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Forward 

 
10 Essential Concepts: How the Stock Market Works 

Setting the Basic Foundation for Understanding How 

Stock Investing Works 

 
Our objective at Stock Market Companion is to introduce and 

teach an exciting and comprehensive system for sound and 

successful company analysis and common stock investing.  Our 

system involves learning to understand the key characteristics 

that identify excellent investments and how to find them on your 

own.   

We want you to know how to successfully make money 

investing in stocks. 

The Financial SUCCESS! Series /10 Essential Concepts 

workbooks provide KEY information to help you overcome the 

lack of knowledge, skepticism, or fear that may hinder you from 

successfully participating in the exciting world of stock 

investing. 

These workbooks are designed to be foundational for a lifetime 

of enjoyable stock investing. 

In your hands is our first workbook in this series - 10 Essential 

Concepts: How the Stock Market Works. This book answers the 

basic questions about the purpose of the corporation, the stock 

market and provides important, basic concepts for successful 

stock investing – Found nowhere else in such a clear and concise 

manner. 

We wish you a very enjoyable and successful investing future. 

 

Sincerely, 

Eric Stasak 

Stock Market Companion 

www.TheStockmarketcompanion.com
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Introduction 

 

For two generations, many Americans have been misinformed 

about how to successfully invest in common stocks.  It is our 

purpose to teach a new generation of investors how to wisely 

engage the stock market for success. 

  

As the Industrial Age took hold in America wealth was created 

and spread by entrepreneurs, workers, and families. Knowledge 

and participation in the common stock of corporations gradually 

grew. The 1920’s ushered in an era of common stock ownership, 

which was all but extinguished during the Great Depression 

beginning in 1929.   

 

After the Second World War, the innovation and industrial 

expansion, which had been used to win the war, was redirected by 

entrepreneurial enterprise to meet enormous post-war consumer 

demand.  As businesses grew to meet these demands, so too did 

the wealth of corporations, small businesses, workers, and 

families. 

 

A new generation of investors again saw the benefits of sharing 

the opportunity of success and distributing the risk of failure 

through the ownership in the common stock of corporations.   

 

The foundation of the modern financial service industry was born 

in 1948.  Mr. Charles Merrill began using advertising to promote 

Wall Street and the investment opportunities there.
1
The idea of 

the “Mutual Fund” first appeared in 1924, and grew very rapidly 

at this time.  It gave people a tool by which they could invest in 

                                                 
1
John Steele Gordon, An Empire of Wealth. 
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common stocks without having to do the work required to 

understand which stocks to buy.  The rich, post-war, industrial 

boom years brought a rising tide of success to broad sections of 

America and lifted the fortunes of many who invested in mutual 

funds. 

 

This rising tide of success brought explosive growth to the 

financial service industry. With this success has come a vast army 

of well-meaning financial salespeople with the primary purpose 

of capturing “money under management” for financial service 

firms.  These salespeople have promoted three strategies that we 

believe have proven to be problematic to the creation and 

preservation of individual wealth, once the broad, rising tide of 

productivity gains that were achieved after World War II reached 

a plateau.  These three strategies are: 

 

1. “Leave your money with us”.  Individuals are encouraged 

to transfer the responsibility of managing their investment 

money to someone else. 

 

2. “Buy and Hold,” which equates to leaving your money 

invested in the market at all times, regardless of the state 

of the national economy or business cycles. 

“Buy and Hold” also reinforces financial service industry 

strategy #1: “Leave your money with us.” 

 

3. “Diversification.”   In order to sell more investment 

products, diversification has often been incorrectly 

represented  to mean spreading risk among different 

industry groups of stock mutual funds (growth funds, 

income funds, large cap funds…) instead of 

diversification among distinct asset classes (stocks, 

bonds, and real estate). 
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While these three strategies have been counter-productive 

enough, one of the worst burdens of this burgeoning financial 

service industry has been the unchallenged acceptance of mutual 

fund success being measured by relative performance!  

 

The relative performance we are talking about here means 

measuring and stating results against the fluctuating market itself, 

which directs attention away from actual gains and losses of the 

capital invested. For example, if the market lost 10% in value in a 

given year and a mutual fund lost 5%, the mutual fund company 

would accurately claim that they had beat the market.  

Unfortunately for the client, money has still been lost! 

 

Individual investors who, in their 

everyday lives, will correctly fight to 

make sure that they are getting the 

absolute best price for food, 

clothing, and housing, unwittingly 

allow themselves to be charged 

significant annual fees regardless of 

whether their money has grown or 

lost value in a mutual fund. 

 

The financial service industry has 

created for itself an extremely 

powerful fee-based compensation 

business.  This business is dependent 

on the quantity of funds under their 

management – NOT on the 

performance of those funds.  This is 

why your broker or mutual fund will 

fight with very persuasive arguments to convince you to keep 

your money under their management. 

 

We want you to 

understand the 

markets for yourself 

and – if engaging the 

financial services 

industry and its 

products – learn to do 

so wisely.  You must 

be vigilant and 

remain responsible 

for your money 

dedicated for 

investment growth.   
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These three strategies and the acceptance of relative performance 

as a measure of success established a foundation of false thinking 

about investing for the past two generations. This sets the stage 

for disaster for individual investors, when the stock market 

corrects severely and remains in a range of value over an 

extended period of time.   

 

For example, the stock market corrected very sharply twice in the 

decade from 2000 – 2009, and remained for over twelve years in 

the same wide-range of value.   This stock market plateau, 

punctuated twice with intense selling, combined with the effects 

of the housing bubble on those who purchased homes or over-

spent during the housing boom years of the early to mid-2000’s, 

left many Americans completely unprepared for generating 

passive income during typical low income producing years of 

advanced age. 

 

Our objective at Stock Market Companion is to introduce and 

teach a system of company analysis and sound investing that 

applies to common-stock investing, which reveals immediate 

and future investment opportunities.   

 

Fortunately, the entrepreneurial spirit is frequently bringing forth 

new businesses and real business growth opportunities to meet 

demand across many industries. 

 

Individual common stock investors can find exciting opportunities 

emerging around them and, with the internet, around the world in 

growing businesses with publicly traded stock.  

Onward… 
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Examples 

 
The following companies are two wonderful examples of many 

recent, excellent individual stock investment opportunities.  

These – and others - were available to the average investor 

trained and prepared to invest in individual stocks.  Over 26 

years of investing experience tells us that there are more such 

excellent opportunities that will come in the years ahead. 

 

Example 1: Apple, Inc.  (Ticker: AAPL) 

 

Our stock chart on Page 17 emphasizes the approximate +85% 

gains that were available to investors in Apple, Inc. from August 

2013 until July 2015 (approximately 23 months).  

 

In the first edition of this study guide, we documented the 

approximate 330% gains that were available for those investors 

who invested in Apple, Inc. from 2006 through 2011 

(approximately 4 years). 

 

Opportunities like this exist for those investors who learn how to 

invest carefully in individual stocks, understanding fundamental 

conditions at the company, following buy and sell signals, and 

setting appropriate stop-loss levels. 

 

Example 2: Facebook, Inc. (Ticker: FB) 

Our stock chart on Page 18 shows the approximate 465% gains 

available in 3.5 years to investors who understood the 

opportunities and correct buy point for Facebook, Inc. shares.
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QUESTIONS 
Related to the 

Introduction 
(For Answers - See the Answer Key at End of Book) 

 

1. What “Age” began in the late 1800’s/early 1900’s that 

spread wealth among many Americans? 

____________________________________________ 

2. The “Information Age” began approx. with the 

widespread availability of the personal computer in the 

early 1980’s.  What “Age” are we in now? 

____________________________________________ 

3. In what year did Mr. Charles Merrill begin promoting 

the concept of “Wall Street” and the investment 

opportunities there? 

____________________________________________ 

4. What is the primary objective of many (but not all) 

financial sales-people? 

____________________________________________ 

5. What 3 strategies do financial service firms often 

promote? 

____________________________________________ 

____________________________________________ 

6. Should you diversify between different stock mutual 

funds or distinct asset classes? 

____________________________________________ 

____________________________________________ 
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QUESTIONS 
Related to the 

Introduction (continued…) 
(For Answers - See the Answer Key at End of Book) 

 

7. What has measuring relative performance allowed 

professional investors to avoid? 

____________________________________________ 

 
8. What is one major key to investment success? 

 ____________________________________________ 

 

9. What do you need to be successful in individual stock 

investing? 

_____________________________________________ 

 

10. What is bringing forth new businesses and real business 

growth opportunities? 

_____________________________________________ 

 

11. Can you find exciting investment opportunities emerging 

around you? (Y/N) 

_____________________________________________ 
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Concept #1:  Stock, Shares & Corporations 
 

What is STOCK? What are SHARES? AND … Did you 

know that idea of a “Corporation” has been around for a 

LONG TIME? 
 
Let’s begin by considering the meaning of two words that are central 

to our overall study: 

 

“Stock” is the capital raised by a business or corporation through the 

issue and subscription of shares.2 

 

“Shares” are a portion of the 

stock of a company owned in 

common with other investors. 

 

In our common speech, we 

often interchange and use the 

words “stock” and “shares” as if 

they are synonyms, but they 

aren’t. 

 

For fun, let’s pick a real 

company like Apple, Inc. to 

make this a bit clearer and say 

that you purchased 10 shares of 

Apple, Inc.   In practice, this 

means that you have purchased 

                                                 
2Oxford English Dictionary. 

Ever since you were young 

you’ve most likely heard the 

word “corporation,” or 

“incorporated,” used in some 

way or another to describe a 

company.   The movie 

Monsters, Inc. is a great 

example of just how common 

the word “incorporated” has 

become.   Maybe you are like 

many people who have heard 

this term, but haven’t taken 

the time to stop and think 

about what it means.  That’s 

fine!  If you are interested in 

the stock market and would 

like to know the basics of 

how it works, now is the time 

to think about it.  Please see 

details on Page 17.  
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10 shares of stock in Apple, Incorporated.   The stock represents the 

SUM of the money invested in a company by all investors.  The 

shares of the stock are what investors can purchase or sell.  Simple, 

isn’t it?  Now, let’s tie it all together with the idea of a “corporation,” 

in order to understand why this is important in the first place. 

 

Although there were entities called corporations in Roman times
3
, 

the idea of the business or commercial corporation goes back to the 

time of the renaissance in Italy.  At this time, famous artists like 

Leonardo De Vinci, Michelangelo, and others were creating their 

beautiful works.  Important other work besides art was also taking 

place during the renaissance.   

 

The renaissance began around the 1300’s in Florence, Italy, and 

quickly spread throughout Europe
4
.    

 

The original commercial corporation’s purpose was to extend the life 

of a business beyond the life of a single individual, but this purpose 

soon changed.  By the late 1700’s, the definition given to the 

corporation was: 

 

“A collection of many individuals united into one body, under a 

special denomination, having perpetual succession under an 

artificial form, and vested, by policy of the law, with the capacity of 

acting, in several respects, as an individual, particularly of taking 

and granting property, of contracting obligations, and of suing and 

being sued, of enjoying privileges and immunities in common, and of 

                                                 
3^ Vikramaditya S. Khanna (2005). The Economic History of the Corporate Form in 

Ancient India.University of Michigan. 
4 The Swiss historian Jacob Burckhardt (1818–1897) in his Die Cultur der 

Renaissance in Italien (1860). 

http://en.wikipedia.org/wiki/Perpetual_succession
http://en.wikipedia.org/wiki/Corporation#cite_ref-6
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=
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exercising a variety of political rights, more or less extensive, 

according to the design of its institution, or the powers conferred 

upon it, either at the time of its creation, or at any subsequent period 

of its existence.
5
” 

 

Whew!  That’s a mouthful.  In simple terms, a corporation acts out 

the will of a group of people called “shareholders” who each own a 

piece or “share” of the corporation.  A corporation has similar rights 

as an individual, BUT protects the individual shareholders, to a large 

extent, from personal liability.  The extent of this protection is 

dependent on the laws of the governing body that created the 

defining laws of the corporation.
6
 

 

There are publicly traded corporations and private corporations.  

Publicly traded corporations are different from private ones because 

the shares that shareholders can own are available for purchase or 

sale at the stock market to the general public.   We are going to stay 

focused on publicly traded corporations. 

 

You now have a clear idea of what stock, shares and the corporations 

are!  You are on your way to setting the foundation for successful 

investing. 

 

NOTES: 

 
  

                                                 
5 18th century, Stewart Kyd, the author of the first treatise onCorporate Law in 

English. 
6^ Om Prakash, European Commercial Enterprise in Pre-Colonial India 

(Cambridge University Press, Cambridge, 1998). 

http://en.wikipedia.org/wiki/Corporate_law
http://en.wikipedia.org/wiki/Corporation#cite_ref-7
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QUESTIONS 
Related to 

Concept #1:  Stock, Shares & Corporations 
(For Answers - See the Answer Key at End of Book) 

 

1. Are the words stock and shares synonyms? (Y/N) 

____________________________________________ 

2. What is stock and what are shares? 

____________________________________________ 

____________________________________________ 

____________________________________________ 

 

3. A corporation has similar rights as an _____________, 

BUT protects the individual shareholders, to a large extent 

from __________________________________, 

 

4. During what “age” did the corporation come largely into 

being for private enterprise? _____________________. 

 

5. Publicly traded corporations are different from private ones 

because the shares that shareholders can own are available 

for purchase or sale at the stock market to the  

____________________________________________. 

 

 

 



 

[15] 

Concept #2: The stock market is simply 

like a grocery store … with a twist! 
 
The stock market is like a grocery store.  At the grocery store, 

you expect goods of high quality to be provided at prices that are 

clear to see and consistent for everyone. At the stock market, 

shares of stock are provided in corporations that have met quality 

standards, set by the stock market, at prices that are clear to see 

and offered to everyone. 

 

The stock market’s main job is to act somewhat like a store, 

where the shares of corporations can be bought.  But - here is the 

twist - unlike most stores, the stock market also allows you to 

bring in shares of stock and sell them at current prices.  This is 

why the stock market is not called a stock store.  It is called a 

“stock exchange.” 

 

When you go to the store, you notice from time to time that the 

prices of the goods are sometimes higher or lower than when you 

last came and purchased them. Goods are sold at prices that are 

largely determined by the price that the store paid for the goods. 

At the stock exchange, the prices of the shares of stock adjust 

higher or lower, in many cases very rapidly, depending on how 

much investors are willing to pay for or sell a share at any given 

time.  (We’ll explain later why this is so, and how you can use 

this to your advantage.) 

 

Just as your local store is open certain days and hours during the 

week, so too the stock exchange is open certain days and hours 
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of operation.  The New York Stock Exchange (often abbreviated 

with the acronym “NYSE”) is America’s oldest and most famous 

stock exchange and its hours of operation are Monday through 

Friday, 9:30 am to 4:00 pm (U.S. Eastern Time).   The stock 

exchanges in America are closed on Saturday and Sunday.  

There are stock exchanges all around the world engaged in 

providing a place where shares of public corporations can be 

purchased or sold. 

 

If your local store is a good one, it has management that is 

attentive to making sure the goods sold meet strict criteria. If you 

are a food producer and want the local store to sell your food 

items, then you are careful to meet the requirements of the local 

store. The stock exchange also has management that is very 

attentive to making sure that corporations meet strict criteria in 

order for their shares of stock to be purchased or sold. 

 

These criteria, that corporations must fulfill before they are 

“listed” on the exchange, include: 

 

- Annual reporting of financial information. 

- Timely notice of significant changes at the 

corporation. 

- Annual revenue above certain levels. 

 

Store management also makes sure that it is easy to shop at the 

store.  No one likes to stand too long in the check-out line, 

particularly if prices tend to fluctuate rapidly like at the stock 

exchange.  Stock exchanges ensure that systems are in place to 

facilitate rapid execution of purchase and sell orders, at current 

market prices. 
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When you now hear the words “stock market,” you no longer 

need to feel as if you are uninformed about what it is.  You now 

know that it is simply a store-like environment where the shares 

of individual companies are purchased and sold in a setting that 

is designed to protect the buyer and seller as much as possible, 

while providing ease of use. 

 

NOTES: 
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QUESTIONS 

Related to 
Concept #2:  The stock market is simply like a 

grocery store … with a twist! 
(For Answers - See the Answer Key at End of Book) 

 

1. What is the “twist”? – Why isn’t the stock exchange 

called a “stock store”?  __________________________ 

_____________________________________________ 

 

2. The stock exchange also has management that is very 

attentive to making sure that corporations meet _______ 

________________ in order for their shares of stock to 

be purchased or sold. 

 

3. What are the three primary criteria mentioned that 

corporations must fulfill before they can begin the 

process of being listed on the stock exchange? ________ 

_____________________________________________

_____________________________________________ 

 

4. Stock exchanges ensure that ____________ are in place 

to facilitate rapid execution of purchase and sell orders, 

at current market _____________. 

 

5. The stock market is simply a store-like environment 

where the stock of individual companies are _________ 

______________________ in a setting that is designed 

to _____________ the buyer and seller as much as 

possible, while providing ________________________. 



 

 

Concept #3:  Risk and Money 

 
WHY would a company want to be a public corporation 

and be subject to the rules and regulations of a stock 

market? The answer is found in understanding risk and 

money! 

 

Imagine… a couple of years ago, YOU created an excellent 

tasting, sugar-free syrup which tasted much better than existing 

sugar-free syrups for food and drinks. You shared samples of 

your product with your friends and they were so impressed that 

they told all their friends.  Everyone wanted some, so you started 

making as much as you could in a hygienic, commercial kitchen 

near your home.   Your father and mother were there helping you 

and suggested that you form a corporation.  You had studied the 

10 Essential Concepts series from Stock Market Companion, 

Inc., understood the purpose of a corporation, and knew it was a 

good idea.  So, you founded the company Great Sugar-Free 

Syrups, Incorporated.   

 

To get started, you needed money for a few cooking machines, 

materials, and other expenses.  You also needed money during 

your start-up to support yourself.  This initial money - often 

called “start-up capital” - came from selling shares in your 

company to family and close friends who were convinced in the 

value of the company and who wanted to support you and your 

dream.  You, your family, and friends became the private 

shareholders in Great Sugar-Free Syrups, Incorporated.   
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Fast forward a few years later and the syrups that you are making 

at Great Sugar-Free Syrups, Inc. are selling very well and your 

company is earning a lot of money.  In fact, in a nationwide food 

magazine interview, Martha Stewart said that she loves using 

your syrups! While this success has been pleasant, you have 

been careful not to let this sudden notoriety influence your good 

judgment.  You have a small, core group of advisors, have hired 

excellent managers to help run and grow your operations, and 

you have stayed focused on learning to lead your company well.  

You are noticing subtle changes in the marketplace and think 

that now is a good time to grow the business by making other 

sugar-free products.  This requires more money than you, your 

family, and close friends want to risk, so you begin thinking 

about how to raise money from sources other than private 

individuals and banks. 

 

Let’s take a quick detour here to cover something important.  As 

the owner of Great Sugar-Free Syrups, Inc. the following is why 

you would be interested in finding a source of money other than 

a bank for your company’s expansion: 

 

Banks may require you to pledge all your money and property as 

security for their loan.  This means that they may require you to 

pledge the majority of your net worth in order to receive their 

money.  They would also charge you interest on the money they 

lent you.  If your business expansion plans didn’t work out and 

Great Sugar-Free Syrups, Inc. couldn’t pay back the money 

borrowed from the bank, then the bank would ask you to 

personally pay it back.  That’s a big risk. Also, their interest 

charges are often high. 
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Wouldn’t it be better if there was a way to get the amount of 

money that you need to invest in your business by dividing the 

total amount of money needed among many investors, and not 

have to risk your personal fortune?  Wouldn’t it be a real 

advantage if the company didn’t have to pay interest on the 

money? Wouldn’t it be great if those same investors were 

rewarded according to the success of your business?  There is a 

way!  That is exactly what the stock market was designed for. 

 

With the stock market, you and the private investors who own 

Great Sugar-Free Syrups, Inc. can decide to sell a portion or all 

of your company to public investors by dividing your company 

into shares, and selling them through the exchange.  By sharing 

the ownership of your company among many investors, you have 

shared the hope of future financial success with them, while 

splitting with each of them a portion of the risk of future failure.  

If Great Sugar-Free Syrups, Inc. is successful with the additional 

sugar-free products, future earnings will be strong and the share 

price of the company shares will have one of the key 

components required to increase in value (strong earnings).  If 

Great Sugar-Free Syrups, Inc. is not successful, future earnings 

will be weak and the share price will decrease.  In fact, if Great 

Sugar-Free Syrups, Inc. was no longer successful in selling 

syrups and other sugar-free foods, and the company could no 

longer pay its bills, the company could go bankrupt.  In such a 

case, the share price would go to zero, and each shareholder 

would have lost their investment amount, but not any more than 

they invested. 

 

If you proceed to make Great Sugar-Free Syrups, Inc. a publicly 

traded corporation, you and your small group of family and 

friends are no longer the private shareholders solely involved 
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with any future stock gains or losses. Instead, the shares are 

owned by many shareholders, each sharing in the profit and risk 

limited to the value of the number of shares they own 

individually. 

 

As a publicly traded corporation, you also lose the complete 

control that you have as a private corporation.  The management 

of a publicly traded corporation is held accountable by a board of 

directors.  A publicly traded corporation must also report details 

about strategies, objectives, and results of operations which are 

open to the public to see, including their competition.  A publicly 

traded corporation may also be acquired by a competitor in a 

“hostile” manner:  by the competitor bidding for all shares of the 

corporation. 

 

There are advantages and disadvantages which must be carefully 

weighed before pursuing capital raised by issuing shares to the 

investing public through the stock exchange. 

 

NOTES: 
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QUESTIONS 

Related to 
Concept #3:  Risk and Money 

(For Answers - See the Answer Key at End of Book) 

 

1. What is the “initial money” often called that is necessary 

for starting a business?  __________________________ 

_____________________________________________ 

 

2. In this story, you did not let sudden notoriety influence 

your________________________________. 

 

 

3. What 3 things did you do in this story to lead your 

company well? _________________________________ 

_____________________________________________ 

_____________________________________________ 

 

4. Banks may require you to pledge all your ____________ 

and ___________________ as security for their loan. 

 

 

5. In this story, if your business expansion plans didn’t 

work out and Great Sugar-Free Syrups, Inc.  couldn’t 

pay back the money borrowed from the bank, then the 

bank would ask you to personally pay it back.  That’s a 

___________________. 

 

6. By sharing the ownership of your company among many 

investors, you have shared the hope of future financial 

success with them, while splitting with each of them a 

portion of the _______________ of future failure. 

 

7. What is one of the key ingredients for shares to increase 

in value? ______________________________________ 

 

8. A publicly traded corporation must also report details 

about ________________________________________ 

_____________________________________________  
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Concept #4:  What’s an “IPO” and how 

does it work? 

 
Not the “India Post Office”! “IPO” is an acronym for 

the Initial Public Offering.  Here’s how it works: 

 
Back at Great Sugar-Free Syrups, Inc., when you decided that 

the benefits of becoming a public corporation outweighed the 

risks and limitations of raising capital from banks, you and the 

other private investors voted to start down the road to having 

your company’s shares listed on the stock exchange.  This 

process leads to the Initial Public Offering or “IPO” for short. 

 

There is a lot of preparation that is required to pursue an Initial 

Public Offering, and we aren’t going to put you to sleep with all 

of those details.  What is important to remember is that at Great 

Sugar-Free Syrups, Inc., you must decide:   

 

1. How much of the company are you going to sell to 

public shareholders? 

2. How many shares are you going to issue? 

3.  At what price will you list the shares? 

 

We’ll proceed now to answer the above three questions… 

 

With many IPO’s, the entire company is sold to public 

shareholders.  You, other key company officers, and early 

investors are allotted a certain number of shares at prices a 

fraction of what the public is going to pay. 

 


