The stock market


(joke)
If you and I own a business together, we each have a share – 50/50.  We both work like crazy, and gripe if the other one doesn't do his share.

If there are ten of us, we each own a 1/10th share.  Somebody has to be in charge, so brother Harry runs the business, everybody else plays some role, and I spend my time fishing.  Harry gripes about it but can't do anything because I'm family.  He offers to buy my 10%, and maybe I sell and maybe I don't.

Now suppose there are 1,000 of us with equal shares.  This is what you call a "public" company.  We certainly don't know each other.  Most of us don't personally know the guy who runs the company.  Owning 1/1000 of a business isn't enough to pay him for the job he does – the company gives him a salary.  

Lots of things happen to 1,000 people.  We die, get married, move away, buy houses, and do all sorts of things.  We have different ideas about how successful the business will be.  Some of us want to sell shares, to get our money out.  Others want to buy more.  Here you have the beginning of the "stock market".  Shares are stock, and a market is a place you buy and sell things.

Since lots of companies have this same issue – lots of shareholders who want to buy and sell – and lots of people sell shares in one company to buy shares in another, it makes sense that they form a central market to trade stocks.  That's how the NYSE and LSE got set up.  

This helps new businesses.  Somebody comes up with a great idea and gets a company going.  It is growing quickly, but it needs more capital to expand.  Also, maybe the people who started it want to take some money out.  They go to this stock exchange and let everybody know that they are "bringing the company public."  They are selling shares in what used to be a private company.  They write up a prospectus telling you how great the company is and what they are going to do with the money they get.

Of course, people lie.  The company may not be that great.  It may be losing money instead of making money.  In the business of finance there are lots of layers of people who take a bit of the money for the service of making businesspeople tell the truth.  Auditors make sure that the financial statements are OK.  The government (SEC in the US) makes sure that the people who handle your transactions to buy and sell stock don't cheat you.  They try to make sure that people don't profit by inside information.  It is illegal for the President of a company to sell all of his stock right before he announces that the company is bankrupt.  Of course they try it all the time, like Enron and Bear Stearns in the US.
So you own a tiny slice of a company.  Basically, the guys that run the company don't want to hear from you.  They want you to shut up and accept the decisions they make and the payout they give you.  They have an annual shareholders meeting, where guys like you can speak up, and they try very hard to make sure you don't come and that the ideas you present don't go anywhere.  Management is in charge.   
The way companies work, there is usually one vote per share.  Somebody with a lot of shares has a laot of votes.  Somebody with more than half the shares can pretty much make the companyh do what he wants.  If that is an oligarch – it happens all the time – he can deside to sell the company, and you, with only a few puny shares, can't do anything about it.  In fact, he can sell it to his grandmother, who can promise to pay for it in ten years with Tsarist bonds, and there isn't much you can do except go to the Ukrainian courts.  Hmmm.  That was a joke – that's where you are supposed to laugh.  Why are you crying?

If the management screws up really badly... loses lots of money....  a guy called a corporate raider may get the idea he can run the company better.  He buys up s lot of stock, and shows up at the meeting, and does want to be heard.  If he gets enough shareholders to vote with him, he throws out the current management team and takes over.  Or he forces the company to sell itself to somebody else.

There is room in all this for a lot of corruption.  Companies lie to shareholders.  Shareholders start false rumors so they can buy the stock cheaply and sell it for much more, or sell borrowed shares for a ton of money and buy cheap shares to pay back the loan.  
A lot of weird things happened when the Communist world unwound in 1991.  The state owned everything, but now it was suppose to transation to capitalism.  What happened?
Apartments were easy.  People got to own the apartments where they lived.  It was good, and people have some money.

Collective farms were a different matter.  The people working on a KALHOZ each got a percentage of the farm.  In theory, anyhow.  However, a percentage of a farm isn't worth much, especially when the farm has old equipment and everybody is in the habit of not working.  Many peasants were happy enough to sell their interest in a KALHOZ for a cheap price.  Many others were cheated out of their interest – it was management who knew who was working on the KALHOZ.  And in other cases big guys named Vanya and Igor showed up in their running suits and made a persuasive case for selling out.  Anyhow, a lot of agriculture wound up in the hands of the men who used to run the famrs in Soviet days.
The same thing happened in manufacturing, and in fact, is still happening today.  Here's the story.
Ilyich Iron and Steel Works of Mariopol was privatized into the hands of the workers, which is where it remains.  The former Soviet manager, a Mr. Boyko is, still in charge of the immense, mile-long complex at the east end of the Mariopol beach.  But he and his worker-owners are in trouble... the oligarchs are hungry to consolidate his steel mill into their own, at a bargain price.  Here's what they are doing.  First, they use their control of raw materials, coke and iron ore, to force Ilyich to pay unrealistically high prices for raw materials.  They use their Rada connections to be sure Ilyich overpays for natural gas, and to be sure that their VAT refunds are tied up so they run out of working capital.  Lastly, they corrupted the stock transfer agent who had a power of attorney to issue new shares.  They had shares issued to themselves, and they are taking Ilyich to court to take over the company, force out Boyko, sell the company cheaply, cheating the people who worked there all their lives, and to take it over.  The usual suspects are suspected – Industrial Union of Donbass, System Capital Management, etc. etc., although they all profess innocence and pretend to know nothing about the new shareholders who are popping up.  In any case, it is a lesson in the dangerous position of a minority shareholder.

Investment Conventional Wisdom

Investment advice is as easy to find as advice on your love life.  And just about as useful. Here are a few rules to think about.
1) Don't trust anybody with a sure thing.

US Treasury Bonds are usually considered to be the safest investment in the world.  They have a very low yield – they earn you about 1% per year.  More than that, they are backed by the US government, which is printing money as if there were no tomorrow.  US Government Bonds are not a sure thing.  Nothing is.  Let's look at other examples.

2) Banks

Banks offer better interest rates than government bonds.  They also go bankrupt.  Here in Ukraine they lie to you – I know from experience with OPT bank.  Still, the better interest rates offset the risks of bankruptcy.  
When you put money in a bank you are also taking a currency risk.  Right now the dollar and yen are strong, the Euro, forint and pound are weak, and the hryvnya a lot stronger than it ought to be, in most people's opinions.  
3) Real Estate

Real estate was a wonderful Sure Thing until it wasn't.  In some places, for a couple of years, the value of Kyiv apartments went up 50% per year.  Buying an apartment was a Sure Thing.  Those apartments are worth less than people bought them for, the mortgage payments in Euros and dollars are way up, and a look from any streetcorner in the city will tell you that there are lots of empty apartments waiting to be rented and sold, and lots more that still need some construction in order just to be empty.  There will be a lot of people selling apartments for a long time to come – not a formula for prices to rise any time soon.
4) Roulette

I mention roulette only because you know it is a gambling game and you should know that you are bound to lose.  If you start with 100 chips and bet 10 chips per spin, red or black, you will statistically have 97 chips left after 10 spins and 94 after 20.  That's in Europe, where the odds are good!  In the US it's 94 and 87.  A sucker's game.

5) Foreign Exchange
You see lots of adds for foreign exchange trading in the Metro.  You should – they have a lot of money to pay for advertising.  There are two simple rules for forex:

· The market moves are mostly random, 

· Only a few big-time investors have the time and research tools to predict the markets
· You have to pay a brokerage commission for every buy and sell transaction.

The forex trading houses do not care whether the Euro goes up or down.  They make money from your transactions either way.  It is just roulette under a different name.
Foreign exchange can also be highly leveraged.  You can buy a forward contract that will double your money if the Euro goes down by 5% against the dollar.  Or, lose 100% of your investment if it goes UP 5% against the dollar.  Small investors lose several ways on leveraged trades.  First, the commissions are higher on derivative contracts than straight currency exchange.  Secondly, small investors typically don't have the stomach to play the game.  Big movements in the value of their positions scare them, and panic will drive them to sell at the wrong moment.  Third, as always, there is another party on the other side of the trade, and the chances are he knows more than you do.

6) Get-rich-quick schemes
Robert Fletcher's picture still greets me as I row around Hydropark.  He's learning Russian in a Kyiv jail after his pyramid scheme promising investors up to 200% returns turned sour.  Assembly of God preacher Sunday Adelaja preaches prosperity, and church member Aleksandr Bandurchenko was promising the faithful 60% returns on investment.  Until he went bust.  And then there are those millionaire widows who send emails from Nigeria asking for just a little of your help in exchange for a million or two.  Rule: "If it sounds too good to be true, it probably is."
7) The stock market

I save the stock market for last because it reminds me of Churchill's characterization of democracy.  The worst possible system of government – except for all the rest.  The average stock market return in the US has been 9.4% per year from 1900 to 2010.  Not bad, although it has been offset by 3.42% average annual inflation, giving a real return of about 6% per year.  That means that the buying power of your investment doubles every 12 years – not too bad.  
The only comparable investments are owning real estate and your own business.  Real estate requires good timing, and now is not the time to buy.  In the US or Ukraine, at any rate.  Prices have not fallen far enough from the top of the bubble.  Owning your own business is almost always a good idea, except that (1) it takes your personal involvement, and (2) you have to know the market rules, which in Ukraine can be hard to do.

Let me offer a few of my own rules and observations on the stock market.
1) Learn how to read a financial statement.  This stuff is taught in a first-year accounting course, or you can get it from a textbook.  You should know what a company Profit and Loss statement, Balance Sheet and cash flow mean.  You should be familiar with earnings estimates.  You should know certain key ratios used to compare companies: price/earnings, price/sales, price-earnings/growth.  You should understand how companies raise money through debt and equity financing.  By the way, as a citizen you should know how to read the same statements put out by the Verhovna Rada.  
2) Invest in individual companies instead of mutual funds.  The evidence is that mutual funds are no better at picking stocks than you are, but they invariably siphon off a couple of percentage points to pay for whatever management they provide.

3) So, if you are buying individual companies, get to know the companies in which you invest.  Learn their industries, the executives, the markets and the strategies.  
4) Pick companies whose businesses are easy for you to understand.  Azov Steel, Motor Sich, and Alchevsk Coke each have a single focus.  So do (for example) Exxon, Nuance Corporation and Universal Display in the US.  Warren Buffet said he liked to choose "companies that any idiot could run" because, sooner or later, any idiot will run them.  Peter Lynch said to "Invest in companies you know."
5) Follow the news about the companies.  Read about the executives especially.  Pay close attention to any hint of scandal that seems to stick to the executives, especially the CFO. 
6) Have a diverse portfolio, but no so diverse that you don't understand the companies.  Ten companies is enough unless you are a millionaire.... but know those companies!
There are several things I haven't figured out yet.  Market timing escapes me.  Charting doesn't seem to tell me anything useful.  As a statistician, I know that the trading patterns of individual companies would be very useful to study.  Each company has its own set of investors, and they react in predictable ways.  Unfortunately I find it too tedious to apply myself to figuring out how to work with the individual movements.
Most of your money will be made in just a few stocks.  Mine have been Levitz Furniture (an American Ikea); Mervyns (retail); IBM (my first employer); Oracle (data bases); CISCO (the Internet); Crown Castle (cell phone towers); Nuance (voice recognition) and Universal Display (display screens and white light).  I know these companies pretty well.

Cut your losses.  It is a lot easier to buy a stock than to sell it, but you make your money on the sale.  If you cannot justify buying more of a stock, you should think very hard about selling it.  There probably are some stocks that are worth buying with the money you have tied up.  Don't be afraid to take either gains or losses.
Stock Market Stories

There are interesting stories to be told in the stock market.  With Lernout and Hauspie I was involved in a major fraud, in which I got on the radio, got threatened by the Wall Street Journal for exposing one of their reporters, met some of the slimier people in the investment business, and actually came close to breaking even.  
I bought into Crown Castle at about 40, sold out as it fell, and bought back in at about one dollar (!) and rode it back up to 15 or so.  The company itself, and its business, stayed pretty much the same throughout.  It was mainly the public perception that changed.  If you have faith in yourself, and can see things more clearly than the investing public, you can become rich.  
My biggest successes were Cisco Systems and Oracle Systems in the 1990s.  Both of them were involved in building the backbone of the Internet.  I knew the companies and knew the opportunity, and built up sizeable positions before most investors realized the potential.

During the early 2000s I was early into two companies, Nuance Communications (voice recognition) and Universal Display (a new technology for computer screens and white light).  My investments in them have kept slightly ahead of the market, but the  returns have not been spectacular.  Both companies look quite good right now, after ten years' waiting.

There are many great companies I missed.  I thought Microsoft, Google and Netscape were too expensive when they went public.  I thought AOL, eBay and Amazon were too risky; I didn't understand their business plans.  Walmart and McDonalds just kept chugging out earnings, and I could never convince myself that they were worth the premium that the market was demanding.  
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