efficient Frontier:** The efficient frontier is the set of optimal portfolios that offer the highest expected

Read online: https://certificates.lsba.org.uk/guides/3047790/
investment-basics

London School of Business and Administration · 22 Jun 2026



G U I D E

return for a given level of risk or the lowest risk for a given level of return. Portfolios that lie on the efficient
frontier are considered to be efficient.

47. **Capital Asset Pricing Model (CAPM):** The Capital Asset Pricing Model is a financial model that
calculates the expected return of an investment based on its beta, the risk-free rate of return, and the
market risk premium. CAPM helps investors determine if an investment is priced correctly based on its risk
and return characteristics.

48. **Dividend Reinvestment Plan (DRIP):** A Dividend Reinvestment Plan allows investors to automatically
reinvest dividends received from stocks into additional shares of the same stock. DRIPs help investors
compound their returns over time without incurring transaction costs.

49. **Margin:** Margin is the amount of money borrowed from a broker to purchase securities. Margin
trading allows investors to leverage their investments by borrowing funds to increase their buying power,
but it also magnifies losses.

50. **Margin Call:** A margin call is a demand by a broker for an investor to deposit additional funds into a
margin account to meet minimum maintenance requirements. Failure to meet a margin call can result in the
forced liquidation of securities.

51. **Short Selling:** Short selling is a trading strategy that involves selling borrowed securities with the
expectation that their price will decline. The seller profits by buying back the securities at a lower price to
return to the lender.

52. **Leverage:** Leverage is the use of borrowed funds to increase the potential return of an investment.
While leverage can amplify gains, it also increases the risk of losses, as losses are magnified when using
borrowed money.

53. **Market Order:** A market order is an instruction to buy or sell a security at the current market price.
Market orders are executed immediately at the best available price but may result in price slippage in
volatile markets.

54. **Limit Order:** A limit order is an instruction to buy or sell a security at a specified price or better. Limit
orders ensure that trades are executed at a specific price or better but may not be filled if the market price
does not reach the limit price.

55. **Stop-Loss Order:** A stop-loss order is an instruction to sell a security once it reaches a specified price,
limiting potential losses. Stop-loss orders are used to protect profits or limit losses in volatile markets.

56. **Volatility Index (VIX):** The Volatility Index, also known as the VIX or the "fear index," measures the
market's expectation of future volatility based on options contracts on the S&P 500 index. A high VIX
indicates increased market uncertainty and potential for large price swings.

57. **Roth IRA:** A Roth IRA is a retirement account that allows individuals to contribute after-tax income
and enjoy tax-free growth and withdrawals in retirement. Roth IRAs offer tax-free income in retirement and
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flexibility in withdrawals.

58. **529 Plan:** A 529 plan is a tax-advantaged savings plan designed to help families save for future
education expenses. Contributions to a 529 plan grow tax-deferred, and withdrawals for qualified education
expenses are tax-free.

59. **Robo-Advisor:** A Robo-Advisor is an automated investment platform that uses algorithms to create
and manage investment portfolios based on an investor's financial goals, risk tolerance, and time horizon.
Robo-advisors offer low fees and passive investment strategies.

60. **Cryptocurrency:** Cryptocurrency is a digital or virtual currency that uses cryptography for security
and operates independently of a central authority. Popular cryptocurrencies include Bitcoin, Ethereum, and
Litecoin.

61. **Blockchain:** Blockchain is a decentralized and distributed ledger technology that records transactions
across multiple computers in a secure and transparent manner. Blockchain technology is the foundation of
cryptocurrencies and has applications beyond finance.

62. **Initial Coin Offering (ICO):** An Initial Coin Offering is a fundraising method used by startups to raise
capital by issuing digital tokens or coins to investors. ICOs are a form of crowdfunding for blockchain
projects.

63. **Smart Contract:** A smart contract is a self-executing contract with the terms of the agreement
directly written into code. Smart contracts are deployed on blockchain platforms like Ethereum and
automatically execute when predetermined conditions are met.

64. **Decentralized Finance (DeFi):** Decentralized Finance refers to financial services and applications built
on blockchain technology that operate without traditional intermediaries like banks or brokerages. DeFi
platforms offer services such as lending, borrowing, trading, and asset management.

65. **Stablecoin:** A stablecoin is a type of cryptocurrency that is pegged to a stable asset like the US dollar
or gold to minimize price volatility. Stablecoins provide a stable store of value and are commonly used in
decentralized finance applications.

66. **Non-Fungible Token (NFT):** A Non-Fungible Token is a unique digital asset that represents ownership
of a specific item or piece of content on a blockchain. NFTs are used for digital art, collectibles, gaming
assets, and other unique creations.

67. **Alternative Investments:** Alternative investments are non-traditional assets that do not fall into
traditional categories like stocks, bonds, or cash. Examples of alternative investments include private equity,
hedge funds, real estate, commodities, and collectibles.

68. **Environmental, Social, and Governance (ESG) Investing:** ESG investing integrates environmental,
social, and governance factors into investment decisions to generate sustainable, long-term returns. ESG
criteria can help investors align their values with their investment portfolios.
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69. **Impact Investing:** Impact investing aims to generate positive social or environmental impact
alongside financial returns. Impact investors seek to address social and environmental challenges through
investments in companies, organizations, or funds that create positive change.

70. **Sustainable Investing:** Sustainable investing focuses on investing in companies that promote
sustainable business practices, environmental stewardship, and social responsibility. Sustainable investors
seek to align their investments with their values and long-term sustainability goals.

71. **Passive Income:** Passive income is income generated from investments, rental properties, royalties,
or other sources that require little to no active involvement. Passive income can provide financial security
and freedom by generating ongoing cash flow.

72. **Dividend Aristocrat:** Dividend Aristocrats are S&P 500 companies that have consistently increased
their dividends for at least 25 consecutive years. Dividend Aristocrats are known for their stable dividend
payments and long-term performance.

73. **Capital Preservation:** Capital preservation is the strategy of protecting the value of an investment or
portfolio from losses. Investors focused on capital preservation prioritize safety and stability over growth
and risk.

74. **Financial Independence, Retire Early (FIRE):** FIRE is a lifestyle movement focused on achieving
financial independence and early retirement through frugality, saving, and investing. FIRE advocates aim to
build a sufficient investment portfolio to cover living expenses and retire early.

75. **529 College Savings Plan:** A 529 College Savings Plan is a tax-advantaged savings plan designed to
help families save for future education expenses. Contributions to a 529 plan grow tax-free, and withdrawals
for qualified education expenses are also tax-free.

76. **529 Prepaid Tuition Plan:** A 529 Prepaid Tuition Plan is a type of 529 plan that allows families to
prepay for future college tuition at today's prices. Prepaid tuition plans help families lock in tuition rates and
protect against future tuition increases.

77. **529 Education Savings Plan:** A 529 Education Savings Plan is a tax-advantaged savings plan that
allows families to save for future education expenses such as tuition, room and board, books, and supplies.
Contributions to a 529 plan grow tax-free and can be used at any eligible educational institution.

78. **529 Qualified Education Expenses:** 529 Qualified Education Expenses are expenses that can be paid
for using funds from a 529 plan without incurring taxes or penalties. Qualified expenses include tuition, fees,
books, supplies, and room and board at eligible educational institutions.

79. **529 Non-Qualified Withdrawals:** 529 Non-Qualified Withdrawals are withdrawals from a 529 plan
that are used for expenses that do not qualify as eligible education expenses. Non-qualified withdrawals are
subject to income tax and a 10% penalty on the earnings portion.

80. **529 Rollover:** A 529 Rollover is the transfer of funds from one 529 plan to another without incurring
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taxes or penalties. Rollovers can be used to consolidate accounts, change investment options, or move
funds to a different beneficiary.

81. **529 Contribution Limit:** The 529 Contribution Limit is the maximum amount of money that can be
contributed to a 529 plan without incurring gift tax consequences. Contribution limits vary by state and can
be set by the plan or the IRS.

82. **529 Gift Tax Exclusion:** The 529 Gift Tax Exclusion allows individuals to contribute up to a certain
amount to a
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