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INTRODUCTION

If you’ve always wanted to tackle the ever-changing world of the stock market, this book is a great first step toward success. From practicing investor psychology to figuring out dividends, learning the basics of stocks can be challenging. In fact, throughout the market’s storied history, you’ll find cases where investors made billions, or lost everything they owned. However, having the fundamentals of this risk-filled world at your fingertips can make all the difference. By following the advice outlined in this book and learning from mistakes made by investors, you’re setting yourself up for financial success.

In Stock Market 101, 2nd Edition, you’ll find updated information that will help you navigate the ins and outs of Wall Street and achieve your goals in this challenging environment. Here, you’ll learn how to:


	Unpack the relationship between value, income, and growth stocks

	Understand the relevance of international stocks

	Recognize key differences between mutual funds and exchange-traded funds

	Get into real estate with REITs (real estate investment trusts)

	Decipher cryptocurrency



With each hands-on lesson in this book, you’re closer to stock market literacy. And, in addition, you’ll find these detailed entries are accompanied by real-world examples from the stock market like Volkswagen’s “Dieselgate” or the 2020 COVID-19 stock market crash, allowing you to stay grounded, and showing more tangible (and extreme) successes or failures. All of this information makes taking the plunge so much easier. While investing in the stock market can seem risky, if you’ve demonstrated caution and restraint with your investing processes, your investments can create a monetary cushion for years to come.

Ultimately, no matter the amount of money you have to invest or how much you currently know about investing in the stock market, Stock Market 101, 2nd Edition will help you on your quest to learn everything you ever wanted to know about stocks and more. So, turn the page and let’s begin.











THE STOCK MARKET Where Fortunes Are Won and Lost Every Day




It’s where anyone has a chance to strike it rich or lose everything: The stock market fuels dreams of building great wealth, but can turn suddenly, crushing those hopes and decimating nest eggs.

From the opening bell at 9:30 a.m. Eastern Standard Time to the market’s close at 4:00 p.m., the US stock markets never stop moving. The action, though, is nearly silent, a stark contrast to the Wild West excitement that characterized the markets as recently as the turn of this century. Today, the quiet hum of computer screens has replaced the cacophony of shouting traders and the flurry of paper littering the floor.


THE US MARKET IS BORN

When the United States was in its infancy, the founding fathers worked tirelessly to create a nation like no other. In a brilliant move, President George Washington installed Alexander Hamilton as the first secretary of the treasury in 1789. Under his watch, the US stock market was born. Hamilton founded the country’s first stock exchange in Philadelphia in 1790, followed shortly after by the New York Stock Exchange in 1792, where the Bank of New York was the first corporate stock traded.

The markets that now make up what is commonly known as the US stock market are the New York Stock Exchange (NYSE) and the National Association of Securities Dealers Automated Quotations (NASDAQ). Many major international cities like London and Tokyo host exchanges as well.

Though the United States still lays claim to the largest stock market in the world, emerging markets around the globe are rapidly adding to the number of publicly traded companies. All around the world, more than 58,000 companies are publicly traded (meaning anyone can own shares, as opposed to privately owned companies, which strictly limit shareholders), with billions of shares changing hands every day. By understanding how the different stock markets work and compete for your investment dollars, you’ll be better equipped to succeed in the investing world.

Competition, both domestic and global, continues to make stock transactions more transparent and more accessible to all investors.

Back in the 1990s, it became clear that individual investors were becoming serious players in the world of Wall Street. With the advent of online investing and an aggressive play for smaller investors by the two leading stock markets in the United States, the NYSE and the NASDAQ, buying and selling investments has gotten easier and much less expensive.

When people talk about Wall Street or “The Market,” they’re generally referring to the secondary trading market, where the vast majority of investors buy and sell stock. But the primary market is where it all begins. The main difference between these two markets is the players involved: In the primary market, large investors are buying shares of stock directly from the issuing company; in the secondary market, investors buy and sell shares from each other.




PRIMARY MARKET

When a privately owned company wants to raise a lot of money, the kind of funding required to help the company grow to its full potential, its owners may turn to an investment banker. Unlike brokers who help facilitate trades on the secondary market, investment bankers guide companies down Wall Street, helping them turn privately owned businesses into publicly traded companies.

This primary market is where stocks are actually created and sold—which is called “floated”—to the public for the first time. The first sale of stock by a company to the public is an initial public offering, or IPO. And though technically these IPO shares are sold to the public, it’s not to the general public; rather, these shares are mainly sold to large institutional investors that have the kind of capital the issuing company is trying to raise.




SECONDARY MARKET

Everyday trading takes place on the secondary market, what people think of as the stock market. These trades take place on the major stock exchanges all around the world, such as the NYSE, the NASDAQ, and the London Stock Exchange (LSE).

Here, in the secondary market, trades take place between investors, without the involvement of the issuing companies. For example, if you buy shares in Coca-Cola, you’re purchasing those shares from another investor; the Coca-Cola Company itself is not directly involved in the transaction.




WHY STOCKS MAKE SENSE

Though stocks are often perceived as risky investments, over time they’ve performed better than any other type of security, even better than gold. Over the course of the last 100 years (1923–2023), stocks have returned an average 10.53% annually, while bonds have returned 5.1%, and gold only 0.4%. What’s more, this is true the whole world over, not just in the United States. For long-term real returns, you can’t beat the stock market.

In the short term, stock returns can be volatile, but that’s not unexpected. What most people don’t realize, though, is that other securities, even those that are supposed to be safer, suffer that same fate. Bonds, for example, also see wide swings in returns when looked at for short periods.

The highest long-term returns make stocks very attractive to investors and financial planners alike, but they’re not the only reason that owning stocks makes sense. With literally thousands of publicly traded companies trading in the United States alone, there’s a huge variety of stocks to choose from, making it easy to have a diversified portfolio. With the wealth of easily available information at your fingertips, you can find technical, historical, and analytical data at a moment’s notice, helping you keep track of your investments with very little effort.

Then there’s the cash benefit: Stocks are among the easiest assets to liquidate, meaning when you need cash, you can get it fast. On top of that, many stock investments, referred to as income stocks, also pay out regular dividends, providing investors with a steady and reliable stream of cash. In fact, many dividend rates are higher than the interest rates on bonds.

That said, the stock market can have nerve-racking swings (where prices move erratically, like a pinball), exciting run-ups (when prices climb ever higher), and devastating downfalls (where prices plummet). Short-term fluctuations are bound to happen, but sticking with stocks for the long haul is still the surest way to see the best returns.





POLITICS AND THE STOCK MARKET

In the midst of an election year, particularly one marked by pronounced uncertainty, the overall market tends to decline.

Once a new president is elected and takes over, the market tends to follow a fairly predictable pattern. Normally, the first year of a first term brings market volatility as the new administration settles in. The second year in office normally brings mild overall gains, followed by stronger returns in the third year; on average, but not always, stock prices tend to increase by about 17% during the third year of a first term. By the second term, returns begin to settle down, though still increase to an average above 10% a year. Then, volatility comes back as the election season gets underway, leading to more shallow returns. Since 1933, average returns in the year following an election have hovered near 6.7%, though occasionally they’ve dipped down to negative returns.

Presidential term stages aren’t the only factors that influence the stock market. Who ends up in the Oval Office has a clear impact as well, most notably along party lines. For example, since 1945, the stock market has done better with Democrats in the White House (according to CNN).




CORPORATE SCANDALS AND THE STOCK MARKET

Crooked CEOs and corporate fraud make for explosive headlines and gripping TV dramas. They also can have definite and lasting effects on stock prices and the stock market as a whole, especially following news footage of fat cat executives being hauled away in handcuffs.

What’s more, the fallout from a corporate scandal can fill newscasts and websites for several years, keeping the company’s dirty laundry in the public eye and their stock price on the decline, according to a Stanford University study. That study looked at the impact of thirty-eight damaging CEOs, all at the forefront of scandals (including thirteen cases of outright lying, eight cases of sexual impropriety, and six cases of questionable finances) that took place between 2000 and 2015. Though only about half of the executives eventually stepped down or were fired, all of their companies took stock price hits.

While some corporations are permanently damaged or destroyed by scandal, others rise above the fray and thrive. Whether the story comes from the inner workings of the corporation or from a negative external event, the type of scandal (they’re not all caused by questionable CEO behavior) and the steps the company takes to fix the problem make all the difference.


	The tainted Tylenol scare of 1982 caused Johnson & Johnson (JNJ) stock to plummet 17% when several deaths were linked to their popular product. By facing the public scrutiny head-on, and dealing with the problem (which, as it turned out, was not caused by anything the company did), the corporation was able to quickly salvage its reputation and watch its stock price rebound in about four months.

	The Exxon Valdez, an oil tanker, crashed into the Bligh Reef on Alaska’s Prince William Sound on March 24, 1989, spilling millions of gallons of oil. This environmental catastrophe was blamed overwhelmingly on corporate negligence, and analysts expected ExxonMobil’s (XOM) stock to tank. But it didn’t. In fact, even after the corporation was slapped with the biggest fine in history (at that time)—initially $5 billion in punitive damages—its share price barely dipped by about 4%, and rebounded very quickly. That relatively minor reaction came because the tragic spill happened before social media, so people weren’t constantly reminded of it. On top of that, the Supreme Court lowered their punitive damages to a measly $507.5 million, a boon to the corporation’s bottom line.

	
E. coli contamination forced the temporary closing of more than forty Chipotle Mexican Grill (CMG) restaurants in 2015, and that drove the company’s stock price down. Through the first months of 2016, the stock price struggled, despite the company’s commitment to safer food-handling practices. Sales dropped while food safety and legal costs increased, leaving the company with overall losses on the books. The company had to overcome some serious hurdles, and investors remained wary for three years, keeping the stock price nearly $200 per share lower than it was in 2015, a 27% drop. As of November 2023, the stock has regained its footing and has increased to over $2,200 per share.

	The Volkswagen emissions test scandal of 2015, which affected more than 10 million cars worldwide, led CEO Martin Winterkorn to step down as the corporation’s stock price lost ground. With continuing recalls, an ever-increasing stack of lawsuits, promised payouts to VW owners, fines and penalties, and restrictions on VW diesel-model sales in the United States, it’s no wonder the company posted billion-dollar losses, or that its July 2016 stock price plummeted 48% from the same time in the previous year. Volkswagen AG (VOW3) shares, which trade on the German stock exchange, have been seeing volatile, up-and-down price movement for years. Their response to the scandal greatly impacted share prices, but investors still seemed wary in 2023.







AFTER THE BELL

Just because the markets close each day doesn’t mean trading activity has stopped. From after-hours trading (AHT) to news and announcements, investors around the world can get their financial fixes around the clock.

After-hours trading means just what it sounds like: the purchase and sale of stocks outside normal trading hours on the exchanges. In the past, this activity was limited to large institutional investors and the superrich, but now almost anyone can do it, thanks to the ease of electronic trading.

While this sounds like good news all around, AHT comes with some serious cautions. Because fewer people trade after hours than when the exchanges are open, the market is much less liquid, and wider bid-ask spreads (the difference between the highest price that a buyer is willing to pay for an asset and the lowest price for which a seller is willing to sell it) are common, and prices fluctuate more wildly. On the upside, traders can take advantage of breaking news without having to wait for the markets to open the next day.


The Bell

Every trading morning at 9:30 a.m., a bell (like a school bell) is rung to signal the start of the action on the NYSE. Trading stops at precisely 4:00 p.m., at the closing bell.







FINRA

The Financial Industry Regulatory Authority, FINRA, protects US investors by making sure that the entire American securities industry functions honestly and fairly. This is an enormous undertaking. The authority oversees all of the securities firms conducting business in the United States, and presides over all of the dealings that take place between traders, brokers, and investors.

FINRA is a relatively new player in the oversight game. It emerged in 2007 from the combination of two other ruling bodies: the NYSE regulatory committee and the National Association of Securities Dealers (NASD). Their mandate: “To detect and prevent wrongdoing in the US markets.”

As of 2023, FINRA manages up to 600 billion transactions every single day, and as a result paints a clear picture of the US financial markets. With its comprehensive oversight, the agency doesn’t miss a thing. In fact, thanks to their dedicated vigilance during 2022, FINRA:


	Initiated 743 disciplinary actions against investment firms and brokers

	Imposed $54.5 million in fines

	Sent more than 663 insider trading and fraud cases to the SEC (the US Securities and Exchange Commission)

	Returned $26.2 million of compensation to defrauded investors



While it may seem like FINRA and the SEC do the same thing, they don’t. The SEC strives to ensure fairness for individual investors; FINRA oversees brokerage firms and stockbrokers, regulating the industry. Each agency works from a different angle to keep the markets honest. At the end of the day, though, the SEC also oversees FINRA.









NYSE The Racing Heart of Wall Street




More than 200 years ago, a group of twenty-four Wall Street merchants signed a document called the Buttonwood Agreement. The agreement laid out all the rules for buying and selling shares of public stock, including the price for a trading seat. Their rules, which transformed over time, are the framework for today’s rules of trading and the foundation of the New York Stock Exchange (NYSE).

The NYSE, also known to insiders as the Big Board, is home to many prominent industry players like Walmart, Coca-Cola, and McDonald’s. Among other requirements for inclusion on the NYSE, a company must have at least 1.1 million publicly traded shares of stock outstanding, with a market value of at least $100 million. It must show aggregate pretax income of at least $11.1 million over the three most recent fiscal years, and have had earnings of at least $2.2 million in the two most recent years.


Actual Seats on the Exchange

Until the Civil War, traders sat in assigned seats and waited. Back then, deals were arranged in a “call market” fashion: Stocks were traded one company at a time, and only once their names were called. That changed after 1871, when shares could be traded at any time and the “seats” were no longer literal. Those seats on the NYSE didn’t come cheap, either. The lowest amount paid for a seat, way back in 1871, was $2,750; the highest price paid for a single seat was $4 million paid in December 2005.



Until 2006, traders and brokers had to vie for coveted “seats” on the NYSE, but all that changed when it transformed into a publicly traded corporation. Now, those seats are actually equity memberships, though many still refer to them as seats. What hasn’t changed: The same strict regulations govern which professionals may obtain one-year licenses to trade on the exchange, and regulators keep close tabs on their compliance and ethical behavior.

With more than $25 trillion in total market capitalization listed (as of August 2023), the NYSE is the largest stock exchange in the world by market capitalization, or market cap, which is the market value of a company in terms of its outstanding shares. The NYSE holds more than a quarter of the total worldwide equities market. Every day on the NYSE, more than 3.8 billion shares are available for trading.


THE OPEN OUTCRY SYSTEM QUIETS

The long-standing tradition of the open outcry trading system is the one portrayed by movies and TV shows, where we see swarms of traders wildly waving their arms and shouting at the tops of their lungs. That realistic portrayal of the NYSE auction market system (before computers took over), where sellers announce asking prices and buyers put forth bids, shows how the market works: The highest bid gets matched with the lowest ask, and the auction trade is completed. Understanding the ins and outs of the trading floor involves knowing what each player does, particularly customers, brokers, floor traders, and specialists.

A customer contacts a broker with a trade request. The broker connects with the floor trader. A floor trader follows the wishes of the broker and looks for the best bid or ask offer from the specialists. A specialist’s job is to make sure the trading traffic flows smoothly by making it easy to trade a particular stock, and most specialists handle somewhere between five and ten stocks on any given day. A specialist is responsible for posting bid and ask prices (or quotes), maintaining an inventory of the stocks (to facilitate trading), and actually executing the trades. Specialists act like matchmakers for bidders and askers, connecting as many as possible. If necessary, they will even buy for and sell from their own supply of shares.

Today, trades on the NYSE are all done electronically. Even so, the NYSE system follows a familiar pattern that remains ingrained in market culture. In today’s market:


	
1. A customer contacts a broker, whether by phone or Internet, and tells the broker what stock he wants to buy or sell.

	
2. The broker contacts the floor trader with the order.

	
3. The floor trader brings that request to a specialist in that specific stock.

	
4. The trade gets written up and executed.



Despite frantic market activity, the trading floor itself is a calm, quiet place, its character forever changed by technology. The shouts of traders have been replaced by the quiet buzz of computers, and the floor seems more like the quiet room in a library than a melee.




EARLY DAYS: THE WHITNEY SCANDAL

Though the exchange is highly respected, it’s seen scandal. Perhaps none have been as central as when NYSE president Richard Whitney was charged with embezzlement and sentenced to five to ten years in Sing Sing prison.

From 1930 to 1935, Whitney represented and managed the NYSE. Whitney, a hapless gambler, threw his money after everything from blue chips to penny stocks, incurring losses more often than not. In 1931, for example, his debt reached $2 million. Whitney borrowed from just about everyone he knew to offset those losses, then used the borrowed money to buy even more stock, even as the market collapsed around him.

When he could no longer count on friendly loans, Whitney turned to embezzlement, stealing from customers, the New York Yacht Club (of which he was the treasurer), and even close to $1 million from the NYSE’s own Gratuity Fund.

Whitney’s crimes were exposed after his term as NYSE president, when an audit uncovered his thieving ways. But something good came out of this stock market scandal: The SEC, then a brand-new government agency, set regulations to protect investors against crimes like his.




HISTORY OF THE NYSE

The NYSE, with the distinction of being the oldest stock exchange in the United States, is housed in a 36,000-square-foot facility in New York City’s financial district.

Affected by world events, the exchange has seen its share of heart-stopping ups and downs, some of the biggest occurring in just the last forty years:


	On October 19, 1987, the Dow plummeted 22.61%, the largest one-day percentage drop in history.

	
On October 27, 1997, the Dow took a 554-point nosedive, triggering for the first time the NYSE “circuit breaker” rule, created to halt all trading activity when it looks like the market might be headed for a crash.

	After the September 11, 2001, terrorist attacks, the NYSE closed for four days, followed by a Dow drop of 685 points, the largest-ever one-day decline in points at the time.

	On March 16, 2020, the circuit breaker rule was triggered when the S&P 500 plummeted by 7% shortly after the market open due to fears related to the COVID-19 crisis.

	On March 24, 2020, the NYSE saw the Dow climb 2,118 points in a single day, the largest one-day gain in history.



In 2007, the NYSE combined with the European stock exchange Euronext, to form NYSE Euronext, a global milestone for the trading community. This market broke a new record, trading more than 5 billion shares in a single day, on August 15, 2007, when trading volume hit an unprecedented 5,799,792,281 shares.

Not content to rest on its laurels, NYSE Euronext acquired the American Stock Exchange (AMEX) in 2008, and fully integrated trading began in early 2009. That combined exchange offered expanded trading capabilities, including stock options, exchange-traded funds, and other specialized securities.

Then, in 2013, everything changed. After more than 200 years of ruling the financial markets, the NYSE was bought by Intercontinental Exchange (ICE). Though it still operates as it did before the takeover, the NYSE is now just a holding in another company’s portfolio. The biggest changes have been technological advancements, which allowed the NYSE to operate fully electronically, without a trading floor, during the COVID-19 crisis.









NASDAQ The Exchange That Launched 1,000 Tech Companies




It was the first of its kind, operating in a way that hadn’t been seen before. For generations, stock markets were real places where traders got together to buy and sell shares face-to-face. Then the NASDAQ opened, and everything changed. Though it wasn’t widely recognized at the time, this plucky new-style stock exchange would shift the way markets traded, and vastly improve the speed and accuracy of trades.

When it first launched in February 1971, the NASDAQ hosted only 250 companies. Its first claim to fame: The NASDAQ opened as the first fully electronic stock market in the world. Through the turbulent 1970s, the exchange began to grow, and it became a beacon for young computer-based start-up companies, many of which disappeared as fast as they came on the scene. By the 1980s, computers were gaining ground, and two groundbreaking companies issued IPOs, a powerful indication of what was to come. Those two companies, Apple Inc. (1980) and Microsoft Corporation (1986), changed everything, each eventually becoming (at least for a time) the biggest corporation in the world.

The exchange hit a milestone in 1996, when its trading volume finally exceeded 500 million shares per day. Suddenly, the NYSE wasn’t the only exchange hosting successful, respected companies. Now the NASDAQ has grown into a full-fledged stock market, listing about 3,200 corporations, and it’s destined to keep growing. Out of all the US stock markets, the NASDAQ (which is now officially known as the NASDAQ Inc.) hosts the most initial public offerings (IPOs), and it is drawing in more companies all the time.


Taking Over

NASDAQ is the largest (by number of companies) and fastest-growing stock exchange in the United States, and it trades more shares in a day than any other US exchange. In September 2023, total daily trading volume topped 1.8 billion shares.



The NASDAQ is attractive to new and growing companies primarily because the listing requirements are less stringent than those of the NSYE, and the costs of listing can be considerably lower. Not surprisingly, you’ll find a lot of technology and biotech stocks listed on this exchange, as these types of companies typically fall squarely in the aggressive growth category. In fact, the NASDAQ boasts more than $23 trillion total market value, most of that coming from the technology sector. To catch a glimpse of the companies listed on this exchange, take a look at the NASDAQ Composite, a comprehensive stock index that follows all of the corporations listed there (more on that in the NASDAQ Composite section).

The NASDAQ is a dealer market, which means its securities are traded by dealers through telephone and computer networks as opposed to being facilitated by specialists on a physical exchange floor.


DEALER MARKET

Unlike the auction-style trading floor of the NYSE, the NASDAQ works with more than 600 securities dealers known as market makers. Market makers do just what it sounds like they do: They create a market for securities. They even put up their own capital in order to provide a liquid market for investors, making it easier for them to buy and sell shares.

Though the name seems to imply that market makers are individual traders, most are big investment companies (at least on the NASDAQ). That’s how they’re able to keep a large supply of stocks on hand that can be sold when orders are placed. There’s a lot of overlap in the companies that these market makers keep in inventory, which leads to robust competition. Because the exchange is fully computerized, market makers don’t conduct business face-to-face, or even over the phone. All trading on the NASDAQ is done electronically.

These market makers compete against one another to offer the best bid and ask prices (or quotes) over the NASDAQ’s complex electronic network, which joins buyers and sellers from all over the world. In fact, market makers must offer firm bid and ask prices, creating what’s called the “two-way” market (in FINRA terms). In other words, market makers have to trade shares at the bid and ask prices they have quoted. Between the two amounts is the bid-ask spread, the mathematical difference between the two quotes, and the spot where these market makers can make a lot of money. To level the playing field for investors, market makers are legally required to fill market orders at the best bid or ask price for the customer.


A Deal’s a Deal

When a market maker enters a bid or ask price for a particular stock, she has to buy or sell a minimum of 1,000 shares at that published price. After that’s accomplished, she can close out that “market,” and put in a new price for that stock.







A NASDAQ DEAL

Let’s walk through the way a deal on the NASDAQ goes down. It starts with the market maker entering bid and ask prices, say a bid/ask of $461/$464 for a share of Netflix. That means the market maker will buy shares for the bid price of $461 and sell shares at the ask price of $464. The difference between those bid and ask prices is $3 per share, and that represents the market maker’s profit, known as the spread.

This looks a little different from the investor’s perspective. With those quotes, an investor looking to sell at the current market price would receive $461 per share, while an investor looking to buy would pay $464 per share.









THE OTC MARKET Murky, Shark-Infested Waters May Hide Buried Treasure




The over-the-counter market, or OTC market, includes securities known as “unlisted stock.” This unlisted designation means these stocks are not traded on the traditional stock exchanges like the NYSE or NASDAQ. Instead, securities bought and sold on the OTC are traded by individual broker-dealers, professionals who deal directly with each other via the Internet or by phone.

Buying OTC stocks is very different than buying stocks traded on the major exchanges, in that there is no central exchange for them where buyers and sellers are matched up. Rather, you can only get shares through a market maker, who must actually keep an inventory of shares for sale.

To buy OTC shares, you typically must work through a broker (which can include online broker platforms) who is willing to work with the OTC market. Then your broker has to contact the market maker for the security you want to buy. The market maker will name his ask price, which is the amount he’s willing to accept for the shares. To sell OTC shares, the process works the same way: Your broker would contact the market maker to learn his bid (or offering) price.

The process seems simple, but it’s fraught with risk. Companies traded on the OTC market are usually too small to be listed on a formal exchange, and reliable information about them can be very hard to find. On top of that, OTC shares are not liquid, so it may be very hard to sell them when you’re ready to do so.



PINK MARKET

To be listed on the Pink Market (also called OTC Pink), an unregulated offshoot of the OTC market, all a company must do is fill out a form (specifically, Form 211) and file it with the OTC Compliance Unit. All the form asks for is some current financial information, supplied by the company.

A company would be traded here for a few select reasons. First, the company is very small and can’t afford to be listed on a more prestigious exchange. Or, perhaps the company has been kicked off a major exchange due to noncompliance. Or, finally, the company isn’t real, and its shares are part of a money-making scam.

Some companies give their market maker access to more detailed financial information, including open access to their accounting books. That makes it easier for the market maker to figure out the right stock price. However, many companies don’t. They don’t have to share any information with potential investors, and they also don’t have to file any reports with the SEC, so investors will have a hard time getting reliable or verifiable information before investing.


Ticker Trivia

The trading information for the smallest OTC stocks used to be printed on pink paper, giving them the name “pink sheets.” Those paper trades don’t exist anymore, but the name stuck, and those shares trade over the Pink Market.



On top of that, companies trading over the Pink Market are usually very small, and their shares are typically held by only a few people. With such a limited market, it can be very hard for investors to sell their shares when they want to.

So what makes Pink Market stock attractive to investors? For one thing, share prices are usually very low, often less than $1. With that minimal per-share cost, even tiny movements in price can bring sizable returns. For example, say you buy 100 shares of stock in Tiny ABC Inc. for $1 per share, a total investment of $100. A few weeks later, the stock goes up by five cents a share, making your investment worth $105 now. That’s a 5% return on your investment. The same price movement on a more expensive stock, say one trading for $10 per share, would be barely noticeable.

The real attraction to Pink Market stocks is possibility—the chance that a tiny company will hit it big. In this age of innovation, where the next major breakthrough could come from one guy with a laptop working from his garage, the prospect of getting in on the ground floor is very enticing. Even if the Pink Market stock never makes it onto a major exchange, it still has the potential to bring enormous returns due to the small initial investment.

OTC Pink uses a tier system to give investors a stronger sense of each company’s potential risk factor. The three tiers give investors crucial information with just a glance:


	
1. The Limited Information tier includes companies that aren’t quite so forthcoming with current information or have declared bankruptcy.

	
2. The Dark/Defunct tier contains companies that either haven’t filed any information within the past six months (indicated by a stop sign symbol) or gray market companies, which have no market maker or market transparency (indicated by an exclamation point).

	
3. The Toxic tier comes with a skull-and-crossbones warning to indicate securities that have been marked as suspicious.



Investors who have the stomach for stocks traded on the pink sheets may need to find a willing broker; not all brokers are agreeable to helping clients buy these high-risk securities. Many of these companies are earnestly trying to grow their businesses and will happily share information with agencies and investors alike. But others are flat-out scams, so beware.









FOREIGN EXCHANGES It’s a Small World After All




When American investors see that stock markets overseas are racking up extraordinary triple-digit returns, they want to dive right in and share the profits. Before 2000, it was practically unheard of for Americans to directly buy stocks on foreign exchanges. In fact, as recently as 2006, it was very difficult to trade shares in non-US markets. Certain online brokerages (including Fidelity) now offer investors the option to sign up for international trading, allowing them online access to a variety of overseas stock markets. Although it’s gotten easier, buying and selling stocks internationally is still not as easy as buying on the American exchanges.

For one thing, to buy shares on a foreign exchange you first have to convert your money into the local currency, and changes in currency exchange rates can affect your returns. For another, some world markets have a lot less trading volume than the US markets, and that can make it more difficult to find a buyer when you’re ready to sell (or find a seller when you want to buy).

In addition, some brokerage firms will not trade on foreign markets directly. Instead, they offer investors the chance to buy into foreign ETFs (exchange-traded funds), foreign mutual funds, or foreign stocks traded on the American exchanges, called ADRs (American Depositary Receipts).

To counteract those impediments, investors can try to open brokerage accounts in the foreign countries where the stocks they’re interested in are traded. For example, to directly buy shares in a company traded on the London Stock Exchange, you can work directly with a British brokerage firm. Keep in mind, though, that stocks you buy on a foreign exchange can only be sold on that same exchange, even if the company is listed on other exchanges.

Why go through all the trouble of investing outside the United States? For one thing, though foreign stocks can be riskier for a wide variety of reasons (e.g., limited information, political instability, shifting foreign exchange rates), they also offer a wealth of opportunity. Some of the largest companies in the world are based outside the United States and are headquartered in up-and-coming economies like Brazil and South Korea. On top of that, foreign economies often move differently than the US economy and each other. So, when the US economy is entering a down cycle, the economy in, say, Hong Kong could be in an upswing.


The Time Difference

When you invest directly in foreign stocks traded on foreign exchanges, time will be an issue. Whether you use an online broker or a brokerage firm in the country where the stocks are traded, purchases and sales can only be made when those markets are open, in local time.



Some of the most prominent stock exchanges outside the United States are the London Stock Exchange (LSE), in England; the Tokyo Stock Exchange (TSE), in Japan; the Shanghai Stock Exchange (SSE), in China; the Stock Exchange of Hong Kong (SEHK), in Hong Kong; Euronext NV (ENX), headquartered in the Netherlands; and the Mexican Stock Exchange, or Mexican Bolsa (MEXBOL, or BMV), in Mexico. Though there are many other stock exchanges worldwide, these exchanges are among the world’s largest, and hold the lion’s share of market capitalization. Let’s take a more in-depth look at some of these exchanges.



LONDON STOCK EXCHANGE

One of the oldest stock exchanges in the world, the London Stock Exchange (LSE) has roots going back to the seventeenth century, when traders met in coffeehouses. In 1973, local exchanges were merged to form what was originally called the Stock Exchange of Great Britain and Ireland, later renamed the London Stock Exchange.

For many years, those exchange members made deals on the trading floor in London. Today, trading on the LSE takes place via computers, processing over a million transactions every day.

The LSE operates in more than 100 countries and offers access to both British and overseas securities to investors around the world. It includes around 1,900 companies from more than 100 nations.

Officially called the Financial Times Actuaries 100 Index, the FTSE (pronounced “footsie”) 100 index is the most widely tracked stock market index in the world. Launched in 1984, the FTSE tracks the 100 largest blue chip companies listed on the London exchange, representing more than 80% of the LSE’s market capitalization.

Prominent corporations listed on the LSE include GlaxoSmithKline, Unilever, and Barclays.




TOKYO STOCK EXCHANGE

The Tokyo Stock Exchange (TSE) was first opened in 1878, trading precious metals and government bonds. Stocks joined the party in the 1920s. Interrupted by World War II, the exchange reopened in May 1949, and by 1989 (right before the big crash) its total market value topped $4 trillion. Now the exchange lists nearly 3,900 firms, including some of the most successful companies in Japan.

You can track the TSE by watching the Nikkei 225 Stock Average, usually referred to simply as the Nikkei (pronounced “knee-kay”), a stock index that tracks the ups and downs of the Japanese stock market. It includes 225 blue chip stocks, all headquartered in Japan. The Nikkei is like the S&P 500 Index in the United States, which tracks the share price activity of 500 of the largest corporations on the market. Another way to gauge the Japanese market is with the TOPIX (Tokyo Stock Price Index). TOPIX, which launched in 1968, tracks primarily large-cap stocks (stocks with market capitalization of at least $10 billion). It includes around 2,000 stocks in thirty-three categories.
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