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The first shares were sold in 1553, half a mile from the modern-day location of the London Stock Exchange in the heart of the City of London. The money invested was to fund an exploration business called, quite exotically, the Company of Merchant Adventurers to New Lands.


That same year, three of the Company’s ships set sail in search of the Northeast Passage to China. As with many new ventures, not all went according to plan. One of the ships was lost en route and another froze off the coast of northern Scandinavia. Investors may have thought that was the last they had seen of their money, but the last ship met with far better fortunes. The ship’s crew initially docked in Russia and then travelled on through 600 miles of ice-covered waterway to reach Moscow. Returning to England a year later, they were laden with treasures – gifts from the Czar of Muscovy, furs from the continent and a Royal Charter from the Czar warmly inviting more English traders to Moscow – this was a huge new market for English wool. The Company was rewarded by the Crown with an exclusive right over English-Russian trade that was to last over a hundred years. The Crown was no doubt delighted with the new trade link, the Company’s future had been secured and the business’s shareholders had become very, very rich.


Importantly, the Merchant Adventurer’s success spurred others on to create new merchant joint-stock companies – including the Levant Company (for trade with Turkey) in 1581; the East India Company (India and the East Indies) in 1600; and the Virginia Company (with the new settlements of North America) in 1609. Some of these new ventures met with astonishing success, forming partnerships and relationships across the world that laid the foundations for today’s global network of international trade. This in many ways was the birth of today’s modern capital markets.


Five hundred years on and the world has radically changed. Capital markets are barely recognisable from a decade ago, let alone from half a millennium. Yet the fundamental principles of investing remain the same. Companies need good capital to grow, innovate and succeed. And if investors plan, take time to understand the dynamics of business, the behaviours of the market place, have passion and a healthy respect for risk, then the opportunities exist for great success on the Stock Market.


Alvin’s latest work successfully identifies and explains some of these core principles of good investment decisions. It is a great addition to the literature available on how to successfully manage a portfolio of investments.


It is easy for investors to become overwhelmed by the sheer complexity and scale of financial markets: a book like this helps de-mystify the jargon and makes the world of investing accessible.


Alvin’s strength lies in his unique ability to make things clear – introducing equities, fixed income and fund investments through risk and return, the cornerstones of investment theory. His proficiency in making the reader comfortable with the material is marked, and his accessible approach and reader-friendly-style is refreshing.


Financial markets continue to have an incredibly important role to play in the health of our economy as well as for us as individuals: they provide the funding that allows businesses to grow, to create jobs, to be successful. With approximately $60 trillion traded annually on equity markets alone, plus the vast array of debt, derivatives and other investment vehicles out there, there is something in the investment world for everyone. Books such as Alvin’s can only help investors, beginners and experts alike,  make informed and educated investment decisions, and that is a good thing. And, who knows, it may even help you find a 21st century Company of Merchant Adventurers to New Lands.










Introduction


 


 


 


Let’s begin with what this book is about: 1) What is a stock exchange?, and 2) What is its primary purpose in our lives – whether we invest or whether we are just curious about how investing works?


One of the objectives of The Stock Market Explained is to provide you with essential classic and timeless information about the market. With this knowledge, you can, as I did, decide how to use it in ways that are appropriate for you, as one of the tools to accumulate the financial security you desire.


Money and the stock market were not subjects I was naturally interested in. Arts and literature spoke (and still speak) to my soul. However, I discovered, much to my surprise, that money and stock markets were more creative and exciting than I could have imagined. I began working in the financial markets on 7 December 1982, with one goal in mind: to learn how money works. I had little money at that time – less than the equivalent of a thousand pounds in a savings account. However, some of the people I had gone to college with were multimillionaires. One was rumoured to be on his way to becoming a billionaire. Looking at my own financial situation, I could not help but wonder what these once-fellow students knew about money that I did not or had missed learning. Was there a secret that I had not been told about? It became my quiet, personal goal to find out.


Making money for myself was not my goal – yet. I was happy and inspired learning the information through reading books and having insightful conversations with long-time practitioners (the proverbial ‘good ol’ boys’). This knowledge enabled me to write training manuals and then books for people entering the financial services industry that explained the basics of ordinary shares, preference shares, money-market securities, corporate bonds, futures, options, trading, investment analysis and the economic cycles, among many other topics. I think what excited me most, and overrode any anxiety I had about studying these sometimes complex subjects, was the discovery that there was a lot more creativity in the financial markets than I could ever have imagined. There would always be something new to learn, which meant I was unlikely to get bored.


Soon I had learned enough to be able to teach classes about investment products and their markets. Curiously, I did not attach this investment knowledge to my own financial goals – which I had yet to clearly formulate. I’m sure that I assumed I would work for a company that would pay me a salary, match my regular contributions to a pension or retirement plan, offer me domestic and international career growth, and give me an appropriate cash bonus or gift upon my retirement. It wasn’t until about three years after I started teaching classes on Wall Street that it dawned on me (like an Oprah ‘ah-ha moment’) that I probably understood enough to invest the money I had earned and saved. After all, I was teaching this information to others – quite effectively.


My first experiences in investing – which ranged from amazingly good to truly naïve and depressing – deepened my understanding of and wisdom about the markets. Although I lost quite a bit of my hard-earned money in my first attempts at investing, I did not become afraid of the markets. I did, however, develop a healthy sense of scepticism and an understanding of the need to base my decisions on quality information and to control my expectations. Surprisingly, my experiences actually increased my curiosity and my resolve to make investing work for me. Without immediately realising it, I had learned one of the key lessons about the stock market and investing: one must always remain a student of the investment markets in order to make more informed and more insightful investment decisions over time.


I developed my own simple, patient approach to selecting securities in which to invest. I did not look for any ‘secret’ strategies. I did not feel the need to act like a trader or to show how smart I was about investing. The money I made was my own private accomplishment – and it gave me an unexpected sense of contentment. Importantly, from all of my experiences I realised I had gained the ‘missed knowledge’ about money that started my journey (another Oprah ‘ah-ha moment’). I’ll share with you the simple principles of that knowledge at various times throughout this book.


The ever-changing nature of my work made a huge contribution to my knowledge about money and investing. Developing courses for and teaching about the financial markets also proved to be an unexpected pleasure. Because I found the information interesting and exciting, I tried to impart this in the way I taught the different subjects in my training sessions, as well as how I wrote about them in books and articles.


For many people – from cab drivers I talked to on my way to do interviews for this book, to people sitting next to me on flights where I was editing the manuscript, to friends and acquaintances who were curious about my next book project – the term ‘the stock market’ evokes a singularly raucous and mystifying image. Most people immediately envision wildly animated groups of traders, dressed in suits, standing in a crowded room (known as a trading floor), shouting out the prices at which they want to either buy (bid prices) or sell (offer prices) a quantity of stocks or shares, while simultaneously using special hand signals to repeat and confirm those bids and offers. Scenes like this took place when each trader ‘owned a seat’ or worked for a brokerage firm that owned one (or more). This ownership, which was another term for being a member in good standing of a specific stock exchange, gave the traders the exclusive right to execute orders on behalf of themselves and others for all stocks and shares that were ‘listed’ (authorised to trade by the stock exchange) on that specific trading floor.


Today, most traditional trading floors have been consolidated, downsized, or closed, replaced with computerised trading platforms. Many exchanges have changed from member-only or mutual organisations to for-profit corporations, which have responsibilities to their shareholders. While some markets like the New York Stock Exchange and the Tokyo Stock Exchange still maintain traditional trading floors, there is little human involvement in the execution of the majority of orders to trade shares, bonds, and other investment products today. Most of the buying and selling of securities – the group name for all investment products (shares, bonds, investment trusts, unit trusts, exchange-traded funds, options, etc.) that are listed and traded on a stock exchange or other type of stock market – is now done electronically, via high-speed computers that automatically match trades or find the appropriate opposite side. For example, if you enter an order to buy securities, a computer-driven order-execution system finds an appropriate seller at the price at which you are willing to pay, or lower. Today, what we think of as a stock exchange (which is also referred to as a market centre or a pool of liquidity) can be ‘any organisation, association, or group of persons that (1) bring together the orders of multiple buyers and sellers, and (2) use established, non-discretionary methods (whether by providing a trading facility or setting rules) under which such orders interact with each other, and the buyers and sellers entering such orders agree to the terms of the trade.’* This new, expanded definition of a stock exchange has led to the development of multiple alternative trading venues or market centres in cyberspace, where a customer’s order can be executed among computers. A physical location is no longer required and is often thought to be too costly to maintain.


 


* The Regulation of Exchanges and Alternative Trading Systems (commonly referred to as Reg ATS) of the US Securities and Exchange Commission Legislation


 


While an exchange’s responsibility to provide a physical facility for trading may have changed from an actual floor or room to a virtual one, its other major role in business and the economy remains the same. A stock exchange has been and remains a place where businesses, governments or other organisations seeking to raise capital go to find institutions and individuals willing to invest money in these enterprises in exchange for securities. These might be in the form of shares representing partial ownership in the business, or bonds denoting a loan to the enterprise or organisation. When buying a company’s shares, an investor hopes to make back at least the cost of the shares and any amount their market value may increase beyond the price paid. And shareholders also hope to receive periodic dividends (a share of a business’s profits), which the company’s board may decide to pay out. When buying a business’s or a government’s bonds, the investor expects to receive regular interest payments for a fixed period of time and then be repaid the face value of the bond.


It’s important to note here that I use the word ‘investor’. Enterprises want to find people who are willing to leave their money in the business or organisation for the long term, thereby allowing the management time to focus on growing the business. Of course, not all people who buy stocks and shares are interested in the long-term growth of the business enterprise. You might want to make a quick return and move on to the next moneymaking opportunity. This quick, short-term trading is called speculation. It is not the same as investing. In fact, some people might say it’s contrary to investing, but it is an important aspect of the stock market nonetheless. Speculators, with their quick buying and selling, add liquidity to the markets, thus making it easy for others (investors and other speculators) to buy stock and bonds, as well as to sell (i.e. liquidate) them when they want to.


Both investing and speculating involve risk. If the business or entity performs poorly or fails, or a government defaults on its debt, then you, the investor or speculator, could lose all or part of the money that used to buy the securities of that entity. Every year hundreds of companies around the world ‘go public’, or issue more securities on the stock exchanges, in order to gain access to investors – preferably long-term investors – willing to accept the risks of losing the money they’ve invested in exchange for the potential financial rewards: capital appreciation, dividend payments, or interest payments.


Not all people have a positive or neutral view of a stock exchange as simply a place where people buy and sell stocks and shares. A few people offer a more cynical description: ‘It’s a licensed casino for gambling where the majority of people lose money because the odds are stacked against them.’ In truth, this comparison is flawed. Casino gambling is a zero-sum game – i.e. for every winner there is a loser; in investing this is not true. When a stock rises, everyone who owns it makes money. However, given the scandals (both historic and present), as well as the headline, minute-by-minute coverage that the gyrations of the investment markets get on television, radio, the internet and in daily publications, this response is understandable. The daily flow of words and statistics about the financial markets – the number of shares traded, the amount that share prices increase or decrease throughout the day, the percentage of price change compared to the previous day’s close, the up or down movement of indices that measure the overall market – certainly seem to support the perceptions that stock markets are places for short-term moneymaking; hence the frequent comparison to a casino. In truth, there is an undeniable titillation to being able to buy and sell shares quickly on a stock exchange or other investment model to potentially make ‘fast money’. This approach garners a great deal of attention – and appeals to people’s get-rich-quick fantasies. Ultimately, how you choose to use (or not use) your money in the stock market is a decision that you must make for yourself given your financial resources, your risk tolerance, and how directly involved you want to be with your investment decisions.


The Stock Market Explained allows me to blend the two roles that have been central to sustaining my interest and career in the financial markets: being a student and being a teacher. Having now taught about the stock market as well as other investment markets for nearly 30 years, and continuing to do so, I bring to this book the insights gained from thousands of interactive classroom hours spent explaining these concepts to real people. I’ve used their questions and comments, and the reactions reflected in their eyes, faces and body language to develop, and over time refine, examples, comparisons, analogies, similes and stories that I hope communicate clearly and effectively to the wide range of interests and experiences among people who may read this book.


Keeping you engaged with this information is one of my goals. Many people – from publishers to the average person on the street – prejudge books and articles about finances and investing, concluding confidently that they are always going to be mindnumbingly boring. By the end of this book, I hope you’ll find that this is not the case. I hope that the stock market helps you understand other aspects of your own daily interaction with banks and building societies, other businesses, the news, and, perhaps most importantly, your own money and aspirations for financial wellbeing. It may turn out that investing may be something you should not only know something about (as many of us ought to), but should consider for some of your money.










1


Things to Consider Before You Invest


 


 


I was finishing this book during the big market declines and wild volatility of August and September 2011. It was unsettling and scary, even for someone like me who not only invests but who also teaches and writes about the workings of the markets. In an interview a few days before the first big drop, a reporter asked me what would be a good strategy during these uncertain times, if the markets suddenly dropped or became volatile. At the time I’m sure neither of us could have realised the short-term prescience of this question. In my response I embedded another question, one I was trying to answer for myself as I determined what action I was going to take regarding my own investments: Do you want to be safe or do you want to be smart?


I’ve thought about these choices repeatedly through the wild up-and-down moves of the market throughout late 2011. Without any prompting, friends and acquaintances told me what had happened to their investments – and their nerves – during this volatile period. Their ages ranged from early 20s to mid-70s. Their investment experiences ranged from being totally new (‘It was the first time I’d ever put money in the stock market’), to having invested with better-than-average success for four decades or longer. Their understanding of their own risk tolerance has ranged from, ‘Oh, I never thought about that’ to, ‘Experience has taught me to always follow my gut instincts.’ Interestingly, their reactions have ranged from full-on regret about their loss (tinged with a little cynicism and anger) to a repeated affirmation (almost mantra-like) of their belief in the long-term, buy-and-hold view of the markets, à la Warren Buffett. 


Thinking about all I heard, I felt it was important to extract from their (as well as my own) long-time and recent investing experiences the new lessons, wisdoms and insights we had gained. I wanted to include in this first chapter all those that relate to the financial, intellectual and emotional perspectives a person must have about investing. I know – from the many questions I’m asked – that most people want there to be a perfect formula for successful investing. There is none. They also want to find someone (a broker or financial adviser) who will accurately predict and therefore get out of the market before any downturn. Not even long-time gurus can do that through all market conditions. There is no denying the fact that investment markets have changed and will continue to do so in ways that are not always predictable. This is currently indicated by an unusually high volume of trading, as well as an increasing number of purely speculative traders for whom short-term volatility – as opposed to long-term holding – represents a profit opportunity. I would be dishonest if I did not say that the expanding use of high-speed, algorithmic trading will certainly increase the impact of this speculative activity on the markets in the future, most likely increasing volatility. 


So how does a retail investor – you and me – go about making money in the stock and bond markets of today and in the future? In a departure from the usual approach of books explaining how the investment markets work, I’ve decided to begin with what you need to ask yourself and think about carefully about before you invest. You may discover that investing or simply understanding the financial markets is something you are interested in. The information in this chapter will help you to clarify why you might want to buy shares and bonds. On the other hand, you may discover that investing is not for you. This is totally fine too. It’s better to find out beforehand so you don’t invest blithely, lose money, and then be filled with distress and regret.


Here are six topics you need to consider – some classic, some new – and have reasonable answers to before you invest. I believe this pre-thinking and pre-planning can serve as a useful guide to investing in the markets today. Importantly, in keeping with the question I mentioned earlier, ‘Do you want to be safe or do you want to be smart?’, these topics will also help you achieve the right balance between the two choices. And as you think about them more, these subjects will naturally put the brakes on becoming too clever. One should only attempt to be clever when one has investment experience and knowledge, as well as a clear understanding of the increased risk of loss associated with more complicated strategies. And you must be able to withstand the losses financially.


 


1. Think seriously about your risk tolerance. Can you afford to lose the money or not to have access to it for a while?


 


This point can never be emphasised enough. All investing involves risk; therefore, you should invest no more money than you can afford to lose. You could lose some or all of the money you have invested in stocks, bonds, unit trusts or other vehicles. Don’t fool yourself about this, as many people do every year. They hear the words ‘guaranteed’ and ‘investment’ used together and slowly but surely believe they, or someone they’ve just met, have discovered the secret formula or strategy to a no-lose way to make money. In truth, when you hear this phrase or a similar one related to investments, walk away from the proposition or opportunity. Risk of loss is inherent to all investments. There is no such thing as a risk-free investment.


You must seek to quantify your risk tolerance. A simple way to start the process is to think about how much money you can tolerate losing without it affecting your lifestyle or causing emotional distress. The prices of all securities traded in the financial markets will go up and down. What percentage of loss will leave you in a state of panic or regret: 10%, 20%, 30%? This is something you need to think about seriously before you invest. Only you can set this limit for yourself. In doing so you establish the range of daily price fluctuation that you can tolerate without becoming overly anxious.


Keep in mind that your risk tolerance is always associated with the time horizon of your investment. If you’re investing and trying to achieve significant gains over the short-term, then you will be subject to significant risk of loss if the market unexpectedly moves opposite to your expectations. Afterwards, you can only hope (because there is never a guarantee) that the market will recover enough for you to simply break even. This is a truth that many investors, especially those with little or no experience, try to rationalise away, often to their detriment.


In general, the longer your time horizon, the easier it is to withstand, financially and emotionally, the ups and downs. This is based on the fact that the market has historically moved higher (i.e. been bullish) over the longer term, despite some significant periods when prices and values have declined (i.e. been bearish). That said, it may take the markets a long time to recover from losses. You may end up holding positions for a lot longer than you had initially planned. The bottom-line question related to risk tolerance is, ‘Can you afford to not have access to your money for a longer-than-expected period of time (if you’re waiting for a recovery) or forever (if the investment is a total loss)?’ Be as clear and honest as you can.


 


2. Set your investment objective. Have you decided what you want to achieve as well as how and when you want to achieve it?


 


It always prompts concern in me when someone says his or her objective is to make money or become rich. I hear an unsettling naivety in this declaration. There are many ways to achieve both in one’s life, one’s career – and one’s fantasies. Successful investing, however, requires a person to define more specific details, such as:


 




	the reason he or she is investing; 


	the time horizon of the investment (such as retirement or the year a child is likely to start university);


	the target amount of money you would like to accumulate over a period of time; 


	the strategy (e.g. buy-and-hold, income generation, speculation) he or she understands and is most comfortable using;


	the reasonable annual return (given the overall economic conditions);


	the risks he or she is willing to take to achieve the goal.





 


Being specific helps you in important ways – both practically and psychologically. First, by giving yourself a well-defined goal to achieve, you can set benchmarks that measure your progress toward your goal. You can build in treats for yourself that not only celebrate your achievements but also motivate you to apply even more determination to reach the next benchmark and the next one after that. This can be very gratifying because you are accomplishing this for yourself. Perhaps most importantly, reaching each intermediate goal periodically reminds you of your long-term goal and helps you to keep it clearly (and repeatedly) in focus. And keep in mind a basic truth about investing: growth today leads to higher income in the future.


Psychologically, making your investment objective real and understandable for yourself can increase the likelihood that you will achieve it. You have a target and therefore won’t be drifting aimlessly towards some unknown place. Seeing yourself moving closer to achieving your goals helps to reinforce the behaviour – diligence, sacrifice, deferred gratification, and others – that are essential elements of building financial security at all economic and income levels.


 


3. Set rules for yourself. Can you remain reasonably rational while making financial decisions?


 


Investing is, for most people, an optimistic endeavour. You buy shares, bonds, or unit trusts believing – wishing and hoping and praying – that the company will grow, the market value of the shares will increase, the company may eventually begin paying dividends to shareholders, and it will be able to make its promised interest payments on its bonds. This optimism must be supported by the reality of the business’s profitability and growth prospects. Remaining objective about an investment is one of the keys to controlling risk. When an investor becomes overly emotional about an investment (or, to use a more common phrase, ‘becomes married to an investment’), the chances of making a mistake due to a lapse in objective judgement increase.


As an investor, you must be emotionally disciplined with yourself. If you reacted to every rally and decline in the market, or to every rumour of a strong rally or precipitous decline, your trading fees would gobble up your money and your emotional state would be kindly described as manic. Who wants to live like that? One way to add a degree of objectivity to your approach to investing is to establish a firm set of simple, straightforward rules before you put your first penny into the market. These will guide your decisions – i.e. to sell, to hold, to add to a position, to sit on the sidelines and accumulate cash – in particular situations. It may take you a few attempts to come up with your rules and to make sure they don’t contradict each other. These rules must remain firmly in place and should not change often. You may refine them at first, but don’t make wholesale changes to them unless they have caused you to make a significant mistake. (One always makes mistakes when investing. It’s part of the process. Over time you want to make fewer and fewer of them.) Only change a rule if the information you are evaluating changes significantly or when you have enough experience to reasonably and rationally justify a change.


One reason to establish a set of guiding rules is to help you avoid looking back at a financial decision with regret. This ‘shoulda, coulda, woulda’ emotional state can lead you to make an even bigger mistake, based on a past situation that you might subconsciously be trying to make right. Missed opportunities – especially those when you could have made even more money, or avoided a loss – are where regret is most often focused when it comes to money. It’s important to learn from the past, but you must avoid being trapped by it.


Make the best decision with all of the financial information you have at the time and don’t second-guess yourself once you’ve made that decision. Part of being optimistic is to know that there are always new opportunities that will come along; you just don’t know when. Glean whatever wisdom you can about yourself, about the investment strategy, or about the workings of the product itself, and use that to make a new and better decision in the future. 


 


4. Do you understand the benefits and limits of diversification?


 


There are two well-known risks associated with investing in shares and bonds. They are company-specific risk (also called unsystematic risk) and market risk (called systematic risk). The wild fluctuations in August and September 2011 were textbook examples of market or systematic risk. This is the loss that results when there is a decline in the overall investment markets. Anyone holding a portfolio of stocks watched, in quiet concern and increasing distress, as the value of virtually all the shares they owned decreased in value on certain days. The only way to protect against market risk is by using sophisticated strategies involving derivatives, such as index options and futures, to hedge against a decline in the value of the portfolio. [Note: These hedging strategies are complex and require skills and specific types of information that are beyond the intended scope of this book.] Most people respond to market risk by 1) trying to anticipate the decline in order sell their securities before it occurs; or 2) continuing to hold the shares, waiting and hoping for the prices to recover.


Company-specific risk is the risk that all the bonds and shares you own in a company (for example, Lehman Brothers) would suddenly be worth nothing because the company declares bankruptcy, or that the securities’ value would drop significantly due to bad news about the company’s financial situation or future growth prospects. When this risk affects companies in a specific business group, like the bank shares during the recent financial crisis, it is known as sector risk. In order to protect against both of these risks, the age-old advice is to diversify. Importantly, diversification no longer means owning stocks and bonds of companies in different business sectors and with different growth and risk prospects. Today, diversification considers the following asset classes: cash, shares (domestic, international and index), bonds, property, commodities (such as precious metals and heating oil) and other assets. It means 1) owning securities across different business sectors; and 2) owning investments in other asset classes that are appropriate for your risk tolerance.
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