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Editorial Note

This book is intended for educational purposes. It explains market mechanisms, financial concepts, and methods of research. It does not provide personalized recommendations, buy or sell signals, or promises of financial results. The examples are didactic, and every financial decision should be assessed in relation to the reader’s own circumstances, objectives, and tolerance for risk.
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Part I — The Foundations Of The Stock Market




Chapter 1 — The Stock Market, Capital, and the Role of Markets

The stock market is one of the central institutions of the modern economy, yet its public image is often reduced to charts that rise and fall. In reality, it is at once a legal infrastructure, a financing mechanism, a continuous auction, and a system through which risk is transferred among participants. It does not create goods, profits, or prosperity by itself. What it does create is the framework through which capital can reach companies and governments, and financial claims can be valued and exchanged.

To understand it, three questions must be kept separate. What right is being traded? Through what infrastructure does that right move? Why are two parties willing to exchange it at a particular price? Confusing these levels gives rise to many market myths: that every rise in price creates new value, that every buyer “finances the company,” or that the quoted price is an objective verdict on the future.


The Primary Market and the Secondary Market

In the primary market, an issuer creates a financial instrument and receives capital. A company may issue shares, while a government or corporation may issue bonds. In exchange for money, the investor receives a right: residual ownership, a contractual claim, or a combination of the two. This is the moment when financial markets directly fund economic activity. In the secondary market, an instrument that has already been issued is transferred between investors. The buyer’s money goes to the seller, not directly to the company. Even so, the secondary market is essential to financing. Investors are more willing to provide capital initially when they know they can later sell the right they acquired. Secondary-market liquidity therefore supports the primary market, even though the two must not be confused.



The Stock Market as a Price-Discovery Mechanism

A price appears when compatible orders meet. The exchange does not calculate a “correct value,” nor does it impose an official estimate. It organizes competition among participants with different information, needs, and time horizons. A pension fund may buy for twenty years, a market maker for a few seconds, and a company may sell in order to meet an obligation. The same price may be acceptable to all of them for entirely different reasons. Price is therefore relational and temporary. It shows where the most recent exchange took place, not what an asset is worth in any absolute sense. When information, liquidity, or urgency changes, the next exchange may occur at another level. Markets discover prices; they do not reveal final truths.



What Is Actually Traded

Factories, buildings, and machinery do not move every time someone clicks Buy. What changes hands are rights to future cash flows, obligations, or outcomes. A share represents a residual ownership interest in a company. A bond represents a contractual claim. An ETF represents an interest in a pooled vehicle. A derivative creates an exposure defined by contract. Before analyzing price, an investor must know exactly what right is being purchased.



The Economic Functions of the Stock Market

The stock market performs several economic functions. It mobilizes savings and channels them toward projects. It provides liquidity for financial claims. It produces public prices that can guide the allocation of capital. It allows diversification and the transfer of risk. It imposes a degree of reporting and discipline on issuers. None of these functions guarantees that resources will always be allocated perfectly, but without them financing would be slower, less transparent, and more expensive.



Who Participates

Markets bring together individual investors, pension funds, asset managers, banks, companies, governments, market makers, traders, and arbitrageurs. Some seek growth, others income, protection, liquidity, or a reduction in an existing exposure. Participants are not divided into two permanent camps called buyers and sellers. The same actor may buy today, sell tomorrow, and hedge the risk through a derivative at the very same moment.



What the Stock Market Is Not

The stock market is not an automatic wealth machine, a game in which patience guarantees success, or a meritocracy that consistently rewards intelligence. It can transfer money from the unprepared to the disciplined, but over short periods it can also transfer money from the skilled to the lucky. The outcome of a single trade does not prove the quality of the decision, just as one loss does not invalidate a robust process.


EXPLANATORY MODEL


Think of the stock market as a railway station. Companies and governments build the financial “trains,” brokers provide access, the infrastructure determines the routes, and investors decide where to board and when to get off. The station does not promise that the chosen destination is wise. It makes travel possible under a common set of rules.



What to Remember

Understanding the stock market begins before the chart. The investor must identify the right being acquired, the issuer, the intermediary, the trading venue, the costs, and the risk. Only then does it make sense to ask whether the price is attractive or the timing appropriate. A well-organized market reduces the friction of exchange, but it does not eliminate economic uncertainty.


KEY IDEA



The stock market organizes financing, the transfer of rights, liquidity, and price discovery. It provides a process of exchange, not an infallible verdict and not a promise of profit.




Why Do Companies Need Capital?

A company can have an excellent idea and still be unable to begin. Between the idea and the result lie expenses that must be paid before revenue appears: land, machinery, inventory, wages, research, permits, distribution, and marketing. Capital finances this distance through time. It allows a business to transform present resources into productive capacity and future cash flows. The need for capital does not disappear after launch. A growing company may consume cash even while reporting an accounting profit, because it must finance receivables, inventory, and investment. Conversely, a mature company may generate more cash than it can reinvest efficiently. The right financing decision depends on the stage of the business, the stability of its cash flows, and the real opportunities available for deploying money.



Retained Earnings

The simplest source of financing is profit retained in the company. It carries no contractual interest payment and causes no immediate dilution. Yet internal capital is not free. Shareholders forgo dividends and expect management to reinvest their money at a return superior to the available alternatives. If the company hoards cash without worthwhile projects, it may destroy value even without recording an accounting loss.



Debt

Bank loans and bonds allow a company to obtain financing without surrendering ownership. The lender, however, receives contractual rights: interest, maturity, collateral, and sometimes restrictive covenants. Payments must be made whether the quarter was good or bad. Debt can magnify shareholder returns when the business performs well, but it can also turn a temporary fall in revenue into a liquidity or solvency problem. The structure of the debt matters as much as the amount. Short maturities create refinancing risk. Floating-rate debt exposes the company to monetary policy. Debt denominated in a foreign currency becomes more expensive when the domestic currency weakens. An operationally sound business can be pushed into distress by financing that is poorly matched to its economics.



Equity Capital

By issuing shares, a company brings in new owners. Equity has no maturity and requires no fixed coupon, which gives the company flexibility. Its cost appears through the sharing of economic rights and control. New shareholders participate in future profits, while existing owners may be diluted. An issue is justified when the capital raised can create more value than the ownership percentage surrendered.



The Cost of Capital

Every source of financing has a cost. For debt, the cost is more visible in interest and fees. For equity, the cost is the return investors require for bearing risk. A company creates value only when its projects generate, over a sufficiently long period, a return above the overall cost of financing. Revenue growth is not enough when each additional dollar invested produces too little.



Why a Company Goes Public

A public listing can provide capital, liquidity for existing shareholders, visibility, and a currency for acquisitions or employee compensation. It also turns the company into a public issuer. Periodic reporting, audits, compliance costs, investor pressure, and continuous valuation all follow. Going public is an exchange: broader access to capital in return for greater public discipline.



Healthy Growth and Toxic Growth

Not every expansion creates value. A company may increase sales through excessive discounts, by extending credit to weak customers, or by acquiring competitors at inflated prices. When every stage requires fresh capital without improving the economics of the business, growth can dilute shareholders and burden the balance sheet. The important question is not merely “How fast is the company growing?” but “What return does the additional capital produce?”


EXPLANATORY MODEL


Capital is like fuel. A good engine converts it efficiently into motion. A defective engine consumes a great deal and moves very little. The amount of fuel raised does not prove the quality of the company; what matters is the efficiency with which that capital is converted into future cash flows.



Choosing the Capital Structure

Good financing is financing the business can sustain even under unfavorable conditions. The company should preserve flexibility, avoid concentrating maturities, and match the duration of its funding to the duration of its projects. For the investor, the capital structure reveals who has priority, who absorbs the first loss, and how sensitive the company is to interest rates, currencies, and the economic cycle.


KEY IDEA



Capital finances the distance between present expenditure and future results. Value is not created merely by raising money, but by earning a return above the cost and risk of that financing.






Chapter 2 — Stocks and Bonds

A share of stock is a legal unit of ownership in a corporation. It does not mean that the investor directly owns an office, a machine, or an identifiable percentage of the company’s cash. The assets belong to the corporation, which is a separate legal person. The shareholder holds a claim on the residual outcome and on certain decisions, within the limits set by law, the corporate charter, and the class of shares. This distinction explains why a company can sell an asset without obtaining the consent of every shareholder and why creditors rank ahead of shareholders in insolvency. The shareholder benefits when the value of the enterprise rises, but also bears the last layer of risk. The upside is open-ended, while contractual protection is weaker than that of a creditor.


Shareholder Rights

These rights may include voting, participation in dividends, access to information, and a share of the residual value in liquidation. They differ across jurisdictions and share classes. Some shares carry superior voting rights, others have economic priority, and some may have no vote at all. The word “share” is not enough; the prospectus and the issuer’s governing documents define the actual right being purchased.



Market Capitalization

The price of one share does not, by itself, reveal the size of the company. A $500 stock may belong to a smaller firm than a $20 stock. In simplified terms, market capitalization is calculated by multiplying the share price by the relevant number of shares. It measures the market value of the company’s equity, not the value of the entire enterprise and not the cash available to shareholders. For fundamental comparisons, enterprise value is often useful as well because it incorporates debt and cash. Two companies with the same market capitalization can have completely different risk profiles if one is nearly debt-free and the other is heavily leveraged.



Issued Shares, Free Float, and Diluted Shares

The share count can be defined in several ways. There are shares issued, shares outstanding, shares actually available to public investors, and a diluted count that includes options or convertible instruments. Free float affects liquidity and index weight. For valuation, the investor must use the share count that matches the analysis and observe how it changes over time.



Dilution

When a company issues new shares, the ownership percentage of existing shareholders falls unless they participate in the offering. Dilution can also arise through stock-based compensation, the conversion of bonds, or the exercise of options. It is not automatically destructive. If the new capital is invested at high rates of return, total value may grow faster than each shareholder’s percentage declines. The problem arises when shares are issued repeatedly to cover losses or reward management without creating value.



Dividends and Share Repurchases

A company can distribute cash through dividends or repurchase its own shares. A dividend transfers money to all eligible shareholders. A repurchase reduces the share count and can increase the ownership percentage of those who remain, but only if it is executed at a sensible price and does not weaken the balance sheet. Buying back shares at an excessive valuation can destroy value just as surely as overpaying for an acquisition.



The Residual Shareholder

A company’s revenue is used to pay employees, suppliers, taxes, interest, and investment needs. The shareholder receives what remains. In insolvency, creditors are generally paid first. This residual position explains both the volatility of stocks and their potential for growth: once fixed obligations have been covered, a disproportionate share of an improvement can accrue to the owners.


MYTH


“A cheap stock is one with a low share price.” The unit price is a convention shaped by the number of shares and by stock splits. Valuation requires comparing price with earnings, cash flows, assets, growth, and risk. A $5 stock can be extremely expensive, while a $500 stock can be reasonably valued.



What to Check Before Buying

The investor should identify the share class, voting rights, ownership structure, free float, compensation policy, issuance history, and treatment of dividends. Buying a stock means accepting both the economics of the business and the governance system through which that business is managed.


KEY IDEA



A share is a residual claim on a corporation, not a physical piece of each asset. Its value depends on future cash flows, capital structure, dilution, and the quality of governance.




The Bond: A Tradable Loan

A bond is a credit contract that can be traded. The issuer receives capital and promises defined payments: coupons, repayment of principal, or another contractual formula. The buyer becomes a creditor, not a co-owner. The bondholder does not participate without limit in the company’s success, but generally ranks ahead of shareholders if the issuer gets into difficulty. The phrase “fixed income” can be misleading. Some bonds have floating coupons, and their prices can fluctuate sharply. What is often fixed is the formula governing the cash flows, not the market value and not the investor’s realized result. A bond sold before maturity can produce a gain or a loss, and inflation can erode purchasing power even when every contractual payment is made.



The Terms of the Contract

To understand a bond, the investor must identify its face value, coupon, maturity, currency, payment frequency, rank in the capital structure, collateral, and special clauses. Some bonds may be called early by the issuer, converted into shares, or indexed to inflation. Two securities issued by the same company can carry different risks if their contractual terms are not identical.



Yield and Price

The coupon is not the same as the yield. If a bond with a face value of 1,000 and a 5% coupon is purchased for 900, its current yield is higher than 5%. If it is purchased for 1,100, the current yield is lower. Yield to maturity attempts to combine the payments with the difference between the purchase price and principal, subject to certain assumptions. It is a useful estimate, not a promise of the return that will actually be realized.



The Relationship with Interest Rates

When market interest rates rise, the fixed payments of existing bonds become relatively less attractive and their prices tend to fall. When rates decline, older securities with higher coupons may become more valuable. Sensitivity is influenced by maturity, coupon, and the timing of cash flows. Duration provides an approximate measure of that sensitivity. A long-term bond with a low coupon is generally more sensitive than a short-term bond with larger payments. The investor who says, “I will receive the principal at maturity,” may be contractually correct, yet still endure years of volatility or a real loss if inflation and the opportunity cost of capital rise.



Credit Risk

The issuer may delay payment, restructure the debt, or enter insolvency. A high yield is often compensation for that risk, not a gift. Credit analysis examines cash flows, total debt, interest coverage, liquidity, available assets, and the bond’s position in the hierarchy of creditors. A credit rating is a starting point, not a substitute for analysis.



Other Risks

Bonds are exposed to inflation, liquidity, reinvestment, currency, and contractual-option risk. If the issuer can call the bond when rates decline, the investor loses precisely the favorable period. If the market is thin, exiting may require a substantial discount. If the cash flows are denominated in another currency, exchange-rate movements may overwhelm the coupon.



The Yield Curve

Yields differ across maturities. The curve may be upward-sloping, flat, or inverted, reflecting a combination of monetary policy, inflation, expectations, and term premiums. It does not mechanically predict recessions or future returns, but it offers a map of the price of time in the credit market.


EXPLANATORY MODEL


A bond resembles a contract for renting money. The coupon is the rent, maturity is the date on which the money must be returned, and the rating offers a rough description of the tenant’s quality. The value of the contract changes when better tenants appear, interest rates rise, or doubts emerge about payment.



The Role of Bonds in a Portfolio

Bonds can provide income, reduce volatility, match future liabilities, and supply liquidity in certain scenarios. They do not all serve the same purpose. Short-term government securities, risky corporate bonds, and long-duration debt are different instruments. The choice must reflect the portfolio’s objective, time horizon, and dominant risks.


KEY IDEA



A bond is a contractual claim. The coupon is not the yield, and “fixed income” does not mean a fixed price or a guaranteed result; interest rates, credit, inflation, and liquidity remain decisive.






Chapter 3 — Market Infrastructure and the Life Cycle of an Order

A trading app compresses a complex infrastructure into a single button. Between the investor and the final registration of an asset stand the broker, the execution venue, clearing systems, the central counterparty, the securities depository, the custodian, settlement banks, and the regulator. Each link solves a different problem: access, order matching, the guarantee of obligations, transfer of ownership, or supervision of conduct. These roles may be performed by separate entities or combined within the same corporate group. For the client, commercial brand names can obscure the actual legal entity. Choosing a platform is therefore not merely a choice of interface and commission. It is a choice of the infrastructure through which money, orders, and assets will be administered.


The Issuer and the Investor

The issuer creates the instrument and assumes the obligations attached to it. The investor provides capital or buys the right from another participant. Their relationship may be direct only in economic terms. In practice, access to the market, custody, and the exercise of rights are mediated by specialized institutions.



The Broker

The broker opens the account, verifies the client’s identity and eligibility, receives orders, applies risk limits, and transmits or executes them. It may act as an agent, seeking a counterparty, or as principal, becoming the client’s counterparty. The economic model must be understood: commissions, spread, financing, payment for order flow, currency conversion, or a combination of these.



The Exchange and Other Execution Venues

The exchange organizes the auction under public rules governing access, order types, and priority. But an order may also be sent to an alternative trading system, a market maker, or an over-the-counter structure. In fragmented markets, the same stock may trade in several venues. The broker’s routing policy influences price, speed, and the probability of execution.



Clearing and the Central Counterparty

After execution, obligations must be calculated and secured. Clearing determines who delivers assets and who pays. A central counterparty may interpose itself between buyer and seller, becoming the counterparty to both. This reduces the network of bilateral exposures but concentrates risk in a critical institution protected by margin requirements and default funds.



Settlement, the Depository, and the Custodian

Settlement transfers the money and the securities. The central securities depository operates the infrastructure for recording and transferring securities, while the custodian holds and processes the client’s positions, dividends, votes, and corporate actions. Assets may be held in an omnibus account, where the intermediary maintains the records of beneficial owners, or in a more individualized structure.



The Regulator

The regulator authorizes institutions, establishes capital and conduct requirements, monitors reporting, and investigates abuse. It reduces system risks, but does not guarantee the value of an instrument or the permanent solvency of every institution. A regulated broker can fail, and an approved prospectus can describe an investment that loses money.



Infrastructure Risk

The investor is exposed not only to the asset, but also to operational errors, cyberattacks, loss of access, intermediary insolvency, and the legal framework. Asset segregation, compensation schemes, and controls reduce the consequences, but recovery may take time. Personal liquidity should not be held entirely within a structure whose access can be temporarily suspended.


EXPLANATORY MODEL


The market resembles an airport. The broker is the boarding gate, the exchange is the traffic system, the central counterparty coordinates obligations, the custodian manages the financial baggage, and the regulator sets the standards. The passenger sees a ticket; behind it operates a network that must remain synchronized.



The Right Questions

Before opening an account, the investor should verify the legal entity, jurisdiction, treatment of money and assets, execution model, total costs, withdrawal procedure, and protection in insolvency. An elegant app can be useful, but it does not replace contractual and operational strength.


KEY IDEA



Trading is made possible by a chain of institutions with distinct roles. The investor’s risk includes the chosen asset, but also the broker, execution, custody, settlement, and the legal framework.




The Path of an Order: From Intention to Execution

A market order instruction is standardized. It specifies the instrument, direction, quantity, type, duration, and sometimes the triggering conditions. The market does not know the investor’s reason and does not correct poorly expressed intentions. It can execute the wrong instruction flawlessly. Discipline therefore begins before the button is pressed. An order passes through several stages: decision, validation, risk control, routing, acceptance, matching, execution, confirmation, clearing, and settlement. The interface compresses these stages into a few messages, but each can introduce costs, delays, or errors. “Sent,” “accepted,” and “executed” are not synonyms.



Defining the Intention

Before the order is placed, the thesis, invalidation point, quantity, and risk must be defined. If the investor does not know what condition would prove the idea wrong, the stop becomes arbitrary. If position size is not calculated from the loss that can be tolerated, the same price distance can produce entirely different consequences in the account.



The Market Order

A market order prioritizes execution and accepts the best available prices. In a liquid instrument and for a small quantity, the difference from the displayed quote may be minor. In a thin or fast market, the order may consume several price levels and receive a much worse average price. “Market” does not mean “at the price on the screen”; it means “execute using the liquidity currently available.”



The Limit Order

A limit order controls the worst acceptable price, but does not guarantee execution. A buy limit can be filled at the limit price or lower; a sell limit at the limit price or higher. The risks are non-execution, partial execution, and adverse selection: the order may be filled precisely when new information makes that price level unfavorable.



The Stop Order

A stop is a triggering condition, not a guaranteed price. A stop-market order becomes a market order and may suffer slippage. A stop-limit order preserves price control but may remain unexecuted during a fast move. The choice expresses a trade-off between the probability of exiting and protection of the execution price.



Validation and Risk Control

The broker checks funds, margin, permissions, limits, and market rules. The exchange checks the format, tick size, instrument status, and the participant’s access. A rejected order never entered the market. Resubmitting it without reading the reason can create duplicates or conceal a risk problem.



Routing and Execution

In a fragmented market, the routing algorithm may split the order among several venues. A single client order can produce numerous fills at different prices and times. The relevant outcome is the average price, total quantity, cost, and slippage relative to the benchmark chosen before the trade.



Partial Execution and Queue Position

A price being touched on the chart does not guarantee that a limit order was filled. There may be insufficient quantity, or other participants may have priority. In backtesting, assuming that every touched level automatically produces an execution can overstate performance. The more a strategy depends on precise entries and small price movements, the more important it becomes to model queue position and the spread.



Clearing and Settlement

Execution establishes the agreement, but final transfer occurs later. Clearing calculates the obligations, while settlement moves the money and securities. The account may display the position immediately even though the transaction is still legally in process. “Available cash,” “settled cash,” and “buying power” may have different meanings.


FACT


A good order cannot repair a strategy with no edge, but a bad order can destroy a valid idea. Execution costs are part of the strategy, not administrative details added after the test.



Operational Discipline

The investor must verify the order status, quantity, average price, and any associated stop or profit-taking orders. A cancellation request has latency and may arrive after execution. In periods of stress, pressing the button repeatedly can double the position. Discipline includes the patience to wait for confirmation and a plan for a platform or connection failure.


KEY IDEA



An order is a choice among risks: a market order carries price risk, a limit order carries non-execution risk, a stop-market order carries slippage risk, and a stop-limit order carries the risk of remaining in the position. Execution must be designed together with the strategy.






Chapter 4 — Price Formation and Stock Market Indexes

A price is formed when a buyer and a seller accept the same level. This simple statement corrects a common misconception: in every transaction, the quantity bought is always equal to the quantity sold. Price does not rise because there are “more buyers” in an arithmetic sense, but because participants who want to buy immediately consume the available offers and accept successively higher levels. Conversely, price falls when aggressive sellers accept increasingly lower bids or when passive buyers withdraw their orders. Movement emerges from the interaction between urgency and liquidity. Volume shows how much has traded; by itself, it does not show how easily the market can absorb the next order.


Bid, Ask, and Spread

The bid is the best price at which someone is waiting to buy, while the ask is the best price at which someone is waiting to sell. The difference is the spread. The last price shows the most recent transaction, but not necessarily the level at which a meaningful quantity can be executed immediately. In illiquid instruments, the last price may be stale and misleading.



The Order Book

The order book ranks limit orders by price and, usually, time. The visible quantity across several levels represents displayed depth. But orders can be canceled, modified, or partially hidden. The book is a snapshot of conditional intentions, not a guarantee of the liquidity that will exist one second later.



Aggressive and Passive Orders

A passive order waits and provides liquidity. An aggressive order crosses the spread and consumes liquidity. The terms do not describe the participant’s personality, but the order’s relationship to the current quote. A long-term fund can buy aggressively, while a scalper can provide liquidity through limit orders.



Why a Small Order Can Move the Price So Far

Movement depends not only on the quantity traded, but also on the quantity available nearby. If the order book is thin, a modest order can sweep through several levels. If there is depth, a large order may be absorbed without a meaningful price change. Liquidity is the relationship between order size and the market’s capacity, not a fixed label attached to the asset.



Information and Expectations

Price responds to the difference between reality and what was already assumed. A company may report record profits and still see its stock fall if investors expected more. Apparently negative news can produce a rally if the anticipated scenario was even worse. The market trades surprise, positioning, and the implications for future cash flows.



Flows Without a Fundamental Opinion

Not every order expresses a valuation. Funds rebalance, indexes change composition, options generate hedging activity, clients withdraw money, and brokers liquidate under-margined positions. These flows can move the price even when the information about the company has not changed. Post-event explanations must distinguish a fundamental cause from market mechanics.



Reflexivity

Sometimes price does not merely reflect reality; it influences it. A highly valued company can issue shares on favorable terms, acquire competitors, and finance its growth. A very low price can make access to capital more difficult and accelerate existing problems. The relationship between perception and fundamentals can become circular.


MYTH


“Every price increase requires more buyers than sellers.” Every transaction has both sides. What matters is who accepts the other side’s price, how much liquidity is available, and how quickly orders are withdrawn or consumed.



What a Chart Can and Cannot Tell You

A chart shows the aggregated result of transactions. It does not automatically identify the motive behind every order or intentions that were never executed. Price analysis can organize probabilities and behavior, but narratives about “institutions” or “stop hunting” must be supported by observable mechanisms rather than invented after the fact.


KEY IDEA



Price moves when the urgency of orders consumes or withdraws available liquidity. The volume bought equals the volume sold; aggressiveness, depth, and changing expectations make the difference.




Stock Market Indexes: The Market’s Thermometer

A stock market index transforms the movements of a group of assets into a single number. It is a measuring instrument, not the market itself and not a naturally occurring portfolio. The result depends on component selection, the weighting method, the treatment of dividends, and rebalancing rules. When the news says that “the market rose,” the correct question is: which index, constructed in what way?

An index simplifies a reality that may contain thousands of companies. This simplification is useful for comparison, benchmarks, and passive products, but every summary conceals the internal distribution. A handful of very large companies can lift an index even when most components decline.



Selecting the Components

The index provider sets criteria for size, liquidity, free float, country, sector, profitability, or listing venue. The composition changes over time. Companies that no longer meet the rules leave, and others enter. The index’s historical performance therefore reflects both the evolution of its companies and the mechanism by which they are replaced.



Weighting

In a capitalization-weighted index, larger companies have greater influence. In an equal-weighted index, each receives the same weight and the portfolio is rebalanced periodically. Price weighting gives more influence to stocks with a high unit price, while fundamental methods use revenue, earnings, or dividends. No rule is completely neutral; each embodies a philosophy.



Free Float and Concentration

Market capitalization may be adjusted for the shares actually available to the public. A large company controlled to a high degree by the state or by founders may have a smaller weight than its total value would suggest. The investor should also examine concentration: an apparently diversified index may depend heavily on a few giants or a single sector.



Price Indexes and Total-Return Indexes

A price index tracks changes in market prices and ignores the reinvestment of dividends. A total-return index includes distributions as if they were reinvested. Over long periods, the difference can be substantial. Comparing a portfolio that receives dividends with a price index can produce misleading conclusions about performance.



Rebalancing and Mechanical Flows

When a company enters an index, funds that track it must buy. When it leaves, they must sell. These transactions can create price movements without a simultaneous fundamental change. Active participants sometimes anticipate the flow, so the reaction may begin before the effective date.



An Index Cannot Be Bought Directly

An index is a formula. Exposure is obtained through ETFs, mutual funds, futures, options, or other products. The instrument adds costs, tracking error, tax treatment, counterparty risk, or leverage. When someone says, “I bought the index,” that person actually bought a vehicle designed to replicate a particular version of it.



The Benchmark

A 10% return is not good or bad in isolation. It must be compared with a benchmark that is compatible in market, currency, risk, and style. A portfolio of small companies should not be judged solely against an index dominated by technology giants. The choice of benchmark can completely change the story told by the performance.



Survivorship Bias

A test that uses today’s list of components throughout the entire historical period excludes companies that disappeared or were removed. The result is artificially improved. Proper research must use the historical composition and the actual rebalancing rules. This issue is fundamental in any strategy applied to a universe of stocks.


EXPLANATORY MODEL


An index is a thermometer. It measures an aggregate temperature but does not tell you what is happening in every room. To interpret it, you need to know where it is placed, which sensors it uses, and how heavily each area is weighted.



The Right Questions

Before using an index, examine the methodology, number of components, weights, sectors, countries, concentration, return version, and replication product. Labels such as “global,” “technology,” or “dividend” are starting points, not complete descriptions of the exposure.


KEY IDEA



An index is a selection and weighting rule applied to a group of assets. It summarizes the market but does not reproduce it completely; methodology, concentration, and the replication product determine the actual exposure.






Chapter 5 — Return, Risk, and the Time Value of Money

Return is the result achieved, while risk is the distribution of possible results and their consequences. Two investments can reach the same final value along completely different paths. One may fluctuate only modestly; the other may lose 60% before recovering. For the investor, the path matters because liquidity needs, psychological tolerance, and the risk of abandoning the plan are not theoretical. No single measure captures all risk. Volatility describes variation, drawdown describes the decline from a peak, liquidity describes the ability to exit, and credit risk describes a counterparty’s capacity to pay. Analysis must combine metrics with concrete scenarios.


Return

Total return includes both price change and distributions. Nominal return must be distinguished from real return, gross from net, and simple return from annualized return. A 20% gain followed by a 20% loss does not restore the capital to its starting point; the result is -4%. Compounding is multiplicative, and the arithmetic average can overstate the investor’s actual experience.



Volatility

Volatility measures the amplitude of variation, usually through the dispersion of returns. It does not distinguish favorable movements from unfavorable ones and assumes that history provides relevant information about the future. It is useful for sizing and comparison, but does not fully capture gaps, illiquidity, fraud, or permanent loss of capital.



Drawdown

Drawdown is the decline from a previous peak to a subsequent trough. It has both depth and duration. A 10% loss requires approximately an 11.1% gain to recover; a 50% loss requires 100%. As the loss grows, the effort required to return becomes disproportionate. Avoiding ruin is therefore more important than maximizing every gain.



Risk of Ruin

A strategy can have positive expectancy and still fail if its positions are too large. Losing streaks occur even in sound systems. Leverage, correlations, and withdrawals can turn normal variation into irreversible loss. Risk of ruin must be analyzed before potential return.



Risk Tolerance and Risk Capacity

Stated tolerance differs from economic capacity. An investor may say that volatility is acceptable but still need the money during a decline. Time horizon, income, emergency reserves, and personal obligations determine how much risk can be sustained without forced selling. A good portfolio is one the investor can continue to hold in an adverse scenario, not one that looks optimal in a table.



Specific, Systemic, and Liquidity Risk

Specific risk can be reduced through diversification: the problems of one company, sector, or issuer. Systemic risk affects many assets at the same time and does not disappear by accumulating similar positions. Liquidity risk arises when an exit is possible only at a much worse price. In crises, apparently different assets can become correlated precisely when protection is needed.



Risk-Adjusted Return

Measures such as the Sharpe ratio or Sortino ratio attempt to relate return to variability. They are useful for comparisons, but depend on the selected period and assumptions about the distribution. A strategy with rare but extremely large losses can look excellent for a long time. The metrics must be supplemented by maximum drawdown, extreme scenarios, concentration, and the economic source of the return.


EXPLANATORY MODEL


Two roads lead to the same destination. The first is longer but stable. The second is short, with cliffs and fragile bridges. Comparing only the arrival time means ignoring the probability of never arriving. Return is the destination; risk is the road and the vehicle’s ability to travel it.



What Must Be Measured

Evaluation should include net return, volatility, drawdown, recovery time, losing streaks, maximum exposure, costs, and behavior across different market regimes. For personal portfolios, withdrawals and contributions must also be included. Performance is not good if the process forces the investor to abandon it at the worst possible moment.


KEY IDEA



Return cannot be judged separately from the path, the loss, and the capacity to continue. The relevant risk is the risk that can force abandonment, sale, or ruin before the edge has time to emerge.




Time, Inflation, and Compound Interest

Time is one of the fundamental variables in finance. A dollar available today can be spent, saved, or invested. A dollar promised years from now has a different present value because interest, inflation, risk, and alternative opportunities lie between the two dates. Financial valuation begins by comparing cash flows that occur at different times. Time can amplify a small edge through compounding, but it also amplifies costs, fees, and repeated errors. It is not enough to “stay in the market for a long time.” The asset must have a source of value, and the structure must survive losses. Time works for a robust process and against a fragile one.



The Time Value of Money

To compare a future cash flow with money available today, we discount it. The higher the interest rate and the risk, the lower the present value of a future amount. The same logic applies to bonds, stocks, projects, and pensions. A change in the discount rate can materially alter the valuation of assets whose cash flows lie far in the future.



Inflation

Inflation reduces purchasing power. Nominal return tells us how much more money exists; real return tells us how many additional goods can be purchased. As an approximation, real return equals nominal return minus inflation, but the precise relationship is multiplicative. A 5% gain in a year with 7% inflation is a real loss.



Simple Interest and Compound Interest

Simple interest is applied only to the original principal. Compounding reinvests gains, so future returns are earned on a larger base. At first the difference appears modest. Over long periods, the effect becomes dominant. The same mathematics works in reverse: recurring costs and losses reduce the base on which the future compounds.



The Sequence of Returns

The order of results matters especially when withdrawals or contributions occur. For an investor who is accumulating, early declines may allow purchases at lower prices. For a retiree making withdrawals, the same early declines can deplete capital before recovery. Two sequences with the same average can produce different personal outcomes.



The Cost of Delay

Starting earlier provides more periods of compounding. To recover lost time, the investor must contribute more or accept a higher return and, often, implicitly greater risk. Yet rushing to invest without an emergency fund or without understanding the product can be more costly than a short, disciplined delay.



Small Costs, Large Effects

A seemingly modest annual fee is applied repeatedly to capital and future returns. The difference between 0.2% and 2% can become enormous over decades. In trading, the spread, slippage, and commissions recur with every transaction and can turn a gross edge into a negative result. Cost must be analyzed through its compounded effect, not merely through today’s amount.



Patience and Stagnation

Patience does not mean refusing to revise a hypothesis. A deteriorating company does not become sound because the investor waits, and a strategy with no edge is not rescued by the passage of years. Useful patience preserves a valid process through normal variation. Stubbornness preserves an idea that the evidence has disproved.


EXPLANATORY MODEL


Compounding resembles a snowball that grows as it rolls. But if the ground is full of rocks—high fees, severe losses, withdrawals, and errors—the snowball may break apart before it becomes large. Time amplifies the existing structure, whether sound or flawed.



Practical Rules

The investor should separate objectives by time horizon, preserve liquidity for near-term needs, compare real returns, and reduce unnecessary friction. For calculations, conservative scenarios are more useful than extrapolating the best years. Compounding is powerful precisely because it does not require spectacular performance, but continuity, controlled costs, and the avoidance of devastating losses.


KEY IDEA



Time amplifies returns, but also costs and errors. Compound interest works only if the process survives, and real return is what remains after inflation, fees, and losses.






Part Ii — What Is Bought And Sold




Chapter 6 — Stock Market Indexes

Every evening, the news says, “The stock market rose today.” But which market? A market may contain thousands of companies. Some rise. Others fall. Some do not trade at all. Some are enormous. Others are very small. How can an entire market be reduced to a single number? Through an index. An index is a measuring instrument. It takes a group of assets and applies a rule that converts their movements into one common value. It is a summary.

But every summary selects. Every selection excludes. Every methodology gives more importance to some elements and less to others. That is why an index is not the market itself. It is a constructed perspective on the market.


Why We Need Indexes

Suppose you want to know how an entire class of stocks has performed. You cannot examine thousands of charts separately every day. You need a reference point. An index makes it possible to:


	measure performance

	compare portfolios

	observe trends

	build passive products

	evaluate asset managers

	describe a market in a common language



Without indexes, statements such as “The U.S. market rose 12%” would be much harder to formulate. But we must know what “the U.S. market” means in that context. An index with 30 companies offers one picture. One with 500 offers another. One with thousands offers yet another.



Selecting the Components

An index does not automatically include every asset. Its methodology sets criteria. Size. Liquidity. Free float. Sector. Country. Profitability. Listing status. History. The index committee or provider applies the rules. Some methodologies are mechanical. Others involve judgment. When a company enters or leaves, the index changes.

Its performance therefore reflects not only how the same companies evolve over time, but also how the composition itself changes.


EXPLANATORY MODEL




The Group Photograph

An index is a group photograph. But the people in the picture may change. Those who leave no longer appear. Those who join are added. If you look through the album twenty years later, you may have the impression that the same group simply evolved.

In reality, the composition was updated. This helps the index remain relevant. But it also creates a difference from a portfolio that bought the same companies and never replaced them.



Weighting

An index contains several companies. But how much does each one matter? The answer depends on the weighting method. Price weighting. Market-cap weighting. Equal weighting. Free-float weighting. Fundamental weighting. Each method produces a different result. An index is not merely a list of components. It is the list plus the weighting rule.



The Price-Weighted Index

In a price-weighted index, the stock with the higher share price has greater influence. A company whose stock trades at $500 may count five times as much as one whose stock trades at $100, even if the second company is far larger economically. This method dates from a period when calculations had to remain simple.

But a stock’s price depends on the number of shares and on stock splits. A split can reduce the price per share without changing the company’s value. For that reason, price weighting can appear arbitrary.



The Market-Capitalization-Weighted Index

In this system, larger companies receive larger weights. Market capitalization is the share price multiplied by the number of shares. If a company represents 10% of the total eligible market capitalization, it may account for roughly 10% of the index. This method better reflects market size in economic terms.

But it creates concentration. When the largest companies rise rapidly, their weights increase. The index automatically allocates more to what has become more expensive and larger. That is not necessarily wrong. It is a feature of the method.



Free-Float Weighting

A company may have a large market capitalization, yet 80% of its shares may be held by founders or the state and may not trade freely. An index can adjust the company’s weight for free float. This better reflects the quantity actually available to investors. The adjustment matters for funds that must replicate the index. They cannot buy a proportion of shares that is not genuinely available.



The Equal-Weighted Index

Each company receives the same weight. In an index with 100 companies, each receives 1%. This method reduces the dominance of giants and gives greater exposure to smaller companies. But it requires rebalancing. When one component rises, its weight moves above target and must be reduced. When another falls, it must be purchased. An equal-weighted index therefore contains an implicit contrarian rebalancing strategy. It is not merely a neutral version of a market-cap-weighted index.



Fundamental Weighting

Some methodologies use:


	revenue

	profit

	dividends

	book value

	cash flow



Instead of allocating by market price, they allocate according to economic measures. The aim may be to reduce exposure to overvaluation. But choosing the indicators is still a decision. There is no completely neutral weighting method. Every rule embodies a philosophy.



Price Index and Total Return Index

A price index tracks changes in the prices of its components. Dividends are not reinvested. A total return index assumes that dividends are reinvested. Over long periods, the difference can be enormous. If a market distributes substantial dividends, a price index understates the return earned by an investor who reinvests them. When comparing performance, we must know which version we are using.


EXPLANATORY MODEL




The Tree and Its Fruit

A price index tracks how much the tree grows. A total return index tracks the tree and assumes that the fruit is used to plant or sustain more growth. If you ignore the fruit, you miss part of the result. In markets with high dividends, the difference becomes decisive.



The Divisor

Indexes are not always calculated through a simple average. They use an adjusted divisor. It preserves continuity when there are:


	stock splits

	new share issues

	replacements of components

	mergers

	other events



Without adjustment, a stock split could produce an artificial decline in the index. The divisor translates structural changes so that the index reflects economic performance rather than only the arithmetic of the number of shares.



Rebalancing

Indexes are reviewed periodically. Monthly. Quarterly. Semiannually. Annually. Components may be added or removed. Weights are brought back into line with the methodology. Funds that track the index must adjust. This creates predictable flows. When a company enters an important index, passive funds must buy. When it leaves, they must sell. The price may move even if the underlying business did not change that day.



The Inclusion Effect

A company meets the criteria. Its inclusion is announced. Funds that track the index prepare to buy. Traders anticipate the flow. The price may rise before the effective date. After inclusion, the effect may continue or reverse. The event is mechanical. The market reaction includes anticipation.

This is a clear demonstration of how market structure can influence price independently of an immediate fundamental change.



Survivorship Bias

We look at a current index and analyze the past performance of its companies. This can create an error. Today’s components are largely survivors and winners. Failed companies were removed. If we use the current list in a historical test, the result will be artificially improved. The actual historical composition must be used.

This is one of the most important problems in financial research.



An Index Cannot Be Purchased Directly

An index is a calculation. It is not a legal entity. It has no account. It owns no assets. You cannot directly buy a number. You can buy:


	a fund that tracks it

	an ETF

	a futures contract

	an option

	a structured product



Each introduces costs and risks. When we say, “I bought the index,” we actually bought an instrument that attempts to reproduce the index’s return.



Index Futures

A futures contract provides exposure to the future value of an index. It does not require the purchase of every underlying stock. It may be used for:


	hedging

	speculation

	arbitrage

	rapid exposure management



It has leverage. An expiration date. Margin. An implicit financing cost. The futures price may differ from the spot level of the index. The difference is related to interest rates, dividends, and time.



Index Options

Options provide conditional rights linked to the level of an index. They may be used for protection. Income. Speculation. Volatility strategies. But they introduce additional variables. Time. Implied volatility. Strike price. Sensitivities. Buying an option on an index is not the same as buying the index.



The Benchmark

An asset manager says the portfolio earned 8%. Is that good? It depends. If the benchmark earned 3%, the result may be excellent. If the benchmark earned 20%, it is weak. An index is used as a benchmark. But the benchmark must be chosen correctly. A small-cap fund should not simply be compared with a large-cap index. A global portfolio should not be compared with a single country. An unsuitable benchmark can make performance look better or worse than it truly is.



Active Share and Tracking Error

An active fund may claim that it selects holdings differently from the index. Active share measures how different the portfolio is. Tracking error measures how differently its returns move. A fund that closely resembles the index but charges high fees may be a closet indexer. It claims active management while delivering nearly passive exposure. The investor pays for a difference that barely exists.



The Index and the Economy

A stock market index is not identical to a country’s economy. Listed companies may earn revenue internationally. Important sectors may be missing. Small companies and private firms are not included. Technology, finance, or energy may have disproportionate weights. The economy may suffer while the index rises because the largest companies benefit. The index may fall while certain parts of the economy remain strong. “The stock market” and “the economy” are connected.

But they are not the same map.



Sector Concentration

A national index may be dominated by:


	banks

	energy

	commodities

	technology



Its performance will strongly reflect that sector. Two countries with similar economies may have very different indexes because of the companies that happen to be listed. An investor who buys a geographic index may, in reality, be buying a concentrated sector exposure.



Global Indexes

Global indexes attempt to cover multiple countries. But market-cap weighting allows the largest markets to dominate. One country may represent an enormous share. Emerging markets may receive only a small weight. The investor must inspect the geographic distribution. The word “global” does not mean equally distributed.



Factor Indexes

Some indexes track factors such as:


	value

	momentum

	quality

	low volatility

	size

	dividend



They use rules to select and weight companies with certain characteristics. These products are sometimes called smart beta. But there is nothing automatically intelligent about them. A factor may have an economic or historical foundation. It may go through long periods of underperformance. The methodology may be overoptimized. A factor index is a systematic strategy packaged as a benchmark. Does indexing change the market?

As more capital tracks indexes, questions arise. Are prices mechanically influenced? Do large companies receive more capital simply because they are large? Does price discovery deteriorate? The answers are complex. Passive funds do not individually decide whether a company is cheap.

But they trade with active participants. The marginal price continues to be set by orders. Even so, passive flows can influence liquidity, correlations, and demand. Their exact importance remains a subject of research.


MYTH


“The index contains the best companies.” An index contains the companies that meet its methodology. It may include exceptional leaders. But also overvalued companies. Mature companies. Vulnerable companies. The criterion is not always fundamental quality. It may be size, liquidity, and free float. Entry into an index does not certify value. It confirms eligibility.


MYTH


“If the index rises, most stocks are rising.” A market-cap-weighted index can rise because of a few large companies even while most components fall. To observe market participation, analysts use breadth indicators. The number of advancing stocks. The number trading above moving averages. The new-high/new-low ratio. The index provides the aggregate direction, not the full distribution of the move.



Market Breadth

An advance supported by many companies is different from one concentrated in a handful of giants. Breadth attempts to measure how wide participation is. But breadth is not an infallible signal either. Concentration can persist for a long time. A narrow market can continue to rise. The indicator describes the structure. It does not guarantee a reversal.



The Growing Weight of Winners

In a market-cap-weighted index, a company that rises becomes more important. Winners receive larger weights. Losers receive smaller weights. This creates a form of adaptation. The index allows winners to run. But it can also accumulate substantial exposure to elevated valuations. The method is neither pure momentum nor purely passive. It has its own behavior.


FACT




The Index Return Is Not Every Investor’s Return

An investor may buy periodically. May sell in panic. May incur costs. May choose a fund with poor tracking. May be affected by currency movements. The index is a mathematical benchmark. Personal experience depends on the product and on behavior.


EXPLANATORY MODEL




The Thermometer

An index is a thermometer. It measures an aggregate temperature. But it does not tell you what is happening in every room. It may show that the house is warm even though one room is cold. It may be designed to measure only the living room. It may react differently depending on where it is placed. A thermometer is useful only if you know what it measures.


KEY IDEA



An index is a measurement rule applied to a group of assets.


The result depends on:


	components

	criteria

	weighting

	rebalancing

	dividends

	adjustments



There is no completely neutral index. Every methodology offers a perspective. An index can serve as a benchmark, a basis for products, and a research tool. But it should not be confused with the entire market, the economy, or an asset that can be purchased directly.



Before You Say “the Market”

Ask:


	Which index?

	How many companies?

	What weighting method?

	Which sectors?

	Which countries?

	Price return or total return?

	How concentrated is it?

	How does the composition change?

	What product am I using to obtain exposure?



A single number can summarize thousands of companies. But it can also conceal almost everything that matters.





Chapter 7 — Derivatives and Other Asset Classes

So far, we have encountered instruments that represent ownership. The stock. Instruments that represent claims. The bond. Structures that assemble portfolios. The fund. Measures that summarize markets. The index. But the financial system goes further. It does not trade only assets. It also trades promises about assets. Conditional rights. Future prices. Interest rates. Currencies. Risks. These instruments are called derivatives because their value is derived from something else. An underlying asset. An index. A rate. An event. Derivatives are often presented as dangerous speculative instruments.

They can be. But they also emerged to solve real economic problems. A farmer wants to know the price at which the harvest will be sold. An airline wants to limit the cost of fuel. An exporter wants protection against exchange-rate movements. A fund wants to reduce the risk of a decline. A derivative makes it possible to separate and transfer risk.

But that flexibility comes with complexity.


The Underlying Asset

A derivative cannot be understood without its underlying. It may be linked to:


	stocks

	indexes

	bonds

	interest rates

	currencies

	oil

	wheat

	gold

	energy

	volatility

	credit events



The value of the derivative depends on the behavior of the underlying and on the terms of the contract. Two contracts on the same underlying can carry completely different risks. Expiration. Leverage. Strike price. Settlement method. Collateral. The structure of the contract matters as much as the underlying asset.



The Forward Contract

Two participants agree today on a transaction that will take place in the future. A farmer promises to deliver one ton of wheat in six months for $1,000. A buyer promises to pay. This is a forward contract. The price is set today. The transfer occurs later. The farmer is protected against a decline in price. The buyer is protected against an increase. Both parties give up a favorable possibility. If the price reaches $1,300, the farmer could have earned more but is required to sell for $1,000.

If it falls to $700, the buyer is still required to pay $1,000. Protection does not eliminate economic uncertainty. It converts an unknown price into a contractual price.


EXPLANATORY MODEL




The Umbrella Bought Before the Rain

Hedging is like an umbrella. If it rains, it protects you. If it does not rain, the cost may appear unnecessary. But the purpose was not to predict the weather perfectly. It was to limit the consequences of an unfavorable scenario. A protective derivative should be judged by the risk it reduces, not only by the profit or loss of the contract in isolation.



The Futures Contract

A futures contract resembles a forward, but it is standardized and traded on an organized market. It has:


	a defined contract size

	an expiration date

	an underlying asset

	settlement rules

	margin requirements



Standardization improves liquidity. A central counterparty reduces direct risk between participants. But the contract is less customizable than a privately negotiated forward.



Margin

To control a futures contract, you do not necessarily pay the full value of the underlying exposure. You post margin. A form of collateral. This creates leverage. A contract may represent exposure of $100,000 while the margin is only $10,000. A 2% move in the underlying equals $2,000. Relative to the margin, the change is 20%. Leverage amplifies the result.



Marking to Market

Futures positions are revalued periodically, usually every day. Gains and losses are transferred between accounts




Contango and Backwardation



	interest rates

	storage costs

	insurance

	the convenience yield of physical ownership

	expectations

	market imbalances






Rolling the Contract




The Option




The Call




The Put





The Option Seller




Intrinsic Value and Time Value



	intrinsic value

	time value






Implied Volatility




The Greeks




The Swap



	a fixed interest rate for a floating interest rate

	payments in one currency for payments in another

	the return of an index for a fixed rate






The Interest Rate Swap




The Currency Swap




Credit Derivatives




Counterparty Risk



	collateral

	netting

	limits

	central clearing

	capital requirements






Commodities



	production

	inventories

	seasonality

	weather

	geopolitics

	transportation

	industrial demand

	storage costs






Gold



	scarcity

	acceptance

	use

	monetary history

	reserve demand

	the perception of protection






Currencies



	interest rates

	inflation

	trade

	capital flows

	politics

	interventions

	expectations






The Carry Trade





Listed Real Estate



	interest rates

	occupancy

	rents

	debt

	valuations

	market liquidity






Contracts for Difference



	leverage

	long positions

	short positions

	simplified access





	financing costs

	spread

	counterparty risk

	liquidation risk

	dependence on the broker’s terms






Leverage and the Illusion of Accessibility




Digital Assets



	native units of a network

	rights

	tokens

	stablecoins

	governance instruments

	tokenized assets





	volatility

	custody

	code

	regulation

	fraud

	liquidity

	concentration of control

	dependence on platforms






The Stablecoin



	reserves

	crypto collateral

	algorithms

	combinations of these mechanisms






Tokenization




Volatility as an Asset




Arbitrage



	execution risk

	financing risk

	model risk

	liquidity risk

	counterparty risk

	timing risk






A Derivative Is Not Inherently Worse Than the Asset



MYTH




MYTH




	unlimited losses

	margin calls

	price gaps

	delivery obligations

	financing costs

	counterparty risks





FACT




Economic Exposure Is Not the Same as Ownership



	owning the stock

	a CFD

	a futures contract

	a call option

	a swap





EXPLANATORY MODEL




The Same Destination, Different Vehicles



	the cost

	the speed

	the risk

	the flexibility

	the permitted baggage






KEY IDEA



A derivative is a contract whose value depends on an asset, a rate, an index, or an event.




	price risk

	interest-rate risk

	currency risk

	credit risk

	volatility risk

	other forms of risk





	expiration

	leverage

	margin

	the counterparty

	liquidity

	the settlement method

	costs

	sensitivities






At the End of Part II




	the broker

	the exchange

	the order book

	the custodian

	the central counterparty

	the central securities depository

	the regulator
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