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Thought of the Month – Bridge over troubled waters

How can an executive of any financial institution concentrate on their work these days while constantly bombarded with media reports of doom and gloom?  Stock markets spiraling downward, tech stocks falling off the radar screen, investor and business sentiment significantly depressed, …it goes on and on.  I leave you with these thoughts:  1) When baseball's Mark McGuire hit 70 home runs in one baseball season to break a record that stood for about thirty years can you imagine what kind of pressure he was under?  Or what about basketball's Michael Jordan when his team won its sixth basketball title?  Or what about the unknown man who slipped unseen over the border to his freedom after spending years toiling in misery waiting for his chance? Or what about the little child suffering from terminal cancer who smiles at you when you visit? 2) Does hardship build character?  3) When times are tough do you dig deeper in your heart to find strength? 

Why is the Sky Blue? – Securitization
According to U.S. financial history, securitization (the process of bundling assets such as loans together as a security and selling the security to investors) evolved in the U.S. mainly as a more efficient means of bringing capital from the Northeast where it was abundant to the South where it was needed.  In other words, home buyers in the South needed access to cash and investors in the Northeast were looking for more opportunities to invest their capital.  As a result, mortgage companies thrived in the South (and still do today) whereby they would make loans to home buyers and then bundle 20 or more of these loans together, sell them to a large bank in the Northeast which would then create a security out of these loans (referred to as a "mortgage-backed security"), and sell these securities to investors.

Nourishment – Dilution

Dilution refers to an act that causes shareholders of a company to own less of a company in percentage terms.  For example, if a shareholder currently owns five percent of a company and new shares are issued, this shareholder may now only own three percent after this dilution occurs.  Dilution comes in many shapes and forms and astute investors must always be aware of its potential to reduce the value of their holdings.  Some examples follow:

i)
Stock options – probably one of the most common forms of dilution; dilution occurs when a company issues stock options to its employees, suppliers, etc. and such stock options are exercised

ii)
Convertible bonds – a company that issues convertibles gives the buyers the right to convert from a bond to shares of the company thereby diluting the ownership of existing shareholders anytime holders exercise their right to convert

iii)
Stock rights – a company that issues stock rights whether to all existing shareholders or a portion thereof will dilute the shareholdings of existing shareholders unless all shareholders exercise their right to purchase additional shares under the terms of the stock rights

iv) 
Warrants – a company that issues warrants gives the right to warrant holders to acquire shares of the company for a set price; this causes the ownership of existing shareholders to be diluted as more shares are issued to warrant holders who exercise their right to purchase shares

v) 
"Reverse dilution" – in a reverse dilution, a company may buy back its own shares at a premium which causes the assets of a company to decline in a way that causes remaining shareholders' value to decrease even though their ownership in a company may increase due to less shares outstanding after the buy back

Minority shareholders often complain when their ownership percentage is diluted due to actions by majority shareholders over which minority shareholders have no control.  Dilution is a major reason why minority shareholders must maintain a wary vigil on companies' management to make sure that all shareholders are treated fairly and equally.  If you need help understanding dilution and how it may impact you in a certain situation, call FCL for a free consultation!

Feedback
As always, we greatly appreciate your comments and feedback.  We realize that our ideas and information might be cutting edge, futuristic kind of stuff or mysterious in some ways.  E-mail us anytime at help@financialcontrollimited.com if you would like a) for us to clarify anything, b) to recommend improvements to us, or c) to just debate with us – we like philosophy especially as it relates to financial services!
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