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Introduction

This book will be different.

Thousands of books have already been written about the stock mar-
ket, many of them technical and tedious. Before I wrote this book, I was
amazed that so many boring books had been written about such a fas-
cinating subject. Just like you, I hate reading books that put me to sleep
by the second chapter. That is why I was so determined to write an
entertaining, easy-to-read, and educational book about the market.

I wanted to write a book that I can hand to you and say, “Read
everything in this book if you want to learn quickly about stocks.” You
don’t have to be a dummy, idiot, or fool to understand the market. You
also don’t have to be a genius. After you read this book, you will real-
ize that understanding stocks is not that hard. (The hard part is making
money, but we’ll get to that later.)

I also don’t think you should have to wade through 300 pages to
learn about the market. Too many books on stocks are as thick as col-
lege textbooks and not nearly as exciting. Even though this book is
short, it is packed with information about investing and trading. I did
my best to make sure that you would have a short and easy read.

I wrote this book because I wanted you to know the truth.

As I was writing, a corporate crime wave was sweeping across
America. Dozens of corporations were accused of cheating people out
of millions of dollars. It upset me that so many investors have become
victims of the stock market. It seems as if the name of the game is entic-

Copyright © 2004 by The McGraw-Hill Companies, Inc. Click here for Terms of Use.



viii INTRODUCTION

ing individual investors into the market so that they can be duped out of
all their money.

The insiders on Wall Street and in many corporations understand
the rules and know how to use them to lure you into putting your money
in the market. In this book, I promise to tell you the truth about how the
markets operate. Without that knowledge, you hardly have a chance to
win against the pros who do business on Wall Street. They go to work
every day with one goal in mind: to take money away from you.

Because the stock market is a brutal game that is often rigged in
favor of the house, you should be quite sure you know what you’re up
against before you invest your first dime. Unfortunately, you can’t win
unless you know how to play. One goal of this book is to educate you
about how the markets operate so that you can decide for yourself
whether you want to participate. By the end of the book, you’ll know
the players, the rules, and the vocabulary.

I don’t want to scare you, just prepare you.

After my unsettling introduction, you may decide that you don’t
want to have anything to do with the stock market. In my opinion, that
would be a mistake. First of all, understanding the market can help you
make financial decisions. The stock market is the core of our financial
system, and understanding how it works will guide you for the rest of
your life. In addition, the market often acts as a crystal ball, showing
where the economy is headed.

This book is also ideal for people who still aren’t sure whether to
participate in the market. By the last chapter, you should have a better
idea as to whether investing directly in the stock market makes sense
for you. Although I can’t make any promises, it is also possible that
understanding the market will help you build wealth. Perhaps you will
put your money into the stock market, but I will give you other invest-
ment ideas.

How to Read this Book

If you are a first-time investor (and even if you’re not), I suggest you
begin by reading the first, second, and fourth sections. This will give
you an overview of the market (Parts One and Two), and ways to avoid
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losing money (Part Four). Because Part Three is the most challenging
and technical, it should be saved for last. As a special bonus, at the end
of the last chapter I reveal a trading strategy that has not lost money
during the last eight calendar years. I think you’ll be intrigued by this
simple but effective strategy that contradicts the advice included in
nearly every other investment book.

I wish you the best of luck. I sincerely hope you find that learning
about stocks is an enlightening experience, one that you will always
remember.
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PART ONE

WHAT YOU NEED
TO KNOW FIRST
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Welcome to the
Stock Market

You may be surprised, but the market is not as difficult to understand as
you might think. By the time you finish reading this chapter, you
should have enough knowledge of the market to allow you to sail
through the rest of the book. The trick is to learn about the market in
small steps, which is exactly how I present the information to you.

The Stock Market: The Biggest Auction in the World

Think of the stock market as a huge auction or swap meet (some might
call it a flea market) where people buy and sell pieces of paper called
stock. On one side, you have the owners of corporations who are look-
ing for a convenient way to raise money so that they can hire more
employees, build more factories or offices, and upgrade their equip-
ment. The way they raise money is by issuing shares of stock in their
corporation. On the other side, you have people like you and me who
buy shares of stock in these corporations. The place where we all meet,
the buyers and sellers, is the stock market.

3
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4 UNDERSTANDING STOCKS

What Is a Share of Stock?

We’re not talking about livestock! Actually, the word stock originally
did come from the word /ivestock. Instead of trading cows and sheep,
however, we trade pieces of paper that represent ownership—shares—
in a corporation. You may also hear people refer to stocks as equities or
securities. Most people just call them stocks, which means supply.
(After all, the entire stock market is based on the economic theory of
supply and demand.)

When you buy shares of stock in a corporation, you are com-
monly referred to as an investor or a shareholder. When you own a
share of stock, you are sharing in the success of the business, and you
actually become a part owner of the corporation. When you buy a
stock, you get one vote for each share of stock you own. The more
shares you own, therefore, the more of the corporation you control.
Most shareholders own a tiny sliver of the corporation, with little
control over how the corporation is run and no ability to boss anyone
in the corporation around. You’d have to own millions of shares of
stock to become a primary owner of a corporation whose stock is
publicly traded.

In summary, a corporation issues shares of stock so that it can
attract money. Investors are willing to buy stock in a corporation in
order to receive the opportunity to sell the stock at a higher price. If the
corporation does well, the stock you own will probably go up in price,
and you’ll make money. If the corporation does poorly, the stock you
own will probably go down in price, and you’ll lose money (if you sell,
that is).

Stock Certificates: Fancy-Looking Pieces of Paper

Stock certificates are written proof that you have invested in the cor-
poration. (Some people don’t realize that you invest in companies,
not stocks.) Although some people ask for the stock certificates so
that they can keep them in a safe place, most people let a brokerage
firm hold their stock certificates. It is a lot easier that way. To be
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technical, there are actually two kinds of stock, common and pre-
ferred. In this book, we will always be talking about common stock,
because that is the only type that most corporations issue to
investors. Remember, not all companies issue stock. A company has
to be what is called a corporation, a legally defined term. Most of the
large companies you have heard of are corporations, and, yes, their
stocks are all traded in the stock market. I’'m talking about corpora-
tions like Microsoft, IBM, Disney, General Motors, General Electric,
and McDonald’s.

You Buy Stocks for Only One Reason: To Make Money

The stock market is all about making money. Quite simply, if you buy
stock in a corporation that is doing well and making profits, then the
stock you own should go up in price. (By the way, the profits you make
from a stock are called capital gains, which are the difference between
what you paid for a stock and what you sold it for. If you lose money, it
is called a capital loss.)

You make money in the stock market by buying a stock at one price
and selling it at a higher price. It’s that simple. There is no guarantee, of
course, that you’ll make money. Even the stocks of good corporations
can sometimes go down. If you buy stocks in corporations that do well,
you should be rewarded with a higher stock price. It doesn’t always
work out that way, but that is the risk you take when you participate in
the market.

New York: Where Stock Investing Became Popular

Before there was a place called the stock market, buyers and sellers had
to meet in the street. Sometime around 1790, they met every weekday
under a buttonwood tree in New York. It just happened that the name of
the street where all this took place was Wall Street. (For history buffs,
the buttonwood tree was at 68 Wall Street.)

A lot of people heard what was happening on Wall Street and
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wanted a piece of the action. On some days, as many as 100 shares of
stock were exchanged! (In case you don’t think that’s funny, in today’s
market, billions of shares of stock are exchanged every day.)

It got so crowded in the early days that 24 brokers and merchants
who controlled the trading activities decided to organize what they
were doing. For a fixed commission, they agreed to buy and sell shares
of stock in corporations to the public. They gave themselves a quarter
for each share of stock they traded (today we would call them stock-
brokers). The Buttonwood Agreement, as it was called, was signed in
1792. This was the humble beginning of the New York Stock Exchange
(NYSE).

It wasn’t long before the brokers and merchants moved their
offices to a Wall Street coffee shop. Eventually, they moved indoors
permanently to the New York Stock Exchange Building on Wall Street.
Keep in mind that a stock exchange is simply a place where people go
to buy and sell stocks. It provides an organized marketplace for stocks,
just as a supermarket provides a marketplace for food.

Even after 200 years, the name Wall Street is a symbol for the U.S.
stock exchanges and the financial institutions that do business with
them, no matter what their physical location. If you go to New York,
you’ll see that Wall Street is just a narrow street in the financial district
of Lower Manhattan. Therefore, the stock market, or Wall Street, is
really a convenient way of talking about anyone or anything connected
to our financial markets.

Three Major Stock Exchanges

After the NYSE was formed, there were also brokers trading stocks who
weren’t considered good enough for the New York Stock Exchange.
Traders who couldn’t make it on the NYSE traded on the street curb,
which is why they were called curbside traders. Eventually, these traders
moved indoors and established what later became the American Stock
Exchange (AMEX).

There is also a third major stock exchange, the National Association
of Securities Dealers Automated Quotation System (Nasdaq), which
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was created in 1971. This was the first electronic stock exchange; it was
hooked together by a network of computers. (Yes, they did have com-
puters back then.)

Competition is good for the stock market. It forces the stock
exchanges to fill your orders faster and more cheaply. After all, they want
your business. There are stock exchanges in nearly every country in the
world, although the U.S. market is the largest. U.S. stock exchanges other
than the three major ones include the Cincinnati Stock Exchange, the
Pacific Stock Exchange, the Boston Stock Exchange, and the Philadel-
phia Stock Exchange (the Philadelphia Stock Exchange is our country’s
oldest organized stock exchange). Other countries with stock exchanges
include England, Germany, Switzerland, France, Holland, Russia, Japan,
China, Sweden, Italy, Brazil, Mexico, Canada, and Australia, to name
only a few.

A few years ago, in order to compete more effectively against the
NYSE, the National Association of Securities Dealers (NASD), which
owns the Nasdaq, and the AMEX merged. Although the two exchanges
are operated separately, the merger allowed them to jointly introduce
new investment products. This is interesting, but it doesn’t really affect
you as an investor. In the end, it doesn’t really matter from which
exchange you buy stocks.

Joining a Stock Exchange

It’s not easy for a corporation to be listed on, or join, a stock exchange
because each exchange has many rules and regulations. It can take
years for a corporation to meet all the requirements and join the
exchange. The stock exchanges list corporations that fit the goals and
philosophy of the particular exchange.

For example, the companies that are listed on the NYSE are some of
the best-known and biggest corporations in the United States—blue-chip
corporations like Wal-Mart, Procter & Gamble, Johnson & Johnson, and
Coca-Cola. The Nasdaq, on the other hand, contains many technology
corporations like Cisco Systems, Intel, and Sun Microsystems. In addi-
tion, stocks that are traded “over the counter” (OTC) are located on the
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Nasdaq. By the way, there are over 5000 stocks traded on the three U.S.
stock exchanges and another 5000 smaller companies traded over the
counter.

Corporations: Convincing People to Buy Their Stock

Once a corporation goes public and allows its stock to be traded, the
trick is to convince investors that the corporation will be profitable.
Corporations do everything in their power to attract money from in-
vestors. Bigger corporations spread the word through print and televi-
sion advertising. Smaller corporations might rely on word of mouth,
emails, or news releases. The more people there are who believe in a
corporation, the more people there will be who will buy its stock, and
the more money the people on Wall Street will make. Now do you
understand why everyone is always saying such good things about the
market? If you’re lucky, you’ll also make a few bucks if you invest in a
profitable corporation.

Now that you have some idea of what happens in the back rooms of
the stock brokerage, I'm going to take you upstairs. First, I will intro-
duce you to the three types of people who participate in the market:
individual investors, traders, and professionals. By the time you finish
this book, you should have a better idea of where you fit in.

Individual Investors

Investors buy stocks in corporations that they believe in and plan to
hold those stocks for the long term (usually a year or longer). Investors
generally choose to ignore the short-term day-to-day price fluctuations
of the market. If all goes according to plan, they find that the value of
their investment has increased over time.

One of the most profitable buy-and-hold investors of our time,
Warren Buffett, likes to say that he is not buying a stock, he is buying a
business. He buys stocks for the best price he can and holds them as
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long as he can—forever, if possible. (When asked when he sells, Buf-
fett once said, “Never.”)

Keep in mind, however, that Buffett buys stocks in conservative
(some would say boring) corporations like insurance companies and
banks and rarely buys technology stocks. Buffett became a billionaire
using his long-term buy-and-hold investment strategy (a strategy is a
plan that helps you determine what stocks to buy or sell).

Investors who bought shares of stock in Caterpillar (CAT), Lock-
heed Martin (LMT), and Minnesota Mining and Manufacturing
(MMM), for example, saw the value of their investments increase over
time, especially during the latter half of the 1990s. Actually, there was
never a better time to be an investor than during the 1990s. You bought
shares of a corporation you knew and believed in, then sat back and
watched the value of the shares increase by 25, 50, or 100 percent.
(This is as good as it gets for investors!)

Short-Term Traders

Unlike investors, short-term traders don’t care about the long-term
prospects of a corporation. Their goal is to take advantage of the short-
term movements in a stock or the market. This means that they may
buy and then sell a stock within 5 minutes, a few hours, a few days, or
even a week or month on occasion. When you are a trader, you are pri-
marily focused on the price of a stock, not on the business of the cor-
poration.

There are many kinds of short-term traders. Some of you may have
heard the term day trader, which refers to a very aggressive short-term
trader. For example, a day trader might buy a stock at $10 a share with
a plan to sell it at $10.50 or $11, usually within the same day. If the
stock goes down in price, he or she will probably sell it quickly for a
small loss. In other words, day traders buy stocks in the morning and
sell them for a higher price a few minutes or hours later. Generally, they
move all their money back to cash by the end of the day. Keep in mind
that it’s extremely hard to consistently make money as a day trader.
Only a small percentage of people make a living at it.
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Professional Traders

Professional traders use other people’s money (and sometimes their
own) to make investments or trades on behalf of clients. Professionals
include individuals who work for Wall Street brokerages and stock
exchanges, but they also include institutional traders like pension
funds, banks, and mutual fund companies.

There is no doubt that institutional investors that have access to
millions of dollars influence not only individual stocks but the entire
market. Some of these institutions have set up computer programs that
automatically buy or sell stocks when certain prices have been reached.
(On days when the market is up or down hundreds of points, the stock
exchanges limit how much institutional investors can buy or sell.)

If you want to be a professional Wall Street trader, you can also
apply to become a member of one of the exchanges. At current prices,
it will cost you several million dollars to buy a seat on the NYSE, and
all you get for this is the freedom to trade stocks directly on the
exchange floor. (For that kind of money, you’'d think they'd let you play
golf and swim! For a few million dollars less, you can trade directly
from the comfort of your own home.) Some people with seats rent them
out to professional traders and thus bring in extra income.

How Wall Street Keeps Score

Wall Street has several ways to keep track of the market. One of the eas-
iest ways to find out how the market is performing each day is to look
at a newspaper, television, or the Internet. Typically, people look at the
Dow Jones Industrial Average (DJIA), the most popular method of
determining whether the market is up or down for the day.

The Dow Jones Industrial Average

In 1884, a reporter named Charles Dow calculated an average of the
closing prices of 12 railroad stocks; this became known as the Dow
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Jones Transportation Average. His goal was to find a way to measure
how the stock market did each day. He then wrote comments about the
stock market in a four-page daily newspaper called a “flimsie,” which
later became the Wall Street Journal.

A few years later, the company Charles Dow helped start, Dow
Jones, launched the Dow Jones Industrial Average, consisting of 12
industrial stocks. If you know about averages, you know that you basi-
cally add up the prices of the stocks in the index and divide by the num-
ber of stocks to create a daily average. By watching the Dow, you can
get a general idea of how the market is doing. It also gives us clues to
the frend of the market, whether it is going up, down, or sideways. (The
trend is simply the direction in which a stock or market is going.)

The original 12 stocks in the Dow were the biggest and most popu-
lar companies at the end of the nineteenth century—for example, Amer-
ican Tobacco, Distilling and Cattle Feeding, U.S. Leather, and General
Electric, to name a few. Guess which stock still remains in the index? (If
you guessed General Electric, you are right. The other corporations
either went out of business or merged with other corporations.)

By 1928, the Dow Jones Industrial Average was increased to 30
stocks, which is the number of stocks in the index today. (By the way,
this index is sometimes called the Dow 30.) These 30 stocks are a cross
section of the most important sectors in the stock market. (A sector is a
group of companies in the same industry, such as technology, utilities,
or energy.) Over time, the Dow changed from an equal-weighted index
to one in which different stocks have different weights. This means that
stocks with a higher weighting affect the Dow index more than stocks
with a lower weighting. For example, since American Express is
weighted high in today’s market, if this stock is having a bad day and
falls by several points, the Dow could end up down for the day.

It’s easy to find out how the Dow did each day—it’s reported in the
media. Since more than half of the public is invested in the stock mar-
ket, there is a lot of interest in what the Dow does each day.

Therefore, when we talk about the Dow Jones being up or down
each day, we’re really talking about a representative group of 30 stocks,
the Dow 30. Even if the market is down for the day, the stock you own
could be up, or the other way around.
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Other Indexes

Although the Dow (operated by the Wall Street Journal) was the first
index to keep track of stocks, hundreds of other indexes have been cre-
ated to track almost everything from transportation to utilities to tech-
nology stocks. Some sophisticated investors keep an eye on many of
these indexes, but most people watch just three.

The next most popular index (after the Dow) is the Nasdaq Com-
posite Index, which tracks the more than 5000 stocks listed on the Nas-
dag. On television or on the Internet, when you see the Dow listed, you
will almost always see the Nasdaq below it.

The third index that many people watch closely is the S&P 500. If
you guessed that this contains 500 stocks, you are right. These are 500
stocks that Standard & Poor’s Corporation (S&P) has selected to repre-
sent the overall stock market. They are usually the largest stocks and
include a lot of technology stocks. Other popular indexes are the Rus-
sell 2000 index and the Wilshire 5000. You’ll learn later that you can
invest directly in them, since they trade just like stocks.

If you were a professional money manager, your goal each year
would be to beat the major indexes. What does this mean? It means that
if the Dow is up 15 percent this year, you would try to get 15 percent or
more. The bad news is that it’s very hard for people, even professional
investors, to beat the indexes. In 2001, it was reported that 50 percent
of the professional money managers don’t beat the indexes each year.
In 2002, it was reported that only 37 percent of the professional man-
agers beat the indexes.

It’s All About Points

To measure how much you make or lose in the stock market, Wall
Street uses a system of points that represent dollars. For example, if
your stock went from $5 a share to $10 a share, we would say that your
stock went up 5 points. That’s how we keep score on Wall Street, but
accountants and market analysts make it seem a lot more complicated
than it is.

The same type of scoring is done with the major indexes like the
Dow, the Nasdaq, and the S&P 500. If the Dow went from 10,000 to
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10,100, you would say the market went up by 100 points. If your stock
went from $10 a share to $11 a share, you made a point, not a dollar.

Note: Although it’s okay to tell people how many points you made or
your percentage gain, it’s not polite to tell people the exact amount of
money you made on a stock deal. Even if you made $5000 in 5 min-
utes, it’s best to keep it to yourself. To be polite, stick to the point sys-
tem and avoid talking about money.

How Much Is It Going to Cost?

If you can figure out the following calculation, then you will under-
stand how to buy or sell stock. Just as in an auction, every stock has a
price. This price changes frequently—every few seconds for some
stocks. Let’s say that a stock you’re interested in, Bright Light, is cur-
rently trading at $20 a share. You decide you want to buy 100 shares.
The math goes like this: 100 shares multiplied by $20 a share will cost
you $2000. That means you must pay $2000 if you want to buy 100
shares of Bright Light (plus commission, of course).

This is so important that I’ll give you another example. Let’s say
you want to buy 1000 shares of a stock that is selling for $15 a share.
How much will it cost you? The answer is $15,000. One more example:
Let’s say you want to buy 100 shares of a stock that costs $5 a share.
The answer is $500.

How Much Did You Make?

Let’s say you decide to buy 1000 shares of a stock that costs $15 a share.
It will cost you $15,000. If the stock goes to $16, you have made 1 point.
If the stock goes to $17, you have made 2 points. Here’s the important
part: If you have 1000 shares of a stock and you made 1 point, you made
$1000 in profit. If the stock goes up 2 points, you made $2000 in profit.
So the more shares you own, the more money you’ll make (or lose).

(More examples? If you own 100 shares of a stock and it goes up
1 point, you made $100. If you own 100 shares of a stock and it goes
up by 5 points, you made $500.)
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What If No One Wants to Buy or Sell Your Stock?

This is actually a very good question. It’s like having a house sale that
no one goes to. To solve this problem, the stock exchanges have set up
a system in which there is always someone on the other side of a trans-
action. In other words, there will always be a buyer or seller for you.
You may not get the best price, but at least you know that there is
someone who is willing to sell you the stock or buy it from you if you
own it.

On the NYSE, there is one person, a specialist, who acts as the
intermediary for each stock. The specialists “make a market” for every
stock listed on the exchange. This means that the specialist keeps track
of and fills all of the orders for a particular stock that comes in, some-
times using his or her own money if no one else wants to buy or sell the
stock. Does this sound like a fun job? Handheld computers make the
job a lot easier. Before computers, the specialists used to fill the orders
by hand. Once orders increased from hundreds to billions of shares,
computers were installed to handle the orders.

You might wonder how the specialists get paid, since they are using
their own money to fill the orders. First of all, because specialists know
the stock so well, they are able to buy it at the lowest possible price and
sell it to you at the highest possible price. It doesn’t sound really fair,
but that’s how they make their money. They also get a cut on every trade
they make. They claim this is to compensate them for the risk they take
when they use their own money to buy or sell.

If you are investing in only a few hundred shares, or even a few
thousand, it’s not worth your time to worry too much about the pennies
the intermediaries make on each trade. It’s the million-share traders
who try to save money on each trade. By the way, those pennies add up
to thousands of dollars every day for the specialists. They make money
whether the market goes up or down.

At the Nasdaq market, the computerized stock exchange, buyers
and sellers are matched with the help of an intermediary called a mar-
ket maker. Unlike the arrangement at the NYSE, where only one spe-
cialist is assigned to a stock, at the Nasdaq you can have multiple
market makers for a stock. The more popular the stock, the more mar-
ket makers will be assigned to the stock.
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For instance, a stock like Microsoft could have as many as 30 market
makers, while a $1 stock might have only one market maker. There is,
however, at least one market maker assigned to each Nasdaq stock. Keep
in mind that all of this happens behind the scenes within seconds.
Because billions of shares are traded each day, your orders end up being
routed by computers. It is nice to know, however, that there will always be
someone who is willing to buy or sell shares of your stock.

Why Stocks Are a Good Idea

There are a number of reasons why you should buy stocks. According
to researchers, stocks have beaten every other type of investment over
any 10-year period during the last 75 years. They are a good buy even
after a market crash or an extended bear market. According to research
conducted by Jeremy Siegel, best-selling author of Stocks for the Long
Run (McGraw-Hill, 2002), over the long term stocks gained an annual-
ized 8 percent after inflation after the market has fallen by over 40 per-
cent or more. (/nflation is the expansion of the money supply. As a
result, the price of goods and services go up, which lowers or erodes the
amount you can buy with your money.) In the short term, stocks are
riskier than fixed-income assets, but in the long run, says Siegel, stocks
outperform every other investment.

According to many experts, stocks have returned an average of 11
percent annually for the last 75 years, handily beating inflation as well
as bonds, money market accounts, and savings accounts. In addition,
it’s cheaper to buy stocks over the long term, especially if you buy and
hold. And according to the experts, the odds are quite good that the
market will continue to go up just as it’s done in the past (although there
are no guarantees).

Risk: The Chance You Take When You Buy Stocks

A lot of people enter the stock market without a clear idea of the risks.
(Too many people look up at the stars without looking out for the rocks
below.) Let’s be clear: when you invest or trade in the market, there is a
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chance that you could lose some or all of your money. It’s even possible
to lose more money than you put in. The goal for many investors and
traders, therefore, is learning how to recognize and minimize risk. Keep
in mind, however, that you can’t completely eliminate risk, but you can
learn to manage it.

There are all kinds of risk. First, the entire stock market could go
down in price because of outside events like war, recession, or terrorism.
Second, even if the stock market as a whole goes up, there are a number
of reasons why your stock could go down. Third, even if you avoid the
stock market and put your money in a savings account (or under your
mattress), there is the risk that your money will be worth less because of
inflation. And finally, if you do not invest in the market, there is the risk
that you will miss out on some very profitable buying opportunities.
Therefore, whether you invest in the market or not, there will be risks.
By the time you finish this book, you’ll be able to decide for yourself
whether the risks you take are worth the rewards you’ll make.

The Dow 30 (including ticket symbol)

Alcoa (AA)

American Express Co. (AXP)
AT&T Corp. (T)

Boeing Co. (BA)

Caterpillar, Inc. (CAT)

Citigroup, Inc. (C)

Coca-Cola Co. (KO)

DuPont Co. (DD)

Eastman Kodak Co. (EK)
ExxonMobil Corp. (XOM)

General Electric Co. (GE)

General Motors Corp. (GM)
Hewlett-Packard Co. (HPQ)

Home Depot (HD)

Honeywell International Inc. (HON)
Intel Corp. (INTC)

International Business Machines Corp. (IBM)
International Paper Co. (IP)

J.P. Morgan Chase (JPM)

Johnson & Johnson (JNJ)
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McDonald’s Corp. (MCD)

Merck & Co. (MRK)

Microsoft (MSFT)

Minnesota Mining and Manufacturing Co. (MMM)
Philip Morris and Co. (MO)

Procter & Gamble Co. (PG)

SBC Communications (SBC)

United Technologies Corp. (UTX)

Wal-Mart Stores, Inc. (WMT)

Walt Disney Co. (DIS)

In the next chapter, you will learn how to invest in bonds, cash,
mutual funds, and real estate.
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Stocks:

Not Your Only
Investment

When most people talk about the stock market, they are usually refer-
ring to buying or selling individual stocks. There are, however, a num-
ber of other investments besides stocks. Becoming familiar with other
types of investments—for example, bonds, cash, real estate, and
mutual funds—will help make you a more knowledgeable investor.

Bonds: Misunderstood but Popular
Fixed-Income Investments

Wall Street helps corporations raise money not only by issuing stocks,
but also by issuing bonds. Technically, a bond is a fixed-income invest-
ment issued by a corporation or the government that gives you a regu-
lar or fixed rate of interest for a specific period.

19
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To understand bonds, you have to think like a lender, not an investor.
After all, a bond is an IOU. When you buy bonds, you are lending money
to the corporation or the government in return for a promise that the
money will be paid back in full with interest.

In “bondspeak,” the corporation or government promises to pay
you a fixed rate of interest, let’s say 7 percent per year. The fixed rate
of interest is called a coupon. You are guaranteed to receive this fixed
interest rate for the length of the loan. At the end of the period (called
the maturity date), you are given your original money back, and you
get to keep all the interest you made on the loan.

There are three types of bonds: Treasuries, munis, and corporate.
Bonds issued by the U.S. government are called Treasuries. They are
considered the safest bond investment because they have the full back-
ing of the U.S. government. Munis are issued by state and local gov-
ernments and are usually tax-free. Corporate bonds have the most risk
but also provide the highest returns.

There are three categories of bonds: bills, notes, and bonds. Bills
have the shortest maturity dates, from 1 to 12 months; notes have matu-
rity dates ranging from 1 to 10 years; and bonds have maturity dates of
10 years or longer, often as long as 30 years. Usually, the longer the
term of the loan, the higher the yield will be. (The yield is what you will
actually earn from the bond.)

Bonds can be confusing so I'll give several examples: Let’s say you
decide to lend a corporation $5000 for 10 years. In return, the corpora-
tion pays you 10 percent a year. That means that for the next 10 years
you’ll receive $500 a year in interest payments. To review, the bond has
a $5000 face value (how much it costs), a 10 percent coupon (a fixed
interest rate), and a 10-year maturity (time period). That wasn’t hard,
was 1t?

Usually, people who don’t like a lot of risk tend to buy bonds rather
than stocks. With stocks, there is the chance you could lose all your
money if the stock goes to zero. Unfortunately, bonds aren’t perfect
either. In fact, there are risks in buying bonds.

For example, there is always the chance that the corporation you
lent money to will go bankrupt. This is what happened to the bond-
holders of Enron, WorldCom, Global Crossing, and other corporations.
When you buy a bond, it is given a rating (highly rated AAA bonds are
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considered the safest). The lower the bond rating, however, the higher
the interest you receive. Some bonds are so risky that they are called
Jjunk bonds. For the risk you take when you own lower-rated bonds, you
receive an extremely high yield.

Bondholders are very concerned about interest rates. After all,
many bondholders live off the interest payments they receive from
their bonds. After the market peaked in 2000, the Federal Reserve Sys-
tem (the Fed) lowered interest rates more than 12 times. Existing
bondholders were delighted because they had already locked in a
favorable yield at a higher interest rate and could resell their bonds for
a higher price. After all, when interest rates fall, the value of the bond
goes up.

The inverse relationship between bond prices and interest rates can
be confusing. Many people don’t realize that the price you received
when your bond was issued rises or falls in the opposite direction with
interest rates (the inverse relationship). For example, let’s say you pur-
chased a bond for $1000 with an 8 percent coupon (it pays $80 annu-
ally per $1000 of face value). If interest rates drop below 8 percent,
your bond will be worth more than $1000 because investors will pay
more to receive the higher interest rate on your bond. On the other
hand, if interest rates rise, your bond will be worth less than $1000
because buyers won’t pay you face value for a bond that pays a lower
interest rate.

To summarize, the advantage of owning bonds is that you receive
a guaranteed interest payment and a promise that your original money
(called principal) will be repaid to you in full. Basically, you lend
money to a corporation, and it promises to pay you back in full after a
specified period of time. The disadvantage is that the corporation
could go out of business, leaving you with nothing. You may be sur-
prised to learn that more people buy bonds than invest in the stock
market. Bonds are especially popular with people who are nearing
retirement.

If bonds seem confusing, don’t worry; they are. That is why many
people prefer to buy bond mutual funds, which are more convenient
and easier to understand. Speaking of mutual funds, it’s about time we
learned more about this fascinating investment. It fits in perfectly with
our discussion about the stock market.
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Mutual Funds: A Popular Alternative
to Individual Stocks and Bonds

Instead of investing directly in the stock market, you can buy mutual
funds. An investment company creates a mutual fund by pooling
investors’ money and using it to invest in an assortment of stocks,
bonds, or cash. In a way, investing in a mutual fund is like hiring your
own professional money manager. The best part is that the fund man-
ager who manages the mutual fund makes the buying and selling deci-
sions for you. This is ideal for people who don’t have the time or
knowledge to research individual companies and determine whether
the stock is a good buy at its current price. This is one of the reasons
that mutual funds have become so popular in the last few years.

For a relatively low fee, especially when compared with stock
commissions, mutual funds give you instant diversification. For a min-
imum investment of $2500, or sometimes less, you can buy a slice of a
whole basket of stocks. (Many mutual fund companies have raised their
minimum from as little as $100 to $2500.) If you are interested in
mutual funds, you should begin by looking in the financial section of
your local newspaper. There are well over 7000 mutual funds to choose
from, each with its own style and strategy.

For example, you could buy a mutual fund that invests in stocks
(called a stock fund), technology (a sector fund), or bonds (a bond
fund), or one that invests in international stocks (an international fund).
No matter what kind of investment you’re interested in, there is a
mutual fund that should meet your needs.

When you find a mutual fund that meets your goals and fits your
investment strategy, you send a check to the investment company.
Because there are so many mutual funds, you should take as much time
to choose the correct mutual fund as you would take to choose a stock.
Keep in mind that although most mutual funds did extremely well dur-
ing the 1990s, many have faltered during the last few years. That’s why
it’s important to find a fund that is successful even when the economy
is doing poorly.

One of the smartest ways to invest in mutual funds is through a
401(k), a voluntary tax-deferred savings plan that is provided by a
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number of companies. The popular 401(k) plan is one of the reasons so
many people became involved in the stock market to begin with. The
brilliant part of the 401(k) is that you don’t have to pay taxes on the
money you earn until you are 59/%. If you leave the company before
you’re 59/, you can convert your 401(k) to an IRA, another type of tax-
deferred savings plan.

Why People Choose Mutual Funds

The main reason that people choose mutual funds is to allow diversi-
fication, which means that instead of investing all of your money in
only one stock—a frequently risky move—you are able to buy a slice
of hundreds of stocks. For example, let’s say that most of your money
was invested in WorldCom on the day it announced that it had mis-
stated its earnings by $3.8 billion. The stock fell by over 90 percent in
1 day! If you had owned this stock directly, you would have lost 90
percent of your money. On the other hand, if you owned a mutual fund
that owned WorldCom, you might have lost no more than 3 percent of
your money that day. Now do you see why mutual funds are a good
idea for investors?

On the other hand, some people are looking for a whole lot more,
which is what brings them to the stock market in the first place. If you
owned a mutual fund that contained a stock that went up a lot in price
in 1 day, you might make 1 or 2 percent on your fund that day. But if
you owned the stock directly, you could make 10 or 20 percent, or per-
haps more, in 1 or 2 days. (I’ve owned stocks that have gone up as much
as 50 percent in 1 day.)

Net Asset Value

A net asset value (NAV) is similar to a stock price. It technically refers
to the value of one share in the mutual fund. You can find NAVs in the
financial section of your daily newspaper. The math is very similar to
that for a stock. If you want to buy 100 shares of a mutual fund with an
NAV of $10, it will cost you $1000. You’ll also be charged a very small
management fee, which is simply subtracted from the NAV.
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You can also look in the newspaper to see how well your mutual
fund did during various periods, from yesterday to 3 years ago. The
mutual fund corporations have done an excellent job of letting their
shareholders know exactly what their performance records are. If you
don’t like a fund’s investment performance, you can always switch to
another mutual fund.

If you have never invested in the stock market, you might seriously
consider getting your feet wet with mutual funds. You should know that
there are two types of funds: no-load and load. In my opinion, you are
better off with a no-load fund (which means that you won’t have to pay
extra sales charges for investing in the fund) because it’s cheaper. There
is no evidence that load funds are any better than no-load funds.

Cross your fingers, but the highly regulated mutual fund industry has
so far avoided the kind of scandals that have beset many of America’s
corporations. Although it is possible for you to lose money with mutual
funds, at least you know you are getting a fair shake in the market. It is
extremely unlikely that a mutual fund corporation will try to rip you off.

Mutual funds aren’t perfect, of course. Sometimes they go down,
almost as much as stocks. During the recent bear market, many mutual
funds went down a lot (a few lost as much as 70 percent)}—not all
mutual funds, but many of them. Most mutual funds are designed to do
well in bull markets and tend to fail miserably during bear markets
(although a handful of specialized mutual funds shine in bear markets).

Index Funds: A Popular Alternative to Actively Managed Mutual Funds

The mutual funds I’ve talked about so far are run by fund managers
who keep close tabs on how their funds are doing. They will buy or sell
stocks in order to make more money for the fund. These fund managers
are actively involved in improving the performance of their mutual
fund; that’s why they’re called active managers.

Index funds are run differently. Like other mutual funds, they use
money pooled by investors. But unlike other mutual funds, index funds
do not have active managers. They simply contain the stocks that make
up one of the various indexes. For example, you could buy the Dow 30
index (DIA), the S&P 500 index (SPY), or the Nasdaq 100 index
(QQQ). The idea is that if you can’t beat the indexes, you might as well
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join them. Therefore, if the Dow index is having a good year and is up
10 percent, you will get a 10 percent return on your fund.

Index funds are less expensive than other mutual funds because
you don’t have to pay an active manager and there are no extra sales
charges. For these reasons, index funds have become very popular with
the public. More than 50 percent of portfolio managers have failed to
beat the index funds (in some years, the records are even worse), and so
index funds are a popular alternative.

Keep in mind that in a bull market, index funds do well. During a
lengthy bear market, however, their performance will be terrible. (Bull
markets are markets in which the major stock indexes are consistently
going up because investors are buying stocks. On the other hand, bear
markets are markets in which the major stock indexes are consistently
going down because investors are avoiding or selling stocks.) Never-
theless, the low cost and high performance of index funds have made
them attractive to many investors.

Cash

During the 1990s, putting your money in cash or a certificate of deposit
(CD) seemed like a dumb idea. After all, a CD, offered by most banks
and financial institutions, gave you a return of no more than 5 percent
a year. At the time, people became giddy when they saw the value of
their stocks go up by huge amounts. A 5 percent return on a CD seemed
like a bad joke.

The joke backfired, however, when people held their favorite
stocks too long. By the year 2001, the market had reversed. Many
investors who had held onto their favorite stocks lost nearly everything.
Those 5 percent CDs and an old-fashioned savings account (paying
only 1 percent a year) seemed like mighty good ideas. One percent a
year isn’t much—in fact, it’s a terrible return—but it’s better than los-
ing money.

If you have a preference for cash, you can also put your money in a
money market fund, which pays a little more than a bank. (A money mar-
ket fund is a mutual fund that invests in such short-term securities as CDs
and commercial paper.) You can also invest directly in U.S. Treasury bills,
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which offer the advantage of safety because they have the backing of the
U.S. government. (Money market funds aren’t insured.)

Remember when I talked about diversification? By keeping some
of your excess cash in a money market account, you are protected from
vicious bear markets. In addition, you can use excess cash to buy your
favorite stock or mutual fund. You’ll also learn that it’s nice to have
extra cash on the side to pay for emergencies and unexpected expenses.
There’s no rule that says that every cent you have should be invested in
the stock market.

Investing in Real Estate and Real Estate
Investment Trusts (REITs)

One of the smartest investments you can make is to buy your own
home. Not only will you get tax breaks, but over the years the prices of
many homes have skyrocketed. (In some parts of the country, the price
of real estate has gone up so high that it reminds people of what hap-
pened to the stock market after it peaked in 2000.) Owning a home is
usually cheaper than renting, it allows you to build long-term wealth
the old-fashioned way, and, most important, it feels great to be a home-
owner.

The biggest negative of owning a home is that real estate is an illig-
uid investment (meaning that you can’t sell it quickly, as you can a
stock or mutual fund). The other downside is that you are required to
make monthly mortgage payments. If for some reason you fall behind
with your payments, the bank can attempt to take over your home. Also,
when you own a home, you have to pay property taxes, homeowner’s
insurance, and interest on the loan. Even with these drawbacks, owning
a home is a worthy financial goal, although it’s not for everyone. (For
example, renting is simpler and more convenient for some people. In
addition, you could use the money you aren’t spending on the house to
invest in the stock market.)

Many people use real estate as an investment. This includes buying
a residential property, such as a single-family home, condominium, or
townhouse. If all goes according to plan, you can turn around and sell it
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for a higher price or rent it out. As with investing in the stock market,
you never want to buy real estate until you have done extensive research.

An alternative to buying real estate is to invest in a REIT, a publicly
traded company whose stock can be bought and sold on one of the
stock exchanges. These companies purchase and manage various real
estate properties. If you don’t want to take the time to buy stocks in
these companies, you can always buy REIT mutual funds.

Unlike real estate, the main advantage of REITs is their liquidity. In
addition, you can enjoy the benefits of buying and selling real estate
without having to do the work. Of course, there is the risk that the com-
pany or fund manager will make poor real estate investments, causing
the REIT to go down in price.

Bull, Bear, and Sideways Markets

Bear Market

Sometimes the market goes through a period of months or even
years when it keeps going down. That has happened a number of
times in the history of the stock market. When the stock market
is officially in a bear market, it means that the major market
indexes—the Dow, Nasdaq, and S&P 500—are declining. People
sell their stocks for whatever price they can get. In general, the
economy is weak, and corporate earnings are declining.

A bear market is pretty depressing for Wall Street. People
begin to avoid the stock market and put their money in cash, gold,
or bonds. On Wall Street, the major brokerages stop hiring or lay
off employees. Since the stock market often predicts what will
happen to the economy, a lengthy bear market may signal that a
recession is coming. No one can predict how long a bear market
will last, although bear markets in the past have been relatively
short.

Bull Market

Bull markets are very profitable for most traders and investors.
During a bull market, there are plenty of jobs on Wall Street, and
investors are flush with cash that they eagerly use to buy more
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stocks. Everyone seems to be in a stock buying mood, and the
major indexes have nowhere to go but up. People are optimistic
about the direction of the country. Everyone is talking about how
much money they made in the market. In the early 1920s, the bull
market was fueled by the increased use of automobiles and elec-
tricity. In the great bull market of the 1990s, it was the Internet
that drove stock prices higher.

Sideways Market

Wall Street dreads a sideways market because it’s hard for anyone
to make money in such a market. In a sideways market, the mar-
ket indexes attempt to go up or down but end up just about where
they started. People just sit on the sidelines, holding their cash and
refusing to participate in the market. For example, the market
reached its low 3 years after the 1929 market crash, then went
nowhere for the next 10 years. It took another 12 years for the
market to return to its 1929 highs. Another sideways market began
in 1966, when the Dow was at 983.51. You had to wait 16 years,
until 1982, for the Dow to permanently break 1000 (although it
temporarily broke through in 1972 before retreating.) Investors
had to endure a number of mini-bear markets during this period.

In the next chapter, you will learn about growth, income, and value
stocks, and introduced to penny stocks.



How to
Classity Stocks

If you want to understand the stock market, you should learn the differ-
ent ways in which people classify and identify stocks.

Stock Sectors

A sector is a group of companies that loosely belong to the same indus-
try and provide the same product or service. Examples of stock sectors
include airlines, software, chemicals, oil, retail, automobiles, and phar-
maceuticals, to name just a few. Understanding sectors is important if
you want to make money in the stock market. The reason is simple: No
matter how the market is doing and no matter what the condition of the
economy, there are always sectors that are doing well and sectors that
are struggling.

For example, during the recent bear market, the semiconductor sec-
tor, the Internet sector, and the computer sector were going down on a
regular basis. A lot of savvy investors shifted their money out of these
losing sectors and moved into the retail and housing sectors. That’s
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right, the retail and housing sectors soared during 2001 and 2002. (Wal-
Mart was particularly strong.)

Some professional traders shift their money into and out of sectors
every day. Once they identify the strongest sectors for the day, they pick
what they think is the most profitable stock in each of these sectors. Like
anything connected to the stock market, shifting into and out of sectors
sounds easier on paper than it is in real life. It’s always easier to look in
the rearview mirror to figure out what sectors were most profitable.

It’s very easy for me to say that you should have shifted out of tech-
nology in March 2000 and moved into the housing sector. But now,
right now, how confident are you that housing stocks will continue to
go up in price? It’s a lot harder to pick successful sectors than many
people think. Nevertheless, it’s worth taking the time to understand and
identify the various sectors and to be aware of which sectors are strong
and which are weak. This could give you a clue as to where the econ-
omy is headed.

Classifying Stocks: Income, Value, and Growth

Income Stocks

The first category of stocks is income stocks, which include shares of
corporations that give money back to shareholders in the form of divi-
dends (some people call these stocks dividend stocks). Some investors,
usually older individuals who are near retirement, are attracted to
income stocks because they live off the income in the form of dividends
and interest on the stocks and bonds they own. In addition, stocks that
pay a regular dividend are less volatile. They may not rise or fall as
quickly as other stocks, which is fine with the conservative investors
who tend to buy income stocks. Another advantage of stocks that pay
dividends is that the dividends reduce the loss if the stock price goes
down.

There are also a number of disadvantages of buying income stocks.
First, dividends are considered taxable income, so you have to report the
money you receive to the IRS. Second, if the company doesn’t raise its
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dividend each year—and many don’t—inflation can cut into your prof-
its. Finally, income stocks can fall just as quickly as other stocks. Just
because you own stock in a so-called conservative company doesn’t
mean you will be protected if the stock market falls.

Value Stocks

Value stocks are stocks of profitable companies that are selling at a rea-
sonable price compared with their true worth, or value. The trick, of
course, is determining what a company is really worth—what investors
call its intrinsic value. Some low-priced stocks that seem like bargains
are low-priced for a reason.

Value stocks are often those of old-fashioned companies, such as
insurance companies and banks, that are likely to increase in price in
the future, even if not as quickly as other stocks. It takes a lot of
research to find a company whose price is a bargain compared to its
value. Investors who are attracted to value stocks have a number of fun-
damental tools (e.g., P/E ratios) that they use to find these bargain
stocks. (Il discuss many of these tools in Chapter 9.)

Growth Stocks

Growth stocks are the stocks of companies that consistently earn a lot
of money (usually 15 percent or more per year) and are expected to
grow faster than the competition. They are often in high-tech indus-
tries. The price of growth stocks can be very high even if the company’s
earnings aren’t spectacular. This is because growth investors believe
that the corporation will earn money in the future and are willing to
take the risk.

Most of the time, growth stocks won’t pay a dividend, as the corpo-
ration wants to use every cent it earns to improve or grow the business.
Because growth stocks are so volatile, they can make sudden price
moves in either direction. This is ideal for short-term traders but unnerv-
ing for many investors. During the 1990s, when growth stocks were all
the rage, even buy-and-hold investors couldn’t resist investing in growth
companies like Cisco, Sun Microsystems, and Dell Computer.
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Dividends: Another Way to Make Money

You already know that many investors are attracted to income stocks
because they pay dividends. Let’s take a closer look at exactly how div-
idends work.

As mentioned before, a corporation that has made a lot of profits
passes some of those profits to shareholders in the form of a payment
called a dividend. It is usually given to shareholders in cash (in fact, by
check), or, if desired, it can be used to buy more shares of the stock.

Dividends are a great idea. Not only do you make money as the
price of your stock goes up, but you can also receive a bonus from the
corporation in the form of a dividend every quarter. Keep in mind that
the corporation’s board of directors is not required to distribute a divi-
dend but often does so when the corporation is doing well.

If you own a lot of shares of a stock, perhaps 5000 shares or more,
your dividend payments can add up substantially. Let’s say, for exam-
ple, that a corporation pays $0.25 per share quarterly dividend on your
5000 shares, which adds up to $1 in dividends each year. That means
that every 3 months you will receive $1250, for a total of $5000 a year.
In addition, if the stock you own goes up in price, then you also make
money on the gain (assuming you sell the stock).

People used to talk a lot about dividends, especially investors who
were nearing retirement age, because so many investors depended on
their dividend checks to live. Some people will buy only stocks that pay
hefty dividends. The corporations that traditionally paid dividends were
the large blue-chip companies that are included in the Dow Jones
Industrial Average (in the game of poker, blue chips are the most valu-
able). Corporations of these types tended to attract older investors who
were more interested in the dividends than in the stock price.

Unfortunately, a lot of corporations, even the blue chips, have low-
ered or eliminated their dividends. In the go-go 1990s, corporations
wanted to use every cent they had to enlarge or improve their business
and weren’t willing to give some of that money back to their share-
holders. Technology corporations in particular weren’t in the habit of
paying dividends. You can easily find out the amount of the dividend, if
any, that a corporation pays by looking in the newspaper.
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Penny Stocks

Just as their name suggests, penny stocks are stocks that usually sell for
less than a dollar a share (although some people define a penny stock
as one selling for less than $5 a share). Because the stocks of these
small corporations usually don’t meet the minimum requirements for
listing on a major stock exchange, they trade in the over-the-counter
market (OTC) on the Nasdaq. They are also called pink sheet stocks
because at one time the names and prices of these stocks were printed
on pink paper. (To check the prices of unlisted OTC stocks, try the Web
site www.otcbb.com.)

The advantage of trading penny stocks is that the share price is so
low that almost everyone can afford to buy shares. For example, with
only $1000 you can buy 2000 shares of a $0.50 penny stock. If the
stock ever makes it to a dollar, you made a 100 percent profit. That is
the beauty of penny stocks. On the other hand, you could put your order
in at $0.75 a share, and a couple of days later the stock could fall to
$0.50. It happens all the time. A number of traders specialize in these
stocks, although this is not easy.

After all, penny stocks are so cheap for a reason. That reason could
be poor management, no earnings, or too much debt, but whatever it is,
there usually aren’t enough buyers to make the stock go higher. Even
with their low price, the trading volume on penny stocks is exception-
ally low. (For example, a stock like Microsoft will trade millions of
shares per day, whereas a penny stock might trade 10,000 shares, or
sometimes even less.)

With a low-volume stock, it’s easy for someone to manipulate the
price. Manipulation? Yes, it happens, especially with penny stocks. If
you have a $1 stock that is trading only 25,000 shares a day, when
someone comes in to buy 10,000 shares, that trade is likely to affect the
price. (That’s also why some people prefer trading penny stocks.)

Because of their low volume, penny stocks are also the favorite
investment of unethical people who work in boiler rooms. A boiler
room is an operation that hires a team of people to make phone calls to
people they don’t know in order to convince them to buy a nearly
worthless stock. As the stock price goes up (because people are urged
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to buy the stock), the workers (the insiders) in the boiler room sell their
shares for a substantial gain. By the time you want to sell, it is often too
late. More than likely, you’ll lose most or all of your investment.

A bit of advice: If a cold-calling salesperson begs you to buy a
penny stock, just hang up. “Hey, buddy, the stock is only $0.10 a share.
For $1000, you can buy 10,000 shares. If the stock goes to a dollar, you
could make $10,000. How does that sound? So can I count on you for
10,000 shares? Trust me, this stock is hot.”

It is reported that thousands of people fall for this scam every sin-
gle day. The boiler room brokers are skilled at making you feel that you
are going to miss out on the deal of a lifetime if you don’t buy in the
next 10 minutes. In reality, it’s unlikely that the penny stock will ever
claw its way out of the basement. (An entertaining movie called Boiler
Room described some of the tactics used to convince unsuspecting
investors to buy penny stocks.)

Like anything connected to the stock market, exceptions can be
found. There are a number of once high-flying companies that trade for
less than a dollar. Because of these companies’ history and book value
(how much the company is worth), they are generally better buys than
unknown penny stocks with no price history and negative earnings.
However, it is essential that you do your homework before you pur-
chase your first penny stock.

The SEC: Protecting Investors
against Fraud

You may wonder whether there is a government organization that
protects the needs and interests of the individual investor. Actu-
ally, there is. Congress created the U.S. Securities and Exchange
Commission (SEC) in 1934 to regulate the securities industry
after the disastrous 1929 crash. The SEC is something like the
police officer for the investment industry. It sets the rules and
regulations and standards that Wall Street must follow. The pur-
pose of the SEC (paid for by your tax dollars) is to protect indi-
vidual investors against fraud and to make sure the markets are
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run fairly and honestly. Its Web site, www.sec.gov, contains help-
ful articles and resources about the SEC’s mission and about
individual companies. It’s worth mentioning that knowledge is
your best weapon against fraud, and the SEC does its best to keep
you informed. It will also make life miserable for anyone it
catches breaking the securities laws.

Unfortunately, not everyone wants a government organiza-
tion like the SEC breathing down the necks of corporations.
Although Congress created the SEC, there are powerful people
with special interests who want to keep the SEC as weak as pos-
sible. To make sure that the SEC is ineffective, some politicians
see to it that the SEC doesn’t have the funds or resources it needs
to go after companies that break securities laws.

A weak SEC is nothing but an invitation to corporate crooks
to use the stock market to finance their illegal trading activities.
It may take a market crash or some other financial disaster before
the SEC gets the tools it needs to rid the market of crooks. As an
individual investor or trader, however, it pays to know your rights
(and what is allowed by law), especially if you are a victim of
fraud by anyone connected with the securities industry.

In the next chapter, you will learn about all the things that people
do with stocks, including other ways to classify stocks.
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Fun Things You Can
Do (with Stocks)

You can do a number of interesting things with stocks: You can diver-
sify, allocate, compound, split them, and short them. Let’s look at each
of these concepts in turn.

Diversification: Avoiding Putting All of Your Eggs
in One Basket

I’ve already mentioned the importance of diversification, meaning that
instead of betting your entire portfolio on one or two stocks, you spread
the risk by investing in a variety of securities, with the number and the
specific securities depending on how much risk you want to take and
how long you will stick with your investment. (A portfolio is a list of
the securities, including stocks, mutual funds, bonds, and cash, that you
own.) The idea behind diversification is that even if one investment
goes sour, your other investments might soar.

Many people’s portfolios were destroyed during the recent bear
market because they invested all of their money in one stock, often that
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of the company for which they worked. For example, if the only stock
you owned was Enron because you worked there, not only did you lose
your job when Enron filed for bankruptcy, but you lost your investment
as well.

Let’s see how diversification works when you are 100 percent
invested in the stock market. First of all, you need a lot of money to prop-
erly diversify, more than most people can afford. That’s because you need
to own at least 25 to 50 stocks in various industries to be properly diver-
sified (now you understand why mutual funds are such a good idea).
Many financial experts suggest that you own a mixture of growth, value,
and income stocks, along with a smattering of international stocks. You
might also own stocks in both large companies and smaller ones.

It takes considerable skill to determine how you should diversify
because so much depends on how much risk you are comfortable with
(called risk tolerance), your age, and your investment goals. For exam-
ple, when the Internet stocks were going up, many people put 100 per-
cent of their money into those stocks. Unfortunately, this wasn’t proper
diversification. Although putting all their eggs in one basket did make
some people rich on paper, most of the people who did this didn’t
understand the risks they were taking until it was too late. (Many peo-
ple thought they were properly diversified until all of their investments
went down at once.)

In my opinion, if you insist on investing 100 percent of your money
in stocks (and even if you add mutual funds, bonds, and cash to the
mix), you should speak to a financial planner or adviser about proper
diversification. There are so many possible combinations that diversi-
fying your money can be mind-boggling. On the one hand, you don’t
want to play it too safe by being overdiversified. On the other hand, you
don’t want to expose yourself to too much risk.

Asset Allocation: Deciding How Much Money
to Allot to Each Investment

Once you have diversified, you have to decide what percentage of your
money you want to allocate (or distribute) to each investment. For



