Chapter 4

Stock Trading as an Investment
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Securities
O Securities refer to legal documents that show either:
1 a holder’s ownership in a company (i.e., stocks), or
2 the right to buy stock at specified prices (i.e.,
warrants), or
3 aloan to a company or a government (i.e., bonds).
include common stocks,
preferred stocks, bonds and mutual funds.

O Examples of securities

Stocks

O Stocks (also called shares) are securities that entitle
holders to part of the ownership of limited
companies.

O Stockholders (shareholders) are owners of the
company. They may earn dividends and capital gains
when stock prices increase.

O However, they may suffer a loss if stock prices drop.

O Examples of stocks are common stocks and preferred
stocks.

Common stocks

O Common stocks (ordinary shares) are the main source
of a limited company’s capital.

O Major characteristics of common stocks include:

1. Common stockholders (ordinary shareholders) of a
company have voting rights in important decisions
made by the company at annual general meetings.
They can elect a board of directors to run the
company.

2. Common stockholders have the right to receive if
dividends declared.

3. Compared with bondholders
stockholders,

and preferred
common stockholders have the
lowest priority on claims against the company’s

assets when the company is wound up.

Preferred stocks
O Preferred stocks are also known as preference shares.
O Major characteristics of preferred stocks include:

1. Preferred stockholders (preference shareholders)
do not have voting rights at annual general
meetings.

2. Compared with common stockholders, preferred
stockholders preference in dividend
payments and claims against the company’s assets

have

when the company is wound up. Therefore, their
stocks are called ‘preferred stocks’.

3. Dividends given to preferred stockholders are
usually fixed and guaranteed.
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Comparison between common stocks and
preferred stocks:
O Voting right
® Common stocks: Yes
® Preferred stocks: No
O Dividends
® Common stocks: Yes, if declared
® Preferred stocks: Yes, at a fixed rate
O Priority in receiving dividends and claims upon
liquidation
® Common stocks: Lower
® Preferred stocks: Higher

Stock investment terms used in Hong Kong

Blue chips

O Blue chips are common stocks of the largest and
best-known with strong

non-foreign companies

financial positions.

O The constituent stocks of the Hang Seng Index are
generally recognised as blue chips.
® For example, HSBC Holdings and CLP Holdings.

Second liners
O Second liners refer to common stocks which are

inferior to blue chips in terms of financial strength.
O Their returns can be higher than blue chips but they
are also riskier.

Third liners
O Third liners are common stocks which are inferior to

blue chips and second liners in terms of financial
strength.

O Their returns can be higher than blue chips and
second liners but again they are also riskier.

Red chips
O Red chips refer to common stocks issued by firms that

are substantially owned by Mainland companies.
listed in Hong Kong,
incorporated outside the Mainland of China and

O Red-chip companies are
mainly operated in the Mainland.
O Examples include Lenovo Group and China Mobile.

H-shares
O H-shares are common stocks of firms listed in Hong

Kong but incorporated in the Mainland of China.
O Examples include ICBC and China Telecom.
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Factors affecting stock prices
O Factors affecting stock prices:

1 Macro-economic factors

2 Industrial factors

3 Firm-specific factors

4 Other factors

Macro-economic factors
O Macro-economic factors are factors that affect an

economy as a whole.
O These factors include economic conditions, interest
rates and political situations.

Economic conditions

O In general, companies’ stock prices are positively
related to economic conditions.

O When the economy performs well, investment and
consumption tend to increase, leading to higher
profits and therefore stock prices for companies.

O However, when there is an economic downturn,
investment decrease and demand for goods and
services drops. This will ower the stock prices of
companies.

O Due to globalisation, economies around the world are
closely connected nowadays. Therefore, we can often
see stock markets around the world rising and falling

together.

Interest rates
O The cost of debt capital can be directly measured by

interest rates.

O Thus, an increase in interest rates means that firms
need to pay more interest when they borrow money
to finance their activities.

O This will increase their operating costs and reduce
their profits, resulting in lower stock prices.

O The opposite happens when the interest rate goes
down.

Political situations

O Stock markets can be very sensitive to political
uncertainty.

O When a region becomes politically unstable, investors
lose confidence in the companies in that region and
the stock prices of those companies fall.

O Because of globalisation, the possibility of war
between two countries may also hit stock markets
worldwide.

O Therefore, investors should be careful about political

factors when making stock investment decisions.
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Industrial factors

O Industrial factors include factors that affect the stock
prices of most firms in a particular industry.

O E.g., government policies on an industry.

O While not all firms in the same industry will be
affected equally by an industrial factor, their stock
prices tend to move up and down together.

O In general, when industrial factors indicate good
industrial prospects, the stock prices of firms in that
industry rise.

O The opposite happens when industrial factors result in

poor industrial prospects.

Firm-specific factors

O They are related to a firm’s current and future
earnings, dividends, business risk, and company news
(e.g., technology breakthroughs, layoffs), etc.

O Company performance and dividend policy are two

major firm-specific factors that affect stock prices.

Company performance

O If a company performs well, its profits increase and it
will have good prospects. As a result, its stock price
will increase.

O However, if a company performs poorly, its stock price

will decrease

Dividend policy
O When a
stockholders could have higher returns, which makes

company pays more dividends, its
the stock a more attractive investment. Thus, the
company’s stock price tends to increase.

dividend

shareholders will earn less returns and the stock price

O However, when payouts decrease,

tends to decrease.
Other factors

Volatility of stock prices
O Volatility of stock prices of third liners is larger than

blue chips. Thus, the risk of third liners is higher than
blue chips.

Turnover of stock trading
O Turnover of stock trading of third liners is smaller

than blue chips. Thus, the liquidity of third liners is

worse than blue chips.
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Other factors: Speculation

O

O

O

To common people, speculation refers to trading
activities based on rumours.

Intensive speculation can irrational
market-wide reaction and undesirable outcome.
However, not all speculative activities are harmful and
bad for society.

Trading in the financial market often involves a
substantial amount of risk.

While normal investors may not be willing to take part
in risky investment activities, speculators do not mind
taking necessary risks if they believe that there are
potential profits.

Speculators are investors who aim to make a profit by
short-term trading.

Their risk-taking activities help complete transactions
and allow the financial market to function properly.
Therefore, speculation plays an important role in the
market.

Normal speculative activities should not create any
unusual stock price movement.

However, if there is unexpected bad news about a
stock market or a company, small investors may
become irrational and engage in massive panic sales.
This may lead to excessive speculative activities which
can push the stock price down further.

Similarly, activities can
also push the stock price higher if there are positive
rumours about a company.

lead to an

excessive  speculative

The table below summarises the factors affecting

stock prices:

Factors ~ Conditions | Stock prices
-~ Economic Good Increase
conditions Poor Decrease
Macro- Interest Increase Decrease
economic  rates Decrease Increase
factors = Politically stable Increase
: Political =
| situations Politically Decrease
unstable
Good industrial Mtreoce
prospects
Industrial factors
Poor industrial Docroace
prospects
Company Good Increase
: performance Poor Decrease
Firm- g =
oo Higher ((’,I::gend iKoraace
factors Dividend s
: policy Lower dividend Denreace
payouts
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Stock trading platforms

O Stocks can be traded on exchanges or on the
over-the-counter (OTC) market.

O On exchanges, stocks are traded in a physical place.

O On the OTC market, stocks are traded through a
network of professionals who communicate by phone
or an electronic trading system.

O In general, the stocks of large companies are traded
on exchanges while the stocks of small companies are
traded on the OTC market.

Stock exchanges
O Exchanges are places where securities such as stocks

are listed and traded. They are places where firms can

raise capital.
O To list on an exchange, a company must meet the

listing requirements set by the exchange.

O Hong Kong Exchange and Clearing Ltd (HKEx) is the
only stock exchange in Hong Kong.

O Traditionally, stock trading at a stock exchange

involves a physical place.

O However, due to technological innovation, many stock
exchanges nowadays encourage their participants to
use electronic means to trade stocks.

O The trading floors of many exchanges today carry
more of a symbolic meaning than a practical use.

Process of stock trading
The process of trading stocks on a stock exchange
includes the following steps:

Step 1
An investor places an order to buy or sell a stock with a
stockbroker.

Step 2

The broker executes the order by entering the request
into the computer system of the stock exchange. In Hong
Kong, the system is called the Automatic Order Matching
and Execution System (AMS).

Step 3
The stockbroker charges a brokerage commission for

providing the trading service. In Hong Kong, investors also
need to pay a stamp duty, a transaction levy and an HKEx

trading fee.

Today, brokerage houses often provide an electronic
trading platform for their clients to enter their orders
directly. These orders are passed directly to the AMS.
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Market capitalisation
O Market capitalisation refers to the market value of all

the shares issued by a listed company.
O Market capitalisation is calculated by the formula
below:

Market price of a ‘Number of shares

shareofalisted x issued by the
company ~ company

O Market capitalisation can also be used to denote the
value of a stock exchange.

O In this case, it refers to the total value of all the stocks
listed on a stock exchange.

O It is often used as an indicator to determine a stock
market’s stage of development.

Stock exchange in Hong Kong
HKEx and SEHK
O Hong Kong has only one stock exchange, the Stock

Exchange of Hong Kong Ltd (SEHK), which is wholly
owned by HKEXx.

O SEHK is responsible for operating and maintaining the
stock market in Hong Kong.

O As HKEx is the holding company, it is considered the
stock exchange in Hong Kong.

O HKEXx is the only stock exchange for listing and trading
stocks in Hong Kong.

O As a large number of Mainland companies have
chosen to list in Hong Kong in recent years, HKEx has
become one of the largest stock exchanges in the
world.

O Besides being the holding company of the SEHK, HKEx
is also the holding company of:

O Hong Kong Futures Exchange Ltd (HKFE)
O Hong Kong Securities Clearing Company Ltd
O London Metal Exchange (LME)
O Therefore, apart from stocks, HKEx is also an exchange

for listing and trading other securities, including
bonds, mutual funds and futures.

Main Board and Growth Enterprise Market (GEM)

O HKEx has two platforms that companies can use to list
their stocks. They are the Main Board and the Growth
Enterprise Market (GEM).

O To list on these markets, a company must satisfy all of
the listing rules that the markets require, for example,
the company’s financial status and operating history.

O The two platforms can be compared in three ways.
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1 Listing requirements
O The main difference between the Main Board and

GEM is their listing requirements.
O The listing requirements of the Main Board are
stricter than GEM’s.
® For example, companies that intend to list on the
Main Board need to have a certain level of
profitability and a larger market capitalisation at
the time of listing.

Financial requirements

Main Board
O The new applicant must meet one of the following

three financial criteria:

1 Profit test
Profit attributable to shareholders:

At least HKS50 million in the last three financial
years

Market capitalisation:
At least HK$200 million at the time of listing

Market cap/revenue test
Market capitalisation:

At least HKS4 billion at the time of listing
Revenue:

At least HKS500 million for the most recent
audited financial year

Market cap/ revenue/cashflow test
Market capitalisation:

At least HKS2 billion at the time of listing
Revenue:

At least HK$500 million for the most recent
audited financial year

Cashflow:

Positive cashflow from operating activities of at
least HK$100 million in aggregate for the three
preceding financial years

Growth Enterprise Market (GEM)
O The new applicant must meet the following criteria:

1 A positive cashflow generated from operating
activities in the ordinary and usual course of
business of at least HK$20 million in aggregate for
the two financial years immediately preceding the
issue of the listing document

2 A market capitalisation of at least HK$100 million

at the time of listing.
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Business records and management
Main Board

The new applicant must have a trading record of at least
three financial years with

1.

management continuity for at least the three

preceding financial years; and

. ownership continuity and control for at least the most

recent audited financial year.

Growth Enterprise Market (GEM)

The new applicant must have a trading record of at least
two full financial years with

1.

2
O

O

3

substantially the same management throughout the

two full financial years; and

. a continuity of ownership and control throughout the

full financial year immediately preceding the issue of
the listing document.

Target companies
With different listing requirements, the Main Board
and GEM are geared to different kinds of companies.
The Main which
requirements, mainly targets larger and more mature

Board, has stricter listing

companies.
GEM acts as a stepping stone to the Main Board and
targets companies which have growth potential but

cannot meet the listing requirements of the Main
Board.
These companies are usually smaller and younger.

Investment risk
As the two markets target different types of
companies, the risk of investing in these markets is
also different.
Companies listed on the Main Board have passed a
profit or revenue test. As they have a certain level of
profitability, their stock prices tend to be more stable
and are less_likely to drop sharply.
However, since there are no profit or revenue
requirements for companies listing on GEM, there is
no guarantee of their profitability.
When they experience rapid growth, their stock prices
may rise sharply. However, the stock prices may slump
when the companies lose money or even go bankrupt.
Therefore, investing in GEM companies is riskier than
investing in those on the Main board.
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Comparison between the Main Board and GEM:

N T

Listing

: Less strict
requirements

Stricter

Companies thatare Companies that are

Target companies larger and more smaller and
mature younger
Investment risk Lower Higher

Hang Seng Index

O In order for investors to understand the general price
movements on a stock market, we need an indicator
which can reflect the trend in stock prices.
» Such an indicator is called a stock market index.

O When computing a stock market index, it is common
practice to select a smaller group of listed stocks
which can accurately reflect the general performance
of the stock market.

O There are a number of stock market indices that
reflect stock market performance in Hong Kong.

O Among them, the Hang Seng Index (HSI) is the most

commonly used.

Constituent stocks of the HSI
O The Hang Seng Index (HSI) was launched in 19609. It

used to comprise 33 large stocks listed on HKEXx.
O As of May 2014, the number of constituent stocks
reached its maximum of 50. These stocks are from

four business sectors, including finance, utilities,

properties, and commerce and industry.

O They are the largest and most liquid stocks listed on
HKEXx.

O The transaction frequency of a liquid stock is
relatively high.

O To be eligible as an HSI constituent, the company
must be a non-foreign company which is financially

sound. It must have a large market capitalisation.

O Generally, the company must have been listed on
HKEx for at least two years.
O H-shares and red chips can also be selected as HSI

constituents.
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The calculation of the HSI

O The HSI is calculated and disseminated every two
seconds during HKEx’s trading hours (9:30am to
12:00pm; 1pm to 4pm).

O It is computed from the market capitalisation of all
the constituents, with a different weighting assigned
to each constituent stock.

O In general, when the prices of most constituent stocks

increase, the HSI will increase as well.

Importance of the HSI

Helping investors understand general movements

on the Hong Kong stock market

O As an indicator of the overall performance of the
Hong Kong stock market, the HSI plays a very
important role in providing timely information about

stock prices in Hong Kong.

Although the price of some stocks (or even

constituent stocks) may move in the opposite
direction, stock price movements tend to follow the
HSl in general.

O Therefore, the HSI

understand general price movements on the Hong

can help investors better

Kong stock market, an important piece of information

which helps them make their investment decisions.

Reflecting the economic performance of Hong Kong
in advance

O Stock prices are related to economic conditions.

O As an indicator of the general movements on the
Hong Kong stock market, the HSI can also indicate
how the Hong Kong economy will perform in the
future.

Before an economic downturn, the HSI will decrease.
Similarly, the HSI goes up before the economy
improves.

® For example, the HSI dropped sharply in 2008

when Hong Kong was hit by the financial tsunami,

which subsequently led to an economic downturn.
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