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Disclaimer

The material in this publication is of the nature of general comment only, and does not represent professional advice. It is not intended to provide specific guidance for particular circumstances and it should not be relied on as the basis for any decision to take action or not take action on any matter which it covers. Readers should obtain professional advice where appropriate, before making any such decision. To the maximum extent permitted by law, the author and publisher disclaim all responsibility and liability to any person, arising directly or indirectly from any person taking or not taking action based upon the information in this publication.

Preface

I wrote Teach Yourself About Shares 2nd ed. because very few share investing books contained concrete worked examples or exercises to enable the reader to self-learn. After many years’ experience as a trainer and TAFE teacher I’m firmly convinced that the best way of learning is self-learning, where the learner has input into the learning process and the trainer acts as a mentor or guide. I’ve adopted this principle in this book so you can learn through self-education and, consequently, you’ll be able to use this knowledge to make better investment decisions.

I’m pleased to report that the first edition of this book was successful and justified the reasoning behind it. After some years, the publishers and I felt that a second edition was needed, so I’ve updated and revised the book and added a chapter on monitoring and improving performance. In this edition I’ve tried to make the book even more user friendly by simplifying the explanations and by including additional worked examples and learning exercises (with solutions). Many of the worked examples and learning exercises are based upon actual shares and financial results, but I’ve often used fictitious names and codes to give them a timeless value considering the rapidly and ever-changing nature of financial markets.

In order to gain maximum benefit from the learning exercises, I strongly suggest that you attempt each one without referring to the solution until you’ve completed it to the best of your ability.

It’s impossible to avoid the jargon and terminology associated with share investing, and indeed it’s necessary for you to come to grips with them if you’re to make sense of the information available. Whenever a new term has been introduced I’ve tried to explain the meaning in simple and clear terms that you’ll be able to understand.

This book complements my book Online Investing on the Australian Sharemarket, which is devoted to online investing. I believe that Teach Yourself About Shares 2nd ed. has value for all types of share investors and traders. If you use the internet for research or trading, this book can be used in conjunction with my online investing book for maximum benefit.

Every effort has been applied to make the book error free, but perfection is very difficult to achieve. My email address is <rkinsky@bigpond.com> and I’d like to hear from any readers who detect errors or have any constructive comments or suggestions.

I hope that this book proves to be truly useful in improving your understanding of shares and your success as a share investor.

Roger Kinsky

Woollamia, NSW

December 2008
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chapter 1

Stocks and Shares

In this chapter I outline the origins and principles of share investing and the various types of share in which you can invest. I also discuss some of the important terms and concepts so you’ll understand the published information that’s available.

Origins of Share Investing

Share investing originated in the early days of English exploration in the 16th century, when expeditions were mounted to farflung regions in search of riches. For those prepared to take the risks, a successful expedition could return large profits. However, such ventures were very expensive and often relied upon royal patronage (funding). Sometimes private investors contributed to the expedition; for example, if a venture cost £10 million to mount, this might be obtained from 10 investors, each contributing £1 million. Money obtained this way became known as equity capital because investors were part owners with equity in the enterprise.




Notes:

	Capital is just another name for money or cash used for business purposes.

	Apart from equity capital, a business can also obtain capital by loans from banks or financial institutions. This capital is known as loan capital.






The idea of issuing shares to obtain equity capital for business ventures caught on in capitalist economies. Soon, several refinements were introduced. These included:

	Issuing shares with smaller monetary value. Instead of raising £10 million by issuing 10 shares of £1 million, the same capital could be raised by issuing 10 million shares at £1 each.

	Trading shares (that is, buying or selling them). Investors soon realised that as well as participating in the enterprise, trading shares in it was a potential source of profit. Originally this trading was done in coffee houses where investors gathered, but by 1748 share trading was so popular that a stock exchange was set up (the first was in Threadneedle Street, London).





Note: Public investors can’t own shares in enterprises where the ownership is vested in the state or monarch. For example, in socialist economies, public share ownership is a relatively recent economic change. Even in England, it wasn’t until Margaret Thatcher’s prime ministership that many government-owned enterprises were deprivatised and became available for public ownership.





Stocks and Shares

The words stocks and shares are often used interchangeably, but each has a slightly different meaning. Shares are the smallest equal units of division of ownership in a business enterprise. Stock is the sum total of all those shares. For example, all shares issued by Woolworths comprise the total Woolworths stock. If you own Woolworths shares, the number of shares you own determines the extent of your equity (ownership) in the stock (Woolworths).

Par Value

Originally shares were issued with a certain par value, which was intended to be a kind of intrinsic value of each share. Because market forces determine share prices, which can often rise or fall considerably above or below the stated par value, eventually it was realised that par values were more misleading than helpful and are now no longer stated.

Parcel and Portfolio

A parcel is a distinct lot of shares traded or owned. For example, you could decide to buy a parcel of 1000 shares in Woolworths. Later you might decide to sell 500 of them. In this case, you would be selling a parcel of 500 and still holding a parcel of 500 shares of Woolworths stock.

A portfolio is the total shareholding of an investor. It’s shown as a listing of each stock owned and the number of shares in each. The total value of the portfolio is obtained by multiplying the number of shares in each stock by the market price of each share and then adding all the values. Because share prices constantly change as trades transact, portfolio value is a snapshot and is valid only at a certain point in time.

The Stock Market (Sharemarket)

The stock market or sharemarket is the market where shares are traded (bought or sold). In Australia there’s no physical market and all transactions are conducted electronically. The market is controlled by the Australian Securities Exchange (ASX), who charge listing fees and receive fees for trades conducted using its trading facility. Interestingly, the ASX was originally a cooperative but is now a listed company, which means it’s listed on its own stock exchange! However, not all public companies or investment products are listed on the stock exchange. When this is the case, the trading of shares and share ownership arrangements are organised by the business itself.

If you wish to change ownership of shares you don’t necessarily have to trade them. Instead you can complete a transfer of ownership form obtainable from the relevant share registry or broker. Transfers made in this way usually occur within a family from one member to another, or from a deceased estate to beneficiaries. Unless the transfer occurs as a result of a deceased estate, the transfer is regarded by the Australian Tax Office (ATO) as a capital gains tax event (discussed in detail in chapter 4).




Notes:

In this book, I might refer to market, stock market or sharemarket. Each of these terms means exactly the same and I’m not trying to make any distinction between them.

I’ll also use the words investor and trader, but in this case there’s a distinction between them that I’ll go into in greater detail in later chapters. Essentially investors are interested in longer term wealth growth, whereas traders seek short-term profits.





Bulls and Bears

When the market is rising because there are more buyers than sellers, this is known as a bull market and the buyers driving up the prices are known as bulls. Conversely, a falling market is known as a bear market and the sellers driving prices down are known as bears. No-one is sure how these terms came into use, but one explanation is that bulls strike up with their horns, whereas bears hit down with their paws.

Volume

Volume is the number of shares traded. There’s a volume for each traded stock and also a market volume, which is the total of all shares traded. After trading for the day ceases, the volume is the daily volume. For each buyer of a share there must be a corresponding seller, so the volume is either the number of shares bought or the number of shares sold, as these two numbers must be exactly equal. When there’s a trade, the buy and sell price are the same for that trade, so a trade can’t take place unless buyers and sellers agree on a price.

Brokers

As share trading caught on, it was inconvenient for many investors to be physically present at a stock market during business hours in order to negotiate prices and conduct trades. So specialist agents set up business acting on behalf of traders and these agents became known as brokers. Naturally all brokers charge a fee for providing this service. This fee is known as brokerage and it’s usually calculated as a percentage of the value of shares traded (with a certain minimum charge). Soon stock exchange regulations made it impossible for ordinary investors to place orders directly with an exchange, a situation that continues to this day. All orders must be placed through a licensed broker.

As well as placing orders on behalf of clients, brokers usually give advice and provide investing information and research. With the development and growth of the internet, it wasn’t long before brokers offered an online service and there are more than 20 licensed by the ASX. Australian investors enthusiastically endorsed online trading and today far more orders are placed online than offline. A primary reason for the popularity of online trading is that online broking is much cheaper than offline because it can be done without personal intervention by a human being.




Note: If you’re interested in online investing please refer to my book Online Investing on the Australian Sharemarket 3rd ed. (Wrightbooks) for detailed information and advice.





Trading System

In the past the ASX had a noisy trading floor with ‘chalkies’ writing prices on chalkboards as brokers negotiated prices and reached agreement on trades. Today, the ASX uses a fully computerised integrated trading system (ITS) that operates according to a program without human intervention. All ASX orders are processed using this system regardless of whether they’re placed by an online or offline broker.

The use of a fully computerised, transparent trading system presents a huge advantage for small investors with access to the internet. It provides a level playing field where all investors can obtain up-to-date share trading and investing information. It enables a small investor working from home to obtain the same information and trade on an equal basis with a large broking firm in the city with a big expert staff and millions of dollars of investment capital!




Note: Electronic trading is not worldwide. For example, in the New York Stock Exchange share trading is still conducted on the trading floor by brokers negotiating prices.





Listed Company

A listed company is a public company that’s listed with the ASX and whose shares can be traded using the ASX facility. As the name suggests, a public company is one where the public can be part owners in the business. Public companies are limited companies so their name ends with Ltd (although this is sometimes left off in abbreviated share listings). The word limited means that, in the event of liquidation, the liability of the shareholders (owners) is limited and the shareholders’ personal assets can’t be used to repay business debts (unlike in the case of a sole proprietor or partnership). To be precise, shareholders’ liability is limited to the amount of any unpaid calls on contributing shares (if any). (I’ll discuss calls and contributing shares shortly.)

A special type of listed company is the no liability (NL) mining company. NL means that there’s no liability on the shareholders for unpaid calls on contributing shares (if any).

Listed companies must comply with ASX regulations at all times. If there are any doubts about breaches, the company can be suspended from trading until the matter is cleared up to the satisfaction of the ASX. For serious breaches a company can be delisted, either temporarily or permanently. Enforced delisting can also occur if a company fails to pay ASX fees or becomes insolvent (bankrupt). Voluntary delisting for a short time (one or two days) can also take place at the request of the directors — usually because some major change is about to be announced and the directors are trying to prevent speculative trading on rumours until the matter’s official. Any type of trading suspension is also known as a trading halt because the stock can’t be traded on the ASX during this time, regardless of the reason for the suspension.

Businesses that Don’t Issue Tradeable Shares

In Australia, far more businesses don’t issue tradeable shares compared with those that do. Sole proprietors, partnerships, cooperatives, proprietary (private) companies and managed funds are some of the business enterprises that don’t issue tradeable shares. Private or proprietary companies (Pty Ltd) are limited to 50 shareholders and the public can’t become shareholders unless the company floats (or converts to a public company).




Note: BHP Billiton is the only public company in Australia allowed to use the word ‘proprietary’ in its name, despite not being a proprietary company.





Initial Public Offering

An initial public offering (IPO) or float occurs when a business is first incorporated as a public company and issues shares. The law (and ASX regulations) require the issuing company to prepare a document known as a prospectus, which outlines all relevant commercial and financial information about it, including investing risks. Investors can obtain shares only by completing the application form in the prospectus. An investor obtaining shares in this way is said to have subscribed to the issue. There aren’t usually any transaction costs when shares are obtained this way.

Most floats are underwritten, which means that an underwriter (large broking firm or financial institution) guarantees to take up any leftover shares if the issue is undersubscribed. On the other hand, if more shares are applied for than are available, the issue is oversubscribed and investors might not obtain as many shares as they apply for.

The price at which shares are offered involves consultation between the floating company and the underwriter, who are trying to obtain the maximum price consistent with full subscription. From the day of listing onward, the shares are traded on the ASX. If the market considers that the issue price has been set too low and/or the issue has been oversubscribed, the price will usually take off on the first day of trading. If the issue price is too high and/or the issue is undersubscribed, the price will usually fall on the first trading day.




Notes:

	Company law, ASX regulations, or reputable underwriters do not guarantee investors that any new listed company will be profitable and that participating in a float will be a good investment.

	Investors who subscribe to an IPO and sell the shares on the first day of trading hoping to make a quick profit are known as stags.






Listed Investment Company

Listed investment companies (LICs) comprise a large sector of listed stocks. These companies don’t have a product of their own but make a profit from owning and trading shares and other securities. Many have been in operation for a long time and include stocks such as Argo Investments, Milton Corporation and Platinum Capital.

Buying shares in a listed investment company is an easy way of diversifying because by owning one stock, you’re really distributing your investment capital over a large number of different companies. However, you lose control of the mix and because of administration and management expenses, the overall investor return is necessarily lower than that achievable from direct ownership of the same shares.

Trusts

Trusts aren’t companies (or corporations) in the sense that they don’t have a separate legal identity (body corporate). They’re set up by trust deed and are controlled by trustees on behalf of the beneficiaries. Rather than issuing shares, the assets of the trust are divided into a certain number of units of equal value. Common types of trusts include family trusts, property trusts and cash management trusts. Trusts don’t pay tax on profits distributed to unitholders, so the dividend from a trust is unfranked. (Franked and unfranked dividends are discussed in chapter 4.)

Some trusts are listed and traded on the ASX, so for these trusts market forces determine the price of units in the same way as for traded shares. From an investor’s point of view, a listed trust is really no different to a listed company except for the different taxation implications on distributed profits. However, the vast majority of trusts operating in Australia aren’t listed, and in order to invest in one of these, you need to fill out the application form in the prospectus (as you would for an IPO). In this case, the buy and sell (cash in–out) price of the units is determined daily by the trust according to the value of its investments.

Investment Instruments

Investment instrument is a term used to describe any type of investment product accessible to investors. These are also known as securities because they have a monetary value that can be used as security for a loan.

There’s a huge variety of investment instruments available including:

	shares in many forms

	units in managed funds or trusts

	fixed interest securities such as bonds and bank bills

	derivatives such as warrants and exchange traded options

	CFDs (contracts for difference).





Notes:

	As this book is primarily about shares, I’ll discuss only the most common types of share and closely allied securities.

	At the time of writing, there are over 2000 investment instruments listed with the ASX but this number goes up or down depending upon whether the number of new listings is greater or fewer than those that demise or are taken over.

	Listed investment instruments are also known as listed entities.






Ordinary Shares

The most common type of share is the fully paid ordinary share (FPO). The adjective ordinary is often dropped and you can usually assume that the word share means ordinary share.

Preference Shares and Hybrids

Preference shares are superior to ordinary shares in some defined way, usually because they have first right to a dividend. This dividend is often set at a predetermined rate, such as at a certain margin above the prevailing bank bill rate. However, preference shares don’t usually carry voting rights. Some preference shares are convertible; that is, they can be converted to ordinary shares at some time in the future. These convertible shares are known as hybrids and acronyms are often used to describe them; for example, PERLS (preferred exchangeable resettable listed shares).

Contributing Shares

Contributing shares are issued at a price that’s payable immediately and a balance due by instalments at a future date. These future instalments are known as calls.

Company-Issued Options

These options are issued by companies. They give the holder the right to acquire a certain number of fully paid shares at a stipulated price at any time in the future up to a certain date (known as the expiry date). There’s no obligation on the option holder to take up the option, but options not taken up (exercised) by the expiry date become worthless. It’s important to realise that though the word option is often used by itself, there are two different types of option. As well as company-issued options there are exchange traded options (ETOs), which are an investment instrument known as a derivative.

Derivatives

Derivative is used to describe tradeable investment instruments that don’t have an intrinsic value of their own but derive their value from some other underlying instrument or commodity. Apart from ETOs, the most common type of traded derivatives are warrants and futures contracts. These are similar in concept to ETOs but are available in many different varieties, tailored for many different investor requirements.

I won’t discuss the many types of derivatives or the trading of them except to say that they’re considered high risk and generally recommended only for experienced investors. If you want to know more, there’s a chapter on derivative trading in my online investing book.

Rights

As well as obtaining the initial equity capital needed to set up the business, a company often issues additional shares later on to fund expansion or to reduce debt. These are known as rights. They are similar to company-issued options except that the time period is usually shorter and rights are issued only to existing shareholders. The number of rights issued is in proportion to the number of shares already held and the issue price is usually at an attractive discount to the current share price. For example, after taking over Coles, Wesfarmers had a rights issue in order to raise the additional capital they needed to fund the takeover.

Bonus Shares

Bonus shares are additional shares issued free of charge as a kind of reward to existing shareholders in proportion to the number of shares they hold. This type of issue was once common but is now relatively rare.




Note: Rights, options and bonus issues and their implications for investors are discussed more fully in chapter 7.





International Shares

With the trend toward globalisation, many stock exchanges throughout the world have linked trading facilities so investors in any nation can place orders through their brokers to trade shares listed with an overseas exchange. Of course, currency exchange rates apply and the trading cost is usually relatively high. International investing opens the door to trading opportunities not available in Australia, particularly in growth economies including the BRIC economies (Brazil, Russia, India and China).

The Australian market tends to be strongly influenced by international markets, particularly the US market. You can understand why when you realise that Australian shares account for about 1.5% of the world sharemarket. In recent times, the Microsoft Corporation in the US had a higher value than the entire Australian stock market! Indeed, we are only small players! However, it’s also true that our sharemarket has been one of the most stable of all world markets and has provided consistently good long-term returns for investors.




Note: As international investing is so diverse and with so many complications, I suggest that you leave it to the experts. If you wish to invest overseas, do so by means of a managed fund or investment company that invests in the regions you’re interested in.





Stapled Securities

In some cases businesses are split into separate entities. For example, a property trust may be split into the holding company (that owns the properties) and the management company (that manages the funds and pursues development opportunities). However, the separate entities are combined for trading purposes into a single tradeable instrument known as a stapled security. For an investor, the only difference between a stapled security and an ordinary share or unit is that the taxation treatment of each entity comprising the stapled security is usually different.

Managed Funds

Managed funds are very similar to unit trusts. They’re usually set up and controlled by large banks or insurance or investment companies. There’s usually a minimum amount that you can invest (often $2000 or $5000), although there’s been a trend towards lowering the minimum investment amount. You may also be able to add to the amount invested on a regular basis if you wish. Some managed funds are listed but the majority aren’t and in order to invest you’ll need to fill out an application form in the prospectus.

When a managed fund is listed it is known as an exchange-traded fund (ETF). Then you can buy or sell just like listed shares or trusts, and buy and sell prices are governed by market forces in the same way as for listed shares. When the fund is unlisted, the buy and sell price of units (cash in–out price) is based upon day-to-day valuations of the fund’s assets.

The attraction of managed funds is that financial experts manage the funds and your investment capital is spread about, providing an inbuilt diversification. You can also invest in ventures not readily accessible otherwise, such as global resources or developing economies. The downside is that you lose direct control of your investment and there are ongoing management fees that reduce your investment return. These fees are usually calculated as an annual management expense ratio (MER). When you join the fund you may have to pay an entry fee (often 3% to 5%) and when you withdraw from the fund there could also be an exit fee. While some managed funds have a no-entry-fee option, if you choose this, there’s usually a higher annual fee. For comparatively short-term investing, it’s usually best to choose the no-entry-fee option, but for longer term investing (five years or more) you may get a better long-term return by choosing the entry fee option.

Types of Managed Fund

Many managed funds are accessible to investors in Australia, including:

	Australian share funds

	balanced funds

	hedge funds

	capital stable funds

	high growth funds

	cash funds

	high technology funds

	developing companies funds

	imputation funds

	diversified funds

	international funds

	global resources funds

	future leaders funds

	property securities funds

	index tracking funds

	master funds (wrap funds).


This book is about share investing in Australia and there are many types of managed fund available, with a variety of fee structures, so I won’t discuss details of them further. You’ll need to do your own research if you’re interested in this type of investing.

CFDs (Contracts for Difference)

Many share investors want to gear their investment. Gearing is colloquially known as ‘getting more bang for your buck’ and in essence it allows you to trade higher value parcels of shares than your available capital allows. One way of gearing is by means of a loan and those set up specifically for the purpose of share investing are known as margin loans. Another popular way of gearing is by trading CFDs rather than shares. When you trade a CFD, you don’t actually buy or sell shares; rather you enter (or open) a contract with a CFD provider to buy or sell those shares. The shares may or may not be physically traded by the CFD provider, depending upon the way they set up their trading model. Some time later you close the contract with a contra-transaction. The difference between the opening and closing value of the contract (less fees and charges) is your profit or loss on the deal — hence the term contract for difference.

A great advantage of CFD trading is that most CFD providers allow a high level of gearing that’s usually as high as 10:1, but can be as high as 20:1. A 10:1 level of gearing allows you to trade shares with values up to $100 000 with only $10 000 of your own capital! Another significant advantage of CFD trading is that you can profit in falling markets because you can open a CFD contract to sell shares you haven’t bought. Then you close the contract sometime later with a contract to buy those shares. If the share price falls between the contract opening and closing time, you’ll make a profit.

While all this sounds like a great deal, you need to be aware that the risk is magnified by the same amount as the extent of your gearing. That’s great if you get it right but not so good if you get it wrong! Also CFD providers charge interest daily on the full value of outstanding buy contracts and there may be a significantly higher trading cost.




Notes:

	Because of the higher costs and level of risk with CFD trading, it’s usually recommended for experienced traders.

	Since this book is written at a basic level I won’t go into CFD trading in any further detail. If you want to know more, read my online investing book.






Types of Stock

Various terms are used to classify stocks into groups. I’ll now discuss the most common.

Blue-Chip Stock

This stock is regarded as a leader in its field. The name derives from the fact that blue chips are the most valuable in the casino.

Blue chip signifies a stock which:

	is a relatively large, stable and well-known business with little risk of folding

	has well-known products that have good market acceptance (or high market share)

	makes a good profit and returns a significant amount of profit to shareholders

	has a stable and reputable management history.


Examples of blue-chip stocks are the major banks, listed investment companies, retailers, property trusts and large miners such as BHP Billiton, Rio Tinto and Woodside Petroleum. Investors usually buy these stocks and hold them for the long term, but in volatile markets they may also be traded for quick profits.

Green-Chip Stock

Also known as a second liner or near blue-chip stock, these are stocks that don’t quite qualify for blue-chip status. They’re generally smaller than the blue chips, are relatively new boys on the block or have products that don’t have a high market share. Naturally investors perceive a higher risk with green chips than with blue chips, but at the same time the potential returns may be higher.

Examples of green-chip stocks include medium sized companies that are operating profitably such as the smaller banks, smaller retailers and companies exploiting niche markets.

Fallen Angel

A fallen angel is a stock that was previously well regarded by investors (or was a blue chip), but has fallen on hard times and the price has fallen considerably from its formerly high levels. The dilemma for investors is whether the stock will rise from the ashes and become a blue chip again, or whether the downturn will persist or perhaps even get worse.

Cyclical Stock

This is a stock whose profits (and share price) tend to cycle in phase with the market as a whole. When the market is up, cyclical stocks do well, but when the market is down they do poorly. For example, manufacturers and retailers of non-essential or luxury products generally fall into this category.

Defensive Stock

A stock is considered to be defensive when it tends to be fairly immune from market fluctuations, generally because product demand isn’t greatly affected by ups and downs in the economy (such as changes to interest rates or consumer demand). For example, a property trust generates its income from property rentals and these rentals tend to remain relatively stable even during periods of low economic growth.

Defensive stocks are usually of the blue-chip or greenchip type and may include major banks, infrastructure/utilities stocks, and suppliers/retailers of essential items such as food and energy. Fixed dividend preference shares and hybrid preference shares are also considered to be defensive, as they tend not to closely follow market fluctuations (they are less volatile).

Interestingly, alcohol and gambling stocks are considered to be defensive because consumers tend not to reduce spending on these products even when times are tough.

Growth Stock

This stock is one where investors perceive a high potential for growth in profitability. The business may not be particularly profitable at present but investors can see blue sky because the business may be on the verge of a breakthrough in some new technology or treatment for a medical condition, or may be expanding into significant new markets.

Growth stocks usually have high price-to-earnings ratios (PEs), which means that they’re expensive based upon current profit figures. (I discuss PEs in detail in chapter 8.)

Volatile Stock

A volatile stock is one where large price variations occur over relatively short time periods. There’s potential for significant short-term profits but there’s also more risk, hence the possibility of high short-term losses.

Volatility also applies to the market as a whole. A volatile market is one where the overall market moves up or down with large fluctuations over a relatively short time period compared to a more stable market that fluctuates less.

Speculative Stock

A speculative stock is one that’s regarded as risky because there’s no established demand for its products. Indeed, the company may not be producing any type of saleable product at all. Such stocks are also known as penny dreadfuls because they’re usually low in price (often in cents rather than dollars). Typically they operate at a loss and pay no dividend. Needless to say, the price often fluctuates considerably, so they’re volatile and you can make (or lose) significantly on them. There’s usually significant short-term trading in speculative stocks for quick profits, rather than longer term investing as is more usual with blue chip, green chip or defensive stocks.

Examples of speculative stocks include small mining and resource stocks, new technology stocks, biotechs and IPOs.




Note: The main reason why you can make (or lose) significantly on speculative stocks lies in simple mathematics. If a stock price is 10 cents and it rises by 10 cents then you make 100% profit on the trade. However, if a stock price is $1, then a price rise of 10 cents produces a profit margin of 10% and if the stock price is $10, the profit margin is only 1%.





Value Stock

A value stock is one that’s perceived to be good value at current prices. It’s a stock with good underlying fundamentals but is being overlooked by investors, usually because there doesn’t seem to be much potential for future profit growth. Often value stocks pay good dividends and are attractive to investors seeking dividend income. They usually have low PEs.

Liquid and Illiquid Stock

A liquid stock is traded frequently and with high trading volume. Liquidity is measured by the annual volume of shares traded as a percentage of the number of shares on issue, which can be in the range of 20% to 100% or more annually. Most listed stocks are liquid because many shares are traded each day.

An illiquid stock isn’t traded frequently and has a low volume, which may be as low as 0.1% annually of the shares on issue. A stock is illiquid when a high proportion of the issued shares are held by only a small number of investors who don’t trade them very often. Illiquid stocks are riskier because you may not be able to sell when you want to and if you really want to sell you may have to accept a low price. (Liquid and illiquid stocks are discussed further in chapter 11.)




Notes:

	More than one stock descriptor may apply to any particular stock. For example, a fallen angel could also be a value stock, a defensive stock and a liquid stock. A speculative stock could also be a growth stock, a cyclical stock and a liquid stock.

	As well as the stocks I’ve discussed, you can also classify companies according to the nature of their business and this is known as sector grouping. The simplest sector grouping is to divide stocks into either the industrial or mining (resource) sectors, but within these two broad groupings many other subgroupings are used. Sector classifications are outlined in detail in chapter 12.






Alphabetic Codes

The ASX uses a unique alphabetic code to denote each listed stock or investment instrument. For FPOs this code consists of three letters; for example, WOW for Woolworths, FGL for Foster’s and CBA for the Commonwealth Bank. For other financial instruments such as preference shares, options (company-issued and ETOs) and warrants, the code may be up to six letters. For example Commonwealth Bank PERLS have the code CPAPB.

You can obtain these codes from many websites (including the ASX site), publications such as the Financial Review Smart Investor magazine and newspapers such as The Australian Financial Review.

Share Registry

The share registry maintains the record of shareholders, the number of shares held by them and other information such as addresses and tax file numbers. These records are used when dividends and company information is distributed. A few of the larger companies maintain their own share registries, but in most cases listed companies contract out the work to a specialist share registry service, such as Computershare or Link Market Services. If you have a query about your dividend or other shareholder information, you need to contact the share registry, not the company itself.

Board of Directors

In public companies, it’s clearly difficult to obtain a consensus from the many shareholders on major decisions, so it’s necessary to have a board of directors whose primary function is to look after the interests of the shareholders. The board meets regularly (usually once a month) and is made up mostly of part-time members who are often well-known and respected citizens. Often part-time board members serve on various company boards (up to 10 or even more). A board member may also be a full-time manager; for example, the managing director and chief executive officer (CEO). The most senior executive is the chairperson of the board who chairs meetings and acts as the company’s official spokesperson.

As well as making the major decisions, the board appoints the company’s executives and other senior managers responsible for the day-to-day operation of the business.

Corporation Laws and ASX Regulations

All businesses in Australia must comply with corporation laws. These laws are designed to protect the public at large and shareholders from fraud and corruption, as well as ensuring that there’s fair competition and that all necessary records are kept. The law is administered by the Australian Securities & Investments Commission (ASIC), which investigates any alleged fraud or breach of corporation law and prosecutes if warranted.

The ASX also has its own listing rules and regulations that aim to prevent unscrupulous business practices. For example, in order to avoid what’s known as insider trading, the ASX requires that any information (other than commercially confidential information) must be announced to the ASX prior to being released to the press or made public. In theory, this should guarantee that everyone can access the same information at the same time, but in practice insider trading is notoriously difficult to stamp out completely.

The ASX also oversees market activity and will query any trading that appears out of the ordinary; for example, when a share price suddenly rises or falls significantly without any obvious justification. The ASX also keeps tabs on brokers and any broker found to be in breach of ASX rules can be fined or stripped of their trading rights.




Note: Recently there’s been some discussion regarding conflict of interest by the ASX in both profiting from market activity and at the same time regulating the market. In the future, we may see the overseeing and regulating functions taken over by ASIC.





Company Meetings

All companies are required by law to hold a meeting of all shareholders at least once a year and this meeting is known as an annual general meeting (AGM). At this meeting the shareholders vote to elect the directors and to vote on any matters that require their approval, including directors’ remuneration. In addition to the AGM, companies are required to hold shareholder meetings whenever any major change is proposed to the company structure or nature of its business.

At all company meetings, the principle of one share one vote applies, so the majority shareholders have far more say and sway than small investors. Depending upon where the company is located, company meetings could be held at venues and at times inconvenient to the majority of small investors, so company meetings are usually attended by only a small number of shareholders. However, shareholders can exercise a proxy vote by authorising someone else to vote on their behalf.




Note: The Australian Shareholders’ Association protects the rights of member shareholders. They attend meetings and vote on behalf of members if given the authority to do so.





Company Takeovers, Mergers and Splits

A takeover occurs when one company (the predator) acquires the majority of the shares (51% or more) in another company and thus obtains complete control of it.

A merger occurs when two companies merge; that is, they join forces to form a single corporation, rather than competing with one another.

A split occurs when a company decides to divide into separate corporations, usually because the directors feel that the businesses aren’t sufficiently related and would be more profitable if they operated individually. A well-known example of a split was when BHP separated into BHP Billiton and Bluescope Steel.




Notes:

	Often when a company is taken over, the original company name is abandoned. However, when there’s good brand identification or customer loyalty, it may still use the same name, even though it’s a subsidiary of the predator. For example, Dick Smith Electronics is a fully owned subsidiary of Woolworths, but still trades under the Dick Smith name. Similarly, Coles and Bunnings Warehouse are fully owned subsidiaries of Wesfarmers. On the other hand, when the Colonial State Bank was taken over by the Commonwealth Bank, Colonial ceased to operate as a bank and all branches and accounts were incorporated into the Commonwealth Bank structure.

	Generally speaking, when a takeover is in the offing, the share price of the company being taken over will rise, whereas the price of the predator may fall.

	Takeovers are described as friendly when the directors of each company negotiate the takeover and reach agreement. An unfriendly or hostile takeover happens when there’s no such agreement.

	When mergers occur, the merged company often uses a joint name that’s a combination of each of the two former names.

	Takeovers and mergers require shareholder approval and are overseen by ASIC, who tend to oppose them if they believe the result will be less fair competition and rising prices for consumers. Unions often oppose takeovers and mergers on the basis of likely job losses for their members.

	Often when a company takeover, merger or split occurs there is a change in the ASX code.

	Mergers and splits of the shares issued by a company can also occur and shouldn’t be confused with company mergers and splits. I discuss these in some detail in chapter 7.

	Companies can legally own shares in other companies. Companies can also buy back their own shares, either directly from shareholders or on the open market.






Share Ownership in Australia

Share ownership is an example of Pareto’s principle (also known as the 90/10 rule) because a small number of large investors have large shareholdings, whereas a large number of small investors have small shareholdings. The large investors are typically institutions such as investment companies and trusts. Directors are usually major shareholders in their own companies and hold large parcels of shares. The small investors include self-funded retirees and people investing for future retirement, including those who have set up their own self-managed superannuation fund.

Great impetus for ordinary Australians (sometimes called mum and dad investors) to become shareholders resulted from the privatisation of government-owned companies such as Qantas, the Commonwealth Bank and Telstra. In addition, the demutualisation of the NRMA is estimated to have added about half a million new share investors.

Australia is among the highest share ownership nations in the world in proportion to the population. While many Australians own shares, the ownership is often passive; that is, the owners simply hold the shares and don’t do anything with them for long periods. About half of the direct shareholders have three or less stocks in their portfolio and about the same number don’t make any trades in a 12 month period. The average number of stocks in a portfolio is six.

Share Transfers and Documentation

In the good old (or bad old) days, when you became a shareholder, you received a certificate (or scrip) which was a document issued by the share registry stating that you held a certain number of shares in that stock. You were given a shareholder number and each certificate also had a certificate number. If you sold shares you had to forward the certificates to your broker. Settlement time was five working days, or T+5.

Share certificates are now obsolete and instead you receive a holding statement (rather like a bank statement) stating the name of the stock and the number of shares you own. Settlement time has been reduced to three working days, or T+3. This means that when you trade, the actual money transfer from one account to another takes place three working days after the trade.

Issuer and Dealer Sponsorship

When you become a shareholder, your shareholding can be recorded in one of two ways: issuer or dealer sponsorship.

Issuer Sponsorship

This is the original method that’s sometimes used today but is becoming increasingly rare. The share registry (issuer) allocates a shareholder reference number (SRN) which will be the same for all the shares you hold in that stock, but different for each different stock you own. If you sell any shares you need to quote the SRN when you place your order.

Dealer Sponsorship

This popular method uses the Clearing House Electronic Subregister System (CHESS). Individual shareholders can’t deal directly with the Clearing House (a subsidiary of the ASX) so you have to be sponsored. The sponsor (or dealer) is usually your broker and both online and offline broking services give you the option of using the CHESS system when you decide to become a customer. You’re then given a unique holder identification number (HIN), which applies to all stocks you hold under CHESS with that sponsor. Whenever your ownership in a stock changes, you’re sent a new CHESS holding statement (however, there’s some time delay before your statement is mailed to you).

Advantages of CHESS

CHESS has two main advantages:

1 Once you know your HIN, you can buy and sell shares in the same stock almost instantaneously. If you’re not in CHESS, you can’t sell until you know your SRN and it could take several weeks after you’ve bought a new stock before the share registry advises you of your SRN. This is a great disadvantage if you’re trading speculative stocks or if the price goes down soon after you’ve bought and you want to sell quickly to minimise losses.

2 If you trade through the same broker, you’ve only one number to keep track of for all stocks in your portfolio, rather than a different SRN for each stock. You don’t even have to quote this number when you sell, because your broker knows your HIN and the number of shares you own in each stock.


As it doesn’t cost you anything to be in CHESS I suggest you use the system.




Notes:

	If you hold SRN registered shares you bought or acquired prior to joining CHESS, you can easily transfer them into CHESS by contacting your sponsoring broker. There’s usually no fee involved and it’s not considered a capital gains tax event.

	If you’re using the CHESS system you can’t sell shares using a broker different to the one you used to purchase the shares because your HIN will be different. However, you can easily transfer shares from one broker to another if you wish. Again you need to contact your sponsoring broker.






Before We Move on … 

I strongly suggest that before you move on to the next chapter you attempt the learning exercises that follow. They enable you to assess your comprehension of what we’ve covered and help to reinforce your learning.




Note: You obtain maximum benefit from these learning exercises if you attempt to answer them without referring to my solutions given at the back of the book. Compare my solution with yours only after you’ve answered the question yourself.





 



Learning Exercises

1.1 Generally speaking, even in capitalistic economies, some large business enterprises are government owned and not available for ownership by public investors. Why is this so? What type of business enterprises might you expect to still be government owned? What benefits do you see from private rather than government ownership of large enterprises?

1.2 What are the two main ways a business enterprise can obtain capital? What are the main advantages and disadvantages of each?

1.3 What is the difference between a stock and a share?

1.4 What do the following acronyms or abbreviations stand for? AGM, ASIC, ASX, ATO, BRIC, CEO, CFD, CHESS, ETF, ETO, FPO, HIN, IPO, ITS, LIC, LTD, NL, PTY LTD, MER, SRN.

1.5 Why do you think ASX regulations make it impossible for anyone to place orders directly on the stock exchange? Why must all orders be placed through a broker?

1.6 What four important things are shared between investors who own shares in a business enterprise?

1.7 I own 1674 shares in Woolworths at a time when the number of shares on issue is 1 058 548 613. What is my proportion of the share ownership of Woolworths?

1.8 If Woolworths issues more shares, what effect would you expect this to have on the price of Woolworths shares? Conversely, if Woolworths bought back their own shares and removed them from circulation, what effect should this have on the price of their shares?

1.9 How can a small investor benefit from the ASX using a fully computerised and transparent trading system with all information and announcements being accessible on the internet?

1.10 What advantages and disadvantages do you see in a listed company issuing a large number of shares of low value, rather than a small number of shares of large value?

1.11  What advantages and disadvantages do you see in investing in a listed investment company or a managed fund rather than in direct share ownership?

1.12 What are the two main advantages and disadvantages of trading CFDs rather than shares?

1.13 Why should a prudent investor consider IPOs generally as speculative?

1.14 An investor asks me how she can invest in Dick Smith Foods. How do you think I’ll respond?

1.15  What circumstances do you think may cause directors of a listed company to seek temporary voluntary delisting?

1.16  Generally speaking, when a takeover is proposed the share price of the company to be taken over will rise, whereas the price of the predator falls. Why is this so?

1.17  What’s meant by insider trading and how does the ASX try to stamp it out?

1.18  Explain how you could invest in, and how buy and sell prices are determined for the following:(a)  unit trust (unlisted)

(b)  unit trust (listed)

(c)  managed fund (unlisted)

(d)  managed fund (listed).


1.19  What are the two types of option and what’s the difference between them?







chapter 2

Investing Basics

I think it’s safe to say that all investors want to grow their wealth and I’ve no doubt that’s the main reason why you’re reading this book. In this chapter I consider the basics of investing that apply to share investing (as well as any other form of investing).

    Making a Profit from Your Investment

There are two ways you can profit from an investment:

1 capital gain

2 income.


Capital Gain

Capital gain (or loss) is the difference in the value of your investment at a later point in time compared to the investment’s initial value (after trading costs have been deducted). For example, if you buy 5000 shares for $1.00 per share and the price rises to $1.20 when you sell them, you’ve made a capital gain of $0.20 per share or $1000 total capital gain profit (excluding trading costs). However, if the shares go down in price and you sell them for $0.80, then you’ve made a capital loss of $0.20 per share and that’s a total capital loss of $1000 (again, excluding trading costs).

Income

In many cases an investment will produce ongoing or recurrent income that you receive on a regular basis. With a bank account it’s interest on the balance of the account, with property it’s rental income and with shares it’s most commonly dividends.

Total Profit

The total profit on your investment is the sum of the capital gain and the investment income. If you invest in a bank account or any other type of cash account, you receive investment income but there’s no capital gain. On the other hand, if you invest in collectables, a block of land, or non-dividend paying shares, there’s the possibility of a capital gain but you receive no investment income (unless you’re able to rent the land). With an investment in a rental property and dividend paying shares, you’ll receive income as well as the possibility of making a capital gain if the value of the investment increases in time.

Return on Investment

As an investor, you’re particularly interested in two aspects of profit. These are:

1 profit (in dollars)

2 return on capital invested.


Profit

Profit in dollars is often quoted; for example, when a friend tells you ‘I’ve made $10 000 profit on my shares this year’. However, the dollar profit doesn’t give you the full picture of the profitability of the investment. In order to know that, you need to know the return on capital invested.

Return on Capital Invested

This is the profit per annum divided by the capital invested and expressed as a percentage; that is:
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So if the capital invested by your friend in shares is $50 000 then the return on capital for the year is an excellent 20%. However, if the capital invested is $250 000, the same dollar profit represents a return of 4%, which isn’t nearly so good.

An astute investor always thinks of profitability in terms of the percentage return on capital invested, not just dollar profit.




Note: Return on capital invested is often shortened and referred to as return on capital or even simply return.





Return on capital can be calculated several ways, namely:

	before-tax return

	after-tax return

	real (inflation adjusted) return after tax.


The before-tax return is the raw or gross return, whereas the after-tax return is the return after any tax payable on profits has been deducted. The real or inflation adjusted return is the aftertax return less the rate of inflation, so it’s the real return in terms of purchasing power. (I’ll go into these in greater depth shortly.)

Capital Invested

Many investors don’t really understand the meaning of capital invested. Suppose you invest in a term deposit or similar type of fixed interest investment. You deposit $100 000 in a fixed interest term bank account and you receive regular interest payments that you spend. Some years later, you close the account and get your $100 000 back. Your capital invested was $100 000 and it didn’t change over the term of the investment.

Suppose instead of a term investment, you invest $100 000 in shares. Some years later, those shares are worth $200 000 (which is what you’d get for them if you sold them). How much capital do you have invested in those shares? You could argue that you invested $100 000 five years ago and since you didn’t add to or reduce that amount, that’s your capital invested. However, this way of looking at it gives you a false picture. Your capital invested in shares is now actually $200 000 because that’s the current value of your share investment.




Notes:

	The same principle applies to any type of investment where the value of the investment changes with the term of the investment.

	The value of the investment (or capital invested) is really the market value; that is, the actual dollars you’d receive if you cashed in the investment.

	Share prices are constantly changing, so when calculating an annual return on capital invested in shares, I use the average value over the year; that is: (initial value + final value)/2. I’ll outline this principle in greater detail in chapter 14.






Growing Your Wealth

The basic principle of investing, whether in shares or any other form of investment, is this:

In order to grow your wealth, the after-tax return on your investment must be greater than the inflation rate.

It follows that if the after-tax return on your investment is lower than the inflation rate, your wealth is reducing.

So there are four factors to consider in any investment that can eat away at the real profitability:

	in/out costs

	holding costs

	profit tax

	inflation.


In/Out Costs

These are the costs associated with getting into the investment and getting out of it. With property, these costs are relatively high and include agents’ fees and commission, legal costs, search costs and so on. For this reason short-term property trading is usually unprofitable and hence is unusual.

With shares, the in/out costs are far lower and usually involve only brokerage. With online brokers, brokerage can be as low as 0.2% of the value of the shares. Because buying and selling can be done so quickly, short-term share trading is very common.

Holding Costs

Holding costs are any ongoing or recurring costs associated with holding an investment. With property, these costs are usually very significant and include mortgage charges, council rates and fees, insurance, property depreciation and maintenance, agents’ fees, land taxes and so on. These costs can reduce the income so much that it might become an outgoing expense rather than an income. When this happens it’s known as negative gearing.

One of the great benefits of share investing is that there are usually no holding costs at all (unless you’ve taken out a loan to buy shares) and negative gearing with shares is not nearly so common as it is with investment property.

Profit Tax

Any tax payable on profits reduces the investment return because it’s money that’s:

	taken out of profits at tax time and given to the ATO

	money that can’t be spent or reinvested.


The tax implications of share investing are detailed in chapter 4, so I won’t discuss them further here.

Inflation

Cash has virtually no intrinsic value and has value only because of purchasing power. Inflation decreases the purchasing power of money and therefore reduces profitability in terms of what cash profit will buy in goods and services. So when trying to grow your wealth, you need to consider how inflation will erode the after-tax return on your invested capital. The after-tax return on investment after inflation is known as the real return or sometimes the inflation adjusted return. It’s what you’re really getting in terms of purchasing power.

For instance, suppose you’re getting an after-tax return of 4% on an investment at a time when inflation is running at 4%. This means that your real return is zero and your wealth isn’t growing. Indeed the money you’ve invested is just marking time. However, if your return on capital is 4% before tax and all the profit is taxable, then your real return after tax is negative. Your wealth is reducing rather than increasing.

Investment Risks

It’s important to consider the risks involved with any investment because risk and return are fundamentally related. Share investing risks are treated in detail in chapter 13 but I introduce the basics now.

Risk applies to both capital gain and income.

Capital Gain Risk

This is the risk that your investment may not increase in value; rather, it could reduce. The very worst case scenario is that you could lose all the money you’ve invested; that is, your invested capital reduces to zero.

Income Risk

This is the risk that your investment may not produce the expected income. For example, with an investment property, it’s the risk that the tenant may default on rental payments. With shares, it’s the risk that if company profits reduce, the directors may decide to reduce (or eliminate) the dividend.

Relationship Between Risk and Return

A general principle that applies to all investments is that investors relate risk and return in the following way:

The higher the perceived risk, the greater the potential return.

Or expressed another way:

The lower the perceived risk, the lower the potential return.

I use the word perceived with risk because it depends upon investors’ perceptions of riskiness. These perceptions don’t necessarily reflect the true risk (as calculated by statistical analysis).

I use the word potential with return because, like risk, it depends upon investors’ perceptions, which don’t necessarily pan out in practice. For example, investors often trade speculative stocks believing that they’ll make high capital gains. This isn’t necessarily the case and often blue or green chip stocks produce better capital gains than speculative ones.

All investors (including myself) would love to be able to invest in ventures that produce high returns with low risk, but the inescapable relationship between risk and return means that:

If you want a higher return on your capital, you must be prepared to take more risk.

The whole point in taking more risk is that you have the opportunity (or potential) for greater return. However, the greater the risk, the less certain you can be that the high return will actually be achieved.

Different investors have different attitudes toward risk and it’s important to match your investment risk to your risk profile (which is covered in more detail in chapter 6).

Compound Growth

Let’s assume you have an investment where the interest rate (or percentage return on capital) doesn’t change during the period of the investment. There are two possible scenarios:

1 As you receive income from the investment you spend it. This means that the capital invested and the income won’t change over the term of the investment. This is known as simple interest because the dollar amount of interest (income on the investment) will remain the same.

2 As you receive income from the investment you don’t spend it but reinvest it so the income adds to the capital invested. This means that the capital invested and the income will both grow over the term of the investment. This is known as compound interest because the dollar amount of interest (income on the investment) will increase as time goes on.


If you consider the real world, you soon realise that most growth occurs at a compound rate. For example, consider population. As people are born, the additional people aren’t culled or despatched to another planet. If the birth rate is higher than the death rate, the population grows at a compound rate. Similarly, wages, prices, inflation, property values, share values and so on all grow at a compound rate.

So for long-term investments, you should always think in terms of compound growth because it’s by far the most common situation. Put another way, when calculating the return on a long-term investment you should always base it on compound growth, otherwise you get a misleading figure (as I’ll show you with some examples).




Notes:

	In the short term, compounding doesn’t have much effect but in the long term it makes a huge difference.

	An interesting fact about compounding is that the higher the growth rate, the greater the effect of compounding. For example, over the long term, a 10% growth rate generates far more than twice the growth in value than a growth rate of 5%.






Example 1

Suppose you invest $1000 and you get a steady return (interest) of 10% per annum for 10 years, after which you cash in your investment. If you take out the profits (and don’t reinvest them), it’s an example of simple interest and your profit each year is $100. After 10 years you’ve received $1000 total profit.

On the other hand, if you don’t cash in your profit each year but allow it to accumulate, your total profit is $1593. Because of compounding, you’ve made $593 more profit. I’ve shown you the calculation in table 2.1 (rounded off to the nearest whole number of dollars). You can see that your investment grows by $100 in the first year, but by the 10th year, the growth has more than doubled to $236. This is often referred to as the power of compound interest.

Table 2.1: growth of an investment (10% compound return)
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Compound Growth Formulas

There’s a mathematical formula for calculating the value of an investment growing at a compound rate. This formula can also be used to work backward when you want to calculate what the rate of return was if you know the initial and final values of the investment. The formulas are:
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In these formulas:

	G = compound growth factor (ratio between final and initial investment value)

	P2 = investment value in n years’ time

	P1 = initial investment value (year 0)

	i = rate of return on the investment per annum (or interest) expressed as a decimal (for example, 10% = 0.1)

	n = number of years (or term) of the investment.





Note: To use formulas (3) and (4) you need to use the yx function on a calculator.





Example 2

Rather than calculating values each year as was done in table 2.1, use the formulas to calculate the value of the investment given in example 1 in 10 years’ time.

Solution

In this case:
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Using formula (3)
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Using formula (2)
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Note: This is slightly different to the value of 2593 shown in table 2.1 because of what’s known as rounding off error. The values in the table were rounded off to the nearest dollar so they’re not quite as accurate as the calculated value.





Here’s another example to highlight the importance of compounding interest.

Example 3

A friend tells you that he’s just sold a block of land he bought 10 years ago. He’s very pleased with his return on capital because he’s averaged 20% and over the same period, the stock market averaged 13%. It’s reinforced his conviction that property is a better investment than shares.

You ask him how he worked out his return and he explains it this way: ‘I bought the land for $100 000 and sold it for $300 000. So my profit was $200 000 over 10 years, which is an average of $20 000 per year. As I invested $100 000, this means my average return on capital was 20%.’

What do you think of this? I hope you’ve spotted the error (which, by the way, is a very common one). Your friend has forgotten about compounding. In fact, had he received a 20% return on capital, he would have sold the land for $619 200! I think you’ll agree that’s a huge difference. In fact, the true return on capital was 11.6% per annum and was less than the sharemarket.




Note: I used the compound growth formulas to calculate these results and I’ll show you how in the next example.





Example 4

(a) Calculate what a block of land costing $100 000 would be worth in 10 years’ time if the land value increases by 20% per annum.

(b) If the land is sold for $300 000 in 10 years, what was the rate of return?


Solution

(a) P1 = $100 000, n = 10, i = 0.2 (20%)Using formula (3)
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Using formula (2)
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(b) P1 = $300 000, P2 = $300 000, n = 10Using formula (1),
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Using formula (4),
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Compound Growth Table

In order to save you number crunching on your calculator, or the laborious process of constructing a compound growth table, I’ve done it for you (see table 2.2 on pages 49–50). In this table I’ve calculated the compound growth factor for time periods up to 40 years with annual growth rates from 3% to 16%.

Table 2.2: compound growth factor
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    [image: c02t027009x2]

Example 5

Use the compound growth table to determine the value of $1000 invested for 10 years with 10% growth per annum.

Solution

In table 2.2, go to the 10 year row and across to the 10% annual growth rate column. You can see that the compound growth factor is 2.59. Multiply 2.59 by the original value of the investment ($1000) and you get $2590. This is slightly different from the formula value I calculated previously of $2594 because the table has been rounded off (the formula is more precise).

Example 6

Use table 2.2 to determine the return on capital invested when your friend sells the block he bought for $100 000 for $300 000 10 years later.

Solution

To do this, we need to work backward in the table.

Now P2 = $300 000 and P1 = $100 000, so the compound growth factor is:

[image: c02ue009]

The period of the investment is 10 years, so go to the 10 year row in the table. Now go across the columns and try to find a value of three. There’s no exact value of three, but 11% is 2.84 and 12% is 3.11. So the growth rate is between 11 and 12% and looks to be about halfway between, so about 11.5% is correct (in fact it works out to be 11.6%).




Note: You can obtain a more precise value by interpolating the differences, but that’s for the more mathematically minded readers and I won’t explain the procedure here.





 



Learning Exercises

2.1 What are the two ways you can profit from an investment and how do you work out the total profit?

2.2 What’s meant by the return on an investment? Why is it more important than the dollar profit?

2.3 What’s the basic principle of investing that applies if you wish to grow your wealth?

2.4 What are the four factors to consider that can eat away at the real profitability of an investment?

2.5 In her book From Strength to Strength, Sara Henderson writes, ‘From July 1986 to September 1987 I played the stock market … In the next 12 months Bullo River made $114 000 in trading shares and a little less the following year.’ As an investor, what conclusion can you make about Sara’s profitability?

2.6 Many listed stocks pay a dividend. Why would anyone invest in stocks that don’t pay a dividend or are showing a loss, when there are so many stocks to choose from that make a profit and pay a dividend?

2.7 Negative gearing means making an annual loss on an investment. Why would anyone want to do that?

2.8 Tom’s share portfolio is worth $126 540 at the start of the financial year. At the end of the year his portfolio is worth $142 350. That year inflation averaged 3.6%. What’s Tom’s percentage capital gain on the average capital invested and his real (inflation adjusted) capital gain?

2.9 Joan buys a parcel of 5000 shares for $1.06 each. Six months later she sells them for $1.24 each. During the six months she received a dividend of 5¢ per share (unfranked). Her trading costs are $55.00 per transaction. Determine Joan’s profit and return on initial capital invested (before tax).

2.10 What comments would you make about the following investor statements?
Jack: ‘I want a high return but I don’t want to take much risk.’
Jill: ‘I want a high return and I realise that sometimes I might make a loss.’
Jane: ‘I don’t want to take much risk and I realise that I won’t make a high return.’

2.11 Compare the change in value of $1000 capital invested in each of the following four scenarios and comment on the result:(a) invested for 10 years with 5% annual return

(b) invested for 20 years with 5% annual return

(c) invested for 10 years with 10% annual return

(d) invested for 20 years with 10% annual return.


2.12 When Jack is born his parents put aside $5000 on his behalf and invest in shares. The shares grow in value by an average of 9% (capital gain and dividend).
Jill is the same age as Jack. Jill’s parents meet Jack’s parents when Jack is 10 years old and decide they’ll make the same investment for Jill. When Jack and Jill turn 21 each of their parents sells the shares and give the money to them. How much money will Jack and Jill each receive? What does this example show you?

2.13 Referring to exercise 2.12, inflation averages 4% over the 21 years of the investment. What’s the real increase in the value of the cash Jack and Jill receive on their 21st birthdays in terms of the purchasing power of the money originally invested? What does this example show you?

2.14 I invested $80 000 in a managed fund. Four years later, I withdrew and received a payout of $92 321. What return (in percentage) did I receive on the capital I invested? Note: this is a real-life example with actual dollars.










End of sample
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