Common stock
Equity without priority for
dividends or in
bnnkruptcy.

cumulative voting
A pracedure in which a

SOME FEATURES OF common AND
PREFERRED STOCK

In discussins common stock features, we focus on share!
ments. For preferreq stock, we

holder rights and dividend pay-
preferred stock js really

explain what “preferred” means, and we also debate whether

debt or equity.,
Common Stock Features

The term common stoc|

k means different th
1o stock that has no

special preference eith
areholder Rights

ings to different people, but it is usually applied
er in paying dividends or in bankrup(cy.
Sh The conceptual structure of the corporation as;
holders elect directors who, in turn, hire management
ers, therefore, control the corporation throu;
shareholders have this right.

Directors are elected each year at an annual meeting. Although th
(discussed in a moment), the general idea is “one share, one vote” (nor o
vote). Corporate democracy is thus very different from our political de
porate democracy, the “golden rule” prevails absolutely ?

Directors are elected at an annual shareho|
majority of shares who are present and entitled to vore. However, the €xact mechanism for
electing directors differs across companies. The most important difference s whether shares
must be voted cumulatively or voted straigh

ht.
To illustrate the two different voling procedures, imagine that a corporation has two share-
holders: Smith with 20 shares and Jones with 80 shares. Both want to be a director. Jones does
not want Smith, however. We assume that there are a total of four directors to be elected

The effect of cumulative voting is to permit minority participation
ing is permitted. the total number of v

sumes that share-

€re are exceptions
ne share/iolder, one
mocracy. With cor-

" If cumulative vot-
at each shareholder may cast is determined

votes th
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T— vote). Corporate democracy is thus very different from our political democracy. With cor-
- = porate democracy, the “golden rule” prevails absolutely.
Directors are elected at an annual shareholders’ meeting by a vote of the hold:
B majority of shares who are present and entitled to vote. H. , the exact h
clecting directors differs across companies. The most important difference is whether shares
must be voted cumulatively or voted straight.
To illustrate the two different voting procedures, imagine that a corporation has two share-
holders: Smith with 20 shares and Jones with 80 shares. Both want to be a director. Jones does S
not want Smith, however. We assume that there are a total of four directors to be elected. G&A
cumulative voting The effect of cumulative voting is to permit minority participation.’ If cumulative vot-
A procedure in which a ing is permitted, the total number of votes that each shareholder may cast is determined
sharsholder may castall || ey Tpig o usually calculated as the number of shares (owned or controlled) multiplied by |

votes for one member of 4
the board of directors, the nu{nbcr of dlre‘ctors to be elec;cd. i |
With ive voting, the d are elected all at once. In our example, this means {

that the top four vote-getters will be the new directors. Individual shareholders can distrib-
ute votes however they wish.

Will Smith get a seat on the board? If we ignore the possibility of a five-way tie, then the
answer is yes. Smith will cast 20 x 4 = 80 votes, and Jones will cast 80 x 4 = 320 votes. If
Smith gives all his votes to himself, he is assured of a directorship. The reason is that Jones
can't divide 320 votes among four candidates in such a way as to give all of them more than
80 votes, so Smith will finish fourth at worst.

In general, if there are V directors up for election, then 1/(N + 1) percent of the stock
plus one share will guarantee you a seat. In our current example, thisis 1/(4 + 1) = .20, or
20 percent (plus one share). So, the more seats that are up for clection at one time, the
easier (and cheaper) it is to win one.

With straight voting the directors are elected one at a time. Each time, Smith can cast

ers of a
ism for

straight voting

A procedure in which a 20 votes and Jones can cast 80. As a consequence, Jones will elect all of the candidates. The
h I . 2

shareholder may cast a only way to guarantee a seat is to own 50 percent plus one share. This also guarantees that

you will win every seat, so it's really all or nothing.

votes for each member of
the board of directors.
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Buying the Election

E} Stock in JRJ Corporation sells for $20 per share and features cumulative voting. There are 10,000
shares outstanding. If three directors are up for election, how much does it cost to ensure yourself

a seat on the board?
The question here is how many shares of stock it will take to get a seat. The answer is 2,501,
s0 the cost Is 2,501 x $20 = $50,020. Why 2,501? Because there Is no way the remaining 7,499
votes can be divided among three people to give all of them more than 2,501 votes. For example,
suppose two people receive 2,502 votes and the first two seats. A third person can receive at most
10,000 — 2,502 — 2,502 ~ 2,501 = 2,495, so the third seat is yours. Verify that we arrived at 2,501 ——

using the formula described earlier.

W R e S }
|

As we've illustrated, straight voting can “freeze out” minority shareholders; that is the
reason many states have mandatory cumulative voting. In states where cumulative voting is
mandatory, devices have been worked out to minimize its impact.

Many companies have staggered elections for directors. With staggered elections, only
a fraction of the directorships are up for election at a particular time. Thus, if only two
directors are up for election at any one time, it will take 1/(2 + 1) = .3333, or 33.33 per-
cent of the stock plus one share to guarantee a seat. Staggered boards are often called
cli ed” boards because directors are placed into different classes with terms that ex-
pire at different times. In recent years, corporations have come under pressure to “declas-
sify” their boards, meaning that all directors would stand for election every year, and many

have done so.
Overall, staggering has two basic effects:

1. Staggering makes it more difficult for a minority shareholder to elect a director
when there is cumulative voting because there are fewer directors to be elected at
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pire at different times. In recent years, corporations have come under pressure to “declas-
sify” their boards, meaning that all directors would stand for election every year, and many
have done so.

E Overall, staggering has two basic effects:

1. Staggering makes it more difficult for a minority shareholder to elect a di
when there is cumulative voting because there are fewer directors to be elected at
one time.

2. Staggering makes takeover attempts less likely to be successful because it makes it
more difficult to vote in a majority of new directors.

We should note that staggering may serve a beneficial purpose. It provides “institu-
tional memory,” that is, continuity on the board of directors. This may be important for
corporations with significant long-range plans and projects.

Proxy Voting A proxy is the grant of authority by a shareholder to someone else to proxy
vote that sharcholder’s shares. For convenience, much of the voting in large public corpora- A grant of authority by a

tions is actually done by proxy. Sharl:holder allowimg
As we have seen, with straight voting, each share of stock has one vote. The owner of :?:ori'e':‘g;::’:: 80 v
10,000 shares has 10,000 votes. Large ies have hundreds of th ds or even mil-

lions of shareholders. Shareholders can come to the annual meeting and vote in person, or
they can transfer their right to vote to another party.

Obviously, management always tries to get as many proxies as possible transferred to it.
However, if shareholders are not satisfied with management, an “outside”™ group of share-
holders can try to obtain votes via proxy. They can vote by Proxy in an attempt to replace
management by electing enough directors. The resulting battle is called a proxy fight.

Classes of Stock Some firms have more than one class of common stock. Often, the
classes are created with unequal voting rights. The Ford Motor Comp.

any, for example, has
Class B common stock. which is not publicly traded (it is held by Ford family interests and
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corporation is directly
of a share of common tlsche ﬁkjfz‘: :o ote for directors sharehold-

er Rights The value 1
gt t:l'e gen:g&l rights of shareholders. In addition to
ers usually have the following rights:
in dividends paid. .
1. The right to share proportionally bt 4
2. The right to share proportionally in assets remaining after liabili paid
a liquidation. i iRy
3. The right to vote on stockholder matters ofgrept mww, such as a merger. Voling
is usually done at the annual meeting or a special meeting.
In addition, shareholders sometimes have the right to share proportionally in any new stock
is is called the preemptive right.
o ety presmtive eans that a company that wishes to sell stock must first
The purpose is to

Essentially, a preemptive right m ;
offer it to the existing stockholders before offering it to the genenfl public. rpos
give stockholders the opportunity to protect their proportionate ownership in the

corporation.

Dividends A distinctive feature of corporations is that they have shares of stock on
which they are authorized by law to pay dividends to their shareholders. Dividends paid to

dividend
Payments by a shareholders represent a return on the capital directly or indirectly contributed to the cor-
corporation to ati ivi i< ¢ 1 i
eyl g'orauon by the sharcholders. The payment of dividends is at the discretion of the board of
either cash or stock. irectors. i

Some important characteristics of dividends include the following:

1 {Jn{gss a dividend is declared by the board of directors of a corporation, it is not a
liability of the corporation. A corporation cannot default on an undeclared dividend.
:sd' cm;se;:ence. carporations cannot become bankrupt because of nonpayment of:

ividends. The amount of the dividend and even wh it i i
) ! H ether it is pa isi
on the business iudement of the board of directors I e deitionl B
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o= 2. The payment of dividends by the corporation is not a business expense. Dividends are
not deductible for corporate tax purposes. In short, dividends are paid out of the
corporation’s aftertax profits.

Er 3. Dividend: ived by individual shareholders are taxable. In 2018, the tax rate was
15 to 20 percent. However, corporations that own stock in other corporations are
permitted to exclude 50 percent of the dividend amounts they receive and are taxed
on only the remaining 50 percent (the 50 percent exclusion was reduced from 70
percent by the Tax Cuts and Jobs Act of 2017).4

Preferred Stock Features

Preferred stock differs from stock b it has prefe over stock in preler_red .!lock
the payment of dividends and in the distribution of corporation assets in the event of liqui- 5:“":“”:": ‘:':::r':;n
dation. Preference means only that the holders of the preferred shares must receive a divi- Priority ove

. 7 % stock, normally with a
dend (in the case of an ongoing firm) before holders of common shares are entitled 10 fiyed dividend rate,
anything.

sometimes without voting &
Preferred stock is a form of equity from a legal and tax standpoint. It is important to  rights.
note, however, that holders of preferred stock sometimes have no voting privileges.

Stated Value Preferred shares have a stated liquidating value, usually $100 per share.
The cash dividend is described in terms of dollars per share. For example, General Motors
“$5 preferred” easily translates into a dividend yield of 5 percent of stated value.

Cumulative and Noncumulative Dividends A preferred dividend is not like in-
terest on a bond. The board of directors may decide not to pay the dividends on preferred
shares, and their decision may have nothing to do with the current net income of the
corporation,

Dividends payable on preferred stock are cither cumulative or noncumulative; most are
cumulative. If preferred dividends are cumulative and are not paid in 4 particular year, they

o ECB)
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Preterred stock is a torm of equity from a legal and tax standpoint. It is important to  rights.
= note, however, that holders of preferred stock sometimes have no voting privileges.
Stated Value Preferred shares have a stated liquidating value, usually $100 per share. Iﬁﬁ
@ The cash dividend is described in terms of dollars per share. For example, General Motors olutions,
“$5 preferred” easily translates into a dividend yield of 5 percent of stated value.
Cumulative and Noncumulative Dividends A preferred dividend is not like in- %
terest on a bond. The board of directors may decide not to pay the dividends on preferred
shares, and their decision may have nothing to do with the current net income of the Q&A

corporation.

Dividends payable on preferred stock are either cumulative or noncumulative; most are
cumulative, If preferred dividends are cumulative and are not paid in a particular year, they
will be carried forward as an arrearage. Usually, both the accumulated (past) preferred divi-
dends and the current preferred dividends must be paid before the common shareholders
can receive anything,

Unpaid preferred dividends are not debts of the firm. Directors clected by the common
shareholders can defer preferred dividends indefinitely. However. in such cases, common
shareholders also must forgo dividends. Tn addition, holders of preferred shares are often
granted voting and other rights if preferred dividends have not been paid for some time. For
example, at one point, US Airways had failed to pay dividends on one of its preferred stock
issues for six quarters. As a consequence, the holders of the shares were allowed to nomi-
nate two people 1o represent their interests on the airline’s board. Because preferred stock-
holders receive no interest on the accumulated dividends, some have argued that firms have
an incentive to delay paying preferred dividends, but, as we have seen, this may mean sh.
ing control with preferred stockholders.

ar-

Is Preferred Stock Really Debt?
really debt in disguise,

A good case can be made that preferred stock is
a kind of equity bond. Preferred shareholders are only entitled to re-
ceive a stated dividend, and, if the corporation is liquid:

ated, preferred shareholders are only
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ratings much like tho
; se of bonds. Furthermore

: , preft i i ;
into ;::T;?:'] stock, and preferred stocks are oﬂerf, cal‘l"anb?g stock is sometimes convertible

ition, i / :
sinking funds, Th :el:}z:m years, many new issues of preferred stock have had obligato.
cause it means that th ence of such a sinking fund cffectively creates a final maturity b:;-y
i lmeﬁ;l;t;reb:ss;e ultimately will be retired. For these reasons, preferred
\ ebt. How i :

ke ctian sthick dividends. ever, for tax purposes, preferred dividends are treated

CONCEPT QUESTIONS

7.2a  What is a proxy?
7.2b  What rights do stockholders have?

7.2c  Why is preferred stock called preferred?

2] THE STOCK MARKETS
Back in Chapter 1, we very briefly mentioned that shares of stock are bought and sold on

'\V Excel
AN Master

coverage online

primary market

The market in which new
securities are originally
sold to investors.

secondary market
The market in which
previously issued
securities are traded

various stock exchanges, the two most important of which are the New York Stock Ex-
change and the NASDAQ. From our earlier discussion, recall that the stock market consists
of a primary market and a secondary market. In the primary, or new-issue, market, shares
of stock are first brought to the market and sold to investors. In the secondary market, exist-

ing shares are traded among investors.

In the primary market. companies sell securities (0 raise money. We will discuss this
process in detail in a later chapter. We therefore focus mainly on secondary market activity
in this section. We conclude with a discussion of how stock prices are quoted in the finan-

cial press.

e —
ed value of their preferred shares. Often, preferred stocks carry credit
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ous stock exchanges, the two most important of which are the New York Stock Ex-

coverage online
change and the NASDAQ. From our earlier discussion, recall that the stock market consists
rket. In the primary, or new-issue, market, shares

il Bl o s
in new
ooty .of stock are first brought to the market and sold to investors. In the secondary market, exist-
ML et ing shares are traded among investors. '

In the primary market, companies sell securities to raise money. We will discuss this

@@ﬁss

secondary market : L
pmcm in fieml in a later chapter. We therefore focus mainly on secondary market activity
in this section. We conclude with a discussion of how stock prices are quoted in the finan-

The market in which
previously issued
securities are traded cial press.
among investors.
Dealers and Brokers
nvolve dealers and brokers, it is important to under-
ins an inventory | 11‘

Because most securities transactions i
dealer stand exactly what is meant by the terms dealer and broker. A dealer mainta
and stands ready to buy and sell at any time. In contrast, a broker brings buyers and sellers
when we speak of used car dealers and y
|

An agent who buys and
I,;sg;w“;;f‘"mes rom together but does not maintain an inventory. Thus,
real estate brokers, we recognize that the used car dealer maintains an inventory, whereas
bookesy the real estate broker does not.

An agent who arranges ] il | s
security transactions In the securities markets, dealer stands ready to buy securities from investors wishing
among investors. to sell them and sell securities to investors wishing to buy them. Recall from our previous

chapter that the price the dealer is willing to pay is called the bid price. The price at which
he ask price (sometimes called the asked, offered, or offering
the spread, and it is the basic

the dealer will sell is called t
price). The difference between t
stock markets. For example, your

source of dealer profits.
Dealers exist in all areas of the economy, not just the

Jocal college bookstore is probably both a primary and a secondary market textbook dealer.
If you buy a new book, this is a primary market transaction.
secondary market (ransaction, and you pay the store’s ask price. If you sell t
you receive the store’s bid price, often half of the ask price. The bookstore's spread is the
220 of689 \%

——

he bid and ask prices is called

If you buy a used book, this is a
he book back,
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ions between investors, mawhi{la inves-
to sell securities- The distinctive char-

securities broker arranges transact
r sell securities for their own accounts.

with investors wishing
that they do not buy o

Er Facilitating trades by others is their business.

Organization of the NYSE
h , or NYSE, pularly known as th
il I o i the turn of the twentieth

in 1792. It has occupied its current location on Wall Street since A
rms of dollar volume of activity and the total value of shares listed,

century. Measured in te
it is the largest stock market in the world.

e Big Board, was founded

Members Historically, the NYSE had 1,366 exchange members. Prior to 2006, the
exchange members were said to own “seats” on the exchange, and, collectively, the mem-
bers of the exchange were also the owners. For this and other reasons, seats were valuable
and were bought and sold fairly regularly. Seat prices reached a record $4 million

in 2005.
In 2006, all of this changed when the NYSE became a publicly owned corporation

called NYSE Group, Inc. Naturally, its stock is liste
chasing seats, exchange members must purchase trading licenses, the num

license entitles you to buy and sell secur
bers play different roles in this regard.

Qn VApril 4, 2907, the NYSE grew even larger when it merged with Euronext to form
NYS}; !:umncxt. Euronext was a stock exchange in Amsterdam, with subsidiaries in Bel-
gium, France, l"url_ugnl. and the United Kingdom. With the merger, NYSE Euronext b
came the world’s “first global exchange.” Further expansion occurred in 2008 when I;IYSE
13, the acquisi-

[l:uron‘gxlt merged with the American Stock Exchange. Then, in November 20

Iﬁ Type here to search

d on the NYSE. Now, instead of pur-
ha 1 ber of which is
limited to 1,366. In 2018, a license would set you back a cool $50,000—per year. Having a
ities on the floor of the exchange. Different mem-

member

As of 2006, a member is
the owner of a trading
license on the NYSE.
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bers play different roles in this regard.

On April 4, 2007, the NYSE grew even larger when it merged with Euronext to form
NYSE Euronext. Euronext was a stock exchange in Amsterdam, with subsidiaries in Bel-
gium, France, Portugal, and the United Kingdom. With the merger, NYSE Euronext be-
came the world’s “first global exch ge.” Further expansion occurred in 2008 when NYSE
Euronext merged with the American Stock Exchange. Then, in November 2013, the acquisi-
tion of the NYSE by the Intercontinental Exchange (ICE) was completed. ICE, which was
founded in May 2000, was originally a commodities exchange, but its rapid growth gave it
the necessary $8.2 billion to acquire the NYSE,

As we briefly describe how the NYSE operates, keep in mind that other markets owned
by NYSE Euronext and ICE may function differently, What makes the NYSE somewhat
unique is that it is a hvbrid marker, In a hybrid market, trading takes place both electroni-
cally and face-to-face.

With electronic trading, orders to buy and orders to sell are submitted to the
exchange. Orders are compared by a computer and whenever there is a match, the orders
are executed with no human intervention. Most trades on the NYSE occur this way. For
orders that are not handled clectronically, the NYSE relies on its license holders. There
are three different types of license holders, designated market makers (DMMs),

floor brokers, and supplemental liquidity providers (SLPs), and we now discuss the role
played by ecach.

The DMMs, formerly known as “specialists.” act as dealers in particular stocks. Typi-
cally, each stock on the NYSE is assigned 1o a single DMM. As a dealer, 1 DMM maintains
a twossided market. meaning that the DMM continually posts and updates bid and ask

prices. By dong so. the DMM ensures that there is always a buyer or seller available, thereby
promoting market liquidity,

I'he job of a Moor broker is 10 execute trades for customers with an emphasis on getling
the best price possible. Floor brokers are generally emplovees of large brokerage firms such
as Merrill Lynch. the wealth management division of Bank of America I'he interaction

designated market
makers (DMMs)
NYSE members who act
as dealers in particular
stocks. Formerly known
as “specialists.”

floor brokers

NYSE members who
execute customer buy and
sell orders,

supplemental
liquidity providers
(SLPs)

Investment firms that are
actve participants in
stocks assigned to therr
Their job is to make a one
sided market (i.e., offe
1o either buy

g
T sell) They
trade purely for their own
3 .
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order flow

The flow of customer
orders to buy and sell
securities.

between floor brokers and DMMs is the key to nonelectronic trading on the NYSE. We
discuss this interaction in detail in just a moment.

The SLPs are essentially investment firms that agree to be active participants in stocks
assigned to them. Their job is to regularly make a one-sided market (i.e., offering to either
buy or sell). They trade purely for their own accounts (using their own money), so they do
not represent customers. They are given a small rebate on their buys and sells, thereby en-
couraging them to be more aggressive. The NYSE’s goal is to generate as much liquidity as
possible, which makes it easier for ordinary investors to quickly buy and sell at prevailing
prices. Unlike DMMs and floor brokers, SLPs do not operate on the floor of the stock
exchange.

In recent years, floor brokers have become less important on the exchange floor be-
cause of the efficient Pillar system, which allows orders to be transmitted electronically di-
rectly to the DMM. Additionally, the NYSE has an electronic platform called Arca, which

for a ial p of all trading on the NYSE, particularly for smaller
orders. The average time for a trade on the NYSE Arca is less than 1 second.

Finally, a small number of NYSE members are floor traders who independently trade
raders try to anticipate temporary price fluctuations and
d selling high. In recent decades, the number of floor
suggesting that it has become increasingly difficult to

"

for their own accounts. Floor t
profit from them by buying low an
traders has declined substantially,
profit from short-term trading on the exchange floor.

e a basic idea of how the NYSE is organized and who the
question of how trading actually takes place. Fundamen-
attract and process order flow. The term order flow
means the flow of customer orders to buy and sell stocks. The customers of the NYSE are
the millions of individual investors and tens of thousands of institutional investors who
place their orders to buy and sell shares in NYSE-listed companies. The NYSE has been
quite successful in attracting order flow. Currently, it is common for more than one billion

Operations Now that we hav
major players are, we turn to the
tally, the business of the NYSE is to
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operations Now that we have a basic ided of how the NYSE is O l ed anui :;l:; :zf
(major players ar¢: we turn to the question of how tak;;’ p ﬂwm et
order flow tally, the pusiness of the NYSE is 10 attract and process © er flow. 1h¢ flft‘; b
The flow of customer means the 110% of customer orders to buy and sell stocks: The ¢ _om'crs of the i
orders 10 buy and sel (he millions of individual investors and tens of (housands of m:mtuuonal investors
e place their orders to buy and sell shares in N ySE-listed companies. Th¢ E bas.bfen
quite successful in attracting order flow. Currently, it is common for more than oné billion
shares to change hands in d single day.
Floor Activity It is quite likely that you have seen footage of the NYSE trading floor
have visited the NYSE and viewed exchange floor activity from
a big room,

on television, 0F you may
the visitors’ gallery (it’s worth the trip)-

about the size ofa basketball gym. 1
There are 2 couple of other, smaller rooms that you
e” because t

called “the Garag

one of which is

normally don 't see,
taken over for

pat is literally what it was pefore it was
ave multiple

jons. These stations B
rate behind

trading.
On the floor of the exchange are 2 number of stall
counters with numerous terminal screens above and on the sides. People ope
and in front of the counters in relatively stationary positions.
Other people move around on the exchange floor. In all, you may pe reminded of
worker ants moving around an ant colony. It is natural to wonder: What are all those people
doing down there (a y wearing funny-looking coats)?
look at what goes o1 Each

nd why are so mal,
As an overview of exchange floor activity, here is a quick
in front of their posis to

DMM’s post of the counters is 4 DMM’s post. DMMs normally operale
Ex;%/;/;;é;oz/gg il _mun/for and manage (rading in the stocks assigned (0 them. Clerical employees working
for the DMMSs operate behind the counter. Moving from the many workst‘;tionc lining
the exchange floor and back again are swarms of floor

DM operales, /i
the walls of the exchange out L0
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brokers, receiving customer orders, walking out to DMMs’ posts where the orders can
be executed, and returning to confirm order executions and receive new customer
orders.

To better understand activity on the NYSE trading floor,
broker. Your clerk has just handed you an order to sell 2,000 s
tomer of the brokerage company that employs you. The custo;

the best possible price as soon as possible. You immedi:
exchange rules) to the DMM®

imagine yourself as a floor
hares of Walmart for a cus-
mer wants to sell the stock at

ately walk (running violates
s post where Walmart stock is traded.

As you approach the DMM’s post where Walmart is traded, you check the terminal

screen for information on the current market price. The screen reveals that the last executed
trade was at $25.63 and that the DMM is bidd

ing $25.50 per share. You could immediately
sell to the DMM at $25.50, but that would be too easy.

Instead, as the customer’s representative, you are obligated to get the best possible

price. It is your job to “work” the order, and your job depends on providing satisfactory or-
der execution service. So, you look around for another broker who represents a customer
who wants to buy Walmart stock. Luckily, you quickly find another broker at the DMM’s
post with an order to buy 2,000 shares. Noticing that the dealer is asking $25.76 per share,
you both agree to execute your orders with each other at a price of $25.63. This price is
halfway between the DMM's bid and ask prices, and it saves each of your customers $.13 x
2,000 = $260 as compared to dealing at the posted prices.
For a very actively traded stock, there may be many buyers
DMM’s post. and most of the trading will be done directly betwee
trading in the “crowd.” In such cases, the DMM’s responsibility is
make sure that all buyers and sellers receive a fair price. In
tially functions as a referee.

and sellers around the
n brokers. This is called
to maintain order and to
other words, the DMM essen-

More often. however, there will be no crowd at the DMM's post. Going back to our
Walmart example. suppose you are unable 10 quickly find another broker with an order to
buy 2,000 shares. Because you have an order to sell immediately. you
hut ta cell ta the MM at the hid nrics of §25 80 In thic cace

may have no choice
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Take a virtual field trip to
the New York Stock
Exchange at
www.nyse.com.
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2,000 = $260 as compared to dealing at the posted prices.

For a very actively traded stock, there may be many buyers and sellers around the
DMM’s post, and most of the trading will be done directly between brokers. This is called
trading in the “crowd.” In such cases, the DMM’s responsibility is to maintain order and to
make sure that all buyers and sellers receive a fair price. In other words, the DMM essen-
tially functions as a referee.

More often, however, there will be no crowd at the DMM's post. Going back to our
Walmart example, suppose you are unable to quickly find another broker with an order to
buy 2,000 shares. Because you have an order to sell immediately, you may have no choice
but to sell to the DMM at the bid price of $25.50. In this case, the need to execute an order

quickly takes priority, and the DMM provides the liquidity

y to allow i di
order execution.

Finally, note that colored coats are worn by many of the people on the floor of the ex-
change. The color of the coat indicates the person’s job or position. Clerks, runners, visi-
tors, exchange officials. and so on wear particular colors to identify themselves. Also, things

can get a little hectic on a busy day, with the result that good clothing doesn't last long; the
cheap coats offer some protection.

NASDAQ Operations

In terms of the number of companies listed and, on many days, the number of shares traded,
the NASDAQ (say “Naz-dak™) is even bigger than the NYSE. As we mentioned in Chapter
1, the somewhat odd name is derived from the acronym NASDAQ, which stood for National
Association of Securities Dealers Automated Quotations system; but NASDAQ is now a
name in its own right.

Introduced in 1971, the NASDAQ market is a computer network of securitie
who disseminate timely security price quotes to NASDAQ subscribers. These de
market makers for securities listed on the NASDAQ. As market makers, NASD,
post bid and asked prices at which they accept sell and buy orders,

s dealers
alers act as
AQ dealers
respectively. With each
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NASDAQ
lwww.nasdaq.com) hasa

great website; check it
out!

inside quotes

The highest bid quotes
and the lowest ask
guotes for a security.

About 3,400 companies are listed on the NASDAQ
a d(?zen market makers for each security. Traditionally,
panies were listed on the NASDAQ, and there was a t.e
from lhc' NASDAQ to the NYSE once they became larg
;:qo’;nsr;;xl(;s such as Amazon, Microsoft, and Intel

The NASDAQ network operates with three levels of information access. Level 1 is de-
signed to provide a timely, accurate source of price quotations. These prices are freely avail-
able over the Internet.

Level 2 allows users to view price quotes from all NASDAQ market makers. In
particular, this level allows access to inside quotes. Inside quotes are the highest bid
quotes and the lowest asked quotes for a NASDAQ-listed security. Level 2 is now avail-
able on the web, sometimes for a small fee. Level 3 is for the use of market makers
only. This access level allows NASDAQ dealers to enter or change their price quote
information.

The NASDAQ is actually
Select Market. the NASDAQ Global M .
market for NASDAQs larger and more active

system, with an average of about
shares of stock in smaller com-
ndency for companies to move
¢ enough. Today, however, giant
have chosen to remain on the

made up of three separate markets: the NASDAQ Global
arket, and the NASDAQ Capital Market. As the
Iv traded securities. the Cilohal Select Market
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inside

The highest bid quotes
and the lowest ask
quotes for a security.

I electronic
communications
networks (ECNs)
Websites that allow
Investors to trade directly
with one another.

The NASDAQ network operates with three levels of information access. Level 1 is de-
signed to provide a timely, accurate source of price quotations. These prices are freely avail-
able over the Internet.

Level 2 allows users to view price quotes from all NASDAQ market n}akers‘ l_n
particular, this level allows access to inside quotes. Inside quotes are t.he. highest bl'd
quotes and the lowest asked quotes for a NASDAQ-listed security. Level 2 is now avail-
able on the web, sometimes for a small fee. Level 3 is for the use of market makers
only. This access level allows NASDAQ dealers to enter or change their price quote
information.

The NASDAQ is actually made up of three separate markets: the NASDAQ Global
Select Market, the NASDAQ Global Market, and the NASDAQ Capital Market. As the
market for NASDAQ's larger and more actively traded securities, the Global Select Market
lists about 1,600 companies (as of 2018), including some of the best-known companies in
the world, such as Microsoft and Intel. The Global Market companies are somewhat smaller
in size, and NASDAQ lists about 860 of these companies. Finally, the smallest companies
listed on NASDAQ are in the NASDAQ Capital Market; about 940 are currently listed. Of

course, as Capital Market companies become more established, they may move up to the
Global Market or Global Select Market.

ECNs In a very important development in the late 1990s, the NASDAQ system was

opened to so-called electronic communications networks (ECNs). ECNs are basically web-
sites that allow investors to trade directly with one another. Investor buy and sell orders
placed on ECNs are transmitted to the NASDAQ and displayed along with market maker
bid and ask prices. Thus, the ECNs open up the NASDAQ by essentially allowing individual
investors, not just market makers, to enter orders. As a result, the ECNs
quidity and competition. Our nearby Work the We
CBOE Global Markets (markets.cboe.com /us /equities), and contains important informa-
tion about ECN “order books.” Be sure to read it.

act to increase i
b box describes one ECN, the

P 1\““%




FINANCE MATTERS

The Wild, Wild West of Stock Trading

here do companies go when they can't (or don't want
to) meet the listing requirements of the larger stock
markets? Two options are the Over-the-Counter Bulletin
Board (OTCBB) and the OTC Markets, formerly Pink Sheets.
These two electronic markets are part of the Wild, Wild West
of stock trading. The somewhat odd names have simple ex-
planations. The OTCBB began as an electronic bulletin board
that was created to facilitate OTC trading in nonlisted stocks.
The name “Pink Sheets” reflects the fact that, at one time,
prices for such stocks were quoted on pink sheets of paper.
The well-known markets such as the NASDAQ and the
NYSE have relatively strict listing requirements. If a company
falls to meet these requirements, it can be delisted. The
OTCBB and the Pink Sheets, on the other hand, have no list-
ing requirements. The OTCBB does require that companies
file financial statements with the SEC (or other relevant
agency), but the Pink Sheets does not.

Most Actives

Losers

Symbo

Type here to search

Stocks traded on these markets often have very low
prices and are frequently referred to as “penny stocks,” “mi-
crocaps,” or even “nanocaps.” Relatively few brokers do any
research on these companies, so information is often spread
through word of mouth or the internet, not the most reliable
of sources. In fact, for many stocks, these markets often look
like big electronic rumor mills and gossip factories. To get a
feel for what trading looks like, we captured a typical screen
from the OTCBB website (finra-markets.morningstar.com/
MarketData/EquityOptions/default jsp).

First, let's look at the returns. Intelligent Highway So-
lutions, Inc. (IHSI), had a return on this day of 100 percent!
Of course, the gain occurred because the stock price
jumped by $.0001. The stock price of Sky440, Inc. (SKYF),
fell about 43 percent, as its price dropped by $.0003.
Stocks on the OTCBB tend to have large trading volumes
when they do trade, but the dollar amount is quite a bit
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lower than seen on the larger exchanges. For example,
by the end of this same trading day, Advance Micro De-
vices (AMD) was the most active stock on the NYSE, with
about 94 million shares changing hands. Sky440 (SKYF)
traded about 632 million shares. However, the total dollar
volume for the day was a whopping $340,000 or so. \n
contrast, about $1.48 billion worth of AMD stock was
traded.

The OTC Markets (www.otcmark
traded company. To be listed on the

ets.com) is a publicly
pany just has to find a market maker

OTC Markets, a com-

T—C)

‘

financial statements according 1o GAAP, a requirement for
listing on U S. stock exchanges. There are many companies

that were formerly listed on blgger stock markets that were
elther delisted Involuntarily or chose 1o “qa dark”

for various
reasons, including, as we discussed in Chapter |, the costs
associated with Sarbox compliance.
All in al\, the OTCBR and OTC Markets can be prety
Wwild places to trade. Low stock prices allow huge percent-




cHAPTER 7  Equity Markets and Stock Valuation

Stock Market Reporting
Like so many c.o(her thi'ngs, stock price reporting has largely migrated to the web. You can
get 1.1p-to-the-mmutc prices on stocks from many online servers, along with plenty of infor-
mation about a stock. The following is a stock quote from finance.yahoo.com for famed

motorcycle manufacturer Harley-Davidson (HOG) from June 21, 2018.

Harley-Davidson, Inc. (HOG) ¥ Add to walchiist
NYSE - Nasdaq Resl Time Price. Currency i USD

45.61 007 co15%)  (EEEN RN

As of 247PM EDT Market open
Y Chart K w  Gtatestics  Profile  Fmnancials Options ~ Holders  Mistoncal Dats  Analysis  Sestmnabrity @I
e——
Previous Close 4568  Market Cap 1.5188 0 SD M 6M YTD 1Y 5Y Max o Full screen
50
Open 4546 Beta 0.62
Bed 4557 x 1200 PE Ratio (TTM) 15.21
Ask 4558 x 900 EPS (TTW) 299
4
Day's Range 45.10 4584  Eamings Date bR
a

¥ orward Dmdend
52 Week Range 39345695 gy, ‘;; 148 (3.22%)

1,326,553 Ex-Drdend Date 20180530

Vulumne
Ay Mohame 2460600 1y Taget Est 8N

Source: finance.yahoo.com, 2018
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You can get real-time

dontbﬂ!pﬁoe.thesmm sukwmgsanlhemb-

Source: finance.yahoo.com, 2018

Base
upper | wehaveareeemmdepdceofﬂiﬂ. . pric 8
In the eﬂ-me day, or .15 percent. In the box below, more mfmw is m;’:iv“"‘o‘”d' f‘c:;' st
ice from the previous trading day. pen s,

fallen by $.07 during R
Close” is the clos 4 ’ o
ighpricetbrthisdxysol‘nnshmvnm Daysﬁge, wn's

example, the “Previous o The
e first price of the current day. The f
35,34, :; the low price was $45.10. About 1.33 million shares of I‘-b_ldey-DaVan i s
relative to an average volume over the last three months of 2.16 million sham_s. As always,
bid and ask are the highest price someone was willing to pay and the lmv_cs_t price someone was
willing to take. For example, 45.57 x 1,200 tells you that someone was willing to pay 545.57‘ for
1,200 shares. The “x " is read as “by.” You also can see the number of shares at the ask price.
The “52 Week Range” gives the highest and lowest stock prices over the past 52 weeks.

And there is even more information in the quote. “Beta” is an important number. We
will have lots more to say about it in a later chapter. Harley-Davidson, like most dividend-
paying companies, actually pays dividends quarterly. However. the dividend shown of $1.48
is the expected dividend for the coming year. The dividend yield is the annual dividend di-
vided by the stock price. Harley-Davidson’s EPS for the past year was $2.99. The PE ratio
shown is calculated using the current stock price divided by the last 12 months’ earnings. The
“ly Target Est” is the projected price next year based on analysts’ estimates. Finally, we are
shown the “Market Cap” (market capitalization, or total value of Harley-Davidson's stock).

CONCEPT QUESTIONS

What is the difference between a securities broker and a securities dealer?

7.3a
7.3b  Which is bigger, the bid price or the ask price? Why?
What are the three types of license holders of the New York Stock Exchange, or NYSE?

7.3c
7.3d

How does NASDAQ differ from the NYSE?

L Type here to search




228 PART 4 Valuing Stocks and Bonds

SUMMARY AND CONCLUSIONS
This chapter has covered the basics of stocks and stock valuation. The key points include:

1. The cash flows from owning a share of stock come in the form of future dividends.
We saw that in certain special cases it is possible to calculate the present value of all
the future dividends and thus come up with a value for the stock.

2. As the owner of shares of common stock in a corporation, you have various rights,
including the right to vote to elect corporate directors. Voting in corporate elections
can be either cumulative or straight. Most voting actually is done by proxy, and a
proxy battle breaks out when competing sides try to gain enough votes to have their
candidates for the board elected.

3. In addition to common stock, some corporations have issued preferred stock. The

name stems from the fact that preferred stockholders must be paid first, before

common stockholders can receive anything. Preferred stock has a fixed dividend.

The two biggest stock markets in the United States are the NYSE and the NASDAQ.

We discussed the organization and operation of these two markets, and we saw how

stock price information is reported.

of our book. By now, you should have a good grasp of
1so should be familiar with how to calculate present
¢. we cover capital budgeting decisions. As you
asis for our approach to

This chapter completes Part Four
what we mean by present value. You al
values, loan payments, and so on. In Part Fiv
will see, the techniques you have learned in Chapters 4-7 form the b

evaluating business investment decisions.
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