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Introduction

If you’re over the age of eighteen, you either have a retirement account or know you’ll need one. At some point in your life, you’ve probably at least thought about buying a house, a condo, or a car. And most of us understand the general idea of investing, managing our finances, and using our money to make more money. It’s the details that sometimes bog us down.

For too many people, our retirement and savings planning is limited to the annual visit from the HR department where we work. They come in, talk about insurance, assets, retirement, and mutual funds . . . and it all goes straight over our heads. For those of us who are self-employed and have to wade through all the options without the benefit of a human resources representative, it can be even more daunting. Mutual funds, money market accounts, stocks, bonds, derivatives . . . sometimes it seems as if it would be easier to keep our money under our mattresses and hope for the best. But that’s probably not an ideal solution and it makes your mattress very lumpy. So what to do?

That’s where Financial Words You Should Know comes in. While this book won’t, and shouldn’t, replace sound financial advice, it will help you better understand the advice you’re getting. It has more than 1,000 of the most commonly used financial words and phrases you are likely to come across.

Finances are important—too important not to understand. Financial Words You Should Know can help. And you won’t need to sleep on a lumpy mattress.





Financial 
Words You 
Should Know 


ACCOUNTING 

Accountant’s opinion 

A formal statement prepared by an independent certified public accountant (CPA) that spells out his judgment about the veracity and completeness of a set of financial statements prepared by company. When he believes those statements to be materially complete and accurate, his judgment will be “unqualified.” A “qualified” judgment indicates that the statements may not be reliable sources of information, and that potential investors should beware.

See also: Annual report, CPA, Financial statements

Pete needed an accountant’s opinion before the bank would even consider his request for a business loan.

Accounts payable (AP) 

Short-term liabilities incurred by a business when it buys on credit from suppliers. Often associated with inventory purchases.

See also: Balance sheet, Liabilities

The flight school’s bookkeeper kept track of the accounts payable to ensure the school stayed in good standing with their vendors.

Accounts receivable (AR) 

An asset held by a business that measures the money still owed to them for their credit sales, but AR does not include credit card sales, unless the card is issued by that business, for instance, a department store card.

See also: Asset

The accounts receivable office kept track of who owed the company money.

Accrual 

An accounting term used to describe revenue or expenses recognized although no cash has yet changed hands (for example, interest earned but not yet received).

See also: Accounts payable, Accounts receivable

The bookkeeper accounted for all the accruals at the end of the period so the company’s books would be accurate when the tax accountant arrived.

Accrued interest 

Money earned on an investment but not yet paid, typically occurring for investments (such as bonds) with fixed earnings and payout dates.

See also: Bond

Jack kept track of his accrued interest so he knew approximately how much to expect when the check came.

Accumulated depreciation 

An accounting measure that holds the cumulative total of depreciation taken over the life of an asset.

See also: Asset, Depreciation

The accumulated depreciation on the machinist’s equipment made it appear worthless on the books, even though it was really worth thousands of dollars.

Acid-test ratio 

A measure of a company’s ability to pay its short-term liabilities on time without having to sell off inventory. Calculated by dividing total short-term liabilities into the sum of cash, accounts receivable, and short-term investments. Results of 1.0 and higher indicate good liquidity. Also called the “quick ratio.”

See also: Liabilities, Liquidity, Ratio analysis

Juanita always showed her clients the results of the acid-test ratio before recommending an investment in a particular company.

Acquisition cost 

The total price paid to acquire an asset, including such things as sales tax, broker commissions, and delivery charges.

See also: Asset, Broker, Commission

The total acquisition cost of 100 shares of stock came to $1,250 even though the market price was only $11 per share.

Active income 

Earnings derived from physical participation in a business activity. Active income includes earnings such as salary, wages, and profits from a business in which the owner actually works.

See also: Passive income, Portfolio income

Since Dan worked in the human services field, his active income wasn’t high, making his investments even more important.

Adjusted cost basis 

The full dollar amount paid for an investment, plus any fees paid (such as brokers’ commissions). Can also be impacted by financial events, such as stock splits.

See also: Broker, Capital gains, Securities

After commissions and four stock splits, the adjusted cost basis of Susan’s Lion Joe shares bore almost no resemblance to the market price she’d paid for them.

Aggressive accounting 

Deceptive accounting practices used by companies to make their financial statements appear better than they are, especially when it comes to profits. Also called “cooking the books.”

See also: Financial statements, Profit

The ethical CFO refused to work with companies that even considered aggressive accounting.

Annual report 

A document prepared each year by a publicly held corporation or mutual fund to inform shareholders and potential investors about its financial performance, including audited financial statements covering the preceding year’s activity.

See also: Financial statements, Mutual fund, Publicly held

Potential investors would do well to study a corporation’s annual report before investing large amounts of money.

Appraisal 

A professional valuation of an asset.

See also: Asset

The insurance company asked for an outside appraisal of the woman’s antiques before writing her policy.

Asset 

Anything of value, which may or may not have a physical form, owned by a person or other entity, such as a business or government office.

See also: Intangible asset

When money gets tight, people often forget that they may still have assets that can be used to generate wealth or secure loans.

Asset class 

An investment category, such as stocks or real estate.

See also: Asset

Marion’s broker advised her to broaden her portfolio holdings because she was overloaded in a single asset class.

Asset coverage test 

An accounting ratio that measures whether a company will be able to pay off its existing long-term debt obligations (such as bonds) with its existing assets after all current liabilities are met. This test is used to evaluate the risk of default on corporate bond issues. It is more effective when the market value, rather than the book value, of the assets is used in the equation.

See also: Bond, Default risk, Ratio analysis

The CEO regularly insisted on an asset coverage test to ensure the company was in solid financial shape.

Asset turnover 

A financial ratio that shows the dollar amount of sales generated per dollar of a company’s assets, which is calculated by dividing revenue by total assets. This ratio shows how well a company is using its assets to produce sales; a higher result is better.

See also: Fundamental analysis, Ratio analysis

The committee was charged with making the company’s asset turnover more efficient.

Audit 

Examination of financial records to verify their authenticity and accuracy.

See also: IRS

Most Americans fear an IRS audit even more than they fear a colonoscopy.

Audited statements 

Detailed financial reports that have been verified by an independent source, typically a reputable CPA firm.

See also: CPA, Financial statements

Publicly traded corporations are required to present audited statements to their shareholders and to the SEC.

Average 

A value calculated by adding all the numbers in a group, then dividing that sum by the number of numbers. For example, the average of 5, 7, 8 = (5+7+8)/3. Often used in quantitative analysis calculations and financial ratios.

See also: Weighted average

Brianna was happy as long as the day’s average share price was higher than what she’d paid for her stock.

Average cost method 

A way to calculate the basis of individual assets in a pool of like assets. Computed by dividing the total dollar value of the pool by the number of assets in the pool. Usually used to determine basis for stock or mutual fund shares when calculating capital gains or losses at tax time.

See also: Basis, FIFO, LIFO

When Veronica sold half of her mutual fund shares, she reported her gains on Schedule D using the average cost method.

Balance sheet 

A financial statement that lays out the financial situation of a company on a specific date. This statement provides a summary of the company’s total assets, liabilities, and equity.

See also: Asset, Equity, Liabilities

Joanne scrutinized the company’s balance sheet before deciding whether to invest in it.

Basis 

The full purchase price of a security, including any taxes, commissions, and fees paid. Also known as tax basis.

See also: Capital gains

Brenda’s accountant made her keep track of the basis for every investment she had so he wouldn’t have to track down the information when she sold those investments years later.

Big Four 

The four biggest accounting firms in the United States often called upon by publicly traded corporations to issue official opinions on the companies’ financial statements.

See also: Accountant’s opinion, CPA

Between them, the Big Four issued opinions on virtually every corporation listed on the New York Stock Exchange.

Black knight 

A company that attempts a hostile takeover on a target company See also: Hostile takeover When Lion Joe Coffees heard the rumor of a black knight, the board immediately rallied to stave off the takeover.

Board of directors 

The governing body of a corporation, as elected by the corporation’s shareholders.

See also: Corporation, Voting rights

The board of directors voted to start dealing only with other organizations that upheld fair-trade practices.

Book value 

An accounting calculation that measures the net worth of a company by subtracting its outstanding liabilities from its total assets; also used to measure the net worth of individual assets by subtracting accumulated depreciation from the full cost of that asset.

See also: Accumulated depreciation, Asset, Liabilities

Although the corporation appeared to be in good financial shape because of its high earnings, its book value told a different story.

Capital lease 

A lease agreement that conveys effective ownership of an asset, even though technically it is not owned by the lessee. Calls for special accounting treatment, where the asset is included on the balance sheet of the lessee.

See also: Balance sheet, Operating lease

The ballet company had a capital lease through the convention center on the building they used for a rehearsal space and smaller productions.

Capital loss 

The amount by which the total purchase cost of an asset exceeds its selling price.

See also: Capital gains 

Dennis sold some stock for quick cash, but he suffered a capital loss on the sale.

Capital structure 

The methods a company uses to finance its assets, which typically include a combination of equity investment and short- and long-term debt.

See also: Debt, Debt-to-equity ratio, Equity

Once the partners had their capital structure in place, they were able to open their new business.

Carrying value 

An accounting calculation used to measure a company’s net worth, which is calculated by subtracting outstanding liabilities from total assets. Also known as “book value.”

See also: Accumulated depreciation, Asset, Liabilities

According to the carrying value, the business wasn’t doing as well financially as many investors believed.

Cash flow 

The movement of money into and out of a company, due to operating, financing, and investing activities.

See also: Statement of cash flows

The software company ran into cash flow issues when its latest upgrade didn’t sell as well as expected.

CEO (Chief executive officer) 

The top executive of a company (often its president), who is responsible for overall decision-making for the company.

See also: CFO

The new CEO made it clear she would be taking the company in a new direction in order to keep the corporation modern.

CFO (Chief financial officer) 

The professional responsible for managing all the financial activities of a company. He sets the high-level financial policies for the company.

See also: CEO

The CFO was able to revitalize the corporation’s budget and increase earnings in just two years.

Churning and burning 

The act, committed by unethical brokers, of excessively trading securities in a client account in order to increase commissions.

See also: Boiler room, Fiduciary

The broker lost his reputation and most of his clients when it became public that he was churning and burning.

Commission 

A service fee charged by brokers in exchange for their services, typically on a per-transaction basis. Rates vary widely by firm, but are usually highest for full-service brokers.

See also: Broker, Discount broker, Full-service broker

Paying a commission is usually a reasonable exchange for getting the wisdom and advice of a professional broker.

Comparative statements 

Financial reports for a single company from different time periods, which are formatted in the same manner and presented side-by-side to make it easy for investors to spot patterns and trends.

See also: Financial statements

Prior to making a large investment with a corporation, Bill liked to see the comparative statements so he could draw his own conclusions.

Conglomerate 

A big company that has a controlling interest in several other, seemingly unrelated, smaller businesses.

See also: Wholly owned subsidiary

Laverne was shocked to learn that the company that made her child’s playpen was owned by the same conglomerate that owned a weapons manufacturer.

Consolidation 

The combination of two or more companies (or product lines) into a single new entity.

See also: Merger

The computer company and the software company realized that a consolidation would increase efficiency for both of them.

Controller 

The top financial manager in a company, usually in charge of the accounting systems and related departments. In small companies, he may also be the CFO. Sometimes called the “comptroller.”

See also: CFO

The controller made all the financial decisions for the company, reporting only to the board of directors.

Cook the books 

Fraudulent accounting practices used by corporations to make their financial statements, particularly profits, look better than they are.

See also: Financial statements, Profit

The executives of the corporation faced charges when it came to light they had known about and approved of the plan to cook the books.

Corporate charter 

A legal document that creates a corporation and sets the rules it follows. Information includes the name and purpose of the company, the number of shares authorized to be sold, and the names of the people creating the corporation. Filed with the state government where the corporation is based.

See also: Authorized shares, Corporation

The business partners celebrated the culmination of their dreams once the corporate charter had been filed.

Corporation 

A company that operates as a separate legal “person,” with its own legal rights and obligations. Owners, also known as “shareholders,” bear no legal responsibility for the actions or financial obligations of the company. Ownership is measured in shares of the company, called “stock.”

See also: Common stock, Limited liability

Lionel and Joe formed their corporation in the hopes that one day it would be big enough to trade on the New York Stock Exchange.

Cost of goods sold (COGS) 

The amount originally paid for inventory items that have been sold to customers.

See also: Statement of profit and loss

Every company that sells goods has to show costs of goods sold in their financial statements.

Cost of sales 

The original dollar amount paid to purchase the inventory items that have been sold to customers. More often called “cost of goods sold.”

See also: Statement of profit and loss

The bookkeeper ensured the cost of sales showed up on every one of the shop’s financial reports.

CPA (Certified public accountant) 

A financial professional, licensed by the state in which she practices after fulfilling strict education requirements and passing a comprehensive series of exams.

See also: Broker, Certified financial planner

Molly hired a CPA to do her annual tax returns and help with some financial planning.

Credit cliff 

When a company already struggling with debt problems faces additional troubles, which can cause a lowering of their credit rating. Companies with lowered credit ratings have to pay higher interest rates for their loans, increasing their costs of financing and cutting further into their cash.

See also: Credit rating, Default

The airline faced a credit cliff when fuel prices skyrocketed and their vendors wouldn’t extend any more credit.

Current ratio 

A mathematical measure of a company’s ability to pay its short-term liabilities in a timely manner. Calculated by dividing total current assets by total current liabilities. A result of less than 1.0 indicates liquidity problems.

See also: Liquidity, Ratio analysis

James was concerned when the current ratio on Lion Joe Corporation, his biggest investment, dropped below 1.0.

Debt-to-equity ratio 

A statistical measurement of a company’s overall financial leverage, which is calculated by dividing the company’s total outstanding long-term liabilities by its total outstanding common stock at book value. A result of more than 1.0 indicates a highly leveraged company, i.e., a company potentially drowning in debt.

See also: Book value, Common stock, Leverage

The board of directors considered replacing the CFO when they realized how high the company’s debt-to-equity ratio was getting.

Debt-to-income ratio 

This calculation is useful to figure out how much loan someone can afford, often used when trying to buy a house. Calculated by dividing total monthly debt payments by total monthly income, where a result of less than 35% is considered good.

See also: Credit rating, Mortgage

Danielle was pleased at the amount of house she was going to be able to afford based on her debt-to-income ratio.

Depreciation 

An accounting calculation used to show an asset’s loss of value (i.e., wear and tear) over time.

See also: Asset

The corporation’s income statement showed $1 million in depreciation expense the previous year.

Divestiture 

The act of getting rid of all or part of an investment or asset, which can happen in large chunks or in small pieces over a long time period.

See also: Asset

The woman demanded a rapid divestiture once she learned of the company’s poor labor practices in its overseas factories.

Earnings 

For an investor, a combination of capital gains, dividends, and interest produced by investments.

See also: Income, Profit

By the time she was fifty, Pauline was able to live off her investment earnings and use her paycheck for travel and spa sessions.

Earnings per share (EPS) 

The net profit of a corporation divided by the total number of shares outstanding. Shows the portion of profits earned by a single share of stock.

See also: Dilution, Price-to-earnings ratio

When Lion Joe Corporation announced that its earnings per share had increased from last year, the stock price went up right away.

EBIT (Earnings before interest and taxes) 

A company’s profits before deductions are taken for interest expense related to long-term debt (meaning the interest that has to be paid on things such as bonds and mortgages) and income taxes. Also known as “operating income.”

See also: Bond, Debt, Profit

The young company’s EBIT was good, but needed to get better before their chief financial officer would be able to relax.

EBIT DA (Earnings before interest, taxes, depreciation and amortization) 

A company’s profits before deductions are taken for interest expense related to long-term debt, income taxes, and depreciation and amortization expenses. Shows investors a truer picture of cash operations, particularly for companies with a large amount of fixed or intangible assets. Helps compare asset-heavy companies to other types of companies on a more level playing field.

See also: Amortization, Depreciation, Fixed assets, Intangible asset

Ethan’s financial advisor told him to look at a company’s EBITDA, as well as its cash flows and debt ratios before making any investment decisions.

Economies of scale 

A per-unit cost advantage that comes with increased production levels. For example, if a company pays $1,000 rent for their factory and produces 100 units, the rent expense is $10 per unit. If they produce 500 items, the per-unit rent expense drops to just $2 per unit, thereby lowering the costs associated with each unit.

See also: Fixed expenses, Overhead

Often in manufacturing, the trick is to balance economies of scale with quality workmanship without sacrificing either.

Entrepreneur 

A small business owner, usually of a unique or innovative business.

See also: Angel investor

The run-down building had stood empty until an entrepreneur with vision realized it could be a lovely little tea shop.

Equity 

The portion of an asset or group of assets that is owned outright and not funded by debt.

See also: Debt

The couple had enough equity in their house to borrow against it in order to remodel.

Equity financing 

Funding a company by selling ownership interest in the company, rather than by incurring debt.

See also: Debt, Equity

Since the computer techs didn’t want to start out owing huge amounts of money, they used equity financing to get their company up and running.

Expense 

The normal costs of trying to earn revenues.

See also: Profit

Many small business owners underestimate the actual expense of starting up a new shop.

Extraordinary item 

A one-time business event (such as a flood loss) that substantially affects the net profits of a company. Reported separately on the statement of profit and loss to allow statement readers to see the extent of the impact.

See also: Statement of profit and loss

Vern knew to look for the extraordinary item listing once he saw the report of the warehouse fire on the national news.

Fair market value 

The dollar amount an asset would sell for on the open market.

See also: Asset

The con man tried to get people to buy worthless stocks by claiming he was offering them well below fair market value.

Fat cat 

Lingo for an excessively overpaid executive.

See also: CEO, CFO

After the merger, the new board of directors required the resignation of the fat cat CEO who had been so ineffective for so long.

FIFO (First in, first out) 

A method for determining basis when selling a portion of an investment whose shares have been accumulated over time. The first shares that were purchased are considered the ones sold for purposes of determining capital gain or loss.

See also: Basis

Roni decided to use FIFO to report her basis when she sold her shares in Lion Joe, because the first shares she bought had been at the highest price.

Financial statements 

The three reports—the Balance Sheet, Statement of Profit and Loss, and Statement of Cash Flows—that together detail the current financial strength of a company.

See also: 10-K, Annual report, Audited statements, Balance sheet, Statement of cash flows, Statement of profit and loss

Investors can learn more about a corporation’s overall health by studying its financial statements than by just reading the hype and looking at the pictures in the company’s annual report.

Fiscal year 

The twelve-month period used for accounting purposes.

See also: Financial statements

The company had already met its goals by the time it was three-quarters through the fiscal year.

Fixed assets 

A term for tangible property, including real property, which a business expects to used for at least one year.

See also: Balance sheet, Liquid assets

Todd’s lawn mowers and trucks were some of the most important fixed assets owned by his landscaping business.

Fixed expenses 

Business costs that remain stable regardless of sales or production. Examples include rent, property taxes, and interest expense.

See also: Overhead

The fixed expenses were the easiest for the new business owners to plan into their budget.

Forensic accounting 

The investigation of a company’s accounting information, providing information that can be used in court.

See also: Cook the books

News of the scandal broke when forensic accounting uncovered an embezzlement scheme.

Free cash flow 

The amount of cash a company has on hand after paying all of its expenses, dividend payments, and making investments in assets. Indicative of a company’s financial well-being.

See also: Cash flow

Tal encouraged his clients to look at a company’s free cash flow before making an investment decision.

General partner 

A person who owns an unincorporated business with at least one other person, yet bears personal financial responsibility for the entire enterprise.

See also: Corporation, Limited partner

Although the plumber’s son was part owner of the company, the plumber himself was the sole general partner.

Godfather offer 

A takeover bid made by an acquiring company that’s so good it can’t be refused by the company that’s being bought (also known as the “target company”). Typically, it’s an offer to pay well over market price for shares in the target company.

See also: Acquisition

Although Robert had never planned to sell his business, when the corporation made him a godfather offer, he decided it was time to retire.

Going concern 

A company that has strong prospects for staying in business and staying solvent for the foreseeable future.

See also: Bankruptcy, Insolvency, Liquidate

Investors were still comfortable buying the Lion Joe’s stock because, despite temporary financial instability, they knew it was a going concern.

Golden handcuffs 

Incentive benefits offered to employees to entice them into staying in their jobs.

See also: Incentive stock option

Although the hours were long and her social life was almost nonexistent, the golden handcuffs kept Jean at her firm.

Golden parachute 

Special generous benefits (such as stock options and sizable severance packages) promised to top employees of a company in the event the company is taken over. Considered protection against hostile takeover.

See also: Hostile takeover, Stock options

Lion Joe Corporation had deep enough pockets that even the golden parachutes offered by the target company weren’t enough to prevent the takeover.

Goodwill 

A financial measure of a company’s reputation, good name, and popularity. Equals the difference between fair market value of the company’s actual assets and the excess amount someone would be willing to pay for those assets. Considered an intangible asset. Examples include name and brand recognition.

See also: Fair market value, Intangible asset

The popular soda manufacturer included substantial goodwill on its balance sheet, as its main product was a bestseller throughout the world.

Gray knight 

A second party that tries to muscle in on an ongoing takeover attempt, hoping to profit from discord between the target company and the original bidder.

See also: Black knight, White knight

The gray knight was able to purchase the company for a much better price than it had ever hoped for when the original takeover went bad.

Growth rate 

The percentage increase in a specific financial value between two periods. Usually measures the change in revenues, earnings, or dividends.

See also: Dividend, Earnings, Revenue

Scott was pleased with the phenomenal growth rate on his Lion Joe stock.

Holding company 

A corporation that owns the controlling interest in other corporations, and therefore affects their management and operations.

See also: Controlling interest

The off-beat clothing manufacturer hoped to remain independent and not under the control of a holding company.

Hostile takeover 

When one company acquires ownership of a second company against the express wishes of the second company’s primary owners, management, or board of directors.

See also: Board of directors, Merger

The two small firms merged in order to avoid the hostile takeover that was being threatened by an industry giant.

Illiquid 

Unable to be converted quickly into cash. Usually used in reference to fixed assets (including real estate) or securities for which there’s no ready market.

See also: Liquid

Although the man was asset-rich, he was illiquid, which made it difficult when he needed cash flow.

Impaired asset 

A company asset that’s worth less on the open market than on the company’s books, giving a distorted picture of the company’s net worth. Often results in a write-down of the asset to the current market value.

See also: Asset, Write-down

The warehouse would be an impaired asset to the company until it received serious rehabbing.

In play 

Industry lingo for a company that’s up for sale and has received an initial bid.

See also: Acquisition

No one was surprised that the corporation was in play so quickly considering its overall value.

In sight 

When commodities underlying a futures contract are about to be delivered.

See also: Commodity, Futures

Investors breathed easier once the wheat had made it through the rainy season without being ruined and was in sight.

Inflation-adjusted return 

A way to measure investment returns after the impact of inflation. The simplest way to calculate this is to subtract the current inflation rate from the rate of return. This shows investors whether their investments are outpacing inflation.

See also: Inflation, Rate of return

Debbie was pleased that the inflation-adjusted return on her portfolio showed her overall investments were growing much faster than inflation.

Insider trading 

A practice of buying and selling securities based on information known only to officers and high-level employees of a corporation. When done legally, the transactions are reported to the SEC. The illegal version involves a breach of fiduciary duty or unauthorized access to such nonpublic information resulting in an unreported transaction, and is prohibited under securities laws.

See also: Fiduciary, SEC, Securities law

A professional’s morals and ethics must be strong in order to resist the understandable allure of insider trading.

Intangible asset 

An item of value which has no physical form, such as a copyright or patent.

See also: Amortization, Asset

With the advent of the Internet, the legalities of intangible assets are becoming more important than ever for artists and musicians.

Interest coverage ratio 

A financial calculation that shows how well a company can handle its upcoming interest payments. Computed by dividing EBIT (earnings before interest and taxes) by interest expense for the same period. A result greater than 2 indicates the company can easily meet its interest obligations, while a result less than 1 shows that the company may not be able to make timely interest payments. Should be used by investors thinking about buying corporate bonds. Also called “times interest earned (TIE).”

See also: Corporate bonds, EBIT, Solvency

The interest coverage ratio showed that the company was struggling to make interest payments, even though earnings were higher than last year.

Internal rate of return (IRR) 

The growth rate expected by a business for a project it plans to invest in. Used by companies for capital budgeting purposes, particularly when comparing potential projects. The project with the highest result has the best chance of adding to the company earnings.

See also: Growth rate

The company was willing to make less in its games division because their next piece of technology had an incredibly high internal rate of return.

Intrinsic value 

The real worth of a company, based on things such as its assets and equity as well as other less measurable factors such as insightful management. May be completely unrelated to the current market value of the stock. Often looked at by value investors to find “bargain” stocks.

See also: Fundamental analysis, Value investing

The CEO’s attitude toward employee and client relationships raised the company’s intrinsic value above that of its competitors.

Joint venture 

When two individuals or companies come together for a specific business project, agreeing to share profits (or losses) and control, without officially merging.

See also: Merger

The joint venture between the Marion’s farm stand and Howard’s delivery service boosted earnings for both parties.

Kicking the tires 

Slang for due diligence, a thorough investigation of a potential investment.

See also: Fundamental analysis, Ratio analysis, Technical analysis

David appreciated his financial advisor because she was good at kicking the tires before recommending any investments in new corporations.

Leaseback 

A business arrangement where one company sells a major asset to another company, then rents it back from them. A strategy used when a company needs a big cash infusion, but still needs to use their asset. Also called “sale and leaseback.”

See also: Asset, Lease

The landscaping company entered into a leaseback with the tractor retailer and managed to score enough cash to stay in business.

Leverage 

The use of debt, rather than equity, to finance assets or investments.

See also: Debt, Debt-to-equity ratio, Equity

The corporation had a solid equity position, so the CEO authorized using leverage to expand the factory.

Leveraged buyout (LBO) 

When one company buys another with borrowed funds (usually 90%), such as bonds or loans, and uses the target company’s assets as collateral. Considered a predatory takeover practice, often used with hostile takeovers.

See also: Hostile takeover, Target company, Leverage

Predators Inc. borrowed more than $8 billion to complete their leveraged buyout of Lion Joe Corporation.

Liabilities 

Business debts, as reported on the company balance sheet.

See also: Asset, Balance sheet

When Alonzo considered buying corporate bonds, he always analyzed the company’s other liabilities.

LIFO (Last in, first out) 

A way to figure out the basis when selling just a portion of an investment whose shares have been accumulated over time (such as when investors reinvest mutual fund earnings in more shares of the fund instead of getting a cash payment). The most recent shares purchased are considered to be the ones sold for tax purposes, to determine the capital gain or loss. Most often used when share prices have been rising, since the last shares purchased would come with the highest price tag, and therefore minimize any taxable gains.

See also: Basis, Capital gains, Capital loss

When Bonita sold half of her mutual fund shares, she used the LIFO method to report her gains on her Schedule D.

Limited liability 

A legal concept where a person cannot lose more than a predetermined amount, usually the amount he has invested in a company; the company’s creditors cannot sue the owners/shareholders personally, but can only go after company assets. This means that shareholders can lose their entire investment, but not more than that. It is a key feature of corporations and limited liability companies (LLCs).

See also: Corporation, Liabilities Limited liability 

protected Tina and Max from personal financial disaster when their company had to file bankruptcy.

Limited partner 

A person who owns an unincorporated business with at least one other person, but takes absolutely no part in running or maintaining that business. Financial responsibility is confined to his investment. Also known as a “silent partner.”

See also: General partner, Limited partnership

The musician became a limited partner in many small businesses located in New Orleans, with the hope that the added financing would help rejuvenate the city.

Limited partnership 

An unincorporated business owned by at least two people, with at least one general partner and at least one limited partner.

See also: General partner, Limited partner

Since Craig wanted to run the company and Toby had the cash flow to get it started, a limited partnership was the ideal solution.

Liquid 

Able to be immediately converted into cash.

See also: Liquid assets, Liquidity risk

Scott needed to stay relatively liquid so he kept his savings in a money market account.

Liquid assets 

Cash and other property that can be immediately converted to cash.

See also: Fixed assets

Financial institutions hold more liquid assets than fixed assets.

Liquidate 

Selling off assets (or an entire business) for immediate cash, transforming illiquid into liquid assets.

See also: Insolvency, Liquid

In an attempt to stay in business, the furniture company liquidated several of its stores and downsized its personnel.

Liquidity 

The ability to pay obligations as they come due.

See also: Insolvency

George always invests in companies with strong liquidity because it means they can pay their bills and cash dividends.

Lobster trap 

One way for target companies to avoid a hostile takeover is to pass a rule that disallows shareholders who own more than 10% of the equity from converting any convertible securities they hold (which keeps them from adding to their voting stock).

See also: Hostile takeover

The board’s lobster trap ended the larger company’s attempt at a takeover.

Lower of cost and market method (LCM) 

A required accounting practice (in the United States) where inventory must be recorded on the books at its lowest value, whether it’s the current book value or the current replacement cost.

See also: Impaired asset, Write-down

Although it would cost nearly double the amount to replace, the accountants were required by the lower of cost and market method to list the machine’s value at just under $10,000.

Macaroni defense 

A strategy used to prevent hostile takeover, where the target company issues special bonds that have to be redeemed for a lot of money in the event of a takeover. (The name comes from the fact that pasta expands when you cook it.)

See also: Hostile takeover

Hostile Inc. no longer had the cash to take over the Lion Joe Corporation once its board of directors instituted a macaroni defense.

Management buyout (MBO) 

When a company’s executives buy a controlling interest in the company.

See also: Controlling interest

Tired of where the board of directors was taking the corporation, the upper executives pooled their resources and staged a management buyout.

Mark to market 

Logging the daily price (or value) of a security (or a portfolio or account). Done to track profits and losses, or to make sure minimum margin requirements are met.

See also: Margin account

After his account was marked to market, Antonio got a margin call from his broker.

Market value 

The current publicly quoted price for which an investor can purchase or sell a security.
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