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Investing Basics

by

L. D. Alford


Many people don’t invest their money as effectively as they should because they are afraid of risk.  The problem for most of us is that, in our minds, effective investing equates to risky investing, and we are afraid of losing our money.  This impression of risk and effective investing is correct, in any effective investment there is a chance of losing money, but most of us are not really afraid of risk, we are afraid we may make mistakes.  We don’t mind some risk if we understand what we are doing, and we don’t put our money in effective investments because we are afraid we don’t understand enough about investing or investments.


The point of this article is to give you sufficient basic information so you can confidently invest your money in effective investments.  My wish is for every wise investor to end up with the maximum money possible.


So how do you start?  My father passed on to me some basic rules of investing.  These basics served me well and helped me increase my net worth more than ten times in the last ten years. My father’s first rule of investing is that effective investing is for the long term.

1.  Buy stocks, bonds, and mutual funds for long term investing (3-5-10-15 years)


Some people can make money in the short term, but very few can consistently make money in the short term.  Many problems confront the short-term investor: 


a.  The power of all investing (including stocks) is in compounding (dollar cost averaging) and growth.  We will discuss both concepts, but they both rely on time to achieve increase.


b.  Tax costs must be considered in all investments, and short-term capital gains are taxed at a much higher rate (28%) than long-term capital gains (20%).  If you hold a stock for a year, you reduce your tax on the gain by 8%.  Investment income that is not a capital gain is taxed at your marginal rate.  If you are taxed in the 33% bracket, a capital asset investment will save you 5% of your tax.  Holding the same investment for a year will save you 13%.


c.  Transaction costs must be considered in all investments.  Short-term movement in stocks, for example, is rarely enough to pay for taxes and investment costs.  If you purchase 100 shares of a stock for $10 a share and your transaction cost is $50, the stock value must move to $11 for you to recoup your expense (With 100 shares, the movement of the stock value by $1 means you earned $100.  Your transaction cost is $100: $50 to purchase plus $50 to sell.).


d.  The average long-term growth of stocks in the New York Stock Exchange (NYSE) is 10%.  This is better than any other long-term investment.  In the short term, the growth of a stock may not be 10%, but in the long term, you can expect a growth of around 10%, and it is sometimes much higher for individual stocks. 

The only sure way to effectively invest money is to invest for the long term.  A friend of mine invested about five thousand dollars in a no-load mutual fund just before the Black Monday crash.  After the crash, he lost about $1000 and was so spooked he pulled out every penny.  If he kept his money in the market, a year later he would have doubled his money.  Because we know, in the long term, stock value increases at about 10% per year, his lack of dedication to long term investing cost him more than the loss of his money, it cost him a lot of potential growth.

The first main point is this: effective investing means long term investing.  Effective investing also means maintaining a balance between risk and safety.

2.  Maintain a balance between risk and safety.  

A typical question is how much risk can I accept?  My answer is that you can accept a great deal of “good” risk—but, what is “good” risk?  Although people have lost money investing in blue chip stocks, few have lost money in the long run.  A good risk is a company that you know will be around and will be profitable in the future.  A good risk is a company with reasonable profits, assets, and cash, whose business you understand, and whose products you trust.  Unsafe investments are the opposite: cash, profit, and asset poor companies whose business you don’t understand and whose products are unknown or not yet produced.  This is not to say a risky or unsafe investment may not turn out to be an effective investment, but most of us are willing to accept a good risk and not a bad risk.  

When I bought America On Line in the early 90s, I recognized this as a good risk.  I used the service, I studied the company, and just from watching my own family’s use of the service, I knew it possessed enormous potential.  My effective investing paid off well and I still hold a strong position in America On Line stock.  

On the other hand, I also invested recently in a bad risk.  The company was small, it did not have a product yet, and the product was for a limited event and time.  It was a Y2K fix.  I recognized the risk, but for the potential gain, I was willing to lose the money as well as the potential investment return of the money.  Fortunately, I legally protected the investment and didn’t lose a penny, but I did lose a year’s worth of investment potential. I recognized this bad risk investment for what it was and protected myself.  However, at the same time, the money sat in a 5% Certificate of Deposit.  Some might say, this was a good investment, but while I was earning 5% in a CD, I could have made much more in a top-notch stock.  

Regardless of your age you should always consider risk and safety.  As a general rule, the younger you are the greater the risk you can accept, but I believe that most everyone can accept high risk in effective investments.  The only people who cannot accept high risk are those who are dependent on their investments for a fixed income.  

Safety or low risk, to me, equates to utility stocks, and, to me very safe means corporate and government bonds.  I consider high risk to be initial public offerings (IPO) and new start up company stocks.  In my opinion, foolish investments are Certificates of Deposit (CD), money market accounts (in a low inflation environment), and interest bearing accounts.  Money market and interest bearing accounts are useful for temporarily holding money, but they should not be used as an investment vehicle.  

Another way to protect your investments is to spread around your risk; therefore, a key concept in the safety and security of your investments is diversity.

3.  Develop an overall long-term plan to accumulate and diversify investments (stocks of different industries, mutual funds, tax free bonds, treasury bonds, zero treasury’s, and corporate bonds).  

Determine about how many different investments you should have in your portfolio and the amount of each (in dollars and shares) then invest toward your goal.  I think young people should start with stocks only, but if you don’t know much about the market, a less risky, but effective investment is a no-load mutual fund or funds.  As I mentioned before, the stock market over time has produced an average of over 10% growth per year and individual stocks have done much better.  If you are concerned about security in stocks, you can purchase dividend-bearing stocks.  In fact, dividend-bearing stocks allow you to dividend reinvest and dollar cost average at the same time.  However, dividend-bearing stocks usually don’t increase in value as much as other stocks.  You should balance your account with dividend and non-dividend bearing stocks.  Every market day, the Wall Street Journal notes the dividend for every stock in its listing.  By looking trough this list, you can find high dividend stocks and then use the internet, your broker, or other method to research the company. 

Generally, a stock portfolio should be diversified between 10 to 15 stocks.  And, as a good rule of thumb, you should aim to hold no more than $100,000 or 1000 shares of a single stock.  If you have invested well, you will find due to corporate splits and acquisitions, your stocks will increase quickly (in about 10 years) beyond these limits.  That is not a problem, and you shouldn’t aggressively reduce your stocks to these recommendations, but 1000 shares or $100,000 does provide a guide when and how you should reduce and diversify your holdings.  

Your goal as a new investor should be to build toward 10 different companies containing 125 shares each.  When you have achieved this goal, you should build up 250 shares in each stock, then 500, and then 1000.  Your stock holdings should not necessarily increase evenly.  You should not buy blindly without consideration of price and buying opportunities.  For example, you may own one stock with only 50 shares because the price has not come down low enough and one with 150 shares because you caught it at a local low.   

If your portfolio is valued at 5 million or more, you should hold at least 30 stocks in your portfolio.  But, whether you are a new or experienced investor, how do you know what stocks to buy?

4.  Buy stocks of companies that you know have reasonable profits, assets, and cash, whose business you understand, products you trust, positive records, and particularly that have position in the global market place.  
Additional determinates of good risk are stable management and companies that are number one or two in their markets.  The big question is how do you discover this information?  The answer is simple—just look at the inverse for most of the characteristics of a good risk: in other words, don’t buy stocks of companies whose business you don’t understand, whose products you don’t use, that don’t have good reputations, or that are only local or only meet local needs.  For the more quantitative measures like management, profit, assets, cash, and market position, you can ask your broker or research the company on the internet.  The obvious corollary is don’t let anyone convince you to purchase stocks in companies that you know nothing about or whose products you don’t use.  For example, I fly aircraft, so when the Garmin company went public I bought a large position in their stock.  Garmin is number-one in the civil aircraft and civil non-aircraft use of Global Positioning Satellite (GPS) equipment.  Their equipment is sold world-wide and I use it myself.  The company has a great reputation and statistics.  Simply, I know the company and I know their products.  For me they are a good risk, but unless you possess the same information and familiarity, they may not be a good risk for you.  I bought the stock for the long term, so my future will not be filled with a constant need to keep tabs on the company or their stock.  That doesn’t mean I won’t look at the stock price daily or that I won’t check their company statistics every now and then, but baring any great change in the company, I will be accumulating a position for the future and not for a quick trade.  If the stock price decreases significantly I may reevaluate my position, and that leads to the next piece of investing advice.   

5.  Don’t keep losers that do not maintain positive fundamentals.  

A loser is a stock that drops 15% or more below what you paid for it, and positive fundamentals are the good characteristics we discussed above.  This doesn’t mean that the first time a stock falls 15% below the purchase price that you should dump it.  If the company backing the stock is still strong or the entire market is falling, this is the time to dollar cost average (I’ll discuss this later).  But, if you decide to sell a part or a whole position, match the loss with long-term or short-term gains.  I don’t like to sell until I know what I will invest the money in, and I don’t like to jump too quickly on buys or sells.  I have never been disappointed by a stock going higher or lower than I predicted.  As a result, I use buy and sell orders tied to stock price.  A buy or a sell order can be made based on the current market value or you can put in an order at a specific price.  For example, if the stock is currently selling for $10 a share and you expect the price to go down, you can put in an order at $8 a share.  On the other hand, if you are selling and you expect the price to go up you can put in an order at a price higher than the current price.  I rarely buy at market price unless I absolutely want the stock (usually if the entire market is in a sell off and I think the stock is an incredible bargain).  There is no penalty to “lowballing” a buy or “highballing” a sell.


In the 2000 tech sell-off, I owned some stocks that decreased to almost 50% of their prior value.  I still own these stocks, and I did some buying and selling to decrease my paper losses.  These companies are still good risk for me, and by buying more, I improved my long-term position.  

When you intend to buy and sell the same stock and you are selling at a loss, ensure you plan for the 31 days required by the IRS to take advantage of the loss.  You are required by the IRS to wait 31 days before and after selling at a loss to purchase the stock again.  If you don’t wait the required time, you are not allowed to count the loss.  

On the other hand, I recently dumped some stocks whose fundamentals were not strong anymore.  The point is that when a stock price goes down it may be an excellent opportunity to improve your position.  This is an example of the next rule.

6.  Dollar cost average (make regular purchases).  

Dollar cost averaging means that you regularly purchase shares of a stock.  By dollar cost averaging, you will buy shares at both high and low valuation, but over time, the overall value of your shares will increase.  Here is an example of the technique in action.

	Beginning year purchase
	1st Quarter purchase
	2nd Quarter purchase
	3rd Quarter purchase
	4th Quarter purchase
	End year portfolio

	100 shares
	10 shares
	10 shares
	10 shares
	10 shares
	140 shares

	$10 per share
	$8 per share
	$12 per share
	$11 per share
	$13 per share
	$10.28 avg per share

	$1000 total
	$80
	$120
	$110
	$130
	$1440


In the example above, if the value of the share increased 10% to $11, then for $1440, you now own stock valued at $1540.  This is an excellent method and coupled with dividend reinvest will build your portfolio quicker than almost any other technique.  

I personally do not like to buy a stock unless it is below the amount I paid for it originally or below market valuation.  All stocks will at some point decrease in value, I guarantee it, but in a climbing market, if you purchase automatically, you run a risk of purchasing a stock at higher valuation than necessary.  I personally like to accomplish dollar cost averaging in a less structured approach.  I allow dividends and capital gains to accumulate in my account and then use this money (or margin when necessary) to purchase good stocks that drop below the price I originally purchased them or that drop below their market valuation.  In this scenario, stocks that have dropped as low as 15% or more provide potential rather than loss.  You can always sell the portion of the shares that are above the current market value, but in most cases, your long-range strategy should convince you to hold and accumulate.  Dollar cost averaging is still an incredible tool to use in accumulating stocks, and the best method to accomplish dollar cost averaging is dividend reinvestment.

7.  Dividend reinvest if available (save broker’s fee).  

Dividend reinvestment means that your dividend from a particular stock or mutual fund automatically goes to purchase more shares of the stock or fund.  This is an outstanding way to build market position for the long term.  I suggest that new investors make this a primary part of their investment strategy.  As you gain experience and your holdings approach your maximums, except for mutual funds, you should stop dividend reinvest and use the dividends to build other stock positions and to maximize selective dollar cost averaging.  But, when you just start investing, dividend reinvestment is the most cost effective and efficient method to purchase stocks.  I have a young friend who uses this technique to the maximum.  He purchases a small portfolio (sometimes a single share) of a dividend bearing stock and turns on dividend reinvestment.  The stock accumulates from the dividend automatically and without his intervention presses toward his overall goals.  Here is a simple example of dividend reinvest; you can imagine how dollar cost averaging can increase this process.  

	Beginning year purchase
	1st Quarter dividend
	2nd Quarter dividend
	3rd Quarter dividend
	4th Quarter dividend
	End year portfolio

	5% dividend
	$12.5
	$12.625
	$12.75
	$12.875
	

	$10 per share
	$10 per share
	$10 per share
	$10 per share
	$10 per share
	

	
	buys 1 share
	buys 1 share
	buys 1 share
	buys 2 shares
	

	
	$2.5 partial
	$5.125 partial
	$7.875 partial
	$0.75 partial
	$0.75 partial

	100 shares
	101 shares
	102 shares
	103 shares
	105 shares
	105 shares

	$1000 total
	$1010 total
	$1020 total
	$1030 total
	$1050 total
	$1050 total


At the end of the year you will own 105 shares.  One point that is worth making is that increases in share value dilute the value and share buying power of the dividend.  For example, in the above table, if the share value increased to $20, the effective dividend rate would be 2.5%, and the dividend would only purchase half of the number of shares indicated by the chart.  However, the value of the dividend would be the same.  A final point about dividend reinvesting is that it saves any broker fees, and this means all your investment goes for stock.  Dividend reinvesting is an especially cost effective method for buying stock in less than 100 stock batches, and it helps you reduce your overall investment costs.

8.  Decrease your investment costs.  

As we already discussed, you must count the cost of taxes and investing when you calculate your gains, so it is always in your best interest to reduce investment costs as much as possible.  One method of doing this is dividend reinvestment, but this method is only possible for dividend bearing stocks, mutual funds, and companies that allow reinvestments.  This method also doesn’t do any good for initial purchases and when you want to just generally purchase stocks or mutual funds.  


When you purchase stocks from a full service broker, you will find the best cost-break is when you purchase 100 or more shares, but not everyone can afford 100 shares at once.  One way to reduce costs is to buy from a discount broker or to buy on-line.  I engage both a full service broker and a discount broker.  I use the full service broker for major transactions of large value stocks and for information on companies.  I use the discount broker for smaller positions of low value and smaller company stocks and for positions I don’t intend to hold longer than a few years.  For me, this allows me to maximize my investing while minimizing my investment costs. The problem with using a discount broker is that you don’t get the advantage of research and advice.  The advantage is you don’t get research and advice.  I trust my broker, but that trust has been built over years and is balanced by my own knowledge and experience.  For the mature and well-capitalized investor, a full service broker is a necessity, but for the inexperienced beginner, the costs may just be too high.  In addition, unless your portfolio is large, a full service broker may realistically not have the time to give you the full benefit of their knowledge and experience.  For the beginner, you should seek out a discount broker or buy on-line.  With either, you will not get much advice, and the advice you do get should be carefully evaluated before making a purchase.  

On the other hand, a full service broker may be able to get you shares from IPOs and can potentially provide excellent advice and research.  At some point every successful investor will want to engage the services of a full service broker.


Another method is to buy stocks directly from the company.  Many but not all companies let you purchase shares directly.  This method allows you to purchase without broker fees, but you must buy at market, and unless the purchase is through a dividend reinvestment program, you can’t sell the shares directly.  In addition, you must hold the shares yourself.  This is a good method, but may not be convenient or reasonable for most investors. 


For mutual funds, the best way to minimize investment costs is to buy no-load funds.  Under most circumstances, you should not buy mutual funds from a broker.  You should always buy mutual funds directly from the mutual fund company.  They hold your shares and report quarterly on your holdings.  You can evaluate mutual funds using a variety of sources.  I use the Mutual Fund Forecaster and have taken their newsletter since its inception.  The Mutual Fund Forecaster compares most of the highest rated mutual funds, their loads, past and estimated future performance.  They also give you phone numbers to contact the companies along with a host of other good information on load and cost.  Many other sources of mutual fund information are available. 

To maximize your purchase of mutual funds, dividend bearing stocks and corporate bonds, don’t buy them just before they declare dividends and capital gains (usually at year end).  When a stock, mutual fund, or corporate bond declares a dividend, the price of the stock goes down.  If you buy just before the investment implement declares the dividend or capital gain, you will purchase the share at potentially its highest cost of the year, and you will receive the dividend or capital gain.  This means you will be saddled with the taxes on the gain.  

Another method to maximize your investing dollar is to use margin.


9.  Generally, unless you understand the advantages and risks, don’t buy stocks on margin, but if you do, don’t exceed 10% margin.  

Margin is cash your broker will loan you based on the collateral of investments in your portfolio.  The interest charged for the loan is based on the amount you borrow and the prime lending rate.  The rate changes with the prime rate and has been something on the average of 10%.  If the value of your stock decreases enough, your brokerage will make a margin call, and you will be required to sell shares to pay off your margin.  For this reason, your margin should not exceed more than 10% of the worth of your portfolio.  

Beginning investors should not buy on margin, but every investor should realize that margin purchases can safely and effectively grow a stock portfolio.  The obvious scenario that most investors think of is purchasing a growth stock and earning enough in the sale of the stock to pay off the margin and the interest.  This is a not an effective or safe method of investing and I don’t recommend it for any investor.


A much better way of using margin interest costs is to balance it with dividend earnings.  For example, if you earn an average of $1000 per month in dividend income, you can afford $1000 in margin interest costs per month.  Based on 10% interest rate that means you can afford about $120,000 in margin.  Now, why is this method of investing better than others?  The example below shows exactly why.

	Beginning year purchase
	1st Quarter dividend
	2nd Quarter dividend
	3rd Quarter dividend
	4th Quarter dividend
	End year portfolio

	$1000 borrow
	$995 owed
	$990 owed
	$985 owed
	$980 owed
	$980 owed

	10% interest
	$25 interest
	$25 interest
	$25 interest
	$25 interest
	$100 total

	$10 per share
	
	
	
	
	$11 per share

	100 shares
	
	
	
	
	100 shares

	$1000 total
	
	
	
	
	$1100 total

	12% dividend
	$30 dividend
	$30 dividend
	$30 dividend
	$30 dividend
	$120 total


	First year
	Second year
	Fifth year
	Ninth year
	Tenth year
	End portfolio

	$980 owed
	$948 owed
	$732 owed
	$43 owed
	$0 owed
	$0 owed

	$100 interest
	$198 tot int
	$538 tot int
	$677 tot int
	$710 interest
	$710 total

	$11 per share
	$12 per share
	$16 per share
	$24 per share
	$26 per share
	$26 per share

	100 shares
	100 shares
	100 shares
	100 shares
	100 shares
	100 shares

	$1100 total
	$1200 total
	$1600 total
	$2400 total
	$2600 total
	$2600 total

	$120 dividend
	$252 tot div
	$733 tot div
	$1630 tot div
	$1912 tot div
	$236 cash



The above chart assumes the dividend increases with the stock value and that margin interest is a constant 10% (calculated yearly for simplicity).  Theoretically, in the example above, after 10 years you will have paid off the margin and interest and own the stock outright.  But, in 10 years a good stock will increase in value by about 10% per year (average for the NYSE) and so for an investment of $0, you will have a stock potentially worth more than double its original value.  You will likely not be able to set up a situation directly analogous to the above chart, but if you earn $100 a month in dividends, you can buy $12,000 worth of a stock that will pay for itself.  And, you can buy the stock when it is at a price that is acceptable to you.  You can see the above method should not be used indiscriminately.  The stock you purchase on margin should be a solid effective investment.  


Sooner or later you will want to sell your effective investment and take profits. 

10.  It is difficult to time the market, but if a stock has reached your target price or you have reached your share and value goals and want to diversify, it may be wise to take profits.  

Sale of a stock is simple; planning the sale to your best advantage is not so simple.  Although the purchase and sale of stocks is many times an unplanned event that takes advantage of the market value of the shares, your sales and purchases should follow an overall plan.  For example, before you sell, you should consider the tax consequences of the sale.  When possible and it makes sense, you should balance capital losses and gains to reduce your overall tax.  In the 2000 tech sell-off, I sold shares of some tech stocks at a loss to balance gains I had earlier in the year.  After the 31 days required by the IRS, I purchased those shares back again.  I saved on taxes, and my ending average share cost basis was much lower than at the end of the year.

 In a climbing market, when you own a stock that has increased significantly in value, a good point to take profits is when the sale of half the stock or less will pay for the initial investment.  For example, if you bought 100 shares of AOL at $10 per share for a total of $1000.  If the value of your shares of AOL increased to $2944, you could sell half of your shares for $1472, pay the taxes $322 at 28%, pay for the initial broker fees of $100 and sales fees of $50 and return $1000 to your account.  This gives you zero invested in the stock and frees $1000 seed money for more investments.

Conclusion


We looked at some basic rules for effective investing.  These basic rules are not the end-all for investing, but they provide a good start for anyone who wants to maximize their investments.  These are the fundamentals of investing my father passed on to me.  They work in an increasing market (bull market) and a declining market (bear market).  In the long-term, these basic rules will result in positive gains and are an effective method of investing.  In addition, these basics can get you started in investing and should give you enough information to provide confidence so that you will not be afraid of the potential risks of the most effective investments.


To review, if you are content with 2 to 5 percent increase per year before inflation, then CDs, passbook savings, money markets, and government bonds are made for you.  You will not lose principle (except due to inflation), but you will not make much either.  On the other hand, you can make at least and sometimes much more than 10 percent per year if you maximize and balance your investments in stocks and mutual funds.  You will have to work a little harder, but you will see much greater gain than you can ever realize in so called “safe” investments.

- The End -

