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  INTRODUCTION


  You might have heard the old stock market saying, that when you give your money to an expert to manage, the expert ends up with your money and you end up being the expert. There is a lot of truth in that as far as I am concerned – giving my money to someone else to manage has seldom worked for me. That’s why I manage my own money and that’s why I think you should consider doing the same.


  Over the past 19 years I have traded the stock market for myself as well as on behalf of a well-known international bank and a large hedge fund. My experiences have given me a deep understanding of what is really going on in the City of London. They formed the basis of a television series called Million Dollar Traders, which was shown on BBC2 in early 2009.


  Million Dollar Traders followed a diverse group of eight people – five of whom were complete beginners and the other three were very inexperienced – trading stocks for a period of eight weeks, after only two weeks of training. Between them they traded with £500,000 (or $1,000,000 at the exchange rate at that time) of my own money, and were allowed to make their own decisions on what stocks to buy and sell.


  Allowing eight people to manage my money with just two weeks’ training seems a risky proposition, but I believed it to be safer than giving money to experienced professionals. This is because I believe that my methods of trading are based on common sense and can be easily learned and applied. And common sense is something that most experts lack!


  The ‘Million Dollar Traders’ ended up losing about 2% of my capital, which does not sound great, but was much better than the professionals who, over the same period, lost more than 4%. I think it was pretty amazing that a group of inexperienced people with only minimal training were able to outperform the experts.
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  This book is not meant to teach you how to make a million dollars. It is intended to make you think about the markets, to explain a few basic and not-so-basic concepts, and to learn to trust yourself. After reading it you should have a good idea of what it takes to invest money in the stock market in a responsible manner.


  More recently I have started my own trading academy at www.lexvandam.com, which helps people to trade, initially mainly through online modules. It is based on my concept of 5-Step-Trading® and has had a great reception from the people who have completed the modules.


  Let me finish by repeating what my old manager at Goldman Sachs always used to say at the end of our morning meeting, ‘Let’s go make some money!’


  Lex van Dam

  www.lexvandam.com
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  The aim of this book is to provide a framework for making money out of trading stocks. Before the real fun starts in Chapter 2, you need to understand precisely how the financial system works, and where you fit in. If you want to be a player, first you have to know which game you are playing – good luck!


  The world of finance
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  [image: ] Companies


  If you own a company and you want to develop a new product, build a new factory, or open new stores you might need to raise some money. If the numbers add up and your idea seems profitable, you will generally be able to raise this money either by borrowing it, or by selling a stake in your company.


  That stake is called equity and, if the company is large enough, it can be traded on the stock market. Owning equity in a company gives the buyer the right to part of the profits, either directly through payment of dividends, or indirectly through retaining profits in the business and thereby making the company more valuable.


  When you raise finance in the form of loans, this is called debt or a bond. The money that a company makes is first used to pay interest on these loans, and any residual money belongs to the shareholders, and can be used to pay them a quarterly or annual dividend.
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    COMMON MISCONCEPTION: Following a set of trading rules will make you money

  


  
    There are plenty of so-called investment ‘gurus’ out there who will try to convince you that all you need to make money is to follow their rules. I believe strongly that you cannot simply learn a set of trading rules and expect to make money. If you are lucky this may work for a while, but there will come a point when the trading environment changes and the old rules stop working, and without a new set of rules you are stumped. You need to develop a trading style that suits you, with your own rules that must be flexible.


    This book does not contain a list of rules to be followed blindly, instead it offers general guidelines that can be adapted depending on your own circumstances and knowledge, as well as the prevailing market environment.


    When making trading decisions many people simply look at historical stock movements and try to use these to predict future stock prices. Others just analyse individual companies rather than the wider context in which they trade. I take a holistic approach to trading and try to cover all the different bases before making my decisions … I think you should too.

  


  

  MY AIM IS TO MAKE YOU THINK AND CHALLENGE CONVENTIONAL WISDOM AND THIS BOOK PRESENTS A FRAMEWORK THAT YOU CAN USE TO MAKE BETTER INVESTMENT DECISIONS.


  Buying a share gives you a right to part of all the future revenue streams of a company, and it is interesting to know that equity investors look at the same company in a different way to bond investors. Bond investors want to ensure their interest is paid on time and that their initial capital is paid back when the loan terminates. They are very focused on analysing the cash flows of a company. Equity investors are more about hope; they hope that the company will make money and that the share price will go up. Their investment is a lot riskier than simply lending money to the company but the potential rewards are a lot higher as well. Companies are not the only ones to issue bonds. The UK government raises funds by issuing bonds known as Gilts. So even if you feel far removed from the world of finance you, as a taxpayer, are a player whether you like it or not.


  This book focuses on shares, rather than bonds, currencies, or commodities, although you will see later that the stock market also allows you to trade these assets in exactly the same way as you would trade an ordinary share.
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  When the UK’s stock market was a physical market place, it was based in the City of London. The term ‘The City’ is now a shorthand name for Britain’s financial centre. After New York, the City is the world’s second largest financial centre.


  People inside the City like to think that its role is crucial to the operation of the world economy. Unfortunately, this overwhelming sense of self-importance has lead to the City, and other financial centres around the world, developing from ‘innocent’ service providers into monsters that can potentially bring down the world financial system. My view is that the City has still not realised that it can only survive long term, if the government (ultimately the voters) still believes it is in the best interest of the country, and because both people and companies decide to continue to use the services it provides. In the meantime, whatever your view of the City, you need to come to terms with the facts of life in the financial world, and deal with them in a productive manner. You need to understand the way it functions and how it makes money before you can make money yourself. There are a number of different players in the City. How they form a link between companies and individuals is illustrated in the diagram on p.9.
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  The retail banks that are found on the high street have millions of customers. These comprise individuals, with a wide range of income and wealth, as well as businesses.


  If you have your money on deposit or in a savings account at your local high street bank, or via Internet banking, the chances are that this money is not sitting in a safe waiting for you to ask for it back. It gets moved to the head office of the bank, which is part of the City, and is used to lend to other people and companies, or is invested in government bonds or in one of a huge variety of investment vehicles. Retail banks make their money from the difference between the rates of interest they pay for money that is deposited with them, and the rates they charge when they lend money to individuals and companies. They also make fees when they sell investment products to their clients. Retail banks tend to lend out money for the longer term and borrow it short term. Deposits are really nothing else than short-term loans from you to the bank. If deposit holders no longer trust their bank and want to withdraw their money, this causes huge problems, as the money simply isn’t available. It has been lent out for the longer term in the form of company loans or mortgages that are not easily converted back into cash in the short term. This shortage of cash can cause a panic or a run on the bank, and usually the government will intervene and take control of the bank in order to stabilise the situation – you might remember the queues outside the branches of Northern Rock in September 2007. Many Northern Rock shareholders held onto their stock until it was worthless. Had they understood the business of Northern Rock they might well have avoided this.


  

  Names to know: Barclays Bank


  Barclays Bank (1690–) was founded by John Freame and Thomas Gould under the name of Goldsmith bankers in Lombard Street in the City of London. The black spread eagle corporate logo dates back as far as 1728.


  In 1736 James Barclay, John Freame’s son-in-law, became a partner in the business. His family name became the official name of the bank in 1896, when a merger took place with 19 other banks, to form Barclay and Company Limited. Between them the group had 182 branches and deposits of £26 million. These banks were connected by a web of family and religious links, and the bank was often referred to as the Quaker Bank.


  The bank expanded rapidly throughout the UK and abroad, especially in Africa, the Middle East and the West Indies. In 1961 Barclays opened Britain’s first computer centre for banking in Drummond Street, London and in 1966 it launched the UK’s first credit card, Barclaycard. Barclays re-introduced the Automated Teller Machine (ATM) with great success at its Enfield branch in 1967. The first ATM had been developed in 1939 in New York, but was closed down after six months, because customers did not trust it and thus did not use it.


  In 2000 Barclays took over mortgage-provider the Woolwich, and in early 2007 the bank tried to become a global banking powerhouse by taking over Dutch bank ABN Amro. The fact that this take-over failed was probably lucky for Barclays as the global financial crisis was about to set in. In 2008 Barclays bought the core business of US bank Lehman Brothers, which was then merged with Barclays own investment banking business, Barclays Capital. Barclays had a stock market valuation of about £10 billion at the end of Feb 2009, more than an 80% decline of its peak value in 2007. However by January 2012 this had recovered to about £25 billiion. The firm employs just under 150,000 people.
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  Investment banks differ from retail banks because they don’t have branches on the high street. Their clients tend to be large companies or extremely wealthy individuals. Goldman Sachs and Morgan Stanley are two of the most famous investment banks in the world. Some banks have both a retail arm and an investment banking arm, such as Barclays and HSBC.


  Investment banks comprise many departments that all aim to make a profit for the bank. There is virtually no part of the investment process that investment banks do not control or participate in. Here we will examine just the equity-related areas of an investment bank, and ignore foreign exchange, commodities, such as oil and copper, and fixed income instruments such as bonds.
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  This part of the bank deals with stocks and shares. The equities division of an investment bank generally consists of research analysts, traders and salespeople. This part of the bank aims to generate commission through execution of client orders.


  The research analysts tend to be sector specialists and publish research on large companies. The client, often a pension fund or another large institution, will speak to the research analyst to get an idea of the fundamental views on the companies that the analyst follows. The salesperson will try to convert this analysis and advice into actual orders so that the bank can charge commission when the trader executes the order on the exchange. The trader might take an additional fee as well to be compensated if he takes risk himself.
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  Some investment banks have an area where they take positions in shares for their own account. This is called principal investing or proprietary trading. Sometimes it takes the shape of private equity, which is discussed below. There are certain risks involved but these ventures tend to generate a great deal of money for the bank. If they do very badly the department will be closed down, but will usually start up again a few years later, because memories are short in investment banking and it can be so profitable for those involved.
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  The corporate finance area helps companies raise money for ventures such as take-overs. Corporate finance can use the agency business salespeople to try to sell shares of a company to large institutions. If they are able to place an issue of shares successfully, the bank will be paid a commission, which is usually between 2% and 5%. Corporate finance also gives strategic advice to companies on how to run their business in a way that the stock market will like and helps them with mergers and acquisitions. All these activities make vast sums of money for the bank.


  There are many potential conflicts of interest here. That is why investment banks are obliged to maintain ‘ethical walls’ to prevent the agency and proprietary businesses gaining access to the price-sensitive information that corporate finance obtains.


  

  [image: ] The inside trackInvestment banks


  As you can see, investment banks take very little risk. Only in the proprietary businesses do they really trade on their own account. The rest are all fee-paying businesses. When you deal with them either as an individual or as a company, you are the one who takes the risk and you are the one who ends up paying the fees, either directly or indirectly. This is important, because if you think that bankers are paid because they take risks you are wrong, they get paid because they are the system – just like the owners of a casino. If you want to invest or trade to build a pension, you must realise you are not the house, you are just a visitor. If you are not careful your hard-earned money will just be the oil that keeps the machine running.
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  Investment banks may also own asset management companies as described in the section below or structure investment products that are aimed at large investors such as life insurance companies, company pension schemes, or for large groups of retail investors. They can use research that is produced within their own investment bank but are often a client of other banks as well.
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  Asset management companies do just that – they manage money for their clients and charge a fee for this service. They tend to offer different investment options. There is a wide variety of funds with different styles and different portfolio managers. Some funds are themed and may specialise in a particular country, such as China, others may be benchmarked against the UK market, and aim to outperform the FTSE 100 for example.


  Asset managers are usually large companies with a lot of buying power, which means they pay their service providers low commissions, and have access to the best research available. Clients tend to choose their asset manager on the basis of the historical performance of the investment funds that the firm manages. The upshot is that all these funds copy one another because no one wants to go out on a limb, even if they turn out to be wrong in the end.
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  Hedge funds have been in the news a great deal recently and their reputation has taken a battering. At a basic level, hedge funds are asset management companies that use a variety of different strategies to make money, including the strategy of short selling (see pp.33–35).


  There are many different types of hedge funds. Some funds use computer models to make their buying decisions and have no interest in what the companies they invest in actually do, some analyse the companies they invest in to the nth degree, while others invest in art or property rather than stocks. However, all of them have a similar compensation structure. They make money for themselves by charging a management fee and a performance fee. Hedge funds have grown dramatically over the last ten years and they are not all run by talented people. However, as long as investors stick around, a less able manager is not going to volunteer that information!
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  Life is not always fair if you are trying to do the best thing for your investors. Take for example Tony Dye, a famous fund manager from Philips & Drew Funds Management (PDFM), a large UK asset management company. Tony Dye was concerned that the market was starting to become overvalued and he wanted to protect his clients against a potential crash. Unfortunately his timing was off and clients started to complain to PDFM that managers at other companies were making more money. The clients started to leave, and PDFM management fired ‘Dr Doom’, as Tony was known by then. Shortly after that, the market did take a dive, and Tony was proven right. PDFM management looked foolish and so did the clients. Those who moved their money to higher performing funds got hit hardest when the market crashed. When you read disclaimers that state ‘past performance does not predict future performance’ you had better believe it!.
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  Private equity is a wide term. At its simplest level it means owning equity in companies not listed on the stock exchange. There has been a great deal of activity in this area over the past decade.


  The way I think it works (although I am sure a private equity professional would disagree), is that private equity borrows cheap money from the banks, and then buys up companies. The companies are then restructured, after which those involved in the venture often pay themselves a huge dividend. This type of activity is all well and good when the economy does well and cheap money is available, but when the tide turns these companies often have a large debt load and fail to keep up with the interest payments on this debt, and the employees lose their jobs. Private equity tends to take away the ‘fat’ in a company in pursuit of profit.


  

  Names to know: Alfred Winslow Jones


  Alfred Winslow Jones (1901–1989) founded the world’s first hedge fund in 1949. It still exists today as a fund of fund, i.e. a vehicle that invests in other hedge funds as opposed to managing the assets itself. A. W. Jones published an article in Fortune in 1949 called ‘Fashions in Forecasting’. While writing this article he realised that market direction is very hard to predict, either up or down, and that an investor should instead be focusing on building a hedged portfolio with a focus on picking stocks.


  As he was more of an intellectual than an investor, Jones soon realised he needed help. To attract top- quality investment management, he introduced the concept of paying a 20% performance fee to his managers, which is still the standard today. Instead of focusing on picking stocks, he started picking investment managers, allocating capital amongst them according to performance and risk parameters. The managers only got paid when they made money. His investors apparently lost money in only three out of 34 years that he managed his fund.


  He also believed that people who understand the intricacies of short selling make better long- only managers than those who do not. In an interview in 1966 he responded to investors who regarded short selling with suspicion by saying that he was using ‘speculative techniques for conservative ends’. Forty years later the same suspicions still exist.
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  I heard a story about a big European investment bank whose private equity arm had always been regarded as a wünderkind. When they met with the Board, the question was not whether they had made money in the last quarter, but how much. At a meeting in early 2009 the guy in charge of the division was asked what the balance sheet of one of his largest investments looked like – he was not able to answer. He was then asked if he thought he should know these things. Clearly he was utterly embarrassed, lost all the confidence of his management, and subsequently his job. How can you be responsible for investing hundreds of millions (or billions) of pounds in companies and then not know what shape your investments are in? Unfortunately the people who did best in the good times were those who took the most risk and no one questioned them. The bottom line is that in the good times nobody asks the right questions and in bad times you are not going to get the right answers. Be very careful when you invest in hedge funds or private equity.
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  Brokers can form part of the agency business in an investment
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        	Top global stock markets (listed companies only)
      

    

  


  

  
    
      
        	Country

        	Value (US$, December 2011)
      


      
        	United States

        	15.1 trillion
      


      
        	Japan

        	3.5 trillion
      


      
        	China

        	3.4 trillion
      


      
        	United Kingdom

        	3.1 trillion
      


      
        	Hong Kong

        	2.1 trillion
      


      
        	Canada

        	1.9 trillion
      


      
        	France

        	1.5 trillion
      


      
        	Germany

        	1.3 trillion
      


      
        	Australia

        	1.3 trillion
      


      
        	Brazil

        	1.3 trillion
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        	The Top 10 FTSE 100 and S&P 500 companies (Dec 2011)
      

    

  


  

  
    
      
        	FTSE 100

        	£ Billion
      


      
        	

        	Market Cap
      


      
        	Royal Dutch

        	146
      


      
        	BHP Billiton

        	121
      


      
        	HSBC

        	92
      


      
        	BP

        	89
      


      
        	Vodafone

        	87
      


      
        	GlaxoSmithKline

        	72
      


      
        	Rio Tinto

        	69
      


      
        	Unilever

        	65
      


      
        	British American Tobacco

        	58
      


      
        	BG Group

        	47
      

    

  


  

  
    
      
        	S&P 500

        	$ Billion
      


      
        	

        	Market Cap
      


      
        	Exxon Mobil

        	387
      


      
        	Apple

        	363
      


      
        	IBM

        	227
      


      
        	Microsoft

        	215
      


      
        	Chevron

        	208
      


      
        	Wal-Mart

        	203
      


      
        	Google

        	202
      


      
        	Berkshire Hathaway

        	194
      


      
        	General Electric

        	177
      


      
        	Johnson & Johnson

        	173
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