Information for New Investors

     Many new readers call or email me asking where they can get some really basic information regarding investing in special situations.  This section is a brief primer that at least constitutes a beginning.

Important Strategies
     These apply to every high risk situation, including those in CS, & in the other columns I write between issues of CS.  Special situation, emerg​ing growth, low-priced, small-cap, micro-cap, & high-gain-potential stocks have high risk.  Fortunately, not many such situations turn out to be disasters, but some do -- that is a risk you must accept.  Here are four of my important strategies: 

     1. Be prudent -- the total funds allocated to speculative stocks should be limited to a small percentage of your cash, certainly no more than you could lose without discomfort.  I suggest no more than 5% of that small portion be invested in any one stock, to spread your risk.

     2. Do not accept my opinion (or anyone else’s) as the reason to invest.  Call the company.  Get a feel yourself.  If you're not comfortable, pass.  I expose you to potentially profitable situations.  You have the responsibility of making any investment decision.  Do not give up that responsibility.

     3. Apply a moving stop-loss strategy.  If the price goes up, raise your stop-loss guideline point to something like 20% below the new price.  Keep doing that as the price rises.  If  the price drops to your stop-loss point, grit your teeth & sell.  This limits loss, but let’s profits increase.

     4. Follow the price after you sell.  If you like the situation's fundamentals, watch the price after you sell using your stop-loss strategy.  Assuming the price did not go down because of an adverse change in the company's fundamentals (call an officer of the company to help you make that decision), keep watching.  When the price stops going down & begins to move up, consider getting into the situation once more.

Glossary
BASIS POINT: one hundredth of one percent.  25 basis points equals 1/4 of 1%.

BEAR MARKET: a severe decline in stock prices, with the popular indexes usually losing 20%.

BULL MARKET: a market in which the general trend of prices is upward.

BOOK VALUE: Shareholder's equity (the amount of the company owned by the stockholders) divided by the number of common shares of stock outstanding.

CAPACITY UTILIZATION: the relationship between output and capacity. High utilization rates are considered inflationary by some economists.

CAPITAL: that which generates income.

CAPITAL APPRECIATION: the increase in value of an investment, as distinguished from the interest or dividend earned on that investment.

CASH FLOW FROM OPERATIONS: the amount of cash generated from the prime business activity of the company, as opposed to earnings, which may be registered on the income statement before the company receives any cash.

CONSUMER PRICE INDEX: the CPI measures changes in the consumer prices (food, transportation, housing, entertainment, medical care, etc.). It is published monthly by the U.S. Bureau of Labor, and it is used as a gauge for measuring inflation. The CPI is also used as a cost of living index.

CORRECTION: a drop in the price of a stock or stock index. Bull markets are usually punctuated by many corrections over the years.

CURRENT RATIO: current assets divided by current liabilities. A current ratio of 2 usually assures that the claims of short term creditors are covered by short term assets.

DEBENTURE: debt obligation which is unsecured - backed by the integrity of the borrower.

DILUTION: the effect on earnings if all warrants or stock options were exercised or if all convertible securities were converted. The dilutive effect takes place because the number of shares are increased while the total earnings remain the same, thus lowering the Earnings per Share.

DIVIDENDS: cash payments made to stockholders of a company, usually on a quarterly basis. These payments come out of company earnings. Small growth companies usually do not pay dividends; rather they put their earnings back into the company to promote growth.

EPS: earnings per share, calculated by dividing the net earnings of the company by the number of shares outstanding. Growth of EPS is an important factor in assessing the financial health of the company.

THE FED: the Federal Reserve System, which is responsible for regulating the monetary and banking system in the United States.

FEDERAL FUNDS: excess reserves that banks lend to one another for brief periods of time. The Federal Funds Rate is the rate of interest charged to borrow these funds.

FLOAT: the number of shares of a company which are available for public trading.

GDP: gross domestic product is the total of goods and services produced in the United States. It differs form the GNP (gross national product) in that GNP includes production of U.S. companies in foreign lands. As of 1992, GDP is considered the bell weather indicator of the country's economic growth. Real GDP refers to gross domestic product minus inflation.

INFLATION: the rise in prices of goods and services when there is an over abundance of money and too few goods and services.

LIQUIDITY: the ability to convert assets into cash without significant loss.

MARKET CAPITALIZATION: The total dollar value of all outstanding shares, calculated by multiplying the number of shares by the current market price of the shares.

NATIONAL ASSOCIATION OF PURCHASING MANAGEMENT INDEX: measures the buying intentions of corporate purchasing agents. A figure above 50% usually means the economy is contracting rather than expanding.

P/E RATIO: price to earnings ratio, calculated by dividing price per share by earnings per share. P/E ratios are often used as one of many tools to measure risk when investing in a company.

PRICE TO BOOK RATIO: expresses the relationship between the price of a stock and the book value (assets minus liabilities) of the company. Value stocks usually have low Price/Book ratios and growth stocks often have high Price/Book ratios.

PRODUCER PRICE INDEX: the PPI measures changes in the cost of wholesale goods. The PPI tends to forecast changes in the CPI before they actually occur, and therefore, it is a carefully watched leading indicator. It is published monthly by the U.S. Bureau of Labor.

PROFIT MARGIN: the relationship between net sales and gross profits. It indicates whether the company can cover operating expenses and yield a profit. Gross profit margins are obtained by dividing gross income by net sales.

RESTRUCTURING: the reorganization of a company to improve profits and reduce costs.

RETURN ON EQUITY: measures the return on the investment of the stockholders. It is calculated by dividing net income after taxes by stockholder's equity.

S & P 500: Standard and Poor's benchmark indicator of 500 stocks. It is a market capitalization weighted index often used as an index against which money managers measure their performance. Because the index is weighted by market capitalization, it is primarily composed of large capitalization companies.

STOCKHOLDERS' EQUITY: the stockholders' ownership of the company (also called net worth). It is calculated by subtracting liabilities from assets.

TIGHTENING: a term used to describe the Fed's decision to restrict the money supply and thus making credit harder to obtain. This usually leads to an increase in interest rates.

TRAILING EARNINGS: a company's earnings for the previous 12 months.

VALUE INVESTING: investing in undervalued stocks, usually those stocks with low P/E multiples, low price to book ratios, and those with assets considered undervalued by the market.

WARRANTS: an option to purchase a specified number of shares at a specific price during a specific time period. Warrants are typically used to increase the marketability of stock offerings.

WORKING CAPITAL: current assets minus current liabilities. Refers to the excess of resources over obligations

