Notes to Chapter 11
Corporate Stocks

Equity securities represent an ownership interest in a corporation. The two types of equity securities are common stocks and preferred stocks. Typically, preferred stockholders are entitled to a fixed dividend that they receive before common stockholders may receive dividends.

Common stocks represent a residual claim against the companies net worth based on the market value. However upon bankruptcy of a corporation it has the lowest priority to get any part of the investment back.

· Proxy Right—Class A common stocks has voting rights, Class B common stocks holders have claim on earnings but no voting power. However most publicly held stocks have no classification on their common stock and only private corporations have such classification.

· Approved Stocks

· Issued Stocks

· Treasury Stocks

· Outstanding Stocks

Preferred stocks are senior corporate securities due to their priority on receiving dividends. Cumulative preferred stocks accrues any unpaid dividends as current liabilities. However if a dividend payment is missed and the security holder must forgo the payment, the preferred stock is said to be non-cumulative preferred stock. Dividend payment to preferred stocks is considered as distribution of earnings and not a tax-deductible expense. There are participating preferred stocks that allow stockholders to receive payment from residual value of corporation. Almost all preferred stock come with a sinking fund provision, and some are convertible to common stocks. Preferred stocks may be issued with no maturity date and are perpetual preferred stocks. Some preferred stocks have call privilege that allows the corporation to buy them back at a specific pre-determined value. Variable preferred stocks carries a floating dividend rate and they are also called adjustable rate preferred stocks. 

Value of a stock is equal to the present value of summation of all dividends it receives through out its life, discounted based on a default free rate of interest plus a premium based on the equity risk. The value of stocks is sensitive toward both inflation rate and the interest rate.  

Secondary Market trading in common stock occurs in two different ways. The first is organized exchanges that are specific geographical locations called trading floors, where buyers and sellers physically meet. They exchange through an auction mechanism. The second one is via over-the-counter (OTC) trading, which results from geographically disbursed traders or market makers linked to one another via telecommunication systems and require no trading floor. This mechanism is called negotiated system.  

Organized Markets:

· New York Stock Exchange (NYSE), “Big Board”, was formed in 1792; members trade stocks in a centralized continuous auction market at a designated location on the trading floor, called a trading post. A single specialist is the market maker for each stock.  The specialist act as dealers, trading for themselves, as agents, buy and sell on behalf of brokers, as catalysts, bringing buyers and sellers together, and as auctioneers, quoting current bid-ask prices to reflect total demand and supply of a particular stock.  The largest membership category on the NYSE is that of commission broker who is an employee of one of nearly 500 security houses or known as stockbrokers. Registered traders are individual members who buy and sell for their own account. 

· American Stock Exchange (AMEX or ASE), “Curb”

· Chicago Board of Trade (CBOT), trades stock futures and options 

· Other trading floors

Over-The-Counter Trading

The major OTC market in U.S. is the National Association of Securities Dealers Automated Quotation System (Nasdaq), owned and operated by the National Association of Securities Dealers (NASD). The NASD is a self-regulated organization that bought American Stock Exchange in 1998 to create the Nasdaq-AMEX Market Group. Nasdaq stock market has two broad tiers of securities, The Nasdaq National Market and the Small Capitalization Market.  Even though Nasdaq stock markets are the major part of OTC market in U.S. but vast majority of the OTC issues (about 8000) do not trade on either of the two Nasdaq systems. OTC Bulletin Board is one of these non-Nasdaq systems. The traders in OTC act as principals meaning they take “position of risk”. 

The Third Market is when a stock is both listed on an exchange and also traded in the OTC market.  Dealers in the third market were not members of NYSE until 1999. The third market grew as institutional investors used it in 60s to avoid fixed minimum commission. The investors in this market are mainly engaged in block trading of a thousand shares and more.

Private Equity Market

The Global Market

American Depository Receipts (ADR)

Global Depository Receipts (GDR)

