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Introduction to Stocks

Let's talk stocks. While you may not necessarily invest in individual shares in your retirement
plan (though in some cases you can), they still form the foundation of many of the types of
mutual funds thiayou may own. So even if you never plan to invest in a single share in your life,
you will still want to understand the way they work because you will likely invest in mutual
funds at some point.

A single share of stock is quite simply a (very small) portion of ownership in a company. By
being a partial owner of a company you have a claim on the company's assets and earnings. So,
when the company does well you reap the benefit in the form of didédend/or capital

appreciation. Conversely, when the company does poorly or when Wall Street looks poorly upon
the company for some reason, you bear the brunt of the downside; usually when the value of the
share decreases. Thus stocks tend to carryod iisk.

Let's investigate stocks in a little more detail:
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There are two major types of stocks that you can purchase. While fundamentally they are the
same, they have some very distinct differences. Learn about the difference heiwesm
stock andoreferredstock.

Generally, there are two ways to earnne by purchasing and holding stocks. Learn about
dividendsandcapgtal appreciation

Furthermore, it's important to understand that stocks can be divided up and categorized by other
elements such asarket capitalizatiorsector andgrowth style

Finally, let's discover thdifferent types of riskhat you take on when investing in different types
of securities in the market. There's probably more types of risk than gimereand they cover
everything from stocks to money market investments.

Fun tool:

| do NOT endose rajd-fire stock tradingn retirement accouni®r period, for that matter)
While owning individual stocks can ba ategral part of your overall investment stratetig
reality is that investing in individuatocks assumes moirevestment riskhan should be
tolerated for retiremergurposesHowever, this doesn't me#imat you can't learn how to trade
stocks n a fun and safe environmelpgéfore you start with your own real monéyecommend
using thestocks trading simulatat Investopedia.conh.use it.Best of all,it's free! Have fun!

Common Stock

As the name might suggest, amwon stocks are the more common type of stock that you can
purchase in the stock market. By purchasing a share of common stock in a corporation you
establish yourself as a part owner of that business, afaliallof the shareholders ofé¢h

company are, techrdally speaking, the owners. And each of you has a claim to the assets and
earnings of that company. If the company does well you earn money, and if they do poorly you
likely lose money. The company may allow you to share in the profits of the company by
distributingdividendsto each shareholder, or you may make money if the price of the stock goes
up (capital appreciation

But aside from that, being a holder of common stock allows you to do one other thing...vote.

That's right. When major changes to the structure of the company occur, be it new management,
election of bard of directors, etc., the company must let you, the shareholder, vote (common
stock is also referred to as voting shares). Typically, one share of stock equals one vote. So
simple math suggests that the more shares you own the more votes you getyNsbanabne

with many shares has more influence over someone with fewer shares.
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As a side note, some companies may issue different classes of shares which may carry with it
different voting privileges. For example, in a class A share of stock, the slimehol get 10

votes for each share, while class B shares get one vote for each share. It's a way for the company
to still maintain some control over which population of shareholders have a larger say (and class
A shares will certainly cost more than cl&js Berkshire Hathaway, the Omabased company

run by the investing great Warren Buffet, offers class A shares of his company (which trade at
phenomenally high prices), and also offers class B shares called "Baby Berks" which trade at
much lower levels (lt still much higher than most other stocks of any kind). The class A shares
also give the investor multiple votes per sharkile class B is only one.

If you own common stock sharesdaimave the opportunity to vote, do it! Read up on the
proposed changes and let your voice be heard. You do own part of the company, after all.

Preferred Stock

Fundamentally, preferred stock is the sameasmon stockbecause like common stock, it
represents ownership in a company. And with t
assets and earnings. But outside of that things are very different.

First, unlike common sick as a holder of preferred stock you get no voting rights. In rare
circumstances you might have the ability to vote in certain matters, but generally you can't vote.
So even though you are considered a partial owner of the company, you don't readly have
opportunity to let your voice be heard in matters that affect the company.

Preferred shares also differs from common shares in the way you make money. Issues of
preferred stock will pay a fixedividendthat usually will not fluctuate (although some may
fluctuate based on interest rates). Also, the price for preferred shares has little opportunity to
increase in value, stapital appreciatiois not very likely. On the upside, however, you would

not expect a huge decline in price if the company performed poorly. You can think of preferred
stock as somewhat of a hybhdtween common shares and bonds.

As a side note, when companies pay out dividends, the company follows a hierarchy in terms of
who gets the dividends first. And preferred stock shareholders always get paid before common
shareholders. Hence another reasa tommon shareholders are not guaranteed a dividend.
Furthermore, if the company were to go belfyit must distribute its assets and pay off is
creditors. In this case, preferred stockholders get dibs on company assets before common
stockholders do.

Stock Market Sectors

What are stock market sectors?

One way investors can class#tocksis associating them to a particular sector within the market.
This is done to make it easier to compaiféerent companies within a similar industry.
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It is generally accepted that the market is broken up into 11 different stock market sectors. And
each sector falls into one of two main categories: defensive stocks and cyclical stocks.

Defensive Stocks

Defensive stocks include those of companies that produce utilities or consumer staple goods.
They are called defensive because they don't necessarily rise and fall with the rest of the market.
In other words, just because the market is poor doesn't mearetipdé gtop using their utilities

or stop buying items of necessities. As such there is generally little movement in these particular
sectors.

On the other hand, these sectors don't usually see a big increase when the rest of the market is
bullish becauseansumers don't increase their utility use or buy more staple items just because
the economy is good. For this reason, the defensive stocks have relatively more security than
cyclical stocks.

Cyclical Stocks

Conversely, cyclical stocks do tend to rise amtiviiith the general economy, thus making them
more risky, but with that comes greater possibility or making more money. This doesn't mean,
however, that all sectors will go up when the market is going up, and down when the market is
going down. Some mayodthe opposite and they certainly don't all go up and down together at
the same time.

What follows is a list of nine stock market sectors that are considered cyclical:

Energy

Technology

Communications

Basic Materials (this includes material that is used to make other products, such as steel or
aluminum for cars)

Capital Goods

Financial Services

Transportation

Consumer Cyclical

Health Care

e N
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Market Capitalization
What is market capitalization?

You've probably heargtocks companies, or mutual funds be categorized by laeage midcap,
and smaklcap. What in the world do these mean?

Actually, it's a very simple concept. Market capitalizaties one gauge investors use to
determine how big a company is. And it's an important one to understand. The calculation is
simple really. Just take the current shar&e of the company's stoekdmultiply it by the total
number of shares that are oubsteng.

For example, let's say ABC, Inc. has a current share price on their stock of $30 and that they
have a total of 1.8 million shares of stock outstanding. This means that ABC, Inc. has a market
capitalization of $54 million.

That's great, but what dod®gat mean? Sure it's nice to know the company's market cap, but it
doesn't mean anything if you don't know what to compare it to. Below is a list of the various
market caps and the generally accepted thresholds for each category:

Mega-Cap: This includes ompanies sized at $200 billion and greater.
Large-Cap: This includes companies that have a market cap between $10 and $200 billion.
Mid -Cap: This includes companies that have a market cap between $2 and $10 billion.

Small-Cap: This includes companies thaéve a market cap between $300 million and $2
billion.

Micro -Cap: This includes companies that have a market cap between $50 and $300 million.
Nano-Cap: This includes companies that have a market cap lower than $50 million.

It's important to keep in mindhat the smaller the capitalization of a company the more relative
risk you assume for investing in that company. Although, the more assumed risk you take, the
more the potential for larger returns as well. Smaller cap companies have the ability io grow
ard grow rapidly than do large cap companies. Large cap companies have already grown to
tremendous sizes and have reached a plateau in their stability (this isn't to say, however, that a
large company can't increase its level of stability or lose it altegéttiat's the risk of

investing).
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Types ofInvestment Risk

What are the different types of investment risk? If you're a novice inygstomay be surprised
to know how many different types of risk are associated with different types of investments. Risk
is even tied to money mieet investments and savings.

The list that follows is not an exhaustive list of every type of investment risk, but rather the more
common ones that you should definitely know.

Market Risk i This is the obvious one. This is the kind of risk associated napid market
movement. You never know when the market is going up or down, and if you're caught in a
down market you can lose money in your investment. This will generally affsit

investments or any type of investment that involves heavy speculation.

Business Risk the risk of doing business in a particular environment, or the risk of how
business decisions affect stock prices.

Inflation Risk i This type of risk igprevalent in money market account and savings accounts.
This is the risk that your investments return will be diminished by inflation in the economy. For
example, if interest rates are increasing at 3% a year but your savings account returns 1%, you
are @tually losing 2% a year in investment returns. This is sort of a "hidden" risk that many
investors who are too conservative don't think about.

CreditRiski1 f you invest in bonds or other types o
need to be awarof. This is the risk that the issuer of the bond will default on their credit
obligations in which you won't get your money back.

Interest Rate Riski This is especially prevalent in bond and money market investments

(though it works in opposite directig). It's the risk associated with the level of returns received

on an investment based on the interest rates in the economy. In money market or savings if the
interest rates go down then you will obviously receive less of a return. In bonds, if iriezest r

go up you will actwually be I|ikely to | ose mon
investors can buy other bonds with higher yields, thus causing previously issued bonds (with

lower yields) to be sold at a discount.

Dividends

Dividends are simply a distribution of profits that a company has earned over during a given
period oftime that is paid to its shareholders. While not all companies pay them, many do
because they know that it keeps their current investors happy and it also adds a bit of incentive
for others to invest in the company.

Generally, they are paid in the formazsh to the shareholders, although it's not entirely
uncommon to have dividends paid in the form of additional shares of stock. If a company
declares a dividend it can be determined by the amount of profit that the company made, which
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is known as a variabldividend, or it can be a fixaate dividend known as preferred dividends.
As discussed on ogreferred stoclpage, companies wilisually pay their preferred
stockholders a dividend even if tbemmon stockholderget nothing.

Also, this is important to remember: when dividends are paidyribe of stock is reduced by the
exact amount of the dividend. So if the stock price is currently $50/ share, and the board of
directors declares a dividend of $.50/share, the stock price will then automatically decrease to
$49.50/share at the time the idiend is paid.

When dealing with dividends there are four dates with which to be familiar:

Declaration datei This is the date that the company's board of directions makes the decision to
pay a dividend out to its shareholders.

Ex-dividend Date’i All shares of stock bought on the -@hvidend date no longer come with a
right to the most recent dividend payment. Prior to thdiexlend date anyone who sells shares
loses their right to the dividend, and anyone who purchases the stock retains the rightdo rece
the dividend. However, after the-ewidend date, anyone who sells the stock prior to the
payable date still receives the dividend, but anyone who purchases the stock does not.

Record Datei All shareholders who are properly registered owners ofttdek $y this date will
receive the dividend payment.

Payable Datei This is the date that the dividend distribution is actually made.

As a final note, some companies offer dividend reinvestment plans (DRIP's) which allow you to
purchase additional sharelsstock with your dividend payout instead of taking cash.

Dividends are not the only way to make money by investing in stocks. Sempitad
appreciation

Capital Appreciation

In short, capital appreciation is simply the increase in the value of the shares that you own. If you
were to sell your shares of stock at a price higher than what you purchased them for, you make a
profit. Conversely, if you sell at a price lower thahatyou purchased them fahen you've

incurred a loss.

What causes capital appreciation and depreciation?

The reality is that the price sfocksincrease and decrease in value due to speculation on Wall
Street. The value of your stock on the stock exchange is simply the amount of money that other
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investors are willing to pay for that share of stock at that moment, not necessambetheltie
of that share. What do we mean by that?

Remember that stocks are portions of ownership in business. By investing, you are directly (or
indirectly through mutual funds) a part owner of a business. Business ownership is your
investment, not the tie scrap of paper you get when you purchase the stock. You don't simply
own a piece of paper that has a random value associated with it. The business you own has an
intrinsic value of worth. But Wall Street is full of speculators, and the value of ttle istaot

always determined by the worth of a business.

Investors on Wall Street tell you how much they would pay for your stock, and that's what the
stock price becomesgood or bad. Remember, though, that the value of a stock, in theuiong

is deternmed by the value of the business. Not what Wall Street thinks it's worth. In the end,
reality rules over speculation. In other words,ri¢gersion to the mean The market will always
move in the direction based on the true value of a company's wortthevieng term.

Hopefully the direction is upward and gives you capital appreciation.

As an example, take the dobm bubble of the late 90's. Wall Street was full of speculators that
misjudged the value of the tech companies they were investing ineA&ebt funneling money

into these tech stocks the price kept going up. As the price went up, more and more investors put
their money into them inflating the value of the stock even more. It's a vicious cycle.

At some point, though, something has to glweestors eventually realized that cts were

incredibly overpricedmuch higher than the true value of the company's worth. What happened?
Well, the bubble burst as all of Wall Street began selling off causing the stock prices to plummet.
All that was rally happening was that the prices of stocks were returning to a level that more
closely matched the true value of a company's worth. Again, reversion to the mean.

Growth vs. Value Stocks

In some cases stocks can also be categorized between growth vs value stocks.

A growth stock $ generally a stock that is considered to have earnings that will grow at an
aboveaverage rate with respect to the rest of the market. In other words, growth stocks have a
higher probability otapital appreciatioand will likely not pay outlividends Usually these
companies would rather retain their earnings in hdgesore growth than to pay them out in

the form of dividends.

Value stocks are simply stocks that investors consider to be undervalued in the market. In other
words, the companies are trading for less than they are truly worth. There may be any number of
ways that investors decide what they consider to be a value stock, but many investors will look at
the priceto-book ration or price /earnings ratio to determine if a stock may be undervalued.
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Another category is income. While this is technically resefgethonds or other safer
investments, you can apply the income principadreferred stockincome means that you are
earning dividends on your investment, iy bonds or preferred stock does. Income

investments generally have very little prospect for capital appreciation theorayon stock
does.

Final Notes

| hope that you found this tutorial on stocks informative and useful. Feel freepa koepy and

refer to as you need to. Alsplease feel free to pas along to anyway who may benefit from its
information.
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