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Mr. B’s Stock Market Notes:  Financial Literacy, Summer 2016 

A stock is ownership in a company.  It represents equity, another term for ownership.  From a 

company’s point of view, there are two reasons to sell stock:  (1) To raise money without taking 

on debt.  (2) The money raised by selling stock does not have to be repaid and there is no 

interest. 

To stock buyers, there are 2 ways to make money with stocks.  First, companies may, at their 

option, pay a share of their profits to stock owners.  This payment is called a dividend.  Second, 

stocks tend to be worth more over time.  They go up in value.  This is called appreciation.  Stock 

owners make money when they sell a stock for more than they paid for it.  In general, more 

money is made though appreciation than through dividend. 

Like most savings and investing options, there is a direct relationship between stock risks and 

potential returns.  High risk means we expect high return.  Low risk means we expect low, but 

stable returns.  Low risk stocks tend to have lower returns.  High risk stocks tend to potentially 

have higher returns. 

There are 2 basic types of stocks:  Common Stocks and Preferred Stocks.  Holders of common 

stock exercise control by electing a board of directors and voting on corporate policy. Common 

stockholders are on the bottom of the priority ladder for ownership structure.  They only receive 

dividends after any and all dividends are paid to preferred stockholders. 

Preferred stockholders in a corporation that has a higher claim on its assets and earnings than 

common stock. Preferred shares generally have a dividend that must be paid out before dividends 

to common shareholders, and the shares usually do not carry voting rights. 

Preferred stock owners may receive dividends in addition to seeing their stocks appreciate in 

value.  These dividends are fixed and stated when stocks were initially sold by companies.  

Preferred stock owners are paid dividends before any can be paid to common stock owners. 

Common stock holders may see stocks appreciate (go up in price) when markets (buyers and 

sellers) agree to new price), when mergers change investor expectations,  when stocks can split 

so those with 1 share now have two or more, or when a company declares dividends increase 

demand. 

So we can see that the difference between common and preferred stocks is that common stocks 

can have more risk as nothing is guaranteed.  Preferred stocks have a dividend schedule 

(guarantee) so that, if the company stays in business, preferred stock holders should be paid and 

are always paid before any dividends can be declared for common stock holders. 

Some companies have consistent earnings and dividends because their business tends to grow.  

Many would consider Google & Apple good examples of a growth stocks.  Some stocks are 

called income stocks because they typically pay higher than average dividends.  These 

companies are not managed to save/retain earnings. 

Some stocks are called value stocks because they have potential to grow, but the market has not 

all recognized this yet.  When stocks are “sleepers” because they are relatively unknown, their 

pices are low, but their futures look bright. 
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The business cycle is a model that predicts that our economy moves through 4 stages.  This 

model also predicts a cycle of how some businesses perform: 

1. Expansion:  The economy grows and 

businesses increase revenues and profits. 

2. Peak:  The economy and business activity is as 

high and as good as it will get in this cycle. 

3. Recession:  The economy slows down or even 

shrinks.  Business revenues and profits are 

reduced. 

4. Trough:  This is the bottom of the economic 

decline and is as low as business revenues and 

profits will go in that cycle. 

When the business cycle is headed up or at its peak, stock prices tend to be at higher levels.  At 

the lower end of the business cycles, stock prices tend to be down.  Some businesses like grocery 

stores and utilities do not vary much with the business cycle.  These are called countercyclical 

stocks.  Whether or economy is growing or shrinking, people still need to buy groceries and use 

energy to heat and run their homes. 

Speculative stocks are risky and, because they are high risk, sometime may have high returns.  It 

is possible to lose everything invested in a speculative stock, so no one should buy these unless 

they have money that they can afford to lose. 

Stable, large, profitable companies with history of consistent earnings are called blue chip 

stocks.  These are considered some of the best and safest investments in the stock market.  All 

stocks, however, have some risk with ownership though. 

Book Value is a term for what the assets of a company are worth.  They can be used to evaluate 

whether the price of a stock is reasonable, under-valued, or over-valued.  Stock prices should 

relate to what a company's assets are worth and what it owes.   

Stock Ratios:  Quick math checks to see how well a stock is performing.  These are easy to 

calculate, but are tricky to compare because different industries and company structures usually 

have different values for their ratios.  One needs to do research to identify what a given ratio 

means and how it compares to other companies.   

Earnings per Share (EPS) is the after tax earnings/number of shares outstanding 

Price/Earnings:  A high P/E means great (high) growth (maybe more risk) and lower 

P/E means stability and investor confidence.  If the P/E ratio is 22/1, this means that the 

stock sells for 22 times its earnings. 

Dividends/Share (DPS) is the total dividends paid out over an entire year (including 

interim dividends but not including special dividends) divided by the number of 

outstanding common stock shares issued. 

Beta:  This statistic measures how a given stock varies as the market as a whole changes.  

This is a complex statistical calculation but is important when looking at buying a stock. 
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Dividend Yield Percentage is the dividend per share, divided by the price per share. 

To make it easier to compare year-to-year and year-to-date stock values, year-to-date changes are 

always measured from January 1st.  The last price for a given stock sold at the end of day is 

called its close.  Stock prices typically vary throughout the day.  Indicators are calculated indexes 

that are used to represent how, on average, stocks are performing.  There are three commonly 

used indicators/indexes: 

1. Dow Jones Industrial Average (often called "The Dow")   

2. Standard & Poor's 500   

3. NASDAQ (National Association of Security Dealers) 

Stock analysts often talk about Bull and Bear markets.  Bull means market is up and stocks 

look good.  Bear means markets are down and stocks look less attractive.  Individuals cannot 

directly buy stocks, though today they can buy them through online services.  People that 

provide investment advice and actually buy/sell stocks must be highly qualified and licensed to 

become stock brokers. 

There are now 2 U.S. stock exchanges which list stocks.  Each has different rules and 

guidelines.  Each index tries to minimize risk within its exchange by imposing requirements on 

companies that seek to be listed on that exchange.  Stocks are not listed on multiple exchanges, 

they must choose 1 exchange and then qualify for listing.  The three biggest stock indexes in 

America are: 

1. The New York Stock Exchange (NYSE):  This is the oldest and jargest stock exchange 

in America.  It has the highest standards for company listings.  NYSE purchased 

American Stock Exchange (AMEX)  in 2008 and renamed it NYSE MKT LLC.   It 

usually lists newer companies 

2. National Association of Securities Dealers Automated Quotations, today simply 

called NASDAQ:  is an American stock exchange. It is the second-largest exchange in 

the world by market capitalization, behind only the New York Stock Exchange. 
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