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The Primary and Secondary Stock Markets

¢ Primary markets
- IPO’S
« Investment Banker- underwriter
* Fixed commitment
« Best efforts
* Google
« SEC
— Prospectus
— Red Herring
— Tombstone
— Shelf Registration

IPO Tombstone

il

3,450,000 Shares

BROADCOM
_— A~
Class A Common Stock

Price $69 a Share

WORGAN STANLEY DEAN WITTER
BTALEXBROWN
" CREDIT SUISSE FIRST BOSTON
HAMBRECHT & QUIST
MERRILL LYNCH & C0.

IPO Tombstone

11,500,000 Shares

World Wrestling Federation Entertainment, Inc.
Class A Cor
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7,540,872 Shares
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ShopKo Stores, Inc.
Common Stock
(parvaki .1 p sharey
Price $25 Per Share
6,032,698 Shares
[ S
‘Goldman, Sachs & Co.
Merrill Lynch & Co.
Salomon Brothers Inc
Alex. Brown & Sons Montgomery Securities Fobert W. Baird & Co.
e i
CL.King & Associates, Inc. Nesbitt Burns Securities Ing.
1,508,174 Shares
— Hopaen o turgs gl b oSty et 55

The Secondary Market

» Channels
— Directly with other investors
— Indirectly through a broker
— Directly with a dealer

» Dealers and Brokers
— Bid/Ask prices - spread

* Exchanges
— NYSE, AMEX, the “regionals”
— Nasdaq




The New York Stock Exchange

The New York Stock Exchange (NYSE), popularly known as the Big Board ,
celebrated its bicentennial in 1992.

The NYSE has occupied its current building on Wall Street since the early
1900's.

For 200 years, the NYSE was a not-for-profit New York State corporation.
The NYSE went public in 2006
— (NYSE Group, Inc., ticker: NYX)

— Naturally, NYX stock is listed on the NYSE

In 2007, NYSE Group merged with Euronext to form NYSE Euronext, the
world's largest exchange.

NYSE Seats and Trading Licenses

Historically, the NYSE had 1,366 exchange members. These members:

— Were said to own “seats” on the exchange.

— Collectively owned the exchange, although professionals managed the exchange.
Regularly bought and sold seats (Record seat price: $3 million in 2005)

— Seat holders could buy and sell securities on the exchange floor without paying
commissions.

In 2006, all of this changed when the NYSE went public.
— Instead of purchasing seats, exchange members purchase trading licenses:
+ number limited to 1,500
+ In 2007, a license would set you back a cool $55,000—per year.

— Having alicense entitles the holder to buy and sell securities on the floor of the
exchange.

Types of NYSE Members, I.

* Over 500 NYSE members are commission brokers
— Execute customer orders to buy and sell stocks.

« Almost 500 NYSE members are specialists , or market
makers .

— Obligated to maintain a “fair and orderly market” for the
securities assigned to them.

Types of NYSE Members, .

« Commission brokers may delegate orders to floor brokers ,
or two-dollar brokers for execution.

— Have become less important due to the SuperDOT
system (designated order turnaround),

— SuperDOT allows orders to be transmitted electronically
directly to the specialist.

« A small number of NYSE members are floor traders
— Trade independently for their own accounts.

NYSE-Listed Stocks

* In 2006:
— Stocks from about 2,800 companies were listed
— Collective market value of about $25 trillion.

« Aninitial listing fee and annual listing fee are charged based on
the number of shares.

« To apply for listing, companies have to meet minimum
requirements with respect to:
— The number of shareholders
— Trading activity
— The number and value of shares held in public hands
— Annual earnings

Operation of the New York Stock Exchange

The fundamental business of the NYSE is to attract and process
order flow .

In 2007, the average trading volume on the NYSE was over
2 billion shares a day.

Volume breakdown:
— About one-third from individual investors.
— Almost half from institutional investors.

— The remainder represents NYSE-member trading, mostly from
specialists acting as market makers.




NYSE Minimum Listing Requirements

¢ 2,200 shareholders

« Six month average trading at 100,000 shares a
month

¢ 1.1 million shares in public

* Public shares at minimum $100 million in market
value

« Annual earnings of $10 million before taxes in
recent years ($2 million in two preceding years)

NYSE Floor Activity

There are a number of specialist's posts, each with a roughly figure-
eight shape, on the floor of the exchange.

At the telephone booths, commission brokers:
— Receive customer orders
— Walk out to specialist's posts where the orders can be executed,

— Return to confirm order executions, and receive new customer
orders.

Coat colors indicate the person’s job or position.

Stock Market Order Types

I 5 Stock Market Order Types

Order Type Buy Sell

Market order Buy at best price available for immediate Sell at best price available for immediate
execution execution

Limit order Buy at best price available, but not more than Sell at best price available, but not less than

the preset limit price. Forgo purchase f limit is
not met.

Stop order Convert o @ market order to buy when the
stock price crosses the stop price from below.

the proset limit price. Forgo sale if limit is not
met.

Convert to a market order to sell when the
stock price crosses the stop price from above.

Also known as a “stop-loss.”

Stop-limit order Convert to a limit order to buy when the stock Convert to a limit order to sell when the stock
price crosses the stop price from below. price crosses the stop price from above.
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Nasdagq, II.

« There are two key differences between the NYSE and Nasdaq:
+ Nasdaq is a computer network and has no physical lo cation
where trading takes place.
* Nasdaq has a multiple market maker system ratherth  ana
specialist system.

« Like NYSE specialists, Nasdaq market makers use their inventory
as a buffer to absorb buy and sell order imbalances.
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Nasdagq, I.
NASDAQ - National Association of Securities Dealers Automated
Quotations system.
Started in 1971, a computer network of securities dealers who
disseminate timely security price quotes to Nasdaq subscribers.
The NASDAQ has more companies listed than the NYSE.
On most days, volume on the NASDAQ exceeds the NYSE
volume.
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NASDAQ, II.
NASDAQ trading is almost exclusively done through dealers who
buy and sell securities for their own inventories.
Like NYSE specialists, NASDAQ dealers use their inventory as a
buffer to absorb buy and sell order imbalances.
NASDAQ is actually made up of three separate markets:
— The Global Select Market
— The Global Market
— The Capital Market
In the late 1990s, the NASDAQ system opened to electronic
communications networks (ECNs
ECNs are basically websites that allow investors to trade directly
with one another.
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Nasdagq, Ill.

Nasdagq is often referred to as an OTC market.

An Over-the-counter (OTC) market is a securities market in
which trading is almost exclusively done through dealers who buy
and sell for their own inventories.

Nasdaq is made up of two separate markets, the Nasdaq
National Market (NNM) and the Nasdaq SmallCap Market.

In 2001, trading volume on the Nasdaq was 471 billion shares,
compared to 308 billion shares at the NYSE.

Market value of Nasdaq firms was $3 trillion, compared to $13
trillion for the NYSE.

Minimum Listing Requirements

Earnings Shares

(pretax) Market Value | Outstanding  Shareholders
NYSE $10 M $100 M 11M 2,200
NASDAQ/AIt.1 $1M $8 M 11M 400
NASDAQ/AIt.2 $18 M 11M 400
NASDAQ/AIt.3 $20 M 11M 400

Nasdaq Participants

In 2003, there were about 500 competing Nasdaq dealers
(market makers), which is about 15 per stock.

In the late 1990s, the Nasdaq system was opened to the
electronic communications networks (ECNs).
— ECNSs are websites that allow individual investors to trade directly
with one another.

— ECN orders are transmitted to the Nasdaq and displayed along with
market maker prices.

The Nasdaq System

The bid and ask prices for the Nasdaq represent inside
quotes.
— The highest bid
— The lowest ask

¢ Managed by NASD
— Level I: registered rep’s - median quotes
— Level II: brokers - inside bid/ask quotes, market maker identity
— Level lll: market makers - change quotes

Watching Trading on the Web

http://datasvr.tradearcas

k =lolx|
‘Treulabesing | Coiac Us | Loz

JWN tardstiom, nc.

BNVSE Arca [T Gon 1 New window

Bid Ask
ID  Price  Size Time ID  Price  Size Time

4684 100 14:55:28| ARCA 14:55:28
4683 600 14:55:28| ARCA 1ais5:28
4682 200 14:55:28| ARCA 14:55:23

NYSE and NASDAQ Competitors

The third market is an off-exchange market for securities listed on
an organized exchange.

The fourth market is for exchange-listed securities in which
investors trade directly with one another, usually through a computer
network.

For dually listed stocks, regional exchanges also attract substantial
trading volume.




Stock Market Indexes

Many different averages
« Dow averages (DJIA)
+ S&P indexes (500)
* Russell indexes

Indexes can be distinguished in four ways:
— The market covered,

— The types of stocks included,

— How many stocks are included, and

— How the index is calculated (price-weighted , e.g. DJIA,
versus value-weighted , e.g. S&P 500)

Index Staleness: stocks do not trade over a period of time

The Dow Jones Industrial Average

Yields on DJIA Component Stocks

Stock Market Indexes, II.

* Value-weighted index
— Stocks held in proportion to total company market value
— Companies with larger market values have higher weights

— S&P 500

* Price-weighted index
— Stocks held in proportion to share price
— Higher priced stocks receive higher weights.
— Stock splits can cause issues.

- DJA

— Note: As of March 8, 2008, the DJIA divisor was

0.122834016!

Stock Market Indexes, Ill.

Major Stock Indexes

Index
DJIA
S&P Composite
NYSE Composite
NASDAQ Composite
Value Line Composite
AMEX Index
Russell 3000
Wilshire 5000
* approximate

No. of Securities
30
50

1,700*
4,500*
1,600*

1,000*

Top 3,000

7,000%

Construction
Price-weighted
Market-value
Market-value
Market-value
Geometric
Market-value
Market-value
Market-value




Price vs. value weighting

More on price weighting

* Suppose we have the following

Price per share
# shares outstanding Beg. Year End Year

Worf Co. 100 million $10 $9
Dax Inc. 10 million $20 $25

How did the market do for the year?
« Price weighted: $15 to $17, or 13.33%

Beg.= (10+20) / 2 = $15; End = (9+25) / 2 = $17
« Value weighted: $1.2B to $1.15B, or -4.17%

Beg. = [(100 M x 10) + (10 M x 20)] / 2 = $600 M

End = [(100 M x9) + (10 M x 25)] / 2 =$575 M

A splitting headache.........
* Suppose Dax splits 4-for-1
« Price falls to $5
« Shares go to $40 million
« Value weighted index not affected
» Finding the new divisor
« ($10 +$5)/d = $15, so d=1, down from 2.
+ DJIA divisor at 0.19740463 in 1999
* Which is better: price or value?

Price-Weighted: Changing the Divisor

Day 1 of Index: Company Price
GM 40.56
Nordstrom 25.91
Lowe's 53.68
Sum: 120.15
Index: 40.05 (Divisor = 3)

Before Day 2 starts, you want to replace Lowe's wit  h Home Depot, selling at $32.90

To keep the value of the Index the same, i.e., 40.05:

GM 40.560
Nordstrom 25910
Home Depot 32.90
Sum: 99.370

Sum/Divisor = 40.05, if Divisor is: ~ 2.481148564

The Day 3 Index Can be Calculated in Two Ways:

Total Shares Market C: on
Day 3: Company Price (millions) (millions)
GM 43.250 560.720 24,2511
Nordstrom 23210 136.070 3,158.2
Home Depot ~ 34.100 2,370.000 80,817.0
Total MV(3): 108,226.3
Total MV(2): 107,892.0
Day 2 Index Level: 1035.02
Day 3 Index Level 1038.23
MarketValueDay3.
Day3Index= Varketvauebays IndexLevelDay2
MarketValueDay2
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How Does the
Value-Weighted Index Change?
(USe Index Total Shares Market Capitalization
ppRany _ Price (millions) (millions)
EW' 7 40.56 560.72 22,743
Nordstrom 2591 136.07 3,526
Home Depot 32.90 2370.00 77,973
Total MV(1): 104,241
Divisor (Set by Vendor): 104.2413769
Day 1 Index Level: 1000.00
Total Shares Market Capitalization
Day 2: Company __ Price (millions) (millions)
GM 4421 560.72 24,789
Nordstrom 27.25 136.07 3,708
Home Depot 33.50 2370.00 79,395
Total MV(2): 107,892
Day 2 Index Level: 1035.02
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Useful Internet Sites
« www.hoovers.com (information on Initial Public Offerings, or
IPOs)
« www.nyse.com (website for the New York Stock Exchange)
« www.nasdag.com (website for the NASDAQ)
« averages.dowjones.com (The Dow Jones Industrial Average)
« www.russell.com (the Russell Indexes)
« www.barra.com (reference for “value” and “growth” indexes)
« www.djindexes.com (reference for current divisor for the DIJA)
* www.standardpoors.com (website for S&P 500)
«  www.nni.nikkei.co.jp (website for Japan’s Nikkei 225 index)
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Problem 1

Suppose there are only two stocks in the market and the
following information is given:

Shares Price per Share
Outstanding Beg. Of Yr.  End of Yr.
Black Co. 200 M $30 $39
Scholes Co. 50 M $80 $140

Price weighted = (30 + 80) / 2 = $55 at beginning o  f year
Price weighted = (39 + 140) / 2 = $89.50 at end of year
Change = (89.50 - 55) / 55 = 62.73% increase

Value weighted = [(200 x 30) + (50 x 80)] / 2 = $5, 000 M
Value weighted = [(200 x 39) + (50 x 140)] / 2 =$7 ,400 M
Change = (7,400 - 5,000) / 5,000 = 48% increase

Problem 2

Suppose the following 3 defense stocks are to be co  mbined

into a stock index in January 1998 (perhaps a portf  olio manager
believes these stocks are an appropriate benchmark for his or her
performance):

Price
Shares (M) 1/1/98 1/1/99 1/1/00
DM 150 $60 $75 $60
DG 750 $20 $25 $40
IR 300 $40 $35 $35

a. Calculate the initial value of the index if a pr  ice-weighting
scheme is used.

b. what is the rate of return on this index for the year ending
12/31/98? For the year ending 12/31/99?

c. What is the total return on this index over the 2-year period
1998 and 1999?

Problem 2 Solution

Problem 3

A. 1/1/98: Index value = (60 + 20 + 40) / 3 = 40

B. 1/1/99: Index value = (75 + 25 + 35) / 3 =45
1998 return = (45 - 40) / 40 = 12.5%
1/1/00: Index value (60 + 40 +35) / 3 =45
1999 return = (45 - 45) / 45 = 0%

C. Total 2-year index return = (45 - 40) / 40 = 12.5%

In the problem 2, suppose that DM shareholders

approve a 5 for 1 stock split on 1/1/99. Whatist he new
divisor for the index? Calculate the rate of return on the
index for the year ending 12/31/99. If DM’s share p  rice on
1/1/00 is $12 per share. What is the total 2 year r  eturn on
the index now?

Price
Shares (M) 1/1/98 1/1/99 1/1/00
DM 150 $60 $75 $60
DG 750 $20 $25 $40
IR 300 $40 $35 $35

Problem 3 Solution

Share price after split = $75 /5 = $15

Index value on 1/1/99, without the split is

Index = (75 + 25 + 35) / 3= 45

New divisor: (15 + 25 + 35) /d =45

sod=1.667

Index value on 1/1/00 = (12 + 40 + 35) / 1.667 = 52.2
1999 return = (52.2 - 45) / 45 = 16.0%

Total 2-yr return = (52.2 - 40) / 40 = 30.5%

based on 1/1/98 index of (60+20+40)/3 = 40




