COMPANY SHARES


Topics Included:


Types of Cos, Types of Share Capital, Types of Shares, Categories of Stock, Traders & Investors, Ordinary Shares Basics, Market Caps, Outstanding Shares & Float, Stock Market, Rules of Investing, Price Movements, Analysis, Stock Brokers, Types of Orders, Margin Trading, Share Purchase & Tracking, Mergers, Repurchasing Stocks, Splits, ADRs, Derivatives, Delta, Equity Swaps, Brokers & Brokerage Firms, Online Investors, Investor Rights Movement, Share Clubs, Dummy Portfolio, Conclusion





Types of Companies


Private sector:


The Sole trader


The Partnership


Limited companies - Private & Public


Co-operatives


Public Sector:


Central Government


Municipalities





Types of Share Capital


The share capital of companies comprises of: -


Nominal or Authorized capital - Maximum amount of money a company is allowed to raise


Issued capital - Capital already raised


Partly paid up capital





Types of Shares:


Initial Public Offerings (IPOs) 


This article is divided into four parts: 


Introduction to IPOs 


The Mechanics of Stock Offerings 


The Underwriting Process 


IPO's in Real World


1. Introduction to IPOs 


When a company whose stock is not publicly traded wants to offer that stock to the general public, an "underwriter" to help it do this work. The underwriter is almost always an investment banking company, and the underwriter may put together a syndicate of several investment banking companies and brokers. The underwriter agrees to pay the issuer a certain price for a minimum number of shares, and then must resell those shares to buyers, often clients of the underwriting firm or its commercial brokerage firm. Each member of the syndicate will agree to resell a certain number of shares. The underwriters charge a fee for their services. 


For example, if Big Glom Corporation (BGC) wants to offer its privately- held stock to the public, it may contact Big Bank Brokers (BBB) to handle the underwriting. BGC and BBB may agree that 1 million shares of BGC common will be offered to the public at $10 per share. BBB's fee for this service will be $0.60 per share, so that BGC receives $9,400,000. BBB may ask several other firms to join in a syndicate and to help it market these shares to the public. 


A tentative date will be set, and the issuer will issue a preliminary prospectus detailing all sorts of financial and business information, usually with the underwriter's active assistance. 


Usually, terms and conditions of the offer are subject to change up until the issuer and underwriter agree to the final offer. The issuer then releases the stock to the underwriter and the underwriter releases the stock to the public. It is now up to the underwriter to make sure those shares get sold, or else the underwriter is stuck with the shares. 


The issuer and the underwriting syndicate jointly determine the price of a new issue. The approximate price listed in the red herring (the preliminary prospectus - often with words in red letters which say this is preliminary and the price is not yet set) may or may not be close to the final issue price. 


Even if you that know a stock are to be released within a week, it will start trading and you can get in on the open market. 


2. The Mechanics of Stock Offerings 


The Securities Act of 1933, also known as the Full Disclosure Act, the New Issues Act, the Truth in Securities Act, and the Prospectus Act governs the issue of new issue corporate securities. The Securities Act of 1933 attempts to protect investors by requiring full disclosure of all material information in connection with the offering of new securities. Part of meeting the full disclosure clause of the Act of 1933 requires that corporate issuers must file a registration statement and preliminary prospectus (also know as a red herring) with the SEC. The Registration statement must contain the following information: 


A description of the issuer's business. 


The names and addresses of the key company officers, with salary and a 5-year business history on each. 


The amount of ownership of the key officers. 


The company's capitalization and description of how the proceeds from the offering will be used. 


Any legal proceedings that the company is involved in. 


Once the registration statement and preliminary prospectus are filed with the SEC, a 20-day cooling off period . During the cooling-off period the new issue may be discussed with potential buyers, but the broker is prohibited from sending any materials (including Value Line and S&P sheets) other than the preliminary prospectus. 


Testing receptivity to the new issue is known as gathering "indications of interest." An indication of interest does not obligate or bind the customer to purchase the issue when it becomes available, since all sales are prohibited until the security has cleared registration. 


A final prospectus is issued when the registration statement becomes effective (when the registration statement has cleared). The final prospectus contains all of the information in the preliminary prospectus (plus any amendments), as well as the final price of the issue, and the underwriting spread. 


The clearing of a security for distribution does not indicate that the SEC approves of the issue. The SEC ensures only that all necessary information has been filed, but does not attest to the accuracy of the information, nor does it pass judgment on the investment merit of the issue. Any representation that the SEC has approved of the issue is a violation of federal law. 


3. The Underwriting Process 


The underwriting process begins with the decision of what type of offering the company needs. The company usually consults with an investment banker to determine how best to structure the offering and how it should be distributed. 


Securities are usually offered in either the new issue, or the additional issue market. Initial Public Offerings (IPO's) are issues from companies first going public, while additional issues are from companies that are already publicly traded. 


In addition to the IPO and additional issue offerings, offerings may be further classified as: 


Primary Offerings: Proceeds go to the issuing corporation. 


Secondary Offerings: Proceeds go to a major stockholder who is selling all or part of his/her equity in the corporation. 


Split Offerings: A combination of primary and secondary offerings. 


Shelf Offering: Under SEC Rule 415 - allows the issuer to sell securities over a two-year period, as the funds are needed. 


The next step in the underwriting process is to form the syndicate (and selling group if needed). Because most new issues are too large for one underwriter to effectively manage, the investment banker, also known as the underwriting manager, invites other investment bankers to participate in a joint distribution of the offering. The group of investment bankers is known as the syndicate. Members of the syndicate usually make a firm commitment to distribute a certain percentage of the entire offering and are held financially responsible for any unsold portions. Selling groups of chosen brokerages, are often formed to assist the syndicate member’s meet their obligations to distribute the new securities. Members of the selling group usually act on a " best efforts" basis and are not financially responsible for any unsold portions. 


Under the most common type of underwriting, firm commitment, the managing underwriter makes a commitment to the issuing corporation to purchase all shares being offered. If part of the new issue goes unsold, any losses are distributed among the members of the syndicate. 


Whenever new shares are issued, there is a spread between what the underwriters buy the stock from the issuing corporation for and the price at which the shares are offered to the public (Public Offering Price, POP). The price paid to the issuer is known as the underwriting proceeds. The spread between the POP and the underwriting proceeds is split into the following components: 


Manager's Fee: Goes to the managing underwriter for negotiating and managing the offering. 


Underwriting Fee: Goes to the managing underwriter and syndicate members for assuming the risk of buying the securities from the issuing corporation. 


Selling Concession - Goes to the managing underwriter, the syndicate members, and to selling group members for placing the securities with investors. 


The underwriting fee us usually distributed to the three groups in the following percentages: 


Manager's Fee 10% - 20% of the spread 


Underwriting Fee 20% - 30% of the spread 


Selling Concession 50% - 60% of the spread 
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How can the two sides of this issue be so far apart? An easy answer is that for every Microsoft, there are many stocks that end up in bankruptcy.But another answer comes from the fact that all the spectacular stories we hear about the IPO market are usually basing the percentage increase from the POP, and the Loughran and Ritter study uses purchase prices based on the day after the offering hit the market. 


For most investors, buying shares of a "hot" IPO at the POP is next to impossible. Starting with the managing underwriter and all the way down to the investor, shares of such attractive new issues are allocated based on preference. Most brokers reserve whatever limited allocation they receive for only their best customers. In fact, the old joke about IPO's is that if you get the number of shares you ask for, give them back, because it means nobody else wants it. 


While the deck may seem stacked against the average investor. For an active trader things may not be as bad as they appear. The Loughram and Ritter study assumed that the IPO was never sold. The study does not take into account an investor who bought an issue like 3DO (THDO - NASDAQ), the day after the IPO and sold it in the low to mid 40's, before it came crashing down. Obviously opportunities exist, however it's not the easy money so often associated with the IPO market.





Primary Market - IPOs (Initial Public Offerings)


Often known as a float, this is when the company first offers its shares for trading. An official prospectus is published under the Corporations Law and contains all the information that is reasonably required to allow you to make an informed investment decision about the company. 


An "underwriter" to help it do this work. The underwriter is almost always an investment banking company. They may put together a syndicate of several investment banking companies and brokers and agrees to pay the issuer a certain price for a minimum number of shares, and then must resell those shares to buyers (often clients of the underwriting firm or its commercial brokerage firm). 


For example, if Big Glom Corporation (BGC) wants to offer its privately- held stock to the public, it may contact Big Bank Brokers (BBB) to handle the underwriting. BGC and BBB may agree that 1 million shares of BGC common will be offered to the public at $10 per share. BBB's fee for this service will be $0.60 per share, so that BGC receives $9,400,000. BBB may ask several other firms to join in a syndicate and to help it market these shares to the public. 


The company usually consults with an investment banker to determine how best to structure the offering and how it should be distributed. 


Initial Public Offerings (IPO's) are issues from companies first going public, while additional issues are from companies that are already publicly traded. 


In addition to the IPO and additional issue offerings, offerings may be further classified as: 


Primary Offerings: Proceeds go to the issuing corporation. 


Secondary Offerings: Proceeds go to a major stockholder who is selling all or part of his/her equity in the corporation. 


Split Offerings: A combination of primary and secondary offerings. 


Shelf Offering: Under SEC Rule 415 - allows the issuer to sell securities over a two-year period, as the funds are needed. 


The following are the kinds of public issues:


Ordinary shares. 


These are the most common form of share. They carry both the ultimate risk and the greatest opportunity for capital growth.


Preference shares


Preferred stocks combine characteristics of common stocks and bonds.  


In general, a preferred has 


Fixed dividend (as a bond pays interest)


Redemption price (as a bond), 


Redemption date ( as a bond). 


Unlike a stock, it normally does not participate in the appreciation (or drop) of the common stock (it trades like a bond). Preferred can be thought of as the lowest possible grade bonds. The big point is that the dividend must be paid from after-tax money, making them a very expensive form of capitalization. 


One difference from bonds is that in liquidation (e.g. following bankruptcy), bondholder claims have priority over preferred shares. These shares are also preferred (hence the name) with respect to payment of dividends, while common shares may have a rising, falling or omitted dividends. Some preferred shares also carry with them a conversion privilege (and hence may be called "convertible preferred"), normally at a fixed number of shares of common per share of preferred. If the value of the common shares into which a preferred share may be converted is low, the preferred will perform price-wise as if it were a bond; that is often the case soon after issue. If, however, the common shares raise in value enough, the value of the preferred will be determined more by the conversion feature than by its value as a pseudo-bond. Thus, convertible preferred might perform like a bond early in its life (and its value as a pseudo-bond will be a floor under its price) and, if all goes well, as a (multiple of) common stock later in its life when the conversion value governs. 


And as time has gone on, even more elaborate variations have been introduced. The primary reason is that a firm can tailor its cost of funds between that of the common stock and bonds by tailoring a preferred issue. But it isn't a bond on the books - and it costs more than common stock. 


In general, you won't find a lot of information on the preferred shares anywhere. Since they are in a never-never land, it is hard to analyze them (they are usually somewhere low on the equity worth scale from the common and bonds). So they can't really carry a P/E and the like. Unfortunately, most come with the equivalent of the bonds indenture - that is the "fine print" and you may have to get and read it to see just what you have. (I once had preferred that paid dividends in more shares of itself and in shares of another preferred, but how Interco got itself into bankruptcy is another story.) 


There are other reasons why preferred are issued and purchased. A lot of convertibles are held by people who want to participate in the rise of a hot company, but want to be insulated from a drop should it not work out. Here's a different strategy. For example, I've got some Williams Brothers Preferred. They pay about 8.5% and are callable in fall, 1997. When I bought them (some years ago), they had just been issued and were unrated (likely still are not). But Williams itself is a well-run company with strong cash flow that then needed the money fast to buy out a customer who was in trouble. So I bought these shares more as I'd buy a CD. The yield is high, the firm solid - and likely they will pull my investment out from under me someday. Meanwhile, it forms a bit of my "ready cash" account. And I can always sell it if I want to. 


Problem is, with so many variants, there isn't always a preferred that you'd want to buy at the current price to carry out some specific strategy. Naturally, not every firm has them; the issues are often thinly traded and may not trade on the exchange of the parent firms common (or even be listed on any exchange). 


If the preferred shares get called (i.e., converted), you normally collect just as if common shares are bought out - in cash, no deduction. 





In general, preference shareholders have


Preferential right over the ordinary shareholders


Preference extended up to the repayment of capital contributed on a winding up


Preferred stocks combine characteristics of common stocks and bonds


Fixed dividend (as a bond pays interest)


Redemption price (as a bond), 


Redemption date (as a bond). 


Types of Preference shares


Cumulative Preference Shares. Ownership of this stock means that if the company cannot afford to pay a dividend payment it can defer payment to a later date. If a company has failed to pay a fixed dividend to a particular year or years, holders of cumulative preference shares must be paid any arrears in respect of previous years before holders of other classes of shares can be distributed.


Participating Preference Shares. As well as benefiting from the general dividend income, the owners of these shares can also benefit in the increases of dividend payments as and when the values change. Holders of participating preference shares have the right to participate, with holders of ordinary shares, in profits, which remain after preference shareholders, have their preferred rights satisfied. This entitlement may also extend to rights over surplus assets on a winding up.


Redeemable Preference Shares. This type of Preferred stock can be 'Converted' into common stock at a later date. There will be conversion rate differences according to the value of the shares, so ensure you convert them at a fair rate so you don't lose out. 


Callable Shares. 


This means that the company, after issuing the shares, can 'Call' them back at a future date. These can be bought back by the company but only at a pre-determined price per share.


Debenture





Companies can also issue Warrants and Stock Rights. They basically, allow you, the shareholder, and a right to buy stock at a future date at a certain price. 


Warrant is a financial instrument, which was issued with certain conditions. A warrant is a long dated option, which allows the owner to participate in the capital gains (losses) of a firm without buying the common stock. This is a common financing method for some company formation.


As an example of a "condition," there may be an exchange privilege which lets you exchange 1 warrant plus $25 in cash (or even no cash) for 100 shares of common stock in the corporation, any time after some fixed date and before some other designated date. So there are some similarities between warrants and call options for common stock. 


In effect, the holder of a warrant has a leveraged play on the corporate common stock. As a form of option, a warrant has an exercise price and an expiry date. The exercise price is the price at which the holder may convert the warrant into common shares of the issuer. The expiry date is the last date on which the warrant may be converted into common shares. There is a draw back to warrants for those investors concerned with income. As an option, a warrant does not pay a dividend. Warrant holders have no voting rights until the warrants are converted into common shares.


Stock options provide incentives to employees through stock ownership after the exercise of the option, to the extent the Employee keeps the shares and does not sell them immediately thereafter. Stock options provide continuing performance incentives through stock ownership after the exercise of the option, to the extent the Employee keeps the shares and does not sell them immediately thereafter


Seasoned Issues


Where the existing firms that are already trading, issue more new shares into the market place.


Secondary Market


The Secondary market is where existing securities are bought and sold.  This market is made of organized exchanges and may have a trading floor where orders are transmitted for execution.  This is where all the trading of stocks are maintained and guided by the rules set down by the exchange





Categories of Stocks


When you're trying to determine which stocks to buy, you might consider Blue Chip stocks, Growth Stocks, Income stocks, Cyclical stocks, Speculative stocks, and Defensive stocks.


These categories mean different things to different people.  


Blue Chip stocks are considered to be the most prestigious, well-established stocks in the Stock Market. They pay dividends for a long time during good years and bad years. Examples are Dupont, General Electric, IBM, and Proctor & Gamble. 


Growth stocks are those companies with strong growth potential. They put a great deal of effort into R&D and utilize the previous profits for future expansion. They usually pay small or no dividends at all. Investors are usually willing to wait for capital appreciation. The market price of growth stocks can be quite volatile. 


Income stocks are purchased for income. 


Cyclical company is one whose earnings tend to fluctuate sharply with changes in the business cycle, which is peculiar to the industry.


Cyclical companies: Caterpillar (CAT), US Steel (X), General Motors (GM), International Paper (IP); i.e., makers of products for which the demand curve is fairly flexible.


Non-Cyclical companies: Coca-Cola (KO), Proctor & Gamble (PG), and Quaker Oats (OAT); i.e., makers of products for which the demand curve is fairly inflexible.


Speculative stocks are those stocks, which may have Price Earnings Ratio's which are at multiples of 50 to 100 when the Dow stocks are trading in multiples of 15 to 20. Another type of speculative stock is a new issue. 


Defensive stocks are those, which are stable and relatively safe in declining markets. Stocks, which have this characteristic, are food companies, drug manufacturers, and utilities. They tend to decline less in recessions. And their products are necessary in any economic climate.





Traders and investors


Some people choose to be traders rather than investors. Traders only hold stock for a short period of time, trading in and out of the market while trying to capture profits. Being a trader requires a lot of time, energy, understanding and research and usually people give up their day job to trade full-time.





Basics


Common shares have 


A company raises capital, either by issuing stock, bonds, and loan. Stock raises capital without creating debt. Investors expect a return on investment. If the earnings of the stock go up, the price goes up. A good return is expected from stock than you can get in a bank or C/D or Treasury bond.


To begin with the easy question first, the yield is the annual dividend divided by the stock price. For example, if company XYZ is paying $25 per quarter ($100 per year) and XYZ is trading at $10 per share, the yield is 10%. 


The most common form of shares is an ordinary share. You can also buy preference shares, options and partly paid shares. There are a number of different types of shares such as ordinary or preference shares, which have different properties. For more experienced investors, derivatives such as options and warrants provide further diversification. However, when the majority of investors invest in shares, they buy ordinary shares.


People invest in the stock market on the hope of "capital growth" in the stock.


Shares sometimes allows investors to grow their investments by way of a "rights issues" i.e. they are offered the right to buy more shares in the company at a discounted rate. You can also sell these rights to another person. Sometimes companies offer free ("bonus") shares to existing shareholders.


Voting rights, which permit the owner of the shares to vote at the company's annual meeting.


Share in the company's profits through dividend distributions. Some growth companies plough most of their profits back into generating more business rather than paying out dividends to investors. 


Shares can be private or public. Private shares are not required to be approved by the regulatory authorities. 


Public shares have legal disclosure requirements and are regulated by government securities regulators like the Ontario Securities Commission (OSC) in the Province of Ontario or the Securities Exchange Commission (SEC) in the United States. 


Public shares are also "listed" on stock exchanges such as the Toronto Stock Exchange (TSE) in Canada or the New York Stock Exchange (NYSE) in the United States. These exchanges also regulate the issuers of shares that trade on their exchanges and the investment dealers who trade shares on the exchanges. 


Stocks that do not trade on a centralized exchange are traded "over the counter" (OTC) through trading organizations such as the National Association of Security Dealers Automatic Quotations (NASDQ). 


The trading between buyers and sellers sets stock prices. 


Owning shares (stock) means you have a part-ownership of a company. The amount of shareholdings indicates a percentage ownership in the company. E.g. If you have 1,000 shares of a company that has a share issue of 100,000 shares, you have a 1% shareholding in the company. 





Market Capitalization


The market capitalization (or "cap") of a stock is simply the market value of all outstanding shares and is computed by multiplying the market price by the number of outstanding shares. For example, a publicly held company with 10 million shares outstanding that trade at US$20 each would have a market capitalization of 200 million US$. 


There are different kinds of Market capitalization:


Large-Cap:  Over $5 billion


Mid-Cap: $500 million to $5 billion


Small-Cap: $150 million to $500 million


Micro-Cap:  Below $150 million 





Outstanding Shares and Float 


In a nutshell, the outstanding shares are those held by the public (but possibly restricted from trading), and the float is the number of shares held by the public and available to be traded. 


For Example, when a company incorporates, the articles of incorporation state how many shares are authorized. If the company incorporates and have 1,000,000 (one million) shares. This is the number of authorized shares. At the moment of incorporation, these shares are held in the company treasury; the number of outstanding shares and the float are both zero. 


When the company sells 10% of the authorized shares to the public, possibly via an initial public offering (IPO) & 10% to employees. So after the IPO, the public (i.e., not the company) holds 200,000 shares, and the rest is in the treasury. So we say that the number of shares outstanding is 200,000. However, due to various restrictions placed on the employees, their share holdings cannot be traded. Therefore, the float is just 100,000 shares. 





Stock Market


Stock market (Stock exchange) gets investors together to buy and sell shares in companies. The prices that are set for shares also reflect this "market" condition. Share market sets prices according to supply and demand. So a stock that is highly in demand will increase in price, whereas a stock that is being heavily sold will decrease in price. Companies that are permitted to be traded in this market place are called "listed companies". 


Types of Market Structure


Price Driven / Auction Market


When buyers and sellers give their bid and ask prices to a central location and brokers who do NOT have a position in the stock match transactions.  This is called a Pure Auction Market and by nature is 'Price Driven'. Remember the days of Supply and Demand?


Dealer Market / Order Driven System


This is where the sellers and the buyers submit their orders to the dealers, who buy the stock for their own inventory OR sell the stock from their own inventory.  This Order system is commonly called a 'Dealer Market'.


These are the largest exchanges in the world, yet there are more than 35 other exchanges across the globe, which include Canada, France and Germany. These exchanges have rules, regulations and more importantly listing parameters that require companies to adhere to strict regulations.�


Main Markets


Stock Exchange�
Companies Listed�
Structure�
�
New York (NYSE)�
2,570�
Price Driven�
�
American Stock Exchange (AMEX)�
1,005�
Price Driven�
�
Tokyo Stock Exchange (TSE)�
1,872�
Dealer Market�
�
London Stock Exchange (LSE)�
2,500�
Price Driven�
�



There are four types of people that work at the exchange:


The Specialist: Works for the exchange itself and controls the limit order books


Registered Traders: These are independent traders that trade for themselves to make a profit


Commission Brokers: Individuals that receive orders from the public, execute them and charge a commission fee for the service


Floor Brokers: These brokers act as free-lance brokers for other commission brokers





The OTC Market


The 'Over The Counter' Market is where securities, not listed on one of the registered exchanges are traded.  Here, investors negotiate via a broker with the market maker in that particular stock. This cuts out many of the other intermediaries that are involved. The OTC's listing requirements are less stringent than that of the main exchanges, which allows investors like us, to venture further a field and invest in somewhat less established companies.  As a general rule, the National markets require a larger share of the business allocated to the public as well as a higher stock price.


In the USA


NASDAQ The National Association of Securities Dealers Automated Quotations is a totally automated exchange where the brokers interact through a centralized computer system. On this exchange securities dealers execute and post transactions as well as recording trades and prices. There is no physical trading floor.  This particular market is favorable with technology companies and is evidently becoming more popular. Remember that even the listed companies can be bought and sold on the OTC. 





Types of Indexes 


An index is a statistical composite measure of the movement in the overall market or industry. Basically, indexes allow us to measure the performance of a group of companies over a period of time. Movements in an index are measured in points. Companies are organized in an index according to two main methods or weighting as it is commonly termed.


There are three major classes of indexes in use today: 


Equally weighted price index: An example is the Dow Jones Industrial Average


Price weighted series is allocated its weighting according to its price  - relative to others. Therefore, if Intel is $100 and Compaq is $25 per share, Intel will be four times heavier than Compaq within the index. As the price of Intel moves upwards, the index will move upwards, regardless of how much Compaq is going down. This is how the Dow Jones Industrial Average (Dow 30) is compiled. For this reason, many tracker funds do not use the Dow as their benchmark. 


As the name suggests, the index is calculated by taking the average of the prices of a set of companies: 


Index = Sum (Prices of N companies) / divisor


Market capitalization weighted index 


In this index, each of the N companies' price is weighted by the market capitalization of the company. 


		Sum (Company market capitalization * Price) over N companies


Index = 	----------------------------------------------------------------------------------------------------


	 		Market capitalization for these N companies


Index is the average of the returns of a certain set of companies. Value Line publishes two versions of it: 


The arithmetic index: 


(VLAI / N) = Sum (N returns)


The geometric index: 


VLGI  = {Product (1 + return) over N} ^ {1 / n},


Which is just the geometric mean of the N returns. 


The Dow Jones Industrial Average 


The Dow Jones averages are computed by summing the prices of the stocks in the average and then dividing by a constant called the "divisor". The divisor for the Dow Jones Industrial Average (DJIA) is adjusted periodically to reflect splits in the stocks making up the average. The divisor was originally 30 but has been reduced over the years to a value far less than one. The current value of the divisor is about 0.20; the precise value is published in the Wall Street Journal and Barron's (also see the links at the bottom of this article). 


According to Dow Jones, the industrial average started out with 12 stocks in 1896.The number of stocks was increased to 20 in 1916. The 30-stock average made its debut in 1928, and the number has remained constant ever since. 





Market capitalization weighted index: An example is the S&P500 Industrial Average. 


The index type in this case, is weighted on the companies' total value or market capitalization.  This is calculated by the number of shares a company has issued multiplied by the price of the shares issued.





E.g. If X Co issued 100 shares and the current share price for each stock is 135 US$.  Its total market capitalization at that time is 100 x 135 = 13,500 US$


All companies market capitalizations are summed together, the weight of each stock is then the market capitalization (market cap), divided by the total of all market caps


In this index, each of the N companies' price is weighted by the market capitalization of the company. 


		Sum (Company market capitalization * Price) over N companies


Index = 	----------------------------------------------------------------------------------------------------


	 		Market capitalization for these N companies


If you take into consideration that the price movements of companies are correlated with others, you are going to hedge your returns by buying different proportions of company shares. This is in effect what the market capitalization weighted index does, and this is why it is a smart index to follow. 


One very neat property of this kind of index is that it is readily applied to industry indexes. Thus you can simply apply the above formula to all machine tool companies, and you get a machine tool index. This industry-index idea is conceptually sound, with excellent interpretations. Thus on a day when the market index goes up 6%, if machine tools goes up 10%, you know the market found some good news on machine tools. 








Equally weighted returns index. The only one of its kind is the Value-Line index. 


As the name suggests, the index is calculated by taking the average of the prices of a set of companies: 


Index = Sum (Prices of N companies) / divisor


Here the index is the average of the returns of a certain set of companies. Value Line publishes two versions of it: 


The arithmetic index: 


(VLAI / N) = Sum (N returns)


The geometric index: 


VLGI  = {Product (1 + return) over N} ^ {1 / n},


Which is just the geometric mean of the N returns. 





The first two are widely used. 





Stocks - Other Indexes 


US Indexes: 


AMEX Composite 


A capitalization-weighted index of all stocks trading on the American Stock Exchange. 


NASDAQ 100 


The 100 largest non-financial stocks on the NASDAQ exchange. 


NASDAQ Composite 


Mid-cap index made up of all the OTC stocks that trade on the Nasdaq Market System. 15% of the US market. 


NYSE Composite 


A capitalization-weighted index of all stocks trading on the NYSE. 


Russell 1000 


The Russell 2000 Index measures the performance of the 2,000 smallest companies in the Russell 3000 Index, which represents approximately 10% of the total market capitalization of the Russell 3000 Index. As of the latest reconstitution, the average market capitalization was approximately $421 million; the median market capitalization was approximately $352 million. The largest company in the index had an approximate market capitalization of $1.0 billion. Visit their web site for more information:


Russell 2000 


Designed to be a comprehensive representation of the U.S. small-cap equities market. The index consists of the smallest 2000 companies out of the top 3000 in domestic equity capitalization. The stocks range from $40M to $456M in value of outstanding shares. This index is capitalization weighted; i.e., it gives greater weight to stocks with greater market value (i.e., shares * price). Visit their web site for more information:


Russell 3000 


The 3000 largest U.S. companies. Visit their web site for more information:


Standard & Poor's 500 


Made up of 400 industrial stocks, 20 transportation stocks, 40 utility, and 40 financial. Market value (#of common shares * price per share) weighted. Dividend returns not included in index. Represents about 70% of US stock market. Cap range 73 to 75,000 million. 


Standard & Poor's 400 (aka S&P Mid-cap) 


Tracks 400 industrial stocks. Cap range: 85 million to 6.8 billion. 


Standard & Poor's 100 (and OEX) 


The S&P 100 is an index of 100 stocks. The "OEX" is the option on this index, one of the most heavily traded options around. 


Value Line Composite 


See Martin Zweig's Winning on Wall Street for a good description. It is a price-weighted index as opposed to a capitalization index. Zweig (and others) think this gives better tracking of investment results, since it is not over-weighted in IBM, for example, and most individuals are likewise not weighted by market cap in their portfolios (unless they buy index funds). 


Wiltshire 5000 


The Wiltshire 5000 consists of all US-headquartered companies for which prices are readily available. This historically has excluded pink sheet companies, but as the technology for data delivery has improved, so has the list of names in the index, now over 7000. Needless to say, some of these are quite small. The index is capitalization weighted. Since several companies included in the S&P 500 are headquartered outside of the U.S., it is not true that the Wilshire 5000 contains the S&P 500. For more information about the Wilshire indexes.


Non-US Indexes: 


CAC-40 (France) 


The CAC-Quarante, this is 40 stocks on the Paris Stock Exchange formed into an index. The futures contract on this index is probably the most heavily traded futures contract in the world.


DAX (Germany)


The German share index DAX tracks the 30 most heavily traded stocks (based on the past three years of data) on the Frankfurt exchange. 


FTSE-100 (Great Britain)


Commonly known as 'footsie'. Consists of a weighted arithmetical index of 100 leading UK equities by market capitalization. Calculated on a minute-by-minute basis. The footsie basically represents the bulk of the UK market activity. 


Nikkei (Japan)


"Nikkei" is an abbreviation of "nihon keizai" -- "nihon" is Japanese for "Japan", while "keizai" is "business, finance, economy" etc. Nikkei is also the name of Japan's version of the WSJ. The Nikkei is sometimes called the "Japanese Dow," in that it is the most popular and commonly quoted Japanese market index. 


JPN


JPN is a modified price-weighted index that measures the aggregate performance of 210 common stocks actively traded on the Tokyo Stock Exchange that are representative of a broad cross section of Japanese industries. Japanese prices are translated without a currency conversion, so the index is not directly affected by dollar/yen changes. JPN is closely related, but not identical, to the Nikkei Index. Options are traded on US exchanges. 


Europe, Australia, and Far-East (EAFE) 





22 Rules For Investing in the Stock Market


Rule Number 1.  Never buy a stock just because it has a low price.  Price can be one of your parameters, but it should not be the only one.  Buy stocks that you think will go up.  Investors would much rather own 200 shares of a $20 stock that has earnings behind it, than 2000 shares of a $2 stock that has nothing behind it.  


Rule Number 2.  It is better to average up than to average down.  Stocks go down for a reason. If you have a stock that is going up, wouldn’t you want to own more. 


Rule Number 3.  Buy when the people that “know,” buy. The people who run the company make purchases of the company stock in the open market, that is a good sign.  


Rule Number 4.  Buy Low…Sell Higher.   People are use to hearing buy low and sell high. You don’t have to buy low.  You just have to buy stocks that you think will be going up.  That’s how you make money.  


Rule Number 5.  Watch the trend.  Stocks tend to move in groups.  That’s why many stocks in the same sector like technology, health care, or banking, as examples; move in the same direction at the same time.  You don’t have to look for a star in a sector devoid of other bright lights.  When possible, find your stars in clusters of other stars.  It could make for a longer, straighter ride. 


Rule Number 6. Only use margin if you understand what it is and can afford to lose more than you invest.  Margin is borrowing money to buy more securities. There are brokers who actually told their clients, “The amount of money you make in the market is predicated on how many shares you own.” It’s not! It is predicated on whether or not the stock you own goes up!  If it doesn’t go up it won’t matter how many shares you own.  You’ll lose money.  Make sure you know how much money you have at risk. 


Rule Number 7. Stocks that split can offer great opportunities. Better opportunities are sometimes found with stocks that announce a dividend increase along with the split.  Sometimes after a split, a stock will come down a little because of a run up in price caused by the announcement.


Rule Number 8. Own a Winner.  Buying companies that consistently do well is a good concept. 


Rule Number 9. Buy on rumor. Sell on News.  Many times the price of a stock will go up because there is a rumor about a company. If you are buying into one of these rumors, sell when you hear the news, good or bad. If the rumor never turns into an announcement, pick your time to sell.


Rule Number 10. Do your homework.  Do your own research, or use a professional. 


Rule Number 11. Don’t take large positions in illiquid securities. When you go to sell your stock you could easily drive the price down.  If you get into a stock, make sure you will be able to get out of it. 


Rule Number 12. P/E/G not P/E. An investor needs to look at the P/E Ratio versus the past, current and estimated future growth rate. If a company has a P/E of 15 and is growing at 12% annually, all things being equal, it probably will not do as well as a company with a P/E of 20, which has a growth rate of 25%.


Rule Number 13. Diversification of portfolio.  “Don’t put all your eggs in one basket”


Rule Number 14. If you are an investor, don’t over trade. 


Rule Number 15. Don’t give stop orders that are too tight.  If a stock has a normal trading swing of 1 ½ points in a day, don’t put in an order to sell if your stock drops 1 point from where you bought it.  


Rule Number 16. Don’t marry a stock.  Many people get caught up in one or two stocks or one or two industries and hold them forever. 


Rule Number 17.  Don’t be penny wise and dollar foolish. Value is in the total profitability of your investments, not in the commission costs. 


Rule Number 18.  Beware the Hustler.  There are three types of people in the investment business.  There are those that hurt you because that is what they do for a living.  There are those that can hurt you because they don’t know any better, they just don’t know what they are doing.  Then there is the third group, the group that Michael Gold and Lee Siler belong to.  That is the group of financial professionals who truly can help you.  So the next time someone calls you on the telephone and tells you they have the next great stock and it is going to run to $50 and then split and run to $50 again and then split again and run to $50 again and then split again.  Look into the telephone and tell them to call you back once the stock has run to 50 and then split the first time.  You will still make a lot of money if the scenario comes true.  When someone calls you and says they have found a company that can make aluminum out of sand (we actually heard this one), and that the stock will have a big run up in price, tell them to call you after the product is in production and is selling in the United States.  Buy quality and earnings, not stories.  Oh, one more thing, when someone tells you that you should buy low priced stocks because it is easier for a $2 stock to double than a $20 stock, do yourself a favor and hang up the telephone.  In the long run, you will save yourself a lot of money and a lot of heartache. 


Rule Number 19. Remember, the masses are usually wrong. Pay attention to extreme investor psychological levels in both directions as they usually mark both bottoms and tops.


Rule Number 20. Remember that Analyst Estimates are just Estimates.  Companies may earn significantly more or less than analysts exceptional. It is more important to watch the stock price performance heading into an earnings announcement than to focus on what analysts are saying. You will often see a stock’s price run up significantly BEFORE the company announces better than expected earnings.


Rule Number 21. Buying options is a speculation, not an investment.  When you buy an option you have to be right about both the move in the underlying security as well as the timing.  This is why eighty percent of options expire worthless. 


Rule Number 22. Find your comfort level.  


Investing in the stock market will always entail risk.  Investors should understand three golden rules for investing:  





Price Movements


The price at which the shares trade are determined by supply and demand. If there are more buyers than sellers, then the price will rise and if there are more sellers than buyers it will fall. In turn that supply and demand is determined by a number of other factors including: 


General market sentiment 


Movements on international markets


Economic events 


Company news 


Interest rates 


Speculation and Rumor





Insider Dealing


If a person has access to price-sensitive information as a consequence of his position in a company, and that position is one, which gives rise to fiduciary duties to the company, any profit, which is derived from exploitation of the information, must be paid over to the company. Directors are always in a fiduciary relationship with their company. Agents of the company will also owe fiduciary duties. Those who are trusted with confidential information would be expected to account for unauthorized profits. Employees who have access to price-sensitive information would also be liable to account to their employer for benefits, which arise from resultant share dealings. It is possible that unauthorized profits from insider dealing may be treated as resulting from a breach of confidence. If an insider dealing offence is committed, it is punishable 





Analysis


Financial & Economic Analysis 


When you buy into a company, as an investor, you should be looking at:


The Product


Company Direction


Management


Performance


Competitors


In a nutshell, pick companies that make good products and provide good services. They will make good profits. Most importantly, consider companies whose products you can understand. Try not to consider more than 10 at a time.


For expert investors, vast expanse of investing information on the Internet: searches, quotes, company and market information, and more. Internet has replaced manually tracking portfolios, obtaining quotes, and trading stocks.


Knowing when to buy and sell shares is the million-dollar question. If you are investing for the long-term the right time to buy is now. Of course if the shares were to drop 20 per cent tomorrow, you would be sorry you had not waited a day, but many an investor has missed out on good opportunities by trying to pick the market. 





Financial Ratios are calculated from company's financial statements. Financial Ratios need to be analyzed in totality than in isolation. Financial ratio analysis groups the ratios into categories, which tell us about different facets of a company's finances and operations. An overview of some of the categories of ratios is given below.


Leverage Ratios, which shows the extent that Debt, is used in a company's capital structure. 


Liquidity Ratios, which shows the company's short-term financial situation or solvency. 


Operational Ratios, which shows how efficient a company, is in its operations and use of assets. 


Profitability Ratios, which shows the return on sales and capital employed. 


Solvency Ratios, which shows company's ability to generate cash, flow and pay it financial obligations.


Equity analysts look more to the operational and profitability ratios, to determine the future profits that will accrue to the shareholder.


Although financial ratio analysis is well developed and the actual ratios are well known, practicing financial analysts often develop their own measures for particular industries and even individual companies. Analysts will often differ drastically in their conclusions from the same ratio 





Further Stock Valuation Indicators


1. Beta


Beta is an indicator that measures the stock’s sensitivity to fluctuations in the market (NYSE average). A beta of 1 means that the stock price is likely to move up and down at the same rate as the market. A beta of 1.2 indicates that the stock price is likely to rise or drop by 20% more than the overall market. If you are an aggressive investor, you might want to pick stocks with a higher beta like 1.6 because the stock is likely to move up faster in an up market. However, in a down market, a high beta stock tends to come down faster. If you are a conservative investor, pick a stock with a beta close to one like 1.1 or 0.9.


2. Debt


Debt shows how much the company owes. For most cases, just make sure that the company has less than 35% of its assets in debt. The lower the debt, the less chance the company will go bankrupt; hence, the safer the investment. Two exceptions are Fannie Mae and Freddie Mac because their business is buying and selling loans.


3. Earning Per Share (EPS)


Earnings per share are the company's profit divided by the total number of shares. Value Line lists the stocks' EPS for the prior fifteen years and projects the future EPS for the next two years. As a young investor, you should look for a company with a solid yearly growth rate of 15% or even higher. This 15% indicates a growth stock whose stock price is likely at least to double in five years. (See the Rule of 72.)


4. Cash Flow and Stock Price


Value Line uses an estimate of future earnings and cash flow to project a range of stock prices in five years. Cash flow is the money a company has left after paying dividends (bonuses to shareholders). You should look for a project price that at least doubles the current stock price in five years.





5. Price-earnings Ratio (P/E)


The P/E ratios is the ratio found by dividing the most recent stock price by the last six months of earnings plus earnings estimated for the next six months. This ratio indicates if a stock is undervalued, overvalued, or the right price. The P/E ratio can be viewed in historical perspective by looking at the 10-year median or the 10-year average of the P/E.


A current P/E that is higher than a stock’s 10-year median P/E could mean that the stock is overvalued. You should look into other factors such as expected growth of a company, which is found on Value Line's single page report. If a stock’s P/E ratio is lower than the growth rate, you will not overpay for the stock. For example, as shown in the chart below, the stock of McDonalds was priced at a very high 60 P/E in 1972, but the stock should have sold for a P/E of 92, considering its strong growth from 1972 to 1993.


6. Margin


Look for an operating margin and a net profit margin on the company you are researching. Compare these numbers to other companies in the same industry. The higher the margin, the better. High margins indicate that the company has good management and proprietary technologies. For example, Microsoft's net profit margin is usually in the mid-20 percent range, which is very good compared to other companies in the industry, which have a net profit margin of less than 15% on average.


7. Percent Earned on Net Worth


Net worth is the total shareholders’ wealth in a company.  Percent-earned net worth is the annual earnings of a company divided by the shareholders' net worth. The higher this percentage, the better. Look at the historical trend for this ratio and select stocks with a minimum of 15% of future projected earned on net worth. A well-managed company cans consistently double this percentage over the years.


After you find some companies that interest you, you should get as much information as possible about these companies. You should also find out about the political and economical factors that will affect the profitability of the company.


8. Book Value


A stock's price is equal to the net present value (NPV) of all expected future dividends. A company will plow its earnings back into the company when it believes it can use this money better than its investors, i.e., when the investment opportunities it has are better than its investors have available. 


There are some companies like Microsoft who paid 39.6% tax on any dividend, whereas they paid only 28% on capital gains. But eventually, Microsoft is going to pay a dividend on its common shares. 


From a mathematical perspective, it's quite clear that a stock price is equal to the NPV of all future dividends. For instance, the stock price today is equal to the NPV of the dividends during the first year, plus the discounted value of the stock in a year's time.


A bond's price is equal to the NPV of all coupon payments plus the PV of the final principal payment. 


9. Dividends 


A company may periodically declare cash and/or stock dividends. 


The Board of Directors of a company decides if it will declare a dividend, how often it will declare it, and the dates associated with the dividend. Quarterly payment of dividends is very common, annually or semiannually is less common, and many companies don't pay dividends at all. Other companies from time to time will declare an extra or special dividend.


Mutual funds sometimes declare a year-end dividend and maybe one or more other dividends. 


If the Board declares a dividend, it will announce that the dividend (of a set amount) will be paid to shareholders of record as of the RECORD DATE and will be paid or distributed on the DISTRIBUTION DATE 


Before we begin the discussion of dates and date cutoffs, it's important to note that three-day settlements (T+3) became effective 7 June 1995. In other words, the SEC's T+3 rule states that all stock trades must be settled within 3 business days. 


In order to be a shareholder of record on the RECORD DATE you must own the shares on that date (when the books close for that day). Since virtually all stock trades by brokers on exchanges are settled in 3 (business) days, you must buy the shares at least 3 days before the RECORD DATE in order to be the shareholder of record on the RECORD DATE. So the (RECORD DATE - 3 days) is the day that the shareholder of record needs to own the stock to collect the dividend. He can sell it the very next day and still get the dividend. 


If you bought it at least 3 business days before the RECORD date and still owned it at the end of the RECORD DATE, you get the dividend. (Even if you ask your broker to sell it the day after the (RECORD DATE - 3 days), it will not have settled until after the RECORD DATE so you will own it on the RECORD DATE.) 


So someone who buys the stock on the (RECORD DATE - 2 days) does not get the dividend. A stock paying a 50c quarterly dividend might well be expected to trade for 50c less on that date, all things being equal. In other words, it trades for its previous price, EXcept for the DIVidend. So the (RECORD DATE - 2 days) is often called the EX-DIV date. In the financial listings, an x indicates that. 


How can you try to predict what the dividend will be before it is declared? 


Many companies declare regular dividends every quarter, so if you look at the last dividend paid, you can guess the next dividend will be the same. Exception: when the Board of IBM, for example, announces it cans no longer guarantee to maintain the dividend, you might well expect the dividend to drop, drastically, next quarter. The financial listings in the newspapers show the expected annual dividend, and other listings show the dividends declared by Boards of directors the previous day, along with their dates. 


Other companies declare less regular dividends, so try to look at how well the company seems to be doing. 


Companies whose shares trade as ADRs (American Depositary Receipts -- see article elsewhere in this FAQ) are very dependent on currency market fluctuations so will pay differing amounts from time to time. 


Some companies may be temporarily prohibited from paying dividends on their common stock, usually because they have missed payments on their bonds and/or preferred stock. 


On the DISTRIBUTION DATE shareholders of record on the RECORD date will get the dividend. If you own the shares yourself, the company will mail you a check. If you participate in a DRIP (Dividend Reinvestment Plan, see article on DRIPs elsewhere in this FAQ) and elect to reinvest the dividend, you will have the dividend credited to your DRIP account and purchase shares, and if your stock is held by your broker for you, the broker will receive the dividend from the company and credit it to your account. 


Dividends on preferred stock work very much like common stock, except they are much more predictable. 


Tax implications: 


Some Mutual Funds may delay paying their year-end dividend until early January. However, the IRS requires that those dividends be constructively paid at the end of the previous year. So in these cases, you might find that a dividend paid in January was included in the previous year's 1099-DIV. 


Sometime before January 31 of the next year, whoever paid the dividend will send you and the IRS a Form 1099-DIV to help you report this dividend income to the IRS. 


Sometimes -- often with Mutual Funds -- a portion of the dividend might be treated as a non-taxable distribution or as a capital gains distribution. The 1099-DIV will list the Gross Dividends (in line 1a) and will also list any non-taxable and capital gains distributions. Enter the Gross Dividends (line 1a) on Schedule B. 


Subtract the non-taxable distributions as shown on Schedule B and decrease your cost basis in that stock by the amount of non-taxable distributions (but not below a cost basis of zero -- you can deduct non-taxable distributions only while the running cost basis is positive.) Deduct the capital gains distributions as shown on Schedule B, and then add them back in on Schedule D if you file Schedule D, else on the front of Form 1040. 


Finally, just a bit of accounting information. Earnings are always calculated first, and then the directors of a company decide what to do with those earnings. They can distribute the earnings to the stockholders in the form of dividends, retain the earnings, or take the money and head for Brazil (NB: the last option tends to make the stockholders angry and get the local district attorney on the case :-). Utilities and seasonal companies often pay out dividends that exceed earnings - this tends to prop up the stock price nicely - but of course no company can do that year 


Stock Dividend 


One last point I'll discuss is a stock dividend. Because a corporation's dividends are sometimes not paid regularly, a company may choose to pay dividends in the form of stock. Assume a corporation declares a 10% stock dividend. What happens is that for every 10 shares of stock a person owns he gets one new share as a dividend. If a corporation has 1,000,000 share of common stock outstanding and declares a 10% stock dividend, the corporation will have 1,100,000 shares of stock outstanding after the stock dividend is paid. 


The individual investor maintains his proportionate share and the same total book value in the company. Book value per share will be less. However, his investment in the company remains the same. 


When a company issues a stock dividend, it retains its accumulated earnings. Therefore, some companies may want to issue a stock dividend to avoid paying out cash. They may want to use the cash elsewhere. Basically, the company is capitalizing their earnings. When the stock dividend is declared a transfer is made from earned capital to contributed or permanent capital. 


Cash Dividends 


A corporation's board of director's is responsible for declaring a cash dividend. Once a dividend has been declared, a 'date of record' or 'record date' is established. The 'record date' means that stockholders on record on or before that date are entitled to the dividend. Anyone buying the stock after that date must wait until the next dividend is declared to receive a dividend. 


On the day after the record date the stock's market price is reduced by the amount of the dividend. After the record date, the stock is considered ex-dividend. There is usually several weeks between the date the dividend is declared and the record date. By the way, stockholders must be on record before the record date to vote at the next meeting. Aside from the right to vote and dividends received, there are no other common benefits to be derived from buying the stock before the record date or after it goes ex-dividend. 


Some investors have been able to craft some option strategies surrounding the declaration and record dates. However, most investors are unable to take advantage of these strategies. 





Calculating the Rate of Return on Investments


It can be calculated by using the following formula:


((Return on Capital) / Capital) × 100% = Rate of Return


Therefore,


(($110 - $100) / $100) × 100% = 10%


Your rate of return is 10%.


There are two ways to measure the rate of return on an investment.


� INCLUDEPICTURE "http://library.thinkquest.org/3096/images/blu_ball.gif" \* MERGEFORMATINET �Average annual rate of return (Average Annual Arithmetic Return)


� INCLUDEPICTURE "http://library.thinkquest.org/3096/images/blu_ball.gif" \* MERGEFORMATINET �Compound rate of return (Average Annual Geometric Return)





A simple example below will show what these two yardsticks measure.� INCLUDEPICTURE "http://library.thinkquest.org/3096/images/44return.jpg" \* MERGEFORMATINET �


You initially invest $100. One year later, your investment grows to $200 in value. The year after that, the investment drops back to $100. The rate of return after the first year is


((Return - Capital) / Capital) × 100% = Rate of Return


(($200 - $100) / $100) × 100% = 100%


The rate of return after the second year is


(($100 - $200) / $200) × 100% = -50%


By using the formulas for calculating the average annual rate of return, we get a percentage that measures gains accurately over only a short period. Whereas, the geometric or compound rate of return is a better yardstick to measure your investment over the long run. The arithmetic mean or average return should be used to calculate return on investment only in the short-term.


� INCLUDEPICTURE "http://library.thinkquest.org/3096/images/blu_ball.gif" \* MERGEFORMATINET �Average annual return (arithmetic mean) = (Rate of Return for Year 1 + Rate of Return for Year 2) / 2 = (100% + (-50%)) / 2 = 25% (Arithmetic return = 25%)


� INCLUDEPICTURE "http://library.thinkquest.org/3096/images/blu_ball.gif" \* MERGEFORMATINET �Compound return (geometric mean) = (capital / return) ^ (1 / n) - 1 where n = number of years. The formula is (100 / 100) ^ .5 - 1 = 0%. (Geometric return = 0%)


Note: Mutual fund managers report the average annual rate of return (arithmetic) on the investments they manage. As shown in the above example, the arithmetic return of the investment is 25%, even though the value of the investment is the same as it was two years ago. Technical Analysis


Technical analysis is based on an examination of the price and volume movements of individual stocks, sectors, or the market as a whole. It helps in searching for the direction of the market, sector or stock. Distinctive patterns emerge in charting which are used to make market direction or momentum decisions.


Technical analysis is based on two fundamental assumptions:


First, all historic price and volume patterns exhibited by a stock represent the total market perception about the individual stock. Thus, past price and volume behavior is indicative of future movements.


Second, the market does not move in a random manner. Long-term patterns develop in the market, which have sub-trends within them. 


There are many types of technical analysis. Market technicians depend on more than just price and volume data for identifying turning points in the market. Dow Theory, Elliot Wave Theory, Pattern identification, Moving averages, Advance/decline, Charting styles, Odd lots, Short selling, Put/call ratio, Relative strength indicators, Fibonacci levels are all tools of the Technical Analyst. Very few technicians rely solely on one form of technical analysis. Several are used in conjunction with one another in order to confirm market movements or trend changes.





Stock Brokers


Stock Broker is person who is licensed to trade in shares. They also have direct access to the share market and can act as your agent in share transactions. For this service they charge a fee. Stockbrokers can also offer additional services such as portfolio management or advice. 





Types of stockbroker 


Full service broker (advisory) and a Discount broker (non-advisory). 


Full-service Broker will provide you with advice on which stocks to trade. They can often operate as financial planners and help with other aspects of your investment portfolio. Because they offer advice, a full service broker usually charges between 2 and 2.5 per cent fees, depending on the size of the transaction, often with a minimum fee of $50. (Merrill Lynch, Paine Webber) 


Discount Broker will execute your trades but will not provide you with any advice. As a result brokerage charges are low. In many cases less than $20 for each transaction depending on the number of shares or amount you are buying. Discount brokers generally operate via the telephone, Internet or both. (Charles Schwab Australia)


Deep discount Broker who charges flat rates for their services ranging from $12 to $15 for each order. (Ebroker, Etrade, Lombard) 


The type of broker you choose will depend on your own confidence in trading shares. Often investors, who know exactly what they want to buy, will go to a discount broker to enact the trade but they will use a full-service one if they are interested in shares of a company they are unsure about.





Market order, a limit order, and a stop loss order


A market order is instructing your broker to buy or sell as quickly as possible at the current market price. This is the most common


A limit order instructs your broker to buy or sell at a certain price as soon as the price of the stock reaches the price level you have specified. Limited orders can be entered as "Good until Cancel" or "Good for that Market Day Only." You can place a day-order or a 30-day order. For example, you can place what is called a "limit buy order" on Coke for $60. Your 30-day limit order will not be executed if the share price of Coke is above $60 during the 30-day period. 


A stop loss order tells your brokerage to close your position if the trade goes against you for a certain amount (that you specify). You can enter stop loss orders for both long and short positions. A long position is when you buy a stock anticipating the price to rise. Beginners should know that if they enter both a stop loss order and a limit sell order (at the same time) on a long position, it could possibly result in both the limit sell you desired, and a short sale you did not anticipate.


Stop Limit Orders


A Stop-Limit Order is one that tells the broker to buy at a specified price or better once the security has reached a certain level. For example, XYZ stock is currently trading at 43. You think that the price will probably decline to 40 and find support there. To make sure the stock is rising and is showing some strength when you buy it, you don't want to buy until it reaches 42. Assume you want to buy 100 shares. You would tell the broker to buy 100 xyz 40 stop 42 limits. This means that once the market price of the stock reaches 40 the broker enters a limit order to be executed at 42 or better (lower price). The risk of this order is the same with all limit orders. That is, the limit price may never be hit. 


Limit Order/Stop Order. 


You might place a limit order to sell at $36. If this is the case, when xyz reaches $36 your order to sell is activated. The problem with this order is that there may be orders ahead or the market might not stay at $36 long enough to fill and you could miss the market. If you definitely want to get out of the stock when it reaches $36.


You might place a second type of order called a stop order. A stop order becomes a market order once the specified price is hit. A stop order will always get you out of the trade because it becomes a market order once the price is hit. However, there is no assurance that you will get out at $36. You might get out somewhere below or above $36 since you have no way of knowing which way the price will move once $36 is hit. 


Limit order or a stop order or a combination of both


If I bought a stock at $30 and as well as wanting to sell if it hits $36, I also want to protect myself to the downside and I want to sell if it declines in price to $27. Is there such an order that can be placed? Also what happens if the stock hits $27 but then rises to $31 before my order can be filled? Does my broker forget about the order or does he sell at $31. 


Answer  


If the current market price of the stock is $30. You can place a limit order to sell at $36 and a limit order to sell at $27. With a limit order there is no guarantee that the order will be executed.


Alternatively, you might place a limit order to sell at $36 and a stop order to sell at $27. This means that if $27 is reached, your stop order to sell becomes a market order and you will get out of the stock at the market price. And if the price rises to $36 you may get out of the stock depending on market conditions.


In the third alternative, you could place a limit order to sell at $27 and a stop order to sell at $36. The reverse would occur. You would be guaranteed to get out of the stock at $36 because the stop order becomes a market order. However, you would not be guaranteed of getting out of the stock at $27 because the market might move away from you. If you definitely want downside protection, this is not a good order to place because the market could move away from you and you might not get out. 


The fourth alternative is to place a stop order to sell at $27 and stop order to sell at $36. This would guarantee that you get out of the trade if either price is hit because either stop order becomes a market order once the stop price is hit. You are not assured of a specific price because the stop order became a market order. However, this is the safest type of order to place. 


Margin Trading /Short Selling


With margin, you have twice the buying power as you have cash. The brokerage simply lends you the money. You only pay interest if you hold stocks overnight. If you have an IRA (Individual Retirement Account) you cannot enable margin or short stocks on that account. Most brokerages will have a list of highly volatile stocks that they will not let anyone trade on margin and neither wills they let you short these.


Short Selling


The art of selling short is to make money from a declining share price. Short sales mean that you can sell a stock you don’t already own (borrow from your broker) at its current market price and then buy it back later with a lower price (return the shares to your broker). You pocket the difference from the original price as profit. For example, as a result of your research, you learn that Apple computers are not selling well during the Christmas seasons. When Apple announces the losses in the upcoming quarterly report, the share prices will drop considerably. Let’s assume that the share price of the Apple is at $40. You can place a short order for 100 shares at the current market price. In a couple of months, the stock price might drop to $18 per share. Then, you cover the short (buy stocks and return shares to your broker). Your profit before tax and commissions is


(40 – 18) * 100 = $2,250


However, if Apple’s share price goes up to $60, you will suffer a loss.


(40 – 60) * 100 = $ -2000


Short selling is risky. If the share price keeps going higher, your losses will be technically unlimited. Hence, we don’t recommend this strategy.


Shorting a stock means to borrow stock that you do not own (from your brokerage) and sell it with the obligation to buy it back at some point in time, to cover your short sale. You sell a stock short anticipating that the stock will go down and you will buy it at a lower price than you sold, thus making a profit. When you enter a sale order for stock you do not own, your brokerage will automatically consider it a short sale.


The short sale of stock is a bet that the price of that stock will decline. Here are the mechanics. You decide that XYZ at a price of $110 is at or near its peak. You feel that XYZ will decline in price from this level. So you want to short the stock. You tell your broker you want to short 100 shares of XYZ at 110. You borrow from your broker 100 shares of XYZ at $110 and sell it to someone else. 


This is the nature of the short sale. You're selling something, which you borrowed. Again, you borrowed 100 shares of XYZ at $110 and sold it to someone else. You actually borrowed the 100 shares of XYZ from your stockbroker. He either has it in inventory or he borrowed it from a client or another brokerage firm. Either way, it is your broker who loans you the stock to sell to someone else. 


So now what happens. Hopefully, the price of XYZ goes down for you. Let's say that XYZ declines to $85. At 85, you decide that XYZ may not decline much further, if at all. So you want to take your profits. How do you do that? You now buy 100 shares of XYZ at $85 and pay your broker back the 100 shares of XYZ. You borrowed the stock at 110 and paid it back at 85. You made $25 per share in profit or $2,500. You sold the borrowed stock for $11,000 and bought it back for $8,500. 


Conversely, suppose the price of XYZ goes up to $125. The investor would have sold the stock for $11,000 and now might want to get out of the position. He would now have to go into the market and buy 100 shares of XYZ for $12,500. He would then be returning the loaned stock at $12,500. In this case, he has a loss of $1,250. 


The potential loss on the short sale of stock is unlimited. This is because a stock can theoretically rise infinitely. Therefore, to protect himself, the short seller should always use a 'buy stop' order GTC (Good Till Canceled). The investor might decide that if the price of XYZ raises $5 he wants to get out of the position. He would place a buy stop order at $115. Then, if the price of XYZ rises to 115, he is assured that he will get out at about 115. Remember, a stop order becomes a market order when hit. Therefore, there is no guarantee that he will get out exactly at 115. But he will get out at 115 or about 115. One can also place a limit order when he wants to get out of a short position, which went up. This will get him out at exactly that price. However, there is no guarantee that the trader will get out. He could miss the market. 


You may also want to get out of a short trade when you have hit a certain amount of profit. In this case, the investor would use a buy stop at his maximum loss level and a buy stop at his profit target level. This is called an either/or order. You are placing two orders to protect you if the stock rises and to take profit if the stock declines. By the way, this either/or type of order can also be used when buying stock. You can protect yourself against a loss if the price declines and also to take profits when the stock rises. 


For the most part, brokerage firms do not place a time limit on the shares of stock they loan. This is because they make a commission both ways. And also, they want to keep the customer happy. Also, you should know that a short sale could only be made on an up tick in that particular security. That is, if you want to short a stock at 110, the short sale can't be made unless the previous trade was at 109-7/8 or lower. Otherwise, in a rapidly declining market, short selling into the decline would aggravate the decline. And remember, the ticker tape is a continuous tape. It doesn't start new every day. So today is a continuation of yesterday. You can't get around the up tick rule by waiting for the next day.


How can there be unlimited risk when shorting?


If you short a stock at $50 anticipating that it will go down to $45, but instead it goes up to $100 before you cover, then you have lost all the money you had in that stock. If it were to go up to $150 before you bought to cover your short, you would have lost twice the money you had invested.


Why Buy and Hold May Not Be The Best Strategy 


Many people believe that buy and hold is the best strategy to employ for the long term. However, over a three year period, a person who buys xyz at 50, sees it rise to 60, sees it decline to 45, and then sees it rise back up to 70, is not getting an overall return as good as he thinks. What he has lost is the opportunity cost associated with the down period of time. 


Buy And Hold Decision Table 
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Stock Purchase & Tracking:


This section will cover the three plans, which are not technical in nature. These are 


Dollar Cost Averaging


Constant Dollar


Constant Ratio'. 


Also Moving Averages, Trends, Price Earnings, Book Value, etc., can be utilized. 





Dollar Cost Averaging


Dollar Cost Averaging is a technique that helps you to reduce out the swings in the market. 


Example 1: If you buy $1,000 worth of shares in a company every month for a year you would find that some months you got more shares than others. That is, when the price was high you bought fewer shares, and when the price was low you bought more. If you averaged out what you paid for each share during the period, the fluctuations should have been lowered.


Example 2: If a person invests $500 per month in common stocks. Or this same person might invest $3,000 every six months. The idea is to invest smaller amounts of money on a regular basis. It is a long-term system. The theory is that stocks can always be sold on the average for more than they cost. It does not get you in and out of trades. It only gets you in trades. 


The person must have a steady amount of income coming in and be willing to invest over a long period of time. This system shouldn't be used on just one stock. The investor may want to choose five or six different stocks to invest in this way. One or two different stocks could go down constantly.


This system doesn't mean that you should keep under-performing stocks in your portfolio. An investor should not purchase stocks with this program when they reach very high (overbought) conditions.


Some advantages to this method are: The average cost of shares purchased is usually less than the actual market price. The investor eliminates the possibility of buying too many shares when the price is too high. Also, periodic declines in the stock market provide buying opportunities at lower prices.


Some disadvantages are: The possibility of liquidating the portfolio when stock prices are low. One way to minimize this danger is to plan to liquidate the portfolio several years before the actual liquidation time. This gives the investor time to pick and choose the best times to liquidate each holding. Another disadvantage is that the investor's income might not be as steady as would be hoped. This could curtail purchases at times that are attractive for additional purchases. Another disadvantage is that the investor might try to time his purchases. This turns him into more of a speculator than an investor. Another disadvantage is that the person may be tempted to use the investment money for something, which comes up (e.g. new car, home repair, etc.) and is also quite important. 





Constant Dollar System


The constant dollar plan is one where the amount invested in stocks remains constant. A well-diversified portfolio should be used. 


Example 1: If an investor may have $100,000 invested in stocks. If the value of the portfolio raises a certain amount, say to $110,000, the additional $10,000 would be pulled out and invested in securities other than stocks. Or, the investor may choose a time period interval to pull the funds out. This might be every six months or one year. 


Conversely, should the portfolio fall in value by 10% the investor would add capital to the portfolio to bring it back up to $100,000. 


Some of the advantages of this system are: Stocks are sold when they are rising; and they are purchased when they are declining. 


The disadvantage to this type of system is that a certain degree of timeliness is involved in determining when to initially set the system up. Also, a period of constantly rising or declining prices doesn't work well. The system works best when prices fluctuate above and below the original level. 





Constant Ratio System


This system has the investor maintaining a constant 50/50 ratio in his portfolio between stocks and bonds. As stock prices rise, some are sold and bonds are purchased. As stock prices decline, bonds are sold and stocks are purchased. Profits can be made if stock prices fluctuate above and below the 50% line. 





Tracking Stock 


A Tracking Stock is a special type of stock issued by a publicly held company to track the value of one segment of that company. By issuing a tracking stock, the different segments of the company can be valued differently by investors. 


The stock for Hughes Electronics (ticker symbol GMH) is a tracking stock. This business is just the satellite etc. division of General Motors (ticker symbol GM).





Mergers 


When one firm takes another over, or merges with another, a number of things can happen to the firm's shares. In some cases, the shares of one company are converted to shares of the other company. For instance, 3Com announced in early 1997 that it was going to purchase US Robotics. Every US Robotics shareholder will receive 1.75 shares of 3Com stock. 


Company X buys all of Company Y's assets for cash, which means that Company Y will have only cash (and debt, if they had debt before). Of course, then company Y is merely a shell, and will eventually move into other businesses or liquidate





Repurchasing by Companies


Companies may repurchase their own stock on the open market, usually common shares, for many reasons. What happens is that if earnings stay constant, the reduced number of shares will result in higher earnings per share, which all else being equal will result, should result, in a higher stock price. 





Splits


Ordinary splits occur when a publicly held company distributes more stock to holders of existing stock. A stock split, say 2-for-1, is when a company simply issues one additional share for every one outstanding. After the split, there will be two shares for every one pre-split share. (So it is called a "2-for-1 split.") If the stock was at $50 per share, after the split, each share is worth $25, because the company's net assets didn't increase, only the number of outstanding shares. 


Example: 33 shares that split 3:2. The original 33 shares and the post-split 49.5 shares have exactly the same cost basis. Or even, assume the 33 shares cost a total of $495. So the 49.5 post-split shares have a cost basis of $10 per share, or $5 for the half share that is sold. Say the company sent along $8 for it.


The capital gain is $8 - $5 = $3.


Use $5 as cost basis and $8 as sales price and voila, there is a $3 gain to declare.


Sometimes an ordinary split is referred to as a percent. A 2:1 split is a 100% stock split (or 100% stock dividend). A 50% split would be a 3:2 split (or 50% stock dividend). Each stockholder will get 1 more share of stock for every 2 shares owned. 


Reverse splits occur when a company wants to raise the price of their stock, so it no longer looks like a "penny stock" but looks more like a self-respecting stock. Or they might want to conduct a massive reverse split to eliminate small holders. If a $1 stock is split 1:10 the new shares will be worth $10. Holders will have to trade in their 10 Old Shares to receive 1 New Share. 


Accounting for the cost basis of the first three methods is trivial. However, accounting for the most common case, the last one is the most complicated of the options. 


Let's continue with the example from above: 33 shares that split 3:2. The original 33 shares and the post-split 49.5 shares have exactly the same cost basis. To make it easy, assume the 33 shares cost a total of $495. So the 49.5 post-split shares have a cost basis of $10 per share, or $5 for the half share that is sold. The cash received "in lieu of" the fractional share is the sales price of that fractional share. Say the company sent along $8 for it. 


The capital gain (long term or short, depending on the holding period of the original shares) is $8 - $5 = $3. To account for this properly, the following would be required. 


Use $5 as cost basis and $8 as sales price and voila, there is a $3 gain to declare. 


Reduce the cost basis of the remaining 49 shares by the cost of the fractional share sold. ($5) 


The cost basis of the $49 shares becomes $495 - $5 = $490 (still $10 per share). 


Shareholders of record on the record date will receive the split shares on the effective date (distribution date). Sometimes the split stock begins trading as "when issued" on or about the record date. The newspaper listing will show both the pre- split stock as well as the when-issued split stock with the suffix "wi." (Stock dividends of 10% or less will generally not trade wi.) 


Some companies distribute split shares just before the market opens on the distribution date, and others distribute at close of business that day, so there's not one single rule about the date on which the price is adjusted. It can be the day of distribution if done before the market opens or could be the next day. 


For people who really are interested, here is what happens when a person buys between the day after the T-3 date to be holder of record, and the distribution date. (Aside: after a stock is traded on some date "T", the trade takes 3 days to settle. So to become a shareholder of record on a certain date, you have to trade (i.e., buy) the shares 3 days before that date. That's what the shorthand notation "T-3" above means.) Remember that the holder of record on the record date will get the stock dividend. And of course the price doesn't get adjusted until the distribution date. So let's cover the case where a trade occurs in between these dates. 





Reverse Stock Split 


When a company engages in a reverse stock split, it substitutes one share of stock for a predetermined amount of shares of stock. It does not increase the market capitalization of the company. 


Example of a reverse split is the following. Assume ABC Corporation has 10,000,000 shares of common stock outstanding. Assume the market price is $10 per share. Assume that ABC Corporation declares a 1 for 4 reverse split. 


After the reverse split ABC Corporation will have 2,500,000 shares outstanding. The stock will have a market price of $40. If an individual investor owned 100 shares of ABC before the split at $10 per share, he will own 25 shares at $40 after the split. In either case, his stock will be worth $1,000.  Again, there is no assurance that a company's stock will rise in price after a reverse split. 


An example of a reverse split is the following. Assume ABC Corporation has 10,000,000 shares of common stock outstanding. Assume the market price is $10 per share. Assume that ABC Corporation declares a 1 for 4 reverse split. 


After the reverse split ABC Corporation will have 1/4 as many share outstanding or 2,500,000 shares outstanding. The stock will have a market price of $40. If an individual investor owned 100 shares of ABC before the split at $10 per share, he will own 25 shares at $40 after the split. In either case, his stock will be worth $1,000. He's no better off before or after. Except that the company hopes that the higher stock price will make the company look better and thus more investors will purchase the stock and the stock price will rise as more people buy it. 


Again, there is no assurance that a company's stock will rise in price after a reverse split. Many times it will decline. There is no way to predict what will happen. 


However, there has been some academic research on reverse stock splits which indicates that NYSE and AMEX listed companies that reverse split their stock do not perform well subsequent to the split. This may be so because many times a listed company on an exchange which has to reverse split its stock to do what the market won't do, is not in good shape. 


There is also evidence that small cap stocks which reverse split their stock and can generate better earnings receive a benefit from the reverse split. These companies are trying to boost their price into a range which is more acceptable to traders. For these companies, a reverse stock split works well. 





Why Splits Don't Show Up On Charts 


Stock splits generally don't show up on price charts. If the stock was trading at $100 and after the payment date it is trading at $50, the price chart will look as though the stock was trading at approximately $50 all along. The reason for this is that it would be very difficult for anyone to analyze the chart with large gaps appearing when the stock split. 


There are very few reasons anyone would be interested in viewing prices charts with the large gaps from stock splits. However, some academics and technicians are interested in viewing a chart this way. Therefore, one of the few companies that make data available on an un-adjusted basis is IBES in New York City.  





Buying or Selling Between the Record Date and the Payment Date 


Many times a stock is purchased between the record date and the payment date. Keep in mind one very important thing. You will always get what you pay for. You never get more than you deserve and you never get less than you deserve. Two things may happen. First, and the more likely event, is that you will pay the pre-split price and when the payment date comes you will be credited with the additional shares. Second, sometimes the stock will trade on a when-issued basis. If this happens there are two classes of stock that trade. One class is traded with the split and one is traded without the split. The investor has to specify which series he wants. Essentially, one series is split adjusted and one is not. 


Sometimes an individual sells a stock between the record date and payment date. Several days after the payment date they receive the additional stock certificates in the mail. What will always happen is that they will receive a call from the compliance department or sometimes their broker, and will be told to mail back the certificates. Some individuals are insistent that they are owed the stock. If this happens the brokerage firm won't argue. They will simply tell the individual that they are canceling the certificate numbers and to use the stock as wallpaper. That's all it's good for. 














American Depositary Receipts (ADR's) 


An American Depositary Receipt (ADR) is a share of stock of an investment in shares of a non-US corporation. The-Non-US Corporation trade on a-non-US exchange, while the ADR's, perhaps somewhat obviously, trade on a US exchange. This mechanism makes it straightforward for a US investor to invest in a foreign issue. ADR's were first introduced in 1927. 


Two banks are generally involved in maintaining an ADR on a US exchange: an Investment bank and a Depositary bank. The investment bank purchases the foreign shares and offers them for sale in the US. The depositary bank handles the issuance and cancellation of ADR's certificates backed by ordinary shares based on investor orders, as well as other services provided to an issuer of ADR's, but is not involved in selling the ADR's. 


Because there can be problems in dealing in unfamiliar foreign markets, Depositary Receipts were devised as a method of trading international securities (equity or debt) within the U.S.


This involves depositing the ordinary securities from the foreign market with a bank (called the depositary), which will then issue certificates in the U.S. that represent (and are backed by) the deposited securities. These certificates are freely traded and are commonly called American Depositary Receipts (or Depositary Receipts for short, or sometimes Global Depositary Receipts for marketing purposes).


The attractions of ADRs 


The main appeal is that they are U.S. securities: this means that they are covered by U.S. securities regulations; trade and settlement is similar to any other U.S. security; and quoted prices and dividends are in U.S. Dollars. 


Investing directly in international securities may incur global custodian fees - these are not required with ADR's. 


ADR prices and liquidity will track very closely the underlying security, as traders exploiting an easy arbitrage opportunity will quickly correct any deviation. 


Although ADR's may have been devised originally for U.S. investors, all of their attractions can be equally applicable for foreign investors. 


For example, an investor in Kuwait may be interested in buying shares in Telefonica De Argentina, in which case the U.S. traded Depositary Receipts may be more attractive than dealing direct in the Argentine market. 


In addition to the advantages above, the investor would be able to look at price history charts and follow real-time prices (as with any other U.S. security), transaction fees could be less and the foreign currency investment may be more competitive than converting funds to Argentine Dollars directly. 


The types of ADR 


A similarity obviously exists between ADR's and covered warrants (or OTC options). As with the latter, there is frequently nothing to stop anybody buying some shares in a company and then issuing Depositary Receipts representing those shares. These are termed unsponsored Depositary Receipts, and in the early days of the ADR market they were quite common. Today, however, nearly all ADR's are sponsored, whereby companies sign a Deposit Agreement with a bank acting as the depositary. 


There are then a few different types (or levels) of ADR: 


Sponsored Level 1: this is the simplest method for foreign companies to issue tradable securities in the U.S. markets. The ADR's are not listed, and are traded over-the-counter (OTC). The attraction to the companies of not listing is that they do not have to adapt any reporting procedures to comply with U.S. Generally Accepted Accounting Principles (GAAP) or Securities and Exchange Commission (SEC) disclosure. 


Sponsored Level 2: if the company wishes the shares to be listed then they have to satisfy the procedures mentioned above, and further comply with the listing rules of whichever exchange they choose. This stage actually comprises many different levels, depending on the type of visibility the company desires - and therefore the type of listing they choose. 


Private placement (144A): instead of publicly traded securities, a company may wish to make a private placement to large institutional investors in the U.S. (which will not require SEC registration). 


The ADR market 


There are now over 1,500 ADR's from over 50 countries; and the majority of these are OTC (Level 1 type). In many cases the ADR's may constitute 5-15% of the total shareholder base for a company.





Holding Company Depositary Receipts (HOLDRs) 


A Holding Company Depositary Receipt (HOLDR) is a fixed collection of stocks, usually 20, that is used to track some industry sector. For example, HOLDRs exist for biotech, Internet, and business-to-business companies. HOLDR is a way for an investor to gain exposure to a market sector with at a low cost, primarily the commission to purchase the HOLDR. All HOLDR securities trade on the American Stock Exchange; their ticker symbols all end in 'H'. 


HOLDR is quite different from Mutual Fund. One important difference is that 


Nothing is done to a HOLDR after it is created (mutual funds are usually managed actively). So, for example, if one of the 20 companies in a HOLDR gets bought, thereafter the HOLDR will have just 19 stocks. This keeps the annual expenses very low (currently about $0.08 or less per share). 


HOLDR is different from Stocks. Like stocks, HOLDRs 


Can be bought on margin or short. 


But unlike stocks, 


Investors can only buy round lots (multiples of 100 shares) of HOLDR securities. So buying into a HOLDR can be fairly expensive for a small investor. 


Merrill Lynch created the first HOLDR in 1998 to track the Brazilian phone company when it was broken up. Merrill (or some other big financial institution) serves as the trustee, the agency that purchases shares in the companies and issues the HOLDR shares. When a HOLDR is first issued, the event is considered an IPO. 





Unit Investment Trusts and SPDRs


A unit investment trust is a collection of securities (usually stocks or bonds) all bundled together in a special vehicle that happens to be a trust.  The most well known example is the Standard & Poors Depositary Receipt (SPDR). 





Warrants 


And a warrant is also a financial instrument, which was issued with certain conditions. The issuer of that warrant sets those conditions. Sometimes the warrant and common or preferred convertible stock are issued by a startup company bundled together as "units" and at some later date the units will split into warrants and stock. This is a common financing method for some startup companies. This is the "warrant" most readers of the misc.invest newsgroup ask about. 


As an example of a "condition," there may be an exchange privilege which lets you exchange 1 warrant plus $25 in cash (or even no cash at all) for 100 shares of common stock in the corporation, any time after some fixed date and before some other designated date. (And often the issuer can extend the "expiration date.") 


So there are some similarities between warrants and call options for common stock. 








Derivatives


The key to understanding derivatives is the notion of a premium. Some derivatives are compared to insurance. Just as you pay an insurance company a premium in order to obtain some protection against a specific event, there are derivative products that have a payoff contingent upon the occurrence of some event for which you must pay a premium in advance. 





Derivatives are financial securities whose value is derived from another "underlying" financial security. Options, Futures, Swaps, Swaptions, Structured notes are all examples of derivative securities. Derivatives can be used hedging, protecting against financial risk, or can be used to speculate on the movement of commodity or security prices, interest rates or the levels of financial indices. The valuation of derivatives makes use of the statistical mathematics of uncertainty, which is very complex.


A derivative financial product is a contrived instrument, the value of which depends indirectly on the price of a cash instrument. The price of the cash instrument is referred to as the "underlying" price, quite often. Examples of cash instruments include actual shares in a company, physical stocks of commodities, cash foreign exchange, etc.





When one buys a cash instrument, for example 100 shares of ABC Inc., the payoff is linear (disregarding the impact of dividends). If we buy the shares at $50 and the price appreciates to $75, we have made $2500 on a mark-to-market basis. If we buy the shares at $50 and the price depreciates to $25, we have lost $2500 on a mark-to-market basis. 


Instead of buying the shares in the cash market, we could have bought a 1-month call option on ABC stock with a strike price of $50, giving us the right but not the obligation to purchase ABC stock at $50 in 1 month's time. Instead of immediately paying $5000 and receiving the stock, we might pay $700 today for this right. If ABC goes to $75 in 1 month's time, we can exercise the option, buy the stock at the strike price and sell the stock in the open market, locking in a net profit of $1800. 


If the ABC stock price goes to $25, we have only lost the premium of $700. If ABC trades as high as $100 after we have bought the option but before it expires, we can sell the option in the market for a price of $5300. The option in this case gives us a great deal of positional flexibility with a different risk/reward profile





Mark-to-market is a way of accounting for financial products in which an inventory of financial products is revalued a pre-set interval (usually at the end-of-business on a daily basis) at current market rates. The combination of realized and unrealized profit and loss is booked to the profit-and-loss account. Mark-to-market accounting is a good practice for the management of any financial portfolio. 


It is mandatory for financial institutions to report their financial accounts in this fashion. In the near future, initiatives like the Financial Accounting Standards Board Statement No. 133 will require mark-to-market accounting from non-institutional end-users, as well.


Credit Derivatives


Credit derivatives can be used to lay off and manage a company's exposure to credit events, such as supplier default. Most importantly, derivative products enable the end user to tailor their risk profile in order to most closely match their exposure to their view of the financial markets and their preferences for holding and managing risk. 


The Two Types of Derivatives


There are two types of derivatives: linear derivatives and non-linear derivatives. A linear derivative is one whose payoff function is a linear function. For example, a futures contract has a linear payoff in that every one-tick movement translates directly into a specific dollar value per contract. A non-linear derivative is one whose payoff changes with time and space. 


Space in this case is the location of the strike with respect to the actual cash rate (or spot rate). One example of a non-linear derivative with a convex payoff profile at some point before the option's maturity is a simple plain vanilla option. As the option becomes progressively more in the money, the rate at which the position makes money increases until it asymptotically approaches the linear payoff of the future. Similarly, as the option becomes progressively more out-of-the-money, the rate at which the position loses money decreases until that rate becomes zero. 


Delta


With non-linear derivatives, therefore, it is possible to capture gains from volatility by hedging a portion of the option's value. This is called the "delta", given by a mathematical formula derived from the formula used to determine price, and rebalancing the hedge as spot moves around and the delta changes. 


In the ABC Inc. example from above, we could have purchased a 1-month $50 call option on ABC giving us the right to purchase 100 shares. With the spot price at $50, the option is said to be at-the-money. At-the-money options have a delta of 50%, so to "delta-hedge" the option, we would have sold short 50 shares. If the ABC price proceeded to $25 the next week, we could buy back some of the 50 shares we were short (realizing a $25 profit on those shares). 


Any move back to $50 subsequently and we could sell more shares short again. If the ABC price went to $75 the next week, we could sell more shares short. This would enable us to buy these shares back if the ABC price went lower before maturity. The more times we can delta-hedge the option (or "dynamically hedge" the option), the more profit we will realize. 


Every time we realize a profit, we help to pay for the option. If you own an option and you delta hedge it, you will make money if the stock price goes up. You will also make money if the stock price goes down. You have to delta-hedge consistently in order to realize that profit, though. At the end of the day, you will only make money if you have realized delta-hedging profits that are greater than the premium you paid away for the option. 


The more the stock prices moves up and down, the more likely you are to realize delta-hedging profits. Conversely, if you sell an option and delta hedge it, you will lose money if the stock price goes up and you will lose money if the stock price goes down. Each time that you delta-hedge, you are realizing a loss. At the end of the day, you will only make money if your delta-hedging losses are less than the option premium you earned to sell the option in the first place. 


If you can understand delta hedging, then you can understand the way options are priced and what it means to determine good value in a premium. If we buy an option, then we are arguing that we will make more money dynamically hedging around it than we will pay in premium. If we sell an option, then we are arguing that we will make more money in premium than we will lose in dynamically hedging the option. One of the prime determinants of the price of an option is the volatility. 


Equity Swaps


Equity Swaps are exchanges of cash flows in which at least one of the indices is an equity index. An equity index is a measure of the performance of an individual stock or a basket of stocks. Common equity indices with which the general investor is probably familiar include the Standard & Poor's 500 Index, the Dow Jones Industrial Average or the Toronto Stock Exchange Index. 


There are many reasons to use equity swaps, some of which come from the motivation behind index trading.


This passive investing strategy is gaining ground in the fund management community. Instead of trying to buy individual stocks that are deemed to be undervalued by some method of fundamental analysis, the index trading mechanism chooses a basket of stocks that is selected for its ability to represent the general market or one particular sector of the stock market. The fees associated with funds that engage in index trading are much lower because the investment management is mechanically deterministic. It is prescribed by the index that the investors have chosen. The investment manager is not paid for his discretionary expertise. 


Equity swaps make the index trading strategy even easier. 


Consider the Bulldog S&P 500 Mutual Fund that is a fund promising to deliver the return of the S&P 500 





Brokers and Brokerage Firms


The Central Registration Depository (or "CRD") is a computerized database that contains information about most brokers, their representatives, and the firms they work for.


Investment Advisers


People or firms that get paid to give advice about investing in securities generally must register with either the SEC or the state securities agency where they have their principal place of business. Investment advisers who manage $25 million or more in client assets generally must register with the SEC. If they manage less than $25 million, they generally must register with the state securities agency in the state where they have their principal place of business.


Some investment advisers employ investment adviser representatives, the people who actually work with clients. In most cases, these people must be licensed or registered with your state securities regulator to do business with you. So be sure to check them out with your state securities regulator. 





Online Investors: 


The Internet and other new technologies are in many ways transforming how our capital markets operate.  There are clear benefits to these changes including lower costs and faster access to the market for investors.


Every day, more and more Americans are investing in the stock market, and many of them are doing so through the Internet.  On-line brokerage accounts account for approximately 25 percent of all retail stock trades.  And, the number of on-line brokerage accounts is expected to exceed 10 million by the end of the year.


An investor's consideration of the fundamentals of a company -- Net Earnings, P/E ratios, the Products or Services offered by the company -- should never lose their underlying importance.


Trades valued at over 1.1 Trillion have taken place so far. The volume is growing leaps and bounds, because with online trading you can take control of your investments, save money in expensive broker commissions and make a higher rate of return on your money than you would otherwise. 


Investing in the stock market -- however you do it and however easy it may be -- will always entail risk.  I would be very concerned if investors allow the ease with which they can make trades to shortcut or bypass the three golden rules for all investors:  


Know what you are buying; 


Know the ground rules under which you buy and sell a stock or bond; 


Know the level of risk you are undertaking. 


On-line investors should remember that it is just as easy, if not more, to lose money through the click of a button as it is to make it.





First, investors must understand the issues and limitations of on-line investing. In the meantime, you may have trouble getting on-line or receiving timely confirmations of trade executions. You should investigate and understand options and alternatives to executing and confirming your orders if you encounter on-line problems.





Second, investors may sometimes be surprised at how quickly stock prices actually move.  For example, many technology stocks have recently had dramatic and rapid price movements.  When many investors attempt to purchase (or sell) the same stock at the same time, the price can move very quickly.  Just because you see a price on your computer screen doesn't mean that you will always be able to get that price in a rapidly changing market.  You should take precautions to ensure that you do not end up paying much more for a stock than you intended or can afford.





Third, investors buying securities on margin may not fully understand the risks involved. In volatile markets, investors who have put up an initial margin payment for a stock may find themselves being required to provide additional cash (maintenance margin) if the price of the stock subsequently falls. If the funds are not paid in a timely manner, the brokerage firm has the right to sell the securities and charge any loss to the investor.  When you buy stock on margin, you are borrowing money. And as the stock price changes, you may be required to increase the


cash investment.  Simply put, you should make sure that you do not over-extend.


     


Fourth, while new technology available to retail investors may resemble that of professional traders, retail investors should exercise caution before imitating the style of trading and risks undertaken by market professionals.  For most individuals, the stock market should be used for investment not trading.  Strategies such as day trading can be highly risky, and retail investors engaging in such activities should do so with funds they can afford to lose.  I am very concerned when I hear of stories of student loan money,second mortgages or retirement funds being used to engage in this type of activity.  Investment should be for the long-run, not for minutes or hours.





Brokers and Brokerage Firms


The Central Registration Depository (or "CRD") is a computerized database that contains information about most brokers, their representatives, and the firms they work for. For instance, you can find out if brokers are properly licensed in your state and if they have had run-ins with regulators or received serious complaints from investors. You'll also find information about the brokers' educational backgrounds and where they've worked before their current jobs.





Investment Advisers


People or firms that get paid to give advice about investing in securities generally must register with either the SEC or the state securities agency where they have their principal place of business. Investment advisers who manage $25 million or more in client assets generally must register with the SEC. If they manage less than $25 million, they generally must register with the state securities agency in the state where they have their principal place of business. 


Some investment advisers employ investment adviser representatives, the people who actually work with clients. In most cases, these people must be licensed or registered with your state securities regulator to do business with you. So be sure to check them out with your state securities regulator. 


 


Conclusion


Once you've checked out the registration and record of your broker, adviser, or firm, there's more to do. For example, you should find out whether the brokerage firm and its clearing firm are members of the Securities Investor Protection Corporation (SIPC). SIPC provides limited customer protection if a brokerage firm becomes insolvent -- although it does not insure against losses attributable to a decline in the market value of your securities. If you've placed your cash or securities in the hands of a non-SIPC member, you may not be eligible for SIPC coverage if the firm goes out of business. 


What experience do you have, especially with people in my circumstances? 


Where did you go to school? What is your recent employment history? 


What licenses do you hold? Are you registered with the SEC, a state, or the NASD? 





Is it really safe for me to trade stocks over the Internet?


Security is the primary concern of all the major brokers that offer online trading. These are large computer networks with high levels of security, some of which are even in vaults with fingerprint recognition for entrance.


How much money do I need to get started?


You can open an account with some brokers for as little as $250. Many of them also offer new customer signups and will give you from $75 to $100 just for becoming their customer. 


There seem to be so many brokers, how do I choose the one for me?


The last time I counted the number of brokers on the Internet, there were over 150 of them doing business online. They charge anywhere from $7 per trade to $29.95 per trade. Why do you think there is such a wide variety of pricing? As the expression goes, in some respects, you get what you pay for. The higher prices come with additional services you may need to get started. 


What do you have to do to get started in Online Trading? 


Trying to make sense of the stock trading. There is so much to learn and so many choices to make, & lot of information overload. After you have an account for online trading, you need to be able to create, track and manage your portfolio.





Income and Royalty Trusts 


Investors supply capital to a trust, a legal entity that exists to hold assets, by purchasing "trust units". The trust then uses these funds to purchase an interest in the operating company. The trust then distributes all its income to holders of the trust units. 


Income and Royalty trusts are neither stocks nor bonds, although they share some of their characteristics. Investment trusts are created to hold interests in operating assets which produce income and cash flows, then pass these through to investors. A "trust" is a legal instrument, which exists to hold assets for others. A "trust" investment which uses a trust (the legal entity) to hold ownership of an asset and pass through income to investors is called a "securitization" or an "asset-backed security". 


The trust can purchase common shares, preferred shares or debt securities of an operating company. Royalty trusts purchase the right to royalties on the production and sales of a natural resource company. Real estate investment trusts purchase real estate properties and passes the rental incomes through to investors. 


Royalty and Income Trusts are attractive to investors because they promise high yields compared to traditional stocks and bonds. They are attractive to companies wishing to sell cash flow producing assets because they provide a much higher sale price, or proceeds, than would be possible with conventional financings. The investment characteristics of both types of trusts flow from their structure. To understand the risks and returns inherent in these investments we must go beyond their promised yield and examine their purpose and structure. 





Investor Rights Movement 


The investor rights movement (sometimes called shareholder rights or shareholder activism) involves people who try to use their shares to make publicly traded companies more accountable to their shareholders. This article will give you a sense of the flavor, color, and some of the directions of what's currently going on in the area of stockholder rights. 





Price Basis 


A stock's price is equal to the net present value (NPV) of all expected future dividends. A company will plow its earnings back into the company when it believes it can use this money better than its investors, i.e., when the investment opportunities it has are better than its investors have available. 


There are some companies like Microsoft who paid 39.6% tax on any dividend, whereas they paid only 28% on capital gains. But eventually, Microsoft is going to pay a dividend on its common shares. 


From a mathematical perspective, it's quite clear that a stock price is equal to the NPV of all future dividends. For instance, the stock price today is equal to the NPV of the dividends during the first year, plus the discounted value of the stock in a year's time.


A bond's price is equal to the NPV of all coupon payments plus the PV of the final principal payment.





Replacing Lost Certificates 


If a stockholder loses a stock certificate through fire, theft, or whatever, shares registered in the stockholder's name can be replaced fairly quickly and easily. 


To replace a lost certificate, begin by contacting the company's stock transfer agent. If you don't know the transfer agent, contact the company to find out; Value Line or Standard & Spoor’s Corporation Records (probably available at your friendly local library) are a good source for the contact addresses of the company itself. 





Share clubs


Joining a share investment club can be a good way to learn about the share market and hopefully make money at the same time. Share clubs have been springing up around the country and involve a group of friends or acquaintances that get together to discuss share investing with the aim of investing in a number of shares. Each member contributes money and carries out research on stocks. The downside is that sometimes you may not be in agreement about what stocks to invest in so consider this option carefully.





Dummy portfolios (watch lists)


If you're hesitant about which shares should make up your portfolio, why don't you monitor a dummy portfolio for six months and see how you go? Meanwhile you can be accumulating funds to invest as well as learning about how to invest.





Conclusion


Once you've checked out the registration and record of your broker, adviser, or firm, there's more to do. For example, you should find out whether the brokerage firm and its clearing firm are members of the Securities Investor Protection Corporation (SIPC). SIPC provides limited customer protection if a brokerage firm becomes insolvent -- although it does not insure against losses attributable to a decline in the market value of your securities. If you've placed your cash or securities in the hands of a non-SIPC member, you may not be eligible for SIPC coverage if the firm goes out of business. 


What experience do you have, especially with people in my circumstances? 


Where did you go to school? What is your recent employment history? 


What licenses do you hold? Are you registered with the SEC, a state, or the NASD? 


Are the firm, the clearing firm, and any other related companies that will do business with me members of SIPC? 


What products and services do you offer? 


Can you only recommend a limited number of products or services to me? If so, why? 


How are you paid for your services? What is your usual hourly rate, flat fee, or commission? 


Have you ever been disciplined by any government regulator for unethical or improper conduct or been sued by a client who was not happy with the work you did? 





Getting Stock Investment Ideas (or Picking Stocks)


In a nutshell, pick companies that make good products and provide good services. They will make good profits. Most importantly, consider companies whose products you can understand. Try not to consider more than 10 at a time.


For expert investors, we provide you with the vast expanse of investing information on the Internet: searches, quotes, company and market information, and more. We also provide you with new ways to do old things: the Internet has replaced manually tracking portfolios, obtaining quotes, and trading stocks. Finally, we invite you to share your comments and suggestions, and encourage you to participate in our collaboration.
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