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Getting
Down to
Basics

Stocks
and Bonds
and What
They Are
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Nearly every person reading this book has
probably, at one time or another, played the game of
“Monopoly.” At the beginning of the game each
player is given $1,500 to invest in real estate, rail-
roads, and utility companies, and the player who
turns his $1,500 into the most money wins. Through-
out the game, players try to increase the money they
make, their profits (a profit is the money a business
has left after its expenses are paid), by charging other
players “rent” when they land on their property, or
collecting payment for the “ride” should they land on
their railroads, or charging them a varying fee if they
land on the electric company or the water company
and thus “use” those utilities. In addition to money
they get from their properties, players can win, or
lose, extra money from other sources, depending on
the cards they draw from stacks called Chance and
Community Chest. There is one card, among many
others, in the Chance stack that says “Bank pays you
dividend of $50.00,” another from Community Chest
that says “From sale of stock you get $45.00.”
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Throughout the years probably millions of games of
“Monopoly” have been played by hundreds of thou-
sands of people. Boys and girls, men and women, have
collected $50 from the dividend card and $45 from the
stock sale card over and over again. However, many
young people who collect that money may not know
what a dividend or a share of stock is. They may real-
ize that dividends and stock sales can generate
income—money—in the game of “Monopoly,” and
therefore are good things to have, but they may not
realize that stocks and bonds and dividends all gener-
ate income in the game of real-life investing, too.

“Monopoly” is a game, with certain rules for play-
ing it. Investing in the real world is different. Even
though people often refer to “playing the market”
(and it is true that investing can be fun), it is not a
game. Still there are certain guidelines that investors
can follow that will increase their chances of making
money in the markets. Since statistics say that more
than twenty million Americans under the age of
twenty-one have investments in the stock market
today, it makes sense to have a book that explains a bit
about stocks, bonds, and financial markets that is
written especially for young people, who might be
considering investing.

Generally speaking, there are two kinds of busi-
nesses—privately owned companies and corpora-
tions. Years ago, in the 1950s, there was a small com-
pany in Fort Worth, Texas, called, after its owner, the
Tandy Leather Goods Company. Mr. Tandy sold
leather that could be tooled into belts, handbags, sad-
dles, and billfolds. In the beginning Mr. Tandy was
responsible for everything that went on at Tandy
Leather Goods. The company grew, however, and
eventually the Tandy Leather Goods Company went
from being a privately owned company to a corpora-
tion that was publicly owned. It became the Tandy
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Corporation. Tandy has come a long way from leather
goods. Today, among other things, it owns all the
Radio Shack stores in the United States. Mr. Tandy
does not own those stores; the stockholders of Tandy
Corporation do.

How many times have you seen the letters Inc.
after a company’s name? They are an abbreviation for
the word incorporated, which means “to form into one
body,” and they appear after the names of giant inter-
national businesses such as Texaco, Inc., or Revlon,
Inc., or PepsiCo, Inc. They often appear after the
names of smaller businesses, and they can appear as
well after the names of groups of professionals, per-
haps doctors, who are providing their services
together. The next time you visit your doctor or den-
tist, look at the name on the door of his office. It could
say something like Memorial Family Practice Asso-
ciates, Inc.

A corporation is formed when a group of people
doing business together decide that they no longer
want to own the company all by themselves; instead,
they want to share the ownership with others. In
order to do this, the corporation issues shares of stock,
which it sells to people who are then called stockhold-
ers in the company. A share of stock is a share of own-
ership in a corporation. Therefore, if a corporation has
100 shares of stock to sell and you buy 50 of them, you
become half-owner of the company and you share in
half of the company’s profits or losses. If you buy 10
shares of this company’s stock, you own a tenth of the
company, and likewise share in a tenth of the busi-
ness’s profits or losses. As a stockholder, you share in
the profits and losses of the company in direct propor-
tion to your investment in it. Shares of stock are often
called securities, because the company that issues
them has secured, or guaranteed, that the purchaser
now owns a share of the company.
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You might be wondering why anyone who owned
a successful business would want to share that owner-
ship with anyone else by incorporating. Each business
that incorporates has its own specific reasons for
doing so, but there are a few general reasons that
apply to all of them.

Suppose two people, Ferdinand and Isabella Ro-
sencrantz, decide to go into business together making
and selling widgets. They call their new company the
Ferdis Widget Company. Business is good; in fact, it’s
great. Everyone wants a Ferdis widget, and Ferdinand
and Isabella can barely keep up with the demand.
They need to expand their widget operations to an
international scale. But doing that takes money, a lot
of it, probably more than Ferdinand and [sabella have
between them or could even borrow at a bank. Few
individuals are capable of providing the financial
investment—the working capital, or money—that a
business needs to expand. However, if Ferdis Widget
Company incorporates, the income from the sale of its
stock could generate the working capital Ferdinand
and Isabella need to expand their business until Fer-
dis Widgets, Inc., becomes one of the biggest widget
manufacturers in the world. The main reason, then,
that companies incorporate and offer to sell shares of
their stock to people like you and me, is to raise work-
ing capital so the business can expand.

If Ferdis’s widgets become the most talked-about
widgets in history and the business grows to an inter-
national scale, Ferdinand and Isabella probably will
want to think that their company would continue to
exist after their retirements, or even their deaths. By
incorporating and offering to sell shares of the compa-
ny’s stock to the public, these two people provide a
means for independent management of Ferdis Wid-
gets, and for an orderly transfer of ownership, should
that become necessary or desirable. Ferdinand and
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Isabella will not live forever, but Ferdis Widgets, Inc.,
could. So another reason people incorporate their
companies, then, is to give them unlimited life.

On the other hand, suppose Ferdinand and Isabel-
la did not incorporate the Ferdis Widget Company.
Suppose, too, that their business grew modestly, and
they had managed to borrow some money from a bank
in order to build a small widget plant on the outskirts
of town. Suddenly, however, the demand for widgets
falls off, and the Ferdis Widget Company stops making
a profit. Without a profit, Ferdinand and Isabella can-
not repay their loan at the bank. Now the bank can
seize, or take, their personal assets—home, boat, fur-
niture, car, jewelry, anything of value—to satisfy the
debt. If they had incorporated, that would not happen.
Remember, we have said that “to incorporate” means
to form into one body. When a company becomes a
corporation, the owners are no longer seen as individ-
uals as far as the law is concerned and their personal
property is protected from seizure. The bank, and any
other people or businesses to whom Ferdis Widgets,
Inc., owes money, can look only to the corporation
itself to satisfy the debt. Therefore, the bank and any
other creditors could force Ferdinand and Isabella to
turn the deed to their manufacturing plant over, as
well as all of the supplies necessary to manufacture
widgets and any leftover widgets that were on hand,
but they would have to leave Ferdinand, Isabella, and
their stockholders’ personal property alone. So protec-
tion from liability becomes another reason to incorpo-
rate a company.

Corporations often issue another kind of security
besides stock: bonds. In fact, “‘stocks and bonds” rolls
off people’s tongues like “hamburger and fries,” but
like hamburgers and fries they are really very differ-
ent things. Like stocks, companies and governments
issue bonds in order to finance expansion. However,
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when you buy a share of stock in a company, you are
actually purchasing something—a share of ownership
in the company. On the other hand, when you buy a
bond, you are not really buying anything; instead, you
are lending a company, or a government, something—
the money you paid for the bond! When a corporation
(a government can be a corporation) issues a bond,
they are really issuing a kind of promise that they will
redeem, or buy back, the bond at a specific time in the
future, with interest. In the meantime, they will use
the money you paid for it (bonds are usually sold in
$1,000 amounts) for their own expansion. Owning a
corporation’s bonds makes you a creditor, not an own-
er, of the corporation. A creditor is a person to whom
other people, or corporations, owe money.

Only corporations can sell stock or issue bonds,
and you may be wondering how a corporation is
formed. There are certain rules and regulations of
both the state and the federal governments that must
be met before those letters Inc. can be added to a com-
pany’s name. One of the first things a company that is
thinking of “‘going public’’—that is, offering to sell its
stock and bonds to the general public (that’s you and
me)—must do is file a registration statement with the
Securities and Exchange Commission. The Securities
and Exchange Commission—SEC for short—is a fed-
eral organization that regulates the securities indus-
try. After the registration statement is filed with the
SEC, the would-be corporation must prepare and print
a prospectus and file it with the commission as well.
The prospectus is usually anywhere from twenty-five
to fifty pages long, and it contains more information
than most people can digest about the new corpora-
tion. For example, it will include a history of the com-
pany up to the present time, complete with all the per-
tinent facts and figures, and it will include informa-
tion about people like Ferdinand and Isabella and any
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of their business associates who will be running the
new corporation with them.

In addition to registering with the SEC and filing a
[ prospectus| with it, the new corporation must apply for
[Arficles of Incorporation]|from the government of the
state where it will have its headquarters. In the Unit-
ed States, the Articles of Incorporation have to meet
the laws of the state where the company is headquar-
tered, as well as the rules and regulations of the SEC.
When both the state and the SEC are satisfied that all
their regulations have been followed, the state gov-
ernment will issue a[charter|to the new corporation.
The charter specifies the[kinds of stock [the company
will sell, and it defines the[rights and privileges]that
go with the ownership of each of the different kinds of
stock. For example, a corporation always issues com-
mon stock, and the charter gives the owners of that
common stock the right, and the responsibility, to
elect the company’s board of directors.

The board of directors is the most important group
of people in a company. Members of the board are
chosen by the [company’s owners, [the stockholders]
who trust them with the fate of their company. They
are chosen to serve because they have expert knowl-
edge of business, which the stockholders expect them
to use to run their new corporation, Ferdis Widgets,
Inc., profitably. It is the members of the board of direc-
tors, acting in unison, who ultimately decide how the
company will be run, how its capital will be invested,
and how its profits—if there are any!'—will be
divided.

The members of the board also have the responsi-
bility of electing the new corporation’s officers. In
order to become a corporation, a company must have a
president, one or more vice presidents, a treasurer, a
secretary, and a legal representative. These officers
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A company’s board of directors meets regularly
to oversee the operations of the business.



make the day-to-day decisions that go into the busi-
ness, such as whether or not to sell widgets in China,
whether they should be blue or red, how much they
should cost, etc. If the board of directors does not
agree with the decisions that the officers make, the
board can overrule them, or even remove them from
their jobs. After all, the board of directors must
answer to the stockholders of Ferdis Widgets, Inc.
They own the company.
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Wy do most people work? To earn money,

of course, because it takes money to buy food, and
clothing, and shelter. It costs money to take a vaca-
tion, or go to school, or visit the doctor. Most people
earn their money by working for someone else. It
could be the neighborhood grocer or it could be Xerox
Corporation, but the simple fact is, most of us will
never have our own widget company or own any oth-
er kind of business. But we can still participate in
many company'’s profits. How? By investing in corpo-
rations whose stock is sold to the public. We can also
participate in many company’s losses. How? By
investing in corporations whose stock is sold to the
public.

Back in 1670 a group of businessmen who lived in
North America decided that they could make some
money if they only could find the Northwest Passage
to India. Everyone said it was over here in the New
World somewhere! They approached King Charles II
of England and asked him (there were no state govern-
ments!) to grant them a charter for their new corpora-
tion, which they were going to call Gentlemen Adven-

(18]




turers Trading into Hudson’s Bay. King Charles
granted the charter, the corporation sold stock to
investors, and the new business started off looking for
the fabled passage. They didn’t find it, but they did do
some fur trading along the way while they looked.
Eventually, the company gave up its search for the
passage and concentrated on merchandising and ship-
ping the furs. Oh, and it changed its name, too, to one
that was more manageable—Hudson’s Bay Company.
Today, over three hundred years later, its stock is still
being traded on stock exchanges around the world,
and the striped Hudson’s Bay blanket is a familiar
sight at outdoor sporting events in cold weather all
across America.

The Hudson’s Bay Company is a spectacular
example of a company’s longevity. However, even
though we have said that one of the reasons people
incorporate their businesses is to ensure that the com-
pany will continue to exist after they are no longer
involved, it is important to remember that not all cor-
porations will exist beyond the lifetime of their foun-
ders. It is a sad truth that, out of every five new cor-
porations begun today, three will not be in existence
in five years. For the investor, the secret is to know
which ones will and which ones won’t—and that is
very hard to do! is another name for the
money that investors use to buy stocks and bonds and
other securities. It's a good name, because any invest-
ment in the stock market is risky, and we will exam-
ine the reasons why. But before we do that, we need to
look at the kinds of stocks that an investor can buy.

As we said in Chapter 1, all corporations sell com-
mon stock. [Common_stock|is the bread-and-butter
stock of the securities industry. Millions and millions
of shares of it are traded on stock markets around the
world every working day. A company’s common stock
rises in value if the general investing public (that’s
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ou and me and the butcher, baker, and candlestick
maker) thinks that the company will grow and
expand.

The stock of companies that expand rapidly and
profitably are called[growth stocks] They are the glam-
our stocks of the securities industry, the ones that
everyone wishes they had bought when the prospec-
tus was first written, the ones people tell stories about
over lunch. There is always going to be the anecdote
about someone’s Great-Uncle Thurber, who had the
chance to invest $500 in a newfangled drink that a
neighbor had concocted at his kitchen sink, but alas,
although Uncle Thurber liked the taste of the drink,
he decided not to take the risk. The drink turned out
to be Coca-Cola. If all of those stories were true, Coca-
Cola would have been brewed in kitchens all over
America! Nevertheless, it once was a new product,
and those who invested in the company early made a
fortune.

Sometimes a company can have a product that is
old, but a way of presenting it to the public that is
new, and an entire new industry is born. Back in 1967
most people who wanted to eat a fried chicken dinner
at home purchased a chicken at the grocery store, took
it home, and fried it. Then someone got the idea that
chicken, fried and ready to eat, could be sold at con-
venient neighborhood locations. The common stock of
an enterprise called Kentucky Fried Chicken went on
the market in April 1967, at $15 a share. That stock
was worth $300 a share two years later.

These are two examples of growth stocks that
earned fortunes for the investors who were willing
and able to put money into products, or ideas, that
were new and therefore risky at the time the compa-
nies began. You and I might make a small fortune (or
at least a nice profit) if we were willing to invest in
Ferdinand and Isabella’s widgets. On the other hand,
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if widgets don’t catch on, you and I, and everyone else
who took a chance on Ferdis Widgets, Inc., could lose
everything we had invested in the corporation’s com-
mon stock. No matter how carefully a new idea or
product is researched before it is offered to the public,
no one can be certain how well the product will be

accepted. Remember,only two out of five new compa-

nies live until their fifth birthday, so for a stock to gain
in value, the idea or the product must be accepted by
the public.

There are other factors that influence whether or
not the price of a share of common stock will rise or
fall. Some people buy stocks not because they antici-
pate the value of a share will go from $15 to $300 but
because they want the dividends the stock will pay. A
dividend is a share of the company’s earnings. In the
United States there are laws that govern the payment
of corporate One of the laws states that
dividends can be paid only out of a company’s surplus
cash. When a corporation is able to pay its stockhold-
ers good dividends, and pay them consistently be-
cause it consistently makes a profit, the value of a
share of its stock will usually increase.

The board of directors of a corporation makes the
decision when—and if—dividends will be paid. Many
factors influence the board when they make that deci-
sion, but the company’s profits—or lack of them—
carry the most influence of all. [“No profit, no divi-|

is a pretty good rule of thumb. And even if
there is a profit, the board of directors may decide to
use that money to buy more equipment and supplies,
so the company can grow, and no dividend will be
paid that year either. When a dividend is declared it is
usually paid to the stockholder in cash, but it can take
the form of additional shares of common stock.

So far, we have just discussed common stock.
There is another kind of stock that corporations can
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jssue. It is calledlpreferred stockl and although the
name seems to imply that it is better stock than com-
mon stock, that is not necessarily so. The “prefer-
ence’’ part of it has to do with, among other things, the
payment of dividends. Have you ever heard the
expression “I get first divs” on something? It has its
origins in the stock market, and it refers to preferred
stock. Preferred stock has a predetermined—you
could almost say “guaranteed,” except that there are
no guarantees in the stock market!—dividend that

must be paid to its owners before the owners of com-
mon stock can receive any dividends on their stock.
Too, should a corporation be one of those that go out
of business, or the company’s assets (its
buildings, land, tools, the money in its treasury, etc.)
will all be converted into cash. The cash, then, will be
distributed among the stockholders of the company.
However, preferred stockholders will share in the dis-
tribution first, before the common stockholders can
receive their share. If the money runs out before the
common stockholders receive theirs, well . . . that’s
another reason the stock is called “preferred.”

The dividend that is paid to preferred stockhold-
ers is not based on the company’s profits. It is a fixed
amount that does not vary, even if Ferdis Widgets,
Inc., takes off like a rocket and the common stock qua-
druples in value. Because the dividend is fixed, the
price of preferred stock does not fluctuate, or change,
with the stock market the way common stock does,
and the chances of making a profit (or taking a loss)
with it are not as great as they are with common
stock.

The stock market changes every day. On days
when investors are feeling confident in the American
economy—in other words, when they feel that busi-
ness is good and will get better—the value of an aver-
age share of stock will rise. Why? Because investors
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This historic cartoon shows an alarmed investor
caught between the stock market’s bulls and bears.



are willing to buy stock in America’s corporattons,
and when people want to invest in a company, the val-
ue of a share of its stock increases. On the other hand,
there are times when investors are feeling pessimistic
about the economy. They think that profits are falling
and that in general companies will not be able to grow.
puring those times, the value of an average share of
stock will fall. Why? Because people want to sell their
stock, and when too many investors want to sell their
shares of a given stock, the price of a share falls.

You have probably heard expressions like “We're
bullish on America.” Sometimes on the evening news
you may hear a commentator say something like “The
bears chased the bulls out of the stock market today.”
They are talking about bear and bull markets. A mar-
ket where the priceW is
called a[bull market] a market where stock is fall-
ing in value is called a bear market. Some people
think the markets got those nicknames because of the
way the two animals fight. When a bull is battling, he
will swing up with his head and his horns. When a
bear attacks, he slashes down with his paws.

The market swings between bears and bulls.
Sometimes it is a bull market for a few days, some-
times for a few hours, and sometimes even for several
weeks or months. The same is true for bear markets;
they, too, can last for hours, days, weeks, or months.
As long as we’re comparing the market to bulls, we
might as well use another ranching term. You could
say that the stock market operates under the
instinct] A herd of cattle will follow the lead steer
wherever he goes—sometimes right off a cliff if some-
one doesn’t stop them! In a way, investors in the stock
market operate under the herd instinct, too. That is,
they tend to follow what everyone else is doing. So if a
few major investors begin to sell their stock, everyone
rushes to sell their stock, too, before the price falls.
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Similarly, when the prices of stock are low and major
investors think they will rise and begin to buy, other
investors tend to buy, too, so they can realize a profit
when the value of the stock goes up. This kind of fluc-
tuation goes on all the time, and most people (espe-
cially if they do not have any money invested in the
stock market!) pay little attention. There was a time,
however, when a bear market put its claws into every-
one who lived in the United States, whether they ever
owned stock or not.

Perhaps you have heard your grandparents speak
of “the Roaring Twenties.” You certainly have seen
television shows set during the 1920s. World War I
was over, American women cut their hair and short-
ened their dresses, business was booming, and the
only battles that were going on were between gang-
sters such as Al Capone and law enforcement agen-
cies. Everyone in the country was optimistic about
America’s future, and that optimism caused many,
many people to begin to invest in the stock market. It
seemed to be an easy, quick way to make money,
because during that period of time many stocks rose
in value quickly. It was relatively easy to buy new
stocks at a low price and sell them at a profit when the
price went up. Soon people who could not afford to
take the risk that goes with investment, people who
did not have extra money to spare or money that they
could afford to lose, were investing in the stock mar-
ket. Some people even borrowed money to invest,
because they were interested in the profits they
thought they could make. Individuals were not the
only ones who invested in the market. Businesses
invested, and so did banks. They took the money that
their depositers had placed with them, and invested it
in the stock market, because banks, like any other
kind of business, operate to make money. But some of
the banks took nearly all of their deposits and put
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them in the stock market, and that’s how some of
them got in trouble.

You have seen that the stock market goes up and
down for many different reasons. When the market is
pearish, the average price of a share of stock tends to
g0 down. However, the market usually corrects itself,
and in time investors who are bullish buy stock again,
and the market goes up. It’s a balancing act a bit like a
seesaw, and as long as the bulls balance the bears,
things are all right. But you know what happens when
someone abruptly gets off a seesaw—it crashes. In
1929, many people got out of the stock market, and it
got so out of balance that it, too, crashed.

The reasons for the Crash of 1929 are very compli-
cated, and no one fully understands all of them—even
to this day. In the fall of 1929, the market turned bear-
ish. Investors suddenly decided that they wanted to
sell their stocks in order to get their profits. As this
profit taking increased, the prices of stocks fell. When
other investors saw that the market was falling, they
hurried to sell their stock, too, before it fell any more.
With all of this money being taken out of the stock
market, many businesses failed, and the people who
worked for them lost their jobs. That complicated
matters further because, without a job, people have no
money to buy goods and services. When there are no
customers to buy their goods, or use their services,
still more businesses can fail.

To make matters worse, during this time people
went to the banks to withdraw what money they had
on deposit there in checking and savings accounts.
Many of the banks could not give people their money,
because the banks had invested it in the stock market
and lost it! When depositers began to hear that the
money in some banks was not safe, they became fran-
tic. All over America, people raced to their banks,
demanding their money. When most of a bank’s
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epositers want their money right away, the condition
is called a “run” on the bank| Because of the runs,
many banks failed; they had lost their customers’
money and they, too, went out of business. The plung-
" ing stock market, combined with failing banks and
companies going out of business, brought an abrupt
end to the prosperity of the Roaring Twenties and
replaced it with the poverty of the Great Depression.
Hundreds of businesses failed. Thousands of Ameri-
 cans lost their jobs. Everyone in the country was
affected by the crash of 1929, whether they had
invested in the stock market or not.

The stock market crashed when Herbert Hoover
was president of the United States, and the Great
Depression continued for more than ten years. In 1933
Franklin Delano Roosevelt became president, and the
first order of business for him was to try to do some-
thing about the nation’s economy. He pushed a num-
ber of emergency bills through Congress. Some of
these bills were designed to create jobs, so America
would be working again. Roosevelt believed that at
least part of the reason for the crash of the stock mar-
ket lay in the fact that it was not regulated. In other
words, there were no consistent rules and regulations
that covered how stocks were issued in the first place,
or how they would be bought and sold once they were
issued. Although he did not want the government to
interfere in the stock market directly, he did urge
Congress to pass the Securities Act of 1933, and the
Securities Exchange Act of 1934. The Securities Act of

Crowds fill the streets
at the corner of Wall and
Broad following the stock
Mmarket crash in 1929,
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1933 regulated how all brand-new stocks would be
issued in the future, and the Securities Exchange Act
regulated how they were to be traded. The Securities
and Exchange Commission (SEC) is the agency that
enforces these two acts. All stock exchanges in the
United States must now register with the SEC.
Although the market still goes up and down, it is
much more balanced today than it was in 1929.
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Some of you who are reading this book have
money invested in the stock market right now. Others
of you will invest in the market in the future. Still
others of you have no intention of ever investing in
the stock market as an individual. However, even if
you choose not to participate on your own, the
chances are that some of your money will be invested
in the market for you indirectly. When you go to work
for a company you may be given the opportunity to
participate in a pension plan or a profit-sharing plan.
Although these kinds of plans vary from company to
company, they usually involve the employee and his
or her employer contributing a certain amount of
money to the employee’s account. The money that
employees and their employers put into these kinds of
retirement accounts comes to billions of dollars
annually. Companies invest much of that money in
the stock market. So you see, you could have a dollars
and cents interest in the market whether you partici-
Pate on your own or not.
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As we have seen by the Crash of 1929 and the
Great Depression that followed, everyone in a country
is affected by that country’s economy, and in the Unit-
ed States, the stock market is one thermometer that
measures the nation’s economic health. So, unless you
plan to be a hermit living in a cave eating nuts and
berries, you should care about what’s happening in
the market, whether you’ve invested in it or not.

If you decide to venture into the market, the first
step you will need to take is opening an account with
a stockbroker. A stockbroker is an agent—someone
who acts for someone else, and he or she works at a
brokerage firm. Many of these firms are quite large
and advertise on national television. You have heard
Shearson Lehman/American Express use their slogan
“Minds over Money” to convince you to open an
account with them. “Thank You, Paine Webber” is
another slogan; so is Merrill Lynch’s “We’re Bullish
on America.” Stockbrokers who work for these firms
and many other firms act for people who wish to buy
and sell securities. Opening an account at a brokerage
firm is as simple as opening an account at a depart-
ment store—perhaps simpler, because it can be done
over the telephone. However, since choosing a stock-
broker is a serious step, it would probably be best to
meet the man or woman you are considering in per-
son, instead of just talking on the telephone.

One of the rules of the New York Stock Exchange
is “know your customer,” and all good stockbrokers
do. In order to get to know you, however, he or she
will have to ask you some questions that might appear
almost nosey! At first, the broker will ask you for the
basic information that you give when filling out a job
application form—name, address, telephone number,
social security number (if you have one), etc. Then, if
you are earning a living, they will want to know about
how much money you make in a year. They might ask
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A stockbroker gets to know his clients in order to
give them advice that suits their investment needs.



about any investments you have made in the past, and
what investments you have now. Good brokers ask
what their client’s financial goals are. After all, you
must set a goal if you want to reach it—but try to resist
the temptation to say you want to be rich by 4:00 p.m.
tomorrow! They probably will want to know how you
feel about risk taking. Some people can lose $1,000
and grin and bear it; for others, the loss of a nickel
ruins their day. And finally a broker will probably ask
you, “How much money do you want to invest?” and
equally important, “How much money can you afford
to lose?” A person who cannot afford to lose any mon-
ey is taking a terrific risk putting a dime into the stock
market.

Once a broker has gathered this financial informa-
tion about you, he or she will want to know something
about your family, because the kind of family you live
in could make a difference in the kinds of investments
you should make. For example, some investors, espe-
cially young people with relatively few responsibili-
ties, are willing (and able) to take more risks with
their money than other investors. They might look for
stocks with a higher-than-average growth rate. Re-
member the Kentucky Fried Chicken story. There are
similar successes (and equally dramatic disasters)
happening to new corporations every day. Growth
stocks are an excellent way for an investor to increase
his net worth. Net worth is measured by the amount of
assets a person has left after all his liabilities (his debts
and expenses) are subtracted. However, growth stocks
are wise investments only if you are prepared finan-
cially and emotionally to take the risks that go along
with them.

When a person gets married, responsibilities
usually increase. Families with young children worry
about the cost of a college education, or braces. They
may also have to help support elderly parents.
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Obviously these kinds of families are not in a position
to put much of their investment capital in new, and
therefore risky, ventures. A good stockbroker might
recommend that they purchase blue-chip stocks. The
term blue chip comes from the chips used in a poker

ame. The blue ones are the most valuable. Blue-chip
stocks traditionally are stocks that have stability,
which means they don’t vary much in price because
they have already increased in value. Blue-chip
stocks also have a long record of paying dividends,
because the company has been profitable for a very
long time. Some examples of blue-chip stocks are
Xerox, Kodak, IBM—corporations whose names are
almost household words in America.

When a couple’s children leave home, their
investment needs could change again. People in that
stage of life are looking toward retirement and are
probably hoping to build a nest egg to help ease the
financial burden when there is no longer a steady
income from employment. People often try to protect
their assets in this period of their lives, rather than
trying to increase them, and because bonds are not as
risky an investment as stocks, a broker might suggest
that a couple add bonds to their portfolio at this time
in their lives. (‘Portfolio” is a term for all of the secu-|

|Tilies, such as stocks and bonds, that a person owns.)|

bonds will be discussed in a later chapter.

Brokerage firms and the brokers who work in
them are a bit like department stores. Some are full-
service and some are discount. The price you pay for
an item at a discount store is usually less than the
Qrice you would pay at a big department store. Some-
times that is fine, especially if you know exactly what
1t is you want to purchase and need no help or guid-
ance. However, if you’ve never bought a vacuum
cleaner before and you really don’t know how one
works, then you might want to buy it from a retail

———{33]



chkuo
矩形

chkuo
矩形





an

department store that has a salesperson there who can
answer your questions. The brokers in full-service
firms charge more commission when they buy or sell
your stock than do the brokers in a discount firm. A
commission is the fee (usually a percent of the price)
that a broker charges when he buys or sells securities
for you. The commissions that brokers in full-service
firms charge are higher because these firms have

‘higher expenses. For example, they hire people who

do nothing but research corporations whose stock is
for sale. In fact, these researchers keep up to date with
everything that is going on in the stock market. They
pool their information and pass it along to the firm’s
brokers who, in turn, use it or pass it along to their
customers. Discount brokerage firms do not employ
staffs of researchers, and most of them do not adver-
tise on television. Their expenses are not as high, and
their commissions are less. If you, as an investor, have
done all of the research yourself (and you should do
research yourself!) and you know for a fact that you
want to buy 100 shares of Ferdis Widgets, Inc., then a
discount broker could save you money on commission
fees.

Whether you research the stock market yourself
or rely on a broker and his staff to do it for you, you
should know something about the tools that are avail-
able to do that research. Although fears of a stock mar-
ket crash like that of 1929 have largely gone away,
most people who have invested in the market watch it

Stock analysts and researchers
enable a full service broker to
pffer clients up-to-the minute
information on the market and
other investment opportunities.
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carefully each day. They want to know if the general
trend of the price of securities is going up—a bull mar-
ket—or down—a bear market. On the evening news
broadcasts invariably there will be an announcement
something like this, “The closing Dow Jones Industrial
Average was up (or down) 3 points in moderate trad-
ing.” What in the world are they talking about? What
is the Dow Jones Industrial Average and what does it
have to do with the stock market?

In addition to being announced over radio and
television, the Dow Jones Average is printed in the
daily papers (except for the days the stock market is
closed, which is weekends and certain federal holi-
days), so investors can follow it for themselves. The
Average was developed in the last century by a man
named Charles Dow. Mr. Dow was an editor of the
Wall Street Journal, a leading financial newspaper. He
became convinced that the stock market itself would
give clues (if you knew which companies to look at) as
to whether the market was going up or down. Mr. Dow
chose twelve companies whose stock was listed on the
New York Stock Exchange. He chose the companies
carefully, because he wanted them to represent a good
cross section of America’s industries. He then totaled
their share prices, and divided by twelve, coming up
with the Dow Jones Average. The number of stocks
used in the average has been increased from the origi-
nal twelve, up to thirty, and some of the companies
have been changed to reflect America’s changing
industries. Additionally, an average is taken of twenty
transportation stocks such as railroads and airlines,
and fifteen utility stocks such as electric companies

Charles Dow, the originator
of the Dow Jones Average
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and telephone companies. The Dow Jones Average
has been figured daily since 1890. It is one vital statis-
tic that persons who are interested in the stock market
are always eager to know; however, there are other
statistics such as Standard and Poor’s Stock Prices
Index and the New York Stock Exchange Price Index,
which serve the same purpose.

The Dow Jones Average is just one of a number of
tools that are used by professional market watchers,
called financial analysts. All financial analysts are
brokers, but not all brokers are financial analysts.
Financial analysts evaluate the performance of stocks
and bonds and the economic picture in general. They
do this by studying the prospectuses of new compa-
nies and the annual reports of established companies.
We have already discussed a company’s prospectus. It
is printed, as you know, at the time the company
offers its stock for sale to the public for the first time,
which is called the|primary offering| After the corpo-
ration has been in business for a year, it publishes its

|annual report| Each year, in corporations all over

America, many people labor long and hard hours to
produce the annual report. The annual report is a cor-
poration’s official yearly statement to its stockholders
of the company’s assets and liabilities, as well as its
philosophy (“We feel our corporation manufactures
the finest widgets known to man, and we plan to keep
up that standard”), achievements (“Every home in
America has or wants a Ferdis widget”), and goals
(“We plan to sell Ferdis widgets on the first space sta-
tion”). As you can see, an annual report is not exactly
unbiased. However, the figures in it must be accurate,
and a careful study of those figures will give an inves-
tor an idea of how the company is doing. Annual
reports are issued to all shareholders, but anyone else
who is interested in the company can write the head-
quarters and request a copy.
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In addition to|reading annual reports, prospec- |

[tuses, studying the Dow Jones Average, and tracking

[the stock's daily performanceJover a period of time,
the analysts keep themselves informed about current
events, because what happens around the world can
affect the stock market here. For example, if there
were a serious interruption in the supplies of oil com-
ing from the Middle East, the stock of domestic oil
companies would be affected, so[keeping up with]
[world events is important to anyone] from the analyst
to the broker to the investor who is interested in the
stock market.

Many analysts write books giving advice on how to
make money in the stock market. (This is not one of
those books!) Others write weekly newsletters which
people subscribe to for a fee. Many of these books and
newsletters contain sound advice, but they are not
foolproof. An analyst has to combine the information
he receives from all the sources we have discussed
with his own intuition. Sometimes analysts are right,
sometimes they are wrong; sometimes few people lis-
ten to them, and sometimes their pronouncements
have major repercussions.

Joe Granville is a financial analyst who has over
two thousand subscribers to his newsletter. In Janu-
ary, 1981, the stock market was bullish. The Dow
Jones Industrial Average had climbed to over 1,000.
Joe Granville analyzed the situation and decided that
the Dow had peaked and the bears were getting ready
to chase the bulls out of the market. In other words, he
thought the market had risen as high as it was going to
rise and was ready to go down. Granville contacted all
his subscribers that day and told them to sell all of
their holdings in the stock market. The herd instinct
went into effect when the word spread that Gran-
ville’s subscribers were selling, and there was a mass
run on the market. The Dow Jones Average fell 20
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points by the close of business the next day. Joe Gran-
ville says he knew the market would fall, which is
why he told his customers to sell. Others say he
caused it to fall by doing exactly that. Which theory is
right? No one knows for certain, but, then, there is
little that is certain in the stock market.

In 1983 there were approximately 150,000 stock-
brokers in the United States, and the number is grow-
ing. Choosing the right broker for you is important.
Look for one who knows you (or is willing to take the
time to get to know you), and who knows the stock
market (or has access to researchers and analysts who
do). Then, together, you and your broker, using some
of the guidelines we have discussed in this chapter,
can select investments that are just right for you and
you alone.
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Wen people purchase something as an

investment, whether it is a piece of jewelry, a race-
horse, a painting, or shares of stock, they anticipate
the day when they will sell it for a profit. If they do not
anticipate selling it for a profit, it is not an investment;
it is just a toy. Racehorses, jewelry, and paintings can
be good investments, but there must be someone will-
ing to buy when you want to sell. For many investors,
the attraction of stocks and bonds is their [liquidity, the
| ease with which they can be turned into cash.|
Things are turned into cash in a market, which is a
place where all kinds of goods are bought and sold.
Stockbrokers do their buying and selling of stocks and
bonds at a market called a[sfock exchange/|In fact, it
was a need for a marketplace that gave birth to the
New York Stock Exchange around the time of the
Revolutionary War. The secretary of the Treasury,
Alexander Hamilton, had asked Congress to issue
about $80 million worth of government bonds, in
order to pay for the war. At that time, there were not
too many stocks being marketed, but people were
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buying bonds. About this time, too, banks began to
spring up in America, and they had stock that they
wanted to sell. (A bank can be a corporation, just like
Ferdis Widgets, and sell its stock to investors.) Soon it
seemed that there were some securities to be bought
and sold in the new nation, but who had them and
where to buy and sell them was a problem.

A group of men who had been selling securities on
their own got together under a buttonwood tree on
Wall Street in New York City and decided to form an
association. They promised each other that they
would not buy securities for anyone else, unless the
buyer paid a quarter percent commission. It was 1792,
and the New York Stock Exchange had been born.
Today the[New York Stock Exchange]is often called
by its nickname,|“The Big Board.™ |

In 1849, almost sixty years after the founding of the
New York Stock Exchange, another group of men who
sold securities gathered in New York. They were not
members of the New York Stock Exchange, but they
were eager to make their own marketplace by forming
their own exchange. These men didn’t choose a tree to
meet under; instead, they first met on the curb of a
street to sell their stocks and bonds. They called
themselves and their marketplace the New York Curb
Exchange. In 1953, that exchange took its present
name, the[American Stock Exchangg, although it is
still often referred to as|[ The Curb™ or “"AMEX.” |

These two stock exchanges are the largest in the
United States and among the largest in the entire
world. One of them, the New York Stock Exchange is
so large and so important that many people use its
address—Wall Street—as a synonym for all American
stock exchanges. In addition to these two national
marketplaces, there are twelve regional stock ex-
changes in the United States, and there are major
stock exchanges in Great Britain, Europe, South Afri-
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The famous buttonwood tree on Wall Street,
where the New York Stock Exchange now stands







ca, Australia, Canada, Mexico, South America, and
Japan as well.
Only members of a stock exchange may buy and|
|sell stock on the exchange’s floor, and memberships
in those exchanges can be difficult to get. For one
thing, the memberships, which are called are
limited in number. Only individuals may own a seat
on an exchange, and they must meet the exchange’s
membership requirements. These requirements can
be pretty tough. For example, prospective members
must demonstrate through a test that they are knowl-
edgeable about the securities field. And too, they
must be willing to allow members of the exchange to
look into their past business and financial records. In
the stock market, a person’s word is his or her bond.
The exchanges require their members to have been—
and continue to be—scrupulously honest in conduct-
ing business. Once a prospective member is admitted
to the exchange, he must be able to[purchase the seat)
unless, of course, he or she has[inherited it.| That’s
right, inherited it. Seats on stock exchanges are con-
sidered property, just like a house or a car, and they
can be left to someone in a will. If a prospective mem-
ber does not inherit the seat, he or she must be pre-
pared to purchase it. A seat on a national stock
exchange can be quite expensive—sometimes several
hundred thousand dollars—although the price does
go up and down as the economy of the country goes up
and down.

Members of a stock exchange are usually partners
in a stockbrokerage house. Those firms are then called

The New York Stock
Exchange today
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member organizations or member firms. The member
organizations can have offices all over the world, and
can belong to more than one exchange. Your stockbro-
ker will probably not own a seat on an exchange, but
will instead work for one of these member firms.
Like any organization, the stock exchange has cer-
tain rules that its members must follow, such as the
| “know your customer”|rule that we have already dis-
cussed. It also has rules and regulations about the
kinds of stocks and bonds its members can sell. When
a stock is sold on a certain exchange, it is said to be
ith that exchange. A corporation that wants to
have its stock listed on a particular exchange, must
apply to the exchange’s board of governors. The board
will look into the company’s record, checking to be
certain that it is doing lawful business, that the prod-
uct or service of the company is one that would appeal
across the nation, and that the company is in good
financial condition. For example, the New York Stock
Exchange requires a company to have issued at least 1
million shares of stock, that it have at least two thou-
sand stockholders, that it earn over $212 million a
year! These figures tell you that a company listed on
the exchange is not a brand-new company. [Stock

[ exchanges|are often called the [secondary market in
order to indicate that the stocks sold there have
already traded hands at least once.

Each day, in financial newspapers as well as your
local daily paper, a listing of all the stocks that are sold
on the major stock exchanges is printed. The newspa-
per listing will show the company’s name, which is
usually abbreviated, the highest amount of money
that the stock sold for that day, the lowest amount it
sold for, what it was selling for at 4:00 p.Mm., when the
markets close, and how much, if any, change in price
there had been that day. The listing will also show
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how many shares traded hands, whether or not a divi-
dend was paid, and what the price-earnings ratio is.

Suppose Ferdis Widgets is listed on the Big Board.
If you look at the New York Stock Exchange complete
closing quotation in today’s paper you might see Fer-
dis Widgets listed as Fd Wi. Right after Fd Wi you
might see .32, which means that last year it paid a
dividend of 32 cents on each share of stock. If that first
column is empty, then the corporation did not pay a
dividend.

The next column, headed Yld% (an abbreviation
for[yield)tells you what you earned on your invest-
ment thaMr day. This figure, shown as a per-
centage, representd[the amount of the annuall divi-l
dend divided by theTurrent price of the stock|In the
ittustration on page 49, you can see that Fd Wi's yield
is 3.1 percent. The next figure you come across could
be, say, 20. That is the price-earnings ratio, a figure
that helps people judge whether a stock is priced too
high or too low. Corporations arrive at that figure like
this: They take the corporation’s earnings for the year
and divide them by the number of shares of stock they
have issued. That gives the corporation a figure that
they call “earnings per share.” In order to arrive at the
price-earnings ratio, the corporation then divides the
earnings per share into the current price of the stock.
So if Ferdis Widgets is selling for $10 a share and the
company is earning 50 cents a share you divide 50
cents into $10. That gives you a figure of 20. The price-
earnings ratio of Ferdis Widgets is said to be 20 to 1,
and the number 20 will be listed in a column that says
PE (for Price/Earnings, of course) above it.

The next column in a market listing tells how
many shares of the stock were sold on that day. All
stocks are listed as being sold in round lots of 100
shares each. So under the column marked “hds” you
might see a figure of 7 or a figure of 255 or a figure of
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1126. The abbreviation ‘“hds” or 100s stands for
hundreds. If you add two zeros to each of those fig-
ures, you will know how many shares of that particu-
lar stock sold in that day—700 or 25,500 or 112,600
shares or whatever. Next come the figures that every-
one is interested in—the dollars and cents of what the
stock sold for. The price is always quoted and listed in
eighths of a dollar. So checking up on Ferdis, you
could see in the column under ‘“High” 104, under
“Low” 10, under “Close” 10'/s, and under “Net Chg.”
—1/s. What that tells you is that on the particular day
that is listed, Ferdis Widgets stock sold for as much as
$10V4 a share, dropped to as little as $10 a share, and
had risen to $10%% a share when the stock market
closed and trading stopped at 4:00 p.m. EST. Ferdis
Widgets, Inc., stock had a net loss that day ¥/ of a dol-
lar, which is why the “Net Chg.” figure is preceded by
a minus sign.

On the other hand, if Fd Wi showed a “High” of
101/, a “Low” of 10, and a “Close” of 10%4, the “Net
Chg.” could read + 14, indicating that the stock rose in
value. But wait a minute. Fd Wi could show a “High”
of 10V4, a “Low” of 10, and a “Close” of 10%a with an
ellipsis ( . . . ) under “Net Chg.”

Why is that? You note that the figures do not tell
you the price at which the stocks opened—the price
that it first sold for at the very beginning of the day. If
Ferdis opened at 10 and closed at 10%/4, then indeed it
did rise in price that day. But if it opened at 10V,
changed a bit during the day and closed at 10%4, then
the net change is . . . nothing.

The stock exchange listings in the paper also show
the total volume of the market—that is, the total num-
ber of shares of stock that were sold on that market
during that particular day. For example, the New
York Stock Exchange could list a volume of 85.66 mil-
lion shares and the American Stock Exchange, which
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is smaller, a volume of 4.57 million shares. In addition
to these figures, the markets often list the most active
stocks that were traded each day—the ones that had
the most shares trade hands—and many papers print
the names of the stocks that reached new highs for the
year and those that reached new lows. Another table
will tell the investor which stocks have gone up the
most in percentage of increase, and which have gone
down the most.

Millions of shares, along with millions of dollars,
change hands on the stock market each day, and a
wise investor studies the financial pages of the news-
paper carefully.
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By now you might be interested in buying
some stock of your own, but you might be wondering
exactly how it’s done. Purchasing stock may seem for-
bidding to the first-time investor, but it really is a
rather simple procedure. Perhaps you are interested
in widgets, and you have noticed lately that the Ferdis
Widgets company seems to be getting a lot of atten-
tion. Those widgets are almost as popular as the Cab-
bage Patch Kids were during Christmas of 1983! You
decide, therefore, to take the $1,000 that Great-Aunt
Hildegard left you and invest it in widgets. So you call
your broker and place an order for a round lot of Fer-
dis Widgets stock, which you notice from reading the
listings in the newspaper is selling for $10 a share. (Al-
though all stocks are listed in multiples of
|shares—a round lot{-you are not obligated to buy 100
shares. You may choose to buy an odd lot amount—
anything from 1 share to 99 shares. You will be
charged a small additional fee in addition to your bro-
ker’s commmission when you buy or sell odd lots of
stock.) You tell your broker that you are willing to pay
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the market price for the widget stock. Then your bro-
ker, whose firm is a member of one of the stock
exchanges, will call his company’s trader, who in turn
gets in touch with the company’s floor broker. The
floor broker is the person who is actually right there
on the floor of the stock exchange itself. The floor bro-
ker then begins the process of purchasing your 100
shares of Ferdis Widgets, Inc.

The trading floor of a stock exchange is a noisy,
crowded, exciting place where everyone seems to be
talking at once. And actually, they are. Stocks are sold
at auction in a stock exchange and the term “bid” is
part of the everyday jargon. There are several trading
posts scattered on the floor of the stock exchange, and
each post will sell around sixty-five different securi-
ties. You have said you are willing to pay the market
price, so the floor broker walks (no running; it’s
against the rules) to the U-shaped trading post where
Ferdis Widgets stock is sold. Brokers called specialists
are stationed at the trading post, and they are respon-
sible for perhaps twelve different stocks which they
actually buy and sell. The floor broker will ask the
specialist what the price of Ferdis Widgets is. The spe-
cialist may answer that it is bid at 10 and asked at
10%2. What the specialist is saying is, “I will buy Fer-
dis Widgets for $10 a share if you have a customer
who wants to sell his stock; I will sell Ferdis Widgets
for $10.50 a share if you have a customer who wants to
buy stock.” The floor broker now knows he can buy
your widget stock for $10.50 a share, but he will try to
get the best possible price for you. He does this by
shouting out your order. Other floor brokers from oth-
er brokerage firms who may be selling shares of Ferdis
Widgets, shout out the amount their clients are will-
ing to sell their stocks for. It sounds like a general free-
for-all! Eventually however, in the midst of all this
din, the buying and selling brokers agree on a price,

(56]




— :
Tt

\ - . . [
R I m—— | e
SERER mmam: INAR  guam

I - | evmm—
[LESTTUOY T BT S

Trading is usually brisk on the floor
of the New York Stock Exchange.







and the transaction is written down on a piece of
paper. If your floor broker is unable to find anyone
selling Ferdis Widgets for less than the specialist’s
asked price, then he will purchase the stock from
him—or her. Once the sale is agreed upon, the neces-
sary information is written down on a slip of paper
and handed to afrunner|who sees to it that your trans-
action gets to the|tape operator| The tape operator
places the transaction on an electric device called a
ticker, and the ticker tape flashes the news to broker-
age firms across the country that 100 shares of Ferdis
Widgets, Inc., have just been sold for $10.50 a share.
The entire process has taken only a few minutes.
Even though you had anticipated purchasing wid-
get stock for $10 a share when you called your broker,
you are now obligated to go through with your pur-
chase at $10.50 a share, because you agreed to buy it at
the market price. Right now you may be thinking, “If I
decide to purchase stock I'm going to be at the mercy
of the floor brokers who are, after all, spending my
money, not theirs!” That is really not the case. You
can place a[limit order] A limit order places a limit on
the amount you are willing to spend for a particular
stock, but you must state your limit at the time you
place your order. Then, if you have said that you can-
not spend more than $10.50 a share for Ferdis Wid-
gets, and the price has already climbed to $11 a share
when your buy order reaches the floor broker, no sale
will take place. Instead, the floor broker will leave
your buy order with the specialist who, in turn, will
fill it when—or if—the price of Ferdis Widgets drops

to $10.50. If you have just placed a then it

Floor brokers place orders
during a rally in trading.
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will be void at the close of the business day if it has
not been filled. However, if you placed anl open order
then it is considered | GTC—good till canceled—an
the specialist will hold it until he can fill it at the price
you specified.

Another kind of order is th It can be an
order to either buy or sell at a specific price. For
example, if you had reason to think that your Ferdis
Widgets stock might be going down, you could place a

| stop sell order|at, say, $9 a share. Then you could go
about your business, secure in the knowledge that if
your stock fell to that price, your broker would auto-
matically sell it for you and you would be out of the
market before it fell further. On the other hand, you
might want to place a[stop buy order| Perhaps you feel
that a boom time for widgets is just around the corner,
and if your widget stock hits $11 a share it will con-
tinue to climb up from there. If this happens, you may
want to buy more widget stock. You can place a stop
buy order with your broker, and he will fill it for you
automatically if the stock rises to that price.

People usually buy stock in the anticipation that
its price will rise, and they will make a profit when
they eventually sell it. But it may surprise you to
know that during a bear market, when the price of
stock is falling, people also buy, and they anticipate
reaping a profit from this kind of transaction, too. It is
called and selling short can be a risky
business. When a person sells short, he is actually
selling something he does not own. It sounds illegal,
but it isn’t. If Ferdis Widgets is falling in price, an
investor might be able to persuade his broker to lend
him 100 shares from the broker’s own account. The
investor then sells these borrrowed shares on the mar-
ket for, say, $9 a share. If everything works out accord-
ing to the investor’s selling-short strategy, the price
will continue to drop. At some point, the investor will
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have to return the borrowed shares to his broker, but
if he can buy 100 shares of Ferdis Widgets at $5 a
share, he’s made a profit of $400, less the broker’s
commission. This kind of transaction is risky, of
course, because the price of the stock could rise, and
the investor would still have to purchase 100 shares of
stock in order to return them to his broker. If he has to
pay anything over $9 a share, instead of reaping a prof-
it he would suffer a loss.
There is one other way that investors borrow mon-
ey from their brokers to buy securities. It is called
[buying on margin)and it is strictly controlled by fed-
eral law and stock exchange rules. When an investor
buys stock on margin, he is asked to deposit at least
$2,000 in cash or securities in his brokerage account.
Then, if he wishes to buy a stock on margin, he will be
allowed to pay 50 percent of its purchase price—
which becomes his margin—and the brokerage firm
will pay the other 50 percent. Of course, he owes the
brokerage firm for the other 50 percent, and the firm
will charge the investor interest on that money. Fed-
eral Reserve Board policy stipulates the amount of
margin that an investor must have in his stocks, and
this percentage is changed from time to time as the
economy changes. In addition to the federal require-
ment, the brokerage house has its own requirement
about how much of a person’s own money has to be
invested in the stock. Most exchanges require at least
25 percent of the stock’s value be in your money. So, if
you buy 100 shares of Ferdis Widgets at $10 a share,
you have $1,000 worth of stock. If you purchased it on
margin, you would have $500 of your own money in
the stock, and you would owe the broker for the other
$500. (By the way, the broker will not expect to be
paid this $500 until you sell the stock. The broker is
making money on the interest you are being charged.)
Let’s imagine that suddenly the price of Ferdis stock
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begins to fall. It's now worth only $6 a share, so you
now have $600 worth of stock instead of $1,000—and
you still owe the broker the original $500! So, actually,
you only have $100 of your own money in this stock,
and $100 is less than 25 percent of $600, which is what
the stock is worth. Your broker will issue a[margin]

[call.JThat is, he will ask you to put up additional mon-
ey to build your margin in the stock up to the proper
level. If you do not have the money to answer this
margin call, then the broker will sell the stock, take
his $500, and return whatever—if anything—is left to
you.

Margin purchases are regulated and watched very
carefully because careless use of these kinds of
accounts contributed to the stock market crash in
1929. In those days before the Securities and Ex-
change Act, people were buying stocks with as lit-
tle as a 10 percent margin. The ease of purchasing
stock when you had to pay only 10 cents for every
dollar’s worth, encouraged people to get into the mar-
ket even when they did not have the necessary finan-
cial resources. When the prices began to fall, brokers
issued margin calls and these people simply did not
have the money to respond. The brokers lost money,
the investors lost money, and the economy of the
nation collapsed.

There is one other type of purchase that is popular
with today’s investors. It is called the |option.| An
option gives the purchaser the right to buy or sell a
specific security, at a specific time, and for a specific
price in the future. It works like this: Perhaps you are
convinced that a stock you are interested in and
which is selling for $25 a share will soar to $50 a share
in the next six months. You are not convinced
enough, however, to spend $2,500 and buy 100 shares
of it today. Maybe you simply do not have the money.
You could, however, put a|call option|on that stock. If
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your intuition is correct and the stock rises to $50
within the time period you have in your option, then
you are free to exercise that option. Although the
stock is selling on the market at $50, you can purchase
it for $25. Of course there is a fee for this service. The
broker charges you a percentage (usually between 10
percent and 15 percent of the stock’s value) when you
buy the option, so this particular option could have
cost you $250 to $375, but that’s a small price to pay
for doubling your money. And what if you were
wrong and the stock never made it to $50 a share? You
simply let your option expire. True, you’'ve lost what
it cost you, but that’s better than having invested
$2,500 and watched it disappear. The situation works
in reverse as well. An option to sell stock at a specific
price and time is called aand people buy
those to give themselves insurance that they will
always be able to sell their stock for at least a mini-
mum price, usually what they have paid for it. If the
stock rises above that price, they can let their put
option expire.
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lhere are two ways you, or any investor, can

make your money increase. You can spend it by buy-
ing stock, or you can lend it by buying bonds. Of
course, your money can decrease by doing either of
those two things also! You may think, “Well, I won’t
spend it, and I won’t lend it, either. I'll just keep it.” At
first glance, keeping your money may appear to be the
safest thing to do with it, but depending on where you
keep it, you could actually lose it—it could be slipping
away from you even as you look at it, touch it, count
it, and congratulate yourself for being clever enough
to keep it. Why is that so? Because money that is
neither spent nor lent—in other words, money that is
not invested—can deteriorate in value due to some-
thing called inflation.

During periods of inflation, a plentiful supply of
money is in circulation in the economy. In other
words, people are spending more, often borrowing
money from banks and other lending institutions to do
so. As a general rule, it is safe to say that the more of
something there is, the less valuable the item
becomes. After all, if diamonds were as plentiful as
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pebbles, diamonds would be far less valuable than
they are. The same is true of the value of a dollar. The
more money there is in circulation, the less valuable
each dollar becomes. During inflation, then, because
there is more money in circulation, the value of a dol-
lar decreases. Therefore, it takes more dollars to buy
an item today, than it would have to purchase the
same item last year. An economy'’s rate of inflation is
something that always influences investors and al-
ways affects the securities industry. Why? Because,
depending on the times, investors are trying to decide
whether to spend or lend their risk capital.

In order to protect the value of their dollars during
inflationary times, most people want to invest them in
something whose price will rise, right along with the
cost of everything else. As a general rule, investment
in the stock market is attractive to these people,
because as we have seen, the price of stock tends to
rise as prices for other goods and services rise also.

Recession is a period in the economy that is the
opposite of inflation. During a recession, the economy
is not growing; in fact, it is moving backward. Prices
may fall, or at the very least they will remain the
same, because there is not as much money in circula-
tion as there has been in the past. People and investors
are “tightening their belts.” Part of the reason people
are reluctant to spend is because the interest rates are
high, but it is these high interest rates that make buy-
ing bonds attractive to some investors. They are not
willing to spend their money, but to lend it to a corpo-
ration by purchasing its bonds.

If you buy a $1,000 Ferdis Widgets bond, you give
Ferdis Widgets your money and receive, in turn, a
bond from the corporation promising to pay you a
guaranteed rate of interest on your money while the
widget company uses it, and the promise that the com-
pany will redeem (buy back) the bond when it
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matures. Bonds are issued for a specific period of time,
usually several years; when the time is up, investors
say the bond has matured. It can then be redeemed for
its face value. When you purchase your bond, you do
not pay $1,000 for it. That amount is the face value or
par value of the bond. It is the amount of money you
will receive when the bond matures. Instead, you pay
a percentage of the face value of the bond. Stock
prices are always quoted in Vs of a dollar; bond prices
are always quoted in /s of a percent.

In Chapter 1 we talked briefly about bonds and
stated that owning them makes the investor a creditor
of the corporation, not an owner. When people lend
other people, or corporations, money, they want some
kind of assurance that they will get their money back.
Some creditors will accept a mortgage on property as a
guarantee, or pledge, that the debt will be paid. A
mortgage gives the creditor—the person lending the
money— a claim on property that the borrower has. In
other words, if you borrow money from a bank to buy
a car, the bank becomes your creditor and it may hold
a $5,000 mortgage on that car until the debt is paid.
You will also have to pay the bank interest on that
money until the debt is paid. Some bonds are issued in
a similar manner.

Just like any other creditor, the bondholder is
interested in protecting his money while it is in a
bond. Some bonds are protected just like the bank pro-
tects its car loans—the creditor holds a mortgage on
property. In this case, the mortgage could be on the
buildings and equipment that belong to Ferdis Wid-
gets. If Ferdis Widgets went out of business before its
bonds matured, the holders of those bonds could pos-
sibly claim a percentage of the value of Ferdis’s assets.
But what if a company doesn’t have the kind of assets
that are tangible, that you can touch? How can you
hold a mortgage, for example, on the assets of a city?
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Who owns the streets? the fire department? the park?
Well, of course, the answer is the citizens of the city.
They paid the taxes that provided those things, even
though the city may have issued bonds to come up
with additional money to improve them. The fact is,
there are some bonds (and various government bonds
are good examples of some of them) that simply can-
not be secured by a mortgage. If that is the case, the
bond is properly called a debenture. In the case of
debentures, the only guarantee an investor has is the
credit of the corporation that issues it.

Bonds are given ratings by companies like Moody’s
Investors and Standard & Poor’s Corporation. Moody'’s
and Standard and Poor’s charge companies a fee to
rate their bonds, and the companies happily pay it,
because they know investors will not buy their bonds
if they are not rated—it would be too risky for the
investor. A ratingis a judgment of the company and its
performance, much like your report card is a judg-
ment of you and your performance. The ratings range
from AAA down to B—no F’s in this case! The AAA
bond is the safest bond an investor can buy. The issu-
ing corporation’s credit rating is excellent, and the
investor can be almost certain of receiving the bond’s
face value at maturity, and collecting the semiannual
interest payments during the life of the bond. From
AAA, the ratings drop to AA, then A, then BBB, BB,
and B. There are subcategories of bonds under each of
these ratings, too! As the ratings drop, the risk for the
investor increases and the bonds become more specu-
lative. When investors speculate in either the stock
market or the bond market, they buy securities that
are risky in the hope of making a large profit. A bond
rated B would be considered speculative, that is,
risky, because the payment of interest might not be
assured under difficult economic conditions. Inves-
tors who wish to know more about a corporation’s
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bonds can discuss them with their broker, or look
them up in publications such as Moody’s and Stan-
dard and Poor’s.

The interest rate that corporations are willing to
pay on their bonds depends on the economy at the
time the bonds are issued. If interest rates are high, as
they usually are at the beginning of periods of reces-
sion, corporations issuing bonds must offer to pay
those high interest rates in order to get investors to
buy their bonds. Once the interest rate on a bond is
set, it cannot be changed. As the recession continues
interest rates can come down, but the corporation can-
not renegotiate the interest it is paying on its bonds. It
must continue to pay the investors the higher interest
rate. So you can see that bonds can be an attractive
investment during periods of high interest rates, espe-
cially if investors think the rates will fall in the future.
By buying bonds, they can be sure their money will
earn the higher interest rate, at least for the life of the
bond.

But then, interest rates generally drift upward, not
downward, and that presents a problem for bond
holders. If you purchased bonds that paid you 10 per-
cent interest and matured in twenty years, what hap-
pens if five years down the road bonds are being
issued that pay 12 percent interest? What are you
going to do to make up that 2 percent interest you are
losing? Not much. Oh, you can sell your bond. They
are traded just like stock. But who will buy a bond
from you that pays only 10 percent interest when they
can buy a new one that pays 12 percent? If you simply
have to get some of your money you can sell the bond
at a discounted rate. That is, you can sell it for less
than its face value—it’s sort of like selling a dollar for
75 cents. Someone might not mind getting 2 percent
less than the going rate on interest, if he could buy a
bond for $750 that would pay $1,000 on maturity.
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Even though bonds are generally considered to be less
speculative an investment than stocks, you can see
that they do have their drawbacks, too.

Although a AAA bond is guaranteed (as much as
any security can be said to be “guaranteed”) to return
the investor’s principal when the bond matures, and
they are guaranteed to continue to pay the interest at
which they were issued, they are not guaranteed to
increase in value beyond that, even if the issuing cor-
poration’s profits soared and the value of their com-
mon stock went up like a rocket. So you can see that
an investment in a corporation’s stock allows the
investor to spend his money in order to participate in
the company’s growth; an investment in a corpora-
tion’s bonds allows the investor to lend his money
with a pretty good guarantee that it will be returned to
him with interest.

When an investor wants to buy a bond, his stock-
broker will do it for him or her. Like stocks, they have
their “bid” and “asked” price, but unlike stocks, they
are not bought and sold each day. In fact, many bonds
will not change hands for as many as fifteen days in a
row! The “bid” and ““asked” prices of bonds that are
sold on the New York Stock Exchange are kept in a
cabinet in a special section on the floor of the
exchange. When a trader wants to check on the price
of a cabinet bond (that’s what these bonds are called),
he looks at the quote in the cabinet. There’s no yelling
out prices in bond sales.

The bonds that sell on the New York Stock
Exchange are quoted in the newspaper, just like the
stock market listings. However, the information given
on a bond quote is different, because bonds are differ-
ent from stocks. Like stocks, we see that bonds are
listed alphabetically with the corporation’s name
abbreviated. In the illustration, look at ATT7s01.
What in the world does that tell you? ATT stands for

[72]




CORPORATION BONDS
Volume, $28,220,000

Cur Net
5 Yld Vol High Low Close Chg.
0397 15. & 74 T84 T4 1V
198596 CV 26 9% 69% 69%— T
9s08 cv 4 732 T3 T2t 2
8%07 12. 1 70 70 70 ...
9s2000 12, 24 76 52 76 + I
B2s01 12, 5 71V NVe T+ Ve
87503 12. 23 72% T2% 7% - e
8%s03 12, 10 68s 68Ya 6BYa.....
9s04 12. 5 78% 78% T78%+ 2
10705 13. 3 85% 85% 85%-21%
8987 93 17 93 9 B + %
o%08 12, 10 TT% T T1e-1%
12%10 13. 2 97 97 97 -1~
15%10 15,125 104%2 1022 103 —3%
14%91 14, 5 108% 108'% 108%a+ V2
17%11 15, 32 1142 112% 114242
184489 V7. 50 110v2 110%. N0V2+ %
9503 oV 2 982 982 98Va.....
16%9%9 15. 5111 1M I )
17391 16, 8113 12% N2Va-27
18%01 17. 79 N1 10V2 110%— Y
10.4502 15. 2 7 7V 71Y.....
87 L3 T4V 74V Tda+ Y2
N N 0% 0 - %
r9s .53 2% 25 25 -1
w98s .. 4 20% 20%— e
w000s .. 2 V7Va 16% 17+ Ya
d6s90 82 2 73k 7Bk 7¥A.....
9207  cv 135 137V2 136Y2 137V2+1
8%09 cv 1110 M0 MO -
y 1035599 16. 165% 65% 65%—2
y 16891 V6. 30 9% 97 97 -2
7787 8.5 10 93% 9% 9% — %
9595 1. 1 83 83 8 + %
94295 1. 4 82% 8% 82%+ %
(9300 14. 15 68 68 68 -2
14490 14, 10 101 101 101 +1
> 5830
5301
51498
| 885
1393
6%491
N0 12. 30 NV N N%-1%
 Ns07 cv 40 140 139 139 41
11508 cv 36 140 ¥ 1¥ + A
ad 91201 cv 72 1052 104% 105+ Y
d 81408 cv 11 85% 84% 85‘/4 Ya
ed 13501 cv 10 130 130 -6
ot 6588 cv 6 782 782 78‘/: .....
- 9790 9.9 100 100 100 — %
4%s85 4.5 166 98'2 98 5-16 98 5- 16
2%s86 2.9 80 90% 90V 90V
2%s87 33 25 87 87 87
390 52145 74 3% 74 +
;%oo n.285 77 77 T7Ve—
7s01 1.3 Vo 647 b4% 4.
TVes03 ‘tﬁﬁ% 4 — Vs
8.80s05 12.139 75% 75‘/4 5V%— %
8%s07 12. 97 4 73% 73%-— Y%
0%90 11194 %% 96 9% + YA
13%91 13, 181 1042 104% 104Vs— Y
8409 cv 53102% 01 300 V%
W02t cv 7 48V ATz AT2— %
855508 12. 5 69 69 69 —1%
99586 9.9 12 100'2 98% 100V2+2Y2
Ns87 11. 10100 100 100 .....
989 10, 2 92 N N2 -
745507 17 & 602 A0z 6NV Bk

Tuesday, December 4, 1984
Domestic All Issues
Tue. Mon. Tue. Mon.
Total Volume $28,350,000 |ssves fraded 974 918 980 922
Advances .. 400 302 403 302
Declines %0 425 381 47
SALES smce JANUARY 1 Unchanged 24 191 26 193
1982 New highs 67 58 68 58
$6,413,521,000 57055999000 $6,507,151,000 New lows ... 12 16 12 16
Dow Jones Bond Averages
—1982 - ~1983— — 1984~ - — —luesady — — —
High Low High Low High Low —1984— — 1983~ - 1982—
7152 5567 77.84 69.35 72.86 64.81 20 Bonds 72.38 — .21 70.32 — .19 70.96 + .45
7271 5380 78.88 65.76 70.31 59.43 10 Utilitles 69.11 — .31 67.32 — .43 71.30 + .68
7123 5736 7713 7.51 75.77 69.61 10 Industrial  75.66 — .09 73.33 + .06 70.62 + .22
Cur _ Net Cur Net
Bonds Yid Vol High Low Close Chg. Bonds Yid Vol High Low Close Chg.
Bevrly 7%03 cv 10 93 93 93 +1 | CmwE 8407 12. 2 6% 67% 67'%.....
BigT 8206 ov W0 77% 77% TT%..... CmwE 9%e08 13, 6 73 73 73 47
Boeing 87006 cCv 49 132'4 132V 132%+1 CmwE 12286 12. 43102 10V 1012~ %
BrkUn 9V95 1. 8 82%2 822 82Va— Y2 | CmwE 14%87 14. 10 106 106 105 ...
BwnSh 9405 cv 4 75 75 75 ... CmwE 14591 13. 5 104% ol Y
BrnGp 9700 12. 5 84 84 84 +5%2 | CmwE 1689 15. now T3t
Burilnd 9595 12. 5 7% 77% 77%—1% | CmwE 16590 .
Burlind 8%08 cv 52 75 715 75 ... CmwE L2V
Butte 10U§7 17. 48 59% 59 59 — % | CmwE -
CIT 9591 N. 7 83% 83% 83%.....
CIT 9%09 12 5 77% 7% T1%- 7%
CNA 8495 . 575 75
Caesr %97 13. 7 84 B4 g 7%
CPcds perp 12, 12 47 8 WA e NY%2+)
CapHd 12%06 13. 36 58 20 86 B5% 85%+ Vs
CarPL 7%02 12. 20 am 488 50 19 80 80 80 +
CaroT 8.1s03 12 ConEd 5590 6.9 10 72% 722 12%.....
Carr  8Y8396 o | ConEd 4%91 6.8 10 68% 68% 68%— V2
Ve | CnEd 4%9)r 6.8 10 67% 67% 67%.....
—1 | ConEd 492V 6.7 7 65 85 65 + %
-2 | ConEd 4%92W 6.8 2564 64 +2
53 75 1472~ V2 | ConEd 4%93 7.3 27 3% 62 63%+ T
. 9705 105 105 ... ConEd 93500 12. 45 80 79% 80 — %
.36 75 3% 75 ConEd 7.9501 11. 21 69% 69% 69%.....
. 975 % ConEd 7.9502 11. 18 69 687 68%— Ve
Celanse 4590 cv 6 B4% 84% 34%+ Va ConEd 7903 1. 1 68 68 68 -1z
Celanse 9%06 cv 0116 N5 16 + 2| ConEd 8.4503 12. 20 72% 1% N7s— Ya
CiriTel 8596 11. 14 74 74 74 ... ConEd 9v604 12. 74 77% 77V 112t V2
Cessna 8s08 c¢v 1 83 83 8 +1 CnNGS 8%96 11. 10 79% 79% 79%+ %
CATS 291 .7 47 4] 47 + % | CnPw 47288 6.6 5 68% 68a 68Va- 7s
CATS zr9? 6 44 A3y 432-1% | CiPw 57696 13. 25 48 47 47 41
CATS r9% 7 32 A A CnPw 67:98 14. 4 48% 48% 48%-— %
CATS zr97 25 25% 252 25%2+ Ze | CNPwW 6%98 4. 25 49 4TV2 412+ Y
CATS 2zr02 N 72 1% 1Tzt Ve | CnPw 75%99 15 10 52 52 41
CATS 2r03 12 15% 15% 15%— V| CnPw 8%00 15. 15 56% 56% 56%+ Vs
ViChiCo 10%98f .. 37 22V« N% 22+ Ve | CnPw 8%01 15. 65 532 53% 53%.....
VICHIC d14%02f .. 4624 23% 23%- % | CnPw 71202) 15. 50 492 48% 49V— %
ChsBK B%B6 9.0 31 96% 96% 96%+ % | CnPw 715020 1535 50 49 50 + %
Ll R Al FSER] R S ki mn e Y. GF A3 S T AT N [ LR 1/,
Bond listings appear daily in the newspaper.
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New York Exchange Bonds



American Telephone and Telegraph, Inc. You've
heard of them, haven’t you? The listing in the paper
tells you that the AT&T bonds that pay 7 percent a
year (that’s the 7s) will mature in the year 2001 (that’s
the 01). The next figure—in the column headed YId,
for yield—is a percentage that tells you how much
you are earning on your investment in the bond. In
this case, the yield, or return is 11 percent. The yield
is higher than the interest on the bond because the
bond is currently selling at a lower price than the one
at which it was issued. The next column tells you how
many $1,000 bonds were sold. In this case, 313. For
how much? Well, the listing tells us that the high bid
was 65 /8 percent, the low bid was 64 7/s percent, and
they closed at 64 7/8. The ““last change” column shows
that these bonds were up by Vs percent, so we can fig-
ure that the last time they were sold, they must have
gone for 64 %4 percent of face value, or 64 %1 percent of
$1,000. As you can see, there are several listings for
AT&T bonds. Companies can issue more than one
set.

Even though the listing for New York bonds looks
vast, only about 5 percent of the total bonds traded are
bought and sold on the stock exchange. Most bonds—
the other 95 percent-—are bought and sold at a differ-
ent kind of marketplace, called the over-the-counter
market, or OTC for short. Bonds are not the only secu-
rities sold over the counter. At least fifty thousand
companies sell their stock over the counter, too. For
comparison purposes, only six thousand companies
have their stock listed on stock exchanges. Stocks
which are sold on the OTC market are said to be
unlisted stocks. The OTC provides a marketplace for
those thousands of companies whose size or product
makes it impossible for them to be listed on a stock

exchange. Nearly all new issues of stock are first sold
OTC.
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Have you ever heard a financial news com-

mentator discussing the price of pork bellies or May
wheat (and it’s December!)? He is probably giving the
latest quotes from the Chicago Board of Trade, which
is the largest commodity market in the world. The
commodities, or futures, market is a very active finan-
cial market that draws thousands of investors each
day. It is different, however, from the secondary and
third markets and the OTC market, which we have
discussed before.

A share of stock or a bond is an intangible thing.
After all, you can hardly reach out and touch it (un-
less you want to count the piece of paper such as the
stock certificate or bond itself). A commodity, howev-
er, is tangible. It is a product, and you can touch it.
Most commodities bought and sold in the United
States are grains, such as wheat and barley and corn.
However, pork bellies, coffee, eggs, sugar, gold, silver,
tin, and copper, are all traded as well. These items
change hands at boards of trade or commodity
exchanges.
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A commodity exchange is similar to a stock
exchange in that all trading is done on the floor of the
exchange by members of the exchange. Like the stock
market, the commodity market is monitored by an
agency of the federal government, the Commodity
Futures Trading Commission.

There are two kinds of trading done in a commod-
ity market—cash trading and futures. Cash trading is
rather simple and straightforward. The farmers (most
of the cash market is in grains) sell their grain for cash
to processing plants that will turn it into flour, or to
exporters who want to sell it for a profit abroad. The
purchasers in a cash market can ask for immediate
delivery, or request delivery at a future date. For
those who want immediate delivery, there are usually
samples of the grain that is for sale right there on the
floor of the commodity exchange. Cash trading is a
pretty straightforward exchange.

The other type of trading that is done in commod-
ities—futures—is more complicated to explain. The
futures market does not deal in an actual product.
Instead, contracts to buy or to sell that product at a
specific time in the future are traded in an auction
which is held in the pit, a circle on the floor of the
commodity exchange. An example of futures trading
might go something like this: In June, a trader buys a
futures contract for 2,000 bushels (70,500 liters) of
wheat at $3.75 a bushel (35.2 liters). The wheat is to be
delivered in September and now will be known as

At the Kansas City Board of
Trade, a commodity broker
inspects samples of corn, that
are ready for trading.
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“September wheat.” In July, the price of wheat goes
up, and now September wheat is selling for $3.85 a
bushel. Our trader could sell his contract for Septem-
ber wheat and make a tidy profit of 10 cents a bushel,
or $200. When an investor, or trader, purchases some-
thing like wheat in the anticipation that the price will
rise and the contract can be sold for a profit in the
future, the investor is said to be selling from a long
position, and he is investing during a bull, or rising,
commodity market.

However, investors in commodities can also sell
short, just as they do in the stock market. In order to
sell short, traders sell futures contracts that they do
not actually own, banking on a bear market and the
hope that the price of wheat will fall before the due
date on the contract. If it does fall, the trader will buy
a contract at the lower price and all will be well. If the
price of wheat goes up, the trader could be in trouble.
This kind of futures trading is called speculative trad-
ing, and it is risky indeed.

If futures trading is perhaps the riskiest kind of
investment, then investments such as a passbook
savings account have to be the safest. Many of you
reading this book probably already have savings
accounts at a bank or a savings and loan institution—
an account may be opened for as little as $5. These
accounts are a form of investment, for you are actually
lending your money to the institution which, in turn,
will pay you interest on it while they use it. The inter-
est, which usually ranges from 4V2 to 51/2 percent, is
earned daily. That is, it is earned from the day you
deposit your money until the day you withdraw it. A
passbook savings account is considered a “demand”
deposit; that is, you are free to withdraw, or demand,
your money at any time, and the institution must be
willing (and able) to give it to you. If, for any reason,
the bank cannot come up with your money when you
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Traders in action at the grain pit of
the Chicago Board of Trade, the largest
grain futures exchange in the world



want it, you will get it anyway, which is why these
accounts are so safe. Agencies of the federal govern-
ment insure these accounts against loss for up to
$100,000. That means if the bank or savings and loan
institution fails and has to close its doors, the govern-
ment’s insurance agency will pay you your money, up
to a maximum of $100,000. The Federal Deposit Insur-
ance Corporation, or FDIC, insures bank accounts and
the Federal Savings and Loan Insurance Corporation,
the FSLIC, insures accounts that are placed in savings
and loan institutions.

Look for a seal with those letters on it the next
time you go to your bank or savings and loan institu-
tion. If you don’t see it, ask if the institution is
insured. If the manager says it is not, withdraw your
money immediately and put it in an institution that
has this insurance!

Certificates of deposit, sometimes called “CD’s”
for short, are another kind of investment in which you
loan your money to someone else. They pay higher
interest rates than a savings account does; however
you must have more money to purchase them, and
you must be willing to give up the use of that money
for time periods that can range from thirty days to sev-
eral years. Most CD’s are issued in amounts that range
from $1,000 to $5,000. The institution that issues your
certificate of deposit will promise to pay you a rela-
tively high interest rate compared to the rate paid on
savings accounts—perhaps around 10 percent. During
1980 when interest rates skyrocketed, CD’s were pay-
ing investors a whopping 15 percent. In exchange for
this relatively high interest rate, you must give up
some of your liquidity. If you recall, we said that one
of the attractions of the stock market for investors was
the fact that their investment was so liquid—that is,
could be converted into cash quickly if they needed it.
A CD is a different story. With a CD, you promise the
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institution you have lent your money to that you will
not withdraw it before the time limit is up—whether
it is thirty days or eight years. If you do try to with-
draw it, the company can make you pay a penalty—or
they can actually refuse to let you take your money
out until your CD reaches its maturity date. CD’s are
insured up to the $100,000 limit by the FDIC and the
FSLIC.

You've probably heard the expression “Don’t put
all your eggs in one basket.” Well, if possible, you
should not put all your investment capital in one
security either. To minimize your risk, you should
diversify, that is, spread your investment dollars
among several different kinds of investments similar
to the ones we have just mentioned. However, for
most people, there is a problem with this kind of plan.
Most investors simply don’t have the risk capital—the
money to spare—to invest in more than one or two
areas. Only wealthy investors can afford to diversify
and often only they have the time to supervise their
investments once they have made them. (Most of the
rest of us are too busy going to school or working!)
There is a way, however, to be diversified in your
investments and spend a relatively small amount of
money. You can buy shares in something called a
mutual fund. One of the definitions of mutual is
“shared together,” as in “We have mutual friends.” I
may have only $100 to invest. That amount certainly
will not allow me to diversify my investments. How-
ever, if you have $100, and Sam, Bill, and Hortense
have $100, and five other friends each have $100, by
pooling your money together you will have $1,000 to
invest. Now you're talking. And if you each had
$1,000 to invest and pooled it, why, you’d have
$10,000 to invest. And if you each had $10,000 to
invest you could pool it and have $100,000! You get
the picture. Mutual funds allow smaller investors to
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diversify their investment dollar in the same way that
wealthy individuals and corporations diversify their
investments.

Mutual funds are operated by professional money
managers who select the securities the funds will buy
and then supervise those investments after they are
purchased. The profits from these diversified invest-
ments are then shared on a percentage basis with the
persons like you and me, and Hortense, Sam, and Bill,
and anyone else who has contributed to the mutual
fund.

As you can see by now, there are many, many
ways to invest your money—stocks, bonds, futures,
savings accounts, CD’s, mutual funds—are just a few:
the list can go on and on. People speak of “playing the
stock market” as if it were a game like “Monopoly.” In
some ways, it is like a game. You win and lose in the
stock market, just as you win and lose in “Monopoly.”
Some success comes through sheer good luck, like
landing on Boardwalk and being able to buy it. Some
disasters come through plain bad luck, like drawing
“Go to jail. Go directly to jail. Do not pass go. Do not
collect $200.” Fortunately, success in the stock market
is not dependent on a roll of the dice. As you have
seen, there are many resources that careful investors
can use to see that their profits exceed their losses.
Pork bellies, anyone?
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