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Financial Texts
For
Financial Management Students

Section One: Basics

The Key Attributes Required for Success

First, successful companies have skilled people at all levels inside the company, including
(1) leaders who develop and articulate sound strategic visions; (2) managers who make
value-adding decisions, efficient business processes, and train and motivate work forces;
and (3) a capable work force willing to implement the company’s strategies and tactics.
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Second, successful companies have strong relationships with groups outside the company.
For example, successful companies develop win-win relationships with suppliers, who
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then deliver high-quality materials on time and at a reasonable cost. A related trend is the
rapid growth in relationships with third-party outsourcers, who provide high-quality
services and products at a relatively low cost. This is partlcularly true in the areas of
information technology and logistics. Successful companies also excel in customer
relationship management-leading to repeat sales, higher profit margins, and lower costs
to acquire new customers.
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Third, successful companies have enough capital to execute their plans and support their
operations. For example, most companies need cash to purchase land, buildings,
equipment, and materials. Companies can reinvest a portion of their earnings, but most

must also raise additional funds externally, by some combination of selling stock and/or
borrowing in the financial markets.

Just as a stool needs all three legs to stand, a successful company must have all three
attributes: skilled people, strong external relationships, and sufficient capital.
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Starting Up as a Proprietorship

Many companies begin as a proprietorship (sometimes called a sole proprietorship), which
is an unincorporated business owned by one individual. Starting a business as a proprietor is
easy - one merely begins business operations, after obtaining any required city or state
business licenses. The proprietorship has three important advantages: (1) It is easily and
inexpensively formed, (2) it is subject to few government regulations, and (3) its income is
not subject to corporate taxation but is taxed only as a part of the proprietor's personal
income.
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However, the proprietorship has three important limitations: (1) It is difficult for a
proprietorship to obtain the capital needed for growth; (2) the proprietor has unlimited
personal liability for the business's debts, which can result in losses that exceed the money
he or she invested in the company (creditors may even be able to seize a proprietor's house
or other personal property!); and (3) the life of a proprietorship is limited to the life of its
founder. For these three reasons, sole proprietorships are used primarily for small
businesses.
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More Than One Owner: A Partnership

Some companies start with more than one owner, and some proprietors decide to add a
partner as the business grows. A partnership exists whenever two or more persons
associate to conduct a noncorporate business for profit. Partnerships may operate under
different degrees of formality, ranging from informal, oral understandings to formal
agreements filed with the secretary of the state in which the partnership was formed.
Partnership agreements, whether formal or informal, define the ways any profits and
losses are shared between partners. The major advantage of a partnership is its low cost
and ease of formation. Similar to a proprietorship, a partnership's income is not subject to
corporate taxation but is taxed only as a part of the partners' personal incomes. The
disadvantages are similar to those associated with proprietorships: (1) unlimited liability,
(2) limited life of the organization, (3) difficulty transferring ownership, and (4)
difficulty raising large amounts of capital.
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Many Owners: A Corporation

Most partnerships have difficulty attracting substantial amounts of capital. This is
generally not a problem for a slow-growing business, but if a business's products or
services really catch on, and if it needs to raise large sums of money to capitalize on its
opportunities, the dlfﬁculty in attracting capital becomes a real drawback. Thus, many
growth companies, such as Hewlett-Packard and Microsoft, began life as a proprietorship
or partnership, but at some point their founders found it necessary to convert to a
corporation. Some companies, in anticipation of growth, actually begin as corporations.
A corporation is a legal entity created by a state, and it is separate and distinct from its
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owners and managers. This separation gives the corporation three major advantages: (1)
unlimited (2) easy transferability of ownership interest and (3) limited liability - losses
are limited to the actual funds invested. '
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THE PRIMARY OBJECTIVE OF THE Corporation: Value Maximization

Shareholders are the owners of a corporation, and they purchase stocks because they
want to earn a good return on their investment without undue risk exposure. In most
cases, shareholders elect directors, who then hire managers to run the corporation on a
day-to-day basis. Because managers are supposed to be working on behalf of
shareholders, they should pursue policies that enhance shareholder value. Consequently,
throughout this course we operate on the assumption that managers primary objective
should be stockholder wealth maximization
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The market price is the stock price that we observe in the financial markets. We later
explain in detail how stock prices are determined, but for now it is enough to say that a
company's market price incorporates the information available to investors. If the market
price reflects all relevant information, then the observed price is also the fundamental or
intrinsic price. However, investors rarely have all relevant information. For example,
companies report most major decisions, but sometimes withhold critical information to

prevent competitors from gaining strategic advantages. Also companies obviously don't
tell investors about all of the minor daily decisions.
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Stock Price Maximization and Social Welfare

If a firm attempts to maximize its fundamental stock price, is this good or bad for
society? In general, it is good. Here are some of the reasons:

1. To a large extent the owner of stock are society. Seventy-five years ago this was not
true, because most stock ownership was concentrated in the hands of a relatively small
segment of society, comprised of the wealthiest individuals. Since then, there has been
explosive growth in pension funds, life insurance companies, and mutual funds. These
institutions now own more than 58 percent of all stock, which means that most
individuals have all indirect stake in the stock market.
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2. Consumers benefit. Stock price maximization requires efficient, low-cost businesses
that produce high-quality goods and services at the lowest possible cost. This means that
companies must develop products and services that consumers want and need, which
leads to new technology and new products. Also, companies that maximize their stock
price must generate growth in sales by creating value for customers in the form of
efficient and courteous service, adequate stocks of merchandise, and well-located
business establishments.
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3. Employees benefit. There are cases in which a stock increases when a company
announces a plan to lay off employees, but viewed over time this is the exception rather

than the rule. In general, companies that successfully increase stock prices also grow and
add more employees, thus benefiting society.
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Managerial Actions to Maximize Shareholder Wealth

What types of actions can managers take to maximize shareholder wealth? To answer

this question, we first need to ask, "What determines a firm's value? In a nutshell, it is a
company's ability to generate cash flows now and in the future.
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We address different aspects of this in detail throughout the book, but we can lay out
three basic facts now: (1) Any financial asset, including a company's stock, is valuable
only to the extent that it generates cash flows; (2) the timing of cash flows matters-cash
received sooner is better; and (3) investors are averse to risk, so all else equal, they will
pay more for a stock whose cash flows are relatively certain than for one whose cash
flows are more risky. Because of these three facts, managers can enhance their firms'

value by increasing the size of the expected cash flows, by speeding up their receipt, and
by reducing their risk.
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The cash flows that matter are called free cash flows (FCF), not because they are free,
but because they are available for distribution to all of the company's investors, including
creditors and stockholders. The three primary determinants of free cash flows are (1)
sales revenues, (2) operating costs and taxes, and (3) required investments in operations.
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Sales revenues depend on the current level of unit sales, the price per unit, and expected
future growth rates;

The second determinant of cash flows is the combined impact of operating costs and
taxes, which determines the amount of after-tax profit, that is available to investors after
the company pays its employees and suppliers.
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The third factor affecting cash flows is the amount of money a company must invest in
its operations (including assets such as factories, equipment, computer systems, and
inventory). In short, it takes cash to create cash. But each dollar tied up in operations is a
dollar that is unavailable for distribution to investors. Therefore, reducing asset
requirements increases cash flows, which increases the stock price.
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As these examples indicate, there are many ways to improve free cash flows. All of them
require the active participation of many departments - including marketing, engineering,

and logistics. One of the financial manager's roles is to show others how their actions
will affect the company's ability to generate cash flow.
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Section Two: The Financial Life of a Startup Company

Most businesses begin life as proprietorships or partnerships, and then, as the
more successful ones grow, at some point they find it desirable to become
corporations. Initially, most corporate stock is owned by the firms' founding
managers and key employees. Even startup firms that are ultimately
successful usually begin with negative free cash flows due to their high
growth rates and product development costs; hence, they must raise capital
during these high-growth years. If the founding owners-managers have
invested all of their own financial resources in the company, they must turn to
outside sources of capital. Startup firms generally have high growth
opportunities relative to assets-in-place, and they suffer from especially large
problems with asymmetric information. Therefore, as we discussed, they must
raise external capital primarily as equity rather than debt.
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The Decision To Go Public: Initial Public Offering

Going public means selling some of a company's stock to outside investors
and then letting the stock trade in public markets. For example, JetBlue
Airways, Aeropostale, the publisher of this textbook, Thomson Corporation,
and many other companies took this step in 2002. The advantages and
disadvantages of public stock ownership are discussed next.
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Advantages of Going Public
1. Increases liquidity and allows founders to harvest their wealth. The
stock of a private, or closely held, corporation is illiquid. If one of the
owners wants to sell some shares, it is hard to find a ready buyer, and
even if a buyer is located, there is no established price on which to base
the transaction.

2. Permits founders to diversify. As a company grows and becomes more
valuable, its founders often have most of their wealth tied up in the
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company. By selling some of their stock in a public offering, they can
diversify their holdings, thereby reducing the riskiness of their personal
portfolios.

3. Facilitates raising new corporate cash. If a privately held company
wants to raise cash by selling new stock, it must either go to its existing
owners, who may not have any money or may not want to put more
eggs in this particular basket, or else shop around for wealthy investors.
However, it is usually quite difficult to get outsiders to put money into a
closely held company, because if the outsiders do not have voting
control (more than 50 percent of the stock), the inside
stockholders/managers can take advantage of them. Going public,
which brings with it both public disclosure of information and
regulation by the SEC, greatly reduces this problem, makes people more
willing to invest in the company, and thus makes it easier for the firm to
raise capital.

4. Establishes a value for the firm. If a company wants to give incentive
stock options to key employees, it is useful to know the exact value of
those options, and employees much prefer to own stock, or options on
stock, that is publicly traded and therefore liquid!

5. Facilitates merger negotiations. Having an established market price
helps when a company is either being acquired or seeking to acquire
another company where it will pay for the acquisition with stock.

6. Increases potential markets. Many companies report that it is easier to
sell their products and services to potential customers after they become
a publicly traded company.

ogos ad e sblze
plee GLisss tplopen I SIS dolo e 000 opg HISel [0y5] 00li8 5 (Flipbunds GICo! i lis1 - )
3 ST pad as BB waiis ot ol 3l jlasdl o a5 elpw b pogad OS50 SO
lows ylau,5 ST o g ol Sie (6,15 oslol jlay 15 SO 8L gy agw (s0lons dlgsn Sl
2,5 oolaiwl ploew alolro o a1l Cond lgic 4 Ol olen B oylas 099 (gl ool piiie Cooud g

el aylo s iion o] ol gaied)l g &8 W0 al, b oo o £ad olu/ ol IS aylops 402 ¥

5o aily oo il oagee s je D jg0 a4 plews I olani (958 b el CS b 1550 (IS Al e



Financial Texts for Financial Management Students Section 2 13

e JalS 1 053 (6,105 ale je s Sy g dlad g4 oloul 09> Slo

S22 plom Waly pogad S80S azliny IS Sl wids ud ogzy el o gd - ¥
walgss ol 4l Joy ol 5San 45 wles £97, 053 3750 slrlo s sl jgimo ey iy
Ero 055 plad Wl PaS oS Bl o 4y ojlihaces 18 s S o 1) (i o Eye o
Ysane 3379 (ol b3l wiedy LIS alo o (61 g 2 L€ 0 K s Sy 3 1 395 sl
Sz Sl Con ilS )15 loj pogas CS 0 S 50 45 28, 5l )l IS Al e 2L,
dops D5 e ceSllonitl a1, ol @ A5 B o gl ol S
DS oolil sgus 30T 5 Algs o 8 58 e | gy ool ylslgasplys

L Bgie S lge @ alyte S50 SG by A e e S0 B i ) (plee - Y
OLS,E 5 el dpo g 5 Lt a8ly ()] rdls caman 1)l w3 LS 0s3 guls LS,
125 ngnt alalan ol 8wl 48l |, salgs 5 ST b ploes O wins e ez it
Al |y (Saigdadl ams

CSys p Jus 4 b el ald ol ey &S0 So S gl pleo) Dl SThe feged - O
Sy ez dube el Sl S8 0 W B Gl AT (atiie Cwd SO s (] (6,500

i) 5l e LT Sloas by ¥ game g, il ool i3 b &5 1 51 o om0l il i lsS/_ #
el 0395 5 Ll cdios ple ol <8 10 S 0 oS

Disadvantages of Going Public

1. Cost of reporting. A publicly owned company must file quarterly and
annual reports with the SEC and/or various state agencies. These reports
can be a costly burden, especially for small firms.

2. Disclosure. Management may not like the idea of reporting operating
data, because these data will then be available to competitors. Similarly,
the owners of the company may not want people to know their net
worth, and since a publicly owned company must disclose the number
of shares owned by its officers, directors, and major stockholders, it is
easy enough for anyone to multiply shares held by price per share to
estimate the net worth of the insiders.

3. Self-dealings. The owner-managers of closely held companies have
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many opportunities for various types of questionable but legal self-
dealings, including the payment of high salaries, nepotism, personal
transactions with the business (such as a leasing arrangement), and not-
truly-necessary fringe benefits. Such self-dealings, which are often
designed to minimize their personal tax liabilities, are much harder to
arrange if a company is publicly owned.

4. Inactive market/low price. If the firm is very small, and if its shares are
not traded frequently, its stock will not really be liquid, and the market
price may not represent the stock's true value. Security analysts and
stockbrokers simply will not follow the stock, because there will not be
sufficient trading activity to generate enough brokerage commissions to
cover the costs of following the stock.

5. Control. Because of possible tender offers and proxy fights, the
managers of publicly owned firms who do not have voting control must
be concerned about maintaining control.

6. Investor relations. Public companies must keep investors abreast of
current developments. Many GFOs of newly public firms report that
they spend two full days a week talking with investors and analysts.
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Conclusions on Going Public

There are no hard-and-fast rules regarding if or when a company should go
public. This is an individual decision that should be made on the basis of the
company's and stockholders' own unique circumstances. If a company does
decide to go public, either by selling newly issued stock to raise new capital
or by the sale of stock by the current owners, the key issue is setting the price
at which shares will be offered to the public.
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Seasoned Equity Offering

When a company with publicly traded stock issues additional shares, this is
called a seasoned equity offering, also known as a follow-on offering.
Because the stock is already publicly traded, the offering price will be based
upon the existing market price of the stock. Typically, the investment banker
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buys the securities at a prescribed number of/points below the closing price on
the last day of registration
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The Decision to go Private

In a going private transaction, the entire equity of a publicly held firm is
purchased by a small group of investors that usually includes the firm's
current senior management. In some of these transactions, the current
management group acquires all of the equity of the company. In others,
current management participates in the ownership with a small group of
outside investors who typically place directors on the now-private firm's board
and arrange for the financing needed to purchase the publicly held stock.
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Primary advantages to going private
The primary advantages to going private are (1) administrative cost savings,
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(2) increased managerial incentives, (3) increased managerial flexibility, (4)
increased shareholder participation, and (5) increased use of financial
leverage, which of course reduces taxes. We discuss each of these advantages
in more detail in the following paragraphs.
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1. Administrative cost savings. Because going private takes the stock of a
firm out of public hands, it saves on costs associated with securities
registration, annual reports, SEC and exchange reporting, responding to
stockholder inquiries, and so on. More important, the top managers of
private firms are free from meetings with security analysts, government
bodies, and other outside parties.

2. Increased managerial incentives. An even larger potential gain comes
from the improvement in incentives for high-level managerial
performance. Their increased ownership means that the firm's managers
benefit more directly from their own efforts, hence managerial
efficiency tends to increase after going private.

3. Increased managerial flexibility. Another source of value stems from
the increased flexibility available to managers of private firms. These
managers do not have to worry about what a drop in next quarter's
earnings will do to the firm's stock price, hence they can focus on long-
term, strategic actions that ultimately will have the greatest positive
impact on the firm's value.

4. Increased shareholder participation. Going private typically results in
replacing a dispersed, largely passive group of public shareholders with
a small group of investors who take a much more active role in
managing the firm. These new equity investors have a substantial
position in the private firm, hence they have a greater motivation to
monitor management and to provide incentives to management than do
the typical stockholders of a public corporation.

5. Increased financial leverage. Going private usually entails a drastic
increase in the firm's use of debt financing, which has two effects. First,
the firm's taxes are reduced because of the increase in deductible
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interest payments, so more of the operating income flows through to
investors. Second, the increased debt servicing requirements force
managers to hold costs down to ensure that the firm has sufficient cash
flow to meet its obligations-a highly leveraged firm simply cannot
afford any fat.
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Securitization

As the term is generally used, a security refers to a publicly traded financial
instrument, as opposed to a privately placed instrument. Thus, securities have
greater liquidity than otherwise similar instruments that are not traded in an
open market. In recent years, procedures have been developed to securitize
various types of debt instruments, thus increasing their liquidity, lowering the
cost of capital to borrowers, and generally increasing the efficiency of the
financial markets.

Securitization has occurred in two major ways. First, some debt instruments
that were formerly rarely traded are now actively traded, with the change
being due to decisions by certain financial institutions to "make a market,"
which means to stand willing to buy or sell the security, and to hold an
inventory of the security in order to balance buy and sell order.

The second major development in securitization involves the pledging of
specific assets, asset securitization, or the creation of asset-backed securities.
The oldest type of asset securitization is the mortgage-backed bond. Here,
individual home mortgages are combined into pools and then bonds are
created that use the pool of mortgages as collateral. The financial institution
that originated the mortgage generally continues to act as the servicing agent,
but the mortgage itself is sold to other investors.
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Bankruptcy, Recognition, and Liquidation

Thus far, we have dealt with issues faced by growing, successful enterprises.
However, many firms encounter financial difficulties, and some, including
such big names as United Airlines and Kmart, are forced into bankruptcy.
When a firm encounters financial distress, its managers must try to ward off
the firm's total collapse and thereby minimize losses. The ability of a firm to
hang on during rough times often means the difference between forced
liquidation versus rehabilitation and eventual success. An understanding of
bankruptcy is also critical to the executives of healthy firms, because they
must know the best way to handle things when their customers or suppliers
face the threat of bankruptcy.
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Financial Distress and its Consequences

Causes of Business Failure

A recent Dun & Bradstreet study examined business failure causes, as shown
in Table 24-1. Economic factors include industry weakness and poor location.
Financial factors include too much debt and insufficient capital. The



Financial Texts for Financial Management Students Section 2 21

importance of the different factors varies over time, depending on such things
as the state of the economy and the level of interest rates. Also, most business
failures occur because a number of factors combine to make the business
unsustainable. Further, case studies show that financial difficulties are usually
the result of a series of errors, misjudgments, and interrelated weaknesses that
can be attributed directly or indirectly to management.
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The Business Failure Record

Although bankruptcy is more frequent among smaller firms, it is clear from
Table 24-2 that large firms are not immune. However, some firms might be
too big or too important to be allowed to fail, and mergers or governmental
intervention are often used as an alternative to outright failure and liquidation.
The decision to give federal aid to Chrysler (now a part of DaimlerChrysler
AG) in the 1980s is an excellent illustration.

Why do government and industry seek to avoid failure among larger firms? In
the case of banks, the main reason is to prevent an erosion of confidence and a
consequent run on the banks. With Lockheed and Douglas, the Defense
Department wanted not only to maintain viable suppliers but also to avoid
disrupting local communities. With Chrysler, the government wanted to
preserve jobs as well as a competitor in the U.S. auto industry.
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Issues Facing A Firm In Financial Distress

Financial distress begins when a firm is unable to meet scheduled payments or
when cash flow projections indicate that it will soon be unable to do so. As
the situation develops, these central issues arise:

1. Is the firm's inability to meet scheduled debt payments a temporary cash
flow problem, or is it a permanent problem caused by asset values
having fallen below debt obligations?

2. If the problem is a temporary one, then an agreement with creditors that
gives the firm time to recover and to satisfy everyone may be worked
out. However, if basic long-run asset values have truly declined, then
economic losses have occurred. In this event, who should bear the
losses, and who should get whatever value remains?

3. Is the company "worth more dead than alive"? That is, would the
business be more valuable if it were maintained and continued in
operation or if it were liquidated and sold off in pieces?

4. Who should control the firm while it is being liquidated or
rehabilitated? Should the existing management be left in charge, or
should a trustee be placed in charge of operations?
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Other Motivations for Bankruptcy

Normally, bankruptcy proceedings do not commence until a company has
become so financially weak that it cannot meet its current obligations.
However, bankruptcy law also permits a company to file for bankruptcy if its
financial forecasts indicate that a continuation of current conditions would
lead to insolvency. This provision was used by Continental Airlines in 1983 to
break its union contract and hence lower its labor costs. Continental
demonstrated to a bankruptcy court that operations under the then-current
union contract would lead to insolvency in a matter of months. The company
then filed a reorganization plan that included major changes in all its
contracts, including its union contract. The court sided with Continental and
allowed the company to abrogate its contract. Continental then reorganized as
a nonunion carrier, and that reorganization turned the company from a money
loser into a money maker.
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Introduction
Have you ever wondered how the rich got their wealth and then kept it growing? Do you dream

of retiring early (or of being able to retire at all)? Do you know that you should invest, but don't
know where to start. Regardless of your personality type, lifestyle or interests, this tutorial will
help you to understand what investing is, what it means and how time earns money through

compounding.

What Is Investing?
It's actually pretty simple: investing means putting your money to work for you. Essentially, it's a

different way to think about how to make money. Growing up, most of us were taught that you
can earn an income only by getting a job and working.
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And that's exactly what most of us do. There's one big problem with this: if you want more
money, you have to work more hours. However, there is a limit to how many hours a day we can
work, not to mention the fact that having a bunch of money is no fun if we don't have the leisure
time to enjoy it. You can't create a duplicate of yourself to increase your working time, so
instead, you need to send an extension of yourself - your money - to work. Quite simply, making
your money work for you maximizes your earning potential whether or not you receive a raise,
decide to work overtime or look for a higher-paying job. There are many different ways you can
go about making an investment. This includes putting money into stocks, bonds, mutual funds, or

real estate (among many other things), or starting your own business. Sometimes people refer to
these options as "investment vehicles," which is just another way of saying "a way to invest."
Each of these vehicles has positives and negatives, which we'll discuss in a later section.

Why Investing?

Obviously, everybody wants more money. It's pretty easy to understand that people invest
because they want to increase their personal freedom, sense of security and ability to afford the
things they want in life. However, investing is becoming more of a necessity. The days when
everyone worked the same job for 30 years and then retired to a nice fat pension are gone. For
average people, investing is not so much a helpful tool as the only way they can retire and
maintain their present lifestyle.

The Concept of Compounding
Compounding is the process of generating earnings on an asset's reinvested earnings. To work, it

requires two things: the re-investment of earnings and time. The more time you give your
investments, the more you are able to accelerate the income potential of your original
investment, which takes the pressure off of you. To demonstrate, let's look at an example: If you
invest $10,000 today at 6%, you will have $10,600 in one year ($10,000 x 1.06). Now let's say
that rather than withdraw the $600 gained from interest, you keep it in there for another year. If
you continue to earn the same rate of 6%, your investment will grow to $11,236.00 ($10,600 x
1.06) by the end of the second year. Because you reinvested that $600, it works together with the
original investment, earning you $636, which is $36 more than the previous year. More
importantly, this $36 also has the capacity to earn interest. After the next year, your investment
will be worth $11,910.16 ($11,236 x 1.06). This time you earned $674.16, which is $74.16 more
interest than the first year. This increase in the amount made each year is compounding in action:
interest earning interest on interest and so on. This will continue as long as you keep reinvesting
and earning interest.

Knowing Yourself

In the context of investing, success depends on ensuring that your investment strategy fits your
personal characteristics. Even though all investors are trying to make money, each one comes
from a diverse background and has different needs. It follows that specific investing vehicles and
methods are suitable for certain types of investors. Although there are many factors that
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determine which path is optimal for an investor, we'll look at two main categories: investment
objectives, and investing personality.

Investment Objectives

Generally speaking, investors have a few factors to consider when looking for the right place to
invest. Safety of capital, current income and capital appreciation are factors that should influence
an investment decision and will depend on a person's age, stage/position in life and personal
circumstances. A 75-year-old widow living off of her retirement portfolio is far more interested
in preserving the value of investments than a 30-year-old business executive. Because the widow
needs income from her investments to survive, she cannot risk losing her investment. The young
executive, on the other hand, has time on his or her side. As investment income isn't currently
paying the bills, the executive can afford to be more aggressive in his or her investing strategies.
An investor's financial position will also affect his or her objectives.

Personality

What's your style? Do you love fast cars, extreme sports and the thrill of a risk? Or do you
prefer reading in your hammock while enjoying the calmness, stability and safety of your
backyard?

By now it is probably clear to you that the main thing that determines what works best for an
investor is his or her capacity to take on. We've mentioned some core factors that determine. The
important point of this section is that an investment is not the same to all people.

Preparing For Contradictions

An important fact about investing is that there are no indisputable laws, nor is there one correct
way to go about it. Furthermore, within the vast array of different investing styles and strategies,
two opposite approaches may both be successful at the same time. One explanation for the
appearance of contradictions in investing is that economics and finance are social (or soft)
sciences. In a hard science, like physics or chemistry, there are precise measurements and well-
defined laws that can be replicated and demonstrated time and time again in experiments. In a
social science, it's impossible to "prove" anything. People can develop theories and models of
how the economy works, but they can't put an economy into a lab and perform experiments on it.
Economists, academics, research analysts, fund managers and individual investors often have

different and even conflicting theories about why the market works the way it does. Keep in

mind that these theories are really nothing more than opinions. Some opinions might be better
thought out than others, but at the end of the day, they are still just opinions. Your goal is to be
informed enough to understand and analyze what you hear. Then you can decide which theories
fit with your investing personality.

Types Of Investments
We've already mentioned that there are many ways to invest your money. Of course, to decide

which investment vehicles are suitable for you, you need to know their characteristics and why
they may be suitable for a particular investing objective.
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Bonds
Grouped under the general category called fixed-income securities. The term bond is commonly

used to refer to any securities that are founded on debt. When you purchase a bond, you are
lending out your money to a company or government. In return, they agree to give you interest
on your money and eventually pay you back the amount you lent out. The main attraction of
bonds is their relative safety. If you are buying bonds from a stable government, your investment
is virtually guaranteed, or risk-free. The safety and stability, however, come at a cost. Because
there is little risk, there is little potential return. As a result, the rate of return on bonds is
generally lower than other securities.

Stocks

When you purchase stocks, or equities, you become a part owner of the business. This entitles
you to vote at the shareholders' meeting and allows you to receive any profits that the company
allocates to its owners. These profits are referred to as dividends. While bonds provide a steady
stream of income, stocks are volatile. That is, they fluctuate in value on a daily basis. When you
buy a stock, you aren't guaranteed anything. Many stocks don't even pay dividends, in which
case, the only way that you can make money is if the stock increases in value - which might not
happen. Compared to bonds, stocks provide relatively high potential returns. Of course, there is a
price for this potential: you must assume the risk of losing some or all of your investment.

Mutual Funds

A mutual fund is a collection of stocks and bonds. When you buy a mutual fund, you are pooling
your money with a number of other investors, which enables you (as part of a group) to pay a
professional manager to select specific securities for you. Mutual funds are all set up with a
specific strategy in mind, and their distinct focus can be nearly anything: large stocks, small
stocks, bonds from governments, bonds from companies, stocks and bonds, stocks in certain
industries, stocks in certain countries, etc. The primary advantage of a mutual fund is that you
can invest your money without the time or the experience that are often needed to choose a
sound investment.

Portfolios And Diversification
It's good to clarify how securities are different from each other, but it's even more important to
understand how their different characteristics can work together to accomplish an objective.

The Portfolio A portfolio is a combination of different investment assets mixed and matched for
the purpose of achieving an investor's goal(s). Items that are considered a part of your portfolio
can include any asset you own - from real items such as art and real estate, to equities, fixed-
income instruments and their cash and equivalents. For the purpose of this section, we will focus
on the most liquid asset types: equities, fixed-income securities and cash and equivalents. An
easy way to think of a portfolio is to imagine a pie chart, whose portions each represent a type of
vehicle to which you have allocated a certain portion of your whole investment. The asset mix
you choose according to your aims and strategy will determine the risk and expected return of
your portfolio.
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Basic Types of Portfolios

In general, the conservative investment strategies, which put safety at a high priority, are most
appropriate for investors who are risk averse and have a shorter time horizon. Conservative
portfolios will generally consist mainly of cash and cash equivalents, or high-quality fixed-
income instruments.

Note that the terms cash and the money market refer to any short-
term, fixed-income investment. Money in a savings account and a
certificate of deposit (CD), which pays a bit higher interest, are
examples. The main goal of a conservative portfolio strategy is to _ -
maintain the real value of the portfolio, or to protect the value of /A
the portfolio against inflation. The portfolio you see here would Securities
yield a high amount of current income from the bonds and would
also yield long-term capital growth potential from the investment in
high quality equities.

Conservative Portfolio

to 15%
LCash and
equivalents
A moderately aggressive portfolio is meant for individuals with a longer time horizon and an
average risk tolerance. Investors who find these types of portfolios attractive are seeking to
balance the amount of risk and return contained within the fund. The portfolio would consist of
approximately 50-55% equities, 35-40% bonds, 5-10% cash and equivalents.

Moderately Aggressive Portfolio

50 to 55%
Equities

35 to 40% |

Fixed Income

Securities to 10%
Cash and
equivalents

You can further break down the above asset classes into subclasses, which also have different
risks and potential returns. For example, an investor might divide the equity portion between
large companies, small companies and international firms.

Conclusion

We've introduced many topics in this lesson. We understood that investing is about making your
money work for you, meaning of compounding and many other things. Together, all these points
make up a foundation of knowledge with which anybody can understand the basics of Investing.
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Introduction

The first thing that comes to most people's minds when they think of investing is the stock
market. However, all it takes is a bear market to remind investors of the virtues of a bond's safety
and stability. In fact, for many investors it makes sense to have at least part of their portfolio
invested in bonds.

What Are Bonds?

A company needs funds to expand into new markets, while governments need money for
everything from infrastructure to social programs. The problem large organizations run into is
that they typically need far more money than the average bank can provide. The solution is to
raise money by issuing bonds (or other debt instruments) to a public market.

Of course, nobody would loan his or her hard-earned money for nothing. The issuer of a bond
must pay the investor something extra for the privilege of using his or her money. This "extra"
comes in the form of interest payments, which are made at a predetermined rate and schedule.
The interest rate is often referred to as the coupon. The date on which the issuer has to repay the
amount borrowed (known as face value) is called the maturity date. Bonds are known as fixed
income securities because you know the exact amount of cash you'll get back if you hold the
security until maturity.
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For example, say you buy a bond with a face value of $1,000, a coupon of 8%, and a maturity of
10 years. This means you'll receive a total of $80 ($1,000¥8%) of interest per year for the next
10 years. Actually, because most bonds pay interest semi-annually, you'll receive two payments
of $40 a year for 10 years. When the bond matures after a decade, you'll get your $1,000 back.

Debt versus Equity

Bonds are debt, whereas stocks are equity. This is the important distinction between the two
securities. By purchasing equity (stock) an investor becomes an owner in a corporation.
Ownership comes with voting rights and the right to share in any future profits. By purchasing
debt (bonds) an investor becomes a creditor to the corporation (or government). The primary
advantage of being a creditor is that you have a higher claim on assets than shareholders. To sum
up, there is generally less risk in owning bonds than in owning stocks, but this comes at the cost
of'a lower return.

Why Bonds?
Bonds are appropriate any time you cannot tolerate the short-term volatility of the stock market.
For example

1) Retirement - The easiest example to think of is an individual living off a fixed income. A
retiree simply cannot afford to lose his/her principal as income for it is required to pay the bills.

Characteristics
Bonds have a number of characteristics

Face Value/Par Value

The face value (also known as the par value or principal) is the amount of money a holder will
get back once a bond matures. A newly issued bond usually sells at the par value. Corporate
bonds normally have a par value of $1,000, but this amount can be much greater for government
bonds.

What confuses many people is that the par value is not the price of the bond. A bond's price
fluctuates throughout its life in response to a number of variables. When a bond trades at a price
above the face value, it is said to be selling at a premium. When a bond sells below face value, it
is said to be selling at a discount.

Coupon (The Interest Rate)

The coupon is the amount the bondholder will receive as interest payments. It's called a "coupon"
because sometimes there are physical coupons on the bond that you tear off and redeem for
interest. Most bonds pay interest every six months, but it's possible for them to pay monthly,
quarterly or annually.

Maturity

The maturity date is the date in the future on which the investor's principal will be repaid.
Maturities can range from as little as one day to as long as 30 years. A bond that matures in one
year is much more predictable and thus less risky than a bond that matures in 20 years.
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Issuer

The issuer of a bond is a crucial factor to consider, as the issuer's stability is your main assurance
of getting paid back. For example, the U.S. government is far more secure than any corporation.
Its default risk (the chance of the debt not being paid back) is extremely small - so small that
U.S. government securities are known as risk-free assets. The reason behind this is that a
government will always be able to bring in future revenue through taxation. A company, on the
other hand, must continue to make profits, which is far from guaranteed. This added risk means
corporate bonds must offer a higher yield in order to entice investors - this is the risk/return
tradeoff in action.

The bond rating system helps investors determine a company's credit risk. Major rating agencies
in the U.S.: Moody's, Standard and Poor's and Fitch Ratings.(Table of rating)

Bond Rating

Moody's S&P /Fitch Grade Risk

Aaa AAA Investment Highest Quality
Aa AA Investment High Quality

A A Investment Strong

Baa BBB Investment Medium Grade
Ba.B BB Junk Speculative
Caa/Ca/C Cccc/cc/c Junk Highly Speculative
C D Junk In Default

Yield, Price and Other Confusion

Understanding the price fluctuation of bonds is probably the most confusing part of this lesson.
In fact, many new investors are surprised to learn that a bond's price changes on a daily basis,
just like that of any other publicly-traded security. Up to this point, we've talked about bonds as
if every investor holds them to maturity. It's true that if you do this you're guaranteed to get your
principal back; however, a bond does not have to be held to maturity. At any time, a bond can be
sold in the open market, where the price can fluctuate — sometimes dramatically.

Different Types of Bonds: Government Bonds
In general, fixed-income securities are classified according to the length of time before maturity.
These are the three main categories:

Bills - debt securities maturing in less than one year.
Notes - debt securities maturing in one to 10 years.
Bonds - debt securities maturing in more than 10 years.

Marketable securities from the U.S. government - known collectively as Treasuries - follow this
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guideline and are issued as Treasury bonds, Treasury notes and Treasury bills (T-bills).
Technically speaking, T-bills aren't bonds because of their short maturity.

Different Types of Bonds: Corporate Bonds

A company can issue bonds just as it can issue stock. Large corporations have a lot of flexibility
as to how much debt they can issue: the limit is whatever the market will bear. Generally, a
short-term corporate bond is less than five years; intermediate is five to 12 years, and long term
is over 12 years.

Corporate bonds are characterized by higher yields because there is a higher risk of a company
defaulting than a government. The upside is that they can also be the most rewarding fixed-
income investments because of the risk the investor must take on. The company's credit quality
is very important: the higher the quality, the lower the interest rate the investor receives.

How to Read a Bond Table
~ Coupon Mat. date BidS Yid%
Corporate

AGTLt B8B800 Sep22/25 10046 B8.75
AirCa 6750 Feb02/04 94.00 9.09
AssCap 5400 Sep04/001 100.01 5.38
Avco 8750 Jun02/03 10025 5.63
Bell 6250 Dec01/03 10159 5.63
Bell 6.500 May 09/05 102.01 5595
BMO 7.000 Jan 28/10 10655 6.04
BNS 5400 Apr01/03 10031 5.24
BNS 6.250  Jul 16/07 10156 5.55
CardTr 5.510 Jun21/03 10052 5.27
CdmPa 5850 Mar30/09 9393 6.83
Clearn 0.000 May 15/08 8850 8.61
CnCrTr 5.625 Mar24/05 99.78 5.68
Coke 5650 Mar17/04 9959 5.80
I I I I

I
:‘M ;” :‘h
S S 5SS

Column 1: Issuer - This is the company, state (or province) or country that is issuing the bond.

Column 2: Coupon - The coupon refers to the fixed interest rate that the issuer pays to the
lender.

Column 3: Maturity Date - This is the date on which the borrower will repay the investors their
principal. Typically, only the last two digits of the year are quoted: 25 means 2025, 04 is 2004,
etc.

Column 4: Bid Price - This is the price someone is willing to pay for the bond. It is quoted in
relation to 100, no matter what the par value is. Think of the bid price as a percentage: a bond
with a bid of 93 is trading at 93% of its par value.

Column 5: Yield - The yield indicates annual return until the bond matures. Usually, this is the
yield to maturity, not current yield. If the bond is callable it will have a "c--" where the "--" is the
year the bond can be called. For example, c10 means the bond can be called as early as 2010.
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How Do I Buy Bonds?

Most bond transactions can be completed through a full service or discount brokerage. You can
also open an account with a bond broker, but be warned that most bond brokers require a
minimum initial deposit of $5,000.

Conclusion
Now you know the basics of bonds. Here is a recap of what we discussed:

* Bonds are also called fixed-income securities because the cash flow from them is fixed.
* Stocks are equity; bonds are debt.

* The key reason to purchase bonds is to diversify your portfolio.

* The issuers of bonds are governments and corporations.

* A bond is characterized by its face value, coupon rate, maturity and issuer.

* Yield is the rate of return you get on a bond. When price goes up, yield goes down, and vice
versa.

* When interest rates rise, the price of bonds in the market falls, and vice versa.
* Bills, notes and bonds are all fixed-income securities classified by maturity.
* Government bonds are the safest bonds.

* Bonds are not risk free. It's always possible - especially in the case of corporate bonds - for the
borrower to default on the debt payments.

* High-risk/high-yield bonds are known as junk bonds.

* You can purchase most bonds through a brokerage or bank.
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Introduction
As you probably know, mutual funds have become extremely popular over the last 20 years.
In fact, to many people, investing means buying mutual funds. Mutual funds are an excellent

idea in theory, but, in reality, they haven't always delivered. Not all mutual funds are created
equal, and investing in mutual isn't easy.

What Are They? The Definition

A mutual fund is nothing more than a collection of stocks and/or bonds. You can think of a
mutual fund as a company that brings together a group of people and invests their money in
stocks, bonds, and other securities. Each investor owns shares, which represent a portion of the
holdings of the fund.

You can make money from a mutual fund in three ways: 1) Income is earned from dividends on

stocks and interest on bonds. A fund pays out nearly all of the income it receives over the year to
fund owners in the form of a distribution. 2) If the fund sells securities that have increased in
price, the fund has a capital gain. Most funds also pass on these gains to investors in a
distribution. 3) If fund holdings increase in price but are not sold by the fund manager, the fund's
shares increase in price. You can then sell your mutual fund shares for a profit. Funds will also
usually give you a choice either to receive a check for distributions or to reinvest the earnings
and get more shares.
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Advantages of Mutual Funds
* Professional Management - The primary advantage of funds is the professional management of

your money. Investors purchase funds because they do not have the time or the expertise to
manage their own portfolios. A mutual fund is a relatively inexpensive way for a small investor
to get a full-time manager to make and monitor investments.

* Diversification - By owning shares in a mutual fund instead of owning individual stocks or
bonds, your risk is spread out. The idea behind diversification is to invest in a large number of
assets so that a loss in any particular investment is minimized by gains in others. In other words,
the more stocks and bonds you own, the less any one of them can hurt you. Large mutual funds
typically own hundreds of different stocks in many different industries. It wouldn't be possible
for an investor to build this kind of a portfolio with a small amount of money.

* Economies of Scale - Because a mutual fund buys and sells large amounts of securities at a
time, its transaction costs are lower than what an individual would pay for securities transactions.

* Liquidity - Just like an individual stock, a mutual fund allows you to request that your shares be
converted into cash at any time.

 Simplicity - Buying a mutual fund is easy! Pretty well any bank has its own line of mutual
funds, and the minimum investment is small. Most companies also have automatic purchase
plans whereby as little as $100 can be invested on a monthly basis.

Disadvantages of Mutual Funds
* Costs - Creating, distributing, and running a mutual fund is an expensive proposition.

Everything from the manager’s salary to the investors’ statements cost money. Those expenses
are passed on to the investors. Since fees vary widely from fund to fund, failing to pay attention
to the fees can have negative long-term consequences.

* Dilution - It's possible to have too much diversification. Because funds have small holdings in
so many different companies, high returns from a few investments often don't make much
difference on the overall return. Dilution is also the result of a successful fund getting too big.
When money pours into funds that have had strong success, the manager often has trouble
finding a good investment for all the new money.

Different Types of Funds
It's important to understand that each mutual fund has different risks and rewards. In general, the

higher the potential return, the higher the risk of loss. Although some funds are less risky than
others, all funds have some level of risk - it's never possible to diversify away all risk. This is a
fact for all investments. Each fund has a predetermined investment objective that tailors the
fund's assets, regions of investments and investment strategies. At the fundamental level, there
are three varieties of mutual funds: 1) Equity funds (stocks) 2) Fixed-income funds (bonds) 3)
Money market funds. All mutual funds are variations of these three asset classes. For example,
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while equity funds that invest in fast-growing companies are known as growth funds, equity
funds that invest only in companies of the same sector or region are known as specialty funds.
Let's go over the many different flavors of funds. We'll start with the safest and then work
through to the more risky.

Money Market Funds
The money market consists of short-term debt instruments, mostly Treasury bills. A typical

return is twice the amount you would earn in a regular checking/savings account and a little less
than the average certificate of deposit (CD).

Bond/Income Funds
Income funds are named appropriately: their purpose is to provide current income on a steady

basis. When referring to mutual funds, the terms "fixed-income," "bond," and "income" are
synonymous. These terms denote funds that invest primarily in government and corporate debt.
While fund holdings may appreciate in value, the primary objective of these funds is to provide a
steady cash flow to investors.

Balanced Funds
The objective of these funds is to provide a balanced mixture of safety, income and capital

appreciation. The strategy of balanced funds is to invest in a combination of fixed income and
equities. A typical balanced fund might have a weighting of 60% equity and 40% fixed income.
The weighting might also be restricted to a specified maximum or minimum for each asset class.
A similar type of fund is known as an asset allocation fund. Objectives are similar to those of a
balanced fund, but these kinds of funds typically do not have to hold a specified percentage of
any asset class. The portfolio manager is therefore given freedom to switch the ratio of asset
classes as the economy moves through the business cycle.

Equity Funds

Funds that invest in stocks represent the largest category of mutual funds. Generally, the
investment objective of this class of funds is long-term capital growth with some income. There
are, however, many different types of equity funds because there are many different types of
equities. A great way to understand the universe of equity funds is to use a style box, an example
of which is below.

The idea is to classify funds based on both the size of the companies invested in and the
investment style of the manager. The term value refers to a style of investing that looks for high
quality companies that are out of favor with the market. These companies are characterized by
low P/E and price-to-book ratios and high dividend yields. The opposite of value is growth,
which refers to companies that have had (and are expected to continue to have) strong growth in
earnings, sales and cash flow. A compromise between value and growth is blend, which simply
refers to companies that are neither value nor growth stocks and are classified as being
somewhere in the middle.
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Investment Style
Value Blend Growth

Size
Large

Mid

Small

Global/International Funds
An international fund (or foreign fund) invests only outside your home country. Global funds

invest anywhere around the world, including your home country. Although the world's
economies are becoming more inter-related, it is likely that another economy somewhere is
outperforming the economy of your home country.

Costs

Costs are the biggest problem with mutual funds. These costs eat into your return. What's even
more disturbing is the way the fund industry hides costs through a layer of financial complexity
and jargon. Some critics of the industry say that mutual fund companies get away with the fees
they charge only because the average investor does not understand what he/she is paying for.
Fees can be broken down into two categories: 1. ongoing yearly fees to keep you invested in the

fund. 2. Transaction fees paid when you buy or sell shares in a fund (loads).

The Expense Ratio
The ongoing expenses of a mutual fund is represented by the expense ratio. This is sometimes

also referred to as the management expense ratio (MER). The expense ratio is composed of the
following:

* The cost of hiring the fund manager(s) - Also known as the management fee, this cost is
between 0.5% and 1% of assets on average. While it sounds small, this fee ensures that mutual
fund managers remain in the country's top earners. Think about it for a second: 1% of 250
million (a small mutual fund) is $2.5 million - fund managers are definitely not going hungry!
It's true that paying managers is a necessary fee, but don't think that a high fee assures superior
performance.

» Administrative costs - These include necessities such as postage, record keeping, and customer
service. Some funds are excellent at minimizing these costs while others (the ones with the
cappuccino machines in the office) are not.

* The last part of the ongoing fee is paying brokerage commissions and toward advertising and
promoting the fund. On the whole, expense ratios range from as low as 0.2% (usually for index
funds) to as high as 2%.
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Picking A Mutual Fund

You can buy some mutual funds by contacting fund companies directly. Other funds are sold
through brokers, banks, financial planners, or insurance agents. If you buy through a third party,
you may pay a sales charge.

That said, funds can be purchased through no-transaction fee programs that offer funds from
many companies. Sometimes referred to as "fund supermarkets," these programs let you buy
funds from many different companies. They also provide consolidated recording that includes all
purchases made through the supermarket, even if they are from different fund families.

What to Know Before You Shop

Net asset value (NAV), which is a fund's assets minus liabilities, is the value of a mutual fund.
NAYV per share is the value of one share in the mutual fund, and it is the number that is quoted in
newspapers. You can basically just think of NAV per share as the price of a mutual fund. It
fluctuates everyday as fund holdings and shares outstanding change.

Identifying Goals and Risk Tolerance

Before acquiring shares in any fund, you need to think about why you are investing. What is
your goal? Are long-term capital gains desired, or is a current income preferred? Will the money
be used to pay for college expenses, or to supplement a retirement that is decades away?
Identifying a goal is important because it will help you choose the right fund for the task.

How To Read A Mutual Fund Table

Mutual fund data is easy to find and easy to read. The most common method of accessing the
information used to be via a mutual fund table in the newspaper, but now this information is
more commonly found online.

The following basic details are usually provided:

Fund name, net asset value, trade time (provides date for last price), price change, previous close
price, year-to-date return, net assets, and yield. With a just a few clicks of the mouse you can
also view historical prices.

Evaluating performance
1 year 3 year S year
53% 20% 11%

If you look at the above information you might think that last year, the fund had excellent
performance at 53%. But, in the past three years, the average annual return was 20%. What did it
do in years 1 and 2 to bring the average return down to 20%? Some simple math shows us that
the fund made an average return of 3.5% over those first two years: 20% = (53% + 3.5% +
3.5%)/3. Because that is only an average, it is very possible that the fund lost money in one of
those years. It gets worse when we look at the five-year performance. We know that in the last
year the fund returned 53% and in years 2 and 3 we are guessing it returned around 3.5%. So
what happened in years 4 and 5 to bring the average return down to 11%? Again, by doing some
simple calculations we find that the fund must have lost money, an average of -2.5% each year of
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those two years: 11% =(53% + 3.5% + 3.5% - 2.5% - 2.5%)/5. Now the fund's performance
doesn't look so good!

Conclusion

Let's recap what we've learned in this tutorial:

"1 A mutual fund brings together a group of people and invests their money in stocks, bonds, and
other securities.

"1 The advantages of mutuals are professional management, diversification, economies of scale,
simplicity and liquidity.

"1 There are many, many types of mutual funds. You can classify funds based on asset class,
investing strategy, region, etc.

1 Mutual funds have lots of costs.

"1 Costs can be broken down into ongoing fees (represented by the expense ratio) and transaction
fees (loads).

"1 The biggest problems with mutual funds are their costs and fees.

"] Mutual funds are easy to buy and sell. You can either buy them directly from the fund
company or through a third party.

) Mutual fund ads can be very deceiving.
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What Are Stocks?
Stock is a share in the ownership of a company. Stock represents a claim on the company's assets

and earnings. As you acquire more stock, your ownership stake in the company becomes greater.
Whether you say shares, equity, or stock, it all means the same thing. Being an Owner holding a
company's stock means that you are one of the many owners (shareholders) of a company and, as
such, you have a claim to everything the company owns.

Benefits of Issuing Stocks
Issuing stock is advantageous for the company because it does not require the company to pay

back the money or make interest payments along the way. All that the shareholders get in return
for their money is the hope that the shares will someday be worth more than what they paid for
them. The first sale of a stock, which is issued by the private company itself, is called the (IPO).
It is important that you understand the distinction between a company financing through debt and
financing through equity. When you buy a debt investment such as a bond, you are guaranteed
the return of your money (the principal) along with promised interest payments. This isn't the
case with an equity investment. By becoming an owner, you assume the risk of the company not
being successful - just as a small business owner isn't guaranteed a return, neither is a
shareholder. As an owner, your claim on assets is less than that of creditors. This means that if a
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company goes bankrupt and liquidates, you, as a shareholder, don't get any money until the
banks and bondholders have been paid out;. Shareholders earn a lot if a company is successful,
but they also stand to lose their entire investment if the company isn't successful.

Risk

It must be emphasized that there are no guarantees when it comes to individual stocks. Some
companies pay out dividends, but many others do not. And there is no obligation to pay out
dividends even for those firms that have traditionally given them. Without dividends, an investor
can make money on a stock only through it in the open market. On the downside, any stock may
go bankrupt, in which case your investment is worth nothing. Although risk might sound all
negative, there is also a bright side. Taking on greater risk demands a greater return on your
investment. This is the reason why stocks have historically outperformed other investments such
as bonds or savings accounts. Over the long term, an investment in stocks has historically had an
average return of around 10-12%.

Different Types of Stocks
There are two main types of stocks: common stock and preferred stock. Common stock is, well,

common. When people talk about stocks they are usually referring to this type. In fact, the
majority of stock is issued is in this form. We basically went over features of common stock in

the last section. Common shares represent ownership in a company and a claim (dividends) on a
portion of profits. Investors get one vote per share to elect the board members, who oversee the
major decisions made by management.

Over the long term, common stock, by means of capital growth, yields higher returns than almost
every other investment. This higher return comes at a cost since common stocks entail the most
risk. If a company goes bankrupt and liquidates, the common shareholders will not receive
money until the creditors, bondholders and preferred shareholders are paid.

Preferred stock represents some degree of ownership in a company but usually doesn't come with
the same voting rights. (This may vary depending on the company.) With preferred shares,
investors are usually guaranteed a fixed dividend forever. This is different than common stock,
which has variable dividends that are never guaranteed. Another advantage is that in the event of
liquidation, preferred shareholders are paid off before the common shareholder (but still after
debt holders).

How Stocks Trade
Most stocks are traded on exchanges, which are places where buyers and sellers meet and decide

on a price. Some exchanges are physical locations where transactions are carried out on a trading
floor. The purpose of a stock market is to facilitate the exchange of securities between buyers
and sellers, reducing the risks of investing. Just imagine how difficult it would be to sell shares if
you had to call around the neighborhood trying to find a buyer. Really, a stock market is nothing
more than a super-sophisticated farmers' market linking buyers and sellers. Before we go on, we
should distinguish between the primary market and the secondary market. The primary market is
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where securities are created (by means of an [PO) while, in the secondary market, investors trade
previously-issued securities without the involvement of the issuing-companies. The secondary
market is what people are referring to when they talk about the stock market.

What Causes Stock Prices To Change?
Stock prices change every day as a result of market forces. By this we mean that share prices

change because of supply and demand. If more people want to buy a stock (demand) than sell it
(supply), then the price moves up. Conversely, if more people wanted to sell a stock than buy it,
there would be greater supply than demand, and the price would fall. Understanding supply and
demand is easy. What is difficult to comprehend is what makes people like a particular stock and
dislike another stock. The value of a company is its market capitalization, which is the stock

price multiplied by the number of shares outstanding. For example, a company that trades at
$100 per share and has 1 million shares outstanding has a lesser value than a company that trades
at $50 that has 5 million shares outstanding ($100 x 1 million = $100 million while $50 x 5
million = $250 million). To further complicate things, the price of a stock doesn't only reflect a
company's current value, it also reflects the growth that investors expect in the future. The most
important factor that affects the value of a company is its earnings. Earnings are the profit a
company makes, and in the long run no company can survive without them. It makes sense when
you think about it. If a company never makes money, it isn't going to stay in business. Public

companies are required to report their earnings four times a year (once each quarter). The reason
behind this is that analysts base their future value of a company on their earnings projection. If a
company's results surprise (are better than expected), the price jumps up. If a company's results
disappoint (are worse than expected), then the price will fall. Of course, it's not just earnings that
can change the sentiment towards a stock (which, in turn, changes its price). So, why do stock
prices change? The best answer is that nobody really knows for sure. The important things to
grasp about this subject are the following: 1. At the most fundamental level, supply and demand
in the market determines stock price. 2. Price times the number of shares outstanding (market
capitalization) is the value of a company. Comparing just the share price of two companies is
meaningless. 3. Theoretically, earnings are what affect investors' valuation of a company, but
there are other indicators that investors use to predict stock price.4. There are many theories that
try to explain the way stock prices move the way they do. Unfortunately, there is no one theory
that can explain everything.

Buying Stocks

1. Using a Brokerage The most common method to buy stocks is to use a brokerage.
Brokerages come in two different flavors. Full-service brokerages offer you (supposedly)
expert advice and can manage your account; they also charge a lot.

2. Discount brokerages offer little in the way of personal attention but are much cheaper. At
one time, only the wealthy could afford a broker since only the expensive, full-service
brokers were available. With the internet came the explosion of online discount brokers.
Thanks to them nearly anybody can now afford to invest in the market.
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How to Read a Stock Table/Quote
Any financial paper has stock quotes that will look something like the image below:

SIW 52w Yield Vol Net
high low Stock Ticker Div % P/E 00s High Low Close chg

4539 1975 ResMed  RMD 525 1831 4200 23951 4150 -190
11.63 3155 Revion A REV 162 6.09 590 609 +0.12
T125 5513 |RicTinto RTP &30 32 168 T2.75 T1.B4 T2T4 +0.03
J131 16463 RitchieBr RBA 109 15 2449 2429 2449 001
a4 LTS Ritedld RAD JIEB 450 420 431 +021 |

s38.6] 1881 RobtHalf RHI 65 65IT 115 2650 2650 +0.14
5125 2.8 Rockwell ROK 107 21 145 B412 4759 47.00 4754 +0.24
I I I I I I I I I | | I
i " o o A g. n-'.Z-" ;"l’“ ;T*
Eon o £ £ £ £ o= -'-2' o

O O G O O o O O fj‘y "-.5} fj’y

Columns 1 & 2: 52-Week Hi and Low - These are the highest and lowest prices at which a
stock has traded over the previous 52 weeks (one year). This typically does not include the
previous day's trading. Column 3: Company Name & Type of Stock - This column lists the
name of the company. If there are no special symbols or letters following the name, it is common
stock. Different symbols imply different classes of shares. For example, "pf" means the shares
are preferred stock. Column 4: Ticker Symbol - This is the unique alphabetic name which

identifies the stock. If you watch financial TV, you have seen the ticker tape move across the
screen, quoting the latest prices alongside this symbol. If you are looking for stock quotes online,
you always search for a company by the ticker symbol. Column 5: Dividend Per Share - This
indicates the annual dividend payment per share. If this space is blank, the company does not
currently pay out dividends. Column 6: Dividend Yield — This states the percentage return on
the dividend, calculated as annual dividends per share divided by price per share. Column 7:
Price/Earnings Ratio - This is calculated by dividing the current stock price by earnings per
share from the last four quarters. Column 8: Trading Volume - This figure shows the total
number of shares. Column 9 & 10: Day High & Low -These are the maximum and the
minimum prices that people have paid for the stock. Column 11: Close - The close is the last
trading price recorded when the market closed on the day. Column 12: Net Change - This is the
dollar value change in the stock price from the previous day's closing price. When you hear
about a stock being "up for the day," it means the net change was positive.

The Bulls, The Bears
The Bulls A bull market is when everything in the economy is great, people are finding jobs,

gross domestic product (GDP) is growing, and stocks are rising. Bull markets cannot last forever
though, and sometimes they can lead to dangerous situations if stocks become overvalued.
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The Bears A bear market is when the economy is bad, recession is looming and stock prices are
falling. Bear markets make it tough for investors to pick profitable stocks.

Chickens and Pigs
Chickens are afraid to lose anything. Their fear overrides their need to make profits and so they

turn only to money-market securities or get out of the markets entirely.

Pigs are high-risk investors looking for the one big score in a short period of time. Pigs buy on
hot tips and invest in companies without doing their due diligence. They get impatient, and
emotional about their investments, and they are drawn to high-risk securities without putting in
the proper time or money to learn about these investment vehicles.

Conclusion
Let's recap what we've learned in this tutorial:

* Stock means ownership. As an owner, you have a claim on the assets and earnings of a
company as well as voting rights with your shares.

* Stock is equity, bonds are debt. Bondholders are guaranteed a return on their investment
and have a higher claim than shareholders. This is generally why stocks are considered
riskier investments and require a higher rate of return.

* You can lose all of your investment with stocks. The flip-side of this is you can make a lot
of money if you invest in the right company.

* The two main types of stock are common and preferred. It is also possible for a company to
create different classes of stock.

» Stock prices change according to supply and demand. There are many factors influencing
prices, the most important of which is earnings.

* There is no consensus as to why stock prices move the way they do.

* Stock tables/quotes actually aren't that hard to read once you know what everything stands
for!
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Introduction

Have you carefully considered the various risks that are associated with each investment you
make? The fact is, many people either have no desire or no knowledge about how to protect
themselves from unneeded risk.

What Is Risk?
Whether it is investing, driving, or just walking down the street, everyone exposes themselves to

risk. Your personality and lifestyle play a big role in how much risk you are comfortably able to
take on. If you invest in stocks and have trouble sleeping at night, you are probably taking on too
much risk. Risk is defined as the chance that an investment's actual return will be different than
expected. This includes the possibility of losing some or all of the original investment. Those of
us who work hard for every penny we earn have a harder time parting with money. Therefore,
people with less disposable income tend to be, by necessity, more risk averse. On the other end
of the spectrum, day traders feel if they aren't making dozens of trades a day there is a problem.
These people are risk lovers. When investing in stocks, bonds, or any investment instrument,
there is a lot more risk than you'd think. In the next section, we'll take a look at the different kind
ofrisk that often threaten investors' returns.

Different Types of Risk
Let's take a look at the two basic types of risk:

» Systematic Risk - Systematic risk influences a large number of assets. A significant
political event, for example, could affect several of the assets in your portfolio. It is
virtually impossible to protect yourself against this type of risk.
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* Unsystematic Risk - Unsystematic risk is sometimes referred to as "specific risk". This
kind of risk affects a very small number of assets. An example is news that affects a
specific stock such as a sudden strike by employees. Diversification is the only way to
protect yourself from unsystematic risk. Now that we've determined the fundamental
types of risk, let's look at more specific types of risk, particularly when we talk about
stocks and bonds.

* Credit or Default Risk - Credit risk is the risk that a company or individual will be unable
to pay the contractual interest or principal on its debt obligations. This type of risk is of
particular concern to investors who hold bonds in their portfolios. Government bonds,
especially those issued by government, have the least amount of default risk and the
lowest returns, while corporate bonds tend to have the highest amount of default risk but
also higher interest rates. Bonds with a lower chance of default are considered to be
investment grade, while bonds with higher chances are considered to be junk bonds.
Bond rating services, such as Moody's, allows investors to determine which bonds are
investment-grade, and which bonds are junk.

» Country Risk - Country risk refers to the risk that a country won't be able to honor its
financial commitments. When a country defaults on its obligations, this can harm the
performance of all other financial instruments in that country as well as other countries it
has relations with. Country risk applies to stocks, bonds, mutual funds, options and
futures that are issued within a particular country. This type of risk is most often seen in
emerging markets or countries that have a severe deficit.

* Foreign-Exchange Risk - When investing in foreign countries you must consider the fact
that currency exchange rates can change the price of the asset as well. Foreign-exchange
risk applies to all financial instruments that are in a currency other than your domestic
currency. As an example, if you are a resident of America and invest in some Canadian
stock in Canadian dollars, even if the share value appreciates, you may lose money if the
Canadian dollar depreciates in relation to the American dollar.

* Interest Rate Risk - Interest rate risk is the risk that an investment's value will change as a
result of a change in interest rates. This risk affects the value of bonds more directly than
stocks.

* Political Risk - Political risk represents the financial risk that a country's government will
suddenly change its policies. This is a major reason why developing countries lack
foreign investment.

» Market Risk - This is the most familiar of all risks. Also referred to as volatility, market
risk is the day-to-day fluctuations in a stock's price. Market risk applies mainly to stocks
and options. As a whole, stocks tend to perform well during a bull market and poorly
during a bear market - volatility is not so much a cause but an effect of certain market
forces. Volatility is a measure of risk because it refers to the behavior, or "temperament",
of your investment rather than the reason for this behavior. Because market movement is
the reason why people can make money from stocks, volatility is essential for returns,
and the more unstable the investment the more chance there is that it will experience a
dramatic change in either direction.
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The Risk-Reward Tradeoff

Deciding what amount of risk you can take on is one of the most important investment decisions

you will make. The risk-return tradeoff is the balance an investor must decide on between the
desires for the lowest possible risk for the highest possible returns. Remember to keep in mind
that low levels of uncertainty (low risk) are associated with low potential returns and high levels
of uncertainty (high risk) are associated with high potential returns. In other words, in order to
receive this higher return, investors must also take on considerably more risk. The following
chart shows an example of the risk/return tradeoff for investing. A higher standard deviation
means a higher risk:

Risk/Return Tradeoff

T

Higher Risk
High Potential Ratum

Low Hisk
Low Relum

l

Return

Standard Deviation (or Risk)

Diversifying Your Portfolio

With the stock markets bouncing up and down 5% every week, individual investors clearly need
a safety net. Diversification can work this way and can prevent your entire portfolio from losing
value. Most investment professionals agree that while it does not guarantee against a loss,
diversification is the most important component to helping you reach your long-range financial
goals while minimizing your risk. Keep in mind, however that no matter how much
diversification you do, it can never reduce risk down to zero.

What do you need to have a well diversified portfolio? There are three main things you should
do to ensure that you are adequately diversified:

1. Your portfolio should be spread among many different investment vehicles such as cash,
stocks, bonds, mutual funds, and perhaps even some real estate.

2. Your securities should vary in risk. You're not restricted to picking only blue chip stocks.
In fact, the opposite is true. Picking different investments with different rates of return
will ensure that large gains offset losses in other areas.

3. Your securities should vary by industry, minimizing unsystematic risk to small groups of
companies. The portfolio theory tells us that after 10-12 diversified stocks, you are very
close to optimal diversification. This doesn't mean buying 12 internet or tech stocks will
give you optimal diversification. Instead, you need to buy stocks of different sizes and
from various industries.
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Conclusion

Different individuals will have different tolerances for risk. Tolerance is not static, it will change
as your life does. As you grow older tolerance will usually shrink as more and more obligations
come up, including retirement. There are several different types of risks involved in financial
transactions. I hope we've helped shed some light on these risks. Achieving the right balance
between risk and return will ensure that you achieve your financial goals while allowing you to
get a good night's rest.
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Introduction

Before the North American futures market originated some 150 years ago, farmers would grow
their crops and then bring them to market in the hope of selling their inventory. But without any
indication of demand, supply often exceeded what was needed and unpurchased crops were left
to rot in the streets! Conversely, when a given commodity - wheat, for instance - was out of
season, the goods made from it became very expensive because the crop was no longer available.
In the mid-19th century, central grain markets were established and a central marketplace was
created for farmers to bring their commodities and sell them either for immediate delivery (spot
trading) or for forward delivery. The latter contracts - forward contracts - were the forerunners to
today's futures contracts. In fact, this concept saved many a farmer the loss of crops and profits
and helped stabilize supply and prices in the off-season. Today's futures market is a global
marketplace for not only agricultural goods, but also for currencies and financial instruments
such as Treasury bonds and securities (securities futures). It's a diverse meeting place of farmers,
exporters, importers, manufacturers and speculators. Thanks to modern technology, commodities
prices are seen throughout the world, so a Kansas farmer can match a bid from a buyer in
Europe. A futures contract is a type of derivative instrument, or financial contract, in which two
parties agree to transact a set of financial instruments or physical commodities for future delivery
at a particular price. If you buy a futures contract, you are basically agreeing to buy something
that a seller has not yet produced for a set price. But participating in the futures market does not
necessarily mean that you will be responsible for receiving or delivering large inventories of
physical commodities - remember, buyers and sellers in the futures market primarily enter into
futures contracts to hedge risk or speculate rather than to exchange physical goods That is why
futures are used as financial instruments by not only producers and consumers but also
speculators.
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How the Market Works

The futures market is a centralized marketplace for buyers and sellers from around the world.
The futures contract will state the price that will be paid and the date of delivery.

What Exactly Is a Futures Contract? Let's say, for example, that you decide to subscribe to
cable TV. As the buyer, you enter into an agreement with the cable company to receive a specific
number of cable channels at a certain price every month for the next year. This contract made
with the cable company is similar to a futures contract, in that you have agreed to receive a
product at a future date, with the price and terms for delivery already set. You have secured your
price for now and the next year - even if the price of cable rises during that time. By entering into
this agreement with the cable company, you have reduced your risk of higher prices. That's how
the futures market works. Except instead of a cable TV provider, a producer of wheat may be
trying to secure a selling price for next season's crop, while a bread maker may be trying to
secure a buying price to determine how much bread can be made and at what profit. So the
farmer and the bread maker may enter into a futures contract requiring the delivery of 5,000
bushels of grain to the buyer in June at a price of $4 per bushel. By entering into this futures
contract, the farmer and the bread maker secure a price that both parties believe will be a fair
price in June. It is this contract - that can then be bought and sold in the futures market. So, a
futures contract is an agreement between two parties: a short position - the party who agrees to
deliver a commodity - and a long position - the party who agrees to receive a commodity. In the
above scenario, the farmer would be the holder of the short position (agreeing to sell) while the
bread maker would be the holder of the long (agreeing to buy). It's important to know that every
contract involves both positions. In every futures contract, everything is specified: the quantity
and quality of the commodity, the specific price per unit, and the date and method of delivery.
The “price” of a futures contract is represented by the agreed-upon price of the underlying
commodity or financial instrument that will be delivered in the future.

Profit And Loss - Cash Settlement

The profits and losses of a futures contract depend on the daily movements of the market for that
contract and are calculated on a daily basis. For example, say the futures contracts for wheat
increases to $5 per bushel the day after the above farmer and bread maker enter into their futures
contract of $4 per bushel. The farmer, as the holder of the short position, has lost $1 per bushel
because the selling price just increased from the future price at which he is obliged to sell his
wheat. The bread maker, as the long position, has profited by $1 per bushel because the price he
is obliged to pay is less than what the rest of the market is obliged to pay in the future for wheat.
On the day the change occurs, the farmer's account is debited $5,000 ($1 per bushel x 5,000
bushels) and the bread maker's account is credited by $5,000 ($1 per bushel x 5,000 bushels). As
the market moves every day, these kinds of adjustments are made accordingly.

Economic Importance of the Futures Market

Because the futures market is both highly active and central to the global marketplace, it's a good
source for vital market information and sentiment indicators.

Price Discovery - Due to its highly competitive nature, the futures market has become an
important economic tool to determine prices based on today's and tomorrow's estimated amount
of supply and demand.

Risk Reduction - Futures markets are also a place for people to reduce risk when making
purchases. Risks are reduced because the price is pre-set, therefore letting participants know how
much they will need to buy or sell.
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The Players

The players in the futures market fall into two categories: hedgers and speculators.

Hedgers Farmers, manufacturers, importers and exporters can all be hedgers. A hedger buys or
sells in the futures market to secure the future price of a commodity intended to be sold at a later
date in the cash market. This helps protect against price risks. The holders of the long position in
futures contracts (the buyers of the commodity), are trying to secure as low a price as possible.
The short holders of the contract (the sellers of the commodity) will want to secure as high a
price as possible. The futures contract, however, provides a definite price certainty for both
parties, which reduces the risks associated with price volatility. Hedging by means of futures
contracts can also be used as a means to lock in an acceptable price margin between the cost of
the raw material and the retail cost of the final product sold.

Example: A silversmith must secure a certain amount of silver in six months.But what if the
price of silver goes up over the next six months? Because the prices of the earrings and bracelets
are already set, the extra cost of the silver can't be passed on to the retail buyer, meaning it would
be passed on to the silversmith. The silversmith needs to hedge, or minimize her risk against a
possible price increase in silver. How? The silversmith would enter the futures market and
purchase a silver contract for settlement in six months time (let's say June) at a price of $5 per
ounce. At the end of the six months, the price of silver in the cash market is actually $6 per
ounce, so the silversmith benefits from the futures contract and escapes the higher price. Had the
price of silver declined in the cash market, the silversmith would, in the end, have been better off
without the futures contract. At the same time, however, because the silver market is very
volatile, the silver maker was still sheltering himself from risk by entering into the futures
contract. So that's basically what hedging is: the attempt to minimize risk as much as possible by
locking in prices for future purchases and sales.

Speculators Other market participants, however, do not aim to minimize risk but rather to
benefit from the inherently risky nature of the futures market. These are the speculators, and they
aim to profit from the very price change that hedgers are protecting themselves against. Hedgers
want to minimize their risk no matter what they're investing in, while speculators want to
increase their risk and therefore maximize their profits. In the futures market, a speculator buying
a contract low in order to sell high in the future would most likely be buying that contract from a
hedger selling a contract low in anticipation of declining prices in the future. Unlike the hedger,
the speculator does not actually seek to own the commodity in question. Rather, he or she will
enter the market seeking profits by offsetting rising and declining prices through the buying and
selling of contracts.

Strategies

Essentially, futures contracts try to predict what the value of an index or commodity will be at
some date in the future. Speculators in the futures market can use different strategies to take
advantage of rising and declining prices. The most common are known as going long, going
short.

Going Long When an investor goes long - that is, enters a contract by agreeing to buy and
receive delivery of the underlying at a set price - it means that he or she is trying to profit from
an anticipated future price increase. For example, let's say that, with an initial margin of $2,000
in June, Joe the speculator buys one September contract of gold at $350 per ounce, for a total of
1,000 ounces or $350,000. By buying in June, Joe is going long, with the expectation that the
price of gold will rise by the time the contract expires in September. By August, the price of gold
increases by $2 to $352 per ounce and Joe decides to sell the contract in order to realize a profit.
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The 1,000 ounce contract would now be worth $352,000 and the profit would be $2,000. Of
course, the opposite would be true if the price of gold per ounce had fallen by $2. The speculator
would have realized a 100% loss.

Going Short A speculator who goes short - that is, enters into a futures contract by agreeing to
sell and deliver the underlying at a set price - is looking to make a profit from declining price
levels. By selling high now, the contract can be repurchased in the future at a lower price, thus
generating a profit for the speculator. Let's say that Sara did some research and came to the
conclusion that the price of oil was going to decline over the next six months. She could sell a
contract today, in November, at the current higher price, and buy it back within the next six
months after the price has declined. This strategy is called going short and is used when
speculators take advantage of a declining market. Suppose that, with an initial margin deposit of
$3,000, Sara sold one May crude oil contract (one contract is equivalent to 1,000 barrels) at $25
per barrel, for a total value of $25,000. By March, the price of oil had reached $20 per barrel and
Sara felt it was time to cash in on her profits. As such, she bought back the contract which was
valued at $20,000. By going short, Sara made a profit of $5,000! But again, if Sara's research had
not been thorough, and she had made a different decision, her strategy could have ended in a big
loss.

How to Trade

You can invest in the futures market in a number of different ways. As a futures trader, you
should have a solid understanding of how the market and contracts function. You'll also need to
determine how much time, attention, and research you can dedicate to the investment.

Do It Yourself - As an investor, you can trade your own account without the aid or advice of a
broker. This involves the most risk because you become responsible for it.

Open a Managed Account - Another way to participate in the market is by opening a managed
account, similar to an equity account. Your broker would have the power to trade on your behalf,
following conditions agreed upon when the account was opened.

Join a Commodity Pool - A third way to enter the market, and one that offers the smallest risk,
is to join a commodity pool. Like a mutual fund, the commodity pool is a group of commodities
which can be invested in.

Conclusion

e The futures market is a global marketplace, initially created as a place for farmers and
merchants to buy and sell commodities for either spot or future delivery. This was done
to lessen the risk of both waste and scarcity.

e Rather than trade in physical commodities, futures markets buy and sell futures contracts,
which state the price per unit, type, value, quality and quantity of the commodity in
question, as well as the month the contract expires.

e The players in the futures market are hedgers and speculators. A hedger tries to minimize
risk by buying or selling now in an effort to avoid rising or declining prices. Conversely,
the speculator will try to profit from the risks by buying or selling now in anticipation of
rising or declining prices.

e Futures accounts are credited or debited daily depending on profits or losses incurred.

e “Going long,” and “going short, are the most common strategies used when trading on
the futures market.
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¢ Once you make the decision to trade in commodities, there are several ways to participate
in the futures market. All of them involve risk - some more than others. You can trade
your own account, have a managed account or join a commodity pool.
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